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RELATIONSHIP OF PRICES TO ECONOMIC
STABILITY AND GROWTH

MONDAY, DECEMBER 15, 1958

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The committee met at 10 a .m., pursuant to notice, in room F-39,

the Capitol, Hon. Wright Patman (chairman) presiding.
Present: Representatives Patman, Bolling, Curtis, and Reuss; Sen-

ator O'Mahoney.
Also present: John W. Lehman, clerk, and James W. Knowles,

economist in charge.
The CHAIR-MAN. The committee will please come to order.
This is the fourth stage of the Joint Economic Committee's study

of the relationship of prices to economic stability and growth. This
study has evolved out of the committee's continuous concern with the
problems associated with prices during the past 10 years of its work.

The first stage of this particular study consisted of the compendium
of papers by the 47 academic economists published March 31, 1958, as
a committee print.

The second was a series of hearings in the form of panel discussions
held May 12 through 22, 1958, in which these contributors
participated.

As the third part of the study, the committee invited economists
from labor and industry to submit comments on the issues raised by
the academic economists. These commentaries were published in a
volume released November 10, 1958. As the fourth (and present)
phase of the study, panel discussions will be held today through
Thursday of this week. On each day two of the experts from labor
and two from industry will be joined by two of the academic econo-
mists who participated in the earlier compendium and hearings last
Spring

Before we begin, I might point out again that the focus of this
committee's interest, as the title chosen for this study indicates, is
upon the relationship of prices to economic stability and growth.
Prices and price policies can, of course, be studied from other points
of view as has been and is being done by other committees of the
Congress.

In contrast to more particularistic or specialized points of view, this
study focuses upon the ways in which the behavior of prices, the oper-
ation of the market mechanism and private pricing policies are re-
lated to the rate at which the productive capacity at which our
economy grows and to the stability of the rate at which this produc-
tive capacity is utilized. It aims at information which will be useful
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ECONOMIC STABILITY AND GROWTH

over the long run in the design of policies to carry out the Employment
Act objectives, though, of course, we hope also that some contribution
might be made to the immediate short-run problems we face in the
current recession.

Our first witness this morning will be Mr. Solomon Barkin, di-
rector of research, Textile Workers of America, AFL-CIO. We will
be glad to hear from you, sir.

STATEMENT OF SOLOMON BARKIN, DIRECTOR OF RESEARCH,
TEXTILE WORKERS OF AMERICA, AFL-CIO

Mr. BARKIN. Thank you, Mr. Patman. I am awaiting the copies
of this short statement. Apparently the roads are not conducive to
fleet dispatch. The statement is a very short one in conformance
with your instructions.

I have attempted to summarize, digest, and present the major
thesis in the rather extended paper I had prepared for your
committee. (Commentaries, p. 1.)

The current debate on inflation takes place at a time when we have
experienced 7 months of price stability, and can anticipate no par-
ticular rise in Consumer Price Index for the next several months.
The concern for inflation is promoted in part by the inflationary mood
prevailing in business circles as reflected in the stock market and the
problems faced by the United States Treasury in financing its $10
to $12 billion deficit. In this period of calm our consideration about
the future price trends should be deliberate and painstaking and
should not duplicate the anxious moods emanating from the White
House and the financial circles. The administration's premature pub-
lic statement about inflationary dangers in July and August of this
year no doubt did much to stampede financial groups into the present
speculative surge.

The second pressure force magnifying this issue is the business com-
munity, which is trying to make trade unions the scapegoat for the
monopolistic inflationary price practices. In this connection, my
statement builds very extensively on an analysis of the CED pamphlet
on inflation issued in May of 1958 and the strange turnabout in the
attitude and outlook of the CED as reflected in that pamphlet.

By concentrating employers' public attack on trade unions they
have presumably been seeking to divert public attention from their
own conduct. By lending support to such phrases as "cost push"
and "wage-price spiral," because I do not believe their economic
analyses would bear out these slogans of the day which have crept
into careless economic thinking, they hope to make the American
public believe that the fault lies with the union drive for higher
wages.

Obviously in my longer paper I addressed myself to the substance
of that issue, but interestingly enough, a similar effort was made, as
all of us recall, back in 1946 and 1948. But that effort did not last
long beyond the hysteria of that period. Independent economists
soon began to uncover the multitude of causes behind the rising price
level, and then submerged these hysterical arguments of 1946 and
1947 related to the cost push and similar catch phrases.
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ECONOMIC STABILITY AND GROWTH 431

You may recall that Sumner Slichter at that time invented the
term "laboristic age" to sanction the phrases of the day. But my
statement here says that the term "laboristic age," the term invented
by Sumner Slichter, soon evaporated into the phrase "business mo-
no polistic age."

The Kefauver Subcommittee on Antitrust and Monopoly has done
yeoman service in its release of its intensive study on steel and auto-
mobile industries, concluding that price policies followed by the
giants of these industries are inflationary in character. And what is
most interesting, I think, is the extensive statistical data presented by
the subcommittee because they established that price margins in these
industries have been spreading, and most crucially the break-even
points have been dropping. Price increases have exceeded the cost
increases. While the break-even point of the United States Steel
Corp. was close to 50 percent of capacity a decade ago it has since
declined to less than 35 percent. We have very extensive information
from the OPA days on the break-even points in some 60 different
industries. Similar studies for many other industries indicate a simi-
lar drop in break-even points. These data represent substantial con-
firmation of the fact that monopolistic price-setting policies have been
spreading the margins enjoyed by these companies.

The inflationary character of the industrial price policies in the
oligopolistic industries is reflected in the fact that unit labor costs
in the durable goods manufacturing industries have risen by about
15 percent from 1947 to 1957. But the wholesale prices have gone up
by 53 percent.

In my longer statement in appendix A, and table 1 (Commentaries,
p. 39), these data are presented in both the original form and as per-
centage calculations. The source of the data is noted. These two
figures present the great challenge to American policymakers. Unit
labor costs have gone up in the durable goods manufacturing indus-
tries by 15 percent. Wholesale prices in these industries by 53 percent.
In contrast in the industries which I know most about, the competitive
ones-the basic nondurable ones, intermixed with some of a noncom-
petitive nature-unit labor costs went up 11 percent and wholesale
prices 10 percent. In the durable goods industries, the comparison is
15s percent in the unit labor costs, 53 percent in prices.

Gentlemen, these facts, I think, highlight the challenge of the day,
not the intricate data which are often presented for which there are
excuses and apologies and technical difficulties. Here in one figure we
have summarized this very significant contrast in behavior.

While the profit margins have grown considerably in the monopolis-
tic industries, they had not increased in the highly competitive ones.

The major problem confronting this country is to achieve maximum
employment, production and purchasing power, rather than to guar-
antee stable prices. We don t have that problem right at this mo-
ment. With the rise in the level of unemployment in the months
ahead of us, as indicated by governmental authorities-I mean the
administration's authorities-the main issue is how we are to provide
new job opportunities for all people.

Changing the policy directives in the Employment Act by specifi-
cally spelling out the desire for stable prices would be tantamount to
subordinating the present declared objectives for maximum employ-
ment. We cannot see that this addition to the act is needed, even to
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satisfy its proponents of price stability, for we cannot contemplate
any Federal administration giving it more priority than the present
one.

We have already been told that Federal expenditures are to be cur-
tailed despite the rise in unemployment in the months ahead. Isn't
that very declaration a sufficient indication of the degree to which the
purposes of this act can be disregarded by an administration so deter-
mined to do so? We should strengthen the priority given to the
objectives of maximum employment and production rather than
dilute their importance.

Widespread unemployment and less than maximum production is a
waste of resources which we can ill afford in this era of competitive
coexistence. While the Russian grouping is forging ahead and much
of the burden of supporting the non-Communist bloc is upon our
shoulders, it is lamentable to be losing production and permitting
men to stand idle, not to speak of not expanding our economy.

We cannot fight creeping inflation with the tools we now have.
Certainly the administration and the Federal Reserve Board have
learned this simple lesson. We hope and we urge that they must
become more receptive to the introduction of new specific controls
designed to deal with the variegated nature of this phenomenon. The
present monetary and fiscal devices are inadequate. Many in finan-
cial circles have declared so. Some of the most conservative members
of this coterie of people have already come out with public statements
calling for new decrees. The challenge is to find adequate tools and
not to change the declared objectives of the Employment Act.

The Joint Economic Committee can perform a real service by ini-
tiating a series of hearings subsequent to this round, at which each of
the specific proposed control techniques is individually evaluated and
examined.

I have summarized here the detailed analysis which is contained in
my longer statement. I put these items on the three panels.

The following are the specific controls we believe to be necessary
for the handling of the problem of creeping inflation. You have
heard enough testimony about the 4 or 5 different kinds of inflation
that have been alleged, but the type we are currently most concerned
with and which results from the slow rise in prices can be primarily
and adequately dealt with by a program consisting of these items.

In the business sector, we think it is necessary for us to consider
breaking up the conglomerate business giants. Going back to the
bill that Senator O'Mahoney had originally offered, we should exam-
ine the merits of that proposal. Senator Kefauver's committee has
pinpointed the problem of General Motors and its size.

The Federal incorporation of large corporations: We think that
the kind of system we now have makes for a crazy quilt and does not
permit the easy examination of the production and financial policies
of these corporations, and a systematic grouping through a Federal
incorporation charter would be helpful.

The Federal agency to hold public hearings on proposed price in-
creases by large corporations.

Fourth, the variable depreciation allowances to regulate rates of
capital investment, which would have been very helpful in holding
down the expansion of 1956 and would have been offset during the
current year.
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For consumer services: In my statement I devote considerable time
to the widely neglected area of the services. You know that if you
examine the Consumers' Price Index, a disproportionate rise of the
price of consumers' services as over against commodities is evident.
Everyone has been most fatalistic about it. My proposal in my paper
is to do for the services what our country does for foreign countries,
namely, arrange a national productivity agency to stimulate the effi-
ciencies of these services.

For the farmers, the one area in which we are in agreement is to
lift the living standards of the low-income farmers.

On the labor sector, a number of us have been advocating for well
over a decade the need of annual labor-management conferences to
achieve a consensus on economic policy as a basis for periodic collec-
tive bargaining.

Then, in the Government sector, a number of these have been already
suggested:

Thie coordination of Federal policies in monetary, credit, and
public debt fields.

The authorization for use of specialized monetary and fiscal con-
trols; consumer credit; bank portfolios; operations of nonbank finan-
cial institutions; margin requirements for all security sales. These
have been in one form or another also proposed in the financial
community.

Federal low-interest loans to groups adversely affected by tight-
money policy at any one moment: I do believe that there must be
relief to these specific groups whom we do not want to adversely affect.
We can't have an indiscriminate tight-money policy.

Federal assistance to areas of chronic labor surplus.
Finally, authority for Federal allocation of key materials, such as

steel, in boom periods, a proposal which I made to the Federal Reserve
Board in 1956 and 1957, and I think might have helped us dampen
this upsurge.

Thank you.
The CHAIRMAN. Thank you very much.
(The following letters were subsequently received for the record:)

DECEMBER 11, 1958.
Hon. WRIGHT PATMAN,
Joint Economic Committee,
Senate Office Building, Washington, D.C.

DEAR CONGRESSMAN PATMAN: In his paper submitted to the Joint Economic
Committee and published in "The Relationship of Prices to Economic Stability
and Growth: Commentaries" Mr. Solomon Barkin makes a number of references
to a policy statement "Defense Against Inflation" issued by the research and
policy committee of CED in July 1958. I am writing to you to correct inac-
curacies in Mr. Barkin's references to the committee's statement. It is not my
intention here to enter into the substance of the issues raised by Mr. Barkin's
paper but only to present an accurate picture of what the research and policy
committee did and said. I shall be happy to supply copies of "Defense Against
Inflation" for your committee if you want them.

I am sending copies of this letter to the other members of the Joint Economic
Committee and to Messrs. Riley, Lehman, and Knowles of the committee staff.
If you think that this letter would be a useful complement to Mr. Barkin's
statement you have my permission to include it in the record of the Joint Eco-
nomic Committee hearings which begin December 15,1958.

1. Mr. Barkin says: "Some industrial and financial lenders in the current
depression are also engaged in the act of deflecting attention from our serious
mnemployment problem to the issue of inflation. The ink was hardly dry on the
proposals by the Committee for Economic Development to stimulate our economy
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through tax reductions, when this group issued a sophisticated exposition of its
views on inflation."

The preface to the policy statement pointed out that work on it began in the
fall of 1955. The statement was issued when it was completed. The committee
did not believe that the presence of a recession was cause for deferring publica-
tion of the statement. As the committee said:

"It is essential to winning the fight against long-run inflation to realize that
the problem has not permanently vanished when it is obscured temporarily by
the problems of combating a recession. In fact, we should take the opportunity
afforded to us by the temporary slackening of inflationary pressures to think
through and adopt policies necessary to avoid long-run inflation. Moreover,
effective action to limit recessions requires the existence of an adequate program
to prevent inflation, because fear of inflation is a major inhibition on forcefulr
antirecession policy" (p. 7).

2. Barkin says: "moreover, the committee seeking a scapegoat for its fears
found it in the trade unions. Latching onto the new theory of inflation described
as the 'wage-price' explanation, it declared that the 'main problem is in the
field of labor where there is no law or not even a public philosophy or policy for
the limitation of economic power.'"

The committee did not "latch onto" the "wage-price" theory of inflation. The
committee considered this theory and concluded that it could not tell whether
this theory has been or will be valid in the American economy. The committee
said: "What we do not know, under present conditions, is this: If we had a
long period in which money expenditures rose approximately in line with the
ability of the economy to produce, would costs per unit of output rise? We
cannot tell this from the postwar experience because we did not have that kind
of a world" (p. 38). Again the committee said: "We do not definitely know-
and we are not trying to prove-that costs and prices do or do not tend to rise
in the American economy when demand is just adequate for satisfactorily high
employment. Continuing analysis of this question is necessary. Meanwhile
policy must be based on the information that is available" (p. 39).

Mr. Barkin's quotation beginning "main problem is in the field of labor'"
should be read as part of the whole paragraph of which it is a part:

"If the existing degree of competition in product and labor markets should'
prove to be inadequate, and the exercise of business and labor power insuffi-
ciently responsible, to preserve general price stability, we shall have to seek
measures to strengthen competition. The laws to maintain competition in busi-
ness need to be more vigorously enforced and constantly reviewed to assure their
effectiveness. But the main problem is in the field of labor, where there is no
law and not even a public philosophy or policy for the limitation of economic
power. There is urgent need for objective consideration of the proper extent,
character, and uses of union power in our society. Existing laws should be
reviewed to see whether they give or leave a degree of power to labor organiza-
tions that is not in the public interest" (p. 16).

3. Barkin says: "The CED blithely assumes, in this and in past documents,
that antitrust laws are sufficient to harmonize private business pricing policies
with the public interest, in face of the repeated criticism of these laws by busi-
nessmen, academic economists, and government."

The paragraph quoted above under point 2 shows that the committee did not
assume this.

4. Barkin says: "Most of these men supported the CED in proposing an amend-
ment to the Employment Act of 1946, declaring that it is the Nation's objective
to attain 'maximum production, employment, and purchasing power' through
stable prices."

This is not the committee's recommendation. The committee is not suggesting
that the objectives already enumerated in the Employment Act be attained
through stable prices. It is suggesting that stable prices be added as an objec-
tive to those already enumerated.

On this point the committee said:
"We believe that the time has come for the Nation to commit itself explicitly

to the long-run objective of stable prices, just as it has committed itself in the
Employment Act of 1946 to the short-term objective of promoting 'maximum
employment, production, and purchasing power.' Although it is generally
agreed that the language of the act is sufficiently broad to provide the necessary
basis for action to keep prices stable, it is our view that it would be worth
while to write the commitment directly into the act.
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"We recognize that a mere statement of the objective will not of itself produce
stable prices. But we believe that it would be helpful in several respects.

"First, it would help to counteract the view that the commitment to high
employment takes precedence over the commitment to stable prices.

"Second, it would strengthen the determination of public officials to adopt
anti-inflation measures when they are needed.

"Third, it would require both the President, in his annual economic report,
and the Joint Economic Committee of the Congress, in its report on the Presi-
dent's report, to place greater emphasis on recent and prospective price trends
and to discuss in a more systematic manner methods of achieving price
stability.

"Fears have been expressed that this proposal would precipitate a long and
acrimonious debate over the objective of economic policy wNhich, in the end,
might result in a rejection of the stable price objective. However, it is our
earnest conviction that a large majority of our citizens do not accept creeping
inflation as a way of life and that the Congress will not reject this overwhelming
view if given the opportunity. Moreover, we believe that the debate would, in
itself, be helpful in clarifying our economic objectives. In fact, if the Employ-
ment Act were opened for amendments, we would urge that, aside from the
stable prices, the objectives of promoting steady economic growth and produc-
tivity should also be added to the Employment Act" (pp. 52-53).

5. Barkin says: "The CED 'rejects governmental controls of prices and wages,
In peacetime, to restrain inflation.' It is, however, quite ready to flirt with
controls of labor unions in face of an explicit declaration in the Clayton anti-
trust law that labor is exempt from the act in its union activities because it is
not a commodity."

The committee makes a fundamental distinction between Government control
of prices and wages, on the one hand, and Government policy to prevent ex-
cessive concentration of private power, on the other hand. The former sup-
presses the private market system, the latter preserves and strengthens it.
The committee says:

"The problem of the proper limits to the character and extent of union power
in a competitive, democratic, free society is one that urgently needs objective
public discussion.

"We recommend that the basic laws of the country be reviewed to see whether
they permit labor organizations to have a degree of economic power which is not
in the public interest.

"We would hope that such a discussion would not degenerate into a prolabor,
antilabor fight. Certainly no one can now want or expect to turn back the clock
on the advances in labor relations made in this generation. But equally, no
group can want, or expect to retain, power to force upon the community a choice
among depreciation of the currency, unemployment, and abandonment of eco-
nomic freedom. The leaders of organized labor have made constructive contri-
butions to thought and action on many national policies, notably the recent issue
of corruption in unions. They have an opportunity to make an especially great
contribution here by presenting a clear and fundamental statement of their
philosophy of the desirable extent, character, and use of union power in our
society. Nothing could do more to keep discussion of this issue on a responsible
level" (pp. 62-63).

6. Barkin asks: "Shall we accept the CED position that there is no conflict be-
tween the goals of maximum employment and price stability because our 'com-
mitment to high employment is not * * * a commitment to keep unemployment
lower than, say 4 percent of the labor force, or as ruling out larger unemploy-
ment for brief periods or in particular industries?"

The three asterisks are in Mr. Barkin's text and stand for words omitted from
the original.

The committee said: "The commitment to high employment is not regarded by
a majority of our people as a commitment to keep unemployment lower than, say
4 percent of the labor force, or as ruling out larger unemployment for brief
periods or in particular industries" (p. 38).

7. Barkin says: "The CED believes that price stability can be maintained If
'we were satisfied with, say 6 percent unemployment and if unionization were
not widespread.' Do the American people want to live with these high levels of
unemployment and stop the spread of unionism in order to achieve price
stability ?"
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The expression "if we were" in the English language is commonly used to
present a supposition contrary to fact. This is quite clear in the present case.
The committee says:

"The possibility that we might be unable to have high employment and stable
prices in our economy cannot be denied. But the facts are quite unclear. If the
commitment to 'full employment' were a commitment to extremely low unemploy-
ment-for example, 2 percent-not only in total but also in each industry, if all
firms were very large, and if all workers were organized in strong, industrywide
unions, under these conditions such high employment would almost certainly
break down price stability. On the other hand, if we were satisfied with, say 6
percent unemployment and if unionization were not widespread, these conditions
of high employment would probably not conflict with price stability.

"We have in our economy neither the one nor the other set of conditions, but
something in between" (pp. 37-38).

8. Barkin says: "Similarly, the CED suggests that the price of a stable price
level is at least '4 percent of the labor force [ * * [and] large unemployment for
brief periods or in particular industries.'"

The complete sentence from which this extract is quoted has been presented
above (point 6). There is no suggestion in the statement that at least these
conditions are the price of a stable price level.

9. Barkin says: "The reason for the identification of the inflation with the
'cost-push' and 'wage-push' is explained very naively by the CED. An analysis
of the distribution of corporate income from 1922 to date suggests that labor's
share has been stable. Consequently, it concludes that labor 'in a free market
is unlikely to change the share materially.' Therefore, any rise in wages not
offset by a comparable increase in productivity must be automatically reflected
in higher prices and cause inflation. Thus, our recent price increases have been
caused by higher wages.

"Apparently, it did not dawn on the CED that many economists, congressional
committees, and public leaders have long contended, and publicly declaimed,
that profit margins and prices of many oligopolistic industries are excessive
and basically inflationary and truly the root of many of our economic diffi-
culties. Every effort to maintain prices must be economically disastrous. Yet
the CED naively completed its syllogism by saying that American business
enterprises were acting 'naturally' according to 'past performance' and only
trade unions could be the cause for upsetting the applecart."

Several comments must be made about this:
(a) The committee does not identify inflation with the "cost-push" or

"wage-push." It does not say that recent price increases have been caused
by higher wages. It concluded that neither proposition could be demon-
strated by existing evidence. (See point 2.)

(b) The committee did not say that business was acting "naturally"
or according to "past performance." These quoted words, the implications
of which are unclear, are not in the statement.

(c) The committee did not conclude that only trade unions could upset
the applecart. It urged responsible behavior by both business and labor and
strengthening of competition as a limitation upon both.

(d) It did, of course, "dawn on" the CED that many economists, con-
gressional committees, and public leaders have taken the position which
Mr. Barkin attributes to them.

(e) The committee's observations about labor's share of the national
income refer to the total share of labor and not to the situation in par-
ticular industries and firms.

(f) Finally, the committee's words at the relevant point are these:
"The fundamental axiom is that, for the economy as a whole, real in-

comes-what incomes can buy-cannot rise faster than real output.' Money
incomes can rise faster than real output, but only if prices rise. If prices
are to be stable, money incomes in total cannot rise faster than real output.

"This is not only axiomatically true for the economy as a whole; it is
also roughly true for the major segments of the economy in long-run condi-
tions of general stability. In principle, so far as the arithmetic is concerned,
the income of some groups in the economy can rise faster than real output
if other groups pay for it by income that rises more slowly than output.

This Is so because all goods and services produced multiplied by the price for which
they are sold equals total income of the economy. Therefore if income goes up but output
does not rise, prices must rise, and the real value of the incomes will not have increased.
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But the larger the groups we are talking about, the less realistic this possi-
bility becomes.

"The important case is that of labor. In the 10 years 1947-57, the com-
pensation of employees absorbed 77 percent of the income produced in the
corporate sector of the economy; profits before taxes, 23 percent; and
interest less than 1 percent. Corporate taxes took about half of the profits.
Labor's share before taxes, 77 percent, was exactly the same as in the
period 1922 to 1929. In no year of the postwar period was labor's share
less than 74 percent or more than 80 percent. After deduction of the cor-
poration income tax, the property-income part of total corporate income
(profits plus interest, also before individual taxes) declined from 21 per-
cent to 12 percent between the 1920's and 1947-57. This is illustrated in
chart 10.

"Three things are clear from these figures. Even the arithmetical possi-
bility of absorbing all profits after tax would add relatively little to labor's
real income. If all profits after taxes were distributed as wages, total
wages would rise only about as much as the increase that would be pro-
vided in 5 or 6 years by normal growth of productivity. Such an increase
could happen only once, of course. To transfer to labor all of corporate
profits after tax would clearly have disastrous effects on productivity, pro-
duction, and employment. Moreover, the stability of labor's share suggests
that feasible action in a free market is unlikely to change the share mate-
rially.

"Therefore, it is a reasonable conclusion that, for labor as a whole, real
Income cannot rise faster than real output. Also, real income per hour of
work cannot rise faster than output per hour of work. And, if prices are to
be stable, money income per hour of work cannot rise faster than real output
per hour of work" (pp. 55-57).

10. Barkin says: "Employers who, like the CED, speak of the need of a
,review to see whether the existing laws give or leave a degree of power to labor
organizations that is not in the public interest' are really raising questions
about the propriety of the existence of unions."

It is not the committee's understanding that the existence of unions is identi-
cal with the possession by labor organizations of a degree of power that is not
in the public interest or that it is impossible to question excessive power with-
out questioning the existence of the unions. See the paragraphs quoted from
the statement under point 5.

Sincerely yours,
HERBERT STEIN,

Director of Research, Committee for Economic Development.

TEXTILE WORKERS UNION OF AMERICA,
New York, N. Y., December 22, 1958.

H~on. WVRIGIIT PATMSAN,
Joint Economic Committee,
Senate Office Building. Washington, D.C.

DEAR CONGRESSMAN PATMAN: Thank you for sending me Mr. Herbert Stein's
letter of December 11. Such an exchange helps to focus on specific problems.
Unfortunately, the letter deals exclusively with my summary reference to the
document rather than the substantive issues. Actually there is no substitute
for a full reading of the text.

1. To complete the record of quotations I shall first reproduce William Ben-
ton's footnote to the CED summary statement which reflects his distillation as
a committee member, of the import of the committee's statement.

Footnote by William Benton: "Regretfully I disassociate myself from point 9
above and from the body of the important statement which follows; regretfully,
because I agree so completely with the preceding pages which brilliantly state
the problem and the objectives of price stability in a growing economy.

"I cannot agree with the emphasis throughout the body of this statement
which so largely equates rising prices with rising wages. Wages, of course, can
be a measurable factor in rising prices, but many distinguished economists feel
the business community is today putting excessive emphasis on so-called labor
monopoly as the whipping boy for inflation. Example: Many economists at-
tribute the rising prices of recent years in large part to the rise of investments;
plant and equipment expenditures rose 26 percent from 1955 to 1957. This is
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not even discussed in this statement. A further deficiency of this document, it
seems to me, is that in its discussion of inflation it lumps together the inflation
developing over a long period of years without separating for analysis the war
years, the reconversion years, and the most recent years.

"1 favor business competition and deplore the fact that the CED in its 16-
year history has not devoted itself to the implementation of the Sherman and
Clayton Acts. Point 9 above glosses over the problem of competition throughout
our business economy.

"Finally, I regret that this statement does not sufficiently stress the urgent
need for a high level of United States productivity, and the present need for
national policies to implement the objectives of the Employment Act of 1946.
I fear that the statement read by itself seems to elevate stability of prices
over the national objectives of high employment and rapid economic growth.
Some may feel that it is a rationalization for a position widely held in the
business community-that we must have occasional unemployment and recession,
including a receding or nonexistent rate of economic progress, because it is
necessary for stability of prices.

"Tl'his seenis to me a dangerous position, with the U.S.S.R. industries forg-
ing ahead 11 percent in the first quarter of this year while we were going
backward with unemployment of 51/2 million and part-time employment of 4
million.

"Of highest urgency are national policies which will help to create annual
increases in productivity of at least 4 percent, in contrast to our 50-year aver-
age of 3 percent. Last month the Rockefeller brothers report urged as essential
a goal of 5 percent. This problem seems to me not only central to our national
security but to an examination of the problem of inflation and other questions
discussed herein."

2. T'le denial that the committee has embraced the cost-push theory of in-
flation appears pointless. If it did not consider it critical, why did it place such
emphasis in the document on the need of restraining labor unions' economic
power? If business and labor are not to be charged with the responsibility of
increasing demand, why conclude that "the basic recommendation of this policy
statement is that we should try to halt inflation by balancing demand and
output. * * * The direction in which a remedy would have to be sought would
be vigorous, perhaps radical, measures to strengthen the forces of competition"
(p. 61).

The entire statement skillfully clothes the argument in language reflecting
sufficient doubt to negate its value for the declaration of policy and to provide
Mr. Stein with his quotations. Committee statements are usually shaped by
compromise and studded with qualifications. But the intent in this case is fully
revealed in the structure, conclusions, and recommendations.

Despite its doubts as to facts, the statement concludes that "meanwhile policy
must be based on the information that is available" (p. 39). The committee
then offers its subjunctive conclusions which in fact reflect its fundamental
thinking and the basis for its policy declarations respecting the need for curbing
labor's so-called economic power. However much there may still be lingering
doubts underlying the analysis, the final statement reads as follows:

"We believe a tendency may exist for prices to rise under such circumstances.
We believe, moreover, that if such a tendency does not already exist, it may
come into being in the future. That it may come into being, if we do not al-
ready have this tendency, is suggested by the persistent inflation in certain
other countries, where industry is more highly concentrated, where unionization
is more comprehensive, and where 'full employment' is more rigidly interpreted.
In these countries there is fairly clear evidence that price stability is incom-
patible with the unrealistically rigid conditions of full employment society has
decreed."

3. The document is replete with indications of satisfaction with the present
antitrust laws and competitive forces in restraining business. The following is
one such quotation which guardedly expressed this conclusion. "In most indus-
tries, except public utilities subject to regulation, there are several-often a
great many-firims competing with each other whereas single unions covering
an entire industry or market are common * *. Most important we have a
long-established public policy in favor of competition in business. The laws and
machinery to implement this policy have been in effect for a long time, and in
our view, have had a great deal to do with the growth of our economy and the
Improvement in our standards of living. There have been repeated national
studies to see how these policies might be made more effective. As a con-
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sequence we not only have a substantial business competition; we also keep
exploring the route by which we can preserve or strengthen it" (p. 62).

True, there have been numerous studies and reports but little has been done
with them and their findings. The concession on the need of study of business
is a debater's gesture designed to quiet the opponent and not an admission of
failings.

Air. William Benton indicates that the CED itself has never studied the effec-
tiveness of these measures and the report "glosses over the problenm of competi-
tion throughout our business economy" (p. 16). Is it true that CED continues
to do nothing about studying business conduct but has initiated studies on trade
unions?

4. The CED believes price stability comparable with its concept of the toler-
able level of unemployment and low levels of unionization. Price stability
would break down if we sought to achieve "extremely low unemploylment-for
example, 2 percent not only in total but also in each industry, if all firms were
very large and if all workers were organized in strong, industrywide unions"
(p. 38). In its concept, the damage caused by inflation is so great that people
will ultimately seek to stop it. Therefore, the present objectives of "maximnum
production, employment, and purchasing power" must be effected through and in
a period of stable prices.

5. The burden of the committee's statement and Mir. Stein's letter is that there
is no public policy respecting unions and the exercise of their "economic power."
This is not true. Besides the labor laws, there is a public policy respecting
unions as they affect comnercial activities. The Clayton antitrust law specifi-
cally exempted union activities from the act and the courts have made it
abundantly clear that union activities associated with employers in restraint
of trade are as liable as business to the penalties of the act.

If the CED is concerned with the wage agreements reached with employers,
its attention should properly be focused on the latter's price and profit policies.
Labor's demands are derived from the environment in which workers live. Mlan-
agenment's policies and patterns affect labor demands and shape the specific
dollars-and-cents proposals submitted by unions. A more moderate price-and-
profit policy will necessarily cut down on trade union demands.

6. It would appear from a reading of page 38, which declares that "We have
in our economy neither the one nor the other set of conditions, but something
in between" and the initial sentence in the subsequent paragraph, "What is the
likely behavior of wages and profits under our intermediate conditions?" that

the CED accepts as compatible with its views of "maximum employment" a

state of 4 percent unemployment, with "larger unemployment for brief periods
or in particular industries. Some industries are dominated by larger firms;
others are not; and only about one-third of nonunionized workers are members
of unions" (p. 38).

7. Unions are organized to represent employees. In this country, moreover,
the legal system predetermines that they are to be composed of specific bar-

gaining units approved by the NLRB. The association of local unions into
large bargaining systems is largely determined by the nature of employer or-

ganizations and combinations. Where employers are large corporations, it is

necessary to match them; where they follow uniform wage and labor policies,
the union must parallel these systems.

The practice of pattern setting for wages and working conditions preceded the
organization of present national unions in mass production industries and exists

in many industries where unions are now weak. I am attaching an illustration
of the latter as relates to the southern textile industry where unions have been
fought by the brutal economic force of employers and their associated local

political, business, and community interests.
To prevent unions finding the form of association which most nearly parallels

the realities of economic power among employers is to insist upon keeping them
weak and ineffective in matching the employer's power. To ask for weak unions
is to make a mockery of the right to organize and freedom of association for
the promotion of the interests of the citizens of our society.' Unions organize
to represent the interests of working people and offset the superior economic
power of employers. This is a fitting function for any group in a democracy to
assure a more perfect operation of the free market and concurrently realize
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more democracy in industry. It is inappropriate ,to seek to deflate union effec-
tiveness to help advance the powers of our large economic interest and aggre-
gates of economic power.

Our most urgent need is to restrain business power in the manner proposed
in my basic paper.

Sincerely yours,
SOLOMON BABRIN.

INDUSTRY PATTERN SETTERS DETERMINE WAGES FOR SOUTHERN TEXTILE INDUSTRY

Textile Workers Union of America, Research Department, New York, N. Y.

Mr. Spencer Love in his recent releases argued that the industry would not
follow a wage increase which he granted. Historically, this position is un-
founded. The two major pattern setters in the industry have been the Bur-
lington and Cannon mills. At times we have been able to establish the pattern
through a union mill. Prior to 1947, the only occasion when there was wage
movement initiated directly through collective bargaining was in the fall of 1941,
when a 10-percent increase resulted in *the adoption of a 40-cent minimum.
The industry broadly followed the northern union pattern.

The wage increases through 1946 were governed by Government directives or,
in 1946, by approvals of negotiated rates. All of the wage movements from 1948
onward are covered by the following series of quotations bearing on the degree
to which the wage pattern was followed in the South.

1. STATEMENTS IN BUREAU OF LABOR STATISTICS REPORTS

1948: "Wage adjustments spread through the southern textile industry in the
wake of an 8-pereent wage increase negotiated on July 31 by the Dan River
Mills of Danville, Va., and the Textile Workers Union of America, CIO. Within
a short time the 8-percent increase was instituted in other large organized
mills and in many large nonunion mills. Numerous mills polled by southern
newspapers announced that upward wage adjustments would be made without
specifying the proposed effect on average rates" (Source: Monthly Report on
Current Wage Developments, September 1, 1948, No. 9, pp. 1-2).

1950-51: "As in the North, southern mill operators granted a general wage
increase in the late summer of 1950. The adjustment typically amounted to 8
percent or approximately 8.8 cents per hour. It was followed, in the spring of
1951, with an additional 1.85-percent increase (equal to 2 percent of the January
1950 rates) which averaged about 2.2 cents per hour" (Source: Cotton and
Synthetic Textiles: Wage Trends 1950-53, BLS Report No. 50, p. 4).

1955-56: "By the end of October (1956), wage increases generally averaging
about 10 cents an hour had been reported for an estimated 90 percent of the
more than half million workers employed in southern textile manufactur-
ing. * * * Wage rates for southern textile workers had generally been increased
an average of about 5 cents an hour in August 1955 (Source: Monthly Labor
Review, December 1956, pp. 1452-3).

2. BUREAU OF LABOR STATISTICS ON AVERAGE HOURLY EARNING

The actual increases in average hourly earnings in the basic southern spinning
and weaving industry, including cotton, synthetic fiber, and wool, confirm the
above reports on the degree to which the industry conformed to the pattern
(table I). Each time a general wage increase was put into effect, the average
hourly earnings in southern textile industries as reported by the U.S. Bureau of
Labor Statistics, rose by an equal amount. This confirms the fact that the wage
pattern was followed, by and large, by both the union and nonunion mills. The
stragglers and chiselers were not sufficient to dilute the overall industry in-
crease. Some mills took a little longer than others to conform to the pattern,
but the substantial predominance of the mills, ranging usually over 90 percent,
follow the pattern.



Comparison of southern textile wage pattern with increases in average straight-time hourly earnings

Wage pattern Increase in average straight-Ume hourly earnings 1

| ~~Year IRound Frm To-Year Round Effective date Increase Amount From- To-

Month Earnings Month Earnings

1046----------------- (1) February -------- $0.10 -------------- $0. 095 January-------- $0. 676 May --------- $0. 771(2) August --------- $0.08 -------------- .081 July---------- .771 September ----- .852147 - -3) February - 10 percent ($0086 average)--.- .089 January-.857 April ---(4) November -from -----on,9 percent ($0c087 average) .086 October -------------- .965 December to 1.0511948--------------- - (0) August --------- 8 percent ($0.082 average) -- 0,Jly--------- s1.020 ---- .do -------- 1.0971)00----------------- (6) September ------- 5 percent ($0.00 average) ---- .084 August -------- 1.12 January 1951 ----- 1.2061)51 ----------------- (7) May ---------- 2 percent ($0.025 average)----- .026 April --------- 1. 208 June --------- 1.23411955---------------- (8) August --------- $0.05 -------------- .05 July---------- 1.23 September ------ 1.2819050---------------- (9)IOctober---------$0.10 average---------- .10 September ------ 1.30 October 1957 ----- 1.40

I Prior to 1000 represents cotton textile industry; from 1950 on, represents cotton, silk, Sources: Wage pattern-TWUA; average straight-time hourly earnings-computedand synthetic broad-woven fabric mills. from BLS data on gross hourly earnings by applying BLS factors to remove effect of
overtime premium.
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The CHAIRMAN. Next we will have Mr. Irving Beller, research as-
sociate, Industrial Union Department, AFL(-CIO. We are glad to
have you and to hear you.

STATEMENT OF IRVING BELLER, RESEARCH ASSOCIATE,
INDUSTRIAL UNION DEPARTMENT, AFL-CIO

Mr. BELLER. I am substituting for Mr. Kassalow, who is unable to
be here today.

The CHAIRMAN. He is out of the country.
Mr. BELLER. Yes. I must apologize also for not having copies of

my statement to present to the committee. When I realized that this
was the practice, it was too late to do anything about it.

I would like to touch now on a few of the points in Mr. Kassalow's
paper. (Commentaries, p. 49.)

First, it is quite clear that in spite of the widespread feeling that
major depressions are a thing of the past, we can't take for granted
the question of full employment and the attainment of a growth rate
that is commensurate with our economic and other needs. The Fed-
eral Government has not truly demonstrated that it can and will act
to maintain aggregate demand at a level necessary to fulfill the ob-
jectives of the Employment Act.

Almost as disturbing as the failure to achieve full and rapid re-
covery during the current recession is the knowledge that a good part
of what recovery we have had must be attributed to something other
than deliberate, conscious action. For one thing, the Russians un-
wittingly came to our rescue. Sputnik jolted us into increasing our
defense orders by 80 percent in the first 6 months of 1958 as compared
with the previous 6 months.

Increased highway spending, increased transfer payments, higher
Federal payrolls-all of these flowing to a great extent from decisions
unrelated to the current economic strains-bolstered demand during
the year. A rise in farm income which also had little to do with
countercyclical policy had the same effect.

In previous recessions as well, chance seems to have played a
significant role. I am struck by the frequency with which respected
economists, people like James Duesenberry, Albert Hart, John Davis,
Seymour Harris, Sumner Slichter, have called attention to the large
element of luck in our entire postwar record. The income-splitting
amendment to the personal income tax in 1948, the payment of $2.1
billion-$8.5 billion at an annual rate-in dividends on national serv-
ice life insurance in the first quarter of 1950, the $4.7 billion cut in
excess profits and personal income taxes in 1954-these and other
measures have bailed us out of some tough spots in the past, but have
added very little to any claim regarding our ability to consciously
plan and achieve stability and growth.

Of course, we have made progress. We have avoided a catastrophic
depression thus far. We have raised per capita income substantially.
But the performance of our economy cannot be measured by obsolete
standards. It must be measured by 20th century standards. It must
be measured in the light of what we can achieve and not what we have
achieved, in the light of aspirations of people everywhere for a
higher standard of living and in the light of Soviet economic achieve-
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ments. Complacency regarding our economic performance is a luxury
we cannot afford.

A good part of the inability to lick the business cycle more de-
cisively can be attributed to fear of inflation. Such fear has resulted
in partial paralysis. We have been afraid to act with decisiveness
against a current recession for fear of triggering a future inflation.
I suggest that such fear reflects too great a villingness to accept at
full face value some of the often repeated observations concernincg
inflation-that inflation always results in terrible inequities and
economic distortions, that the economy has a powerful built-in in-
flationary bias, that creeping inflation inevitably becomes galloping
inflation, and so on.

At the very least I suggest that these observations require some
qualification. Professor Bach, in his paper published in the coin-
pendium in March, notes, "The economic impact on America of mod-
erate creeping inflation has been substantial but hardly disastrous,"
and Sumner Slichter cites a number of offsets -which minimize the
effects of moderate inflation on people of fixed incomes.

The likelihood of moderate inflation being transformed into a
serious inflation by a mass effort to buy now in order to avoid a
future price increase, or to obtain a hedge against inflation, does
point up a significant danger of creeping inflation. However, sooner
or later people are bound to discover that such action is not invariably
rewarding and free from risk even when the continuance of a high
level of aggregate demand is assured.

As for the existence of a powerful inflationary bias in the American
-economy-another concept which we have tended to accept at full face
value-while there is little question that we have a lower threshold
to inflation than in earlier eras, it seems likely that the really in-
flationary situations will be confined to emergency periods as they
have been in the past. The Rockefeller report declares:

Our experience with inflation when demand was neither excessive nor rapidly
-rising [as it has been during war or postvar periods] is too scanty to support
fundamental conclusions about the inflationary bias of the American economy.

I am not saying that we have nothing to fear from inflation. I am
saying that the kind of shock we have just experienced and from
which we have not yet fully recovered has inflicted too much damage
to the economy and to idle workers to be accepted as good anti-in-
-flationary therapy. The determination to use unemployment to fight
inflation shows a willingness to use remedies which may be worse than
-the disease. It shows a lack of planning and sensitivity as well.

One of the major assumptions underlying the fear that creeping
inflation is here to stay is that increases in productivity which serve
to relieve the pressure on prices are unlikely to be much greater in
the future than they have been in the past. Here is where a resource-
ful, imaginative government can play an important role. It can con-
tribute to productivity growth in innumerable ways. As Mr. Kassa-

-low has pointed out:
The very execution of the mandate of the Employment Act, the maintenance

-of maximum employment and production, is a basic precondition of a sustained
high rate of growth and of man-hour productivity.

However, government action can and must go beyond this. beyond
just the general economic policies.

443
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Mr. Kassalow has cited other ways in which government can help
to increase productivity and lower costs and additional policies are
suggested through other papers presented to this committee.

The concrete measures suggested in these papers can be far more
meaningful than the addition of a general price-stability objective
to the Full Employment Act. As a matter of fact, a price-stability
amendment actually may be self-defeating if it results in shifting the
focus from the objectives of maximum employment and production.

Even without such an amendment, there are signs that the ob-
jective of price stability has assumed an overriding importance. Cer-
tainly such a shift in focus is uncalled for at a time when we are
operating at substantially less than capacity, when rapidly rising
productivity is reducing the need for workers at any given level of
production, when more than a million workers are expected to be
added to the labor force each year during the coming period, and
when at least for the next year the outlook is for relative price
stability.

At this point, and for the foreseeable future, the need is for re-
affirmation and vigorous implementation rather than a downgrading
or weakening of the existing objectives of the Full Employment Act.

The CHAIRMAN. Thank you, sir. Mr. Ira T. Ellis. Will you iden-
tify yourself and proceed?

STATEMENT OF IRA T. ELLIS, ECONOMIST, E. I. DU PONT
DE NEMOURS & CO.

Mr. ELLIS. I am Ira T. Ellis, economist, E. I. du Pont de Nemours
&Co.

It is a pleasure, Mr. Chairman, to appear before this committee to
discuss the subject of the relationship of prices to economic stability
and growth. It is a particular pleasure to be able to discuss this sub-
ject during a period of stable prices and rising business activity.
There has been little net change in the level of nonfarm commodity
prices over the past 16 months, and business activity has risen as
sharply from its low level last spring as it did after the business
growth interruptions of 1949 and 1954. It is confidently expected
that business activity in the United States will rise to a new record
high level next year.

As I stressed in the paper submitted to the committee last September
(Commentaries, p. 43), I agree generally with the seven authors of an
earlier series of papers published by the committee last March on the
subject, "Employment Act Objectives and the Stabilization of Prices"
(Compendium, pp. 1-75). They supported the thesis that we can have
economic growth with price stability. By price stability we mean
price-level stability, with individual prices free to move up and down;
that is, the avoidance of an uninterrupted or persistent increase in the
general price level.

The argument often has been made that our economy can function
satisfactorily with a moderately rising price level, but such an argu-
ment overlooks the fact that people in their economic capacity as
consumers, labor, or management and owners will try to hedge against
this situation. Are we not seeing the results of just such hedging
attempts in the current high demand for common stock in contrast to
the low demand for bonds and other fixed-income securities?

444
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I am not so much concerned with whether or not a specific state-
ment on the desirability of stable prices is included in the Employ-
ment Act of 1946 as whether large numbers of the American people
are or can be convinced that the factors which cause rising prices
must be restrained and the purchasing power of the U.S. dollar main-
tained. We can have a stable price level if we want it.

The members of the Federal Reserve Board, and particularly the
Chairman, Mr. Martin, have fought strenuously against rising prices
which result from an excessive money supply in relation to business
activity at a particular time; that is, against true "inflation"-in-
flation of the money supply. There I would like to pause and com-
ment that I think in this discussion we make a mistake in equating
inflation and rising prices. Rising p rices are the result of inflation.
They do not represent inflation. If today we are talking about ris-
ing prices, that is one thing. If we are talking about inflation of the
money supply, that is something else. But let us keep them separate,
because the solutions of our problem should be related to its causes.

They have also fought against raising the money supply to "float
off" cost increases that cause price increases. It must also be noted
in this connection that the money supply of the country is increased
importantly by the current large Federal deficit, since it must be
financed largely by selling securities to the commercial banking sys-
tem. That does not mean every month or every quarter, but gen-
erally. The task of the Federal Reserve Board in maintaining price
stability would be much easier if there were a real prospect for a
corresponding Federal surplus in the near future to offset this year's
deficit. This proper fiscal policy is a real challenge now to the ad-
ministration and Congress as their part in the fight against rising
prices.

Cost-raising factors also result in rising prices. Increased taxes
for necessary defense expenditures, for more and better schools, for
increasing salaries of teachers, for more and better roads, and so forth,
are a part of our American way of life. That is the way we choose to
pay for these services. We spend a substantial part of our incomes
for these purposes. We should not ask that salary and wage rates be
increased to offset these costs, that is, by shifting them to someone else.

The most important single cost of business is its payroll cost-
salaries, wages, fringe benefits, and so forth. There is a strong up-
ward trend in these items, and it should be so. But they must all be
covered by the sales dollar, together with purchases of raw materials
and services, Federal and other taxes, the allowance for depreciation,
research costs, and profits-whether the business is large or small, in-
corporated or unincorporated, farm or nonfarm. Salaries, wages,
and fringe benefits can be increased as we get more productivity per
man or per hour. But if productivity rises because of more or better
equipment, as it usually does, then the owners as well as employees
should benefit from improved productivity. But these two claims on
the sales dollar should not rise so rapidly that the customer is for-
gotten. Some benefit of increased productivity of labor and capital
should go to the customer in lower prices or at least in stable prices
as his income rises.

In summary, rising prices restrain consumption and economic
growth. The adverse effects of rising prices may be offset for a while
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by inflating the money supply, but such a policy only increases our
problems in the future. American economic policy-personal, busi-
ness, and government-should strive for growth with a stable price
level. It can be achieved by restricting Government expenditures to
the volume the American people are willing to support by their taxes,
and by restraining business costs and stimulating the productivity of
the individual efforts of all of us and of our capital investment. We
can have both price stability and economic growth.

The CHAIRMAlN. Thank you, sir.
Mr. Sprinkel, will you please identify yourself and proceed in your

own way?

STATEMENT OF BERYL W. SPRINKEL, ECONOMIST, HARRIS TRUST
& SAVINGS BANK, CHICAGO, ILL.

Mr. SPRINKEL. Mr. Chairman, members of the committee, I am
Beryl W. Sprinkel, economist of the Harris Trust & Savings Bank,
Chicago, Ill.

The basic economic question facing the Nation is, Can we maintain
full employment, promote growth and simultaneously achieve stable
prices? Papers in the Compendium by Professors Bach, Baumol, and
Friedman demonstrate rather clearly that historical evidence does not
create a presumption of inconsistency between economic growth and
stable prices.

Economic growth depends fundamentally upon increasing capital
and labor resources available for production and more efficient utili-
zation of those resources. In the United States savings-investment
decisions are made by all spending units operating through the capital
markets. In a competitive, consumer-oriented economy such as ours,
where strong growth forces are evident, it appears undesirable for the
Federal Government to make the bulk or even an increasing share of
investment decisions.

However, Government policy has an important role to play in as-
suring more efficient use of resources. The effect of monopoly power
in either unions or industry is to discourage employment and pro-
duction in the monopoly areas. The Government problem in the
monopoly area is not primarily one of preventing inflation, but
rather one of encouraging maximum growth by promoting maximum
output from the inputs of labor and capital. Greater efforts directed
toward the identification of areas of monopoly power in labor as well
as industry and the limitation of those powers by Government con-
trols would yield fruitful results. Unfortunately, as pointed out by
Rees and others, many Government programs discourage the efficient
use of resources by creating artificial barriers to the flow of labor
and capital.

Some observers contend there is an inconsistency in the dual ob-
jectives of full employment and price stability. If full employment
is interpreted to mean unemployment of less than the "normal fric-
tional" amount of perhaps 4 percent to 5 percent, inflation may well
be unavoidable. The experience of the past 7 years suggests that
approximate full employment and approximate price stability are
feasible if policies designed to limit growth in demand to real growth
in the economy are adopted.
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At present there is too much effort on the part of various groups to
place the blame for inflation on others. There is a real danger that
such efforts will deflect attention from the more fundamental cause.
Some labor unions assert rising business profits are the cause of in-
flation, while some businessmen maintain wage increases are really the
prime mover. Careful studies of history in this and other countries
demonstrate rather clearly that the source of all significant inflations
has been excessive monetary demands for goods, services, and labor
with respect to productive capacity. It is generally admitted that
excessive monetary demand was the cause of the early post-World
War II inflation and the Korean inflation, but other views are fre-
quently expressed as to the cause of the modest and apparently short-
lived price increases of 195(-57. A careful review of price trends
during this period establishes that the bulk of price increases were
concentrated in services where unionization is weak, finished pro-
ducers' goods where the investment boom could have caused the old-
fashioned inflation, and finally foods where special factors such as the
livestock cycles, droughts, and floods caused upward pressures. Even
though, under special circumstances (namely, excessive demand for
goods, services, and hence labor), wage and profit increases can create
upward price pressures, it is quite clear these pressures carnmot be
sustained in the absence of rising final demands. Consequently, it
becomes critically important that stabilizing monetary-fiscal policies
be followed in order to prevent excessive demands.

Since the adoption of a flexible monetary policy in 1951, the record
of our economy in achieving price stabilization has been far superior
to results in the early postwar period or the average record of the last
half century. Approximate full employment has been maintained
since 1951 with the exception of a few months during the 1953-54 and
the 1957-58 recessions. Furthermore, there is reason to believe that
our price indexes are biased upward due primarily to inadequate ad-
justment for quality improvement in goods and services produced.
Also, it appears highly probable that actual prices are much more
flexible over the business cycles than are prices reported by the va-
rious indexes. Increased research activities designed to improve our
present price indexes might well yield superior price information for
policymakers.

Although concern over current inflation dangers appears to be un-
duly high? this does not mean we should ignore the danger of long-
run inflation. The Employment Act and the philosophies of both
major political parties fortunately provide considerable assurance
that prolonged depressions will not be permitted to develop. Yet, it
was only in periods of prolonged depressions that prices declined sig-
nificantly in this century. This probably means that, in effect, we
have placed a floor under the general price level. Therefore, we must
also establish a lid on the general price level if we are to prevent long-
run inflation. This does not mean that prices of particular goods
should be fixed, for it is only through fluctuations in relative prices
that a growing economy can respond to the changing demands placed
upon it.

Those that argue for Government investigation and regulation of
price and wage changes, such as Professors Ackley, Lerner, and
others, would place a straitjacket on the American economy, thereby
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severely limiting resource adjustments to changing market condi-
tions. Government regulation of particular prices and wages either
direct or indirect, is tantamount to bringing a centrally directed
economy in the back door. Such a program would also discourage
flexibility in prices over the business cycle. It would be indeed un-
fortunate if our concern over maintaining price stability resulted in
more, rather than less, Government intervention in the pricing process.

Amendment of the Employment Act of 1946 to include price stabili-
zation as a policy goal of equal (but not greater) importance as maxi-
mum employment and production would have a beneficial effect on
private anticipations and would provide explicit guidance to policy-
makers. There is currently considerable doubt among economists as
well as the general public as to whether the act includes an anti-infla-
tion plank. This ambiguity should be removed.

It is absolutely critical in any successful program for containing
inflation that monetary policy and our Federal budget be designed to
promote growth in total demands only so fast as our real economy
grows. As indicated by Friedman:

There is perhaps no empirical regularity among economic phenomena that is
based on so much evidence for so wide a range of circumstances as the connection
between substantial changes in the stock of money and in the level of prices.
(Compendium, p. 242.)

The Federal Reserve System has the power to control the stock of
money through its monetary policy actions. In the main, these policies
since 1951 have been of a stabilizing nature. Yet, strong political pres-
sures are now developing for eliminating the power of the Federal
Reserve to restrict credit when inflationary pressures exist. If a flex-
ible money policy is abandoned, we may as well abandon all hope of
preventing substantial long-run inflation. Even though it is desirable
that monetary policy and the Federal budget exert a stimulating force
during periods of recession, it is equally necessary that a tighter mone-
tary policy and a budget surplus develop during periods of relatively
full employment when inflationary pressures are reasserted. Unfor-
tunately, the continuing pressure for more and more spending at the
Federal level makes achievement of budget surpluses difficult but
nonetheless desirable.

In summary: (1) The Employment Act should be amended to in-
clude the goal of price stabilization as an equally important objective
of Government as the current goals of maximum employment and
production; (2) removal of various monopoly and Government-im-
posed barriers to labor and capital movements from less efficient to
more efficient lines would make a considerable contribution toward the
goal of encouraging growth; (3) finally, the careful execution of a
flexible monetary policy combined with a stabilizing budget provides
the greatest assurance against significant long-run inflation.

The CHAIRMAN. Thank you, sir.
Mr. Bach, would you please identify yourself and proceed in your

own way?
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STATEMENT OF G. L BACH, DEAN, GRADUATE SCHOOL OF
INDUSTRIAL ADMINISTRATION, CARNEGIE INSTITUTE OF
TECHNOLOGY

Mr. BACH. My name is G. L. Bach. I am dean of the Graduate
School of Industrial Administration of the Carnegie Institute of
Technology.

Mr. Chairman, I am sorry that I do not have enough copies here
for everyone. I might say that I did send some out last week, but
they have apparently miscarried.

The primary problem this morning is to consider the objectives of
the Employment Act, especially the emphasis that should be placed
on stabilization of the general level of prices.

1. These hearings, and other evidence, suggest there is substantial
agreement on the major objectives of national economic policy. These
are:

(a) Maintenance of "high level" or "substantially full" employment
of men and machines.

(b) A somewhat more rapid rate of growth of total output than
has characterized the past decade, especially in the light of the eco-
nomic competition we now face with Russia.

(c) Maintenance of a substantially stable general price level.
(d) Maintenance of a high degree of economic freedom of the indi-

vidual, for the individual business firm, and for other economic units.
(e) Allocation of a large, and possibly growing, amount of pro-

ductive resources to Government use, especially for national defense.
The problem is how we can achieve these objectives simultaneously,

and in particular whether maintenance of a substantially stable price
level would aid or impede achievement of the other goals.

2. I previously argued before this committee, and presented sup-
porting evidence, that the dangers of inflation in the present Ameri-
can scene are much less than is often claimed, but that the disadvan-
tages of even moderate, or creeping, inflation are nonetheless sub-
stantial. In particular:

(a) There is no clear evidence, either from history or from economic
theory, that a moderately rising general price level either increases
or decreases substantially the output of the economy. There may be
a slight presumption that a little inflation stimulates total output, but
the evidence is inconclusive.

(b) There is no conclusive evidence, on either ground, that mod-
erate inflation either increases or decreases substantially the rate of
economic growth-that is, growth in total output of the economy-
over extended periods. History, both here and abroad, shows mixed
relationships on this score.

(c) While moderate inflation may not change greatly the size of
the aggregate economic pie, it does affect the distribution of that pie.
Contrary to many past expectations, inflation over the past 1 or 2
decades in America has seen the wage and salary share of the national
income increase substantially; that going to corporate profits remain
roughly stable (or decrease if underaccounting for depreciation is
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taken into account); that going to unincorporated businesses decrease
substantially; and that going to the interest and rent receivers remain
relatively stable.

On the whole, the American economy seems to have become more
adjusted to the process of moderate inflation than one might have
predicted. The main large groups clearly suffering under the redis-
tribution caused by inflation are creditors generally, the older people
in the economy, and employees of nonprofit institutions like uni-
versities, hospitals, and governments at both the Federal and State-
local levels.

3. These inequities create a strong presumption that inflation should
be avoided. The other effects of inflation have been less drastic than
has often been argued mainly because the inflation has been moderate.
The greatest danger involved in moderate inflation is that it may
create expectations that lead to an upward spiral. But it is im-
portant to recognize that this is not inevitable, and that there have
been many inflations that have stayed "moderate" over extended
periods and have never run away.

4. Both history and analysis of the present American scene suggest
that substantial, prolonged inflation under peacetime conditions is
unlikely unless two conditions prevail. The first is a strong, persist-
ent excess of income claims. This will occur if labor, business,
farmers, and other economic groups demand in the marketplace and
through the political process income shares for themselves larger than
the real output available to be divided up. There is considerable evi-
dence that such excess income claims have generally prevailed in the
American economy since 1940, although with intermittent force. No
one group in the economy can be blamed exclusively for such excess
income claims. Looking ahead, I assess the likelihood as greatest
that organized labor will be the primary, but not exclusive, driving
force in this process, by seeking wage increases substantially in excess
of productivity increases. Business and other economic groups will
be equally anxious to protect and increase their income shares, but
perhaps in a less strong position to initiate such actions.

The second force required for substantial, continuing inflation is an
expansionary monetary-fiscal policy by the Federal Government.
Without rising total money demand, excess income claims cannot gen-
erate much of an inflation. Higher wages and higher prices would
instead gradually generate falling sales and unemployment. Indeed,
if excess income claims occur, these are almost certainly the results of
a restrictive monetary-fiscal policy that tries to maintain the purchas-
ing power of the dollar. This is the great dilemma of monetary-
fiscal policy today.

5. We know how to solve the problem of a traditional "excess de-
-mand" inflation. Restriction of the money supply and elimination
of Government deficits will do the job, although there may be some
temporary pain in the process. But for the Federal Reserve merely
to maintain tight money in the face of growing excess income claims
is almost certain to produce socially unacceptable results-in the form
of restriction on the rate of growth and increasing unemployment of
men and machines. This dilemma suggests that the solution must
come through avoiding the conditions that create the dilemma, rather
than trying to solve it through monetary policy once it has developed.
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6. It is therefore important that the Federal Government announce
~firmly and clearly its acceptance of reasonably stable prices as a major
goal of economic policy, in order to help create a climate of expecta-
tions that will discourage all economic groups from making excessive
income claims through the market. In the absence of a clear recogni-
tion that Government policy will act to protect the values of the dollar,
there is little to deter economic groups from raising prices and wages,
-especially for the sophisticated groups which strongly suspect the
Federal Government will "bail out" their excess claims through ex-
pansionary monetary-fiscal policy. Addition of substantial stability
of the general price level to the other objectives now in the Employ-
ment Act would surely be a step in the right direction, and one that
involves no perceptible cost, even though it would not alone solve the
problem.

7. I believe we face a continuing dilemma arising from excess in-
come claims over the years ahead. Unless we act to lessen this likeli-
hood, I foresee increasing pressures for direct Government controls
over wages and prices, possibly first through "advisory" or "investiga-
tive" Government-sponsored boards. Since I dislike the implications
of.such steps, I believe all reasonably practicable steps along the pre-
ventive lines argued above should be taken to lessen the severity of the
problem.

In summary, I believe avoidance of widespread underemployment
'of men and machines is the most important economic objective, but
avoidance of inflation is important, too, and careful analysis suggests
that inflation is neither a necessary nor even a useful aid to achieve-
ment of high level employment and output.

The CHAIRMAN. Thank you. Mr. Baumol, will you identify
yourself ?

STATEMENT OF WILLIAM J. BAUMOL, PROFESSOR OF ECONOMICS,
PRINCETON UNIVERSITY

Mr. BAUrMOL. I am Prof. William J. Baumol, of Princeton Univer-
-sity, and with your permission I would prefer to speak from my notes,
rather than read the prepared statement.

The CHAIRMAN. Without objection you may do so.
Mr. BAUMOL. We have recently become far more aware of the

phenomenon of simultaneous inflation and unemployment. The fact
that prices can and do continue to rise despite unemployment levels of
4 percent, 5 percent, and higher is a very serious problem, because it
threatens to wreck our standard anti-inflationary and antirecession
policy measures.

The anti-inflationary measures traditionally work by reducing de-
mand, but if at the same time you have unemployment, this will also
tend to increase the unemployment and similarly our antirecession
measures would work by stimulating demand and so stimulate infla-
tion. In other words, if you try to fight one of the problems, you are
likely to increase the severity of the other.

Some have concluded that this is a new problem, that it is a problem
,of increased monopoly and increased union power. I don't believe
that this is true. We know that there has been increasingly effective
antitrust policy. Moreover, there is empirical evidence that there has
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been no increase in this range of unemployment and inflation. A
study in England going back over a century, for example, suggests
that with amazing consistency the break-even point between price,
rises and price falls has occurred at the level of approximately 5 per-
cent unemployment. In fact, what seems to have occurred here is not
that we have a new phenomenon, but that we have increased interest
in our social welfare, in avoiding unemployment and avoiding all the
things that go with it.

Now, in talking of inflation, there has beel a tendency to-stress two
types of difficulty. First of all, the injustice which it produces, and,
second, that it can lead to further inflation. But for our purposes I
think these are not the major aspects. I think that what has been
underemphasized is that inflation can have very serious effects on the
national product and on the rate of growth of the national product.
It can do this in two important ways: By reducing the quality of the
output and by reducing the pressure for productivity increases. For
example, one good way of hiding the fact that you are raising prices
is to give the consumer less for his money. You give him a house
which costs only a little bit more, but is really much less house. But
if you are producing a house that lasts only 20 rather than 50 years,
although the GNP figures show that house has been built, the economy
has built much less than the'figure would tend to show.

So this is point 1: That productivity is reduced because you tend
to get shoddier goods produced as a result of inflation.

The second point is that businessmen who feel that they can sell and
make adequate profits in periods of inflationary pressure tend not to
worry about introducing unknown and untried productivity increas-
ing methods. Again there seems to be evidence that the bulk of the
increases in productivity have occurred not in periods of high demand
and inflation, but in periods toward the ends of recessions.

The result is that we have to worry from the point of view of pro-
ductivity not only about unemployment, but about inflation. I am
not trying to deemphasize the seriousness of unemployment for pro-
duction. I am not saying that we are justified in having large levels
of unemployment in order to keep up economic growth. What I am
saying is that we have here a very serious problem, a problem which
is very difficult to solve, namely, that of dealing at the same time with
inflation and with unemployment. Neither of these can be afforded
from the point of view of growth of national product.

I repeat that there are no easy methods for dealing with this com-
bination of difficulties. I would like to point out that each of the
standard methods has its very important drawbacks. The standard
monetary and fiscal policies, as I have indicated before, work very
well, or at least can be depended on to a considerable extent, so long
as we have either unemployment or inflation alone. When they both
come together, they can only work in one direction, not against both
at once.

Antitrust measures certainly are relevant and are good. They do
tend to reduce the power of administered prices and other analogous
difficulties which have lain behind these problems. But they are not
enough.

Direct controls certainly have very serious objections, as has been
pointed out. They can be the way we can destroy our free-market
economy. They can lead to substantial wastes of bureaucracy. They
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can lead to problems of rationing and all sorts of difficulties with
which we are willing to put up with in times of great national emer-
gency but which certainly we must avoid if at all possible.

Another method which has often been employed is so-called moral
persuasion. Appeals to patriotism can retain their power for awhile.
You can get trade union leaders to be moderate in their wage de-
mands. You can get businessmen to hold back on prices. But
after a while the strain that this. puts on.these individuals becomes
intolerable. After all, the union leader's job is to do things for his
union members and if month after month, year after year, he comes
back reporting that he has held back in the national interest, he
will find that he loses control over his own membership, as the
European experience so clearly shows.

This means, then, that none of the standard techniques is really
a dependable device for dealing with this distressing phenomenon,
and that new methods must be explored. This really I think is the
main problem. I think it might be well to introduce amendments
to the Employment Act which emphasize the inflation problem, but
more important, as a previous speaker has said, is the development of
new techniques for coping with the problem.

I would just like to suggest that all sort of methods which have
n. .been explored are -worthy. of. investigation. For example, I
suggest in my prepared statement that one might consider some
changes in the tax structure which penalized those who raised prices
when there is unemployment and excess capacity. All sorts of diffi-
culties would doubtless occur in the working out of the details of
:such arrangements. At least I mention this merely to indicate that
new approaches certainly are possible and worthy of exploration.
Thank you ygery.much.

The CHIRMAN. Thank you very much, sir. We will insert your
prepared statement in the record at this point.

(The statement referred to follows:)

STATEMENT BY W. BAUMOL

For brevity I will simply list a set of randomly ordered observations on the
problem of simultaneous inflation and unemployment which has received so
anuch attention from witnesses before the committee.

1. The reason this phenomenon is so distressing to policy makers is that
it shows that standard fiscal and monetary policy measures may not be
able to accomplish all that had been hoped of them. The use of such
measures to combat inflation via reductions in excess demand is likely to
produce an intolerably large amount of unemployment. When unemploy-
ment is at about 4% percent level stricter garden variety fiscal and monetary
measures are likely to increase unemployment, and milder measures are
likely to lead to inflation. We are damned if we use them and damned if
we do not.

2. There has been some inclination to accept the view that the ill effects
of mild inflation are largely a matter of Justice in the distribution of income
and wealth. What has largely been ignored is inflation's real, and, I believe,
*very great cost in reduced output and economic growth. Chronic inflation
makes for a progressive deterioration in the quality of output (as a means
of disguising price increases). Perhaps even more important, it reduces
greatly the motivation for maximum efficiency in production since it assures
-plenty of profit for all even with outmoded and inefficient production tech-
'niques. Neither of these important phenomena may be reflected clearly in
-output statistics-particularly not the deterioration in quality since gross
national product and other similar data can only measure quantities.
.Nevertheless this means that the solution to the inflation-unemployment
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dilemma does not lie in an acceptance of a little bit of inflation. A price-
level which creeps upward can be a fatal handicap in the crucial struggle to
maintain our leadership in real production levels.

3. It has been suggested that simultaneous inflation and unemployment
is a relatively new phenomenon produced by monopolistic business pricing
practices and monopolistic union wage policies. In fact the evidence on
this point is unconvincing. Antitrust legislation has certainly curbed the
worst excesses of business monopoly which characterized the end of the
19th and the beginning of the 20th century and one may therefore suspect
that the problem of administered prices which are raised in periods of
excess capacity will not have grown much more acute.

Moreover, recent studies in the United Kingdom where much earlier
unemployment data are available suggests that at least in Great Britain.
the situation has not varied for a century. The statistics on the relation
between wage movements and the level of unemployment show a fantastic
consistency during this period. Since 1861 the borderline between inflation
and deflation seems to have been the 5 percent unemployment level (some
data seem to indicate that in the United States inflation may character-
istically continue until unemployment has risen as high as 7 or 8 percent).

There are therefore grounds for suspecting that the problem is not becom-
ing more acute, but rather that we are becoming increasingly aware of its
existence and that we are no longer prepared to tolerate levels of unem-
ployment which.a few decades ago might perhaps have caused little concern.
These may be symptoms then of the progress in our policy goals rather
than of a deterioration in our economic arrangements.

4. If it is (as I think it should be) deemed imperative to keep unemploy-
ment well below 5 percent and, at the same time, to stop price inflation,
novel measures will have to be devised. However I do not consider this
an invitation to -those who would subject us to price controls and other
measures which we found appropriate in times of true national emergency.
Abandonment of the free market economy and the bureaucratic machinery
which must be set up to administer direct regulation and the rationing
and allocation procedures which are likely to result are not measures to be
taken lightly.

No easy solution presents itself. Doubtless it is true that the difficulty lies
In the area of administered prices and wages. Something must be done to per-
suade businessmen and wage setters to accept less inflationary price and wage
levels when there is excess productive capacity and unemployment. But the.
proper instruments of persuasion are not direct controls. Nor can we rely
exclusively on "moral suasion". Voluntary agreement to refrain from price
and wage rises puts an intolerable strain on business management and union
leaders who may have to explain their behavior to stockholders and union
members. Rather, it would seem that the appropriate instrument for keeping
price and wage setting in line with the national interest is the market mechan-
ism itself, operating under the influence of carefully designed fiscal measures.
For example, by offering adequate tax advantages to those who conduct their
price setting as the national interest requires (or tax disadvantages to those
who do not) it may be possible to achieve our goals with a minimum of direct
governmental interference and coercion.

The CHAIRMAN. May we have just a brief discussion of strategy
and time division for our panel discussion? It occurs to me that we
should have some limitation of time on the first go-round. I would
like to have suggestions from the members: I had in mind alternat-
ing from side to side, say 10 minutes at first, and after all members
have had an opportunity to interrogate our witnesses, then the next
time it will be unlimited as to time. Would any member like to make
any suggestion about that?

Representative CURTIS. Mr. Chairman, why don't we just continue
that way. We have done that before successfully. As you said, 10
minutes, and come back for 10. Usually what happens is that it
works out pretty well.

The CHAIRMAN. You mean to have 10 minutes the second time,
also?
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Representative CURTIS. Yes, and then come back to the third time,
if necessary. Usually we have enough time for all to ask questions.

The CHAIRMAN. There usually should be a time when it is unlimited,
not that I am seeking an opportunity for myself.

Representative CURTIS. It usually ends up with one or two who still
have questions and they will have the time.

The CHAIRMAN. Is there any objection to Mr. Curtis' recommenda-
tion as to the division of time? Without objection, it is so ordered.

I would like to call on the first chairman of this committee. This,
committee was organized in 1946, and Senator O'Mahoney w-as the
first chairman of the committee. The Chair would recognize him
at this time to interrogate the witnesses.

Senator O'MA1ONEY. Thank you, Mr. Chairman. I am wonder-
ing whether we have fully discussed in this opening session all, or
let me say rather the most important, factors which have to do with
inflation, rising prices, and the stability of our economic system?
For example, I have with me this morning the December issue of the
monthly business and economic letter of the First National City
Bank of New York. There is a paragraph here which I think should
be made a part of this record. It will be the basis upon which I will
ask 1 or 2 questions:

Many people see no objection to Treasury bill finance so long as the bills are
placed outside of the banks and are not paid for with newly created deposits
which inflate the money supply. The Treasury has had a great deal of success
so far in placing the bulk of the $11,500 million of short term securities sold
for cash since July with corporations and other nonbank shoit term investors.
The price of this has been higher rates, 91-day bill yields advancing from below
1 percent in July to an average of 2% percent in October and November.

One question, of course, is whether the market outside the banks can con-
tinue to absorb bills at the same scale in the future. In December and March
when needs to cover tax and dividend payments narrow corporate demands for
bills, bank support for the market may be needed if yields are not to rise un-
duly. In the longer perspective it would be surprising were corporate demands
for bills to continue at the present scale when inventory building replaces in-
ventory liquidation and capital investment spending turns up again. No less
important is the often overlooked fact that Treasury bills represent an 'infla-
tionary influence even when they are held outside of the banks. The corporate
buyer of bills exchanges cash for what Federal Reserve Chairman Martin has
called the closest equivalent to money that there is.

Some weeks or months later the holder has an undeniable right to cash from
the Treasury. Meanwhile the Treasury spends the deposits it has received
from the corporation, activating what were idle balances. In short, the turn-
over of the existing money supply is increased by Treasury bill finance per-
mitting spending to go forward in spite of restrictive Federal Reserve credit
policies.

In another spot in this story we find this statement:
In announcing terms for refunding in December the Treasury disclosed that

it. will raise $2,600 million additional cash on Treasury bills over the 13 weeks
beginning December 11.

This is the 15th and that is 4 days ago.
This would supply more than half of the $4 billion to $412 billion the Treasury

figures it needs to raise from December through March. The plan is to issue a
new series of 182-day, 26-week Treasury bills. There are now outstanding 13.
weekly issues of 91-day Treasury bills, each in the amount of $1,800 million for
an aggregate of $23,400 million. Each week the Treasury auctions a new issue to'
raise money to pay off the one coming due.
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I have failed to note that any of you gentlemen on the panel this
morning has taken into consideration the state of the national debt as
a factor in creating the dilemma which the Congresss and the Execu-
tive must solve during the next year. Does anyone of the group wish
to make any comment upon this fact that we are issuing the short-term
bills and notes not only to repay or refinance outstanding bills and
notes that are due, but also to raise new money which the Treasury
needs to pay the bills accruing daily in the Treasury? May I ask you
to comment?

Mr. BACH. I should be glad to comment. One reason I at least did
not speak about this is that I thought the purpose this morning was a
little more to look at the long-run objectives of the act and a little less
the immediate short-run problems.

You are entirely correct, in my judgment, in pointing to the exist-
ence of very large and unfortunately increasing national debt as a
major factor that makes this whole problem harder.

To come to the particular problem of the use of this new type of bills
right now, without having any inside information at all, my guess
would be that it is a compromise. The Treasury would like to have a
longer debt and finds it a very hard time to get one, and the new situa-
tion reflects unhappiness on the part of the Treasury in paying the
money it would cost to get the debt-on a long-term basis.

My own -judgment is that the Treasury should have shown more
courage in putting out long debt when the inflation problem is the
dominant problem.

Senator O'MAHONEY. Before you go to the second thing, did you not
say in your statement here that monetary policy was not an effective
way to meet the issue?

Mr. BACH. I said that monetary policy by itself in the traditional
approach has serious problems that it has not had before. I-don't like
to accept your statement quite as strongly as you made it.

The second thing I was going to say does deal with your question, I
think. I think the particular situation with the new Treasury bill re-
flects a divided judgment as to what the problem is today. It reflects
the fact that inflation is with us in some sense. It reflects the fact that
unemployment is still with us. It reflects the fact that we have gotten
ourselves into this kind of dilemma we have all been talking about this
morning, and don't have a very good way to get out. This is the rea-
son, in my judgment, we must devote more attention to creating a cli-
mate of expectations that avoids this clash of interest-that is, between
the pulling down of inflation and the pushing up of employment-
because I don't think we have the tools to get out of the dilemma once
we are in it. That is where the Treasury is caught, if I can put it that
way.

Mr. SPRINKEL. The proper time to lengthen maturities of the Fed-
eral debt is during periods of rapidly rising business activity such as
the present. There is currently little danger of interfering seriously
with private financing and we can reduce the potentially inflationary
liquidity that now exists while making the debt more manageable in
future years. Interest rates are now rising due to the business upturn.
If the Treasury is to attract longer term money from nonbank sources
so as to limit inflationary pressures, a competitive interest rate must
be offered. We should attempt to finance Treasury requirements at
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as low a rate of interest as is consistent with the maintenance of price
stability. Our objective should not be to minimize the interest cost
of the debt irrespective of the inflationary consequences. Inflation,
of course, leads to greater Government as well as private costs for
the same physical purchases. If we are to take seriously our objec-
tive of price stability, prudent debt management requires that the
Treasury currently pay whatever interest rate is needed to compete
for longer term, nonbank, funds.

Senator O'MAHONEY. Don't you think it is possible that we are
making the dilemma worse by not devoting most intensive study to
the new policies which might rescue us from the dilemma? In other
words, I take it that you agree that it is hardly likely that we can
increase productivity and at the same time increase unemployment.
There are many who contend that the way to avoid high prices is to
reduce the cost of labor by keeping a substantial part of labor con-
stantly unemployed, thereby making it possible for employers to
obtain labor at a lower cost.

Mr. BACH. I do not like that alternative. I dissociate myself with
any of my colleagues who want to have a little unemployment all the
time to keep labor easily available.

Senator 0'MAHONEY. Let us see how many others would care to
dissociate on that subject. There is one hand rising.

Mr. BARKIN. We are all on that side, Senator. There may be only
one gentleman who might object.

Mr. SPRINKEL. I certainly have no desire to maintain a substantial
amount of unemployment for the purpose of keeping wages low. I

think the question really becomes how much unemployment is a lot.
It seems to me on the basis of the evidence in this country, and also
the evidence submitted by Mir. Baumol, that something of the order
of 4 to 5 percent is probably sufficient to prevent strong excessive
demands on the market. I would think that should be our reason-
able goal.

Senator O'AL-HONEY. Do you feel that under the maximum em-
ployment law, it ought to be the policy of Congress and the Executive
to maintain a situation in which 4 percent of the people are always
unemployed?

Mr. SPRINKEL. I think we should not attempt to eliminate normal
transitional unemployment if we are to take seriously the objective
of price stabilization. That does not mean that any one person is
out of a job over a long period of time. This is what I estimate to
be the transitional unemployment, people changing jobs for various
reasons. There is a constant turning over in the pool. If we attempt
to get it much lower than that, it seems to me that the evidence indi-
cates the only way is to encourage strong excessive demands which
will lead to substantial inflation over the long pull.

Mr. BARKIN. Senator, I would like to dissent from that point of
view. The point of view just expressed obviously is the one which
is really at issue in these hearings. The men and groups in this coun-
try who are placing their accent on stable prices as having a greater
priority to production have latched onto this 4 percent figure. Ac-
tually the 4 percent unemployment is far in excess of anything like
this group to which reference has been made as necessary for shifting,
for seasonal unemployment or for structural unemployment. We
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know that during the last few years, even when we were down to 3
and sometimes lower levels of unemployment, we have had wide-
spread structural unemployment in the United States, and vast groups
of underemployed people. So that 4 percent is a rather extravagant
margin which assumes a relatively depressed condition through this
country.

Senator O'MAHoNEY. If I may interrupt, I doubt whether the other
panelist wanted to go definitely on record for the maintenance of 4
percent unemployment throughout a given period, and particularly so
in view of the fact that we are now undergoing an extraordinary rise
in population. The population is said to be exploding, so that 4 per-
cent, or any definite percent of unemployment would merely mean
that as more persons come out of school or college to join the labor
force a larger number of persons would constantly be facing lack of
employment, if we were to tie this theory to a definite percentage
figure. Do you agree with that, sir?

Mr. SPRINKEL. Yes, sir. May I state it in a slightly different way?
Senator O'MAHONEY. Surely.
Mr. SPRINKEL. All I mean to say is that I believe the data indicate

that the lower the level of unemployment that we insist upon, be it 2
percent, 1 percent, 3 percent, the greater the danger of long-run infla-
tion. Historical data suggest to me that something around that
general level is consistent with stable prices-the 4 or 5 percent level.

Senator O'MAHONEY. Do you desire to be understood as saying that
there must be continuous unemployment of a certain degree-I have
not mentioned the degree-to avoid inflation? You do not mean that,
do you?

Mr. SPRINKEL. I mean to say that our objective should be to main-
tain as low a level of unemployment as is consistent with the objective
of price stability. If there were no relation between the level of unem-
ployment and the price trend, I would agree that unemployment
should be as near zero as possible. However, in a dynamic, growing,
shifting economy zero unemployment is not a practical goal. It was
not achieved even during World War II when total demands were
far in excess of the amount consistent with price stability.

Unfortunately, there is a relation between the level of unemploy-
ment and price trends. Data in this country and others indicate
clearly that the lower the level of unemployment the greater the price
rise resulting from excess demands and the insistence of labor to
acquire wage increases in excess of productivity improvements. If it
were necessary to maintain unemployment of 10 percent of the labor
force to achieve price stability, we would all agree that the cost in
terms of unemployed resources was too great. If we could have price
stability with zero unemployment, we would all agree, perhaps, that
we should strive for zero unemployment. Our postwar data suggest
that the maintenance of unemployment at a level significantly below
4 to 5 percent of the labor force will inevitably be accompanied by
rising prices. Since I am concerned about the loss of real purchasing
power during an inflation among those elements of society least able
to bear the burden-the old, pensioners, and other fixed-income re-
cipients-I favor the maintenance of price stability.

In my opinion, I would be intellectually dishonest if I argued that
we can have zero unemployment, as the Department of Labor defines
the term, and price stability.
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The CHAIRMAN. Senator, I believe your time has expired.
Senator O'MAHONEY. I am sorry.
The CHAIRMAN. That is perfectly all right. You can use my time

if you want to. Before recognizing Mr. Curtis, I would like to
make an observation about the phrase you cited from Chairman Mar-
tin in which you quoted him as saying, "closest equivalent to money
that there is." He could properly have said, if he did not, that the
exchange of short-term paper for bank credit is the closest equivalent
to printing press money that there is.

Representative CURTIS. Thank you, Mr. Chairman. I have four
general questions I am going to 'try to get to and then four specific
ones. The general ones I am just going to review, and then ask them.

The first question will be along the definition, to see if the panel
agrees on a definition of inflation. Then secondly, what agreement
there might be on the damage that results from infation once it has
been defined. Third, the factor of increased productivity as it re-
lates in this picture. That is my fourth question. The third would
be on the effect of taxes in this entire picture.

Getting back to the first one, Mr. Ellis in his statement pointed out
what he thought was a proper distinction-if I misquote you, please
correct me-between inflation of money supply as distinct from the,
question of rising prices.

Would you restate that and see if the panel agrees? I want to find
out if the panel agrees with the distinction that you are making.

Mr. ELLIS. Yes, Congressman, I would be glad to. The distinction
I was making is that inflation technically means inflation of the money
supply. The result of inflation is usuaJly rising prices. But prices
can be pushed up for reasons other than inflation of the money supply.

Representative CURTIS. Exactly. Is there any disagreement on
that, or comment? Mr. Bach?

Mr. BACH. If I may comment, I think there is a serious problem
here that we can't necessarily get agreement on whether a definition is
right or wrong, but merely whether it is useful. I once had occasion
to prepare an article for one of the encyclopedias on inflation, and I
found utter chaos in my research. Out of this it became quite clear to
me that you simply could not get a large number of economists or any-
body else to agree on what inflation meant. About all you could do
was to be sure you were clear how you used whatever term you were
using. My own predilection is to call the rising prices themselves
inflation for the simple reason that I think that this is what the man
on the street is inclined to think of when the word "inflation" is used.
I am perfectly willing to accept Mr. Ellis' proposition that this rise
in prices may or may not be closely related to the rise in the money
supply.

Representative CURTIS. In other words, you agree with the eco-
nomic analysis that rising prices can occur from the money surplus
or it could come from other economic reasons.

Mr. BACH. It could in some circumstances, but still going back to
MAr. Sprinkel's point, if you look at the long run of history, you can't
find any big inflations without big increases in the money supply.

Mr. BARKIN. The problem we are now confronted with is not the
big inflations. That is the crucial distinction between our current prob-
lem and the historical evidence submitted by many economists. We
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are concerned with the problems which for popular use we have iden-
tified as creeping inflation. Is the slow rise of our price level un-
associated with catastrophic monetary manipulation or catastrophic
monetary pressures? If we are to concern ourselves with the other
three questions among the issues which you have raised, our focus
should be on this area, rather than on the traditional concepts of in-
flation with which Mr. Ellis is dealing. They have been associated
with wars and with irresponsible governments, and with unusual in-
stability i n our political society.

Mr. SPRINKEL. I agree with AIr. Bach's position if he means by
"big inflations" both substantial prices as well as prolonged price in-
creases. I know of no inflation either in this country or others that
was not sustained by a rising money supply. Therefore, I maintain
the objective of limiting monetary growth to the growth in the real
economy is as relevant to preventing inflations of the creeping variety
as it is to preventing other types of inflations. Prices of goods do not
pull themselves up by their own bootstraps. Without excessive final
demands emanating from excessive monetary growth, inflation, mean-
ing a rise in the general price level of a fixed market basket of goods is
impossible.

Representative CuRTis. I was thinking more in economic terms
rather than political. To further this discussion, the elements that
might bring about a rise in prices, aside from surplus money, could
be perfectly normal economic occurrences, could they not? I can
suggest many. Taxes is one. That becomes an increased item of
cost that to a large degree the consumer is going to pay for in in-
creased prices. There are many things that can raise prices econom-
ically. Increased quality could be one which the BLS statistics don't
measure accurately. Are there any other comments on this first ques-
tion as to our definition?

Mr. BAU31OL. I would like to make one comment. Even though,
as Professor Bach emphasized, there is such a great diversity of opin-
ion as to how we ought to define inflation, that this does not really
necessarily indicate underlying disagreement. It is merely a matter
of emphasis. I think we are all talking about the same thing. It is
just when we get down to formalizing it and saying this is the thing
that we will talk about that the disagreement comes in. I would go
along with him. I think most of us would in saying let us pick any
one of these definitions and stick to it as a common language, and then
there will be no problem.

Representative CuRTis. Very good. Then I can come to the sec-
ond question which will bring this out-the dangers of inflation. I
believe your paper discussed that. I was very much struck with the
fact which was pointed out of the damage resulting in inequities in
the various segments of society. Then your statement that real dam-
age and great cost is in reduced output and economic growth. Is
that the inflation resulting from money surplus or could that be
from other aspects or factors that contribute to a price increase?

Mr. BAuMOL. I would say that would come from almost any type
of protracted inflation. I would like to emphasize that it could be
a very mild protracted inflation. The main thing is its persistence
which gives us time to adapt our behavior to it, and in which business-
men and workers have a continuous feeling of absence of pressure,
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that they can make all the profits they need without doing much about
productivity. There is then time to build in various devices for
sweeping price increases under the carpet. So a sort of laziness or
slackness creeps into the economy. This need not mean spectacular
Hungarian- or German-type inflation. You have a different type of
story there.

Representative CuRTis. To pinpoint it, let us take a specific area
of price increase which has come from certain definable causes.

Let us take the cost of hospital care, which to a large degree has in-
creased because of its increased quality. In other words, as I under-
stand it, people used to go to the hospital, and the average hospital
stay was 2 or 3 days, because they came out feet first. Now hospital
care involves a longer stay, and they come out walking. That is an in-
creased cost. But is that the kind of increased cost which would be
reflected in what we might call increased prices? Is that the kind that
creates the damage that we are discussing.

Mr. BAUMOL. No, sir. There we have two elements. I think we are
dealing with a literal rendition of Professor Bach's suggestion in say-
ing that any price rise is inflationary. You have to be careful and
define your product. If you pay a 10-percent higher price for in
some sense twice as much product-and I have difficulty defining the
twice as much product-in fact, what you have had is a deflation rather
than an inflation. So while I do believe there has been inflation in the
price of hospital care for a number of other reasons

Representative CuRTIs. I posed that as a model.
The point I am getting at is that when we talk about damage of in-

flation we should try to define what specific inflation-or using it here
for clarification, if it is clarification-increased prices. What increases
in prices can be a damaging thing to our economy or may not be dam-
aging ? Would the panel agree with that?

Mr. BARKIN. Is the time up or may I make a comment?
Representative CURTIs. I will come back later.
Mr. BARKN. I think our greatest test is to rise above this argument

of semantics and enter upon a discussion of the real problem. What
we are concerned about is a distortion in the allocation of resources and
income. This kind of inflation begets a gross inefficiency in our econ-
omy. When we get an inappropriate price which is excessive, which
is not offset by productivity, and isn't offset with a complete repulsion
of demand, then, as is true in monopolistic situations, we are diverting
too much income and too much of our national product to that indus-
try. That is unhealthy and damaging.

Representative CURTIS. When I get my time again I will come back
to that. I will leave it with this. It seems to me we should be distin-
guishing between what brings about increased costs, and we can do it
in certain instances. We damage our cause in understanding by using
generalities in some things which could be good. For instance, drugs.
When I have my time I will come back and pursue it further.

.The CHAIRMAN. Air. Reuss.
Representative REuss. Mr. Chairman, I would like to pursue the line

of questioning that Senator O'Mahoney was getting into a moment ago,
this question of what constitutes a tolerable percentage of unemploy-
ment, and I will address my question to the panel, although I think Mr.
Ellis and Mr. Sprinkel will probably be particularly interested in it.
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I have not heard anyone yet say that putting some of our present
unemployed back to work-let us say 2 million out of the 41/4-million-
odd unemployed-would in itself be a splendid method of combating
inflation. Does anyone disagree with the proposition that the goods
and services which they would produce would, by sopping up excess
purchasing power, make our economy stronger rather than weaker?

Mr. ELLIS. I think we ought to look at purchasing power as coming
from production. Production generates purchasing power. Putting
a couple of million of the 3.8 million unemployed-I believe that is
the figure in November-back to work is a very desirable objective.
But it would not reduce excessive purchasing power created by the
increased money supply. The earning of the newly employed peo-
ple would rise, but so would products or services to be purchased.
Reemployment and production would not increase purchasing power
beyond the product produced because the sales dollar has all the costs
in it.

The difficulty in inflating the money supply is that no additional
goods and services are produced. The additional money claims
merely push up prices. That is quite different from increased em-
ployment and production. Increased employment and production
do generate additional purchasing power and inflation does not result,
nor does it cure inflation.

Mr. BARKIN. There I think you have struck at one of the very
crucial issues in our controversy, which explains why a number of us
believe that specific controls are necessary. If a stimulus was provided
to reemploy these people, we would like very much to see that the
lower costs resulting from higher volume are reflected in lower prices.
The burden placed upon the economy from taxes would also drop.

The possibilities for higher productivity are also reflected and offer
a chance for lower cost. If our market system, or if our market
system plus governmental techniques permit us to force a reduction
in prices resulting from this higher productivity, we can keep going
at a very, very much lower level of unemployment with greater
stability. But the reason, gentlemen, Mr. Ellis and others take the
position that they do, is that they assume that we will not create
new mechanisms and controls which would be effective in reducing
these prices and charges upon the economy.

Representative REuss. Let me come back at Air. Ellis, and then I
will question some of the others until my time runs out. I, of course,
had in my question the implicit assumption that greater volume does
tend to produce lower unit cost, and hence will combat inflation. It
seems to me the only way you can come back at me-although I
invite you to disagree with this one-is by asserting, and maybe prov-
ing, that after you get below a certain point, there is a difference in
the quality of the labor. They don't do things as well. They do
them wastefully. Or by asserting that at a certain level the wage
bargaining power of unions gets to be such that they tend to grab a
disproportionate share, or by asserting that at some point you have
to have the irreducible minimum of unemployed which actually con-
stitutes those showing up at the unemployment service and going
from one job to the other. Can we fill in some of this penumbra?

Mr. ELLIS. I shall be glad to comment further, Representative
Reuss. It is true that a rising volume of business activity tends to
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reduce costs through improved productivity of labor and capital.
But employment and other costs can easily rise more than enough to
absorb the cost reductions generated by rising volume. Mr. Barkin
seems to expect that, since he proposes restraint on rising prices as
costs rise. In effect, he is asking strongly for profit restriction. But
the Employment Act of 1946 specifies that:

The Congress declares that it is the continuing policy and responsibility of
the Federal Government * * * in a manner calculated to foster and promote
free competitive enterprise and the general :velfar.e. * t t to promliote maximum
emnploymnent, production, and purchasing pownter.

Profit is a residual in our kind of economic system after all costs
and charge have been paid.

Let us look at the figures. Unemployment in November totaled
about 3.8 million.

Representative REuss. Change my 2 million to 1 million.
Mr. ELLIS. We have about 64.7 million people in civilian employ-

ment. A rise of a million in employment is desirable, but it would
represent an increase of about 1.5 percent. Aren't we asking for sub-
stantial leverage if an increase of 1.5 percent in employment could
make much diference in total business costs?

Representative REuss. Can't you apply that all the way back? If
we now have 4 million unemployed, what is worse about having 5, 6,
7, 15, or 20 million?

Mr. ELLIS. In reference to Mr. Barkin's argument for profit control
I would like to call attention to the fact that the owners of manufac-
turing corporations are earning a return on their investment of only
a little more than 6 percent in 1958. We need to lower unit costs to
improve the profit results and eliminate the necessity to raise prices
as costs rise.

At the same time, I would like to dissociate myself from any idea
that a certain volume of unemployment in this country is neces-
sary. Unemployment has a variety of causes. Nobody plans to cause
unemployment. A great shift in employment between agriculture
and industry is going on in this country. Employment is declining
in agriculture, according to the figures that I follow carefully each
month in "Economic Indicators," which, by the way, is an excellent
collection of business figures. Employment in agriculture is going
down. It is not possible immediately to absorb in nonagricultural
employment these people who are released from agriculture. It must
be done, but it takes time to retrain a man for a job in manufactur-
ing, or construction, or a service industry, or Government. That is
some of the transitional unemployment we spoke of.

Also, we have many unfilled jobs in this country. We need a lot
more schoolteachers, a lot more members of college faculties, a lot
more technically trained people, a lot more welf are workers, and many
others. There are no figures on unfilled jobs in the country. We are
engaged in making changes in the world's largest productive activity,
American employment. There are 65 million people employed in the
country, all working to improve their standard of living, to get a
better job, to get a higher income. It takes time to make these adjust-
ments. We are making them slowly, but in the meantime some people
are moving from job to job. It is a case of providing for a variety
of business activities, having certain training, and the result is at times
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a level of unemployment of about 4 percent of the total labor force-
and employment of 96 percent of the labor force.

Representative REUiSS. What I was getting at, of course-and I
guess my time is up-I would.like somebody to tell me what a rea-
sonable rate of frictional unemployment would be; what percentage
it takes to get people off the farm and into the factory, to get through
divinity school and medical school and teachers college. I have not
found anybody trying to do that. It seems to me that we are groping
in the dark and saying 2 to 4 percent is all right.

The figures for the countries of Europe, where I happen to have
spent some of my time last month, are vastly different. There 1 per-
cent is the figure generally considered the point at which a govern-
ment will topple.

The CHAIRMAN. Mr. Ellis, I wanted to ask you a question about
your theory that inflation is caused by the increase in the money sup-
ply. I assume by that, that if we were to have 10 percent of our
business done by barter and 90 percent through the use of money,
the 10 percent barter would not be inflationary?

Mr. ELLIS. You could have rising prices under a barter system just
as well, Congressman, because under a barter system you trade the
other fellow something for what he has.

The CHAIRMAN. You consider that the same as money supply?
Mr. ELLIS. No, we could have rising prices from the demand side

that would not reflect changes in money supply. In our money system
we use money instead of goods against goods. Therefore, if we in-
crease the money supply, in effect we increase the claims against a
given volume of goods and services.

The CHAIRMAN. Demand would enter into it and could cause in-
flation to that extent.

Mr. ELLIS. That is right.
The CHAIRMAN. You mentioned something about the selling of

bonds to commercial banks. Have you given consideration to sug-
gesting that the Treasury consider selling short-term bills to the
Federal Reserve System open market account?

Mr. ELLIS. Congressman, wouldn't that result in an immediate
increase in bank reserves?

The CHAIRMAN. Certainly, but there could be offsets. You can
raise the reserve requirements of banks and a lot of things.

Mr. ELLIS. If you merely offset them, haven't you gotten right back
to where you have started?

The CHAIRMAN. It would be no worse, would it? You would save
the interest.

Mr. ELLIS. Wouldn't other people who now own the E bonds, for
example-there are some $42 billion of the E and H bonds outstand-
ing-wouldn't they be concerned?

The CHAIRMAN. Why should they object? They have a rather
direct contract that is reasonably generous.

Mr. ELLIS. All right for the specific situation. I have a feeling
that some of the difficulty the Federal Government is having in selling
the E and H bonds, for example, is the fear that commodity prices
will go up and the purchasing power of those interest rates will go
down. Financing Government deficits by creating credit would stimu-
late that fear.
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The CHAIRMAN. I agree with you that ideally bonds should be sold
to people who have the savings with which to buy them. Selling
bonds-I am talking about the Treasury, of course-to individuals,
corporations, insurance companies, pension funds, etc., having the
money to pay for them is, of course, best.

Mr. ELLIs. Yes.
The CHAIRIMAN. But when money has got to be created to buy the

surplus bonds that have not been purchased by those having the
money, why shouldn't a system be worked out where the Federal
Reserve would take those bonds?

Mr. ELLis. Congressman, isn't that exactly the printing-press
money we were talking about?

The CHAIRMAN. It is no more than the commercial banks creating
it, because they also create it upon the printing-press theory.

Mr. ELLIS. There is one distinction. Selling securities to the Fed-
eral Reserve would increase bank reserves, and hence the lending
power of banks.

The CHAIMNAN. You can raise the reserve requirements. That is
not an answer.

Mr. ELLIS. If you raise the reserve requirements then you may get
back to one for one printing-press money instead of six for one.

The CHAIRMAN. I think a lot of people consider normal expansion
and growth to be inflation, and I think they are wrong about it. I
don't want any ruinous inflation. At the same time I feel that the
service charge on the national debt, $8 billion, is enormous. It is
more than it used to cost to run the whole Government until the first
term of Mr. Roosevelt. Whenever banks just create money on their
books to buy Government obligations, that is as near printing-press
money as you can make it.

Mr. ELLIS. That is right.
The CHAIRMAN. Remember, they have done that to the extent of

$64 billion on our direct Governient obligations and to the extent of
about $14 billion on tax-exempt obligations of States, counties, and
cities and municipalities.

Mr. ELLIS. Wouldn't the correct approach be to avoid having to
sell the bonds rather than finding a way to sell them?

The CHAIRMAN. Certainly that would be best. I thoroughly ap-
prove of that. I think each Congress should make sure we balance
the budget before we leave every year. If we can't, first reduce the
amount of appropriation. If we can't do that, raise the taxes. It
should be balanced every year. We should even try to pay something
on the national debt. Don't you think we should pay something on
the national debt every year?

Mr. ELLIS. I think particularly we should pay something on the
debt over the cycle, and we should first reduce the bank-held debt.

The CHAIRMAN. Surely, because that is printing-press money.
How many of you believe we should have a planned program for debt
reduction that contemplates reduction every year when it is possible?
Of course, in certain years you are in deficit financing necessarily in
order to bring the country back. But we should have a planned
program of balancing the budget and paying something on it every
year. Do all of you agree to that?

Mr. BARKIN. No, sir.
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Mr. BACH. No, sir.
Mr. BAUMOL. No, sir.
The CHAIRMAN. What do you say about it, Mr. Barkin?
Mr. BARKIN. I would make this comment. The major fact is that

we must have an expanding Federal budget and level of expenditures.
A technique which presumes that we are going to pay this debt off,
and we are going to incur savings or establish savings in any one year
runs counter to this other long-term trend. While the idea may have
some attraction, as a practical matter we are going to be spending
more and more. I do agree with your other proposition, and with
Mr. Ellis, that we must have a much more frequent reconstruction
of our Federal tax system to assure higher revenue. I also like the
suggestion that you have offered of creating Federal funds through
the technique of the Federal Reserve Board, and without incurring
the large interest cost. The fundamental challenge that we have, and
that is suggested by your proposal, is that we have to invent new
types of monetary techniques.

The CHAIRMAN. Adequate growth I must include in my suggestion.
Keep in mind adequate growth of our Nation at all times.

Mr. BARKIN. Yes, but the technique of reconciling these interests
becomes a very, very difficult one. Consequently, the mere suggestion
of a cyclical surplus on the high side of the cycle becomes an almost
impossible practical fact, even though for purposes of argument we
can separate the two.

The CHAIRMAN. Don't you think that our national debt is retard-
ing progress? Under our economic system only so much money can
be issued without risking inflation. Now, then, we have certain good
projects we would like to put over. We would like to see the money
spent. But we are told no, it will be inflationary. Why? Because
of the enormous national debt. By reducing the national debt other
people can go into private debt for other purposes and not have in-
flation.

Mr. BARKIN. Senator, I think if you took a canvass of our group
right here-and this is a very dangerous thing to suggest-that only
a minority would be very much concerned about the inflationary char-
acter of the current debt.

Mr. ELLIS. Dissociate me from that statement.
Mr. BARKIN. I don't know who else. Some of these gentlemen I

have not discussed this type of problem with. You would find a very
considerable portion of the American economists would not be fright-
ened by our debt.

The CHAIRMAN. I think it is terrible that we have no planned pro-
gram for the reduction of the national debt. During the last few
years I think we are all disappointed in the fact that no effort has
been made and no talk about reducing the national debt. It seems
to me to be very profitable for certain people and certain concerns to
hold the national debt, and they don't want it reduced. I wonder if
that enters into it.

Mr. SPRINKEL. Mr. Chairman, I would like to register agreement
with you and disagreement with Mr. Barkin on the inflation potential
of a large Federal debt. It need not be inflationary if properly
managed, but frequently we are unwilling to make the necessary
sacrifice. We must offer attractive interest rates if we are to entice
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investors into buying longer term Government bonds at times such
as the present. Also, we must be willing to restrain spending at the
Federal level and sometimes to raise taxes if a surplus for debt re-
tirement is to arise in periods of prosperity. As you know, banks
hold a substantial portion of the Federal debt as well as other debt
obligations. Most bankers that I know would strongly support your
contention that the Federal budget should yield a surplus for debt
retirement during periods of prosperity. Monetary policy cannot
do the whole job of maintaining price stability. It needs the support
of a stabilizing budget and debt management policy.

Senator O'Mahoney, we have gotten back to you.
Senator O'MAHONEY. Mr. Ellis, you seem to be the center of most

of the inquiries this morning. Did I correctly understand you to
say a little while ago that production produces purchasing power?

Mr. ELLIS. Yes, sir.
Senator O'MAHONEY. Do you say it as bluntly and with such lack

of qualification as that?
Mr. ELLIS. Yes, sir.
Senator O'MAHONEY. Do you think it is at all possible that a part

of what production does is to result in accumulating inventories in
manufacturing companies?

Mr. ELLIS. Yes, Senator, but remember, wages were paid for pro-
ducing that inventory.

Senator O'MA1ONEY. Yes; but there were not enough wages paid
or salaries paid or interest earned among the bulk of the population
to buy these accumulated inventories, and so the company stopped
producing inventories. They began to liquidate inventories. Was
that not characteristic of the recession?

Mr. ELLIS. Inventory reduction has been a major cause of the
current business decline.

Senator O'MAHONEY. Then how can we say without qualification
that the mere production of goods would result in increasing pur-
chasing power and not at all result in laying workers off?

Mr. ELLIS. What I was speaking of, Senator, was that if you divide
the cost of those inventories up, you find some of it went for raw
materials, some went for labor, some went for salaries, some went for
dividends, some went for interest. All that purchasing power was
generated by the production of those goods which went into inventory.
The producer thought he would eventually be able to sell that inven-
tory and get his costs back. Isn't the difficulty you mentioned pri-
marily a case of producing something that people don't want? That
doesn't change the statement that production generates purchasing
power.

Senator OA' ao-EY. Then you have to qualify it by saying that
the increasing production of materials for which there is a purchasing
market will have a beneficial effect.

Mr. ELLIS. No, I think the production process itself generates pur-
chasing power-goods were produced and money was paid out for
producing them to the value of goods produced. Isn't it correct that
inventories are carried at cost?

Senator O'MAIoiNEY. Yes, of course, but when they are carried in
excessive amounts, they constitute a frozen group of assets, do they
not?
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Mr. ELLIS. That is right, but that does not change the fact that
when they were produced, somebody was paid for producing them.

Mr. BELLER. Its a question of how the income that was generated
by the production was distributed. The kind of distribution will
determine, to a considerable extent, whether the income so generated
will be used to buy back what has been produced.

Senator O'MAHONEY. Of course, there is some purchasing power
created by the payments on raw materials, for example, but that pur-
chasing power so generated is not sufficient to offset the decline in
purchasing power created by unemployment that results from this
very thing that Mr. Ellis has spoken about.

Mr. ELLIS. Senator, isn't it a case of distribution? We can always
produce things that we can't sell; that does not mean that the total
value of the payment is irrelevant.

Senator O'MAIoNEY. When we undertake to do something in a
legislative way to correct the dilemma that everybody acknowledges
here, we have to be guided by unqualified statements.

Mr. ELLIS. That is right.
Mr. SPRINKEL. The idea that production creates its own purchasing

power is the principle developed by Mr. Say, a French economist,
many, many years ago. Even though that is true, that does not mean
that production-created purchasing power will come back into the
market nor does it mean that is the only source of purchasing power.
We can have sources of purchasing power over and above that re-
sulting from production payments. So as I see it, the important
thing is for Government to utilize its monetary fiscal tools to some-
times augment the purchasing power coming into the market and at
other times restrict the purchasing power coming into the market.

Senator O'MAHoxEy. Has it been successful?
Mr. SPRINKEL. I think since 1951 it has been rather successful. On

the average, we have had very little inflation during this period.
Senator O'MAIioNEY. Are you restricting your answer now to the

mere question of inflation ?
Mr. SPRINKEL. And full employment, sir.
Senator O'MAHONEY. I was about to say that even with restrictions

that you have mentioned, I cannot understand how Congress can
overlook the fact that our national debt now is greater than it ever,
has been. That is a factor which must, I think, control the judgment
of every economist and certainly of every lawmaker. You nod affirm-
atively in response to that.

Mr. SPRINKEL. I would merely add it is not greater relative to the
size of our economy.

Senator O'MAHONEY. Now, Mr. Ellis, may I read this statement of
yours:

Cost-raising factors also result in rising prices. Increased taxes for neces-
sary defense expenditures, for more and better schools, for raising salaries of
teachers, for more and better roads, etc., are a part of our American way of
life.

As I heard that sentence, and as I reread it now, I feel that you
mean that necessary expenditures for defense, for more and better
schools, for raising salaries of teachers, for more and better roads,
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Mad so forth, are part of our American way of life, and therefore you
feel that those expenditures should be made.

Mr. ELLIS. Yes, sir.
Senator O'MAHONEY. Is there agreement on that?
Mr. BARKIN. Yes, sir.
Senator O'MAHONEY. I think everybody has agreed on that. May

I have a raising of hands of those in agreement? Yes; you do.
Mr. BELLER. I think certain cost-raising factors cited here can re-

sult in lower prices in the long run. Better schools, increased salaries
for teachers, more and better roads, particularly better urban roads
which reduce costs of delivery and transportation can, in the long run,
result in higher productivity and lower prices.

Mr. BARKIN. You were not asking us about the first question. You
were inquiring about the sentence 'rising taxes" down to the words
"American way of life."

Senator O'MAHONEY. No; I began with cost-raising factors. That
was the sentence before that. Then I wanted to proceed to the last
sentence in that paragraph which reads as follows:
We should not ask that salary and wage rates be increased to offset these costs,
that is, by shifting them to someone else.

Then, Mr. Ellis, you say:
The most important single cost of business is its payroll cost-salaries, wages,
fringe benefits, etc.

I think I can agree with that. Of course, the cost of wage benefits
and salaries and so forth is the largest factor in the cost of business.
But you don't mean by that statement to express the opinion that it is
an improper cost.

Mr. ELLIS. No, sir.
Mr. BARKIN. Senator, taking that one paragraph I just want to

say this. When you raise taxes you are not necessarily raising costs.
There are many taxes which don't increase costs. For example, we
pay a good deal of our taxes through our income tax, and certainly
we don't consider that as a tax which necessarily raises costs.

Senator O'MA1ONEY. I do.
Representative CURTIS. Surely.
Senator O'1'LuHoNEY. I do.
Mr. BARKIN. It may very well be you do because of the practices of

corporations in capitalizing.
Senator O'MA11oNEY. I am thinking of one specific fact, and that

is that the interest upon the national debt is now at its highest level,
and the financing by the Treasury Department that has been going on
since the 1st of December is increasing that interest upon the national
debt.

In the September midyear review of the budget, Budget Director
Stans reported that the estimated expenditure for interest on the na-
tiona1 debt during fiscal 1959 would be $7,568 million. There is no
single category of Government expenditure that is as great as that
except national defense in all its categories. So interest upon the
national debt has become the largest burden upon the taxpaying public
in the United States by reason of the fact that the Government,
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executive and legislative, has failed as yet to find the solution for the
overall problem.

Mr. Barkin, while I disagree with you about this interest on the
national debt and the cost, I do agree with many of the recommenda-
tions which you have made. You have come here this morning with
suggestions of a new policy. I think that much of the consideration
that we have been giving to this problem has been based upon a failure
to realize that we have moved completely out of the economic system
that was based upon activities within the several States. As you
have pointed out, Mr. Ellis, we are living in an era when employment
in agriculture is declining rapidly, and employment in industry is
not sufficient to take it up because industry is also marked with the
development of labor-saving machinery that produces many items now
with much less labor cost.

Mr. Chairman, instead of asking any more questions about this, I
would like to get into the record at this point this fact. The Sub-
committee on Antitrust and Monopoly had a study made in 1957 of the
census of manufacturers. A committee print was made of the staff
study on this concentration in American industry. When that study
was published, I made this statement-this was on July 15, 1957:

While the report does not contain any recommendations for legislative action,
it nevertheless shows a remarkable increase in the concentration of manufac-
turing in this country. For example, the report shows that 3 years ago, in 1954,
the 100 largest manufacturing companies in the United States accounted for 30
percent in dollar value of all the manufacturing production in the country.
This is an increase of more than 42 percent over the record in 1947 when the
same 100 companies accounted for only 21 percent of the total.

I have a table here taken from that report which shows some
extraordinary results.

The CHAIRMAN. Would you like to insert the table, Senator?
Senator O'MAHONEY. I would like to read one or two of the items

and then insert it, if the chairman will permit me.
The CHAIRMAN. Certainly.
Senator O'MAHONEY. For example, there were 27 companies, ac-

cording to the Bureau of the Census on manufacturers, who were en-
gaged in 1954 in the manufacture of tires and inner tubes. The total
value of their output that year was $1,841,732,000. Of that total, of
almost $2 billion, the four largest companies produced 79 percent.
The eight largest produced 91 percent. This extraordinary degree of
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concentration is shown in some of the most commonly used items.
Take cigarettes, for example. There were 12 companies manufac-
turing cigarettes according to the "Census of Manufactures" in 1954.
The value of the total product that year was $1,640,950,000. The
four largest produced 82 percent of that.

There were 109 companies engaged in producing tin cans and other
tinware, the output having a value of $1,366,766,000; the four largest
produced 80 percent. I could go through this whole list reading one
after another of these extraordinary instances of concentration. It is
clear from the hearings on the administered prices which the Anti-
trust Committee held under the chairmanship of Senator Kefauver
that some of the big companies were raising prices while their cost
of production was actually going down. This I think lies at the very
base of the problem of inflation and the cost of living, and the cost
of Government that we are facing.

The CHAIRMAN. Senator, don t you think, if you will pardon an
interruption, that there is a serious problem, too, where prices are
raised for the purpose of acquiring expansion capital? In other
words, getting cost less capital from consumers in the form of in-
creased prices.

Senator O'MAHONEY. Of course that is a factor. That undoubt-
edly is a factor. There are amazing incidents which have been re-
vealed to us. I know, for example, in the manufacture of bread,
that the concentration of economic power in the production of this
basic food for the whole population has been increasing at an alarm-
ing rate. We first discovered it during the days of TNEC, when it
was clear that the big companies would seek to purchase a competing
rival in a different town because they wanted to go into that town.

If the rival companies would not sell, the big company would trans-
port in interstate commerce, frequently, bread manufactured from a
distant bakery and sell it at less than the price sold when they had
no competition. In other words, the price of bread would be driven
down to drive out competition and when the competitor sold out then
the price of bread would go up again. This was discovered scarcely
2 years ago to an alarming degree in Oklahoma. The Antitrust and
Monopoly Committee is going to go ahead with that later. I men-
tion it only as a sideline.

Mr. Chairman, no doubt my time has expired. I will file this.
The CHAIRMAN. Without objection it is inserted in the record.
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(The information referred to follows :)

TABLE A.-M~anuf~acturing industries in which the 4 largest companies accounted
f or SO percent or more of total shipments in 1954

[Shipments of $300 million and over-56 standard industrial classificationi 4-digit industries]

3717 Motor vehicles and parts ---------- 991 (X) 75 80 87
3312 Steel works ad rolling mills -------- 102 (1) 54 70 85
3722 Aircraft eng ines -------------- 202 3,188, 950 62 81 93

2829 Organic chem~icals, n~e~c -------------- 2302 2,198,687 69 873 876
3011 Tires and inner tubes ------------ 27 1, 841, 732 79 91 99+
2111 Cigarettes ---------------------------- -- 12 1, 640, 950 82 99+ 100
3614 Motors and generators ----------- 266 1, 389, 078 50 59 75
3411 Tin cans and other tinware--------- 109 1, 366, 766 80 8 8 96
3351 Copper rolling and drawing -------- 64 1, 320, 608 53 71 90
2932 Byproduct coke ovens ----------- 38 1,241,327 58 75 9
2825 Synthetic fibers -------------- 20 1,240,942 80 97 1090
3521 Tractors ------------ ------ 141 1, 177,974 73 88 97
2141 Tobacco, stemming and redrying ------ 72 1, 043, 213 79 91 96
2841 Soap and glycerin ------------- 267 959, C-79 85 89 95
2092 Shortening and cooking oil --------- 67 935, 338 56 so 99
3352 Aluminum rolling and drawing ------ 77 874, 408 88 92 96
3861 Photographic equipment ---------- 48 867,597 63 73 84

3331 Primary copper -------------- 16 864113 866 (1)8 10°
3664 Telephone and telegraph equipment ---- 56 797,109 89 94 98
3621 Electrical appliances ------------ 348 795, 304 .0 61 79
2052 Biscuits and crackers ------------ 22 757,193 71 77 85
2822 Intermediates and organic colors ------ 83 715, 602 58 82 93
2085 Distilled liquor --------------- 98 711, 313 64 79 93
3662 Electronic tubes -------------- 112 709,183 64 81 94
2023 Concentrated milk ------------- 166 688, 212 55 68 0

3221 Glass containers-------------- 38 635,108 7 673 78 8 982
3571 Computing and related machines ------ 73 614, 265 74 85 98
3334 Primary aluminum ------------- 3 604, 076 100 ------ -----
364 Engine electrical equipment -------- 154 587,124 62 83 90
3811 Scientific instruments ----------- 33 580, 916 51 69 79
3593 Ball and roller bearings ----------- 83 537,151 60 79 92
3581 Domestic laundry equipment -------- 48 527, 535 68 85 99
3742 Railroad and streetcars ----------- 47 495, 767 64 81 98
2094 Corn, wet milling ------------- 54 458,442 75 93 99
3511 Steam engines and turbines --------- 18 450,041 87 98 100
2095 Flavorings ----------------- 530 446, 056 53 63 75
2072 Chocolate and cocoa products ------- 27 432, 842 70 83 98
3741 Locomotives and parts ----------- 25 428, 281 91 98 99+
3229 Pressed and blown glass, n.e.c ------- 255 411, 322 67 77 88
2812 Alkalies and chlorine ------------ 17 399, 908 69 90 100
2826 Explosives ---------- ------- 40 389, 638 79 92 99
3231 Products of purchased glass --------- 833 372, 383 56 61 68
2852 Inorganic color pigments --------- 73 371, 395 67 83 9
3211 Flat glass ------------------ 16 370, 503 90 99 1090
2824 Synthetic rubber -------------- 13 l 361, 093 53 81 100
3292 Asbestos products ------------- 74 346, 206 59 73 93
2043 Cereal breakfast foods ----------- 37 345.8943 88 95 99+
3691 Storage batteries -------------- 244 341, 374 64 80 90
3291 Abrasive products ------------- 290 332, 512 50 58 71
3651 Electric lamps (bulbs) ----------- 35 326, 343 93 97 99+
3715 Truck trailers --------------- 115 305,510 57 68 84
3,359 Rolling and drawing n. e. c ------------ 77 300, 715 61 73 87
3332 Primary lead ---------------- . (X) (l) 100 -----

I Not published.
2 Not released lest data be disclosed re individual companies.

Source:` Concentration in American Industry," U.S. Senate, Subcommittee on Antitrust and
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The CHAIRMAN. Mr. Curtis.
Representative CURTIS. Thank you, Mr. Chairman. I will try to

pick up on the second question that I was on where I was trying to
get at the various damages resulting from various kinds of inflation.
I jotted down a few items here.

Economic factors producing cost increases which may be damaging.
One I think the panel has agreed, excessive monetary supply. I thill
everyone agreed that can produce damage. Whether it is is another
question.

Mr. ELLIS. Exception; not cost increases. Wouldn't they be price
increases coming from excessive demand?

Representative CURTIS. I beg your pardon. I wrote "cost" and
meant "price" when I wrote it. Price increase.

The second one I have jotted down, we could have excess demand
over supply for consumer goods and services. That is a traditional
inflation which would not be the result of excess money. It could be.

Mr. ELLIS. Exception again. Isn't that how inflation results in ris-
ing prices?

Representative CURTIS. It could come from that. You could have
the excess money if there were not the demand.

The third one, which I have not generally heard discussed a great
deal, but in my judgment is certainly an element, "excess demand over
supply of investment capital."

In fact, I felt in many ways that both recession and inflation came
to a large degree from an excess demand over supply of investment
capital. Whether they agree with that point, would the panel agree
that could be a cause for price increase that might be damagingF

Mr. ELLIS. I would like to take the specific statement, excess de-
mand for investment capital. Presumably it would result from an
outlook for increased business activity and profit.

Representative CURIS. Exactly.
Mr. ELLIS. Rather than from inflation or anything of the sort. It

would not raise prices.
Representative CURTIS. I am not saying it is the result of inflation.

I am saying it is a factor that could produce inflation or price in-
crease.

Mr. ELLIS. No, because the price increase would already have oc-
curred. It would then be attractive to produce these items. Business
would be expanding to produce more of them.

Representative CURTIS. Just segregating the item. Suppose you
were given a situation where you have an excess demand over supply
of investment capital. That is going to raise the cost of investment
capital.

Mr. ELLIS. That is right.
Representative CURTIS. That in turn will be passed on in prices?
Mr. ELLIS. Not necessarily, because presumably the excess de-

mand for capital has occurred because of increased demand for so-me
product or service whose production will be expanded by the increased
capital.

Representative CURTIS. You are saying it has been produced be-
cause you had inflationary forces before. What I am trying to say,
is it not inflationary in itself ?

34358-591-4
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Mr. ELLIS. No; not unless there is a shortage of capital seeking in-
vestment, i.e., a shortage of savings.

Mr. BAUMOL. I am sorry I must disagree with Mr. Ellis. I can
easily see that even where businessmen are only responding to an
increased demand, their investment will make prices rise. They
start a program of building factories and this causes a demand for
bricks and labor, and that in turn causes increased prices. This can
keep up the demand indefinitely.

Representative CURTis. Thank you, sir.
Mr. SPRINKEL. It could keep on indefinitely so long as final de-

mands continue to rise. Unless monetary fiscal policies continue to
augment final demands, this would not continue indefinitely. I
would certainly think that did happen for a while in 1956-57, ex-
cessive demands for capital. We properly in my opinion restricted
from a budget and monetary point of view substantial growth in final
demands and this did not continue.

Mr. BAUMOL. It is right and proper to separate out these various
causes and ingredients of inflation. It must be emphasized however
that they all to some extent have to occur together. If people were
determined to hoard, increasing the money supply would not make
a bit of difference, and if you did not have any money supply to
smooth the wheels increasing demand might not make much long-run
difference, and so on. What you have here is a bunch of things
which happen all at once.

The same difficulty puzzles me when people try to separate cost in-
duced and demand induced inflations. After all, you could not really
raise costs unless the demand were there to back it up. Similarly, on
the other side if there were extreme stickiness in prices, increased
demands would not lead to price rises.

Representative CuitTis. It is helpful to me to try to separate these.
I agree there is an interplay. I have another item I wrote down.
Excessive demand over supply for skills which in my judgment has
produced to a large degree the increased prices for services. Would
the panel agree that is an area? That would be unskilled labor, too.
It could be any excessive demand for labor over supply. But for the
sake of being a little more practical, I think actually we have that,
although we are in an area where there is unemployment. Wouldn't
you all agree that there is a demand for certain skills beyond the
supply ?

Mr. SPRINKEL. The real danger, sir, it seems to me, in separating
specific areas is that it becomes very difficult to tell what portion of
the price increase in a particular area is due to general overall in-
flationary demands, and to what extent it is due to shifting relative
demands and shifting costs. So it well may be that as our economy
is becoming more mechanized, the price or the wage paid for skilled
labor does go up in order to induce more people to get better train-
ing and hence be able to fill those jobs in the future.

Representative CuRTns. Right now I am just generalizing the first
step. I am not trying to get into what the corrections are. I will
mention the corrections for the excess demand over supply for any
of these is to increase your supply. In skilled labor you have a real
time lag involved. You have a geographical problem. You have a
distribution problem. It would be in error in my judgment to try
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to solve increased prices that result from this factor by changing
your monetary system or whatever else there might be. Likewise, if
there was an excess demand over supply for consumer goods and your
money supply was adequate, and the demand was coming from tenden-
cies to barter, as Chairman Patman said, the correction for that is
increased production.

All I am trying to do is to separate those and then ask this ques-
tion. There are certain economic occurrences that increase prices
that are not damaging. Would you agree with that? I have hinted
at a couple where I thought they were not damaging, like the in-
creased quality. For instance, your antibiotic drugs which were not
even on the market before have supplanted a lot of these patent
medicines, and they cost a lot more. Although that shows up in the
Consumer Price Index, that is a factor we could well say is not
inflationary. I don't think we would call it inflation.

Mr. ELLIS. Exception. I don't think a change like that would
cause an increase in the price index. Wouldn't the Bureau of Labor
Statistics compare the same item then and now, rather than a new
item now with an old item?

Representative CURTIS. I don't know how you do it. I know the
overall market basket that they use, when you put in items that were
not in there before, you are somehow going to show an increase in the
cost of living.

I will add another thing. As far as the human beings are concerned,
it may not make too much difference to an older person when he has to
buy drugs or hospitalization, the fact that he is going to get better
drugs and better medical attention if he can't afford it. So we get
into the other element of the purchasing power. At least for the
consideration of what is happening here, I would not regard that
element of price increase as something that we would want to
discourage.

Mr. BARKIN. Mr. Curtis, I think Mr. Ellis has pointed up the
proper thing. When you factor in a new product under the index,
it doesn't necessarily raise the level. It is factored into the index in
such a way as to minimize its impact on the market basket. To get
back to what I think is the purpose behind your questions, you and
I are in agreement there, that while there may be a monetary mech-
anisin which creates the flow of funds w-ith which to fimiance many of
these experiences and phenomena, on the other hand~ this inflationary
process, or the rise in the general price level, is composed of so many
different factors and pressures that the older concepts or the concept
of trying to associate it exclusively or primarily with the monetary
system seems to be inadequate. In that respect I think there is a
great virtue and value in sorting out specific causes and specific situa-
tions and seeking remedies and controls or specific policies relative
to those individual areas.

Representative CURTIS. You are getting at what I am getting at.
You are drawing a different conclusion than I would draw. What
I am getting at is that these other elements, other than excess mone-
tary supply, seem to me generally to have built-in regulatory features
in our free enterprise system, and are in essence almost the interplay
of the private enterprise system.
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There is a fifth one that I did not mention that has already beenr
referred to. This is administrative prices which, as far as I am con-
cerned, is still an epithet rather than an economic fact. It may or may
not be administered. On the other hand, I suggest what has been
defined as administrative prices is simply business exercising judg-
ment over economic factors. Whether it is or not, it could be, certainly.
That is where we get our antitrust laws and various things there.

So there are two areas of these economic factors that seem to bring
about price increases where I think the Government probably should
be taking part. One is the excess monetary supply. The other is in the
area of what might be administered prices. But these other factors
we have discussed, it seems to me, have corrective features, and are
in essence the operation of the private enterprise system. That is what
I have been getting around to, to see whether the panel agrees or dis-
agrees with that.

Mr. BARKIN. Obviously, as you noted, you and I drew two different
conclusions from that analysis.

Mr. SPRINKEL. I certainly agree with that analysis. The long-term
record strongly suggests to me that unless we have excessive growth
in the money supply, we do not get substantial long-run inflation of
the price level in general. The possible exception to that was 1956-57.
and even there I am doubtful, since it did not last very long and
special factors were operating, that you could even use that as an
example of a cost-induced rather than an excess-demand inflation.

Representative CUMRIS. I see my time has run out. I want to make
one final comment.

It sems to me that some of this creeping inflation that we have been
talking about is just a failure to analyze what the price indexes reveal,
which actually include an improved standard of living, rather than
cost.

Air. SPRINKEL. Yes.
Mr. ElLIS. A good example of that would be the rise in food costs

over the last 15 years. It is not entirely a rise in cost of specific food.
Isn't there included also a large element of built-in service which the
customer is perfectly willing to pay for?

Representative CURTIS. My time is up. I will come back, Mr.
Chairman.

The CHAIRMAN. Mr. Reuss.
Representative ZEuss. Mr. Barkin, I would like to ask a couple of

questions about your specific program.
Under "Labor Sector" of your statement, you advocate ani annual

labor-management conference to achieve consensus on economic poli-
cies for collective bargaining. I take it the basis on which you call
for such an annual conference is the reason set forth in your. paper,
particularly on page 25, where you point out that the participants in
any single collective-bargaining situation are not likely to arrive at
an understanding concerning national economic policies. Is that a
fair statement?

Mr. BARKIN. Yes, sir.
Representative REUSS. If that is so, and I agree with you that it is

unlikely that the participants in a single negotiation will have so
broad a viewpoint, wouldn't it be useful to have not just a labor-
management conference, but a conference at which were represented
labor, management, and the public?
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Mr. BARKIN. As a matter of fact, I have been offering this proposal
for a number of years-and I have a rather large document on that
subject. I may further say that the National Planning Association is
moving in this direction. The concept is that you have your princi-
pals, labor representatives and management representatives, present
at the conference, flanked, of course, by outstanding students and
economists and public persons. But the primary purpose of such a
meeting is for the two principals in the labor economic field, particu-
larly in our industrial end of our society, to come to some under-
standing on modest or broad issues periodically so that their ultimate
judgments of the agreement would be affected. Obviously, flanked
by men of economic insight and public representation, they would
participate and help. They would also prepare introductory docu-
ments to help the parties penetrate some of these difficult issues to
assist them in coming to a consensus.

Representative REUSS. Wouldn't these public men or these flankers
be quite helpful, indeed? As you pointed out since management is
responsible mainly to its stockholders and sincelabor leaders are re-
sponsible mainly to their membership, the trouble with the collective-
bargaining negotiation in the first place, under the system-and I am
not suggesting that this be changed-the public interest is perhaps less
well represented than the partisan interests of the two very legitimate
parties to the bargaining table.

Mr. BARKIN. The virtue of such a conference is that it would focus
on policy and not on resolutions of the specific controversy in an indi-
vidual plant or industry. Consequently, it would have to be formu-
lated primarily in terms of public interest and the interest of our
national economy.

Representative REUSS. You then do not disagree with me in my
thought that there is a public point of view, a consumer point of view,
a national economy point of view, which can perhaps be better rep-
resented than through either of the immediate parties to the wage
bargaining ?

Mr. BARKIN. As a matter of fact, the public controversy on general
economic issues concurrent with these negotiations is very often quite
irrelevant and tangential to the immediate negotiations. Conse-
quently, the only way of highlighting them would be through such a
conference where the specific resolution does not have such immedi-
ate potency.

Representative REUSS. So the public flankers would have an impor-
tant part to play 2

Mr. BARKIN. Yes, sir.
Representative REUSS. Turning then to another recommendation

of yours, No. 3 under the business sector recommendations, a Federal
agency to hold public hearings on proposed price increases by large
corporations, I have a question. On page 2 of your report you pre-
sent what you correctly, I think, regarded as a very crucial observa-
tion, that labor costs in the durable goods industries rose by 15
percent in the 10 years, wholesale prices by 53 percent, and in the
nondurable industries, unit labor costs rose by 11 percent, and -whole-
sale prices by 10 percent.

Directing your attention to those comparisons, doesn't it appear as
if labor costs in the durable goods industries outstripped the increase
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in labor costs in the nondurable goods industries by almost 50 percent,
and doesn't it further and even more dramatically appear, that prices
in the durable goods industries went way, way, way beyond anything
needed to absorb the increase in labor costs?

Having in mind both the disparity between wage increases and
price increases in the durable goods industries, and having in mind
the disparity between wage increases in the durable goods industry
contrasted with those in the nondurable goods industries, don't you
think that it might be useful to hold public hearings on proposed
wage increases in certain key industries?

Mr. BARKIN. No, sir.
Representative REUrSS. If not-and I see it is not- why not?
Mr. BARKIN. Fundamentally, I think that the economists and the

public are not fully cognizant of the process by which wage demands
are developed or negotiated. I attempted to do that in my paper.
The title of that section says "Wage demands will be moderated in
a noninflationary economy."

The essence-obviously I am trying to short-cut it in 2 or 3 sen-
tences-is that wage demands are a byproduct of the behavior and
profit record of the industry with which the workers are associated.
It is typified and illustrated by Walter Reuther's dramatic proposal
for a $100 car reduction. It is typified by the complaints of the
Steelworkers against the price increases in that industry.

On the other hand, it is illustrated by the experience of workers
in my industry. In textiles where the industry is highly competitive
and the general level of profit is low, we are unable to keep abreast
even of the rise in cost levels. That is, the wages don't keep abreast
of the cost of living. In the other industries, unions are able to
effect their increases and their workers in the industry think of huge
increases because the profits are good and the industry is raising
prices constantly.

I think if we analyze the behavior of trade unions and workers,
their behavior is a derived one and not an initiatory one.

Representative REUSS. Surely, and your figures seem to me to
demonstrate that abundantly. In the strong industries, steel and
auto, to take a couple, there is this capacity on the part of manage-
ment to pass on wage increases and then some, doesn't that tend to
bring about a situation where unit wage costs in those industries
outstrip unit wage costs in nondurable industries?

The answer, of course, is obviously "yes." That was your point.
Mr. BARKIN. Yes. The solution that we are proposing is that a

review of price increases in these large corporations would auto-
matically effect a change in the level of wage demands and union
aspirations and worker aspirations in these industries, and it would be
automatically muffling or dampening the kind of requests that are
made.

Representative REUSS. It might, to some extent. Unless your re-
view of price increases is effective enough to break up the reason why
that particular industry could make the price increases in the first
place, that is, its enormous size, small number of participants, et cet-
era, I shouldn't think that you would achieve a complete dampening
of the disproportionate wage demand.
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Mr. BARKIN. I think you will. In this short colloquy, I am trying
to give you the fundamental position from which I am convinced that
a restraint on administered prices, a thorough review and public
pressure on the price level will automatically bring your wage level
adjustments into line.

Representative REuss. You would say, Try point 3 on prices first,
and if you should turn out to be too optimistic, then you would be
ready to suggest, Turn the spotlight on wages, too, in these strong
industries?

Mr. BARRKIN. That is right. I have made that point in another way
in the printed statement, where I have a discussion addressed pri-
marily to Mr. Bach, on the question of the effect on the separate
groups.

The stronger and active economic groups of labor and capital have held their
own. They have easier access to resources. The weaker and more passive have
suffered. Countervailing forces arise slowly and adequately and often not at all
under the weak. Even when the Government undertakes to help the weak, the
strong batter down the aids in legislation unfriendly, and the judicial process
in the case of unorganized workers. The correction of inequity suffered by
one weak group does not assure the benefits to all others.

I am addressing myself just to this question. We bring the price in
line, and the wage schedule and wage demands will automatically
moderate themselves.

Mr. SPRINKEL. I would like to agree with Mr. Barkin that the de-
mand for labor is a derived demand resulting from the ability of
labor to produce marketable goods and services to be sold at a profit.
But I would also like to point out the prices of products and services
produced are derived from the demands in the market place on the
one hand and cost conditions on the other. Prices cannot be set and
sustained by businessmen who disregard either of these two forces.
Since Mr. Barkin's proposal for price hearings neither limits final
demands for products nor increases the supply of goods, I fail to see
how such action would protect us from inflation. In my view the
proposal, if enacted, would not only fail to restrain inflationary pres-
sures but would seriously limit the ability of the economy to adjust to
changing demand-supply conditions. In our economy particular
prices must be free to change. It is the average of all prices that we
wish to stabilize. Granting to a Federal agency the power to fix par-
ticular prices is the same as Federal determination of what goods will
be produced and in what volume, since price performes the allocation
function in our present economy. Few of us are willing to say the
Federal Government rather than the consumer should make most pro-
duction decisions. Yet that is what we are in effect saying when we
propose Federal determination of particular prices. I wish to regis-
ter strong dissent from the position taken by Mr. Barkin because the
proposal would not contribute to prevention of inflation and it would
lead to a centrally directed economy.

Representative REuss. Mr. Chairman, thank you.
The CHAIRMAN. I don't want to take up much time of the witnesses

or the committee, but I do want to raise certain questions which I
wish the members of the panel would consider elaborating on when
each one of you will receive a transcript of the hearings this morning.
When You are looking it over, if you want to elaborate on what
you have said, it will be perfectly all right to do it.

479
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I would particularly like for you to elaborate on the questions that
I shall raise now.

One question involves one reason why the high national debt should
be reduced. As more securities are issued by the Federal Government
available funds are absorbed by National Government securities.
Then if we have need for huge public works, such as school construc-
tion or things like that, interest rates will be higher and that retards
progress in other fields. The national debt is accordingly in com-
petition with the progress of the country. Every effort should there-
fore be made to reduce the national debt when it is proper to do so.

I recognize there are two schools of thought on "balancing" the
budget before Congress adjourns. One school of thought harbors
the belief that that would be a good way of arbitrarily reducing
certain social benefits that they oppose. They would like to have it
for the purpose of getting an arbitrary reduction that way. I do not
have that in mind at all.

I have in mind that we should consider the progress of the country
and if it is necessary to raise taxes at the end of a Congress to take
care of the budget, we should do it. It should be our duty to raise
taxes as much as it is to lower taxes, keeping in mind the lowest tax
rate possible and the lowest tax burden possible, but not neglecting
or forsaking our duty toward the progress and expansion of the
Nation.

The other question that I would like you to think about involves
tax-exempt securities. We have about $55 billion worth of tax-
exempt securities in our Nation today. Some of that has been ab-
sorbed or bought by commercial banks which have "created" money
on the books of the banks with which to buy these tax-exempt secu-
rities. About $14 billion are held by the commercial banks.

The $55 billion is quite a haven for people who would like to place
their funds in such a way that they would not have to pay any tax on
them. In other words, it is a haven for people of great wealth.

I am not criticizing anyone who owns these tax-exempt securities
under our present system. Anyone has a right to take advantage
of any system that we have. But the question is whether or not we
should have tax-exempt securities. I don't know of another country
in the world that has tax-exempt securities.

We have a national debt that is higher than the aggregate debt
of all nations on earth. Then we have $55 billion in tax-exempt
securities, and I don't think any other nation in the world issues any
tax-exempt securities. If I am wrong about that, I would hope you
would point it out. I would like to have the benefit of your knowl-
edge on that subject.

(Mr. Sprinkel subsequently submitted the following:)
I have commented previously why I think we should run a surplus in good

times and retire Federal debt. On the matter of tax-exempt securities, it should
be recognized that not only are these investments a haven for receiving tax-free
income, but the tax exemption reduces the cost of financing to State and local
governments. Investors are willing to bid a higher price for tax-exempt se-
curities and hence the cost of financing local improvements is reduced. The
elimination of tax-exempt securities would not only eliminate a tax-free source
of income but would also make State and local financing more costly.
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(Answer by Mr. Ellis to the chairman's question about "Reasons why
the high national debt should be reduced":)

It is important to reduce the Federal debt, and particularly that portion of
the debt held by commercial banks, to release funds for private investment, and
to ease the burden of the Treasury in refinancing the debt. It is appropriate for
the Federal Government to finance some expenditures in a period of national
emergency by selling securities to savers, and even to borrow short-term funds
from the commercial banking system. But the short-term debt should be re-
duced to a minimum as soon as practical after the emergency to avoid the dan-
gers that result from creation of excessive amounts of credit-and to prepare
for a possible future emergency.

When the bank-held debt is reached to an amount desired by the economy, a
start should be made on repaying funds borrowed from savers. These funds
will then be available for consumer spending or investment. For example, re-
payment of Government securities owned by insurance companies could provide
funds for mortgage lending.

The presence of a large volume of short-term debt, marketable debt, and debt
redeemable on demand, renders difficult the task of the Federal Reserve Board
in adjusting the money supply of the country to the needs at a particular time.
Furthermore, this task is also made difficult by the necessity for frequent trips
to the money market by the Treasury to refund maturing issues, and by the in-
exorable shortening of debt maturities by the mere passage of time. If the
volume of outstanding Federal debt were being steadily reduced, some progress
could be made in lengthening the average maturity.

The key to debt management, of course, lies in having a surplus in the Federal
budget in some years to offset deficits which have occurred. It should be noted
that fiscal years 1955-57, the most prosperous years in our history, resulted in
a net deficit of $1 billion. The budget should be balanced by reducing expendi-
tures rather than by increasing taxes, although the growth of the economy will
provide steadily rising revenues even with no change in tax rates. After the
budget has been balanced a start can be made on tax rate reduction and reform
to promote investment incentive.

(The following comments were sent by MIr. Ellis in answer to Air.
Patman's second question on the desirability of having tax-exempt
securities:)

Tax-exempt securities are issued by State and local governments at relatively
low rates of interest. The interest rates fall usually in the 2 to 3 percent
range, although first quality corporate bonds require interest rates of 4 to 5
percent. Interest rates on securities of State and local governments are low
largely because of the tax-exempt feature. Naturally, there is attraction in
avoiding the top Federal tax rate of 52 percent on corporate income and the
top rate of 91 percent on personal income. The attraction of tax-exempt securi-
ties would be lower if tax rates were lower.

Elimination of tax exemption for interest on State and local securities would
increase substantially the cost of roads, schools, and other public works financed
from borrowed funds.

While it is true that no other important country issues tax-exempt securities
as we do, it is also true that no other country taxes capital gains as we do.

(Solomon Barkin subsequently submitted the following for the
record:)

A number of issues were raised which should be commented upon. I shall
state rather than argue my position.

(1) In our economy, an excess in the money supply in relation to business
activity can be routinely created by our commercial banking system and credit
institutions when big corporations carry on expansionist activities. They are
not easily brought within the purview of the current system of monetary controls.
The ability of other nonfinancial and nonbanking institutions to carry on inde-
pendently of the Federal Reserve System explains why the latter's policies
cannot be speedily enforced and will not reach the groups primarily contributing
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to the inflationary pressures. If the Federal Reserve Board was able to invoke
more specific and immediate controls on these areas, it would be more effective
and discriminating. At present its policies damage smaller businesses and public
bodies which should not be touched even in normal tight-money periods.

(2) If the creation of a Federal deficit threatens to spark an inflationary
cycle the effect should be sterilized through new monetary techniques. Congress-
man Patman's proposal warrants close study and should be carefully reviewed
at a special hearing by the Joint Economic Committee dealing with each of the
specific new proposals.

(3) The assumption that a 4 percent unemployment rate is tolerable is unac-
ceptable. As Congressman Reuss pointed out, the tolerance level in Europe is
well below 1 percent. We cannot afford such a loss of manpower. When this
country reduced its unemployment well below 4 percent in 1956 and 1957, many
advocated specific legislation for area redevelopment to stimulate the economic
redevelopment of the chronically depressed areas. Structural unemployment in
the magnitude of 4 percent is beyond all limits of tolerance. The people in
these depressed labor markets voted for action against high levels of unemploy-
ment. Similarly in the rural underdeveloped areas, people will not suffer con-
tinued unemployment and underemployment. The present administration has
sponsored a relatively limited rural program in response to the demand for
remedying these intolerable conditions.

Unfortunately, the men who have promoted the 4 percent level of tolerance
are not fully aware of the size of the pockets of unemployment it will encourage
and maintain.

(4) The assumption that European experience is relevant to the selection of
the level of unemployment above which prices will be cut is unwarranted. Big
business in this country acts differently than do European small and family
enterprises and the cartels.

(5) Economic growth can take place in a stable price environment. Growth
has also taken place in an era of creeping inflation.

(6) The fear that creeping inflation would impel speculative purchases and
runaway inflation has been exploded by members of the panel and economists
such as Sumner Slichter.

(7) Taxes become a cost only when the agent has the conomic power to effect
this end. The ability to shift a tax burden is a function of competition and
power. We cannot and should not assume that taxes are necessarily shifted.
If they are shifted, we must immediately examine the power structure and the
ineffectiveness of the competitive process in those areas.

(8) Consumers should share in the rise of productivity. Unfortunately, they
enjoy these benefits only in the highly competitive industries. In textiles, work-
ers and management have not enjoyed a substantial proportion of the benefits
of such advances. The consumer has obtained the major segment. Competitive
fibers have forced price reductions in the synthetic yarn industry. If the prices
are to be cut, the price decisions of the large corporations must be reviewed by
a governmental body.

(9) Collective organization of workers cannot be considered a monopoly as
several panelists have contended. Being business oriented spokesmen or econo-
mists, they are of course applying orthodox concepts of the discipline which have
no relevance to the phenomenon of the labor market or wage determination.
Labor organization is an institution for negotiations in the same way that man-
agement is an institution for an enterprise which negotiates with trade unions,
buyers, and sellers. The very proponents of this point of view have quoted
Milton Friedman who has repeatedly argued that unions do not get any more
than the workers are otherwise entitled to. They merely make sure that it is
delivered.

Wage proposals are a derived demand. The negotiations are a process of
reconciling economic pressures. Wages are different from other prices and
therefore must be understood and described with a different nomenclature.

(10) The concern for the inequities created by creeping inflation would
be better directed toward correcting the social evils already existing in our
society.

If the college professors feel themselves improperly dealt with, they should
organize and bargain for themselves, rather than rely on outside forces. It
is abdication of responsibility on the part of the teaching profession to permit
its income to become so unattractive as to discourage men from coming into the
field. The country needs highly competent teachers and the only way to assure
this is by higher salaries and benefits. The existing members of the profession
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should fight for them as an evidence of their belief in their own importance
instead of waiting for the Ford Foundation or public outrage at the deteriora-
tion of the school systems, to force necessary raises upon the trustees and even
the teachers.

(11) If the size of the national debt or the cost of the interest charges are
troublesome, there are methods for removing these problems by legislation.
Other countries have followed these courses In the past.

(12) The entire institution of tax-exempt securities needs review.

The CHAIRMAN. Mr. Curtis?
Representative CuRuis. I will try to finish.
I was going to move on to the third question which has already

been answered, I think.
Mr. BELLER. I wanted to raise this question.
Representative CtnRTs. I certainly want you to, Mr. Beller.
Mir. BELLER. I think you were pointing out, if I understood you,

that the imbalance between excessive demand and supply, assuming
it is not caused by any excessive money supply, should be met by mar-
ket adjustments.

Representative CURTIS. That is right.
Mr. BELLER. I am wondering, if you would not agree that while

market adjustments should play the major role, certain Government
actions could facilitate this adjustment.

Representative CURES. I will pass it back to you. It is always
possible that there can be clogs in that machinery. I have always
felt that it is a proper function of the Government to be sure that
any impediments to the market working freely should be removed.
To that extent I would agree.

Mainly I was trying to point out for consideration as to whether
in our discussions here and the papers and the main area for Gov-
ernment is in No. 1 and No. 5-the excess monetary supply and
second the area of monopoly, or whatever you call it, where the Gov-
ernment traditionally has operated.

Mr. BELLER. These are the traditional areas, I think. I am won-
dering whether a new situation does not call for more imaginative
and nontraditional acts on the part of Government. The Govern-
ment can do much to bring about a shift of resources in the farm
area, or a shift of resources from distressed areas to areas which
have insufficient resources.

Representative CURTIs. And what they can do to be very sure that
they don't make it worse, which I am more afraid of frankly.

Mr. BELLER. That is a danger.
Representative CUIRTIS. I think it is a very great danger. We con-

ducted hearings on the foreign economic factors involved on the agri-
culture in this committee. I think it helped a lot. But I think there
is a lot of economic nonsense discussed politically around the country
ignoring the basic economic factors in this.

It is almost a matter of epithets, and regrettably when you get these
things into the political arena you get into that kind of thing. That
is the reason I hesitated bringing those things into the political arena
unless there is no other course. Certainly I think in the field of
monopoly control we have properly brought it into the Government
sector. I certainly want to examine and would say an analysis of
these things I have pointed out is important.
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Certainly government has gotten into this fourth one I mentioned,
excess demand for supply for skills. All this business of getting edu-
cation is the result, in my judgment. How far we should go is
another point. That is certainly one of them.

The third question I had which I think has been somewhat an-
swered, although there is disagreement, was: Don't increased taxes
increase prices? In other words, aren't the taxes just passed on in
the price of goods and services to the consumer? I think Mr. Barkin
is disagreeing. I wonder if any other panelists would agree with
that observation.

Mr. SPRINKEL. I disagree with one application of it. It seems to
me if this is true, then the way to stabilize the price level is to cut
taxes. Rather clearly we would not agree with that.

Representative CuRTIs. No, I am not drawing any conclusions. I
am simply making an observation. In fact, I would put that in the
category of one of the things that is not detrimental in the price in-
crease and judge the question of whether there should be the taxes
on the basis of what the Government is doing with the taxes. Cer-
tainly we are going to have Government performing services pre-
sumably desirable, and that is going to be paid for in increased prices.

As Government takes more of a function I think we are bound to
have increased prices. In my judgment that is nothing to be alarmed
about from the fact that there are increased prices. Therefore, as
your price index goes up, as the Government becomes larger, we can
expect it as an economic phenomenon.

Mr. SPRINKEL. In my opinion higher taxes for the purpose of
financing higher Government spending need not result in higher
prices. A shift in demand from taxpayers to the Federal Govern-
ment would occur with no net increase in demand. On the other
hand, the total supply of goods and services would not decrease but
there would be a shift in composition from goods produced for private
consumption to goods produced for public consumption. Since total
demand would not rise and the supply of goods and services would
not decrease, prices would not rise. In fact, the reason for meeting
increased Government spending with higher revenues is for the ex-
plicit purpose of preventing inflation.

Mr. BELLER. Except, I wonder if there is not a difference in the
ability to shift the burden of these taxes as between workers and
employers.

Representative CURTIs. There is the next point. We then come to
what kind of taxes.

The next observation I was going to make is that economically
speaking inflation is a form of tax. That is one way of paying for
things. You can do it inasmuch as the Government is primarily the
debtor.

Then I would come to the question which this whole thing hinges
upon, what damage do the various kinds of inflation or things that
produce price increase have on our economy?

Being on the Ways and Means Committee, it seems to me that we
have not fully analyzed the damaging effects of the previous infla-
tions on our Federal tax structure. In fact, on all of our tax struc-
tures. Let me illustrate in two areas:

One, the depreciation allowances in the Federal income tax has
meant that business putting its capital investment on the books in
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1940 at the 1940 dollar has had to replace that capital investment on
the basis of the 50-cent dollar. In effect, from a tax angle, that has
been a capital assessment.

That, in my judgment, has produced a tremendous demand on the
investment capital market just to stand still, let alone to have im-
proved machinery.

The second, I would suggest, is what has happened in all the local
communities in the country that are based primarily on a real estate
tax. Our school districts. Their real estate tax is based upon assess-
ment. The assessment mostly on the books is on the 1940 dollar. The
only way you could gain the revenue would be to increase the rate.
But if you increased the rate all the new property coming on the
books comes on at the inflated dollar.

So all over the United States you have seen this tremendous politi-
cal pressure to try to reassess all the real estate in the entire country,
which is a terrible political job, I can assure you, but also is quite a
mechanical job.

Those are the kinds of damages I am referring to. Industry com-
ing in urging to be put on the lifelong formula is another illustration.

When the costs seem to be held, they want to put on the formula.
One observation on this which is a mere theory but I expound it

because I think it needs development. I have been intrigued with
the fact that the industries-and there are three that I can mention-
that happened to have had in their Federal tax formula a percentage
figure rather than an absolute figure as far as their deductions are
concerned, are those that have been able to finance their growth. The
oil industry, percentage depletion. Life insurance, a percentage of
free investment income; always percentage. Mutual banks and sav-
ings and loan, a percentage for reserves. The percentage figure has
enabled them to go along as the value of the dollar wvas altered. That
is an area that I have not seen developed by economists to the extent
that I wish it was. How we extract the taxes from the people makes
a tremendous difference, as you were just mentioning.

Mr. BARKIN. Mr. Congressman, do you think we individuals could
have a percentage, too?

Representative CURTIS. I am not arguing for these, Mr. Barkin,
except to say this: The reason for percentage depletions is a very
obvious one. It is so you do not have a capital levy. The theory is
'that you are simply getting back your capital investment. When you
apply industry average formulas to specific industries you can get
out of kilter and you can also have your percentages wrong.

I want to go on, if I may, to the final area that I wanted to ask
questions about. I am sure we don't have time, Mr. Chairman, so I
will just mention them and ask for some brief comments, if wve can.

In the discussion of inflation and rising prices, one thing that con-
stantly recurs in your papers and other discussions is the increased
productivity. That seems to be a solution to most of these things.

As someone has commented, you can, if you have increased produc-
tivity, pass on some of that economic gain to labor in wages and you
can pass some on, which I regret to say is not often mentioned by
labor groups, -to capital, so we can get additional capital.

The third, I am happy was mentioned here, the consumer deserves
some of it.
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In discussing increased productivity it seems to me there has been a
failure to mention this factor. I wanted to see if there is agreement.

Does not increased productivity almost always mean that we have
to increase capital investment?

Mr. ELLIS. I mentioned that "if productivity rises because of more
or better equipment, as it usually does **

Mr. BARKIN. No, sir. I don't comprehend the agreement. Our
data very definitely indicate that capital has become more and more
productive per unit of capital.

Representative CURTIS. Let us get it down to a specific thing. If
through research and development you have developed, which is a
cost itself, a new machine, you are going to have to have investment
capital in order to buy the machine.

Mr. BARKIN. You mean just to have it?
Representative CURTIS. Yes. That is all I meant. But if we do

have increased productivity then we are going to have to have an
increased capital base. That is what I am getting at.

Mr. BARKIN. You may not necessarily have to have an increased
capital base. We are replacing old capital with capital-saving equip-
ment of all kinds.

Representative CURTIS. What they are saving on, theoretically, or
could be, is on labor cost.

Mr. BARKIN. No. They are saving on the amount of capital used.
For example, in many industries at the present time in order to pro-
duce the same output you don't need as big a building. The process
of manufacture and the machinery is so telescoped that you can have
a very small building to produce the same output.

Representative CURTIS. I don't want to get into this, because I am
trying to cut down the time. It does look as through this is an area
that needs further review.

Does increased productivity always mean increased capital? You
have raised some questions in my mind.

Mr. BARKIN. As a matter of fact, the common property of the econ-
omist at the present time is an index or a series of measurements on
increased productivity of capital. The National Bureau of Economic
Research has published a whole series of studies in this field.

Representative CURTIS. I am trying to limit myself in this one area
because I can understand things as I go along.

The other observation is whether increased productivity does not
also require increased labor skills. Then you have the production,
the operation and maintenance, *which all means increased skills.

Mr. BARKIN. Not necessarily so.
Representative CURTIS. That is why I am exposing it, to see what

the observations would be. I can see some deviation from both of
these, but I wonder if the overall picture is not essentially as I have
stated.

Mr. ELLIS. Yes.
Mr. SPRINKEL. I agree with that.
Representative CuIRTIS. I think it is most important in order to

understand what we can gain from productivity, as far as handling
these inflationary problems is concerned, to understand this. If it is
true you need increased investment capital then it is important that
increased investment capital be available. Otherwise you are going to
impose a demand where you haven't got sufficient supply.
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Senator O'MAHoNEY. May I make a comment, Mr. Curtis?
Representative CURTIS. Yes.
Senator O'MAIoNEY. I have listened with interest to your question

about productivity and capital investment. I am thinking of the
rolling mills in the steel industry. We had some hearings some years
ago. One of the causes of unemployment in Pennsylvania was the
substitution of the rolling mill for the hand mill. Of course, the
building of the rolling mills required a large investment of capital.
These rolling mills displaced the hand rolling mill and they threw out
of employment thousands of workers, many of whom were too old to
learn any other trade. You would have to examine almost every in-
dustry, I think, to determine what the answer was. It would be rather
difficult to generalize.

Representative CURTIS. Senator, I was not arguing the case.
Senator O'MAHONEY. I know you were not.
Representative CURTIS. I was trying to see what the economic fea-

tures were. In that process we all recognize that there are some tre-
mendous human problems. To analyze this from an economic stand-
point I hope is the way you will go about really solving the human
problems. I am satisfied that dealing with ignorance and epithets is
one way we will not solve it.

One final point on this, and I believe I can finish this.
In this increased productivity, the company that is engaged in in-

creasing its productivity hopes to finance it through increased quan-
tity sale. Is that essentially right?

Mr. ELLIS. Yes.
Representative CURTIS. If it is, then it does depend upon an in-

creased demand for the quantity.
Mr. ELLIS. It may also be financed through increased profit. If

capital productivity can be increased, then there could be retained
earnings which could be used to finance further expansion.

Representative Cu-Rris. That is very true. The recoupment or
rather the reason it makes it economically feasible to go ahead and
have increased productivity is essentially that you can gain from the
increased quantity that vou have manufactured. So, then don't we
come to a very interesting and new economic problem in our society?
Some people have said that we are no longer dealing in economics of
scarcity but economics of abundance, where it is possible to reach a
saturation point. I dare suggest that is the problem we have right
now in agriculture to a large degree. Your economic values to be
derived from increased productivity in a certain area cannot be paid
for through the process of increased quantity.

Mr. BAUMOL. The thing to be emphasized there is the certain area.
This is likely to happen in individual items but certainly we are not
anywhere near abundance.

Representative Currnis. Don't misunderstand me. New ideas, new
products, things we have never thought of before. But certainly in
certain specific things. I think our economy is composed of indi-
vidual sticks that make up the bundle.

Mr. SPRINKEL. That is why it is necessary to do everything we can
to increase the ability of labor and capital to move out of those areas
where there may be excessive supplies and to other areas where there
are limited supplies.

Representative CURTIS. Yes.
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My final question is this, and this is to the panel:
What is the prospect of more inflation, in the panel's judgment,

speaking now only of that inflation resulting from monetary sur-
pluses which in turn would be generated, as Congressman Patman has
pointed out, through increased Federal debt? Does the panel feel
that we are facing a further problem of inflation resulting from that
area ?

Mr. ELLIS. I might speak first. I do feel we are definitely facing a
threat of increased inflation next year. It won't be immediate. It
won't be in December, or perhaps in the first half of 1959. But that
kind of inflation, which I have defined as true inflation, operates
most strongly when we approach capacity in use of our resources and
manpower and raw materials. This threat is not immediate. That
is the insidious part of it. We may use inflation of the money supply
for temporary current improvement of our situation. But it stays
with us unless we have a surplus at some time and withdraw the
excess from the money supply.

Mr. SPRINKEL. That is why it is important, I think, that we not
wait until we get into the problem maybe a year or a year and a half
from now to start tightening up on our monetary growth, to start
worrying about whether or not we should cut some types of expendi-
tures or raise some taxes. I would agree that over the next few
months the danger of inflation is probably overestimated by most peo-
ple. We have excess capacity and rising productivity currently even
though we have a sharp budget deficit. The deficit may not be too
sharp a year and a half from now, providing spending does not rise
further.

The important thing is that we not wait until we get the problem
in our midst before we start getting our financial house in order.
Unfortunately financial restraints work only with a lag.

Mr. BACH. I don't think economists are very good in saying what
may happen over the next couple of years. It may be better to say
what will happen in the next 10 years. There is strong reason to sup-
pose that the price level will be substantially higher 10 years from
now than it is now. It will be higher partly because there is more
money and because of Government policies.

Now I come to Mr. Barkin. He has been a very vocal expositor
of labor. I think there needs to be something said against what
he is saying.

The implication of most of the talk this morning is that the ad-
ministered prices are going to be the real devils. I don't see why.
I don't see the evidence. Mr. Barkin's data are fine. I can pick some
data out to show that labor has done awfully well and they have been
the devils. Any economist knows you can pick the right year and
you can make the picture look different. The relevance of your ques-
tion is this: Why will the Government create too much money, so
to speak, in the sense of creating this possible inflation? I think the
answer is very simple. It comes back to the fact that labor unions
will ask for more than there is to divide, businesses will put up
their prices higher than is justifiable in terms of the existing level of
demand.

The reason for the excess monetary supply will be the cost and
price pushes that will put the pressure on the Government all the
time to do it.
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Mr. BARKIN. Mr. Chairman, just to meet the issue head on, I think
Mr. Bach's comment illustrates the position of people who are plagued
with present tools. Obviously, if the Government expends more
money, as it is likely to do during the next year, there will be mone-
tary pressures.

On the other hand, the pressures from that source are easily within
the competence of the Federal Government. There are tax sources
which are available by which to offset those expenditures. We have
on various occasions before your committee presented alternative tax
sources. The important issue which we are highlighting is obviously
the fact, which was dramatized so well in July and August, when the
large corporations were able to raise prices precisely at the time when
their capacity operations were so low. It highlighted their ability
and their power to force those price increases up. I have already
made the point that fundamentally wage demands are derived de-
mands and not initiatory ones.

Aside from that, I think Mr. Curtis pointed to an extraordinarily
important fact. There are rises in the cost all along the line, many
of them due to the inefficiencies in various sectors of our economy.
That was the reason I though we have to give more importance to
this consumer service item.

The Government has a function in certain areas, such as science
research, to initiate investigations, provide the seed capital for re-
search in that area.

I consequently also urge your committee to consider the possibility
of providing the seed money for research and increased productivity
in our services. This is one of the pressures which we have not
tackled which is quite independent of any monetary' factors which
might be enumerated.

Mr. Baumnol made one statement which I would like to deal with
merely to show that there are other points of view in this analysis.
I would like to put my position positively.

When there is a shortage of labor and when there is a high pro-
ductivity in our economy, or high production in our economy, we have
as much stimulus to higher productivity as we do in other periods of
our economy. High production and labor shortage does not induce
sluggishness in performance. It may induce, in fact, the contrary-
great stimuli to high productivity.

I presume we will have an opportunity of dealing through written
memorandums to other matters raised so you can have the benefit of
our observations.

Mr. SPRINKEL. I would like to suggest that time-tested remedies for
inflation are not necessarily bad because they are conventional and old;
and, conversely, new untried proposals are not necessarily good be-
cause they are new. We should be constantly striving for new and
better ways to solve our economic problems but in this process we
should not forget the lessons of history nor should we make substantial
new errors that have been largely avoided in the past. Each genera-
tion is inclined to think the causes of its inflation differed from those
of earlier years. Yet excessive final demands have been characteristic
of all inflations. The most basic policy question is, "Do we have the
political fortitude to see that excessive monetary demands are sup-
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pressed in coming years while maintaining an essentially free, com-
petitive economy.e" Any new or old policy proposal that reduces our
ability to progress toward that goal should be reviewed and rejected.

The CHAIRMIAN. My suggestion is that each one of you when you
get the transcript feel free to elaborate on anything that was said
here. That way they can elaborate on Mr. Curtis' question.

Are there any other questions?
Representative CURTIS. No.
The CHAIRMAN. I would like to insert in the record an address de-

livered by the distinguished Senate majority leader, Senator Lyndon
Johnson, in Texas last Thursday, in which he discussed inflation, high
interest rates, economic system, and in one paragraph he said, Senator
O'Mahoney:

Back in the 1930's, this Nation went through the most searching scrutiny of
its economic system in history. It was handled by the Temporary National Eco-
nomic Committee, headed by Senator Joseph C. O'Mahoney of Wyoming.

Another excerpt:
I have presented to you today one of the proposals which I hope will be con-

sidered in the next Congress. We have a base for it already in our Joint Eco-
nomic Committee.

All that is required is expansion and plans for the study.

Without objection, the address will be inserted in the record.
(The address of Senator Johnson of Texas follows:)

ADDRESS BY SENATE DEMOCRATIC LEADER LYNDON B. JOHNSON BEFORE THE SAN
ANGELO BOARD OF CITY DEVELOPMENT, SAN ANGELO, TEX., DECEMBER 11, 1958

My friends and fellow Texans, I take an unusual degree of pleasure in this
visit with you today here in the heart of Texas.

This is the last public appearance I am scheduled to make in our State this
year. And it is an appearance that brings me among some of my closest and
most trusted friends.

Within a very few weeks, we will begin the first session of the new Congress.
It is a Congress faced with heavy responsibilities which must be met under a
set of totally new circumstances.

Those new circumstances have given rise to apprehensions in some quarters
that the new Congress will be intensely partisan. There are those who believe
that it will operate with its eyes fixed solely on 1960.

Personally, I believe that these prophecies are wide of the mark. I think
they are based upon a misunderstanding of the way in which our Government
works.

Our elections are of necessity partisan. But our elected officials find them-
selves faced with the responsibility of representing all their constituents.

Somehow, they must find ways and means of giving a thorough hearing to
all points of view. And the legislation that emerges, as a general rule, reflects
this kind of a hearing.

When it does not, the voters have an effective remedy which they can exercise
within a 2-year period.

It is my belief that the next Congress will do the best it can with materials
it has at hand to solve the problems of our times. I believe it will try to resolve,
rather than to create, issues.

I have a great deal of confidence in the ability of Congress to find national
solutions to national problems.

The solutions never please everybody and rarely please anybody completely.
But they are solutions which help our country to grow stronger and more pros-
perous.

I have listed already some of the problems which I believe the next Con-
gress must, and will, face. The list was admittedly incomplete. No man has a
crystal ball which can peer into the future accurately-not even a year ahead.

Under no circumstances, would I presume to draw a blueprint of the next
Congress or to plot its course step by step.
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Furthermore, there is another point I would like to make today. It is that
we cannot adopt a let-George-do-it attitude and leave everything to Congress.

There are many problems which require the cooperation of every level of
government-Federal, State, and local. And whenever one of those levels fails
to pull its share of the load, another will step in to do the work.

I am no scientist. But I am aware of the basic principle in physics that
"nature abhors a vacuum." This principle holds true in government as it does
in the natural sciences.

When a problem exists, the American people will insist that It be faced. And
if it is ignored at one point, they will sooner or later secure action at another
point.

There is a heavy responsibility upon the State and local governments to main-
tain their strength and integrity. No one feels this more keenly than I do.

Strength and integrity are maintained by meeting and discharging responsi-
bilities. And when responsibilities are ignored, prerogatives usually meet the
same fate.

Here in Texas, I believe we have maintained the strength of our local govern-
ment because we have faced up to our responsibilities. As long as we continue
to do so, we need have no fears.

We are facing one problem which is going to require the cooperation not only
of all levels of government but of all Americans. I am referring to the problem
of inflation.

It has become so much a part of our daily lives that it Is not even necessary
to cite statistics. The fact that the cost of living has gone to a "new record
high" has become a commonplace of newspaper reporting.

And on the rare occasions when we see a headline "Cost of Living Drops," we
find, on reading the fine print, that the index has gone down one-tenth of 1
percent.

Inflation hits practically every part of our population.
It presses upon the businessman who finds his costs mounting daily.
It presses upon the farmer who finds that the prices of the things he must buy

go constantly up.
It presses upon the workingman who finds that his weekly paycheck provides

fewer and fewer groceries.
It presses upon local governments who find that it is more and more difficult

to float bonds for local improvements.
Inflation is like the weather. Everybody talks about it but nobody does any-

thing about it. What is even more serious, nobody can agree with anybody
else on what it is.

There are learned men who claim that the cure for inflation is tight money-
high interest rates. Yet these same high interest rates have increased the cost
of government.

There are many who believe that rising wage rates have forced up costs and
cheapened the dollar. But others argue that higher wage rates are necessary
to meet the higher cost of living.

Some people blame government spending. Others claim that if government
spending were to stop, our whole economic system would be thrown out of gear
and we would have widespread misery.

Meanwhile, it goes on-and takes cruel bites out of the livelihood of all those
who live on fixed incomes.

Furthermore, it is not the kind of inflation that we studied in our schooldays.
It does not fit what economists call the "classic pattern."

There was a period last year in which we had more than 6 million people
unemployed. That means 6 million men and women who wanted work, who
were looking for work, and who could not find work.

According to the academic scholars of economics, that was a situation which
should have brought prices tumbling down. Instead, they hit all-time highs.

Throughout a great part of last year, our steel mills operated at only about
half of capacity. According to some theories of economics, inflation is caused
when supply cannot keep up with demand.

We had a greater ratio of supply over demand than the world has ever seen
before. Still inflation continued.

The examples could be multiplied many times. The fact still remains that
we have no clear-cut idea of what is causing inflation and what should be done
to prevent it.
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We are going to have to rid ourselves of preconceived ideas. We are going to

have to approach this problem in the same mood that a surgeon approaches an

unknown disease-not in the mood that a politician approaches an election.

Back in the 1930's, this Nation went through the most searching scrutiny of

its economic system in history. It was handled by the Temporary National

Economic Committee headed by Senator Joseph C. O'Mahoney of Wyoming.

That committee searched the highways and byways of the American economic

system. It took volumes of testimony from businessmen, scholars, farm leaders,

labor leaders-people from every walk of life.
It was nonpartisan to the core. It sought explanations rather than justifica-

tions. It tried to be constructive rather than destructive.
And its reports became the only source book on the economic system which

was both comprehensive and authoritative.
It seems to me that we need to take the same kind of searching look once

again. The situation with which we are confronted has no precedents. We

are going to have to bring together our best minds to find solutions.
I can open my mail any day of the week and find 10 or even 30 proposals for

handling the inflation problem. Many of them sound appealing and attractive.

But we cannot afford to "go for broke" in tinkering with our economic system

merely because an idea is appealing and attractive. The idea must be tested

in the market place of ideas.
It must be considered by men of skill and experience; it must be put up

against counterideas; it must be assayed and weighed by critical minds.

The launching of such a study will, I hope, be one of the major activities of

the coming Congress. We need light in dark corners; and we need it soon.

All my life, I have tried to avoid the fatal error of mistaking motion for ac-

tion. And motion without forethought is rarely action-and never satisfactory

action.
I have presented to you today one of the proposals which I hope will be

considered in the next Congress. We have a base for it already in our Joint

Economic Committee.
All that is required is expansion and plans for the study.
I will be leaving Texas shortly for the next session of Congress. I am leaving

with a deep sense of the obligations that I have to you and Texas.
I wvil return next year to report to you on what has happened. And I am

confident that I xvill come back from a Congress which has been constructive,

vigorous, and alert to the problems of our times.

The CHAIRMAN. The committee has made arrangements to meet in

the Banking and Currency Committee room of the House tomorrow,

Wednesday, and Thursday. The room is 1301. We will meet there
tomorrow morning at 10 o'clock.

Is there anything else that should be brought up before we re-

cess ?
Senator O'MAHONEY. Mr. Chairman, I would like to make a brief

remark. I feel it would be veiy valuable to the comnittee and to all

the committees of Congress, if those who participate in the discussion
of the subjects that are before this committee now, would bear in

mind the fact that we are engaged in an economic war with Soviet

Russia. I think that there has been too great a tendency to overlook
that fact and to judge the problems that come before Congress in

terms of normal instead of the terribly abnormal conditions under
which we are operating.

Everybody knows that the cost of national defense is more than

half of the total budget. Everybody knows that the President, and

the Director of the Bureau of the Budget, and the Treasury Depart-
ment, are now engaged in a very complex problem of determining
how expenditures can be reduced without injuring defense. I don't

know that enough attention is being given to the desirability of such

expenditures by Government as will promote the objectives which
were outlined in the maximum employment bill.
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These objectives include not only maximum employment, but also
the stimulation of free competitive enterprise. We must make up our
minds, and very quickly it seems to me, whether or not we can main-
tain the free competitive system.

The Russians are convinced that it can't be done. So the Kremlin
has set up a dictatorship of the proletariat. The facts of the matter
are that in Soviet Russia the bureaucrats who administer the industry
and the business of all Russia are paid on the ratio of about 15 to 1,
as compared with the workers.

The policy of Soviet Russia is to deprive the masses of the people
of consumer goods while concentrating upon the production of war
material, the conservation of wvater, the building of dams, and the
like, the production of power by the Government. It is doing this in
a manner which is intended to stimulate unwise financial operation in
this country.

I think the Soviet Government believes that it can force the United
States to go broke. Its leaders believe that through that collapse of
our economy Soviet Russia and communism will conquer the world.

Stalin said, in one of his numerous books, that the Red army would
not be used until the final chapter in the destruction of the capitalistic
system occurred. I would like to use the words "the system of private
property," rather than the capitalistic system, because I think the
system of private property is really the system that the founders of
this Government had in mind.

While the capitalistic system embraces necessarily the abuses of
monopoly, everybody recognizes that monopoly is a problem. The
Department of Justice during the last session of Congress and the
session before, as I recall, has supported the idea, for example, of legis-
lation to provide for the prenotification of intention to merge corpora-
tions. The mergers have been going on at a terrific rate.

Judge Hanson, the head of the Antitrust Division, in an address
prepared for delivery at the University of Miami a week or two ago,
pointed out that in the automobile industry in 1949 the three major
companies produced, as I recall, about 75 percent of all the automo-
biles sold in America, whereas in 1954 these same major companies,
three of them, were producing more than 90 percent of all the cars sold
in America.

In this same speech he discussed the pattern of merger examination
which the Department of Justice is carrying on. There was a rather
unusual contrast in the policy followed by the Department of Justice
in the case of the merger of Packard and Studebaker and the merger
of Nash and Hudson with the pattern that was followed when Bethle-
hem Steel and Youngstown wanted to merge. The Department of
Justice urged the merger of the four small companies because they
thought that would stimulate competition in the manufacture of auto-
mobiles. They opposed the merger of Bethlehem and Youngstown
because they believed that merger would reduce competition in the
steel industry.

That case went to the Federal courts. The decision, within the
month, supported the point of view of the Department of Justice.
Whether or not Bethlehem and Youngstown are going to appeal, I
don't know.
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But it is always clear from an examination of antitrust cases that
the defendant in an antitrust case, particularly when it is one of the
giant corporations, can carry the case from the trial court up to the
Supreme Court and down and back again. I have known cases which
have taken years before a final consent decree was written.

So it would seem that it may be difficult for us to hope to cure the
abuses of monopoly by trial in the courts because it takes so much
time.

If we are to prevent monopoly from doing what Soviet Russia has
done, to destroy the free enterprise system, we must find a more
speedy solution. The chief characteristic of the dictatorship of the
proletariat, as I understand it, is that it has destroyed the free mar-
ket. The Government creates the market. It says what the prices
are going to be. There is no such thing as competition. When monop-
oly gets control in any industry, monopoly also destroys the free mar-
ket. That is the objective of monopoly, to suppress competition.

So I feel, Mr. Chairman, that it would be beneficial to all of us on
the committee and all in Congress, if those who appear at our hearings
and those who write further comments at our request, should bear in
mind this central problem of our time, namely, what is the economic
solution of the economic cold war that Russia is waging against us
now.

The CHAIRMAN. I want to make this brief observation concerning
the cold war. We had low interest rates for 15 years in this country.
We will call it a wholesale rate of interest. That interest rate was
pretty low. But it was maintained. It saved the taxpayers lots of
money. The Federal Reserve officials have testified that they can fix
the rate at any rate they want to and maintain it there through open
market operations and other devices that they have under their con-
trol. There is no question that they can fix the rate and keep it there,
whether it is low, high, or in between.

I think one of the major problems we have in dealing with neutral
countries and trying to meet competition with Russia, or trying to
surpass Russia, will be in interest rates. As it is, we have been in-
creasing interest rates the last few years until now the interest rates
are pretty high, 51/2 and 6 percent on loans made by the World Bank
and International Finance Corporation, and the recent Development
Corporation, and the Export-Import Bank.

We are going in a direction of high-interest rates and Russia is
going in the direction of low-interest rates. The Russian rate is a
nominal rate, something like we maintained for 15 years in this coun-
try, around 2 or 21/2 percent. What you might call the wholesale rate
for money. I think we should very well give consideration to that,
Senator, in considering the problems involved in this cold war with
Russia. We are going to meet that head on one of these days.

It is a question of helping some country that Russia wants to help,
we want to help because we want the good will of that country, Russia
does, too, and Russia offers the money in large amounts at 2 or 2½2
percent. Here we are fixing it 200 percent higher than that. We
might as well keep that in mind; don't you think so?

Senator O'MAHoNEY. I think you are right, Mr. Chairman. I
think we don't all appreciate how close the crisis is in the cold war or
the extent to which the Russians are carrying that on even in our own
hemisphere.
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During the present month, or during the last 4 weeks, there has
been an interesting development in Argentina. There the Govern-
ment-I am sure it is Argentina-asserts its ownership of the oil
deposits that may exist in that country. They are attempting to
secure foreign capital to develop this oil. The Export-Import Bank
follows the policy of not loaning any money to any country which
asserts the ownership of the natural deposits of that nation.

What has happened as a result is that the Argentine Government,
being unable to borrow money from the Export-Import Bank, to buy
oil machinery in the United States, has entered into a barter agree-
ment with the Russians by which the latter have agreed to send to
Argentina $100 million worth of oil machinery in the next 3 years, at
the end of which period the payments will be made, not in money, but
in raw materials that Argentina produces and Russia wants.

The CHAIRMAN. Aren't you including Venezuela?
Senator O'MAHONEY. Venezuela is coming to that soon. The new

President is asserting ownership of the natural resources.
The CHAIRMAN. The reason the Export-Import Bank wants to

make all these deals is because they finance only deals where the sup-
plies are furnished by people in the United States. The World Bank
does not restrict their loans that way. The International Finance
Corporation, I am not sure, does not either. The Export-Import Bank
restricts its loans to cases where the money will be spent in the United
States.

Mr. SPRINKEL. Mr. Patman, may I make a brief comment on your
statement?

The CHAIRMAN. Yes, sir.
Mr. SPRINKEL. You stated that the Federal Reserve could, and at

some point in time did, peg interest rates at low levels. I agree with
those statements. They achieved this pegging at the expense of con-
tinuously increasing the money supply which added to the inflationary
pressures in the economy. They could do so again. I do not believe
a substantial increase in the money supply would increase our ability
to finance the cold war in which we are engaged. It seems to me that
our domestic policy should be oriented not toward pegging interest
rates at low levels regardless of the economic situation but should be
toward regulating the monetary system in such a way as to, on the
one hand, stop deflation, and, on the other hand, stop inflation.

If we want to subsidize foreign countries through loans, we can
certainly do so at low rates of interest. I think that should be a deci-
sion that is made separately and should not require rapid inflation of
our economy.

The CHAIRMAN. We are not helpless. There are other methods to
offset the inflationary tendencies.

Without objection, we will stand in recess until 10 o'clock in the
morning in the House Banking and Currency Committee room.

(Thereupon, at 1: 25 p.m., the hearing recessed, to reconvene at
10 a.m., Tuesday, December 16,1958.)
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TUESDAY, DECEMBER 16, 1958

CONGRESS OF THE UNITED STATES,
JOINT EcoNoMIIc CoMiorriEE,

Vashington, D.C.

The committee met at 10 a.m., pursuant to recess, in room 1301,
New House Office Building, Hon. Wright Patman (chairman) pre-
siding.

Present: Representatives Patman, Bolling, Curtis, and Reuss; Sen-
ator O'Mahoney.

Allso present: John *W. Lehman, clerk; and James W. Knowles,
economist in charge.

The CHAIRMAN. The committee will please come to order.
Yesterday we heard labor, industrial, and academic economists dis-

cuss Employment Act objectives and the stabilization of prices. To-
day we turn attention to consideration of the analysis of the causes
of price changes and of the effects of price changes on economic
activity.

Today's topic covers the questions discussed in parts II-V of the
compendium and hearings last spring. These topics include the
measurements of price changes and price relationships, past price be-
havior viewed in the context of cyclical and secular economic changes,
interrelationships among prices, demand, and cost, and interrelation-
ship among prices, employment, outcome, and resources.

We are interested in surveying these technical and historical mat-
ters in order to clarify our understanding and perhaps that of the
public, of price-determining forces and mechanisms, and also the rela-
tion of changes in prices to changes in output, employment, income,
and the use of resources.

We will hear from each panelist this morning without interruption
for about 5 to 7 minutes. Upon completion of the opening statements
the members of the committee -will question the participants. I hope
this discussion can be very informal and that all members of the
panel as well as members of the committee will participate in raising
questions.

Our first panelist this morning is Mr. Peter Henle, assistant di-
rector of research, AFICIO. Mr. Henle, we are glad to have you,
sir. You may proceed in your own way.
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STATEMENT OF PETER HENLE, ASSISTANT DIRECTOR OF
RESEARCH, AFL-CIO

Mr. HENLE. Thank you, Mr. Chairman.
The problem of inflation continues to haunt the American people,

even though today's prices do not seem to be following the pattern
of inflation. A casual reader of the Nation's newspapers would
hardly get the impression that prices at the retail level have been
stable for the past 7 months, and at the wholesale level for almost a
year.

In the eyes of many, the inflation issue has become an issue of wage
inflation, and furthermore, largely, if not entirely, an issue of union
wage inflation. Eminent economists and research organizations as
well as employer groups, seem to have made up their minds that the
villain in the piece is union wage policy.

I was asked by the Joint Economic Committee to write a paper for
this session which deals with the measurement of price changes; past
price behavior and interrelationships among prices, demands, and
costs.

In tackling this assignment, I decided to focus primarily on the
movement of the Consumer Price Index during the post-World War
II period-June 1946-June 1958. I have tried to analyze not only
the general trends of consumer prices during this period, but also,
more specifically, the changes in prices of individual items in the index
for the most controversial 2 years of this period-March 1956-March
1958. Naturally, I was interested in finding out to what extent, if
any, the movement of prices supported the accusation that rising
prices have been a product of union-determined wage policy.

Here, in brief are my conclusions:
1. The record of the American economy regarding prices during

the postwar period is a relatively good one. In the 12-year period,
June 1946-June 1958, consumer prices have risen 55 percent, an aver-
age of 3.7 percent compounded annually.

While this is hardly a record of price stability, it should be noted
that an annual increase of 3.7 percent is a far better record than that
compiled during the same period by the economies of practically all
other countries. In fact, an international comparison of price changes
between 1947 and 1957 shows that the annual rate at which the value
of money has depreciated in the United States is lower than 21 of the
24 nations being compared.

2. By far the largest proportion of price increases in the postwar
period have been the result of special circumstances arising either
from the aftermath of World War II or the Korean hostilities.

The postwar price increases have been concentrated in three rela-
tively short periods of time:

(a) The 2 years from June 1946 to June 1948.
(b) The 1 year from June 1950 to June 1951.
(o) The 2 years from March 1956 to March 1958.
Thus, in these three periods covering less than half the 12-year

period, the index rose 93 percent of the entire postwar rise. Thus,
for more than half the postwar period, the price level has been rela-
tively stable.
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Moreover, 74 percent of the postwar price rise has occurred during
the first two periods which were clearly the result of special infla-
tionary demands arising from World War II or the Korean conflict.

3. Even if we focus more sharply on the 2-year period, March 1956-
March 1958, when some economists have assigned the blame to "wage
inflation," most of the price increases recorded by the Consumer Price
Index can be attributed to special circumstances, such as crop condi-
tions, rather than to union-won wage increases.

In this paper I have included a breakdown of price changes for
practically every individual item included in the Consumer Price
Index for this 2-year period. When these items are divided into two
groups, those in which unions play a prominent role in wage determi-
nation and those in which unions do not play such a role, the follow-
ing comparison arises.

Average prices for the unionized sector increased 5.5 percent during
the 2-year period, March 1956-March 1958, while for the non-
unionized sector the increase was 10.2 percent.

While the unionized sector comprises over 61 percent of the total
index, it accounts for only 45 percent of the total price increase.

Surely this comparison is a clear indication that the influence of
union-won wage increases has played but a small role in the price
movements during this 2-year period. Obviously, many other factors
have been at work on the pricing process.

4. Economists have been concerned that real wages seem to have
risen more than productivity during the 2-year period 1955-57. Al-
though this may be true, when the figures are viewed in the context
of the entire postwar period, it is clear the employees have not gained
a greater share of the benefits of productivity than other groups in
society.

Moreover, the fact that wages increased more than productivity in
1956 and 1957 was not caused by excessive wage rate changes that were
above average, but rather by the fact that productivity change for
these 2 years was below the average for the economy during the
postwar period.

It appears likely that the relatively low rate of productivity in-
crease in 1955-57 is a temporary phenomenon, already giving way to
more rapid increases. Thus, any gap that may have developed be-
tween the rate of productivity advances and employees' compensation
will be eliminated as productivity returns to its normal postwar level.

5. Even if it is desirable to stress the importance of productivity
as the source for improvements in living standards, it is neither desir-
able nor practical to attempt to establish by government or private
policy a fixed relation between the two.

It is certainly true that the concept of productivity has become
better known among both management and trade union officials. At
the bargaining table, both sides increasingly recognize the important
role winch productivity plays in making possible increased living
standards.

However, this recognition of productivity at the bargaining table
is a far different matter from requiring by Government regulation
or otherwise that wage increases be tied to or limited by increases in
productivity. Even granting that some way could be found on the
theoretical level to relate wage increases to changes in productivity,
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any formal effort to link directly wages with productivity would run
into a maze of complex practical problems.

Any governmental attempt to tie wage increases to productivity
would almost certainly lead to a full-scale wage stabilization program.
If the attempt were limited to particular industries or collective bar-
gaining situations, knotty questions would inevitably arise involving
closely related firms and groups of workers.

Moreover, there should be some hesitation about tampering with
the American system of collective bargaining which, though obviously
not perfect, has proved an efficient and democratic mechanism for wage
determination. While partisans from both the labor and management
sides have been arguing for many years regarding the extent of Gov-
ernment intervention in the collective bargaining process, both groups
demonstrably prefer the process of mutual accommodation in wage
setting to a system with greater Government intervention.

The collective bargaining process has proved flexible to changing
economic circumstances. The American system with its emphasis
on local or company bargaining rather than national collective bar-
gaining, as is the practice in Europe, yields a great diversity of wage
settlements. In effect, most of the wage bargains have been fashioned
with an eye to the specific conditions prevailing in the industry,
locality, or firm concerned. Experience in the textile and coal in-
dustries, for example, demonstrates how collective bargaining results
are affected by economic conditions. The extent to which particular
wage settlements have become the pattern for other industries is
probably less today than it was 10 years ago.

Of course, it will always be possible for economists to find par-
ticular collective bargaining settlements which they feel have in-
creased wages at a higher rate than productivity. But the positive
values of collective bargaining should not be lightly sacrificed. The
crucial question is whether the system of collective bargaining-not
an isolated case or even groups of cases-persistently produces a con-
dition in which real wage advances as a whole outrun improvements
in productivity and for price rises.

On the basis of the American experience since World War II, I
do not see any compelling reason for altering the basically voluntary
character of wage settlements negotiated through collective bar-
gaining.

The CHAIRMAN. Thank you, sir.
Mr. Ben B. Seligman, director of research, Retail Clerks Interna-

tional Association, AFLCIO.
Mr. Seligman, we are glad to have you, sir, and will be glad to

hear from you.

STATEMENT OF BEN B. SELIGMAN, DIRECTOR OF RESEARCH,
RETAIL CLERKS INTERNATIONAL ASSOCIATION, AFL-CIO

Mr. SELIGMAN. Mr. Patman, evidence seems to be accumulating
that while the economy as a whole has been recovering in large meas-
tire from the last recession, this has not by any means restored all
the affected workers to their previous state of well-being. It appears
that the recession simply bolstered earlier tendencies toward higher
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productivity and greater output per worker with the result that there

still remain pockets of not inconsiderable unemployment.
How long this recovery itself will last is problematic. The ex-

pectation for housing construction at about 1.2 million units appears
to be a little under current annual rates. Sales of automobiles leave
much to be desired. The result is no burgeoning of consumer spend-
ing with unemployment still close to 4 million. The business comn-
munity is working its way out of the recent difficulties by a great
jump in output per man-hour.

Doubtlessly the remarkable affluence of our economy is able to
carry the unemployed along with it. But it is small comfort indeed
for those whose income flow has dwindled to a small dribble and who
must dip into pitifully tiny reservoirs of savings which may have

taken years to gather to be told that there is an ever-increasing quan-
tity of goods available on the market. Their wherewithal is much too
limited to permit them the dubious enjoyment of a second or third
television set.

Thus, while our economy continues the even tenor of its prosperous
ways, I cannot help but be troubled by a gnawing feeling that we

invite difficulties for ourselves when we refuse to face up to the exist-
ence of low-income groups in the economy. And it helps the prob-
lem little to talk of those who are low-income recipients as mere
economic cripples.

The retail employee is in this category. The material I offered in
my more formal paper presented the evidence on that point. When
41 percent of women working in retail establishments earned, in
October 1956, under $1 an hour, when 78 percent of women employed
in variety stores earned less than $1 an hour, when 79 percent of
women working in drugstores in our Southern States earned less than
$1 an hour, I assume that we have on our hands a condition that
merits attention.

I cite these depressing facts, all too often relegated to the under-
world of economic discussion, because we are so often told that busi-
ness is faced with a price-cost squeeze, with the latter portion of this
equation usually defined as wages. Now, aside from the fact that in
retailing it is difficult to discover just where this supposed squeeze is
taking place, the most calamitous oversight is the patent fact that
a cost is also an income, or as my academic colleagues would say, a
factor payment.

A very interesting problem to explore would be the degree of im-
pact priority in such payments. This is no chicken-egg question: I
think it fairly significant that in our highly integrated and complex
economy a payment becomes a spendable income before it is embodied
as a marketable cost.

Unfortunately, this insight into the mechanics of our economy has
generally been lost on retailing entrepreneurs, whose comprehension
of such recondite matters as the cost-income flow has lagged behind
that of concerns in other areas. The failure to grasp problems of in-
dustrial efficiency in the retail industry has been an item of common,
if notorious knowledge, although the recent installations of automated
equipment, stimulated often by a conspicuous desire to maintain
standards of operation observed elsewhere in the economy, may have
a broader influence in this regard.
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That a more enlightened view among the corporate merchants with
respect to wage income will in time come about is a prospect much
to be desired. That there is ample room in their present profit-and-
loss statements for an upward movement of the price paid for the
factor of labor generally seems to be the case. That this would have
less effect on the pricing mechanism in retailing than we are led to
think is also fairly obvious. For the fact of the matter is that in
retailing there is little of the imaginative or dynamic in pricing pol-
icy. Aside from loss leaders or postseason sales-the pricing meth-
ods of which need a very close look-the common practice is the easy
one of applying standard percentage markups, computed on either
a sales or cost basis. As I have indicated, this could be described as
the ratchet effect. Abnormal situations aside, such techniques, rooted
in custom and habit, impose a rising price curve for the consumer to
meet, without any necessary relation to direct labor cost.

In fact, the level of retail wages illustrates one of the numerous
myths about labor which have entered into popular currency. I refer
to the myth of the wealthy worker: This has him drowning in
Byzantine opulence. But like the myth of the happy worker, which
makes him supremely content in front of his television set, and the
myth of the powerful worker, which makes him the most potent
political baron since the days of Hanna and Tweed, this myth too
must be given a place next to Sinbad the Sailor and the legendary Roc.
Such opulence and power are to be found only in the tales of Scheher-
azade. In the economics of retailing the wages of the clerk are low
and his power weak. The pricing problem in that area, I submit,
needs to be studied with other foci in mind.

The CHAIRMAN. Thank you, sir.
We have as our next witness Mr. Walter D. Fackler, assistant di-

rector of economic research, Chamber of Commerce of the United
States.

Mr. Fackler, we are glad to have you. You may proceed in your
own way, sir.

STATEMENT OF WALTER D. FACKLER, ASSISTANT DIRECTOR OF
ECONOMIC RESEARCH, UNITED STATES CHAMBER OF COMMERCE

Mr. FACKLER. Thank you, Mr. Chairman.
My commentary is not a comprehensive critique of the compendium

of papers entitled, "The Relationship of Prices to Economic Stability
and Growth"-nor even of the particular sections of the compendium
assigned to me. It is simply an attempt to fill in some overlooked
gaps, reinforce certain conclusions, and restate some of the issues.

First, what are "administered prices"? This term pervades a good
deal of discussion throughout this presentation. The term has be-
come a vicious piece of obscurantism, devoid of meaning for practical
purposes because it means so many different things to different peo-
ple and is often used inconsistently by the same people. By way of
illustration, I set forth a nonexhaustive and overlapping list of nine
definitions in current usage and examine some of their implications.

On analytical and empirical grounds there is no reason to expect
the observed or observable price behavior to differ among firms with
little or no market power and those with a significant degree of
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market power. If the term "administered prices" is broadened to

cover almost all industries except those where "auction prices" pre-

vail, it is meaningless to talk about the "administered price sector" of

the economy. Statistical comparisons of individual price movements

for a variety of reasons-accuracy of the data, time factors, cost fac-

tors, et cetera-are by and large misleading or irrelevant to discus-

sions of inflation. In short, the use of the term "administered prices"

has compounded confusion and diverted attention away from the real

problems of monopoly or market power in the system. I suggest that

we should develop more meaningful substitutes and avoid the use of

the term to the extent possible.
It is often argued or implied that administered prices are a semi-

autonomous cause of inflation. To be sure, downward price rigidities,

from whatever cause, may create an inflationary bias in the system. As

some prices go up, others do not fall readily. But "administered
prices," however defined, are not the cause of inflation. In fact, the

evidence seems to point to the opposite conclusion-that where firms

have some discretionary latitude in pricing policies, their price re-

sponses are conservative and tend to dampen both inflationary and de-

flationary price movements.
Turning to the question of wages, we ask whether monopoly wage

increases exert an independent cost push on the general price level.

The answer is that we do not know for certain. It can be shown, how-

ever, that such an outcome is logically possible under certain condi-

tions. The problem of the wage-price spiral, to the extent that it is a

real threat, boils down to a conflict over the distribution of real income,

not so much between labor and capital, but among various labor

groups themselves.
When large, well-organized unions exercise their monopoly powers

to secure the lion's share of annual increases in national productivity,

because they happen to be strategically- placed in high-productivity

industries, other workers-union and nonunion alike-will try to pro-

tect themselves by seeking roughly comparable increases in money

wages. If they did not or could not obtain such increases, uneconomic

wage differentials and intolerable inequities would develop in the

labor market.
The question of whether there is such a spillover of wage pressures

to sectors of the economy not directly related to those sectors where

original push occurs, is an empirical one which is almost impossible

to answer because there are complex interactions which cannot be

sorted out neatly by statistical analysis.
In opposition to some earlier panelists, I would argue further that

there is an important asymmetry between "administered prices" and

"administered wages"-however these terms are defined-as to their

inflationary potentials.
In the case of administered prices there is no powerful mechanism

for spreading an autonomous price increase from one industry to

unrelated industries, at least of the same kind, as there is in the case

of pattern bargaining and wage spillover. Tremendous changes may

take place in the structure of relative prices without causing infla-

tionary problems, but for basic sociological reasons, society will not

tolerate ever-widening wage differentials, and growing income in-

equality, for like or similar labor services.
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I cannot do justice to the whole argument in a short summary, butI would like to emphasize that the main issues in the wage-price-spiral
controversy are being obscured by too much superficial analysis and
discussion.

I am not defending monopoly pricing in any form, nor do I arguethat unions have been the major cause of our postwar inflation. Onthe contrary, we have been caught in a general inflationary situation
compounded out of a whole series of elements and events-the wageproblem being only one of them, and probably a minor one at that, atleast until the past 4 or 5 years. But few economists now deny that,if union power is not a semi-independent inflationary force, at least itconstitutes a very real threat as a conductor of inflation or as an im-pediment to effective anti-inflationary monetary and fiscal policy.

I suggest that biased charges and countercharges are a most seriousobstacle to the development of rational and effective long-run policieswhich will help us maintain reasonably high levels of employment
and economic growth without creeping inflation. If economic sta-bility, perhaps even our economic freedom, is being jeopardized by apower struggle over the distribution of real income among different
economic power blocs, including blocs within segments of the laborforce itself, the problem should be dragged out into the open and faced
squarely. Surely, candor and careful study do not endanger the
legitimate goals of either organized labor or business enterprise. Theindividual citizen deserves nothing less.

The CHAIRMAN. Thank you, sir.
We have as our next witness Mr. George P. Hitchings, manager, eco-nomic analysis department, Ford Motor Co.
We are glad to have you, Mr. Hitchings. You may proceed in yourown way.

STATEMENT OF GEORGE P~ HITCHINGS, MANAGER, ECONOMIC
ANALYSIS DEPARTMENT, FORD MOTOR CO.

Mr. HITcHINGs. Thank you, Mr. Chairman.
There is considerable confusion and disagreement as to the causesof price changes and their impact on economic activity. Carefulexamination of all the facts is essential in disentanglng cause-and-effect relationships.
When prices rise, there is a simultaneous increase per unit of pro-duction in first, incomes; second, spending; and third, money usage.The reverse is true when prices decline.
This follows from the fact that price is income to producers andexpenditure to purchasers, and that money is the medium of exchangebetween producers and purchasers. Thorough analysis is required todetermine for a given period which are the causal factors and which

are the result.
Cause-and-effect relationships are also fuzzy in the impact of pricechanges on economic growth and stability. Prices are both a symp-tom and cause of change in economic activity. If prices rise withexpanding activity and fall with declining activity, it is far fromclear whether they cause the change or reflect it.
There is no question, however, that price movements must be takeninto consideration in Government economic policies. Changes in
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prices of commodities and services relative to one another have an
important bearing oln the allocation of resources. Changes in aggre-
gate prices affect the distribution of purchasing poxer among various
groups in the economy and the desire to spend relative to current
income.

Price inflation has been a common phenomenon in wartime. In-
creased demands for goods and services financed by expansion of the
money supply are the driving force in bidding up prices. There was
a further runup of prices after World Wars I and II because of ex-
pancded civilian demands financed by additional expansion of the
money supply or a higher rate of turnover in idle funds accumulated
during the war. Competition for labor and materials also built in
higher cost structures. Collective bargaining pressures were also
important in the cost rise after X'17orld i7War II.

The price rises in recent years have been different in many respects.
Particularly in the period since mid-1955, demand pressures financed
by expansion of the money supply have played a minor role. In-
creased turnover of the money supply to finance plant and equipment
expansion was a factor in rising prices for capital equipment and
materials in the last half of 1955 and in 1956, but even this demand
pressure eased by early 1957. The rise in prices of consumer goods
and services did not reflect increased demand pressures at any time
during this period. Farm prices fluctuated largely in response to
changes in supply rather than demand.

The different nature of the price rise in recent years is also illus-
trated in the attached chart on prices, costs, and profits for the total
economy exclusive of Government and agriculture. Unit profits
available to owners of business firms have not risen since 1948, despite
a rise in average prices from 86.9 that year (1954=100) to 108.3 in
1957. Corporation profits per unit of production were reduced in
1949 by the recession, and declined further in 1950-51 because the
excess-profits tax skimmed off the higher dollars generated by demand
inflation after the outbreak of war in Korea. Unit profits receded
further from the 1951 level, both on a before- and after-tax basis.
Income of unincorporated business per unit of production has re-
mained relatively unchanged since 1948.

The rise in nonfarm prices since 1948, therefore, has been associated
entirely with higher unit costs. Of the 21.4-point rise in average
prices from 1948 to 1957, increased unit labor costs contributed 12.4
points, or 58 percent. The remaining portion was accounted for by
higher unit costs for depreciation, taxes, and interest.

In a general demand inflation, unit profits would rise at least on a
before-tax basis. Such was the case up to 1948. In 1950-51, before-
tax unit profits also rose. Since 1951, however, there has been no
such rise. It is obvious that for the economy as a whole, the price rise
during this period has not reflected either excessive aggregate demand
or increased profit margins for business firms.

The problem has been largely one of expanding total wages and
salaries-including fringe benefits-at a more rapid rate than pro-
duction. This accounted for 68 percent of the rise in average prices
from 1951 to 1957. The remainder reflected higher depreciation, in-
direct business taxes, and interest.

34358-59-6
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Expanded payrolls relative to ouput not only increased costs but

also provided increased dollar incomes to pay higher prices. The

initiating force, however, came from the supply side rather than the

demand side. Because of this, there was no automatic pass-through
of costs for particular producers or industries. Relative strength of

demand determined success in passing on higher costs to customers.

Continuation of such cost increases could have a serious impact on
future economic growth and stability. Absence of general demand
pressures in the face of cost increases could put a damper on customer
buying if prices are raised to cover costs, or a damper on business

spending if profits are squeezed further. If a steady uptrend in

prices generates demand pressures through speculative buying and in-

vestment, there is danger of subsequent collapse.
Economic growth and stability can be best achieved through de-

velopment of (1) new and improved products, (2) improved methods

of production and distribution, and (3) proper distribution of the

fruits of production such as to encourage maximum consumption and
investment.

The goals of maximum production, employment, and purchasing

power are not achieved through general price and cost inflation. They

are achieved through balanced expansion of production and income
with a minimum of fluctuation in aggregate prices, particularly over
the long run.

The CHAIRMAN. Thank you, sir.
(The chart and supporting tables appended to Mr. Hitchings' state-

ment are as follows:)
CHART III

PRICES, COSTS, AND PROFITS PER UNIT OF PRODUCTION

(PRIVATE NONFARM PRODUCT)

1954 FOR TOTAL = 100

SOURCE: DEPT. OF COMMERCE 9"58

(A) INCLUDES CAPITAL CONSUMPTION ALLOWANCES, PROFITS TAXES, INDIRECT BUSINESS TAXES,
NET INTERESI, AND RENTAL INCOME.
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Pricem, cost8, and profitt per unit of production (private nonfarm product)

Net profits Net income
Labor cost Other costs I of corpora- of unineor-

Total price tions 2 porated
(index 1954= business 2

100)

Points in total index

1929 -58.2 29.3 17.0 5.6 5.71930 --- --------------------- 56.9 29.7 17.9 4.2 5.31931 -52.6 27.5 18.4 1.0 4.51932- 48.2 25.2 20.4 -2.2 3.31933 -47.3 24.6 20.3 -2.5 3.21934---------------- 49.3 25.1 las5 .3 4.1
1935 -48.8 25.1 17.3 1.6 4.41936---------------- 48.6 24.4 15.7 2.5 4.61937 -50.5 26.7 15.6 3.1 4.71938 - --------------------- 50.6 26.0 16.7 2.3 4.81939 -49.9 25.6 15.7 2.8 4.71940 - --------------------- 50.4 25.4 15.6 3.7 4.91941 -54.3 27.4 - 17.2 3.5 5.51942 -60.9 32.0 18.6 3. 8 6.51943 -66.6 36.0 19.4 4. 2 7. 41944 -68.0 36.1 18.8 4.2 7.51945 -67.9 35.9 18.8 3.2 8.01946 --- ---------- 72.8 40.3 18.9 3.5 9.11947 -81.1 45.0 20.9 5.1 8. 21948 - ---------- ------------ 86.9 48.0 22.6 7.3 8.91949 -87.6 47.4 23.5 7.1 9.01950 -8--------------------- .8 47.7 26.0 6. 5 8.61951 -94.9 51.3 27.7 6.3 8.91952---------------- 97.2 53.4 27.9 6.0 8. 9
1953 -98.7 55.0 28.6 5.4 8.71954 -100.0 55.6 29.3 5.3 8.91955 -101.4 55.2 30.2 6.3 9.01956 - --------------------- 104.5 58.3 31L5 5.9 8 91957 -108.3 60.4 32.8 5.7 8.9

I Includes capital consumption allowances, Profits, taxes, indirect business taxes, net interest, and rentalincome. Does not include business transfer payments, net subsidies of Government enterprises to non-
farm business, and the statistical discrepancy between measures of income and production. Total costs,net profits, and net income of unincorporated business will differ from total price by the total of these ex-cluded items.

2 Excludes profits and losses from inventory revaluation.
Source: Indexes computed by the author from Department of Commerce data on national income andproduct.
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(Supplelmlent).'-Cotitpoltenlts of "other costs" per unit of production (private

vionfarni product)

[Points in total price index (19,54=100)]

Total Capital Indirect Corporate

other Rental Net conaunp- businesa profits

costs income interest tion allow- taxes taxes
anees

1929 17.0 3.5 3.6 4.8 4.2 0.9'

1930 -- -- -- -- - - 17.9 3. 4 3.8 5. 3 4. 8 .6

1931-------------- - - 18.4 3.0 4.1 5.8 5.1 .4

1932 20.4 2. 6 4. 6 6. 6 6.2 4

1933 - - - - 20.3 2.0 4.5 6 5 6.8 5

19314------------- - - 18.5 1.5 3. 9 5.7 6. 7 .7

1935 17.3 1.4 3.5 5.2 6.4 .8

1936 -- - - 1,5.7 1.2 3 0 4.6 5.8 1.0

1937 --- -- -- - --- ---- 15.6 1.4 2.9 4.5 5.9 1.0

1938 16.7 1.8 3.0 4. 8 6.3 7

1939 ------ - - - --- --- 15.7 1.8 2. 7 4. 4 5.8 .9

1940 -- --- 15| 6 1.7 2. 4 4.2 5.7 1.7

1941 - - 17.2 1.8 2.1 4.0 5.5 3.a

1942 -- -------------- 18, 2.1 1.8 4.1 5.3 5.3

1943 19.4 2.2 1.5 4.1 5.4 6.2

1944 18.8 2.2 1. 3 4.3 5.7 5.4

1945 ---- -- - - -- -- -- 18.8 2.4 1. 2 4.56 6. 3 4. 4
1946 18.9 2. 6 1.2 4.1 7.2 3. 9

1947- 20.9 2. 7 1.4 4. 7 7.4 4.6

1948 ---------------- 22.6 2.9 1.5 5.4 7.9 4.9

5949 sas23 3.a3 1.7 6.0 8.3 4.1

1950 -_ 26.50 3.3 1.8 6. 0 8.4 6. 5

1951 --- - - - - - - - - - -- 27.7 3. 2. 0 6.4 8.5 7. 6

1952 - 27.9 3. 4 2.° 6.9 9. 6. 4

1953 ------------ -- 28.6 3.3 2a4 7. 3 9. 2 6. 4
29.3 3. 5 2.7 8.2 9. 4 5.5

1955 ---- - -- - - -- - -- 30.2 3.2 2. 9 8. 4946.

1956 -------------- 31.5 3.1 3.0 8.9 9.9 6.4

1957-- 32.S 3.4 3.4 9.6 10.3 6.1

I See pp. 133-134 of hearings on "The Relationship of Prices to Economic Stability and Growth,"

Joint Economic Committee, Oct. 31,1958.

Source: Indexes computed by the author from Department of Commerce data on national income and

product.

The CHAIRMAN. We have as our next witness, Mr. John P. Lewis,

professor of business economics and public policy, School of Business,
Indiana University.

Mr. Lewis, we are glad to have you and you may proceed in your
own way, sir.

STATEMENT OF JOHN P. LEWIS, PROFESSOR OF BUSINESS ECO-

NOMICS AND PUBLIC POLICY, SCHOOL OF BUSINESS, INDIANA

UNIVERSITY

Mr. LEWIS. Thank you, Mr. Chairman. I gathered from Mr.

Knowles that the intent was for the academicians to act as end men

in this group of hearings, and I am glad the physical arrangements
here underscore that rule.

The joint committee's extensive investigation into the subject of

general price behavior during 1958, it seems to me, has been a very

worthwhile affair. But the very facts that the exercise has been an

elaborate one and is now nearly ended mean that much of the topic

has been pretty well worked over by now. Accordingly, I shall take

time here only to record a few rather general net impressions with-

out attempting to support them adequately or to make them a com-

prehensive summary of the ground the inquiry has covered.
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The first-and a strong-impression is that the performance of our
rexisting price system, so far as economic stability and growth are
concerned, is not nearly as bad as much of our current rhetoric would
suggest. There is no convincing evidence that the processes which
determine factor and product prices have been distributing produc-
tivity gains between households and business in a fashion that threat-
*ens the maintenance of long-term economic growth. There is no
sound basis for bewailing the impact of present pricing practice on
short-run fluctuations; on the contrary, it helps to keep short-run
declines from getting out of hand. The stickiness, especially the down-
ward stickiness of wages and of many prices has helped to dampen
'the deflationary cumulative mechanisms in the economy that so typi-
cally used to snowball little downturns into big downturns.

A perpetuation of present price- and wage-making practice prob-
ably would pose the prospect of some average, gradual secular infla-
tion-none of us knows at what rate, but I should doubt that the
current long-term outlook in the United States is for average increases
in excess of 2 to 3 percent a year.

Moreover, I am increasingly persuaded-more so, I might say, than
when I testified last Mlay-that those who tell us that such a gradual
inflation cannot possibly remain gradual, that it must necessarily
accelerate as the prospect of secular inflation gains a grip on buyers'
expectation and causes anticipatory buying of capital goods and other
commniodities, are frightening us unnecessarily. There is no question
that average 2-percent-a-year inflation would be undesirable. It would
be inequitable. It could in the long run be very rough indeed on those
savings institutions that continued to market only fixed dollar securi-
ties. It might complicate the problems of managing the public debt.
But it would not necessarily prevent the maintenance of a steady,
vigorous, and sustainable rate of economic growth. It would not be
the worst of national calamities. If we decide, we want to mount ade-
*quate measures to prevent such an inflation, we should, first, recognize
that we have time to work out solutions carefully, experimentally, and
dispassionately.

The situation does not require a crash program. Moreover, second,
in designing a remedial program we should recognize that our afflic-
tion is gradual inflation itself, not some more dire consequences to
which gradual inflation is supposed indirectly to lead; and we should
be sure that the cure we choose is not worse than the disease.

My second impression is that there has been a wide scope of agree-
ment among those who have appeared before the committee on this
question this year that the inflationary problem which really nags
at us as we confront the future is one which has imbedded itself most
stubbornly on the supply side of the market. "Cost-push" is much
too crude a characterization; obviously any change of price must in-
volve the interaction of both demand and supply factors. But what
really worries us is not the belief that too much government or private
spending, facilitated by such things as deficit financing or loose mone-
tary policies, will characteristically keep aggregate demand outrun-
ning our capacity to produce at existing prices. It is rather that we
have built ourselves a set of cost-structures and pricing, including
factor pricing, practices that make satisfactorily high levels of output
and employment inconsistent with through-going price stability. It
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would be too early to call this view a consensus, but there have been
many strong impressions of it to the committee. In these very broad
terms, I take it that there may be some analytical consensus among
the members of this panel, for example.

This general point has a policy corollary that also has been widely
expressed, namely, that general monetary and fiscal-policy antidotes to
the kind of inflation we anticipate are not only inadequate but can be
positively perverse.

On top of everything else, I think we can say that such "solutions,"
which are really output- and employment-sacrificing solutions, simply
aren't feasible politically. The recent election provides further sug-
gestive evidence, I should say, that the American people aren't about
to trade a little more unemployment for a little more price stabiliza-
tion, and that, accordingly, any workable anti-inflationary policies are
going to have to be worked out in a high employment framework.

My third general impression from the compendium, commentaries,
and earlier hearings, is that we still have not surmounted our old
habit of discussing the inflationary process as though we were de-
bating sin and as though, therefore, every actor who admits he has any
role in the process is a sinner. This difficulty is particularly evident
in the papers submitted by the business and labor economists-and
I would not, in this respect, absolve the able papers of my business
and labor colleagues on this panel. Each is heavily preoccupied
with casting the inflationary blame on the other fellow. Actually,
the very essence of the process we are discussing is that there is no
localizable blame.

Mr. Fackler finally makes this point-except, I should say, with
too sinister a figure-when he says "union leaders and businessmen
alike are forced to take part in a danse macabre, a vicious system
of pattern bargaining and wage leadership"-and I think Mr. Fack-
ler should also have added, "conventional business pricing proced-
ures"-"about which they can do little, individually, even if they
would like to stop the music."

I am sure this is right. The average union leader feels, and should
feel, no more iniquitous about negotiating a cost-of-living adjustment
than the average business executive feels about a routine application
of the return-on-investment formula to a pricing decision, or the
average retailed feels about applying a conventional markup, or the
average Congressman feels about legislating a parity formula for
farm price supports.

We are dealing with a situation in which none of the actors re-
motely resembles a power-drunk mogul who is exploiting the public.
Nobody is throwing his weight around. The individual pricing prac-
tices appear perfectly reasonable in their individual contexts. The
only trouble is that they have combined inadvertently into a less-
than-perfect social result.

To be charged with participating in the current inflationary process
should make one feel no more personally guilty than the driver who
is charged with being a member of a traffic jam. Until business and
labor leaders as well as the Government policy planners who confront
them come to this view, our chances of developing sensible, level-
headed anti-inflationary policies aren't very good.
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The last impression that I shall list is that the committee's exercise
has not been nearly as fruitful in developing new policy ideas for
contending with the limited but significant problem of gradual in-
flation as it has been in the realms of diagnosis and prediction. There
has been some helpful discussion of selective demand restraints and
of possibilities for smoothing the supplies of internationally traded
raw materials. But if, as I suspect, the ultimate solution can be
found nowhere but in some alterations of present pricemaking and
wagemaking techniques, we have scarcely gotten our feet wet yet
in this subject. This may be because here too we got too emotional
and pose ourselves excessively stark and simple alternatives.

Our present pricing system, which on the whole, I repeat, works
quite well, already is an amalgam of many institutional influences and
arrangements, some private and some public. It has been tinkered
with a lot already, and there is no a priori reason to think that if
Government tried to tinker with it any further, the result would be
either disastrous or revolutionary. But we are going to have to be-
come a little more matter of fact about the whole problem before much
closely reasoned analysis of policy alternatives is forthcoming.

The CHAIRMAN. Thank you, sir.
Mr. J. Fred Weston, professor of finance, Graduate School of Busi-

ness Administration, University of California, Los Angeles. We are
glad to have you, Mr. Weston. You may proceed in your own way.

STATEMENT OF J. FRED WESTON, PROFESSOR OF FINANCE, GRAD-
UATE SCHOOL OF BUSINESS ADMINISTRATION, UNIVERSITY OF
CALIFORNIA, LOS ANGELES

Mr. WESTON. Thank you.
The basic question here is whether you can have a high rate of

growth in the economy without having undesirable rates of price in-
crease. I would take exception with the view that because of the
institutional structure of our economy now that you can't have high
rates of growth without price increases.

The fears expressed about price inflation have been associated with
events of the last several years in which very special developments
have been taking place. I have referred to these in our previous
sessions, namely, we had a business investment boom which took off
at a very rapid rate in 1955, which was stimulated more than anything
else by the accelerated depreciation allowances permitted by the Reve-
nue Act of 1954. You had a very strong increase on the consumer
demand side, associated with the relaxation of the length of time for
making payments for consumer durable goods. This took place in
1955. I think it is the influence of special factors of this kind which
are the main explanation for the price changes that took place in
the last couple of years, rather than the institutional factors that have
been frequently referred to.

In reviewing the other papers, one sees a tendency on the part of
the papers presented by the labor people to argue that wage rate in-
creases were not the cause of inflation, and therefore it must have been
p ricing through administered pricing practices that were the cause.
Conversely, the business papers tend in the main to take the view
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that it was not administered prices; therefore it must have been due
to wage increases.

I should like to put in proper perspective by means of a framework
the point that there are many facets to this, not just the two that are
so frequently referred to.

You have the cost side, and you have the demand side. On the
cost side you have the price of labor and the price of capital. On
the demand side you have consumers, business, and government.
Then you have a third special factor which might be referred to as
expectational influences, the kind of price increases you got at the time
of the outbreak of the Korean war, when people expected prices to go
up and then they behaved in such a way as to make them go up.

Within this framework you can have a good many things operating
at once, and within the framework you can have individual factors
operating such as bottlenecks effects when you get an investment
boom, or strong demand for particular kinds of consumer goods, as
you did in 1955.

It seems to me that in view of the many factors that might in-
fluence prices, we made a major mistake in policy in being so nega-
tivistic in our approach to this program. We have been afraid of
price inflation. We are trying to keep unemployment to a minimum
level, instead of taking what we are justified in taking-a very posi-
tive, dynamic approach to achieving the kind of high level of growth
of which our economy is capable.

I think that a major error of national economic policy has been
the failure to establish consistent priorities on economic objectives.
We replaced for a good part through 1957 the objective of full em-
ployment with the objective of balancing the budget, regardless of
whether we were in a period of inflation or deflation. Because of
this kind of approach to our national economic affairs, less than satis-
factory performance has been achieved with respect to the growth ob-
jective we are most likely to achieve, the desired degree of price sta-
bility and other economic goals. By policies giving first priorities to
a high rate of growth in the economy we could have achieved more
price stability as well.

A target rate of growth in real gross national product of 4.25 per-
cent per annum would have significant advantages. It would permit
the wage-bill to double every 15 years. This rate of growth would
increase the likelihood of containing wage increases within productiv-
ity increases and hold price level changes to moderate movements.

The best attack on the problem of business fluctuations is to swainip
them with growth. Cyclical policies subordinated to high growth
goals will deal most effectively with the fluctuations problem. A 4.25
percent rate of growth and the productivity increases implied are also
the best method of dealing with cost-push inflation. For wage pres-
sure reflects improved standard of living aspirations as well as the
unemployment level.

In general, consumption should be influenced through flexible tax
policies. Business investment should be influenced through interest
rate (index of loanable funds availability) policy and through poli-
cies which keep consumption growing in relationship to capacity
increases.
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An element in the relationships -which is often neglected or mis-
understood is the profit element. The rate of return on capital must
be adequate to call forth the requisite rate of growth in capital
formation.

A critical level of return on capital influences the pace of capital
formation. A level below this critical point is likely to reflect a
slack demand wvlhich appears to result in excess capacity. A level in
excess of the critical point will be associated with the generation of a
capital investment boom.

My studies yield the tentative conclusion that an 8-percent post-
tax return on total capital is necessary for an adequate growth rate
in the economy. The return on net worth would be higher than
8 percent; what it would be would depend on the characteristic debt-
equity ratios industries that you are talking about. This implies a
profit rate much higher in the more rapidly growing or higher risk
sectors of the economy running up to 16 percent for large firms and
lower rates (in fact, losses) in declining sectors.

The CIFAIRM1TAN. Thank you, sir. Under our rules, each member
will be recognized initially for 10 minutes whenl he is recognized.
First I would like to recognize Mr. Bolling for questioning.

Representative BOLLING. Mr. Lewis, I think your last paragraph
quite correctly diagnoses these hearings in being more fruitful in
diagnosis and prediction than in new direction. I wonder if you
would care to expand on that paragraph and very tentatively give
some suggestions as to the direction of that exploration. What kinds
of things should we be thinking about? As far as I am concerned
one of the principal purposes of the timing of this particular investi-
gation, which was quite deliberately, as far as I was concerned, set up
for a time of recession when there would be less of the standard cliche
between two parties who considered themselves interested, was that we
could be somewhat dispassionate and might come up with more than
a cliche approach to the problems. What are some of the noncliche
approaches that might be useful?

Air. LEWIS. Like a lot of people I can do a lot better saying what
won't work instead of saying what will. For purposes of trying to
define the area for exploration, I would say first, as I said very briefly
in this summary, that it seems to me that the core of our problem is
on the supply side-what technically I would call the shape and be-
havior of the aggregate supply function. It is not an excess demand
problem. Therefore, I feel if we are going to find a really solid solu-
tion, they have got to be ones that somehow change the shape or
behavior of our aggregate supply function. I think these may mainly
alter some of the institutional factors.

Representative BOLLING. Before you go on, would you mind being
specific and illustrative in this?

Air. LEWIS. Yes, I will try to be. I do think that there are some
things that can be done short of this. I think these have been the
policy innovations that have been most discussed. For instance, I
do think that there is some considerable point in a greater use of
selective demand restraints than we have had recently, although I
recognize that these are very difficult to administer with elegance and
precision. But such things as consumer credit controls of the regu-
lation W type, and possibly variable depreciation allowances, it seems
to me, might be used to some advantage.
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Then there was the point, as I recall, Mrs. Ruth Mack made in her
presentation to the committee, that many of the impulses to the infla-
tionary mechanism arise from international raw materials markets.
There may be something that can be done through public policy to
really smooth the supplies of such materials. But I would still argue
that whatever can be done along these lines won't remove all of the
impulses to the mechanism. It certainly won't destroy the mechanism
which I see as a kind of inadvertent massive escalator that has been
developed through a collection of perfectly respectable individual
pricing policies.

This is the point at which many people then jump to the conclusion
that what you are talking about is price and wage control. It seems
to me this just obscures the problem. If you start to think about
what government can do-let us say what anybody can do-to alter
price-making and wage-making practices helpfully without losing
many of the advantages that the present system has, it seems to me
you have to screen out a whole lot of areas rather quickly. I would
say purely on political grounds and technical grounds anybody who
talks about a peacetime OPA is just talking through the top of his
head. Also, r am convinced myself that the standby control device
is not appropriate for this problem. It might be useful to forestall
the kind of inflation that you got at the outbreak of Korea. In that
sort of a sudden spurt, which is really an unexpected excess demand
spurt, standbys might be helpful. But they won't deal with this
sort of gradual creeping inflation.

I would be appalled at the idea of generalizing our present court-
commission system of utility rate regulation. This seems to me to
offer no solution.

Also I must say myself, and many economists disagree with me
here, I am not very hopeful of an extension of antitrust policies as a
solution to this problem. I am quite sympathetic to strong antitrust
programs, but essentially for their attack on the fundamental problem
of power distribution. I think it would take a terrific atomizing of
our present producers' organizations to have much effect on these
conventional pricing practices.

I am also not very optimistic myself with the suggestion you some-
times hear that we should set up some sort of national wage-bargain-
ing conferences to decide how wages in general ought to go up this
year, and presumably decide that prices should not go up, on the aver-
age. I don't see that these would do any harm, but I fail to see how
any such very general agreements could be translated into particular
decisions effectively.

So, I am forced, myself, back on the supposedly discredited area of
moral suasion. I do think we have never really begun to ex-
ploit the possibilities for helpful Government use of the moral
suasion approach. The experimenting that has been done with it
both by the Truman and Eisenhower administrations has been doomed
almost before it occurred. For one thing, the moral suasion has been
broadcast from the housetops, has been diffused throughout the whole
community, so people can always assume they are talking about the
other fellow.

For another thing, the advice has always been delivered after the
fact of the decision has jelled. After a corporation has made a pric-
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ing decision or after a collective bargain has been struck, there is no
chance of dislodging it. I do think there might be a possibility of
some very well staffed, directed, specific advice that could be ad-
dressed to specific pricing jurisdictions.

This may be called a Pollyanna approach, but I really think it is
the only thing that is available when you consider the political reali-
ties in the situation.

Representative BOLLING. I would perhaps agree with that if it were
not for one thing which you said, the implications of which I heartily
disagree with, and which I think was pretty well covered yesterday,
although I did not hear the excellent statement. I read it. This is
when Senator O'Mahoney talked about the fact that we are dealing
in a cold war, nonpeace situation. I don't believe that exhortation is
going to have any possible effect as long as the American people and
their leaders generally assume that we are dealing in a peacetime
situation. I agree with you as long as we think we are at peace, there
can be no direct controls. Senator O'Mahoney's point is made at
somewhat greater length in Mr. Gilbert's paper, which I believe begins
at 221 of the Commentaries. It seems to me that the control might
have some hope if we begin to recognize that the situation we find our-
selves in is not of peace. At least it is a cold war situation. The
critical problem that confronts us in the facing of our economic prob-
lems was very well stated by Senator O'Mahoney yesterday when he
pointed out that we face a very effective economic competition from
the Soviet, and from the Communist bloc, a competition which may
be designed-I don't say that it is, because I don't know-to destroy
our particular economic system and probably will as long as we ap-
proach the problem of this competition with the view that -we are at
peace.

I think that the American people would be much more prepared to
accept more radical, to use the word in its precise meaning, proposals
to cure the economic problems that we face, to maintain full produc-
tion, full employment, in the face of the Soviet's vast growth, and at
the same time to maintain stability if not perhaps for reasons of
selfish interest, but in terms of the incredible cost to defense and for-
eign policy of even a relatively slow inflation, particularly when
looked at in the political content. It seems to me we don't have a
chance of arriving at reasonable solutions in the economy of the fu-
ture of this country, at least in the foreseeable future, until we accept
generally the fact that this is not peace.

I think my time has run out, but I will give you a chance when
I get back around.

The CHAIRMAN. Mr. Curtis.
Representative CuRTis. Thank you, Mr. Chairman.
I am happy with the point that has been made that the papers to

date in the hearings have been along the line of diagnosing rather than
prescribing either through surgery or through pills, because I think
the function of this committee, not being a legislative committee, is
to try to diagnose, and those who may be on Legislative committees,
where surgery or pills are administered, can at least perform that
function with a little more enlightenment if our diagnosis has been
well done.
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In the previous panel I was trying to break down the term "infla-
tion" into a definition and the point I think was well made that all
price increase is not necessarily inflation. There can be other factors.

There is a second area that I always find it seems to me has not been
broken down. There has been a tendency in all the papers to treat
it in generalities. That is the term "unemployment." I notice Mr.
Seligman has broken it down to a degree because he discusses the'
problem of unemployment in the area of retail clerks and so forth.
Isn't it true that the unemployment comes from a variety of different
economic reasons? Would the panel agree that is so? I think that is
an obvious observation. I think if it does come from a variety of
reasons, wouldn't it serve some function if we went into it a little more?

One thing I suggest is that I think there is overemployment in cer-
tain areas. There is a great demand for additional skills in certain
areas and people could be employed if those skills were available. Is
that a fair observation? Even in times of unemployment, such as
now, there are certain areas where there are demands for more people
to be employed. Is that an accurate observation? Does anyone care
to comment?

Mr. HENLE. I think I certainly would agree with you, Congressman,.
that there are particular demands for particular skills that are not
met even in a period of relatively high employment. However, I
would say that those nowhere near give us as much trouble or re-
quire as detailed public intervention as does the problem of overall
unemployment when it reaches a critical stage.

Representative CURTIS. I am not trying to argue. Again this is a
diagnosis. I am not arguing as to whether the Federal Government
needs to do anything-to give a pill or to perform some surgery. But
in understanding what we are dealing with, I think it is important to
understand the situation. It would serve a purpose, it would seem
to me, to analyze where there are areas of demand for employees and
what lies behind that. Certainly I can suggest several factors in
breaking down unemployment.

One thing is the tremendous technological revolution which occurred
in agriculture, which is not anybody's attempt to drive little people'
off the farm at all. It is an economic phenomenon. As soon as we
start treating it as such, we might come up with the correct solution.
But that is bringing with it unemployment of a group of people in
that area, and that is further a geographical problem which also enters
into an analysis of unemployment. You can have unemployment in
certain areas and demand for employment in other areas; that is true,
is it not?

Mr. HENLE. Yes. I think our experience shows even in times of
relatively full employment, there will be some depressed areas of
the country where unemployment is high.

Representative CURTIS. One of the most impressive things I have
read in many years was a little booklet put out several years ago, I
think, entitled, "European Impressions of American Workmen," by a
group of British observers who came over around 1950 to look at our
industrial picture. The booklet compared a similar observation by
a team back around 1900.

One thing that impressed me with respect to their conclusions,
which I never thought of, was that it said that one of the unique
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things about the American workman was his flexibility in being able
to learn newv skills. The reference, was primarily to the production
line where there had been some dire predictions around 1900 that we
were going to develop a race of automatons, along the line of Charlie
Chaplin's film. But instead of that, we were developing a very
adaptable man because they would be on the line for 6 months, per-
haps, following a certain routine, but then the machinery would be all
pulled down and a new setup would come about which they had to
learn.

So in this unemployment thing, too, I think we have the job to do
in the area of analyzing skills and shifts of skills.

Mr. Seligman, your paper makes a point throughout that retail
clerks or retail employees have a wage scale considerably below that
of some industrial employees. I would suggest possibly-and I don't
want to have anyone take offense at this-one reason is that the skills
required in retail employment field are not as great as those in these
other areas. Is that possible?

Air. SELIG31AN. I think, MIr. Curtis, that a good many retail clerks
might take exception to the contention that their skills have a primi-
tive or elementary character.

Representative CURTIS. I know they would, and that is why I hesi-
tated in saying it. But as an economist in writing out the natural
emotionalism that would go with anybody's abilities, isn't that a
reason why over a period of time there have been lower wages paid ?

Air. SELIGMAN. No. I don't think I would subscribe to that con-
tention, Congressman Curtis. During the great depression of the
1930's or the latter part of the 1930's, the wage level of the retail em-
ployees was relatively high in comparison with wvage levels for various
other occupations. Through the years the retail employee, together
with the service employee, lost ground, so that today we find the retail
employee in the unorganized areas at the bottom of the ladder. There
are a variety of factors that account for this. I suspect a good deal
of it is due to the fact that many retail areas lack union organization
so that the retail employee is a single individual in a bargaining situa-
tion pitted against a large concern in many, many instances. On the
other hand, I might point with pardonable pride to the organized
areas of the retail industry, where wage rates reach more adequate
levels.

In the recent recession in California when aircraft employees were
laid off, in the Los Angeles region particularl.y, they made inmmediate
application to the supermarkets for employment. These places are
highly organized. The differential in wage levels between the aircraft
plants and a Safeway installation is just a few dollars a week, so that
they were delighted for employment opportunities in this area.

Representative CURTIS. It is possible for an employee in a supermnar-
ket where he is performing a different function to be required to have
more skill. I am not sure it is so. I am simply saying it seems to mne
this is an area that we have to explore. I would ask you one general
question. You do believe, do you not, that it is proper to have wage
differentials based on different skills?

Mr. SELIG3MAN. There is no question that you have wage differ-
entials based on skills. We have wage differentials based on skill and
ability to perform a job directly in a single retail establishment.
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Again, if I may be permitted to go to the supermarket as an illustra-
tion, the job classification which we describe as a "box boy" or "carry-
out boy" has the lowest wage rate as compared with a journeyman
clerk. I don't question that within a given plant or within a given
industry you will have wage differentials.

Rep resentative CURTIS .Iknow we do have. I was wondering if you
would agree that is a good economic process. It seems to me it is
necessary if we are going to have the society we have.

Mr. SELIGMrAN. I would not quarrel with you on that score. I doraise a question when we have an entire industry in which differentials
exist, which is completely depressed so that the highest job classifi-
cation in that industry is far below the lowest job of an industrial
area.

Representative CURTIS. I think this is important and bears on the
underlying problem if we could ever analyze it. One of the prob-lems that is confronting our society today is to get people into theteaching profession. One of the problems there is that the wage
differential is such that it is not attractive for them to go into that
area. I know that the U.S. Congress, as an employer in one respect,
in handling wage scales and classifications of postal and civil serviceemployees, is constantly up against the problem that some of the
union leaders don't want to have a reclassification. They want thewage increases, but to keep the differential between the skills has
always been a difficult problem to resolve. That is why I wanted toemphasize that factor here. I think it should underlie our studiesin this problem of employment and unemployment.

Mr. SELIGMAN. I certainly think I can speak for the officers of myorganization on that point. I think they would go along with you,
Congressman, for a further exploration of this particular problem.
I know they are very much concerned with the problem of the level
of wages in the retailing industry, particularly.

Representative CURTIS. Thank you.
The CHAIRMAN. Senator O'Mahoney.
Senator O'MA1ONEY. Mr. Chairman, I would like to direct a gen-

eral question to the panel as a whole in order to see if we can get alittle discussion. Is it possible we are dealing here in the papers
which have thus far been presented with results rather than with
causes of the condition that Congress must deal with. Does anybody
want to answer that question without further explanation by theinquirer?

Mr. WESTON. It seems to me that the discussion to a great extent
has been in terms of results. The discussion of causes has been withinrelatively narrow boundaries. I think this goes back to the questionraised by Mr. Bolling when he asked about the new directions in theanalysis here. It seems to me that basically the new directions repre-sent going back to the fundamentals. This is appropriate in terms
of your raising the question, in that I think it is a recognition of
the inherent strength that you get from the operation of a competitive
system. It is my feeling that competitive forces in the economy are
so inherently strong-this is due in a considerable measure to the anti-trust activity that we have had through legislative and administrativebodies since 1890-that you have competition expressing itself in in-
dustry after industry. For example, we have the steel industry and
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the decline of United States Steel from a position of two-thirds of the
market in 1901 to one-third of the market at the present. Take the
automobile industry where you have had great changes in the relative
shares of the market. Ford with 55 percent of the market in 1920,
General Motors 17 percent of the market at that time, and their posi-
tions almost reversed some 25 years later. If people are willing to
play the rules of the game and permit competition to operate and
not seek protection from the Government from the effects of competi-
tion, you have one of the forces that will make for great growth.

I think that the anticompetitive forces are mainly to be charged
to Government in the realm of fair trade, in the realm of import
controls, in the realm of limitations on the production of oil, for
example, under the guise of conservation, and in the realm of farm
price supports. I would say that the greatest realm of your monop-
olistic elements which interfere with the effective functioning of
what inherently could be a very strong operating economy is to be
charged to the Government. This is the area in which efforts should
be directed to combat the elements that oppose the operation of the
competitive system.

Senator O'MA1oEY. In the course of your paper, Professor Wes-
ton, you said that a target rate might be established of 41/4 percent
growth of the national product. How do you reach that conclusion
of 4.25 percent as a good target rate, and how can it be brought
about?

Mr. WESTON. I chose the figure of 41/4 percent because it seemed
to me it was realistic in terms of our past patterns based on distant
and recent history. Since the end of World War II we have had a
growth in dollar terms of some 6 percent, and in real terms of some
4 percent.

Senator O'MAHONEY. By that I suppose you mean that the inflated
dollar brings the 6-percent rate-that is to say, the current dollar-
but the lower rate of growth is figured upon the value of the dollar
at some time in the past?

Mr. WESTON. That is right, in terms of constant dollars taking the
price inflation effect out.

Senator O'MAHoNEY. Do you or do you not adopt the present
figure of gross national product, as reported in the Economic
Indicators?

Mr. WESTON. As a measure in actual dollars, I would certainly
accept it. If you would raise the question of what growth it repre-
sents in real terms, it is appropriate to take the price level effect out.

Senator O'MAHONEY. On page 2, for example-page 2 of the
Economic Indicators for November 1958-the gross national product
for 1957 is set down at $440,300 million.

Mr. WESTON. That is right.
Senator O'MAHONEY. But that is in current dollars, is it not?
Mr. WESTON. That is correct.
Senator O'MAHONEY. Would you apply your 41/4 percent growth

to the current dollars or to the value of the dollars at some constant
rate prior thereto?

Mr. WESTON. I think you have to start from where you are. I
would apply the 41/4 rate to the point of time from which you are
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starting. This would mean accepting whatever degree of price in-
flation you had up to that point, and going on from there. I think
it is unrealistic to try to turn the clock back and talk in terms of what
prices would have been if some other things had taken place.

Senator O'MAHONEY. I have seen many charts in the past showing
the purchasing power of the dollar dating back even to the founda-
tion of this Government. The conclusion of these charts is that the
dollar is constantly losing value. Do you agree with that?

Mr. WESTON. Over a long period of time the price index has indi-
cated that the purchasing power of the dollar has declined. Whether
the indexes measure this accurately is another question. That is, the
degree or extent to which this has taken place is probably exaggerated
by the indexes because they do not adequately take into account
changes in the quality and composition of the market basket that is
available in 1958 versus 1900 or 1850 or 1790.

Senator O'MAHONEY. When I was going to school-that is a long
time ago-a person who got $2 a day in the industrial world was
doing pretty well. I remember when Henry Ford startled the auto-
mobile world by raising the pay of automobile workers to $5 a day.
That was a very beneficent act. At least that is the way it was re-
ceived. It was a great advance in compensation for the industrial
worker. But it is not acceptable today, not even by economists, is it?

Mr. WESTON. No, I think that illustrates the point that you can
have a considerable amount of price rise over a long time period at
the same time you have a good record of growth in the economy as we
have had in the United States economy. The two are compatible.
I think the crucial matter here is that we don't get an expectation
of a substantial amount of price rise from year to year. My feeling
on that point is that we do not have an institutional structure in
which there is any basis for predicting that year by year a 3 percent
price rise will take place per annum or a 2 percent price rise will
take place per annum. Our price rises have been sporadic.

Senator O'MAHONEY. If we are to prevent inflation or its results,
should we not direct our efforts toward obtaining some sort of an
institutional change?

Mr. WESTON. I do not think basic institutional changes are required.
The price rises that we have had have been explainable mostly by
episodic factors. Wars have been a major factor. Another causal
factor has been abrupt changes in legislation-the Revenue Act of
1954, which stimulated a capital investment boom in 1955. I think it
is true with the rigidities we have in the system, we have a ratchet
effect operating whenever these sporadic events take place. I do not
think that these influences would be sufficient to slow down our real
growth rate if you have sound general policy. You raised the ques-
tion of what would you do to promote a 41/4 percent growth rate per
year. My answer would be that the main responsibility in this area
is simply not preventing it. I think that the Federal Reserve actions
in the last several years have been a factor which have slowed this
growth rate.

There are inherent growth factors in the economy, they are fettered
by inappropriate Government action at times, but the growth forces
are strong enough to give us a 41/4-percent growth rate.

Senator O'MARONEY. Gentlemen, I am advised that my time is up.
I haven't even gotten started.
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The CHAIRMAN. We will be back to you soon. Mr. Reuss.
Representative REUSS. Mr. Chairman, Mr. Fackler, you have a

very provocative paper, and I would like to explore with you one of
your central points, which, as I understand it, is that a considerable
evil in this entire operation is the very considerable wage differ-
ential between high-wage industries and low-wage industries. You
end up by saying that the struggle over the distribution of real
income among different economic power blocs, including blocs within
segments of the labor force itself, should be dragged out into the open
and faced squarely.

I surely agree that it should be, and let us drag it out for 9 or 10
minutes.

Do I state your position correctly when I say that you feel that
there are uneconomic or intolerable wage inequities?

Mr. FACKLER. I think you state it'a little too strongly. I frankly
don't know how strong the spillover effects, or as Peter Henle calls
them, carryover effects, are. We can't get them out of the data or
separate them in statistical analysis. It is my personal opinion that
"spillover" is a factor. I think there is fairly general agreement
that under certain circumstances it cani be a factor. Congressman
Curtis just talked about the tendency for wage differentials to become
rigid and stratified. The problem becomes acute when there are dif-
ferential gains in productivity among different sectors of the economy.
There is quite a good deal of theoretical literature on this question
and there has been some popular discussion, articles in the London
Economist, for example, dealing with the problem of the services, the
retail clerks, and the like.

Where you have productivity advancing fairly rapidly in industrial
sectors, unions, or even nonunion workers, given the right general
demand conditions, can get general wage increases which may not
exceed productivity. In other words, you could get a considerable
increase in wages in these industrial sectors with perhaps no increase
in unit costs if productivity were also advancing very rapidly in those
sectors. What this means is that the workers in particular occupa-
tions, particularly firms, particularly industries, are then getting
considerably more, relatively, than other people, of the economic pie.

Representative REuSS. I couldn't sit here listening to the report of
Mr. Seligman where he reports that 78 percent of the women in
variety stores make less than a dollar an hour, without feeling that
the retail clerks at least can be pardoned or understood if they hope
for a little spillover.

Mr. FACKLER. Quite. I say these people quite justifiably try to
redress wage differentials.

Representative REUSS. Your point is that if the wage spillover
spills over into areas of industry where there has not been a pro-
ductivity increase analogous to the productivity increase in the
strong sectors, then you get inflationary pressures.

Mr. FACKLER. That is right. In a particular case, say automobiles,
steel, or wherever the strategic wage increases are negotiated, if they
can be absorbed by productivity fine, but what about the other em-
ployers who have to meet these increases in unrelated activities where
productivity is not advancing? If they have to give rough com-
parable increases, the average wage for the economy as a whole must
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increase more than average productivity for the economy as a whole.
The results are produced, as Professor Lewis says, by a lot of com-
plex relationships, not because there is a particular demon in the
case. People pursuing their self-interest bring it about because of
the kinds of institutional biases that we have in the system.

I would not argue that wage "spillover" was the most important
inflationary problem in the immediate postwar period, 1948-49, and
1950. Certainly here there were clearly other causes as Mr. Hitch-
ings and other panelists have shown. I think there is general agree-
ment on this point. You could even make a case that union nego-
tiated wage contracts in this period tempered wage increases. These
were clearly excess demand situations. The evidence is much more
difficult to interpret for the last 3 or 4 years.

Representative REUSS. Let me call your attention to the figures
used yesterday by Mr. Barkin of the Textile Workers. He reported
that in the durable industries, 1947 to 1957, labor unit costs increased
15 percent and prices 53 percent, whereas in the nondurable industries
labor unit costs increased 10 percent, and prices 11 percent. This
bears out in a general way, at least on the wage side, what you are
saying.

What I want to put to you is this: In dragging this out in the
open, you seem to suggest that the major focus of public policy and
public inquiry ought to be on the wage side. I think you are say-
ing this is something that labor people ought to get straightened out
among themselves. I suggest to you that an important reason for
the fact that this pace setting in wages seems to occur in steel, autos,
and similarly strongly placed industries depends very largely on two
factors, namely, the relatively small number of producers in both of
those industries and the high cost of capital investment and thus
their ability to set prices on some basis other than pure supply and
demand.

Secondly, there is the policy of the Government in recent years in
encouraging capital investment in durable goods industries which
has brought peculiar inflationary pressures to bear. All of which, I
put to you, has resulted in a more favorable climate for wage nego-
tiations in these industries. If that is so, can one get at the jugular
of this problem just by getting at the wage side? Don't you have
to look at the total industrial picture?

Mr. FACKLER. Certainly you have to look at the total picture. One
of the problems, as I tried to point out in my paper, is the asymmetry
between the administered prices and administered wages, however we
want to define these terms-and I am disturbed about the way they
are used. In so-called administered price industries, if there is mo-
nopoly, I would certainly attack the monopoly directly.

I am not quite as pessimistic as Professor Lewis about attacking
these institutional problems. I don't think we just have to accept
existing institutions as acts of God, and go on from there indefinitely.
I realize that to get rid of administered prices-in the sense they
refer to pricing in industries which have a fairly high degree of con-
centration-would mean very earthshaking changes in the structure
of industry, and also that it is very difficult to get some sort of rational
approach to the question of union power. The whole problem is, it
seems to me, that we don't want to face the real issues. Anyone who
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suggests that maybe we ought to look at the kinds of restraints that
operate-or do not operate-in a collective bargaining situation is
immediately suspected or accused of trying to kill off unions. Right
away you are kind of stymied from any kind of objective discussion
of the problem-to what extent the problem really exists, and how
significant it is.

Mr. HENLE. I wonder if I could get in a word here?
Representative REUSS. Do I have some time?
The CHAIRMAN. About 1 or 2 minutes.
Mr. HENLE. After all, this has been too peaceful up to now. We

have to have some controversial elements this morning, and the hour
is getting a little late.

Let me say first of all that I have no quarrel with Mr. Fackler's
analysis on the theoretical level. In other words, I agree with him
when we look at the economy as a whole; we on the labor side readily
agree that the pace of wage advances should be roughly comparable
to the advancement in productivity in the economy as a whole.

TMr. FACKLER. How about money wages?
Mr. HENLE. Just a second. Let me get through here. If we have

a stable price level, it would be the same thing, in terms of money-
wage increases or real-wage increases.

We further agree that since improvements are not even industry by
industry we have some sort of problem here. Obviously we don't
want a situation in which every worker or every union or every in-
dustry can boost wages up to the limit of productivity advances that
are made in that particular industry. We would have a -wage system
that would be completely out of whack.

At the same time we must recognize that in those industries which,
as Congressman Reuss has pointed out, have larger capital equipment,
you have a different type of market situation, and you may end up
with somewhat different wage increases than in other industries which
have not had as high an increase in productivity.

My quarrel with Mr. Fackler is whether this has developed into a
serious problem. He is concerned about what he calls the spillover
effect. I assume that he means that the auto and steel boys go out and
get heavy increases, and these are transferred to other industries andthis boosts productivity up more than the average for the economy
as a whole.

I don't think except in isolated instances it has worked out in this
way. Take, for example, the textile industry or the apparel industry
where there is very severe competition among the firms. That com-
petition is translated into the wvage bargaining. If you look at the
wage bargains in those industries over the years, you will find that
the workers in those industries just have not been able to negotiate the
increases that have been won in some of the other durable goods in-
dustries. I cite that as an example to point out the spillover effect is
of a limited character. Moreover, although there may be some in-
stances that Mr. Fackler could point to wherein the wage increase
was greater than productivity there has been insufficient publicity
on the other side. There are many cases where wage increases have
been less than the productivity.

Take for example the situation in the communications industry, the
A.T. & T. Here we have a giant corporation, close to a monopoly, but

523



ECONOMIC STABILITY AND GROWTH

in a public utility industry where monopoly is permitted, in which
advances in productivity have been quite substantial. They have been
sizable. There have been improvements in terms of dialing, long-
distance dialing, a reduction in telephone operators, and so forth.
But on the wage bargaining side, there are two or three relatively weak
unions in comparison to the strength of the A.T. & T. system, and the
result is a bargaining situation that just does not yield the workers in
that industry anywhere near the productivity benefits of their par-
ticular industry or even of the economy as a whole.

Representative REUSS. At this point I am trespassing over my time,
and I do intend on the next round to return to this subject. I will
question Mr. Fackler, too.

The CHAIRMAN. Mr. Bolling.
Representative BOLLING. Mr. Lewis, you had a comment when I was

stopped before.
Mr. LEWIS. Yes. You were speaking about the need for growth and

the fact that we are not in a conventional peacetime situation. Al-
most all of what you said and most of what you implied I certainly
agree with. I do want to make my notions about policy priorities
clear, because in my previous remarks I had been focusing on the
particular question, that is, what can you do about this rather gradual
escalating mechanism that I think we have. That is what I was
talking to. Actually I don't think this should be a top priority prob-
lem for public policy at this juncture. My order of priorities would
be roughly this:

In the first place, let us not get too nervous and hasty and frantic
about the inflation problem. It is not nearly as serious as it is usually
made out to be.

In the second place, I subscribe fully to Mr. Weston's remarks about
growth, and the importance of promoting growth both on the ground
that it is more important in terms of priorities, and secondly, that
anything that interferes with growth probably does aggravate over
the long run the inflation problem. Under the heading of what you
do about this, I would also subscribe, as I take to be his position, that
the very first thing that Congress should interest itself in is to some-
how or other prevent the Federal Reserve Board from repeating its
errors of 1957. I think this was an enormous error in public policy.

As for other ways of promoting growth, I can think of various
things that Government should interest itself in, and I will give just
one example. It seems to me that one of the real inhibitions to growth
in the long run may be the failure of governmental services and f a-
cilities at the State and local level to grow in a way that accommo-
dates sufficient private growth. Here the chief bottleneck is a purely
fiscal one. The States and localities don't have the techniques for
raising revenues easily to match growth and income. I don't know
to what extent the U.S. Congress can interest itself in this, but it
certainly has an interest.

Beyond this, if you get down to the matter of gradual escalating
inflation, and you really want to do something about it, then it seems
to me it is time to consider the development of effective consultative
arrangements. I am not sure that it is not time to reexamine rather
seriously Senator O'Mahoney's longtime suggestion of a Federal in-
corporation statute. If that were undertaken, I am not sure that it
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would not be time to consider making access to some of our national
labor legislation contingent upon acceptance of certain consultative
arrangements. These are things I think we can explore rather calmly.
Above all we should not feel that this price problem is just about
ready to blow up in our faces. This, it seems to me, is just not the case.

Representative BOLLING. The basic reason I consider this problem
of inflation has to be faced now is the field of policy. Because infla-
tion is used as a club-a political club-to directly knock down the
appropriations in the area of the public good both at the Federal
level and the State level, and at the same time the fact of inflation fur-
ther knocks down the value of those appropriations, at whatever level
you choose, it seems to me that in this particular framework of policy
unless we face, and fairly promptly, the realities of the inflation prob-
lem, that then we will fail at all levels in the competition of the pri-
vate goods with the public goods. It seems to me that this is the
urgency in facing inflation now.

I have never had a belief that inflation per se was going to promptly
destroy us. It seems to me it is having the effect of destroying pubI
policy at all levels.

That is all, Mr. Chairman.
The CHAIRMAN. Mr. Curtis.
Representative CURTIS. One of the other questions that I posed to

the other panel was what effect they felt the fact we are in an economy
of plenty, as opposed to an economy of scarcity, bears on these prob-
lems. The only meaningful definition of economy of plenty that I
can see is that we have an economy where the consumer has choice
and considerable choice. I think we have all seen it operating. I saw
it operating in my own community where the housing industry was
competing with the automobile industry actually to the extent of ad-
vertising, arguing that you should buy a home before you bought an
automobile.

The reason I think that has bearing is that when we discuss in-
creased productivity in a certain line, increased productivity is eco-
nomically feasible because increased quantity pays for it. But if you
could not market the increased quantity, it would be questionable as
to how feasible would be the increased productivity. To bring it
right at hand to the specific problem, it seems to me we see it in agri-
culture right now, where we have had a tremendous increase in pro-
ductivity, probably accelerated by acreage control which puts
considerable incentive on ingenuity as to how to get more per acre, but
as far as our own' society is concerned, we have a tremendous surplus.
So, the fact that we have had a decrease in unit cost per bushel of
wheat has not been passed on to the consumer. Certainly the society
has found that it is a problem or it is a question whether it has created
more problems than more benefits.

It seems to me if it occurs there, don't we have a similar situation in
going through our entire economy which has direct bearing on this
question of increased productivity, which is your increased growth,
and which also affects your prices? I hope I have made it clear,
but I would appreciate any comments that anyone would make as to
whether an exploration of that area might be fruitful.

Mr. FACKLER. I would like to make a comment or two, Congressman
Curtis. The problems you are describing come out of the process of
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growth and change itself. This is another area in which I think we
ought to sit back and look at the general problem of what the Govern-
ment's posture should be, and particularly the Federal Government's
posture, toward the whole question of growth and change in our
economy.

These changes come about as a result of increased productivity, new
techniques, changes in consumer taste, and such things. Agriculture
is a good case in point; we can produce so much more with fewer
man- hours and less labor input that what really is a blessing in some
ways is a curse. Because the prices that the increased output will
now sell for will not support all the people who previously were en-
gaged in agriculture. This means that you have a problem of getting
the extra people out of agriculture, where they are not needed, and
finding them productive employment elsewhere, where they can in-
crease the real output of society in some other occupation.

Representative CURTIS. Plus the fact that your price is supported
in order to even continue the process, which means that the consumer
has not gotten much benefit from the increased productivity.

Mr. FACKLER. Very little in terms of price. He is also charged
taxes to pay for storage costs and price supports. The point I want
to make is that the problem is much more generalized than that of
agriculture. We see it in textiles. We see it in mining. We see it
in all kinds of economic changes, industrial migration, for example.
People in your position, the politicians, are in a very difficult position
indeed, because the cost of economic change tends to be highly local-
ized-in a textile mill in a southern town, or in an agricultural re-
gion-whereas the benefits are widely diffused across the economy
and accrue primarily to the consumer. So we tend in our public
policies to try to either stop change or to protect or insulate people
from the effects of change.

Really there are three kinds of alternative courses of action which
the Government could follow. One is to let the market forces grind
themselves out. In other words. a complete hands-off policy. People
will have to move from one occupation to another. Market forces
do work, so let them work. The problem is that they work rather
slowly in some cases.

Another alternative is to stop change or insulate particular pro-
ducers from change; in other words to subsidize people to keep them
in occupations and in areas doing things they should not be doing in
terms of economic changed conditions.

The third kind of Government policy lies in programs which will
promote normal change, let the changes take place, but ease the local-
ized hardships that occur along with change without putting the
Government into the position of allocating resources by political edict.
In other words, let the market work, but speed it up or ameliorate
its harsher personal effects.

Economic change is a very difficult problem. We see it clearly in
the import controversy and proposals for freer international trade.
We see it in the farm program. We see it in the depressed areas
situation. In fact, economic change cuts across practically all of our
major economic problems today, and we have not yet figured out
what the proper posture of the Federal Government should be toward
growth and change. It is something that we should seriously think
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about, or we will end up with a hodgepodge of the worst kind of
policies.

Representative CURTIS. I thank you because you are saying in differ-
ent words what I am trying to say. Change costs money. I think
it is still a desirable thing. *When we consider the great technological
advancement, whiclh produces growth, it seems to me we are always
going to be creating problems in employment and a shift in employ-
ment. Also we are going to have a problem of pricing. I think
underlying this same thing, as an industry becomes established, the
smaller ones tend to go out and there is a concentration, which is a
normal economic process and not again the result of some demon
directing and managing it.

Mr. FACKLER. I would agree that part of our long run inflationary
problem, and this may be far more important than any wage spill-
over for all I know, are the growing pains of growth itself. In other
words, if we are going to have an economy growing at 4 or 41/2 per-
cent per year, this growth is going to be accompanied by great teclno-
logical advance, industrial dislocations, migrations. and all kinds of
other changes.

There are many rigidities built-in through the political side, through
governmental programs which we now have and others which, I am
sure, we will have. There are also all sorts of rigidities in labor and
product markets which prevent prices from falling. Yet economic
change will cause some prices to rise, while other prices resist down-
ward pressure. I don't think we can have a very high growth econ-
omy without having a certain amount of chronic inflationary pres-
sure. I wonder if Professor Weston would like to comment on this,
but I am pretty sure I am right in such expectations.

Representative CURTIS. I wish he would.
Mr. *WEsToN. This is probably true for the reasons that have been

described. I think the saving aspect of this is that you do not know
how much and you do not know the timing. Because it is sporadic in
its nature, you do not have people setting up expectations that prices
will increase, let us say, 3 percent a year, so that this could be dis-
counted in stock market price sand real estate prices and so forth.
You have differences in judgment as to the pace at which this may
take place, and there may be 3- or 4-year periods of time when you
don't have price rises, as we did from 1951 through 1955.

Because of this, if you get the area of Government not protecting
certain segments of the economy against the changes that take place
as a consequence of a growing economy; I think the rigidities in the
industrial sector are not sufficient to cause price changes of a magni-
tude that would be disturbing. I think the real problem is the one
referred to by Congressman Bolling whenl he said inflation is used as
a club to knock down programs.

In this connection I think it is interesting to note that here you
get, because we had $12 deficit forecast for fiscal 1959, a cutback of
defense programs, and the President asked certain of the adminis-
trative sections of the Government to examine very closely their
spending policies. Then the indicated budget program was to spend
an additional billion and a half, bringing up to $6 billion, for farm
price supports, which contributes to the deficit and keeps up the farm
price sector. It is this kind of area where it seems to me the big push
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toward price increases come, rather than in the area that you refer
to when you say because of wage increases based on productivity in-
creases, you get some spillover effects in some segments of the economy.

Representative CURTIS. I regret the use of the figure of speech of
a club because certainly for this committee, I hope, we are trying to
figure out whether it has an impact-inflation-and whether that is
something we have to concern ourselves with. I would hope no one
would use one thing alone, and certainly improperly, to knock it down.
I think you will agree that the inflationary effects of these various
things should be weighed in our consideration as to what we do at the
Federal level.

Mr. HITCHINGS. High rates of growth for the economy are not
necessarily associated with rising prices. Prices increase only when
we attempt to move ahead in money terms more rapidly than in
physical terms. Increasing physical output at a faster rate does not
imply an acceleration in money demand and costs relative to produc-
tion. On the contrary, a high growth rate achieved through more
efficient use of resources (i.e., improved productivity) can lessen in-
flationary pressures. This makes it possible to pay equivalenty higher
incomes per unit of resource (labor, capital, or material) used without
raising prices. Part of the problem with rising prices since 1955 has
stemmed from the fact that productivity outside of agriculture has
not improved to any appreciable extent. There was an increase of
only about 1 percent a year for 1956 and 1957 in the ratio of output
per man-hour worked in the private nonfarm economy (as published
in the January 1958 "Economic Report of the President"). Extension
of this series for 1958 will show no gain-in fact, a slight decline is
indicated.

Representative CURTIS. You might not have a price rise in a shoe
which you can't improve too much, but let us say in transportation,
when I go from St. Louis to Washington-I used to go by foot-
certainly there has been an increase in cost from transporting from
Washington to St. Louis. Now they have jets. Isn't that going to
require an increase in price? It seems to me growth because of new
products and new things, things that we did not have before, is
bound to be reflected in price increase.

Mr. HITCHINGS. If transportation use is increased because we
manufacture more goods, productivity in the transportation industry
is likely to improve.

Representative CuRis. Yes, but the cost of taking an hour to go
from St. Louis to Washington instead of 3 hours, can go up and
usually does, and legitimately so, because of the cost factors, the re-
search and development, and everything else that has gone into
bringing that thing about.

Mr. HITCHINGS. The cost is determined by the amount and price
of resources used to provide the commodity or service. Costs go up
when there is an increase in combined labor, capital, and materials used
per unit of production or when the price paid per unit for these re-
sources is increased. Except where the quality of commodity or serv-
ice is boosted, there is usually an increase over time in the ratio of
output relative to input of resources.

Inflation arises when we are not content to move ahead in dollar
terms at a pace consistent with our increases in physical production.

528



ECONOMIC STABILITY AND GROWTH

This is the real cause of rising prices over recent years, in answer to
Senator O"Maholney's earlier question as to the causes of inflation. The
same was true of wartime inflation, but it is to be expected that people
will not make the sacrifices in financial terms that are necessary to go
with the limitation on physical production for civilian purposes during
war periods. As a result, we pay out more dollars in wartime than we
have production. In peacetime, there is no necessity for rising prices
if we are content to move ahead in dollar terms only to the extent of
the rise in physical output. Primary emphasis should be placed on
moving ahead at a nmximum amount in physical terms. It does not
follow that a greater rate of physical growth ,ill increase inflationary
pressures. In fact, the pressure will be less if we do not try to move
ahead still more rapidly in money terms.

Mr. SELIGMAN. I would like to ask Mr. Hitchings a question, if I
may.

The CHAIRMAN. Senator O'Malhoney.
Senator O'MAHONEY. Mr. Seligman wants to ask Mr. Hitchings a

question.
Mr. SELIGAIAN. I would like to ask Mr. Hitchings how he would

effect control on the money side of the equation he is talking about in
a period of growth when you have a given set of resources which may
or may not be used more effectively.

Mr. HITCHINGS. The first line of defense is to prevent an undue
expansion of credit. This is the primary responsibility of the Federal
Reserve. In conjunction with this, Government fiscal policy should
avoid deficit financing at a time when there is already a high rate of
utilization of economic resources.

The next problem is to hold total wage and fringe benefit increases
to the amount consistent with rising output. I have not given up yet
on the possibilities of public education as a restraining force. I think
it has had some effect this year on both management and labor. The
contract settlements in the auto industry are an example. I don't
think we have necessarily reached the stage where wve have to rely on
more specific Government controls of wages and prices.

Monetary policies, fiscal policies, and public education to dampen
excessive wage and fringe benefit increases should be supplemented by
Government action to prevent monopoly control by either manage-
ment or labor. The problem comes in defining what constitutes
monopoly control.

Mr. SELIGMAN. I just want to make this comment. It seems to me
in the case of the automobile industry, the educational impact that
Mr. Hitchings talks about was purely economic.

Mr. HITCHINGS. It was primarily economic, but there has been a
growing awareness of the problem. The discussions of rising prices
before this committee and elsewhere in the past year or so have made
a contribution toward public understanding of the problem. I think
we must have public understanding before we can take action.

Senator O'MAHONEY. Mr. Chairman, I wonder if all the panelists
have a copy of the Economic Indicators of November 1958 before
them? May I ask you all, then, to turn to page 24, pages 23 and 25.
I want to see whether or not there is an agreement among the panel-
ists as to the facts which are set forth here, first on page 24 with
respect to wholesale prices. The table and the chart seem to indicate
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quite clearly that all wholesale prices have risen from an index of
111.6 based on 1947-49, as 100, to 118.5 in December 1957, and 119.1
as of September 1958, whereas farm prices have fallen from 107 in
1952 to 92.6 in 1957 and to 93.1 in September of 1958. and while proc-
essed foods have been rising, as the prices of farm products have been
going down. Processed foods have risen from 108.8 to 105.6 for the
whole of 1957 and 111.1 for September 1958, while industrial products
have risen from 113.2 in 1952 to 125.6 for the whole of 1957, and 126.2
for September 1958. In other words, wholesale prices are generally
rising from 1952 through 1958; processed foods, which are an indus-
trial product, have seen prices rise genierally. The chart would indi-
cate that at the beginniing of 1952 the prices of processed foods and of
farm products were identical; they wevere at the same rate, 110. The
prices of farm products have been falling pretty steadily with some
variation, but the prices of processed foods have been rising steadily
with some variations. Then, of course, industrial processes at the top
of the chart are rising from the higher level to the highest level on
the whole chart.

On page 26 you find that the prices paid by farmers have been ris-
ing during the same period, 1952 through 1958, and the prices received
by farmers for all farm products have been falling.

On page 23, we find with respect to consumer prices, a general rise
for all items, a very steady rise for rent, a substantial rise for trans-
portation, a more general rise for food, and a slight rise for apparel.

Do these reports from the Department of Labor and the Depart-
ment of Commerce, and so forth, portray results which are accepted
or rejected by the panelists?

Mr. IATESTON. I would like to comment on that. I would like to
present an economic explanation for that. I think one could very
easily draw some erroneous conclusions from these data.

Senator O'MAiT oEY. First, before we draw any conclusions, are
the data correct? Do you accept the data?

Mr. WESTON. Surely. Now, as to the explanation I think these
relative movements are explained by the fol]oNwing factor. This trend
started even earlier than 19,52, but since you started with 1952, let
us start the explanation there-

Senator O'MAIo1NEY. I started with 1952 because the chart starts
with 1952. If I did use the earlier prices it was because they are on
the tables below.

Mr. WESTON. Surely. The explanation would be the same if you
took any year starting after World War II because any year after
Woild War II you had farm-price supports. This means that the
prices were set higher than the prices that would have obtained in
free markets. Otherwise you would not have needed the supports.
Having price supports, you stimulated further production of agri-
cultural commodities, and therefore you had an aggravation of the
excess supply of agricultural commodities. As a consequence, you
have what any general economist would predict, wheni you set price
supports, you stimulate supply. You have set a price in excess of
the price that would have obtained in a free market, so you aggravate
the problem. Therefore since this wvas associated with acreage con-
trol and stimulated the use of equipment and fertilizer, the output of
commodities that were not supported increased even more because you
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freed acreage for those. So an economist would predict that this is
exactly what would happen to farm prices under conditions of farm-
price support.

Farnm-price sup)ports themnselves have resulted in a relative weakness
in farm prices. One would expect this because you are attempting
to prop up prices artificially high. But regardless of what you do,
the fundamental influences of supply and demand under these con-
ditions wvill tend to puSh farm prices down.

I think it is useful since you are looking at these data to observe
the period September 1957 through March 1958, because the down-
turn started in September and presumably ended to a certain degree
in March of 1958. During this period prices wvent from an index of
91 to an index of 100.5. During this period farm prices increased ap-
proximately 10 percent.

Senator O'MAHONEY. Where do you get those figures?
Mr. WESTON. The monthly data on page 24, farm products, the

index September 1957, was 91; March 1958, it was 100.5, which
would represent an increase of about 9 index points, which would be
an increase of about 10 percent.

Senator O'MAHONEY. The month before the prices were 96.1 and
in the month of April, the month after, the prices had gone to 97.7.

Mr. WESTON. Yes. I don't argue that there was anything sinister
in farm prices having gone up. I don't argue that the farmers were
monopolists during this period or anything of that sort.

Senator O'MAIIoNEY. I am not making any argument about it. I
am merely pointing out that 100 seems to be an exceptional price.

Mr. WESTON. This reflected some cold weather freezes and some
very temporary circumstances. However, this was a factor which
pushed the all-commodity index up from 119 to 119.7 from February
to March and gave rise to arguments that we had rampant inflation,
and therefore somebody ought to do something about administered
prices, and somebody ought to do something about labor unions when
this particular price rise is explained by weather conditions in the
agricultural sector. The reason I chose this period, if you look at
industrial prices during the same period of time, September 1957
through March 1958-I think this is the significant thing-they went
from 126 to 125.7. Industrial prices dropped during this period of
time. This belies the argurrient that the price rise during the recent
recession represented cost-pushl, or represented administered prices. It
just does not jibe with the facts.

I think another interesting point to be drawn from this table to
which you have directed our attention is that for the period you
choose, 1952 through 1958, the price rise in processed foods is rela-
tively small, reflecting the fact also that it is dependent upon the
supply of goods coming from the agricultural sector, and these sup-
plies were relatively abundant due to price supports, which meant
that the supply-demand situation operated in such a way that the
processed food sector price rises were relatively small in comparison
to the industrial product sector. This reflects, it seems to me, funda-
mental demand-supply forces rather thap these particular institu-
tional factors that people seem to me to overemphasize.
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Senator O'MAIoNTEY. It occurs to me to suggest, Professor Weston,
that you have taken the intermediate changes. I was drawing at-
tention to the change overall from the period beginning in the chart
to the period ending in the chart. That seemed to make it clear
that the wholesale prices of all commodities were steadily rising.
The prices of farm products were steadily falling. The prices of
processed foods were steadily rising. Of course, that explanation of
Government supports is a good one so far as it goes on the whole
economy. However, we must not fail to remember that the Gov-
ernment also spent huge sums to purchase the surplus products, and
then distributed them in foreign countries in a way that has caused
considerable confusion in the Congress; I know, as to the value of eco-
nomic aid being extended to some of the foreign countries.

Mr. HITCHINGS. May I comment on your question, Senator?
Senator O'MAHONEY. Yes.
Mr. HITCHINGS. The reason for the differential movement in prices

of farm products, foods, and other commodities is to be found in a
comparison of my summary chart on prices, costs, and profits per
unit of production for the.private nonfarm economy with a similar
one for the farm segment as shown in my full paper. Most of the
farm product price goes to the farmer himself as return for his own
labor and that of his unpaid family help and for income on his in-
vested capital. The cost of hired labor and of depreciation, interest,
and indirect taxes is a relatively small part of the total price. Unit
costs for farm product were relatively steady after 1951. The decline
in farm prices came at the expense of unit net income to farmers.
Many farmers transferred to other types of work because of the
reduced income. Those who did remain thus did not show as great
a drop in income per unit of production, but the squeeze on them was
still substantial. Production was continued at high levels despite
falling prices because of low marginal costs of production, and an
unwillingness or inability of remaining farmers to transfer to other
occupations.

By contrast, the nonfarm chart shows that unit profits to owners
of corporate and unincorporated businesses are a small part of the
total price. Furthermore, unit costs were rising steadily for nonfarm
production (including food processing and distribution) after 1951.
There was not room for absorption of these increased costs out of
profits without liquidation of many businesses and curtailment of pro-
duction to levels consistent with demand at prices increased to reflect
most of the rise in costs. Furthermore, demand for most nonfarm
goods and services increased more than for farm products, thus tend-
ing to support higher prices.
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(The material referred to followvs:)

CHART IV

PRICES, COSTS, AND PROFITS PER UNIT OF PRODUCTION
(FARM PRODUCT)

INTS IN 1954 FOR TOTAL - 100

SOURCE: DEPT. OF COMMERCE
(A) INCLUDES CAPITAL CONSUMPTION ALLOWANCES, INDIRECT BUSINESS TAXES, AND NET INTEREST.
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Pr ices, costs, aid piofits per intit of plrodu/ctionI (fao-m produtct)

Points in total index

Total price
(index) Net Income

(1954=100) Labor cost Other of unincor-
costs I porated

farms 2

1929 - 59.6 7.8 15.5 36. 21930 -51.3 7.8 16.3 27. 41931 -35.1 5.2 12.5 17.91932 -26.9 4. 0 11.6 11.61933 -28.1 3. 8 10.3 14.91934 -32.0 5.0 12.1 18.1
1935 -42.1 4. 7 9.8 30.5
1936 -44. 4 6.1 11.8 28. 01937- 45. 9 5.6 10.0 31.9
1938 -37. 8 5.5 10.1 24. 41939 -36.6 5.6 10.4 24.31940 -39. 2 5.9 10.6 26.11941 -49.8 6. 7 10.8 34.61942- 65.5 8. 1 10.9 49.1
1943 -81.5 10. 9 12.5 60. 41944 -81.4 11.6 13.1 60.01945 -89.5 12.8 14.7 65. 31946 -104. 9 13. 9 11.0 82.81947- 122. 8 16. 7 14.8 92. 01948 -123. 6 I5. 8 15. 8 92. 21949 -105. 2 15. 7 19.3 70. 6
1950 -106. 2 13. 9 20. 3 72. 51951 -130.4 15. 5 24. 9 90. 21952 -121. 0 15. 0 25. 4 81. 61953 -107. 4 14. 4 25. 4 68. 1
194 -100. 0 13. 4 25.0 62. 51955 -91. 6 12. 8 24. 6 55. 01956- 90. I 13.1 25.1 54.1
1957 -92.6 13.9 27.1 55. 8

I Includes capital consumption allowances, indirect business tasNes, and net interest. Does not includefarm corporate profits after tax, profits taxes, and subsidies of,Qovernment enterprises to farms. Total costs
and net farm income will differ from total price by the total of these excluded items.

2 Excludes profits and losses from inventory revaluation.
Source: Indexes computed by the author from Department of Commerce data on farm income andproduct.

The CHAIRMAN. Senator, would you yield to me briefly for all
observation along your line?

Senator O'MAHONEY. Yes.
The CHAIRMAN. Prices seem to go up and down in the last few

years except one price-interest, the price charged for the use of
money. I refer you to page 3 of the "Economic Indicators" for Novem-
ber 1958, and you will notice that in 1952 the part of the national
income represented by net interest was $7,100 million. That has been
a consistent increase every month and every year since that time until
the third quarter of 1958 when it is increased almost 100 percent or
$13,200 million.

On page 4 you vill notice personal interest income that goes to make
up the sources of personal income, and you will find there that the
personal interest income in 1953 was $12,100 million for the year 1952.
It has increased consistently month by month and year by year, never
lowering at any one time. The last quarter we have, October 1958,
it has increased more than 60 percent to $19,500 million. Evidently
that enters into the farm problem because the farmer is not protected.
He does not have any way to protect himself. As farm products move
from the farmer to the consumer, and go through the many necessary
middlemen, probably 15 or 20 involving transportation, finance, manu-
facturing, processing and different forms of middlemen, we vill say-
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and I insist that they are all necessary middlemen-the interest rate
having gone up, each one of these midfdlemen will protect himself by
taking into consideration his increased cost by reason of higher
interest.

By the time the goods reach the consumer-, the consumer has paid
and paid, but the farmer has gotten less because being the only one
unable to protect himself, that is taken out of his price. On the other
hand let us take the case of an industrial product for instance, the
things that are made of steel. From the ore mines in Minnesota to
the ship that is loaded with the iron ore and comes down through
the Great Lakes, and to the blast furnace, and is made into pig iron
and then made into steel and fabricated into different products, and
finally through transportation and distributors, all of whom are neces-
sary, I insist, but probably 15 or 20 of them. When the product, let
us say a tractor finally reaches the farmer, the increased interest rate
has been added on every time. So the interest rates hit the farmer
two ways. It is like the farmer down in my country said. He got
along all right in the great depression until the Hoover "hard times"
hit him at the same time. In this case he is hit at the same time with
products coming to him because the interest has been added on and
products leaving him going to the consumer, the interest is taken out
of the price of his product. Don't you think that enters into it, too?

Senator O'MAHONEY. Of course it enters into it, but in raising these
questions, I was not doing it in an argumentative sort of way, but
to determine the answers of the panelists to two questions: First, have
prices been rising, and has there been a dislocation of price rise in
some instances, and secondly, is this evidence of the changing economy
of which Mr. Fackler of the United States Chamber of Commerce
has spoken, and is that changing economy good or bad? These are
questions the answers to which must be found by the Congress if it
tries to do anything realistically about the problem that is before us.

Mr. HENLE. If I may comment, I think you have posed the very
crux of the problem. Looking at the figures here, we can ask, do the
figures show us a situation about which we should be concerned? If
we are concerned, what are the types of public policies which we can
suggest to do something about?

Senator O'MAHONEY. Precisely.
Mr. HEN-LE. From my own point of view, and speaking personally-

my individual point of view as an economist-I think the situation
that is presented here on page 24 of "Economic Indicators" does not
present an alarming situation. You pointed to the increase in prices
from 1952 to 1958. For all commodities the index shows an increase
from 111.6 to 119, the last figure on the table, for October. That is a
slow but steady increase, as you pointed out. Yet, Senator, I think on
the whole the United States economy is, if anything, to be commended
for that type of price behavior. The increase there amounting to
about 7.5 points over a 6-year period comes out to somewhere about
1 percent per year. I do not believe that would be considered exces-
sive; certainly not by me, although I don't know about the other mem-
bers of the panel.

There are problems of dislocation. There are problems of change.
We in the AFL-CIO have been very concerned about some of the
questions that Congressman Curtis raised. I would agree with his
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remarks and also agree with the remarks that Mr. Fackler made about
the importance of change to keep our economy going, to stimulate it,
to make possible increased productivity.

At the same time, naturally, there are problems involved in the
change. People have jobs. They don't like to change jobs. In many
cases they are forced to change jobs. They may lose in terms of
income as a result, but so far as the price picture that is portrayed here
is concerned, I don't believe that it presents an alarming picture,
Senator.

Mr. HITCHINGS. Senator, are you primarily concerned with the
differential performance between farm prices so that by the time you
get to the consumer you don't get your reduction? Is that your
primary concern?

Senator O'MAHONEY. No. My concern is to find out what degree
of agreement there is among the panelists that there is inflation. The
representative of the AFL-CIO reaches the conclusion that while
there has been an increase, it is not a dangerous increase, and ap-
parently that wvould lead to the conclusion that we don't need to think
about doing anything about it at all. I don't know, Mr. Henle, if that
is what you really mean.

Mr. HENLE. There are serious problems that arise in terms of specific
prices. That is what I tried to do in my paper. There are some items
in the Consumer Price Index that over a 2-year period of time have
jumped by 15 or 16 percent. These are not normally the items one
thinks about when one thinks about inflation. There are some of
Congressman Patman's problems, because one of the sharpest increases
has been for mortgage interest payments. Some of the sharpest in-
creases have been for medical care payments. Any attack on the
problem of collective bargaining or even administered prices, I will
say, is not going to solve the problem of what the hospital charges for
a room or what Group Hospitalization charges for its insurance.

Senator O'MAHONEY. If you were to examine, Mr. Henle, the prob-
lem of the Department of Defense you would find that prices there
have risen at a perfectly terrifying rate, according to the Secretary
of Defense and his fiscal agents. A good part of that, perhaps most
of it, is due to the fact that modern weapons are much more expensive
than the weapons we used in World War II. But the result is that
the money outgo from the Federal Government in defense, in farm
supports, in the tax-exempt securities and the like, is steadily increas-
ing. So that the Bureau of the Budget last September estimated that
the cost of interest upon the national debt for fiscal 1959 would be
$7,578 million. Since that time the Treasury, in preparation for the
due date on December 1 of some $9,200 million worth of Federal
securities, made exchanges and issued new notes and new bills, some
for cash, some for exchange, which will increase the interest by at
least $100 million for fiscal 1959-$7,678 million is the largest cate-
gory of Government expenditure except national defense itself. All
of this is placing a tremendous burden upon the Government to
determine what should be done about the situation. I am trying to
secure as best I may the basis of agreement among all of you gentle-
men-I don't want to argue with any of you.

Mr. HENLE. Let me make my position clear. I think there is a
very real problem about interest, and this is portrayed very sharply
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in the points you made with regard to public debt. I think the
American people also have a very real problem with regard to the
price they pay for medical care which is the sharpest rising component
in the entire "Consumer Price Index."' I think there are problems con-
cerning the administered price field. I think some of the larger cor-
porations in this country have not adopted pricing policies which
are in the best interests of the entire American people. But looking
at our price record as a whole, taking the good with the bad, I don't
think it is a serious record about which we should be alarmed. I
think there are things that should be done, actions by the Federal
Government and by private individuals and groups, and undoubtedly
some by labor unions as well, to meet some of these particular pricing
problems. I don't think in the aggregate, taking the good with the
bad, the competitive industries with the noncompetitive, that we have
an alarming situation that requires major changes in public policy.

The CHAIRMAN. Senator, may I elaborate on what you said con-
cerning the amount paid annually for interest rates on the national
debt? The figure I gave of the amount we are paying this year,
between $7.5 billion and $8 billion, Senator, does not include interest
payments that really bypass the national debt, like Commodity Credit
and obligations like that. The amount paid this year on interest will
be more than the total expenditures of our National Government for
any one year preceding the second administration of President Frank-
lin D. Roosevelt, except some deficit financing in 1918 amounting to
$12.7 billion and 1919 amounting to $18 billion. The amount paid
this year in interest is more than the total amount collected by the
U.S. Government in taxes or the total income of the Government in
any one year preceding 1942, during World War II. So it is an
alarming figure.

Mr. WESTON. I would like to comment on that, if I may. I think
these figures are impressive, but when one looks at their source, one
realizes that at the outbreak of World War II the Federal debt was
around $48 billion, and when the war ended the Federal debt was
around $280 billion. So you had roughly $230 billion of the increase
that came about during World War II. This is the source of the bulk
of that interest payment to which you are referring.

The Government has to compete in the capital markets for the use
of capital and they ran up a debt increase of $230 billion.

The CHAIRMAN. Might I interrupt you there-compete with the
Federal Reserve which is supposed to represent the people's interest.

Mr. WESTON. That is another issue. The point I wanted to make
was that while the interest figure looks large, pretty close to $8 billion
now on the Federal debt, what this amounts to is part payment for
World War II. We hardly had any choice in the matter. It pur-
chased the preservation of our freedom.

Senator O'MAHONEY. Professor Weston, you are overlooking a few
basic facts there. It is true, of course, that when World War II
ended the national debt was at a very great height. As I recall it,
your figures are about correct.

Mr. WTESTON. It was $281 billion, but this was oversubscription on
the last victory loan.

Senator O'MAHOiEY. That was oversubscription. The last loan
amounted to $25 billion, and the President, as soon as that was sold

34358 0-59 -
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and the war was over, ordered that it be paid on the existing debt.
Not a penny of that $25 billion obtained by the Government through
the victory loan was spent by the Government.

Mr. WESTON. The debt went down to about $270 billion. I accept
your correction. The amount should have been $220 billion.

Senator O'MAHONEY. Ever since that time the debt has been in-
creased in so-called times of peace. I say we are not living in times
of peace. We are living in times of economic war, and modern war
is economic war, even when it is a shooting war. It is an economic
war now, and it is a very expensive war for the free governments of
the world. That is something we must tend to. Don't you agree?

Mr. WESTON. Yes.
Senator O'MAHONEY. Nothing is to be gained by explaining away

in details what the cause was. That is acknowledged. The cause was
World War II, and the cause of major Government expenditures right
now is the increasing expense of modern weapons. I was chairman of
the Subcommittee on Defense Appropriations in 1951 and 1952 calen-
dar years, and I know that the airplanes which we are buying now are
immeasurably more expensive than the airplanes we were buying dur-
ing World War II.

Mr. WESTON. I think there is danger that one will draw a wrong
moral from this story. Even if one starts with the $270 million figure,
and goes to the present debt ceiling level of $288 billion, the $270 to
$288 billion represents at most a $20 billion increase in the debt over
a 10-year period of time, and we recognize this is associated with de-
fense activity.

Then the question becomes, can we really afford the increased price
of defense? My argument is that we can. With normal growth in
our economy of something on the order of 4 percent, with a gross
national product of roughly $450 billion, this represents about a $20
billion a year increase in gross national product. The Federal reve-
nues get about 20 percent of the increase in gross national product.
That is a $4 billion increase in the capacity to spend each year. That
is enough, it seems to me, to take care of the increased cost of defense
and the increase in regular functions. I think it is remarkable that
when you consider the cost of interest and the cost of defense, how
little normal Government functions take as a portion of the total
Federal budget.

Senator O'MAHONEY. May I interrupt you to ask you a question,
pointing out first that the executive branch of the Government during
this year, 1958, came to Congress twice to get a law passed to increase
the permanent debt ceiling. The first request was made in January.
The Congress passed a bill, not exactly the one which the Executive
wanted, temporarily increasing the ceiling, and increasing, as I recall,
the permanent ceiling also, but at a lower figure. That was not suffi-
cient to meet the problem as the Executive looked at the problem. So
in August of 1958, just a couple of months ago, the administration
again asked for an increase. They asked for a permanent increase to
$288 billion. They did not get the permanent increase. They got an
increase of the permanent ceiling, but they also got a temporary in-
crease which added together makes the present ceiling of $288 billion,
as you recited. But yesterday, after a conference in the White House,
Republican leaders of the Senate and the House expressed the opinion
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to the newspaper reporters on the White House steps that the Presi-
dent's budget this year would hover around $80 billion. That is what
former Speaker Martin said, what Senator Bridges said, what Con-
gressman Arends said; all said the budget would be about $80 billion.
The budget which the President sent to us in January 1958, this year,
was less than $74 billion. So liere.is testimony that Congress will be
asked by the Executive next month to increase the expenditures of the
Governimenit by about $6 billion. Do you think that is alarming or not
alarming?

Mlr. WESTON. No; not at all.
Senator O'M Io-xiEY. Or do you believe that by increasing the

gross national product by a growth figure of 4.25 percent we can solve
this problem?

MLr. WESTON. I think the points to be observed here are these. Dur-
ing this same period of time when the Federal debt at the end of the
war to the present increased by about $20 billion, total private debt,
reading from page 170 of the President's last Economic Report, wvent
from $140 billion to $436 billion. In other words, total private debt
increased approximately by $300 billion. I have never heard anyone
talk about putting a ceiling on private debt or a ceiling on corporate
debt during the same period of time.

Senator O'MAHONEY. You have not been reading all the articles I
have been reading, articles which point out the terrific consumer debt
which now exists in this country.

Mr. WESTON. Restricting ourselves to corporate debt, then, corpo-
rate debt increased by $100 billion over this same period of time. It
is natural that a growving enterprise handling increased activities will
have a higher debt associated vith it. The increase in the Federal
debt associated with the increase in the responsibilities of Federal
Government activities has been relatively small. The remarkable
thing here is that the biggest part of the increase in the Federal debt
has come about during the recent recession, fiscal 1959, with an esti-
mated deficit of $12 billion. We have not had a debt increase of that
magnitude in years of good business activity when defense spending
increased by much more than defense spending will have increased
in fiscal 1959 compared to other years.

In other words, the increase in the Federal debt is not caused by
the increase in defense spending. The increase in the Federal debt-
the big increase taking place currently-is caused by the drop in reve-
nues because the Federal Government has elected to attack the re-
cession passively.

Senator OM.AHONEY. May I say to you, Professor Weston, that
the testimony of Secretary Anderson before the Senate Committee
on Finance was that the $12 billion deficit wvas due to two factors.
One, an increase of $5 billion in Government spending, and second.
a drop of $7 billion in Government receipts.

Mr. Chairman, may I say I gladly accede to your request to take
the Chair while you have to attend to a previous engagement. That
in turn leads me to the conclusion, Mr. Reuss, that I have been allow-
ing these panelists to take your time. I recognize you.

Representative REuss. Thnulk you very much, Mr. Chairman, but
won't you please proceed?2

Senator O'lMAHONEY. I think that we have gotten enough from this
angle.
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Representative REUSS. Mr. Chairman, I do want to return to the
subject that particularly interested me; namely, the central subject
raised by Mr. Fackler's paper, and commented on by Mr. Henle,
having to do with the disparity in wages and labor costs between
certain groups of industries. I would like to summarize what I have
gotten out of the discussion so far and then put a specific question to
you two gentlemen, and to anyone else in the panel who would like
to comment.

It may well be that you both won't agree with everything I am
going to say. It seems to me that there are certain so-called strong
industries, of which steel and automobiles are repeatedly mentioned
as members, where productivity has increased rather fast, where
demand has been steady in part through governmental measures,
where the structure of the industry is such that prices can be raised
faster than you would think possible if the laws of supply and demand
were the only governing factors, and where there are also strong
labor unions. In these industries, wages appear in the last 10 years
to have gone up farther and faster than wages in less strong industries,
notably in the nondurable goods industries. Also in these industries
prices have gone up a great deal higher and faster than in nondurable
industries. The dilemma seems to be this: Where wages in these in-
dustries have gone up ahead of overall productivity-though perhaps
not ahead of productivity in that particular strong industry and
those wage increases spill over to the rest of the economy as stated by
Mr. Fackler-and I tend to agree with him-this, then, causes overall
total wages to increase faster than overall productivity and at a cer-
tain point, at least, contributes to inflation because you have more
money being paid out than you have goods to answer the ensuing
demand.

On the other hand, if this disequilibrium does not spill over-one
has only to look at the position of the retail clerks testified to this
morning to realize that the $2.75 an hour in the steel and auto indus-
tries has not spilled over to the 90 cents per hour earned by retail
clerks-you have an intolerable inequity, to use Mr. Fackler's phrase,
but you have a factor which seems to me to make its contribution to the
fact that neither the manpower nor the resources of this country
are now fully employed.

One of the reasons I suggest is that a 90-cents-an-hour clerk has
difficulty buying an automobile made by a $2.75-an-hour auto worker.
I suggest that one way out of the dilemma would be the setting up by
statutory warrant some sort of an informal committee, the nature of
which has been hinted at by panelist Lewis, made up of representatives
of labor, including, if we were looking at steel and autos, steel and
auto workers, representatives of managements, including, among
others, representatives of these industries, plus a fair number of rep-
resentatives of the public. Let this board or whatever you wvant to call
it-it needs voluntary in its name as well as its constitution-sit down
with these representatives and see if there cannot be hammered out in
private or in public some policies which relate to this dilemma.

Specifically let congenial pressure be put on management to mod-
erate their price increases. Let congenial pressure be put on the
unions not only to moderate their wage demands, but also to marshal
as much as possible of their request in the direction of such things as
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profit-slhaing plans whichl don't directly go into the wage picture. By
doing that, I suggest you would tend to get either lessened price
increases or-one may hope-price decreases in these important and
somewvhat sticky indtustr ial sectors. You would ntrrow the disequilib-
rium between the wage picture in these industries and in weaker indus-
tries and to the extent that you did that you would avoid both the
inflationary pressure that Mr. Fackler is worried about or at least
potentially worried about due to the spillover and also the deflationary
underemployment factor you get due to lack of sufficient purchasing
power.

My question, then, which I will put first to Mr. Fackler, and then to
Mr. Henle, and anybody else if time permits, is: *What about this
analysis and what about this proposed remedy? Are they good for
the country or bad for the country?

Mr. FACKLER. Congressman Reuss, I think you overstate the case.
I would take exception to some of your statements in posing the
problem. It is not necessarily in a concentrated industry that wage
pressures build up. This "spillover" phenomenon is not related to
concentration. It could happen, and for all we know it does happen,
just as well in a competitive industry where productivity is rising
rapidly but somebody, workers on the spot, are able to preempt the
productivity gains in the form of wage increases. I don't see how you
could establish criteria for identifying wage patterns with this or that
kind of industry, such as steel. I am not looking for particular cul-
prits of this kind of thing. I don't think we know enough to say it is
steel or autos or somebody else.

I am not very much impressed with the idea of wage-price surveil-
lance or prenotification or voluntary restraints of the kind often men-
tioned. If the problem is real at all, I don't think that these proposals
are going to be very effective in coping with it.

Representative REUss. Passing that mechanism-I get the point you
don't like that-would you be pleased or displeased if all by them-
selves labor in these industries, whatever they are, announced that
because of the disequilibruim it wvas going to concentrate more on non-
wage bargaining and management all by itself announced that it
recognized there was a disequilibrium and in the public interest, was
going to concentrate on price reduction? Would this please you or
displease you, if you read that?

Mr. FACKLER. I don't quite follow you.
Representative REUSS. If these policies were adopted by labor and

management in these industries which you describe as strategically
placed industries, would this please or displease you?

Mr. FACKLER. I am a little old fashioned about some of these things.
I distrust, inherently, large aggregates of economic power. I would
prefer to see us attack the business problem on an antimonopoly,
antitrust basis-with whatever revisions we need in this area. Though
we need not necessarily lump labor under the same legal restraints,
we should examine the structure and economic power of labor unions
and attack these as a separate problem. Given the proper market
constraints we can let the competitive forces of the market work
things out. I have much more confidence in this kind of approach
than I do in these voluntary agreements or political decisions to do
this or that.
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Representative REUSS. I wanted to get past this hurdle with you,
however. I said let us put to one side the mechanism used. My
question to you is: Is the result I described a result whicih in your opin-
ion would be for the good of the country or not?

Mr. FACKLER. As long as wages and prices are not tied to some
sort of formula. I dontt think you can use a national productivity
formula in these things. It makes no sense at all in particular wage
negotiations. Reverting to Mr. Henles earlier point, I quite agree
with him that the "spillover" may not spill over very much into par-
ticular sectors where there are other competitive forces at work in
the opposite direction. I don't want to underestimate in any way
the very strong competitive forces that work in particular situations
to prevent "spillover" from occurring in this particular case or that
particular case; textiles is probably a good example.

I would agree completely with him that wage increases should not
necessarily be related to the productivity increases in per man-hour
in a particular firm or industry. If people don't want to mine coal,
I don't care if the price of mine labor, miners' wages, goes away up
with no concurrent technological advance or no change in productiv-
ity. The scarcity of mine labor will be reflected in higher coal prices.
You have three factors in every economic equation. The supply of
different kinds of grades and skills of labor, the technological possi-
bilities of obtaining output with various combinations of labor and
capital inputs with various kinds of substitutions possible, and the
demand conditions for product. You cannot get a determinate solu-
tion to the wage problem without taking all three factors into account.
So if the supply of a particular kind of labor changes, I see no reason
why those wages should not go up with no change in productivity
in the particular case; or wages may go down with no change of
productivity in a particular case. There is a tremendous amount of
confusion on this score. What do we mean by productivity? The
national average output per man-hour in no sense indicates produc-
tivity changes in an individual firm. Furthermore, in a particular firm
the productivity may increase in such a way that there will be a reduc-
tion in the demand for labor-or at least substitution in the kinds
of labor used. Congressman Curtis touched on this same point.

It may be that there will be a lot fewer people employed in a given
industry after adjustments have been made-take the situation of the
powerplant where there is now one operator and the work is all done
by machinery-those people that were formerly employed should be
moved out. Productivity increases may be laborsaving or labor-
using. Prices of labor should go down in one case and up in another
case. To try to gear wage determination in a particular industry or
firm or collective bargaining situation to either a national formula or
to some sort of industry formula just seems crazy to me. It is eco-
nomic nonsense.

From page 116 (Commentaries) of Mr. Henle's paper on, I agree
almost completely with what he says. Here he discusses these very
problems and emphasizes the need for flexibility in the system.

Representative REUSS. Then the current policy of President Eisen-
hower and the Council of Economic Advisers, which, as I read it, uses
just the one word "productivity," you would view as crazy?
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Mr. FACKLER. It is misleading as can be. If they are referring to a
national average, it. is all wvell and good for discussing general stabil-
ity conditions; but it gives no guidance to what wages or prices should
be in a particular case. I don't see how you can transfer wage-price
decisionmaking from the marketplace to a political board or the
political sector, w ithout creating a pretty chaotic situation-to say
the least.

Representative REUSS. Flow is my time? I suspect it is not good.
Senator O'MA11ONEY. You still have some time.
Representative REUSS. I did want to give Mr. Henle a chance. I

wish you would concentrate your answer on the substantive phase of
what, I had to suggest rather than the procedure. The procedure was
the idea of a labor management public forum which would use its
good offices to produce certain policies in these industries that Mr.
Fackler is talking about. Skip that, because I suspect from your
other testimony that you don't like that idea. Address yourself to
the substance. Would it not be good for the country, both from the
standpoint of full employment and the avoidance of harmful inflation,
if there were less of a disequilibrium between wages in various indus-
tries and is not one way of producing that happier equilibrium price
reductions by managements in the strong industries and concentra-
tion. on nonwvage bargaining to a greater extent in these industries
than in less favored and strong industries?

Mr. HENLE. Congressman, I certainly think you have concerned
yourself with several real issues in discussing this question. I cer-
tainly agree with you, for example, that we need a broader exchange
of views between the labor people and the management people directly
involved in some of these critical industries on these issues. Part of
that is wrapped up in your attitude on this question.

You suggested the possibility of a public board. I don't know that
that would work out too well. There have been some suggestions
actually from both sides of the table in recent months that perhaps
there should be some type of forum where union people and manage-
ment leaders could discuss these issues removed from the immediate
plroblems of the bargaining,- table. I think this would create a better
understanding of some of these economic ques tions and could lead to
developments at the bargaining table that would be in the general
interest.

I am not sure that I share your direct concern with this problem of
disequilibrium in terms of wage rates and in terms of various sectors
of the economy. Howvever, we are concerned that in some cases wages
are not responding to union and other efforts to provide workers with
a decent living lvage. One answer from our point of view is to raise
the statutory minimum wage under the Fair Minimum Standards
Act.

When you start examining what has been happening in textiles
versus steel or auto versus telephone or something of that sort, it seems
to me you are getting into very tricky business. This is a sort of
swampy ground. Onie person's disequilibrium is another person's
incentive. Some of these problems just have to work themselves out.

I was starting to look over some 6igures just by way of illustration
here while you wvere talking. I find, for example, that in automobiles,
which everyone considers as one of these tough areas where wages have
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been going away out in front, that the wage increase in terms of hourly
earnings of automobile workers from 1951 to 1958 is just about the
same as the average for all manufacturing. As a matter of fact, it
seems to be a little low if my figures are correct.

So I think we have to dig more deeply. There are problems of
disequilibrium, but I would hate to have everyone saying in terms of a
Government board or anyone else from up on high, this is wrong,
this has to be changed. There might have been good market reasons,
union reasons or labor market reasons, for the particular relationship
which may appear to one person to be in disequilibrium, and to another
person to be a problem that is in the process of ironing itself out.

Representative REUSS. Of course, the suggestion I made and which
I wanted you to comment on less rather than more, the mechanical sug-
gestion was not one for the Government or the board telling anyone
the way it has to be. It was for a tripartite board to analyze the par-
ticular problem and make recommendations, perhaps private or per-
haps public, of what would be in the public interest. However, I have
trespassed, I am afraid, on my time.

Mr. FACKLER. May I ma e one more comment on your question.
You are quite right in looking at the problem in this way. Some
prices, particularly industrial prices where productivity is rising very
rapidly (and in other sectors of rapid productivity improvement-
agriculture, for that matter), should be going down if we are to im-
prove the lot of retail clerks in real terms, if we are to improve
teachers' salaries, if we are going to change some of these wage differ-
entials and not have them stratified for all time henceforth. If some
of the lower wage people are to be brought up, there must be sufficient
market discipline to keep wage increases in rapidly rising productivity
sectors down to less than the full or gross productivity increase, and
so that the prices of these items can go down and allow other prices
(and wages) to go up and, thereby, keep the general price level stable.
If prices in rising productivity sectors never go down, then the other
people never can come up in real terms.

Representative REUSS. The problem is that market discipline does
not seem to be working in these areas.

Mr. FACKLER. I have been the devil's advocate on a particular point.
I still would go back to what Professor Lewis said. Let us not ex-
aggerate the problem. The cold fact is that on this wage push (spill-
over) versus money supply argument, there is no real way to get at
the answers in an empirical sense. Basically the question is not one of
theory but of empirical fact. There is a very lively controversy going
on now in academic circles; and there is some research being done by
academic people, notably at the University of Chicago and the Brook-
ings Institution, on the question.

We need to find out in what circumstances the wage push is impor-
tant and when it is not, if there is "spillover" or whether monetary
factors always dominate, and so on. We don't know the answers on the
basis of the fragmentary data we have, and our different analytical
models may or may not fit the real facts. At least there is a mecha-
nism by which inflationary wage "spillover" might occur. That is
about as much as we can say.

Representative REUSS. Thank you, Mr. Chairman.
Senator O'MAHONEY. Mr. Curtis.
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Representative CURTIS. Mr. Chairman, I am going to pose questions
and then perhaps if the panel would supply any information or an-
swers to them later, I would appreciate it.

I understand generalities best by digging into particulars. Of
course, in a discussion which must deal with generalities, it is some-
times hard to get down to it. Therefore, I have thought in terms of
recommendations for further studies that this committee might make,
that might bring to light some of these problems. That is one of the
reasons I had asked the questions in regard to possible studies of causes
of unemployment.

I know that this committee did make studies previously. I think the
last one was in 1950 or thereabouts. It seems to me that might be
productive of something.

When Mr. Henle mentioned the fact that medical costs was one of
the big rising costs, that suggests to me another area. By taking a
particular area and studying the causes behind those costs might be
helpful. I am satisfied that it will demonstrate quite clearly the
thesis that I have, that when we do have growth and advancement,
we are going to have increased costs to take care of it. Those costs
are not inflationary at all. It is just the fact that it is something new.

In the area of hospital costs I think we are sure of one thing. I
think most hospital boards are composed of people who look beyond
their noses, and labor itself has gone into the business of hospital-
ization and they are beginning to realize that these are real costs.
Certainly the results of modern hospitalization are much superior
to anything before.

I am a little bit familiar with those costs from another angle, being
on the board of trustees of a college where we are contemplating
setting up a medical school in a little better way. I know that these
things are very real. Possibly using that area as a model, we might
learn something about what happens as we do advance in new prod-
ucts, new techniques, and so on. It would have a practical value
because we certainly have this problem in our social security studies
on the Ways and Means Committee. I have tried to get some studies
going in that area.

The third area I think that it might be well if we investigated is
this: I was very much impressed a couple of years ago when I by
chance sat in on a lecture by one of these industry advisory groups,
advising on the problems of marketing new products, and how some
of the larger concerns went about their decision as to whether to
spend money in research and development in an area and studied
that process right on through to the point of actually marketing it.
I suspect if our committee went into that kind of technique, studying
how new products are marketed, whether it is a large company doing
it consciously through planning to spend so much on research and
development, or whether it comes through the small business sector
of our society, I think we might learn a great deal.

I merely pose those as suggestions, because if the panel individually
has some suggestions of areas that they think this committee might
study which we could use as a model if you please, we might throw
light on this general area that we are trying to reach conclusions on.

Mr. SELIGIVAN. Mr. Curtis, if I may broaden your suggestions for
further study somewhat, I am particularly concerned, representing
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a particular organization in the AFL-CIO, the service and trades
area, with the fact that there is really a very small body of factual,
empirical information concerning this growing and important sector
of the economy.

As our economy becomes more complex, as it grows, as we are con-
cerned more and more with growing productivity and with the prob-
lem of inflation, we find a larger proportion of the labor force enter-
ing into the area described as the tertiary industries, the area of serv-
ices and trade. We now have somewhere between 12 million and
16 million persons in the labor force involved in this sector of the
economy. Every time we go to a Government agency and ask them
for information about some aspects of price change or some aspect
of productivity change for this sector of the economy, we come
against a blank wall. It seems to me that all the empirical data we
have, all the conversation and all the discussion we hold with respect
to changing productivity and changes in prices concern themselves
with the industrial and transportation sector of the economy. There
is very little that we discover about the service and trades industries.
Yet we have here an ever-increasing portion of the economy, a part
of the economy which grows in significance and importance. I, for
one, would urge the committee to engage in studies, not only with
respect to the area that you have outlined, and they are important,
but with regard to prices and productivity for the'tertiary sector of
the economy, and that itself would incorporate these particular prob-
lems you have just outlined.

Representative CURTIS. I am happy for your suggestion. Inciden-
tally, you will find a ready advocate in me along those lines. One of
my problems on the small business tax bill I proposed last year was
to point out to my colleagues that 80 percent of small business was in
the distributive and service fields. Everyone kept thinking in terms
of manufacturing process which is only about 20 percent.

I might add I am happy to think that our advancements in the
distributive area are equally miraculous to our advancements in our
mass production, and without the two we would not go far. Too
often the service and distribution becomes the whipping boy. Yet
we have seen the largest increases in our price indices in the area of
services. I would welcome any suggestions from the panel as to
areas of further study for this committee so that maybe we can do a
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little better job if we get away from the broad generalities and pos-
sibly into particulars.

Now, Mr. Chairman, if I may conclude with just one observation.
The cold war came up yesterday and it came up today again. I just
would not like any presumption from silence on my part that I agreed
with statements of the need for emergency action. In my judgment,
if it is a cold war, we are talking about something over a long period
of time. I believe that our society today is perfectly capable of solv-
ing that calmly and collectedly just as previous generations have
solved their problems. I worry very much when people try to whip
up a great concern.

The one thing I worry about is ignorance. One place I am afraid
we are allowing ourselves to remain ignorant is on Russia itself. It
makes a great whipping boy, a great scarecrow to put up, but I think
it is time we did a little more analysis of just what we are up against.
This committee has done some study in that area. In my judgment
we have something of real concern, but as far as I am concerned;
from the analysis I have made of the thing, we are coping with it
quite adequately, and if we keep our shirts on, we will be able to
handle the thing, very, very well In fact, I think we are doing so.

One thing that does concern me would be to ride off in all directions
that sometimes our military establishment would have us do. I
would simply get that on the record because I was afraid that silence
might indicate consent or agreement.

Senator O'MAHONEY. I am tempted, Mr. Curtis, to insert in the
record the speech that Allen Dulles, head of the Central Intelligence
Agency, made to the United States Chamber of Commerce last April.

Representative CURTIS. I am familiar with the speech.
Senator O'MAHONEY. I have no doubt your are. I think there are

a lot of people who are not familiar with the speech.
Representative CURTIS. I would prefer to have people read this

committee's own study of Russia's economic growth which was an
analytical study. I think that should be brought up to date. I am
afraid that does not give a basis for Mr. Allen Dulles' speech.

Senator O'MAHONEY. Mr. Knowles, do you have some material to
put in the record?

Mr. KNOWLES. Yes. By request of Senator Watkins who could
not be here this morning, I ask unanimous consent that three articles
by Prof. Jules Bachman be entered in the record.

Senator O'MAHONEY. Without objection, it is so ordered.
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(The a rticles referred to follow:)

I. ADMINISTERED PRICES: THEIR NATURE AND MEANING
By JULES BACKMAN

UNTIL the early 1930's most economists
presented their analyses of pricing within the
simple framework of competitive (market)
prices and monopoly prices. However, the
increasing evidence that there was a wide
gap between price theory and price practice
resulted in a considerable amount of dissat-
isfaction with classical theory. The develop-
ment of the theory of imperfect competition
and the theory of monopolistic competition
represented efforts to bridge the gap.' (See
Appendix A for definitions.)

At the same time, the persistent Great De-
pression stimulated a search for its causes.
To a small number of economists, the behav-
ior of prices provided a major explanation
for the continuing depression. Inflexible
prices, rigid prices, insensitive prices-these
were a few of the terms which were used to
describe the behavior of certain prices which
had failed to decline substantially in the de-
pression years. Why did these prices fail to
respond to depression influences as would be
expected under market price theory? One
reason was found in the method by which
they were determined. Instead of being set in
the auction type of market assumed for mar-
ket prices in theory, many prices were set by
company officials. It was in this connection
that a new term, administered prices, was
coined.

The first use of the term, "administered
price," appears to have been in a special study
prepared by Gardiner C. Means when he was
Economic Adviser on Finance to the Secre-
tary of Agriculture. An extensive analysis of
the nature and effects of administered prices
was contained in his pamphlet, "Industrial
Prices and Their Relative Inflexibility." Ac-
cording to Dr. Means:

"An administered price . .. is a price
which is set by administrative action and

held constant for a period of time. We
have an administered price when a com-
pany maintains a posted price at which
it will make sales or simply has its own
prices at which buyers may purchase or
not as they wish."2

He repeated substantially the same defini-
tion in his testimony before the Senate Sub-
committee on Antitrust and Monopoly on
July 12, 1957. This seems like a clear-cut
definition which describes the price-making
process in major sectors of the economy.
Similar definitions have been used by the
Committee on Price Determination of the
National Bureau of Economic Research, E. G.
Nourse, H. B. Drury, Oswald Knauth, and
other students.' (See Appendix A.)

On the other hand, some writers have used
the term to describe a form of price behavior,
usually one which they do not approve. Such
writers tend to emphasize price behavior in-
stead of price making. Some of the public
discussion of administered prices implies or
states that this is a method of pricing pecul-
iar to big business or to large industries in

I E. H. Chamberlin, The Theory of Monopolistic
Competition, Harvard University Press, Cambridge,
Mass., 1933; Joan Robinson, The Economics of Im-
perfect Competition, Macmillan and Co., Ltd., Lon-
don, 1933; Arthur R. Burns, The Decline of Compe-
tition, McGraw Hill Book Co., New York, 1936.

2 Gardiner C. Means, "Industrial Prices and Their
Relative Inflexibility," Senate Document No. 13,
Washington, D. C., January 17, 1935, p. 1.

I Committee on Price Determination, Cost Be-
havior and Price Policy, National Bureau of Eco-
nomic Research, New York, 1943, pp. 273-274; Edwin
G. Nourse and Horace B. Drury, Industrial Price
Policies and Economic Progress, The Institute of
Economics of The Brookings Institution, Publication
No. 76, Washington, D. C., 1938, p. 9; Richard H.
Leftwich, The Price System and Resource Alloca-
tion, Rinehart & Company, Inc., New York, 1955,
p. 340; Oswald Knauth, Managerial Enterprise, Its
Growth and Methods of Operation, first edition, W.
W. Norton & Co., Inc., New York, 1948, p. 106;
Myron H. Umbreit, Elgin F. Hunt, Charles V. Kinter,
Modern Economic Problems, first edition, McGraw-
Hill Book Company, Inc., New York, 1950, p. 346.
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which production is concentrated in a rela-
tively small number of firms.'

Thus, Senator Estes Kefauver has stated
that:

"Administered price industries .... [are]
those which because of their power have
control over prices not affected by nor-
mal competitive forces. Examples are
steel, newsprint, many types of food,
automobiles, and farm machinery." 2

According to John M. Blair:

"Most inflexible prices are inflexible be-
cause they are in one way or another de-
termined by administrative control ....
We must study the phenomenon of price-
setting by corporate monopoly, realizing
in so doing that the larger is the per-
centage of our prices which are fixed by
corporate monopoly as against the forces
of competition, the higher will our price
level probably tend to be, and the smaller
will be the chances for any marked in-
crease in real labor income to take
place."3 (Italics added.)

These are fairly typical illustrations of the
manner in which the term was used during
the TNEC investigation just prior to World
War II and in the recent attempts to pin-
point the cause of inflation in the postwar
period.

The use of the term as an explicit or
implied condemnation of pricing practice
has created much of the confusion surround-
ing it. Dr. Jesse Markham appropriately has
referred to the administered price as "that
often discussed but as yet rather poorly de-
fined economic virus."' Similarly, Professor
Edward S. Mason has noted that the term ad-
ministered price "is neither a clear-cut nor a

useful concept."'

Administered Prices:
Alternative Terms

Because of this confusion in meaning, econ-
omists have not agreed that the term ad-

ministered prices is the most satisfactory one
to describe this type of price making. A num-
ber of alternative terms have been proposed
including the following:

1. Quoted Prices. Professor J. M.
Clark prefers this term because adminis-
tered price "carries implications of some
degree of discretionary control. t.

2. Price Policies. Professor Dudley F.
Pegrum suggests that the term adminis-
tered prices was too closely identified
with inflexible prices and the latter was
attributable "to the high degree of in-
dustrial concentration." Since "Subse-
quent analysis has failed to substantiate
either contention . . . it seems wise to
discard it [administered price) and use
the much more inclusive and descriptive
term 'price policies.' "

3. Policy Influenced Prices. Saul Nel-
son and Walter G. Keim have emphasized
that administered price has been used
to describe two concepts: the process of
price making and the behavior of prices
"importantly influenced by business
policy decisions...." Since the use of
the same term for two different concepts
creates "confusion," they preferred the
term policy influenced prices to describe
the behavior of these prices.'

I Testimony of Nat Weinberg before the Joint Eco-
nomic Committee, Economic Report of the President,
January. 1957, Washington, D. C., 1957, p. 311; Persia
Campbell, The Consumer Interest; A Study in Con-
sumer Economics, Harper and Brothers, New York,
1949, p. 536; Charles H. Hession, S. M. Miller, Curwen
Stoddart, The Dynamics of the American Economy,
Alfred A. Knopf, New York, 1956, p. 166.

2 Senator Estes Kefauver's Speech before Automo-
bile Wholesalers Association of Tennessee, April 8,
1957.

3 John M. Blair, Seeds of Destruction, Covici, Friede,
New York, 1938, pp. 90, 91.

4 Jesse W. Markham, Competition In The Rayon
Industry, Harvard University Press, Cambridge,
Mass., 1952, p. 3.

d Edward S. Mason, Economic Concentration and
the Monopoly Problem, Harvard University Press,
Cambridge, Mass., 1957, p. 62.

c J. M. Clark, "Toward A Concept of Workable
Competition," The American Economic Review, June
1940, p. 244.

7 Dudley F. Pegrum, The Regulution of Industry,
Richard D. Irwin, Chicago, Ill., 1949, p. 103.

s Saul Nelson and Walter G. Keim, "Price Behavior
and Business Policy," Monograph No. 1, Temporary
National Economic Committee, Washington, D. C.,
1940, p. 15.
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4. Internally Regulated Prices. H. L.
McCracken has suggested that a good
classification of prices would be:

(a) governmentally regulated prices

(b) internally regulated prices

(c) freely competitive, nonregulated
prices.'

While Professor McCracken made no
specific reference to administered prices,
his category "internally regulated
prices" appears to cover that type of
pricing.

5. Managed Industrial Prices. This
term was used by the Temporary Na-
tional Economic Committee (TNEC) in
its final report.'

6. Producer Price Jurisdiction. Den-
nison and Galbraith conclude: ". . .
where the output of a producer is large'
enough to have a bearing on the price
of the product some measure of indi-
vidual producer price influence must
exist. . . some degree of jurisdiction over
price by producers is all but universal."'

7. Administered Resources. Dr. E. G.
Nourse suggested in his testimony of
July 9, 1957 that:

"In a sense, the expression 'admin-
istered prices' is a misnomer or carries
a faulty emphasis. To speak of 'admin-
istered resources' might better point
the issue. It would focus attention on
the fact that giant corporations are
making administrative decisions that
activate or withhold the use of the
economy's capital plant or funds and
that massive labor unions set 'with-
holding prices' on large and strategic
blocks of the nation's labor supply.
Let us visualize the impact of this
centralized private administration of
resources in a large and highly stra-
tegic area in our industrial system."
(Italics added.)

These alternative terms are designed to
describe the price making process. However,
several are too limited in their coverage to

cover all non-market prices. This would seem
particularly true for terms like managed in-
dustrial prices and producer price jurisdic-
tion. The term, quoted price, is not too valu-
able since it has come to have a specialized
meaning which is much narrower than re-
quired for non-market prices. Probably the
most useful term remains administered prices
-if it is confined to a description of the price
making process and is not used to describe
price behavior.

Administered Prices and
Market Prices

In terms of their behavior as well as the
nature of the markets in which they are set,
several differences may be noted between
market prices and administered prices. Mar-
ket prices fluctuate more frequently under the
impact of changing economic pressures. On
the great commodity exchanges, these changes
may take place every few minutes. In con-
trast, when administered prices are set, they
may remain unchanged for substantial pe-
riods of time. When changes are made in
administered prices, they usually take the
form of step-like arrangements rather than
the erratic movements found for market
prices. The record of price changes for such
products as rayon, bricks, potash salts, re-
frigerators, steel, automobiles, and many re-
tail prices illustrates this tendency. Usually
an accumulation of pressures is necessary
before the administered price is changed.

The characteristics of a product determine
whether its price will be administered. Nel-
son and Keim have pointed out:

I The American Economic Review, Supplement,
March 1936, pp. 66, 67.

2 "Final Report and Recommendations of the Tem-
porary National Economic Committee," Senate Docu-
ment No. 55, Washington, D. C., 1941, pp. 13, 14.

8 H. S. Dennison and J. K. Galbraith, Modern Com-
petition and Business Policy, Oxford University Press,
New York, 1938, pp. 25, 33.
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"To some extent 'market' prices on the
one hand, and 'administered' prices on
the other, relate to different kinds of
commodities. The former are typical of
raw materials and particularly of agri-
cultural raw materials, while the latter
are commonly associated with manufac-
tured products. It has long been observed
that the price of raw materials tends to
fluctuate somewhat more widely than is
true of manufactured products."' (Italics
added.)

Whether prices are determined in markets
or by administrative action, they must per-
form two functions: a rationing function and

a stimulating function. The level of prices
must be such that available supplies will be

divided among those who desire the product
most intensely and who have the purchasing
power required. The prices must be high

enough to cut off the demand of the least ne-

cessitous bidders and low enough to dispose
of the available supplies. This may be called
the rationing function of price. Similarly, the
level of prices helps to determine the avail-
ability and the flow of supplies to the market.
This may be called the stimulating function

of price. Both market prices and adminis-
tered prices perform these functions. How-
ever, the responsiveness of price to changes
in supply, costs, and demand will differ. Usu-
ally, market prices are more immediately re-
sponsive while administered prices respond
more slowly.

Dr. J. K. Galbraith pointed out in his July
11, 1957 testimony before the Senate Sub-
committee on Antitrust and Monopoly:

"In the competitive market demand im-
mediately pulls up prices, or pulls them
down. In the administered market there
must be a decision to change prices. De-
mand will often be ahead of the decision
to adapt to it. Moreover, without going
into undue detail, there will frequently
be a difference between short and long-
run price strategy which makes it ap-

pear unwise to take full advantage of the
current market.

"Thus, if demand is strong and the in-
dustry is operating at or near capacity,
a very large price and revenue increase
may be possible. But there is also the
danger that such an increase may bring
new wage demands, or that it may at-
tract new capacity, or there may be some
fear of an adverse public reaction. There-
fore, the industry keeps some of its
opportunity for higher prices and added
revenue in reserve as it were.

"It follows from the foregoing that at
any time when demand has been high
and generally rising there is likely in the
administered price sector to be an un-
used opportunity for gain. Prices and
profits could be higher than they are."

When changes in cost or changes in de-
mand take place for such products, it is not

Infrequent that adjustments are reflected in
non-price factors. The expansion and contrac-
tion in the size of the five cent chocolate bar
over the past two decades furnish a good
illustration. Similarly, even though a price
line remains unchanged, quality may be im-
proved or deteriorated as costs change (ap-
parel is a good illustration).

It is often a characteristic of the products
for which prices are set by administrative
action that there are fewer buyers and/or
sellers than are found in the perfectly com-
petitive markets. (See Appendix A.) Because
of the type of market or business organiza-
tion, the administered price is the only feas-
ible one. Thus, retail prices by their nature
tend to change less frequently and less vio-
lently and to be set by the decision of retail-
ers. However, in some instances, even these
prices fluctuate frequently and sharply, par-
ticularly for perishable foods. In any event,
most businesses would find it difficult to

change prices on a daily or weekly basis.

' Nelson and Keim, op. cit., p. 34.
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Period for Which Price Is
Unchanged Not Meaningful
Characteristic of Administered
Prices

Sometimes emphasis is given to the fact
that a price is set for a period of time as evi-
dence that it is an administered price. Thus,
Gardiner C. Means stated an administered
price is one which is "held constant for a
period of time."' Rufus S. Tucker noted that
"The term 'administered' price has been in-
vented to apply to prices which are kept rigid
for an appreciable period of time . . . ."2 Al-
fred C. Neal, in his study, concluded that "It
becomes obvious at once that not all prices
which are 'set' by a person, company, or
group are administered prices, since only
those which are set and held constant for
shorter or longer periods are administered."3

For how long a period must a price be set
before it is considered to be administered?
How long is a "shorter or longer period" of
time? Or an "appreciable period of time?"
Not much light is shed upon this problem in
the available literature. Does it mean a price
maintained for a day, a week, a month, a
year? Gardiner Means referred to items
which "averaged less than three changes a
year" and concluded that "These items repre-
sent a type of price essentially different in its
effects from the flexible market price on
which the policy of laissez-faire has been
founded."4 This standard suggests one change
in prices on the average of every four months.

Actually, if a price were set by administra-
tive action and kept unchanged for a few
hours during a period when market forces
would normally cause prices to fluctuate, it
would be different from a "flexible market
price." This is well illustrated by prices on
the New York Stock Exchange. Normally,
the price of an active issue will fluctuate
many times during the course of a trading
day. To fix the price of a stock every hour on

the hour would mean a substitution of admin-
istrative pricing for market pricing and
would change the nature of the present sys-
tem of market price determination.

At the other extreme, we find many small
items in a drug store, hardware store or sta-
tionery store for which prices may not change
over a period of months and sometimes for
years. These would be and are the most rigid
and inflexible administered prices. Yet the
prices are determined by small retailers and
often on products which are produced by
small firms in industries in which there is
little concentration of control of output.
Products controlled under "fair trade" or
resale price maintenance acts also are in this
category.

These illustrations suggest that there is no
meaningful time period which can be used to
delineate so-called administered prices from
market prices. The only significant basis for
distinction must be the establishment of
prices by administrative action rather than
in an auction market. The length of time for
which a price is maintained may help deter-
mine behavior patterns among administered
prices but it cannot be used to determine
whether it is an administered price. When a
price is established by a company and the
company offers to meet all demands (within
its capacity to do so) at that price, it is ad-
ministered. This is so whether the company
sets the price for one week or for four
months. In other words, the duration of the
period for which the price is set does not de-
termine whether it is an administered price
or a market price. That is determined by the
process of price making.

1 "Senate Document No. 13," op. cit., p. 1.

2 Rufus S. Tucker "Reasons for Price Rigidity," The
American Economic Review, March 1938, p. 41.

a Alfred C. Neal, Industrial Concentration and
Price Inflexibility, American Council on Public Af-
fairs, Washington, D. C., 1942, p. 25.

4 "Senate Document No. 13," op. cit., pp. 2-3.
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The Term Administered Prices
Often Has Been Misused

It is important to keep in mind what the
term administered prices is not designed to
describe. Some persons have used the term
loosely as being synonymous with monopoly
prices or big business prices or inflexible
prices.

Administered Prices Are Not
Monopoly Prices

Stanley Ruttenberg, economist of the AFL-
CIO, has charged:

". . . in our economy, where we have a
very high degree of economic concentra-
tion in our basic industries, much of the
competitive spirit is nonexistent. Prices
are administered through the monopolies
and oligarchies." '

Clearly, such opinions place a very narrow
construction on the term administered prices.

Gardiner Means was very explicit that
such pricing was not a monopolistic device.
He noted that:

"Administered prices should not be con-
fused with monopoly. The presence of
administered prices does not indicate the
presence of monopoly nor do market
prices indicate the absence of monop-
oly." 2

"If administered prices are present in
a major part of our economy and since
they exist in a great many areas which
are not monopolized but in which there
is active competition between a few
units, it is clear that they do not neces-
sarily reflect monopoly conditions but
something more wide-spread-namely,
the reduction in the number of compet-
ing units in many industries."' (Italics
added.)

Nelson and Keim also noted that the ad-
ministrative control over these prices "is not
necessarily synonymous with monopoly
power in the sense implied in the antitrust

laws . . . there is no necessary relation be-

tween price rigidity and monopoly, if 'monop-
oly' is used to denote collusion or coercive
devices for restraining competition."4

According to Alfred C. Neal, .. . although

some control over price is necessary if there
is an administered price, there is no implica-
tion of monopoly about an administered
price."'

Similarly, Dr. E. G. Nourse in his July 9,

1957 testimony stated that an administered

price ". . . is monopolistic in the sense that
one has an area of power, of discretion and
power. It is not monopoly. Monopolistic
means that it has some power over the mak-

ing of price."

Clearly, Dr. Means and others have recog-
nized that administered prices are not incon-
sistent with "active competition." As is evi-

dent in many sectors of the economy, admin-
istered price industries may be characterized
by vigorous competition. The appliance in-
dustry provides an outstanding illustration.

Frequently the question of price admin-
istration is confused with the number of com-
petitors within an industry. Thus, in connec-
tion with the experience of the past two years,
Dr. John Blair referred to "the difference
between price behavior [in] what have been
referred to as administered price industries
and contrasted to market price industries, in
more highly competitive fields. In the latter,
that is, in industries such as agriculture, the
textile industry, and lumber..6"

The textile and lumber industries are char-
acterized by large numbers of producers and

I Stanley H. Ruttenberg, "From the Point of View
of Labor," The Social Responsibility of Mana gement,
New York University School of Commerce, Accounts,
and Finance, New York, 1950, p. 43.

2 "Senate Document No. 13," op. cit., p. 1.
a "Senate Document No. 13," op. cit., p. 27; see also

"Notes on Inflexible Prices," The American Economic
Review, Supplement, March 1936, p. 34.

4 Nelson and Keirn, op. cit., pp. 15, 32.

5 Neal, op. cit., p. 25.
e Hearings before the Senate Subcommittee on

Antitrust and Monopoly. July 16. 1957.
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hence relatively low levels of concentration.
Undoubtedly, this situation affects the nature
of competition in those industries. Neverthe-
less, those prices are administered, not mar-
ket determined. Textile producers set a price
and maintain it for varying periods of time.
Many types of lumber are sold on basing
point or zone systems of pricing. These prices
may change frequently or be responsive to
pressures for advance or decline. Neverthe-
less, these responses are within the frame-
work of price administration. They provide
evidence that administered prices do have
differing patterns of behavior.

Price administration as compared with
market price determination is one basis for
comparison. Fewness of sellers or large num-
bers of sellers is another basis. The two bases
should not be confused.

Administered Prices Are Not
Confined to Big Business

Actually, almost all prices in our economy
are set by administrative action. This is true
for the giant automobile industry and the
smallest retail store. The most important ex-
ceptions are the prices of many farm products

on the commodity exchanges and in the prod-

uce markets and the prices of securities.

Table 1 shows the weights for various

products included in the Bureau of Labor

Statistics wholesale price index. A review of

the components of this index shows that rela-

tively few products are market price deter-

mined. Among the prices which may be in

this category are the following:

Relative
Weight in WPI

Group or Subgroup (per cent)

Farm products, except milk .... 9.4

Manufactured animal feed ..... 1.3

Hides and skins ....... ....... .8

Crude rubber ......... ....... .4

Waste paper .......... ....... .1

Total .......... ....... 12.0

Thus, about 12.0 per cent of the wholesale

price index appears to be in the market price

category. And even this proportion is prob-

ably an overstatement. For example, some

farm products are sold through cooperatives

and are differentiated by brand names. Sun-

kist oranges and other branded fruits come

to mind in this connection. An inspection of

Table 1 will indicate the predominantly ad-

ministered nature of wholesale pricing.

TABLE 1

Relative Weights of Groups and Subgroups in Wholesale Price Index, 1954*

Relative
Group and Subgroup Weights

All commodities .................... 100.000

Farm products .. . . . 10.842

Fresh, dried, fruits, vegetables . .971
Grains ... ....... . . . 1.693
Livestock and live poultry . .. . 3.130
Plant and animal fibers .......... 1.234
Fluid milk . 1.465
Eggs . ...... ......... .472
Hay, hayseeds, oilseeds .... .679
Other farm products ..... ..... 1.198

Processed foods ....... . . . . 13.747

Cereal and bakery products .... 2.724
Meats, poultry, fish . ............ 3.579
Dairy products and ice cream ... 2.824

Group and Subgroup

Canned, frozen, fruits, vegetables
Sugar and confectionery ....
Packaged beverage materials
Fats and oils, edible
Other processed foods

Textile products and apparel ..

Cotton products .. ....
Wool products .............
Synthetic textiles ...........
Silk products ...........
Apparel ..... ..

Other textile products .......

Hides, skins, leather, and products . . 1.409
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Relative
Weights

.994
1.358
.793
.883
.592

8.802

2.091
.867

1.204
.043
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TABLE I (Continued)

Group and Subgroup

Hides and skins ................
Leather .......................
Footwear ....................
Other leather products ..........

Fuel, power, and lighting materials

Coal ....................
Coke ..........................
Gas ...........................
Electricity .....................
Petroleum and products .........

Chemicals and allied products ......

Industrial chemicals ............
Paint and paint materials ........
Drugs and pharmaceuticals ......
Fats and oils, inedible ..........
Mixed fertilizer ................
Fertilizer materials .............
Other chemicals and allied products

Rubber and rubber products ........

Crude rubber .................
Tires and tubes .................
Other rubber products ...........

Lumber and wood products ........

Lumber .......................
Millwork ...............
Plywood .....................

Pulp, paper, and allied products .....

Woodpulp ....................
Wastepaper ...................
Paper ..............
Paperboard ....................
Converted paper and board products
Building paper and board

Metals and metal products .......

Iron and steel ..................
Nonferrous metals ............
Metal containers ..............
Hardware ................
Plumbing equipment ..........
Heating equipment ...........
Fabricated structural products
Fabricated nonstructural products

Machinery and motive products ....

Relative
Weights

.079

.274

.804

.252

9.019

.744

.099

.977
2.375
4.824

6.537

2.439
.724
.734
.177
.273
.231

1.959

1.753

.401

.694

.658

2.657

2.055
.382
.220

3.727

.551

.048

.938

.288
1.830
.072

13.565

5.844
2.909

.501

.528

.227

.363
1.387
1.806

17.070

RelativeGroup and Subgroup Weights
Agricultural machinery and equip-

ment .. ........... .919
Construction machinery and equip-

ment . ...................... .574
Metalworking machinery and equip-

ment ....................... 1.704
General purpose machinery and

equipment ..... ............ 2.197
Miscellaneous machinery ........ 1.229
Electrical machinery and equip-

ment ........ ............. 4.713
Motor vehicles .............. 5 .734

Furniture and household durables ... 4.143
Household furniture .... ........ .928
Commercial furniture .... ....... .298
Floor coverings ..... ........... .352
Household appliances .... ....... 1.112
Radio and television receivers .... .577
Other household durable goods ... .876

Nonmetallic minerals-structural .. 2.075

Flat glass ..................... .240
Concrete ingredients ............ .691
Concrete products ........ ..... .339
Structural clay products ......... .318
Gypsum products ............... .104
Prepared asphalt roofing ......... .186
Other nonmetallic minerals ...... .197

Tobacco manufactures, bottled bever-
ages ......................... .396

Cigarettes ..................... .635
Cigars ......................... 132
Other tobacco manufactures ....... 055
Alcoholic beverages .......... 1.126
Nonalcoholic beverages .......... .448

Miscellaneous products . .... 2... .758

Toys, sporting goods, and small
arms . . ..... . .538

Manufactured animal feeds ...... 1.301
Notions and accessories ... .. .110
Jewelry, watches, photographic

equipment ... ..... .525
Other miscellaneous .... ......... .284

Based on 1952-53 weight diagram.
Source: U. S. Department of Labor, Bureau of

Labor Statistics, Relative Importance of
Individual Comoseditiea, December 1954,
issued August 1955, pp. 1-20.

All retail prices by their nature are admin-
istered. Thus, it seems clear that market price
determination as postulated in economic
theory is in operation in an extremely small
proportion of the economy.

In fact, Gardiner Means has recognized
that, "Most of the prices you come in contact
with every day are administered-the prices
in the Senate restaurant, at your barber shop,
and in your local stores, the prices of steel
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and automobiles at wholesale. In fact, most
industrial prices are administered prices and
so are a large portion of retail prices. Most
wage rates would also be classed as a type of
administered price . .. but ... when you have
the small enterprise, the importance of ad-
ministration for the economy as a whole may
be very much less than when you have a big
enterprise."' Professor Richard Ruggles also
testified that all prices, except possibly for
agricultural products, are administered.'

Means also has recognized that prices may
be administered by government. "Such ad-
ministered prices may be set by act of Con-
gress as in the case of postal rates; they may
be set through a process of regulation in
which utility enterprises, regulating com-
missions, and the courts all combine in a
complex process of rate making."'

However, in a study published by the U. S.
National Resources Committee in 1939, Mr.
Means asserted that:

"Only where the producer is large in re-
lation to the market can he administer
the prices of his product."4 (Italics
added.)

Clearly, this statement ignores the fact
that many small independent producers use
trademarks and brand names to differentiate
their product and hence to administer prices.
Similarly, in very highly competitive fields,
which have many small producers, (for ex-
ample, apparel and shoes), price lines have
been established by habit and custom and all
producers sell at those price lines. In these
areas, the producer is not large in relation to
his market and yet he is administering price.

In fact, every price charged in the local
drug store or local bakery, or local stationery
store, or local shoe store is set by administra-
tive action. Prices charged by apparel manu-
facturers, in that highly competitive indus-
try, are set by administrative action. And the
same situation prevails throughout the length

and breadth of our economy. It is evident that
the "administered price industries" actually
embrace practically every industry and that
the term does not describe the pricing process
in big business alone.

Administered Prices Are Not
Identical with Inflexible Prices

Although Gardiner C. Means described ad-
ministered prices as those resulting from ad-
ministrative action, he identified the prices
that fall into this category by checking the
number of times they were changed over a
period of eight years. He described those
which changed relatively infrequently as in-
flexible prices. He then contrasted what he
called "flexible market prices and inflexible
administered prices."' In other words, he
quickly moved from administered pricing as
a method of price determination to pricing as
a form of behavior.

The effort to identify administered prices
solely within this framework places a limited
construction on the term. An examination of
the changes in prices over time will show that
many prices which are set by administrative
action show significant changes. Among the
administered prices which were flexible, that
is declined as much or more than the general
price level, in the 1929-1933 decline were
canned peaches, menthol, hosiery, crude
petroleum, copper wire, rosin, gasoline, oleo-
margarine, canned corn, tartaric acid, dis-
tilled oleic acid, canned salmon, roofing slate

1 Testimony of July 12, 1957 before the Senate
Subcommittee on Antitrust and Monopoly.

2 Ibid, July 13, 1957.

'Gardiner C. Means, "Basic Structural Charac-
teristics and the Problem of Full Employment," The
Structure of the American Economy, Part II, Na-
tional Resources Planning Board, Washington, June,
1940, p. 8.

4 National Resources Committee, The Structure of
the American Economy, Part 1. Basic Characteristics,
A Report prepared under direction of Gardiner C.
Means, U. S. Government Printing Office, Washing-
ton, June 1939, p. 110.

5 "Senate Document No. 13," op. cit., passim.
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(sea green), quicksilver, brass sheets, print
cloth, etc.' The sharp declines in copper, lead,
and zinc prices in 1956-1957 also may be
noted.

Professor Richard Ruggles told the Senate
Subcommittee on Antitrust and Monopoly on
July 13, 1957, that his examination of price
behavior had led him to the following conclu-
sion:

"Specifically, the administered price in-
dustries were also the industries where
direct costs were primarily wage costs.
To the extent that materials entered,
they were largely materials from the
mineral industries, which in turn faced
large and relatively inflexible wage costs.

"In contrast, the industries that were
considered not to have administered
prices were in general those processing
agricultural materials with a relatively
small proportion of labor cost, such as
food processing and textiles. In brief,
I could find no support for the conclusion
that prices were more inflexible in the
administered price industries.

"Instead, I found that in all industries
prices tended to move quite closely with
direct costs. In industries using agri-
cultural raw materials, the greater fall
in the prices of these agricultural ma-
terials than in wages permitted prices
to fall more than wag s' In industries
where this influence was not present,
prices fell roughly, in pr'oportion to
wages." (Italics added.)

Dr. Neal has suggested that prices should be
divided into three categories, namely, "mar-
ket prices, inflexible administered prices, and
flexible administered prices."2 This is a more
useful description of the actual behavior of
prices than the attempt to identify admin-
istered prices as being only inflexible.

Administered Prices Have Always
Been Important in the Economy

The fact that the term administered prices
was coined during the early 1930's does not

mean that this method of pricing first was
introduced at that time. Actually, such prices
have always been of primary importance in
our country. Even when small business was
of greatest importance, prices were admin-
istered. This was true of the country store,
of the prices of various services, of public
utilities, of government pricing such as the
postal service, and of manufacturing indus-
tries.

The long term existence of administered
prices has been recognized by many students
as the following quotations show:

Thus, Rufus Tucker concluded:

"There can be no doubt that in this
country ever since 1790 our price struc-
ture has included a large number of
prices that remained unchanged for
months or years at a time, side by side
with prices that changed monthly,
weekly, daily, or in recent years even
hourly. Such figures as are available for
England in the eighteenth and early
nineteenth centuries show that there also
the prices of manufactured goods fre-
quently remained unchanged for long
periods, and never fluctuated as widely
as the prices of agricultural products.
The prices paid by hospitals for milk,
salt, blankets, hats and shoes remained
unchanged for many years at a time ...
rigid prices always existed; ... to a very
large extent they were characteristic of
the same articles of which they are now
characteristic, and there is even very
strong reason to believe that a hundred
years ago . . . rigid prices were propor-
tionally more numerous and more im-
portant to the consumer than now."3

(Italics added.)

Similarly, Professor Frederick C. Mills has
noted:

1 See Jules Backman, "Price Flexibility and Changes
in Production," The Conference Board Bulletin, Feb-
ruary 20, 1939, The National Industrial Conference
Board, New York, pp. 52-54.

2 Neal, op. cit., p. 27.
'Tucker, op. cit., pp. 43, 47; see also Blair, op. cit.,P. 107.
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"Rigidities, inflexibilities, administered
prices we have always had with us, along
with prices determined in greater or less
degree by the play of competition among
buyers and sellers . .. it is probable that
truly competitive prices never formed
more than a small minority of the prices
at which goods and services have ac-
tually changed hands through the ages."'
(Italics added.)

Gardiner Means, in his July 12, 1957 tes-
timony, recognized that "administered prices
are not new. Even in Adam Smith's day, ad-
ministered prices were known." However, he
considered them to be "a minor factor in the
largely agricultural economy" of those early
years.

H. S. Dennison and J. K. Galbraith have
pointed out:

"It is not a recent change from older
forms of price making, but something
which has characterized most of our
more modern industries since their birth.
The production of automobiles, steel, pe-
troleum products, and a host of other
goods has involved a measure of producer
price jurisdiction from the beginning."2

(Italics added.)

The American economy has expanded vig-
orously over the years despite administered
pricing. In fact, the American economy made
the adjustments required to achieve this
growth under a system of administered
prices, not under a system of free market
prices, which existed primarily in economics
text books. In evaluating the significance of
administered pricing, this important point
must be kept in mind.

Clearly, administered prices cannot be
eliminated from the economy. Although Means
has been concerned about the adverse effects
of administered prices on the economy, he
has recognized that their elimination would
have very harmful effects. Thus, he indicated
that if we were to "pulverize industry" in an

effort to eliminate this type of pricing, "pro-
ductive efficiency would have to be greatly
impaired and a lower standard of living ac-
cepted than is made possible by modern indus-
trial organization and modern technology."'
(Italics added.)

In his July 12,1957 testimony, Means stated
that the measures required to eliminate ad-
ministered pricing "would destroy the effici-
ency of modern industry. I do not believe that
market prices, the maintenance of market
prices, is consistent with modern industry."

There is general agreement, therefore, that
administered pricing is an unavoidable and
inevitable by-product of the developments
which have contributed to the high American
standard of living.

The Term Administered Prices
Should Not Imply Criticism
of the Pricing Process

The term administered prices describes a
process of price making. It does not involve a
judgment that either the process or the price
charged is wrong. Critics and defenders of
administered prices have agreed upon this
point.

In his testimony before the Senate Sub-
committee on Antitrust and Monopoly on
July 9, 1957, Dr. E. G. Nourse stated, "It is
my considered opinion that the economic in-
stitutions and business practices described as
administered pricing grow naturally and
properly out of the conditions of modern in-
dustrialism and that they may be so used as
to promote both economic growth and busi-
ness stability vigorously and consistently."

In an earlier study Nourse and Drury
stated, ". ... 'administered price' is not a term

of reproach. It is merely a convenient way of

X The American Economic Review, Supplement,
March 1936, p. 64.

2 Dennison and Galbraith, op. cit., p. 32.

8 "Senate Document No. 13," op. cit., p. 13.
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describing the facts of economic life as lived
in the modern industrial world."'

The Committee on Price Determination of
the National Bureau of Economic Research
noted that "The term 'administered price' is
illuminating if it is not interpreted to mean
a particular kind of price behavior ., . 2

Gardiner Means testified on July 12, 1957
that "Administered prices represent a way of
doing business that leads to greater efficiency
and higher standards of living.... Without
this method of pricing, big efficient industry
would find it almost impossible to operate.
Administered prices are an essential part of
our modern economy."

In an earlier article he had stated, "I am
not saying that inflexible, administered prices
are wrong. They seem to me inherent in mod-
ern technology."'

J. K. Galbraith told the Senate Subcom-
mittee on Antitrust and Monopoly on July
11, 1957 that:

"The analysis of the effect of this ability
to administer the prices of an industry
has been greatly handicapped by the
conviction that it is somehow improper.
Actually, such administration is not only
possible but also inevitable when an in-
dustry is in the hands of a relatively
small number of firms.

"And it is equally inevitable that a
great many industries will be conducted
by a comparatively small number of
large firms. That is the nature of cap-
italism wherever it is found. A large
amount of price administration by pri-
vate firms is thus part of the system.
Those who deplore it are wasting their
breath. The problem is to understand it
and to live with it." (Italics added.)

The term administered prices is primarily
useful as a method of describing the process
of price making. As such it provides a de-
scription of the method by which a price is
determined. It does not indicate per se

whether the price is too high or too low,
whether it is fair or unfair. Instead of the
interplay of large numbers of buyers and
sellers determining the price in an auction
market, an administrator or executive or a
group of officials determines the price. But
he doesn't determine this price in a vacuum.
He is not free to set the price at any level
he may capriciously determine. On the con-
trary, the penalty for errors in his judgment
will be a loss of sales and of profits.

In setting the price, the administrator
must consider a host of factors including
demand, costs, capital investment, prices of
substitute products, nature of the product,
government controls, competitors' reactions,
etc. The local grocer soon finds out that when
he sets prices too high he loses business to
the chain store and the supermarket. The
steel industry finds that high prices mean a
loss of volume to substitute materials. The
railroad must be concerned about the trucker
and the airplane. Natural rubber loses mar-
kets to synthetic rubber when prices are set
too high.

The price administrator cannot and need
not duplicate exactly the process performed
by the .market place. But he is nar-
rowly circumscribed in his freedom of action
by the broad forces of supply and demand
affecting his products. Moreover, there is no
choice as between administered prices and
market prices for the overwhelming majority
of products. The prerequisites for market
price determination just are not present in
our economy. Most industries do not have
such a large number of buyers and sellers
that a market price could be determined.
Suppose, for example, that it were possible
to "pulverize" the steel industry into the
required large number of sellers (of course,

I Nourse and Drury, op. cit., p. 9.
2 "Cost Behavior and Price Policy," op. cit., p. 273.
a Gardiner C. Means, "Notes on Inflexible Prices,"

The American Economic Review, Supplement, March
1936, p. 35.
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technological requirements make this im-

possible), would or could the railroads sim-

ilarly be reduced in size so that the market

for steel rails both for buyers and sellers

could approximate the theoretical require-

ments of a market price economy? Or could

the automobile industry be so splintered as

to meet the requirement of a large number

of buyers of steel sheets? To state these sup-

positions is to show how unrealistic they are.

How will the additional requirement of

homogeneous products (which is met in the

steel industry) be satisfied for furniture,

automobiles, women's clothes, canned peach-

es, toothpaste and the host of other products

which are predominant in the American way

of life?

The apparel industry can qualify for

another prerequisite, namely, ease of entry

into and exit from an industry. But how could

this condition be met in steel, aluminum, and

automobiles, where a huge capital investment

is required to enter the business and large

past sunk capital investment restricts the

ease of exit. Modern technology requires

such enormous amounts of capital in many
industries that there is an effective barrier

to the freedom of new firms to enter an

industry-or to leave it.

It is clear that the conditions which modify

perfect competition and theoretical market

price determination will continue to prevail.

Accordingly, prices will be set by adminis-

trative action in the future as they have been

in the past. And it is desirable to have a

term to describe this pricing. The term ad-

ministered price can be a very useful one as

a description of the price making process for

the products and services for which the

prices are not set in an auction market. This

usefulness is impaired when the term is also

used as a synonym for some type of price be-

havior which someone considers to be un-

desirable or anti-social. There are other

adjectives to cover such behavior-adjec-

tives which are more descriptive and more to

the point than the term administered.
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II. ADMINISTERED PRICES AND INFLATION

SENATOR Estes Kefauver has stated that
the Subcommittee on Antitrust and Monopoly
". . . is trying to come to grips with what is
probably the nation's current Number One
domestic economic problem-the problem of
inflation. We are concerned particularly with
the extent to which administered prices in
concentrated industries may contribute to
this problem." Gardiner Means and J. K.
Galbraith agreed with Mr. Kefauver that
administered prices did contribute to the
most recent price rise. I However, Means
stated that he did "not believe that the area
of discretion accompanying administered
prices is likely to lead to runaway inflation
unless a reckless monetary and fiscal policy
is pursued."

Is inflation the result of rises in so-called
administered prices? At the outset, it should
be noted that this is a brand new theory. 2
So far as I know, no similar allegation was
made in earlier periods of inflation, although
administered prices also were of considerable
significance during those periods. In fact, in
the early postwar years the failure to raise
these so-called administered prices as much
as may have been warranted by the shortages
then prevailing was a stabilizing influence
which held down the magnitude of the post-
war price rise.3 Before we can determine
what contribution, if any, is made by ad-
ministered prices to inflationary pressures,
we must understand the nature of inflation.

Nature of Inflation
Historically, the major price inflations in

this country and in the rest of the world have
been associated either with an excessive ex-
pansion of money and credit or with large
budgetary deficits for national governments
or with some combination of both. The war-
time and postwar inflations clearly were

attributable to these forces. During the war
and postwar years, our federal government
accumulated budgetary deficits in excess of
$200 billion; and the money supply (demand
deposits plus currency) of the country in-
creased from $36.2 billion in 1939 to $134.7
billion in April 1957-a rise of 272 per cent.
With this explosive expansion of money and
credit accompanying huge federal budgetary
deficits, it is not surprising to find that the
consumer price index has about doubled and
that wholesale prices have increased about
134 per cent. Approximately nine-tenths of
this price rise had taken place prior to 1953
and was the result of the monetary and fiscal
inflation. Chart 1 shows the changes in prices
and money supply since 1939.

During the past two years these funda-
mental forces of monetary and fiscal inflation
have not been developing in our economy. In
the fiscal year 1955-56, the federal govern-
ment had a surplus of $1.6 billion in the
executive budget and $4.5 billion in the cash
budget. In the fiscal year which ended June
30, 1957, the federal budget was in the black
by $1.6 billion, while the cash budget had a
surplus of $2.8 billion. Clearly, the most re-
cent rise in prices cannot be attributed to an
unbalanced federal budget. Some persons in-
sist that the high level of government spend-
ing is a primary factor in the rise in prices.
That it plays a role is probable. However, we

I See their testimony before the Senate Subcommit-
tee on Antitrust and Monopoly, July 11 and July 12,
1957.

2 Gardiner Means told the Subcommittee "This is
a new phenomenon-I do not find it anywhere in our
history of prices."

a Dr. Means noted that during World War II "mar-
ket prices were less effectively controlled than ad.
ministered prices" and that "they had a very con.
structive influence." In the postwar period, he found
that administered pricing "probably acted as a very
considerable brake" on Inflation and that "business
can retard an inflation arising from too much buy-
ing power, as happened in the case of all prices
immediately after the war." He also stated that
after World War 11, automobile companies "kept
prices well below what the traffic would bear."
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Chart No. 1

INDEXES OF WHOLESALE PRICES, CONSUMER PRICES and
THE VOLUME OF MONEY (DEMAND DEPOSITS

and CURRENCY) 1939-1957
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cannot ignore the fact that when the govern- than an inflationary, influence on the
ment on balance is taking more money from economy.
the private economy than it spends, which is An examination of the changes in the
the nature of a budgetary surplus, the gov- volume of currency and bank deposits also
ernment is acting as a deflationary, rather fails to reveal renewed inflationary pressures.
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TABLE 2

Changes in Currency, Demand Deposits and
Total Bank Loans, All Commercial Banks,

Selected Dates, 1939-1957

Demand Currency
Deposits Outside Total
Adjusted the Banks Loans

(billions of dollars)
Dec. 1939 .... 29.8 6.4 17.2
Dec. 1945 .... 75.9 26.5 26.1

Dec. 1949 .... 85.8 25.4 43.0
Dec. 1954 .... 106.6 27.9 70.6

Apr. 1955 .... 104.5 26.7 72.9

Dec. 1955 .... 109.9 28.3 82.6
Apr. 1956 .... 106.1 27.0 85.3
Dec. 1956 .... 111.4 28.3 90.3

Apr. 1957 .... 107.3 27.4 91.0

Source: Board of Governors of the Federal Reserve
System

Between April, 1956 and April, 1957, cur-
rency outside the banks increased from $27.0
billion to $27.4 billion, an increase of about
1Y2 per cent, and demand deposits adjusted
increased from $106.1 billion to $107.3 bil-
lion, or a rise of only 1 per cent. In the pre-
ceding year (April 1955 to April 1956), cur-
rency outside the banks had increased by
1.1 per cent and demand deposits by 1.5 per
cent. (See Table 2.) An expansion of one per
cent a year in money supply is about one-
third the normal rate of increase. Hence,
there has been no increase in inflationary
pressures because of increases in the money
supply.

However, the dynamic nature of that
money supply has changed. During the same
two year period, commercial bank loans in-
creased from $72.9 billion to $91.0 billion. I
The increase in loans has resulted in a more
active use of demand deposits. This is shown
by the increase in bank debits which indicate
the velocity of demand deposits.

Bank debits increased from $158.3 billion
in April 1955 to $176.8 billion in April 1956
and $192.6 billion in April 1957, or an in-

TABLE 3

Bank Debits, All Reporting Centers,
By Months, 1955-1957

1965 1956 1957
(billions of dollars)

Jan ........ 163.4 187.4 204.4
Feb ........ 149.7 162.1 177.5
March ..... 178.9 189.8 197.2

April ...... 158.3 176.8 192.6

May ....... 167.7 185.6 197.2

June ....... 177.9 186.5

July ....... 161.7 181.3

Aug ........ 167.3 183.8

Sept . ...... 169.0 167.2
Oct ........ 175.8 193.1

Nov ........ 173.2 185.2

Dec ........ 200.5 201.9

Source: Board of Governors of the Federal Reserve
System

crease of 21.7 per cent for the two year
period and 8.9 per cent for the year ending
April 1957. This greater turnover of deposit
money undoubtedly has contributed to the
pressure for a price rise despite the relative
stability of our total money supply. However,
turnover of bank deposits is a result of busi-
ness activity, not a cause of price rise. It is
the boom which stimulates the velocity and
the price rise. On balance it seems clear that
there has been no significant impetus to in-
flationary trends as a result of the changes in
the federal budget or in the supply of money
and credit.

Factors Leading to Higher Prices

The failure of the traditional inflationary
forces to develop has led to a feverish search
for the reasons for the price rise during
the past two years. Examination of the
wholesale price index shows that the major

I Other types of borrowings also have expanded
sharply in the past two years. Mortgages on one to
four family homes have increased from $75.7 billion
at the end of 1954 to $99.1 billion at the end of 1956.
During the same period consumer credit has risen
from $32.3 billion to $41.9 billion. Total Private debt
increased from $342.6 billion to $415.7 billion.

563



ECONOMIC STABILITY AND GROWTH

areas of price rise have been in those indus-

tries which have been most affected by the
boom and/or those industries which have the
highest proportion of labor costs to total cost.

When wage and other labor cost increases
are greater than productivity gains, the re-
sulting higher unit labor costs create pres-
sure for higher prices. Chart 2 shows the
war and postwar trends in wages and pro-
ductivity. The steadily widening spread as
money wages have increased far more than
productivity is readily evident. This situation
has prevailed throughout the war and post-

war period. It was also true in 1956. The

actual rise in labor costs has been greater
than shown in Chart 2 because average
hourly earnings do not include important
fringe benefits.

According to the data now available pro-
ductivity gains in 1956 were relatively small.'

Output per manhour for the nonfarm
private economy showed no change in
1956.
Output per manhour for all manufac-
turing industries increased 2.7 per cent.

I Joint Economic Committee, ProductivitV, Prices,
and Incomes, Washi-'on, July 1957, p. 89.
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Chart No. 2
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While productivity gains were lagging,
wages and various fringe benefits rose sub-
stantially. Thus, average hourly earnings
were $1.88 in 1955 and $1.98 in 1956, an
increase of 5.3 per cent. In addition, pension
and welfare programs were liberalized and
other fringe benefits such as supplemen-
tary unemployment benefits (SUB) were
paid. Total labor costs, therefore, rose by
more than 5.3 per cent for all manufacturing
industries in 1956. Clearly, labor costs rose
more than productivity, thus leading to
higher unit labor costs. According to esti-
mates prepared by the U. S. Bureau of Labor
Statistics, unit labor costs for the entire
economy rose by 4.5 per cent in 1956.1 In the

first five months of 1957, average hourly

earnings in all manufacturing industries in-
creased to $2.05, or a further rise of 3'A per
cent above the 1956 average level-and fur-
ther increases in wages and fringe benefits
became effective after May. These rising
labor costs have played a significant role in
the pressure for higher prices.

Price Trends, 1955-1957

During the past two years (May 1955 to
June 1957), the consumer price index has
risen 5.3 per cent and the wholesale price
index has risen 6.8 per cent. Most of this rise

I "Productivity, Prices, and Incomes," op. cit., p. 280.
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Chart No. 3

PRINCIPAL COMPONENTS OF THE CONSUMER PRICE INDEX,
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in wholesale prices occurred by the end of
1956 as Table 4 shows.

TABLE 4
Wholesale Price Index, 1955-1957

(194749=100)
Non Farm Farm

Total Index Non Food Products
May 1955 ...... 109.9 115.5 91.2
Dec. 1955 ...... 111.3 119.8 82.9
May 1956 ..... 114.4 121.7 90.9
Dec. 1956 ..... 116.3 124.7 88.9
Jan. 1957 ..... 116.9 125.2 89.3
Feb. 1957 ..... 117.0 125.5 88.8
Mar. 1957 ..... 116.9 125.4 88.8
Apr. 1957 ..... 117.2 125.4 90.6
May 1957 ..... 117.1 125.2 89.5
June 1957 .... 117.4 125.2 90.9
July 30, 1957 . . 117.9 125.5 92.8

Source: U. S. Department of Labor, Bureau of Labor
Statistics

During the first seven months of 1957, the
non farm, non food index (industrial prices)
was relatively stable within the narrow range
of 125.2 to 125.5. The nominal rise in the
total index in 1957 reflected the moderately
higher prices for farm products and pro-

cessed foods due in part to seasonal forces.
Clearly, there has been no significant infla-
tion in wholesale prices since the end of
1956.

In contrast, the consumer price index has
continued to move forward. The CPI rose
from 114.6 in February 1956, the month from
which the current rise started, to 118.0 in
December. By June, 1957, the index had ad-
vanced to 120.2. The changes in the main
components of the index are shown in Table 5.

From December 1956 to June 1957, the
consumer price index rose 2.2 points. The
major part of this increase was accounted
for by the rise in food prices and housing
(food, 1.0 point and housing 0.6 point).
Transportation, medical and personal care,
and reading and recreation accounted for the
other 0.6 point increase reported during this
period.

The continuing rise in the consumer price
index in 1957 has reflected a combination of
two forces: the delayed effects of earlier
rises in wholesale prices and, secondly, the
rise in prices of services, some of which are

ILE 5

Consumer Price Index, 1956-1957
(1947-49 = 100)

Per Cent Increase
Feb. Dec. June Feb. 1956 to Dec. 1956 to
1956 1956 1957 June 1957 June 1957

All items ............... 114.6 118.0 120.2 4.9 1.9
Food .108.8 112.9 116.2 6.8 2.9
Housing - total .120.7 123.5 125.5 4.0 1.6
Housing - rent .131.5 134.2 135.0 2.7 0.6
Apparel .104.6 107.0 106.6 1.9 -0.4
Transportation .126.9 133.1 135.3 6.6 1.7
Medical care .130.9 134.7 137.9 5.3 2.4
Personal care .118.9 121.8 124.2 4.5 2.0
Reading & recreation . 107.5 109.3 111.8 4.0 2.3
Other goods & services . 120.9 123.8 124.6 3.1 0.6
Gas and electricity . 111.7 112.0 112.3 0.5 0.3

Source: U. S. Department of Labor, Bureau of Labor Statistics
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primarily labor costs (e.g. medical care)
and of others, which have been lagging
behind the war and postwar inflation (e.g.
public utility rates and rents). It does not
appear to represent the emergence of new
inflationary forces. Chart 3 shows separately
the changes in the prices of goods and of ser-
vices included in the consumer price index.
The steady climb in the prices of services is
readily apparent. It has been particularly
important since 1951.

Anatomy of Price Changes,
1955-1957

Table 6 shows the changes in the major
components of the wholesale price index be-
tween May, 1955 and May, 1957. The over-all
price rise has been 6.6 per cent. But an ex-
amination of the anatomy of the price rise

shows it has been very uneven. Three major
groups of prices have risen more than 10 per
cent (machinery and motive products, met-
als and metal products, and fuel, power and
lighting materials), while three major groups
have actually declined (lumber and wood
products, miscellaneous, and farm products).
The industries with the largest price increases
have been those most stimulated by the boom,
particularly that in plant and equipment,
and, in some instances, those industries with
a relatively high labor content.

The lagging tendencies of farm prices re-
flect the huge surpluses accumulated in re-
cent years while the decline in residential
building was a primary factor in the price de-
cline for lumber and wood products. Simi-
larly, the relatively unchanged price level for
textile products and apparel reflects the de-
pressed conditions in those industries. Among
the other industries with modest price rises,

TABLE 6

Changes in Wholesale Prices, Major Groups,
May 1955 to May 1957

(1947-49 = 100)

Index Per CentIndex ~~~increase or
Major Groups May 1955 May 1957 Decrease

Machinery and motive products ....................... ................ 126.7 145.1 14.5
Metals and metal products . . .132.5 150.0 13.2
Fuel, power and lighting materials . 107.0 118.5 10.7
Nonmetalic minerals, structural ....... ....................... ..... 123.2 135.0 9.6
Pulp, paper and allied products ....................................... 117.7 128.9 9.5
Commodities other than farm products and foods 115.5 125.2 8.4
Hides, skins and leather products . .................................. 92.9 99.0 6.6
All commodities 109.9 117.1 6.6
Furniture, other household durables ............................ _ 115.1 121.6 5.6
Rubber and rubber products ............... .... .......................... 138.0 144.7 4.9
Foods, processed . . .102.1 104.9 2.7
Tobacco manufactures and bottled beverages ............. . 121.6 124.5 2.4
Chemicals and allied products . . . 106.8 109.1 2.2
Textile products and apparel . . .95.0 95.4 0.4
Farm products . . .91.3 89.5 - 1.9
Miscellaneous . . .91.4 89.4 - 2.1
Lumber and wood products . . ................... 123.5 119.7 - 3.1

Source: U. S. Department of Labor, Bureau of Labor Statistics.
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rubber and rubber products reflected the de-
cline in automobile output; tobacco manufac-
tures and bottled beverages are industries
with a very small labor content; chemicals
and allied products also have less than aver-
age labor costs as a per cent of the sales
dollar. Thus, it appears that the level of
prosperity in an industry and/or the relative
importance of its labor costs provide the pri-
mary explanations for the price behavior of
the past two years.

Table 7 shows the changes for the same
price groups for the year from May 1956 to
May 1957. The picture is essentially the same.

Table 8 shows the changes for 92 subgroups

of products for the period from May 1955 to
May 1957. This tabulation is particularly in-
structive concerning the behavior of admin-
istered prices during the period covered-
and also the behavior of prices in concen-
trated industries as compared with others.
As the table shows some administered prices
have risen sharply, while others have de-
clined.

An analysis of the May 1955-May 1957
price changes also shows that for several
finished goods, the administered prices rose
more or declined less than the market prices
of their important raw materials.

TABLE 7

Changes in Wholesale Prices, Major Groups,
May 1956 to May 1957

(1947-49 = 100)

Per Cent
May May Increase or

Major Groups 1956 1957 Decrease

Fuel, power and lighting materials .............. 110.8 118.5 6.9
Machinery and motive products ... ............... 136.5 145.1 6.3
Nonmetallic minerals, structural .................. 128.6 135.0 5.0
Furniture, other household durables .... ........ 118.0 121.6 3.1
Commodities other than farm products

and foods .................................. 121.7 125.2 2.9
Foods, processed .................................. 102.4 104.9 2.4
Tobacco manufactures and bottled

beverages .................................. 121.6 124.5 2.4

All Commodities .................................. 114.4 117.1 2.4
Metals and metal products ............................ 146.8 150.0 2.2
Chemicals and allied products ........ . 106.9 109.1 2.1
Pulp, paper and allied products .. . 127.3 128.9 1.3
Rubber and rubber products ........................ 143.5 144.7 0.8
Textile products and apparel ........................ 94.9 95.4 0.5
Hides, skins, and leather products ................ 100.0 99.0 -1.0
Farm products ................ .................. 90.9 89.5 -1.5
Lumber and wood products .......................... 128.0 119.7 -6.5
Miscellaneous .................................. 96.1 89.4 -7.0

Source: U. S. Department of Labor, Bureau of Labor Statistics.
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TABLE 8
Changes in Wholesale Prices, Subgroups,

May 1955 to May 1957

Per Cent
Increase or

Subgroups Decrease

Coal ............... ................ 22.8
Coke . .............................. 21.4
Iron and steel ............................... 20.1
Prepared asphalt roofing ........................ 18.9
General purpose machinery

and equipment ............................... 18.9
Metalworking machinery

and equipment ............................... 18.7
Construction machinery and equipment 17.3
Electrical machinery and equipment 17.2
Petroleum and products .......................... 16.4
Metal containers .............................. 16.1
Commercial furniture . ................ 14.6
Fabricated nonstructural metal

products.................................................. 13.9
Hardware ...... ........................ 13.8
Structural clay products ........................ 13.1
Miscellaneous machinery ....................... 13.1
Converted paper and paperboard

products ............ ................... 12.2
Other household durable goods' ............ 12.0
Fate and oils, inedible ............................ 11.3
Fabricated structural metal products .. 11.3
Paper . ............................. 10.5
Motor vehicles .............................. 10.4
Building paper and board ..................... 9.3
Agricultural machinery and equipment 8.9
Concrete ingredients .............................. 8.8
Footwear .................... ........................... 8.7
Prepared paint ............................... 8.6
Flat glass ............................... 8.6
Household furniture ............................ 8.2
Paperboard .... ........................... 8.1
Other rubber products2 ............................ 7.3
Concrete products ............................... 7.2
Heating equipment .............................. 7.0
Floor coverings .............................. 7.0
Meats, poultry and fish ............................ 6.8
Dairy products and ice cream .............. 6.4
Other nonmetallic minerals

3
.................. 6.0

Fluid milk ..... ......................... 5.5
Plumbing equipment ............. .............. 5.5
Other tobacco manufactures

4
................ 5.2

Industrial chemicals .............................. 5 .1
G as .............................. 5.0
Other miscellaneous products

5
................ 6.0

Notions and accessories ... ....................... 4.8
Hides and skins .......... : 4.7
Tires and tubes .............................. 4.7
Leather .............................. 4.5

Per Cent
Increase or

Subgroups Decrease
Wool products ................. .............. 4.5
Jewelry, watches and

photographic equipment ...................... 4.5
Alcoholic beverages ............................... 4.3
Other farm products .............................. 4.2
Gypsum products ............................... 4.1
Toys, sporting goods, small arms

and ammunition ............................... 3.8
Woodpulp ........... .................... 3.7
Vegetable oil end products .................... 3.6
Paint materials ............................... 2.9
Other leather products' .......................... 2.6
Sugar and confectionery .......................... 2.3
Packaged beverage materials ................ 2.2
Apparel . .............................. 1.5
Nonferrous metals ............................... 1.5
Cigars ......... ...................... 1.4
Silk products . ............................... 1.2
Animal fats and oils ............................... 1.2
Crude rubber .......... ..................... 1.1
Plant and animal fibers ............................ 0.9
Nonalcoholic beverages ........ ........ 0.8
Other textile products' .......

5
.. .............. 0.7

Cotton products ............................... 0.4
Livestock and live poultry ..................... 0.4
Drugs and pharmaceuticals .................... 0.1
Cigarettes............................................... .0
Television, radio receivers

and phonographs ............................... 0
Mixed fertilizer ............................... - 0.4
Canned and frozen fruits

and vegetables . ........................- 0.6
Millwork . ........ - 0.8
Household appliances ......................... - 1.3
Cereal and bakery products ....................- 1.5
Other chemicals and allied products .... - 2.2
Lumber. ........................- 2.9
Electricity........... - 3.0
Hay, hayseeds and oilseeds .................... - 4.9
Fertilizer materials ........................ - 5.2
Other processed foods'

0
.........................- 5.8

Man-made fiber textile products ............ - 5.9
Crude vegetable oils .........................- 6.0
Grains ........................ - 7.6
Fresh and dried fruits and vegetables .. - 8.2
Plywood ............................................ - 8.3
Manufactured animal feeds ..................- 10.4
Refined vegetable oils ........................ - 10.7
Eggs ........................ - 19.6
W astepaper . ......................................... - 28.7

Source: U. S. Department of Labor, Bureau of
Labor Statistics.

I Includes dinnerware, glassware, glass containers,
silverware, mirrors, lawnmowers, cutlery and metal
household containers.

2 Includes footwear, heels and soles, belts and belt-
ing, rubber cement, garden hose, camelback and
foam rubber.

8 Includes insulation materials, asbestos cement
shingles, and building lime.

I Includes smoking tobacco, plug chewing tobacco,
and snuff.

5 Includes caskets, matches, musical instruments,
brushes, phonograph records, and fire extinguishers.

6 Includes green coffee, tea, cocoa, and leaf tobacco.
7 Includes men's two-suiter bags, women's pullman

cases, brief cases, men's wallets, men's and women's
gloves, industrial belting and men's and women's cut
soles.

8 Includes burlap, binder twine, baler twine, manila
rope, and carpet yarn, jute.

9 Includes soaps, detergents, explosives, plastic
materials, photographic materials, cosmetics, per-
fumes, shaving cream, and toothpaste.

10 Includes jams, jellies, pickles, processed eggs,
flavoring syrup, gelatin base desserts, peanut butter,
and spice.
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Price administered meats, poultry and
fish prices rose 6.8 per cent as compared
with the rise of only 0.4 per cent for mar-
ket price determined livestock and live
poultry.

While market price determined grains
declined 7.6 per cent, the price adminis-
tered cereal and bakery products group
fell only 1.5 per cent.

Market price determined fresh and
dried fruits and vegetables recorded a
price decline of 8.2 per cent, while price
administered canned and frozen vegeta-
bles showed a small decline of 0.6 per
cent.

Nevertheless, there are also a number of
interesting contrasts in price behavior during
that two-year period.

Coal' which has low concentration,
high labor costs, and administered price
had the largest rise, 22.8 per cent. Petro-
leum and products, a competitive prod-
uct, with a higher concentration ratio
rose 16.4 per cent. On the other hand,
highly concentrated, low labor content,
price administered cigarettes showed no
change in price; and lumber, an industry
with many producers and administered
prices, had a price decline of 2.9 per cent.

Hides' and skins' prices, which are
market determined, rose 4.7 per cent,
while price administered leather prices
increased 4.5 per cent.

Man-made fiber textile products' prices
declined 5.9 per cent, while the wool
products' prices advanced 4.5 per cent
and cotton products rose 0.4 per cent.
These products are all price administered
and have similar degrees of concentra-
tion although man-made fibers are highly
concentrated.

Electrical machinery and equipment
prices increased 17.2 per cent while prices
of television, radio receivers, and phon-
ographs recorded no change and prices
of household appliances fell 1.3 per cent.
In many instances these products are
produced by the same companies.

Iron and steel products rose 20.1 per

cent as compared with a rise of only 1.5
per cent for nonferrous metals although
both are price administered.

Clay products' prices rose 13.1 per cent
as compared with a rise of 4.1 per cent
for gypsum products which are more
highly concentrated.

Of the 22 groups of products for which
prices did not increase between May 1955 and
May 1957, 14 are price administered in in-
dustries with varying degrees of concentra-
tion.

Industry

Television, radio receivers and
phonographs . ..............

Per Cent
Change

in Prices

0

Cigarettes .................................... 0

Mixed fertilizer ... ....... -0.4

Canned and frozen fruits
and vegetables .... ...... -0.6

Millwork ......... . ........................... -0.8

Household appliances . . -1.3

Cereal and bakery products .. -1.5

Other chemicals and allied
products .. -2.2

Lumber ..... .................................. -2.9

Electricity .. ......... -3.0

Fertilizer materials .. -5.2

Other processed foods . . -5.8

Man-made fiber textile
products. . -5.9

Plywood ............................. -8.3

While price administered products record-
ed varying increases in this two-year period,
it is significant that for fourteen industries,
prices failed to rise despite the fact that they

I Bituminous coal accounts for about 84 per cent of
the coal price index. From May 1955 to May 1957
bituminous coal prices rose 24.3 per cent while an-
thracite coal prices rose 14.3 per cent. Anthracite
coal production is more highly concentrated than is
bituminous coal output.
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were administered. These industries ac-
counted for 15.3 per cent of the wholesale
price index as compared with 5.5 per cent
for the market prices which declined.

Moreover, for six additional industries,
prices rose less than one per cent. Only two
of these industries had market determined
prices (livestock and live poultry and plant
and animal fibers) while the following four
industries were price administered:

Per Cent
Increase

Drugs and pharmaceuticals ........ 0.1
Cotton products ............................ 0.4
Other textile products ................ 0.7
Nonalcoholic beverages ................ 0.8

In general, these 28 industries, with price
rises of less than one per cent or price de-
clines, did not participate fully in the 1955-57
boom. This fact, rather than price admin-
istration, explains price behavior in this
area.

On the other hand, the ten industries with
price increases of 15.0 per cent, or more, gen-
erally participated in the boom and were sig-
nificantly affected by it.

If the analysis is confined to the experience
in the year May, 1956, to May, 1957, the wide
diversity of behavior for administered prices
is again evident. The data are shown in Table
9. Some of the interesting exceptions to the
administered price-inflation theme include
the following:

One of the largest price rises was for
meats, poultry, and fish (11.4 per cent)
and one of the largest declines was for
nonferrous metals (-12.6 per cent).
Both groups of products have adminis-
tered prices. Nonferrous metals are
highly concentrated. Market determined
egg prices also recorded one of the larg-
est declines.

Fresh and dried fruits and vegetables,
whose prices are largely market deter-
mined, declined 2.5 per cent while the

more concentrated price administered
canned and frozen fruits and vegetables
declined 5.3 per cent.

Coal recorded a price rise of 10.2 per
cent while cigarettes were unchanged in
price. Petroleum and products had a
price rise of 9.7 per cent.

Motor vehicles had a price rise of 4.3
per cent while prices declined 1.8 per
cent for tires and tubes. Both industries
are highly concentrated and have ad-
ministered prices. Prices of tires and
tubes were adversely affected by the
decline in automobile output.

Hides' and skins' prices, which are
market determined, fell 5.4 per cent
while closely related administered price
of leather declined 4.4 per cent. How-
ever, administered price footwear rose
0.9 per cent. It should be noted that the
latter is an industry with low concen-
tration.

Cotton products' prices declined 2.6
per cent, prices of man-made textile
fibers rose 1.9 per cent and prices in the
wool products group increased 7.8 per
cent.

Electrical machinery and equipment
prices rose 8.2 per cent, while the simi-
larly administered prices of television,
radio receivers and phonographs rose
0.5 per cent, and household appliances a
nominal 0.1 per cent. The difference in
the demand for the two groups of prod-
ucts provided a more significant explana-
tion of this diverse behavior than did
the fact the prices are administered.

Of the 92 subgroups included in the BLS
wholesale price index, prices declined for
31 groups, were unchanged for three groups,
and rose one per cent or less for ten groups.
Thus, in the year from May 1956 to 1957, 44
out of the 92 subgroups had a price rise of
one per cent or less or declined in price.
Thirty-two of these 44 industry groups had
administered prices; they accounted for 21.1
per cent of the index as compared with 7.2 per
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TABLE 9

Changes in Wholesale Prices, Subgroups,
May 1956 to May 1957

Per Cent
Increase or

Subgroups Decrease

Prepared asphalt roofing ........................ 12.4
Meats, poultry and fish ............... 11.4
Coke . .............................. 11.3
Coal ..... ........... ............... 10.2
Petroleum and products .......................... 9.7
Other textile products8

.... ....................... 9.4
Electrical machinery and equipment 8.2
Fabricated nonstructural

metal products ............................... 8.1
Metal containers ............................... 8.0
Iron and steel ............................... 8.0
Wool products .. ............................. 7.8
Construction machinery and equipment 7.5
Metalworking machinery

and equipment ............................... 7.2
General purpose machinery

and equipment .............................. 6.8
Hardware .............................. 6.7
Miscellaneous machinery ........................ 6.4
Commercial furniture .............................. 6.4
Other household durable goods1

............ 6.1
Structural clay .products ....................... 6.1
Livestock and live poultry ..... ............. 5.8
Prepared paint .............................. 4.7
Agricultural machinery and equipment 4.6
P aper ..... ..................... .......... 4.6
Other nonmetallic minerals3

..... ............ 
4. 5

Alcoholic beverages . ............ 4.4
Concrete ingredients ...... ...... . 4.3
Motor vehicles .......... ..................... 4.3
Other tobacco manufactures

4
........... 4.2

Concrete products 4.1
Household furniture ........... 3.7
Heating equipment ................... 3.5
Flat glass ...... ........................ 3.5
Crude rubber ................... .......... 3.2
Other miscellaneous products 5

. ............... 3.0
Sugar and confectionery ........................ 2.9
Other chemicals and allied products9

.... 
2. 7

Building paper and board ...................... 2.6
Dairy products and ice cream . ............... 2.6
Jewelry, watches and

photographic equipment ............. 2.5
Floor coverings .............................. 2.5
Other rubber products2

........................ 2.3
Industrial chemicals .............................. 2.3
Fabricated structural metal products 2.2
Man-made fiber textile products 1.9
Electricity .. . ............... 1.8
Notions and accessories .......................... 1.8

Per Cent
Increase or

Subgroups Decrease

Converted paper and
paperboard products ............................ 1.7

Toys, sporting goods, small arms
and ammunition ............................... 1.5

Drugs and pharmaceuticals .................... 1.3
Gas ............................... 1.0
Footwear . ........................... 0.9
Cereal and bakery products .................... 0.9
Cigars ................ 0.9
Nonalcoholic beverages ............................ 0.8
Television, radio receivers

and phonographs -............... 0.5
Mixed fertilizer ............................... 0.5
Household appliances .............................. 0.1
Apparel ............................... 0.1
C ig a rettes ................................................... 0
Gypsum products ..... 0... ....................... 0
Woodpulp ............................... 0
Paperboard . .................. - 0.2
Silk products . ............................... - 0.2
Other farm products6

..............................- 0.2
Fluid milk ............. ..................- 0.5
Millwork ................ . ..............- 0.7
Paint materials ................................- 1.4
Plant and animal fibers .... ......................- 1.5
Other leather products7

................... - 1.7

Fertilizer materials . .........................- 1.7
Fats and oils, inedible ............................ - 1.8
Tires and tubes ................................- 1.8
Packaged beverage materials ........... __ - 2.0
Animal fats and oils ............................... - 2.2
Other processed foods

10
.......................... - 2.3

Fresh and dried fruits and vegetables . - 2.5
Cotton products ..................... - 2.6
Plumbing equipment . ................ - 3.6
Leather .......... . ........... - 4.4
Canned and frozen fruits

and vegetables 53............ .- 53
Hides and skins .......... . - 5.4
Grains ........... . - 5.6
Plyw ood ................................................... - 5.8
Hay, hayseeds and oilseeds ....................- 6.3
Lumber .................... - 7,5
Vegetable oil end products ....................- 7.7
Nonferrous metals .................... -12.6
Manufactured animal feeds ............. -17.9
Crude vegetable oils -.................... 20.0
Refined vegetable oils ................... 20.2
Eggs . ........... .. .......... -28.3
Wastepaper ........ ............ 43.2

Source: U. S. Department of Labor, Bureau of Labor Statistics.
For footnotes, see Table 8.
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cent for market prices which declined.
The various comparisons cited above have

been stressed because they provide important
exceptions to the role assigned to price ad-
ministration. They show that there is no
simple or certain relationship between con-
centration and price administration, on the one
hand, and the direction or magnitude of price
change on the other. The depressed condition
of demand (e.g. tires and tubes, lumber, non-
ferrous metals), stimulation of demand (e.g.
the influence of Suez on petroleum produacts),
relatively large raw materials costs (e.g.
meats, poultry and fish, leather), high rela-
tive importance of labor costs (e.g. coal, iron
and steel), relatively low labor costs (e.g.
cigarettes, chemicals), the plant and equip-
ment boom (e.g. machinery and equipment),
and other factors provide more significant
explanations for the recent behavior of prices
than does the fact that most prices are ad-
ministered.

Of course, there are products which are
concentrated, have administered prices, and

also have had larger than average price rises.
The point that is underlined by these many
illustrations, however, is that there are also
many concentrated industries in which ad-
ministered prices have shown only small
changes. Industries with low concentration
and administered prices have recorded simi-
lar differences in price behavior.

In the light of the differences in behavior
among "various concentrated industries
with administered prices," it is difficult to
understand how price administration per se
can be responsible for the general price rise
of the past year or two. Where other condi-
tions have either favored or compelled the
price rise, administered prices have risen.
And where these other conditions have not
favored a price rise, administered prices
have failed to rise. Market determined prices
have shown a similar responsiveness. The
primary pressures and responsibilities for
price behavior, therefore, are found in these
other factors, not in the fact of price ad-
ministration.
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m. ADMINISTERED PRICES AND ECONOMIC STABILITY

A BASIC criticism of administered pricing
has been the charge that such pricing impedes
the automatic or self-correcting changes in
the economy. It is suggested that the failure of
administered prices to decline more sharply
in periods of recession prevents the adjust-
ments which can take place in a flexible
market economy and leads to deeper depres-
sions. Currently, this type of pricing is being
criticized as creating inflationary pressures
which in turn will lead to new instability in
our economy.

Dr. Means has stated that administered
prices "impede economic functioning."' In
contrast, Professor Alvin Hansen has pointed
out, "The price dispersion is not the cause of
the depression. It is a result of the decline in
the national income and in employment. ,12

That the disparity which develops between
administered prices and market prices during
periods of recession is not the cause of the
recession was clearly indicated by Dr. Means
in his summary of the behavior of the two
types of prices before the Subcommittee on
Antitrust and Monopoly on July 12, 1957:

"Indeed one might say that in the period
of high employment and price stability
from 1926 to 1929, market and adminis-
tered prices were in relative balance with
each other, that with depression they got
out of balance, came back toward balance
in 1937, were out of balance in 1938 and
returned to balance along with full em-
ployment under the impact of war de-
mand.

"I emphasize this matter of balance
because it seems to me more than fortu-
itous. The two indexes were in nearly the
same relation in the high employment
and stable price period 1913-1914 as after
the First World War in 1926 to 1929 in
spite of the great price changes which
occurred between these periods.

"And again after the Second World
War and the Korean War, the two in-
dexes assumed nearly the same relation
in the high employment stable-price pe-
riod of 1953 to 1955."

It is clear that recessions in economic
activity develop despite the "balance" be-
tween the two sets of prices during periods of
high-level activity. And recovery develops
from depressed levels despite the lack of bal-
ance between the two sets of prices at such
times. In the face of this historic record, it
is difficult to understand how administered
prices are the cause of wide economic fluctu-
ations. It is evident that the required adjust-
ments take place in our economy despite the
inflexibility of some administered prices, al-
though there is no way to determine whether
the process of adjustment is faster or slower.

In connection with the various criticisms
made of administered pricing, several points
must be kept in mind in order to maintain
some perspective concerning the significance
of administered pricing:

1. Administered prices have always been
the major type of pricing in our econ-
omy.

2. Nevertheless, despite periodic inter-
ruptions to the long term trend, our
economy has experienced a rate of
growth and a rising standard of liv-
ing which is the envy of the world.

3. The interruptions to this growth,
namely recessions and depressions,
have usually been of brief duration.
The major depressions have usually
followed major wars and have been

I Gardiner C. Means, "Notes on Inflexible Prices,"
The American Economic Review, Supplement, March,
1936, p. 32.

2 Alvin H. Hansen, "Price Flexibility and the Full
Employment of Resources," in The Structure of the
American Economy, Part 11, National Resources
Planning Board, Washington, June, 1940, p. 29.
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the direct result of the dislocations
accompanying those wars (for ex-
ample, the 1870's and 1930's).

4. Most recessions have been small in
depth and in duration. It is not true
that small declines have been con-
verted into deep depressions because
of the alleged inflexibility of admin-
istered prices. The most recent illus-
trations are found in the modest re-
cessions of 1948-49 and 1953-54.

5. Students of the business cycle usually
attribute our periodic recessions to a
wide variety of causes including ex-
cessive expansion of credit, excessive
inventory accumulation, the relation-
ship between savings and investment,
underconsumption, wars, and other
factors. Administered pricing is not
given much significance in lists of
causal forces of the business cycle.

TABLE 10

Price Changes for Flexible and

Inflexible Prices,
1920-1923

Range of Price
Change

Group Frequency
0

A 0-7

Per Cent Change

1920-21 1921-23

-12.3 -10.2

B 8-16 -26.6 -11.1

C 17-34 -33.3

D 35-77 -38.8

E 78-95 -45.4

Wholesale
Price Index -36.8

6.7

8.6

14.5

2.7

* Based on the number of monthly changes in the
eight year period, 1926 to 1933.

Source: National Resources Committee, The Struc-
ture of the American Economy, Part 1, Washington,
June 1939, p. 147.

Cyclical Price Behavior
It is sometimes stated that administered

prices lag on the decline but rise more than
other prices during periods of rising prices.
John M. Blair, for example, has referred to
"This practice of lowering prices less in de-
pression and raising them more in prosper-
ity...." I There is little historic support for
this charge.

Unfortunately, data for administered
prices alone are not readily available. But
Means, Blair, and others have used this term
interchangeably with inflexible prices. It is
of interest, therefore, to check the changes in
inflexible prices during past cyclical swings.

The relative changes of prices in terms of
their inflexibility (defined in terms of the
frequency of price change) was measured by
the National Resources Committee for the
1920-21 depression and the 1921-23 recovery.
The frequency of change was based on the
1926-33 experience. The estimated changes
for five groups of products are shown in
Table 10:

In this tabulation the most inflexible prices
are in Group A, the most flexible in Group E.
It will be noted that Group A prices declined
the least in the 1920-21 period. The magni-
tude of decline increased as we progress to
the most flexible prices in Group E. The re-
verse experience occurred in the 1921-23
recovery. However, in that period, inflexible

prices (Groups A and B) continued to decline
while flexible prices increased. No support
for the smaller decline-larger rise thesis is

found in that experience.
In April, 1951, the U. S. Department of

Commerce reported the movement of whole-
sale prices in three groups: inflexible, flexi-
ble, and neither flexible nor inflexible. The
groupings were based on the classification set
up by the National Resources Committee in

the study cited above. The changes in these
three indexes for selected dates are shown in

Table 11:

' John BL Blair, Seeds of Destruction, Covici,
Friede, New York, 1938, p. 124.
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TABLE 11

Wholesale Prices, Selected Dates,
1929-1951

Inflexible Neither Flexible
(1926-29=100)

1929
1932

1933

1937

1939

June 1946
Sept. 1948
March 1949
June 1949

Sept. 1949

June 1950
Jan. 1951

Period

1929-32

1932-37
1937-39

1939-Sept. 1948
Sept.1948-

Sept. 1949
Sept. 1949-

Jan. 1951

98.3

87.3

86.0

94.5

95.1
11 a

98.2
71.4

73.9

89.0

85.9
-OfI

99.8

49.6

57.1
83.6

72.6

flexible group rose considerably less than
prices in the other groups."'

During the 1937-39 recession, the inflexible
price group rose fractionally while flexible
prices fell by 13.2 per cent. In the war and
early postwar inflation which reached its pre-
Korean peak in September, 1948, the rise in
inflexible prices lagged far behind that for
flexible prices; the respective increases were
55.3 per cent and 163.5 per cent. How much

I11.O Lcu.q 100.0 more severe would our war and postwar in-
147.7 167.0 191.3 flation have been if inflexible prices had
150.5 164.8 178.7 joined fully the sharp rise in flexible prices?
148.8 158.9 168.3 And how much greater would the possibility
147.4 157.5 171.1 have been for a severe postwar readjustment
149.0 159.3 178.1 instead of the mild recession we had in 1948-
168.2 187.4 213.5 49? Certainly, during that period there was

no support for the larger price rise theory.
Per Cent Change In the 1948-49 recession, inflexible prices

- 11.2 - 27.3 - 50.3 again fell less than did flexible prices-having
+ 8.2 + 24.6 + 68.5 risen only about one-third as much in the pre-
± 0.6 - 3.5 - 13.2 ceding inflation. That this development may
+ 55.3 + 94.4 + 163.5 have contributed to the shallowness of the

1948-49 decline (instead of accelerating it as
- 0.2 - 5.7 - 10.6 the Means thesis would indicate), has been

suggested by the U. S. Department of Com-
+ 14.1 + 19.0 + 24.8 merce in its comment on these trends:

In the lower half of the Table, the changes
in each of the three groups of prices are shown
for the various periods of decline and expan-
sion between 1929 and 1951, the last date for
which these data were available. In every
period, inflexible prices declined less or in-
creased less than did flexible prices. The U. S.
Department of Commerce commented on the
1929-37 experience as follows:

"Prices in the inflexible group tended to
lag behind other prices in the downward
phase of the business cycle, as in 1929-32
when prices in the inflexible group de-
creased somewhat more than one-tenth
compared with one-half in the flexible
group. The movement during an upturn
was typically characterized during the
1936-37 recovery when prices in the in-

"The stability of these [inflexible] prices
... was a bolstering factor in the renewal
of business purchasing for inventories
and of capital expansion programs which
accompanied the upturn in industrial
production in late 1949 and early 1950.
Realization that the downturn in prices
was limited in degree and scope and that
many prices, such as those in the impor-
tant iron and steel product group, re-
mained unaffected meant that business
purchasing could proceed without fear
of losses incurred by price declines." 2

Inflexible Prices and Stability
The U. S. Department of Commerce is not

alone in its conclusion that the relative stabil-
ity in inflexible prices may mitigate insta-

1 Survey of Current Business, April, 1951, p. 9.
2 Ibid., p. 10.
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bility in the economy. Thus, J. R. Hicks, the
well-known English economist, has stated:

"In most communities there is a large
number of prices which, for one reason
or another, are fairly insensitive to eco-
nomic forces, at least over short periods.
This rigidity may be due to legislative
control, or to monopolistic action (of the
sleepy sort which does not strain after
every gnat of profit, but prefers a quiet
life). It may be due to lingering notions
of a 'just price.' The most important class
of prices subject to such rigidities are
wage-rates; they are affected by rigidity
from all three causes. They are particu-
larly likely to be affected by ethical no-
tions, since the wage-contract is very
much a personal contract, and will only
proceed smoothly if it is regarded as
'fair' by both parties. But, for whatever
cause rigidity occurs, it means that some
prices do not move upward or downward
in sympathy with the rest-they may
consequently exercise a stabilizing influ-
ence."' (Italics added.)

Similarly, Professor Alvin H. Hansen has
stated:

"If in industry as a whole, and particu-
larly in the capital goods and durable
consumers' goods industries, prices and
wages were reduced drastically to an ex-
tent commensurate with the decline in
the prices of cyclically flexible commodi-
ties-agricultural and other raw mate-
rials-it is to be expected that by and
large such price and wage declines would
merely reduce the gross volume of mone-
tary expenditures made in the capital
goods and durable consumers' goods
area, without appreciably affecting the
physical volume of output. Since these
cost payments are also income receipts
of individuals, incomes fall along with a
decline in costs. In these circumstances
the effect of the price reduction is merely
to accelerate the decline in the national
income and thus intensify the downward
movement in business activity. More-
over, the uncertainty created by the dis-

ruption of reasonable stability and nor-
mality with respect to the industrial
price and wage structure would only
serve to intensify the already unfavor-
able business expectations engendered by
the decline in investment...

"Cyclical price flexibility all around,
including administered prices and wage
rates in addition to agricultural prices,
under the conditions prevailing at the
end of a boom, might well accelerate the
downswing. The expectation by business
and consumers that prices will fall tends
to generate a cumulative decline in ex-
penditures and to intensify the down-
swing....

"The deflationary movements cannot
be remedied by chasing administered
prices and wage rates down to the level of
agricultural and other flexible prices ....

"So far as the cycle is concerned, a
downward adjustment of rigid prices for
the economy as a whole is not an ade-
quate remedy, and, indeed, under many
circumstances might well be positively
harmful."' (Italics added.)

As Hicks and Hansen point out, price
changes have effects upon income. The
changes in income, in turn, influence the level
and composition of demand. It must always
be kept in mind that a business or industry
experiences a two way flow of income: its
receipts and its payments. Business receipts
are determined by the combination of prices
and volume. If prices are cut and volume
does not increase in inverse proportion (that
is, if the demand is not elastic), then the total
receipts will decline. As the total amount
available to be paid out is reduced, there is
an accompanying reduction in incomes re-
ceived either by workers, management, stock-
holders, material suppliers, by other income

1 J. R. Hicks, Value and Capital, Second Edition,
The Clarendon Press, Oxford, 1946, p. 265.

2 Alvin H. Hansen, "Price Flexibility and the Full
Employment of Resources," in The Structure of the
American Economy, Part 11, National Resources
Planning Board, Washington, June 1940, pp. 29, 30
and 33.
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recipients or by some combination of the
groups connected with that industry.

The net impact on the economy will be de-
termined by how the money saved by custom-
ers as a result of the lower price is spent as
compared with how the recipients within the
industry would have spent it. In any event, it
is clear that the money not spent for a prod-
uct by customers when prices decline is not
all a net addition to total spending power.
Consideration must be given to the offsetting
curtailment of spending by other groups.

Moreover, the psychological effects of a
spiral of declining prices cannot be ignored.
Declining prices breed the hope of further
price declines and encourage the withholding
of new purchases both by industrial and pri-
vate consumers. Such expectations may read-

ily accelerate the rate of downturn in the
economy with the accompanying unemploy-
ment of resources. When consumers see price
stability they are encouraged to purchase
enough to meet their needs rather than to live
off stocks or inventories and to postpone pur-
chases.

The long term record of growth in our
economy, the typical moderate recessions, and
the identifiable nature of the forces which
have led to the severe depressions (the im-
balances arising from war and the resulting
excessive expansion of money and credit), in-
dicate that there is greater merit to the Hicks-
Hansen appraisal of the constructive contri-
bution made by inflexible prices than to the
model of a downward spiral of contraction
suggested by Means and Blair.
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IV. CHANGES IN PRICES AND IN PRODUCTION

ADMINISTERED prices contribute to eco-
nomic instability, it is claimed, because dur-
ing periods of declining activity, these prices
are inflexible. In turn, the argument runs,
demand falls off and production is reduced
excessively. The result is rising unemploy-
ment. Gardiner Means has stated, in connec-
tion with the post-1929 decline, "Indeed, the
whole depression might be described as a
general dropping of prices at the flexible end
of the price scale and a dropping of produc-
tion at the rigid end with intermediate effects
between."'

Comprehensive studies of these relation-
ships were made for the 1929-1933 depression
experience by Thorp and Crowder and Nelson
and Keim for the Temporary National Eco-
nomic Committee, by E. M. Doblin, and by
the present writer for the National Industrial
Conference Board. The conclusions of these
studies are summarized in Appendix B. There
was agreement that there had been little rela-
tionship between changes in production and
prices during that depression and that other
factors than price had played a more signif-
icant role in causing the differing patterns of
reported production decline. The Crowder-
Thorp study also showed that this conclusion
applied to the experience during the 1933-37
recovery.

Comprehensive studies of price-production
relationships are not available for subsequent
periods of recession, such as 1937-38, 1948-
49, or 1953-54. To fill this gap and to provide
more recent data, studies have been made of
the relationships in manufacturing and min-
ing and in the steel industry.

Changes in Production and
Administered Prices, Manufacturing
and Mining Industries

The earlier studies of price-production
relationships included products with admin-

istered prices and market prices. However,
products falling in the former category were
so much more numerous that they dominated
the surveys and determined the results. It
is probable, therefore, that if products with
market prices were excluded from these
studies, the conclusions would still apply to
the remaining products with administered
prices.

This assumption is supported by a study
of the experience in the most recent two re-
cessions, namely, 1948-49 and 1953-54. The
relationships between changes in production,
as shown by the components of the Federal
Reserve Board index of industrial produc-
tion, and changes in wholesale prices re-
ported by the U. S. Bureau of Labor Statis-
tics have been examined. All of the products
included in this study have administered
prices.

Annual data were used for both periods
as was done in other studies made in the
past (See Appendix B). The use of annual
data avoided the problem of seasonal price
movements for some products and the prob-
lem of adequacy of Federal Reserve Board
seasonal adjustments in some instances. A
check of the changes in the components of
the FRB index from July 1953, when the
total index reached its peak, to July 1954,
when it was at its low point, results in essen-
tially the same picture as is shown by the
annual data.

In connection with this analysis, the fol-
lowing limitation of the data must be kept
in mind. The coverage of the FRB and BLS
indexes is not identical. The Federal Reserve
Board2 index includes industry groups and
subgroups based on the Standard Industrial
Classification.

1 "Senate Document No. 13," op. cit., p. 8.
2 "Revised Federal Reserve Monthly Index of In-

dustrial Production," Federal Reserve BmUetin, De-
cember 1953, pp. 1247-1328.
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The U. S. Bureau of Labor Statistics
wholesale price index' includes individual
products and is not based on the Standard
Industrial Classification. However, groups
of related product prices tend to give a gen-
eral picture of the trend in prices for an
industry. Thus, even though many of the
price and production indexes do not match
precisely, there appears to be enough simi-
larity in the various categories to make the
comparisons valid.

This analysis started with the 175 indus-
tries contained in the monthly industrial
production index. The descriptions of these
industries and the products included in the
wholesale price index were examined and the
most closely related groups in the two in-
dexes were matched.

In addition to the 175 groups, the FRB
index contains a number of subgroups. Thus,
for example, fabricated metal products is
shown as one group. But the components of
this group are structural metal parts, stamp-
ings and miscellaneous metal products, tin
cans, and furnaces, gas ranges and heaters.
Where price data could be obtained for such
component groups, those production indexes
were used. In the illustration cited above,
both price and production data were avail-
able for the four component fabricated metal
products and hence the data were shown for
each group separately and the composite
group was omitted.

Where such data were not available, the
data for the broader group was used. Thus,
for hosiery, subgroups are available show-
ing production of full fashioned hosiery and
seamless hosiery. However, the same break-
down was not available in the BLS price
data and hence, comparisons were made for
the entire group.

The present survey includes 49 of the
major components of the FRB index. In
addition, it includes 35 subgroups which are
listed under 17 other components. Thus, 66

out of the 175 components are represented
in this survey. These 84 industries and in-
dustry subgroups accounted for 64.4 per
cent of the weighted importance of the in-
dustrial production index. The experience
in the 1948-49 and 1953-54 recessions is dis-
cussed below.

194849 Period
During the 194849 recession, the Federal

Reserve Board industrial production index
declined 6.7 per cent, the nonfarm nonfood
wholesale price index declined 2.0 per cent,
and processed foods prices declined 9.8 per
cent. Table 12 and Chart 4 show the changes
in production and in prices for 83 related
industries during that period. Prices rose
for 40 groups of products and declined for
42 groups; price was unchanged for one
group. Production increased for 19 in-
dustries, was unchanged for 5, and declined
for 59 industries. As is clear from the data,
there was little or no relationship between
the changes in prices and the magnitude of
changes in production.

For the forty groups for which prices
increased, output increased in nine in-
dustries and was unchanged in four
others. In other words, for one industry
in three with price increases, output
did not decline. The forty-two price
declines were accompanied by ten in-
creases in output or fewer than one out
of four.
Prices rose more than 5 per cent in
eleven industries in which the changes
in production ranged between an in-
crease of 31.2 per cent and a decrease of
26.7 per cent. Production declined in
eight of these industries, it was un-

1 "The classification system of the wholesale price
index is essentially based on products or commodities
rather than on industry, source, or end use. It does
not exactly match either the Standard Industrial
Classification, the Standard Commodity Classifica-
tion, or the United Nations Commodity Classifica-
tion." U. S. Department of Labor, Bureau of Labor
Statistics, "Techniques of Preparing Major BLS
Statistical Series," Bulletin No. 1168, Washington,
December 1954, p. 85.
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Chart No. 4

CHANGES IN PRODUCTION AND IN PRICES

MANUFACTURING AND MINING INDUSTRIES
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TABLE 12

Changes in Production and in Prices,
Manufacturing and Mining Industries,

1948-1949

PRICESI

Per Cent
Product Change

Iron ore ..... .. ....... + 19.1
Glass containers ............ .. + 12.3
Tin cans #2 ..... .. ....... + 10.7
Pig iron, basic ......... ....................... + 10.5
Semifinished and finished steel ................ + 8.3
Passenger cars . . ........... + 8.1
Aluminum ingot . . + 8.0
Coke . - .. . . ... + 7.0
Aluminum rods and sheet . . . + 6.8
Agricultural machinery and equipment.. + 6.8
Oilfield machinery and tools . . . + 5.6
F lat glass . ............. ........ .......... ........ + 4.9
Inorganic chemicals +........... +4.8
Fire clay brick ............ + 4.8
Face brick and building brick .. . + 4.4
Foundry and forge shop .... + 4.1
Motor trucks ........................... .......... + 4.1
Pennsylvania anthracite coal ... + 3.9
Newsprint . ..... + 3.5
Commercial furniture . . + 3.2
Cigarettes . . . + 3.1
Mixed fertilizers . .. . . + 3.0
Portland cement . ... + 2.7
Sugar, cane, granulated, domestic,

refined .. . . . + 2.7
Soft surface floor coverings .. + 2.6
Electrical machinery and equipment . + 2.5
Millwork . . + 2.4
H eating equipm ent ............. ...................... + 2.4
Concrete products . ...... + 2.3
Wool products, broadwoven fabrics ... + 1.5
Building board . . .. + 1.4
Plastic materials .... + 1.4
Gasoline .... + 1.4
Natural gas . ... + 1.2
Malt beverages .... + 1.2
Printing paper .. . + 0.9
Wool yarn ... . ................................................ + 0.9
Prepared paints ... .+ 0.9
C ig ars ........... ................... +............ .......... 0.8
Nonalcoholic beverages .... + 0.2
Synthetic rubber . . . 0
Ice cream .. .. . .. - 0.1
Prepared asphalt roofing . . - 0.3
Sanitary papers and health products - 0.4
Distilled spirits . .......... .........- 0.4
Canned and frozen fruits and

vegetables...................................... ......... - 0.6
Writing paper .... ..... - 0.9

X U. S. Department of Labor. Bureau of Labor Statistics.
2 Federal Reserve Board.

PRODUCTION2

Per Cent
Industry Change

Iron ore ........................... - 15.7
Glass containers . .......................... - 8.2
Tin cans ...... .................... + 1:0
Pig iron .......................... - 11.4
Steel ........................... - 13.2
Autos ..... ..................... + 31.2
Aluminum................................................... - 2.9
Coke ........................... -14.2
Aluminum mill shapes .......................... -26.7
Farm machinery .......... ................ - 0.9
Oil and gas well drilling .......................... .0
Flat glass vitreous products ... ................... - 8.5
Basic inorganic chemicals ........................ + 2.0
Clay, firebrick, pipe and tile ...................... - 10.5
Brick 5.......................... - .6
Ferrous castings and forgings .................. -20.2
Trucks ......................................... -27.0
Anthracite coal .......... ...................... -24.8
Newsprint consumption ...................... +5.9
Fixtures and office furniture .................... - 8.6
C igarettes ......... .. ........ ....................... - 1.0
Fertilizers ... . ...................................... 0
Cement ......... + 2.9

Cane sugar ........ + 9.6
Woven carpets ......... -19.1
Electrical apparatus and parts ............... - 9.6
Millwork ......................... -11.2
Furnaces, gas ranges, and heaters ........ - 24.3
Concrete and plaster products ............. - 0.9
Wool fabrics ....................... .. - 16.2
Building paper and board ....................... - 23.2
Plastics materials ................... + 5.1
Gasoline .. ................... + 3.9
Natural gas .... ........ ...................... + 4.9
Beer and ale .............. 0
Printing paper .............. - 5.8
Wool apparel yarns .............. - 14.3
Paints ............... -12.5
Cigars . ............... - 3.0
Bottled soft drinks 0
Synthetic rubber .............. - 18.1
Ice cream . ............. 5- 3.1
Asphalt roofing and siding ................... - 11.1
Sanitary paper products ............ . + 5.9
Liquor distilling .. ................. - 27.6

Canned and frozen foods ................... + 3.0
Fine paper .................... - 11.7
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TABLE 12 (continued)

PRICESI

Per Cent
Product Change

Bituminous coal .- 1.1
Household furniture .- 1.3
Crude petroleum .- 1.3
Footwear .- 1.4
Fabricated structural metal products - 1.5
Synthetic fibers .- 1.6
Laundry equipment and refrigerators

and freezing units .............................- 2.0
Tires and tubes ............................. - 2.9
Paperboard . ............................- 3.1
Television and radio receivers . - 3.5
Underwear and nightwear and knit

outerwear ............................- 4.3
Copper water tubing ....................... , - 5.0
Apparel, men's and boys' ........................ - 5.4
Paper bags and shipping sacks ................- 6.5
Apparel, women's, misses' and juniors'.... - 7.8
Cattlehide leathers ........................ - 8.1
Lumber........................................................- 8.5
Zinc, slab ........................- 9.2
Wood pulp ................................ - 9.6
Pork, fresh, loins ........................ -11.0
Secondary metal and alloy shapes .......... -11.7
Copper ingot, electrolytic .......................... - 12.6
Cotton products ......................... - 12.7
Plywood ...... ...................- 12.7
Beef ...................... -13.8
Kerosene ..... ................. - 14.0
Lead, pig ...................... - 14.9
Distillate fuel oil ...................... - 15.0'
Hosiery ............ 0
Soap and synthetic detergents .................. - 18.3
Butter ...................... - 18.6
Synthetic textiles, broadwoven goods . - 19.5
Milk, powdered ............................ -20.9
Lubricating oil ............................ - 40.7
Residual fuel oil ............................ -40.7
Tallow and grease ............................. - 60.6

' U. S. Department of Labor, Bureau of Labor Statistics
2 Federal Reserve Board.

PRODUCTION
2

Per Cent
Industry Change

Bituminous coal.- 26.9
Household furniture . - 6.8
Crude oil .- 8.5
Shoes and slippers . - 2.0
Structural metal parts . - 6.7
Synthetic fibers .- 5.6

Laundry and refrigeration appliances.... - 14.9
Auto, truck and bus tires . - 9.7
Paperboard.................................................. - 3.9
Radio and television sets .+ 33.7

Knit garments .- 4.8
Copper mill shapes. - 23.9
Men's outerwear . - 4.0
Shipping containers .- 2.0
Women's outerwear .+ 1.9
Cattlehide leathers. - 11.0
Lumber. -13.2
Zinc .+ 2.0
Wood pulp .- 4.8
Pork .+ 3.1
Secondary nonferrous metals. - 26.9
Copper refining and smelting. - 10.4
Cotton consumption.- 13.6
Soft plywood .- 1.0
Beef .+ 4.3
Kerosene. - 15.6
Lead .+ 6.3
DistiUate fuel oil. -10.0
Hosiery. 0
Soap and allied products .- 6.0
Butter .+ 16.3
Synthetic fabrics. - 5.6
Concentrated milk .- 7.8
Lubricating oil. -11.5
Residual fuel oil. - 8.7
Vegetable and animal oils .+ 10.0

changed in one, and rose in two others.

Prices rose between 1.0 per cent and 2.0
per cent in six industries. The range-
of production changes was from an in-
crease of 5.1 per cent to a decrease of
23.2 per cent. There were two in-
creases in production, three declines,
and one industry with no change.

Prices declined 15 per cent or more in
nine industries in which the changes in
production ranged between an increase

of 16.3 per cent and a decrease of 11.5
per cent. For six of the nine industries,
production declined and one industry
had no change; in four industries the
decline was relatively greater than the
average decline in total industrial pro-
duction.

There were eight price declines between
10.0 per cent and 14.9 per cent. For
these industries, the changes in output
ranged between an increase of 6.3 per
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cent and a decline of 26.9 per cent. For
five of these eight industries, output de-
clined despite the more than average
declines in prices; for four industries
the decline in production exceeded that
in the total index.

There were eight price declines between
5.0 per cent and 10.0 per cent with
an accompanying range of production
changes between an increase of 2.0 per
cent and a decline of 23.9 per cent. For
six of these eight industries, output de-
clined.

For eighteen industries with price de-
clines up to 5.0 per cent, only three re-
ported a rise in output.

These data show there was no relationship
between the magnitude of the changes in
prices and in production in the 1948-49 re-
cession. Chart 4 shows this lack of relation-
ship in graphic form.

1953-54 Period
From 1953 to 1954, the Federal Reserve

Board industrial production index declined
6.7 per cent, the nonfarm nonfood whole-
sale price index rose 0.4 per cent, and the
processed foods wholesale price index rose
0.7 per cent. Table 13 and Chart 5 show the
changes in prices and production for 82 re-
lated industries during the period.' Again
we find no relationship between the magni-
tude of changes in prices and in production.

For the forty-three groups of prices
which rose, output increased in fifteen
industries or in more than one out of
every three cases. The thirty-eight price
declines were accompanied by only ten
increases in output. This was about
one industry out of four.

Prices rose 5.0 per cent or more for
eight groups of products. For the cor-
responding industries, the range of
changes in production was from an in-
crease of 5.1 per cent to a decrease of
7.9 per cent. Production actually rose

for two of these industries with the
largest price rises.

Prices rose between 1.0 per cent and
1.9 per cent for twelve groups of prod-
ucts with accompanying changes in pro-
duction ranging from an increase of 6.6
per cent to a decline of 26.9 per cent;
production increased in four of these
industries.

There were six price declines of more
than 5.0 per cent. For these industries
the production change varied between
an increase of 11.6 per cent and a de-
cline of 13.6 per cent. Output increased
in three industries and was unchanged
in one.

Six price declines between 1.0 per cent
and 1.9 per cent were accompanied by
changes in production ranging between
an increase of 4.7 per cent and a de-
crease of 22.0 per cent.

These data are portrayed on Chart 5.
There was no relationship between the mag-
nitude of changes in prices and production
in the 1953-54 recession.

This review of the changes in administered
prices and production during the 1948-49 and
1953-54 recessions shows the same lack of
relationship that was found in the studies
covering the post-1929 depression. These
data provide no support for the theory that
a recession is characterized by "a general
dropping of prices at the flexible end of the
price scale and a dropping of production at
the rigid end...."

Changes in Steel Shipments
and Steel Prices

Within many of the industries included in
the above study, a number of additional com-
parisons could be made for individual prod-

1 Federal Reserve Board production data were
available for shoes and slippers and bottled soft
drinks for 1948-49 but not for 1953-54. Bureau of
Labor Statistics price data for confectionery were
available for 1953-54 but did not appear to be adequate
for 1948-49.
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Chart No. 5

CHANGES IN PRODUCTION AND IN PRICES

MANUFACTURING AND MINING INDUSTRIES

1953-1954
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TABLE 13

Changes in Production and in Prices,
Manufacturing and Mining Industries,

1953-1954

PRICESI

Per Cent
Product Change
Tallow and grease . . . + 53.7
Soap and synthetic detergents + 8.8
Confectionery ..................................... + 7.7
Residual fuel oil .... + 6.8
Fire clay brick . ............ + 6.2
Building board + 5.2
Pork, fresh, loins ................. + 5.0
Glass containers ........... ......... + 5.0
Semifinished and finished steel .. + 4.5
Aluminum ingot . . .. + 4.3
Malt beverages . . .. + 4.3
Lead, pig ...................... + 4.3
Inorganic chemicals ................... . + 4.2
Portland cement .................... + 3.6
Oilfield machinery and tools + 3.5
Aluminum rods and sheets ............ + 3.2
Copper ingot, electrolytic ................... + 3.2
Flat glass ................... + 3.0
Crude petroleum .................... + 2.8
Tires and tubes .................... + 2.7
Iron ore ................... + 2.5
Foundry and forge shop .................... + 2.3
Electrical machinery and equipment + 2.0
Concrete products ............................ + 1.8
C igarettes ........................ ........................- + 1.6
Natural gas +................. ......... + 1.6
Tin cans #2 ............... . + 1.6
Prepared paints ................. + 1.5
Distillate fuel oil ................ . + 1.4
Commercial furniture + 1.4
K erosene ............................... + 1.4
Face brick and building brick ........ + 1.3
Pig iron, basic + 3............................... + 13
Fabricated structural metal products + 1.2
Synthetic rubber ............................... + 1.0
Passenger cars ............................... + 0.8
Apparel, women's, misses', and juniors'.. + 0.6
W ood pulp ............... . . : + 0.6
Sanitary papers and health products + 0.4
Coke ... + 0.4
Cigars + 0.4
Newsprint................................ ............ + 0.2
Paperboard ............. + 0.2
Printing paper . .......... .. ............ 0
Sugar, cane, granulated, domestic,

refined ....................... . ......... - 0.1
Agricultural machinery and equipment.. - 0.1
Canned and frozen fruits and

vegetables......................................... . - 0.2

1 U. S. Department of Labor, Bureau of Labor Statistics.2
Federal Reserve Board.

PRODUCTION2

Per Cent
Industry Change

Vegetable and animal oils ........................ + 1.7
Soap and allied products ........................- 4.4
Confectionery..............................................- 2.9
Residual fuel oil ....................... - 7.9
Clay, firebrick, pipe and tile ...................... - 3.5
Building paper and board ................. + 5.1
Pork ........................- 1.0
Glass containers ....... ................ - 2.5
Steel . ...................... -21.6
Aluminum ...... .................. + 16.7
Beer and ale ........................- 3.9
Lead .............. .... . ... + 4.0
Basic inorganic chemicals ....................... + 5.4
Cement ................... ..... + 2.3
Oil and gas well drilling ........................ + 8.4
Aluminum mill shapes ........................ - 8.3
Copper refining and smelting .................. 8.3
Flat glass vitreous products ....................- 3.7
Crude oil ....................... - 1.6
Auto, truck, and bus tires ....................... - 10.3
Iron ore . ...................... - 34.4
Ferrous castings and forgings ................ - 19.8
Electrical apparatus and parts ................ - 10.6
Concrete and plaster products .............- 1.2
C igarettes ......................... ............ - 4.5
Natural gas ........................ + 3.0
Tin cans .... : + 1.6
Paints .... - 1.7
Distillate fuel oil .................. ... + 1.9
Fixtures and office furniture ....................- 7.8
Kerosene......................................................- 6.0
Brick. ..................... + 6.6
Pig iron ..................... -22.3
Structural metal parts ..................... - 8.0
Synthetic rubber ..................... -26.9
Autos ................... .. - 10.3
Women's outerwear ..... ........ ........ + 5.8
Wood pulp ....... ....-........ + 4.2
Sanitary paper products ................... + 5.1
Coke ......... ... ......... -24.3
Cigars ..................... - 1.9
Newsprint consumption ..................... + 0.9
Paperboard .................................................. - 3.0
Printing paper . .................... - 0.8

Cane sugar . . ................... - 6.2
Farm machinery ..................... - 17.7

Canned and frozen foods ..................... - 7.4
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TABLE 13 (continued)

PRICESI

Per Cent
Product Change

Synthetic fibers ............................. - 0.3
Laundry equipment and refrigerators

and freezing units ............................ - 0.3
Heating equipment .............................. - 0.4
Household furniture ............................. - 0.5
Millwork......................................................- 0.7
Plastic materials ............................. - 0.9
Motor trucks ........................ .... - 1.0
Secondary metal and alloy shapes ............ - 1.2
Mixed fertilizers ............................. - 1.3
Beef .............................- 1.3
Apparel, men's and boys .'.......................... - 1.3
Lumber ................................. ............... ...... - 1.7
Wool products, broadwoven fabrics .......... - 2.0
Milk, powered .............................. - 2.0
Distilled spirits ............................. - 2.1
Wool yarn .............................- 2.3
Synthetic textiles, broadwoven goods - 2.6
Writing paper ................ ............ - 2.8
Soft surface floor coverings ......................- 2.9
Paper bags and shipping sacks .................. - 2.9
Hosiery........................................................- 2.9
Ice cream . ........................... 8- 3.0
Prepared asphalt roofing ..........................- 3.1
Zinc, slab .............................- 3.2
Television and radio receivers .................. - 3.3
Underwear and nightwear and knit

outerwear .............................. - 3.7
Copper water tubing ......................... - 4.4
Cotton products ........................- 4.6
Gasoline .........................- 4.7
Bituminous coal ......................... - 6.5
Plywood.......................................................- 5.7
Pennsylvania anthracite coal ....................- 7.2
Butter .........................- 9.4
Cattlehide leathers ........................ - 10.6
Lubricating oil ........ - 15.1

X U. S. Department of Labor, Bureau of Labor Statistic
2 Federal Reserve Board.

PRODUCTION'

Per Cent
Industry Change

Synthetic. fibers ....................... ....... - 2.6

Laundry and refrigeration appliances.... - 10.9
Furnaces, gas ranges, and heaters ............ - 3.2
Household furniture .............................. - 10.2
Millwork ......... ..................... + 4.2
Plastics materials .............................. + 0.5
Trucks .............................. -22.0
Secondary nonferrous metals .................. - 7.9
Fertilizers.................................................... - 1.6
Beef ....... ........................ + 4.7
Men's outerwear ............................... - 8.9
Lumber....................... . ............................... - 5.4
Wool fabrics .............................. - 14.7
Concentrated milk .............................. + 1.1'
Liquor distilling ....................... ....... + 18.3
Wool apparel yarns .............................. - 16.5
Synthetic fabrics .............................. - 6.1
Fine paper ........... ................... + 8.6
Woven carpets .............................. - 17.4
Shipping containers .............................. 0
Hosiery ............... ............... - 4.4
Ice cream . ............................. - 1.9
Asphalt roofing and siding ........................ + 4.0
Zinc .............................. -10.6
Radio and television sets ................... ...... - 7.0

Knit garments .............................. - 1.4
Copper mill shapes .............................. - 10.7
Cotton consumption .............................. - 6.7
Gasoline . ............................. - 2.1
Bituminous coal .............................. - 13.6
Soft plywood .............. ................ + 11.6
Anthracite coal .............................. - 8.8
Butter ........ ...................... + 1.9
Cattlehide leathers .............................. 0
Lubricating oil ............... ............... + 1.9

ucts if other sources than the Federal Re-

serve Board were used. Th:A is illustrated

by a special study made of changes in ship-

ments or production and prices in the steel

industry. The data for gross shipments and

production are published by the American

Iron & Steel Institute and the price data by

the U. S. Bureau of Labor Statistics. In ad-

dition to the 1948-49 and 1953-54 periods,

the relationships in the 1929-32 depression,

1937-38 recession, and 1954-55 recovery also

were examined.

1929-32 Decline

Steel production data had to be used for
the 1929-32 period because detailed data for
gross shipments of steel products are not
available.

Table 14 shows the relationship between
changes-in production and in prices for 11
steel product groups for which data were
available for the 1929-32 period. These data
are summarized in Table 15 and shown in
Chart 6.

..
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TABLE 14

Changes in Steel Production and in Prices,

1929 to 1932

Production
(Thous. of Gross Tons) BLS Price per 100 lbs

Products 1929 1932 % Change 1929 1932 % Change

Bars, concrete reinforcing .......... 963 385 - 60.0 $2.021 $1.558 - 22.9
Wire nails ........................ 585 241 - 58.8 2.667 2.050 - 23.1
Skelp ......... .............................. 3,366 576 - 82.9 1.859 1.567 - 15.7
Bars, hot rolled ........ . 6,305 1,285 - 79.6 1.924 1.577 - 18.0
Plates .... .... .... ....... ... 5,022 830 - 83.5 1.900 1.600 - 15.8
Rails . ......................... 2,662 393 - 85.2 43,0002 42,3772 - 1.5
Sheets, hot rolled ...................... 5,255 1,472 - 72.0 3.000 2.300 - 23.3
Structural shapes ....................... 4,778 937 - 80.4 1.921 1.584 - 17.6
Tin plate ......... ...................... 1,816 986 - 45.7 5.350 4.712 - 11.9
Pipe' ...... .. . 3,019 485 - 83.9 4.261 3.950 - 7.3
Terne plate ......................... 152 46 - 69.7 11.1433 9.5003 - 14.8

I Production includes lap weld and butt weld pipe and tubes.
2 Per gross ton.

3 Per 220 lb box.
Source: American Iron and Steel Institute and U. S. Department of Labor, Bureau of Labor Statistics.

TABLE 15

Declines in Steel Production and
in Prices, 1929 to 1932

Per Cent Declines
in Production

85.2

83.9

45.7, 69.7

79.6,80.4, 82.9, 83.5

58.8, 60.0, 72.0

That was a period in which steel produc-
tion declined sharply for practically all
products. Chart 6 shows a general tendency
for the largest price declines to be accom-
panied by the smaller declines in production.
Nevertheless, varying relationships are
shown for this period. For example, output
declined between 80.4 per cent and 85.2 per
cent for five groups of products for which
the price decline ranged from 1.5 per cent to
17.6 per cent. An 11.9 per cent decline in
prices was accompanied by a 45.7 per cent
decline in output (tin plate), while a 23.3

Per Cent Decline
in Prices

0.1- 5.0

5.1 - 10.0

10.1 - 15.0

15.1 -20.0

20.1 - 25.0
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Chart No. 6

RELATION BETWEEN PERCENTAGE CHANGES IN

PRODUCTION AND PRICES OF STEEL PRODUCTS
BETWEEN 1929 AND 1932
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Chart No. 7

RELATION BETWEEN PERCENTAGE CHANGES IN
SHIPMENTS AND PRICES OF STEEL PRODUCTS

BETWEEN 1937 AND 1938
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per cent price decline, the largest one, was
accompanied by a decline of 72.0 per cent in
production (sheets, hot rolled). During that
depression, steel prices declined less than did
the general level of prices while steel output
declined more than production in the balance
of the economy.

1937-38 Decline
The relationships between changes in

prices and in gross shipments in the succeed-
ing periods of recession were much less sig-
nificant. Table 16 and Chart 7 show the data
for the 1937-38 recession. Table 17 presents
a summary of these data.
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TABLE 16

Changes in Steel Shipments and In Prices,

1937 to 1938

Gross Shipments' BLS Price Index
(Thous. of Tons) (1926 = 100)

Product 1937 1938 Change 1937 1938 Change

Bars, concrete reinforcing .......... 885 836 - 5.5 122.1 107.8 - 11.7

Bars, hot rolled ....................... 5 ,100 2,424 - 52.5 120.6 117.6 - 2.6

Bars, cold finished ....................... 813 346 - 57.5 115.4 113.8 - 1.4

Nails and staples ....................... 5 44 490 - 9.9 100.84 98.04 - 2.8

Plates . . 3,397 1,632 -52.0 118.1 115.4 - 2.3

Rails, standard ....................... 1,430 619 - 56.7 97.4 97.2 - 0.2

Wire rods ....................... 758 462 - 39.1 102.9 99.8 - 3.0

Sheets, hot rolled ....................... 4,774 2,708 - 43.3 102.2 102.2 0

Sheets, cold rolled ....................... 2,274 1,344 - 40.9 82.2 78.2 - 4.9

Sheets, galvanized ....................... 1,330 996 - 25.1 94.4 91.9 - 2.7

Skelp ............. .......... 678 442 - 34.8 107.8 105.1 - 2.5

Strip, cold rolled ....................... 817 429 - 47.5 86.0 83.6 - 2.8

Structural shapes ....................... 2,789 1,554 - 44.3 113.1 111.0 - 1.9

Tie plates ............ .5 042 2202 - 56.4 98.0 97.6 - 0.4

Tin and terne plate, electric and
hot dipped ....................... 2,758 1,618 - 41.3 102.75 100.05 - 2.6

Wire, drawn ....................... 1,351 909 - 32.7 111.0 107.5 - 3.2

Wire, barbed and twist ................ 414 181a 1146 - 19.3 98.5 97.7 - 0.8
Woven wire fence ............ 1......... t2333 -3 188 110.8 108.4 - 2.2

I Shipments include all grades of steel.
2 Includes joint bars.

1937 wiro, barbed and twist and woven wire fence is distributed on same ratio as 1938.
' Price for common nails only.
5 Price for terne plate only.
Source: American Iron and Steel Institute and U. S. Department of Labor, Bureau of Labor Statistics.

TABLE 17

Declines in Steel Shipments and
in Prices, 1937 to 1938

Per Cent Decline Per Cent Declines
in Prices - in Shipments

0 43.3
0.1- 1.0 56.4, 56.7
1.1- 2.0 19.3, 44.3, 57.5
2.1- 3.0 9.9, 25.1, 34.8, 39.1,

41.3, 47.5, 52.0, 52.5
3.1- 4.0 32.7
4.1- 5.0 40.9

11.1-12.0 5.5

There were widely varying declines in
gross shipments in relationship to the small
price declines reported for the 1937-38
period.

Price declines of 1.1 per cent to 2.0 per cent
were accompanied by declines in shipments

ranging from 19.3 per cent to 57:5 per cent.

Price declines of 2.1 per cent to 3.0 per cent
were accompanied by declines in gross ship-

ments which varied from 9.9 per cent to 52.5

per cent. In the 1937-38 recession, larger de-
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dines were recorded in steel shipments than 194849 Decline
in the demand for all commodities. Chart 5
indicates there was not much relationship Table 18 and Chart 8 show the changes in
between changes in prices and gross ship- the 1948-49 recession. These data are sum-
ments for specific groups of steel products. marized in Table 19.

TABLE 18

Changes in Steel Shipments and in Prices,
1948 to 1949

Gross Shipments
(Thous. of Tons)

Products 1948 1949 Change

Bars, hot rolled-alloy ........................ 2124 1589 - 25.2
Bars, hot rolled-stainless ................ 29 21 - 27.6
Bars, concrete reinforcing-carbon. 1549 1573 + 1.5
Bars, hot rolled-carbon .................... 6820 5418 - 20.6
Bars, cold finished-carbon ................ 1356 1024 - 24.5
Nails and staples-carbon 872 739 - 15.3
Plates-carbon 7178 5997 - 16.5
Rails-standard-carbon .. . 1989 1773 - 10.9
W ire rods-carbon ............................ 908 809 - 10.9
Sheet, hot rolled-carbon 7340 6583 - 10.3
Sheets, cold rolled-carbon ................ 6382 6746 + 5.7
Sheets, galvanized-carbon 1646 1755 + 6.6
Skelp-carbon ........... . 547 566 + 3.5
Strip, cold rolled-carbon 1539 1277 - 17.0
Strip, cold rolled-stainless 115 107 - 7.0
Structural shapes-carbon 4217 3631 - 13.9
Tie plates-carbon 490 373 - 23.9
Tin and terne plate, electrolytic and

hot dipped-carbon ............... .. 3953 3693 - 6.6
Wire, drawn-carbon ................... 2799 2209 - 21.1
Wire, barbed and twisted-carbon . 255 215 - 15.7
Woven wire fence-carbon .......... ..... 403 360 - 10.7
Pressure tubing-carbon .................... 8752 6762 - 22.8
Standard pipe-carbon .......... 2353 2264 - 3.8

BLS Price Index
(1947-49 = 100)

1948 1949 Change

100.1 111.0 + 10.9

96.9 110.6 + 14.1
100.6 112A + 11.4
100.9 109.3 + 8.3
100.7 106.1 + 5.4
106.44 112.14 + 5.4
100.7 109.3 + 8.5
100.7 110.0 + 9.2
100.5 112.2 + 11.6
100.8 109.9 + 9.0
100.7 107.6 + 6.9
102.5 107.0 + 4.4
103.6 111.9 + 8.0
100.8 108.5 + 7.6

99.2 106.2 + 7.1
102.9 112.7 + 9.5
105.8 113.2 + 7.0

100.3' 114.7' + 14.4
100.1 108.5 + 8.4
103.35 99.85 - 3.4
103.4 108.8 + 5.2
101.8 109.1 + 7.2
102.5' 110.33 + 7.6

'Price for tinplate-hot dipped only.
'Includes mechanical tubing.
sPrice for standard black carbon pipe only.
4Price for common nails only.
'Price for barbed wire only.
Source: American Iron and Steel Institute and U. S. Department of Labor, Bureau of Labor Statistics.
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TABLE 19
Per Cent Changes in Steel Shipments and

in Prices, 1948 to 1949
Per Cent
Increase Per Cent Change
in Prices in Shipments

- 3.4 -15.7
4.1- 5.0 +6.6
5.1- 6.0 -10.7, -15.3, -24.5
6.1- 7.0 +5.7, -23.9
7.1- 8.0 +3.5, -3.8, -7.0, -17.0, -22.8
8.1- 9.0 -10.3, -16.5, -20.6, -21.1
9.1-10.0 -10.9, -13.9

10.1-11.0 -25.2
11.1-12.0 +1.5, -10.9
14.1-15.0 -6.6, -27.6

Specific price changes were accompanied
by a significant variation in the changes in
shipments. For example, price declines from
6.1 per cent to 8.0 per cent were accompanied
by sh pment changes ranging from an in-
crease of 5.7 per cent to a decrease of 23.9
per cent. Similarly, price increases of 4.1 per
cent to 6.0 per cent were accompanied by ship-
ment changes ranging from an increase of
6.6 per cent to a decrease of 24.5 per cent.
Chart 8 shows there was absolutely no rela-
tionship between the magnitude of the price
increases and the changes in gross shipments
in the 1948-49 recession. The overall decline
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of about 12 per cent in steel shipments was 1953-54 Decline
significantly greater than the decline of less Tables 20 and 21 and Chart 9 show the
than 7 per cent in total industrial production relationship between changes in steel prices
and of 1/3 of 1 per cent in total national eco- a
nomic activity as measured by real gross
national product.' ' Economic Report of the President, January, 1957,Washington, pp. 124, 152.

TABLE 20

Changes in Steel Shipments and in Prices,
1953 to 1954

Gross Shipments BLS Price Index
(Thous. of Tons) (1947-49 = 100)

Products 1953 1954 Change 1953 1954 Change

Wire rods-carbon ........................... 1151 1059 - 8.0 149.3 159.1 + 6.6
Skelp-carbon ............................ 655 507 - 22.6 127.0 133.8 + 5.4
Rails, standard-carbon ... ............... 1868 1113 - 40.4 141.0 151.1 + 7.2
Tie plates-carbon ............................ 426 236 - 44.6 138.8 145.1 + 4.5
Plates-carbon ............................ 8035 5773 - 28.2 135.2 141.9 + 5.0
Structural shapes-carbon . .............. 4977 4489 - 9.8 138.2 143.8 + 4.1
Bars, hot rolled-alloy ........................ 2323 1445 - 37.8 140.5 146.8 + 4.5
Bars, hot rolled-stainless .................. 46 34 - 26.1 159.6 163.4 + 2.4
Bars, hot rolled-carbon .................... 7979 5364 - 32.8 136.7 145.3 + 6.3
Bars, reinforced-carbon .................. 1876 1759 - 6.2 141.0 153.7 + 9.0
Bars, cold finished-carbon .............. 1797 996 - 44.6 142.6 153.5 + 7.6
Sheets, hot rolled-carbon ................ 8259 6307 - 23.6 133.7 139.4 + 4.3
Sheets, cold rolled-carbon ................ 11060 9518 - 14.0 130.8 132.4 + 1.2
Sheets, galvanized-carbon ................ 2296 2366 + 3.0 128.7 131.3 + 2.0
Strip, cold rolled-carbon .................. 1960 1127 - 42.5 145.6 152.8 + 4.9
Strip, cold rolled-stainless .............. 233 170 - 27.0 130.4 133.3 + 2.2
Standard pipe-carbon ................ I 2869 2376 - 17.2 134.71 141.4' + 5.0
Tin plate, hot dipped-carbon ............ 13182 13072 - 0.8 132.5 132.9 + 0.3
Wire, drawn-carbon ........... .............. 2866 2454 - 14.4 151.9 165.2 + 8.8
Nails and staples-carbon .. ................. 532 570 + 7.1 137.03 141.5' + 3.3
Barbed wire 1644 1364 - 17.1 134.7 141.0 + 4.7
Woven wire fence ........................... 246 300 + 22.0 136.5 142.7 + 4.5
Pressure tubing-carbon ..... ....... .... 390 223 - 42.8 144.2 153.0 + 6.1

'Price for standard black carbon pipe only.
2Includes hot dipped terne plate.
'Price for common nails only.4
Includes twisted wire.

Source: American Iron and Steel Institute and U. S. Department of Labor, Bureau of Labor Statistics.
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TABLE 21

Per Cent Changes in Steel Shipments and
in Prices, 1953 to 1954

Per Cent
Increase Per Cent Changes
in Prices in Shipments

0.1-1.0 -0.8
1.1-2.0 +3.0, -14.0
2.1-3.0 -26.1, -27.0
3.1-4.0 +7.1
4.1-5.0 +22.0, -9.8, -17.1, -17.2, -23.6,

-28.2, -37.8, -42.5, -44.6
5.1-6.0 -22.6
6.1-7.0 -8.0, -32.8, -42.8
7.1-8.0 -40.4, -44.6
8.1-9.0 --6.2, -14.4

For example, increases in prices of 4.1 per
cent to 5.0 per cent were accompanied by
changes in shipments which ranged from an
increase of 22 per cent to decreases of more
than 40 per cent. Price increases of 6.1 per
cent to 7.0 per cent were accompanied by de-
clines in gross shipments of from 8.0 per cent
to 42.8 per cent. Chart 9 shows there was no
predictable or constant relationship between
changes in prices and changes in shipments
of steel products in the 1953-54 recession.
Again the decline of more than 20 per cent in
steel shipments contrasts with the moderate
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decline of about 2 per cent in total economic
activity and the decline of less than 7 per cent
in industrial production.

1954-55 Recovery
It is also informative to check what hap-

pened to prices and shipments during a

period of expansion. During the 1953-54
recession, the distribution of increases in
steel prices was similar to that during the
1954-55 expansion. However, during the
latter period, steel shipments were rising
sharply, as is indicated in Tables 22 to 24
and Chart 10.

Chart No. 10
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TABLE 22

Changes in Steel Shipments and in Prices
1954 to 1955

Gross Shipments
(Thous. of Tons) BLS Price Index

(1947-49=100) %
Products 1954 1955 Change 1954 1955 Change

Wire rods-carbon .................... 1059 1595 + 50.6 159.1 168.3 + 5.8

Skelp-carbon ....................... 507 648 + 27.8 133.8 144.6 + 8.1
Rails, standard-carbon ............ 1113 1152 + 3.5 151.1 157.8 + 4.4
Rails, light-carbon .................. 84' 83' - 1.2 *5.842 *6.067 + 3.9
Tie plates-carbon ...................... 236 312 + 32.2 145.1 152.1 + 4.8

Axles-carbon ....................... 61 119 + 95.1 *7.375 *7.750 + 5.1
Wheels-carbon ....................... 191 305 + 59.7 *47.750 *50.389 + 5.5
Plates-carbon ....................... 5773 6858 + 18.8 141.9 148.0 + 4.3
Structural shapes-carbon 4489 4719 + 5.1 143.8 151.9 + 5.6
Bars, hot rolled-alloy .............. 1445 2278 + 57.6 146.8 154.0 + 4.9
Bars, hot rolled-stainless ........ 34 47 + 38.2 163.4 170.7 + 4.5
Bars, hot rolled-carbon ........... 5364 7381 + 37.6 145.3 152.1 + 4.7
Bars, reinforced-carbon .......... 1759 2186 + 24.3 153.7 158.8 + 3.3

Bars, cold finished-carbon ...... 976 1527 + 53.3 153.5 160.3 + 4.4
Bars, cold finished-alloy . ......... 180 298 + 65.6 *11.148 '11.771 + 5.6
Bars, cold finished-stainless .... 39 54 + 38.5 *0.433 *0.453 + 4.6
Sheets, hot rolled-carbon ........ 6307 9688 + 53.6 139.4 144.8 + 3.9

Sheets, cold rolled-carbon ...... 9518 15064 + 58.3 132.4 137.9 + 4.2
Sheets, galvanized-carbon ...... 2366 2869 + 21.3 131.3 138.8 + 5.7
Sheets, cold rolled-stainless .... 98 144 + 46.9 *0.548 *0.570 + 4.0
Sheets, electrical-alloy ............ 499 660 + 32.3 *9.175 *9.774 + 6.5
Strip, cold rolled-carbon .......... 1127 1477 + 31.1 152.8 160.7 + 5.2
Strip, cold rolled-stainless 170 275 + 61.8 133.3 137.7 + 3.3
Strip, hot rolled-carbon .......... 1712 2400 + 40.2 *5.042 *5.227 + 3.7
Standard pipe-carbon .............. 2376 3025 + 27.3 141.42 150.72 + 6.6
Line pipe-carbon ...................... 2611 3098 + 18.7 *144.382 *152.314 + 5.5

Oil country goods-carbon ........ 2046 2261 + 10.5 *151.8663 *159.6683 + 5.1
Oil country goods-alloy .... ..... 349 429 + 22.9 *221.503' *236.2738 + 6.7
Tin plate, hot dipped-carbon .... 1307' 1101' - 15.8 132.9 135.6 + 2.0

Tin plate, electrolytic-carbon . 3681 4504 + 22.4 *7.158 '7.333 + 2.4
Black plate-carbon ................. 674 800 + 18.7 *6.258 *6.433 + 2.8
Wire, drawn-carbon .................. 2454 3211 + 30.8 165.2 175.1 + 6.0
Wire, drawn-stainless .............. 21 32 + 52.4 '0.545 '0.561 + 2.9
Bale ties-carbon ..................... . 52 60 + 15.4 *5.757 '6.167 + 7.1
Nails and staples-carbon .......... 570 652 + 14.4 141.55 151.95 + 7.3

Barbed wire ....................... 1366 1136 - 16.9 141.0 151.3 + 7.3
Woven wire fence ...................... 300 312 + 4.0 142.7 153.7 + 7.7
Pressure tubing-carbon .......... 223 246 + 10.3 153.0 162.1 + 5.9

- Stated as price (dollars)

'Includes all rails except standard tee rails over 60 lb. per yard.
2Price for standard black carbon pipe only.
'Price for oil well casings only.
'Includes hot dipped terne plate.
5Price for common nails only.
lIncludes twisted wire.

Source: American Icen and Steel Institute and U. S. Department of Labor, Bureau of Labor Statistics.
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TABLE 23

Per Cent Changes in Steel Shipments
1954 to 1955

Decrease

10.1-20.0
0.1-10.0

0

2
1
1

Increase

0.1-10 3
10.1-20 7
20.1-30 6
30.1-40 7
40.1-50 3
50.1-60 7
60.1-70 2
Above 70 1

Total number 40
Total Range, -16.9% to +95.1%

From 1954 to 1955, gross shipments fell
for only 3 groups of products, were un-
changed for one group, and increased for 36
others. One of the interesting aspects of 1954-
55 experience is the wide range of increases
in shipments. It will be noted that the in-
creases were fairly evenly distributed be-
tween 10 per cent and 60 per cent. For one
group, the increase exceeded 70 per cent.

TABLE 24

Per Cent Changes in Steel Shipments
and in Prices, 1954 to 1955

Per Cent Increase Per Cent Increase
in Prices in Shipments

1.1-2.0 -15.8
2.1-3.0 52.4, 22.4, 18.7
3.1-4.0 61.8, 53.6, 46.9, 40.2,

24.3, -1.2
4.1-5.0 58.3, 57.6, 53.3, 38.5,

38.2, 37.6, 32.2, 18.8, 3.5
5.1-6.0 95.1, 65.6, 59.7, 50.6,

31.1, 30.8, 21.3, 18.7,
10.5, 10.3, 5.1

6.1-7.0 32.3, 27.3, 22.9
7.1-8.0 15.4, 14.4, 4.0, -16.9
8.1-9.0 27.8

Table 24 shows the relationship between
changes in gross shipments and prices during
the 1954-55 period. For example, price in-
creases of 3.1 per cent to 4.0 per cent were
accompanied by increases in gross shipments
ranging from 24.3 per cent to 61.8 per cent
and by a decrease of 1.2 per cent. Price ad-
vances of 5.1 per cent to 6.0 per cent were
accompanied by increases in gross shipments
ranging from 5.1 per cent to 95.1 per cent.
Table 24 and Chart 10 make it abundantly
clear that there has been little or no relation-
ship between changes in prices and in gross
shipments during the 1954-55 period.

The 1953-54 and 1954-55 experience is
significant in another connection. During the
1953-54 period, the designated increases in
steel prices were accompanied by decreases
in shipments in most instances. During 1954-
55, a similar increase in steel prices was ac-
companied fairly generally by increases in
steel shipments. These data suggest that the
main factors determining the volume of sales
of the steel industry are found in factors
other than prices. Unless this were true, it
would be impossible to obtain the completely
diverse experiences for these two sets of
years, as noted previously.

The demand for steel products is essenti-
ally derived and depends primarily upon the
demand for the end products in which steel
is used. For example, the large upsurge in
automobile demand in 1955 was not checked
because of the rise in prices of steel sheets
and other products. Many other types of evi-
dence illustrating this point could be cited.

The role of steel prices was well described
by Dr. T. 0. Yntema in his presentation be-
fore the TNEC:

"Steel is not sold directly to the ultimate
consumer. It reaches him only as a part
of the finished automobile, refrigerator,
typewriter, apartment house, tin can, or
safety pin, as the case may be. In other
cases, steel is used only as part of the
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machinery and equipment used in mak-
ing the products which reach the man in
the street. No matter how low the price,
steel can be sold only if products which
are produced from steel or by the use of
steel are being sold. In the case of prod-
ucts produced from steel, the cost of the
steel is usually so small a fraction of the
total cost of the product that a reduction
in steel prices, even if passed on to the
ultimate consumer, would not result in a
sufficient decrease in the price of the
finished product to cause an appreciable
increase in its sale. As far as steel for
production equipment is concerned, it
goes without saying that regardless of
the price of steel, no one will invest in
productive machinery unless he feels the
prospects in his particular line of busi-
ness justify such investment."'

The relative importance of steel costs to the

final product is too small to be the decisive fac-

tor in the pricing of such products or in the

demand by the ultimate consumer. In fact, in

many of these industries prices have risen

because they have been subjected to the same

influences as has the steel industry. One of

the primary factors has been the sharp in-

crease in labor costs as the rise in wage pay-

ments and fringe benefits has continued to

exceed the gains in productivity.
This review of the experience in the four

recessions since 1929 has revealed no rela-

tionship between the magnitude of changes
in prices and in shipments of steel products.

The different rates of change in steel produc-

tion and shipments during periods of reces-

sion reflect the varying characteristics of

steel products rather than price behavior.

This conclusion is in accord with the findings

covering the entire economy or all manufac-

turing industries reached in earlier studies

by Thorp and Crowder, Nelson and Keim,

Doblin, and the present writer (See Appendix

B) and the more comprehensive study of the

194849 and 1953-54 experiences presented

above.

Reasons for Production -
Price Behavior

There is general agreement among most of

the economists who have studied this prob-

lem that the differing production behavior of

various products is attributable to their eco-

nomic characteristics. Emphasis has been

placed particularly upon the postponable na-

ture of demand for durable goods and pro-

ducers' or capital goods. As was pointed out

in my NICB study:

"That factors other than price may be of
paramount importance is indicated by
the tendency for durable goods to record
the larger declines in production and for
non-durable goods to show the smaller
declines, regardless of the respective
changes in prices."2

Nelson and Keim concluded:

"It must be recognized then that for
each individual commodity, price is but
one of the factors determining its level
of production. Postponability of demand
must certainly be considered. The nature
of the productive process is important.
The effect of price changes upon produc-
tion is necessarily different, too, for
products whose demand is joint than for
those whose demand is independent."'

Thorp and Crowder and Doblin reached

similar conclusions as is noted in the excerpts

reproduced in Appendix B.
Durable goods and producers' goods tend

to have the least sensitive prices. When these

two characteristics are combined for a prod-

uct or group of products, the tendency

toward price inflexibility is reinforced.
The nature of the demand for producers'

I Theodore 0. Yntema, An Analysis of Steel Prices,
Volume, and Costs, United States Steel Corporation
TNEC Papers, 1939, p. 36.

2 Jules Backman, "Price Flexibility and Changes in
Production " The Conference Board Bulletin, The
National industrial Conference Board, New York,
February 20, 1939, p. 37.

3 Nelson and Keim, op. cit., pp. 41-42.
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and consumers' goods tends to account for
the differences in their behavior. The price
paid for producers' goods is usually of less
importance than the outlook for profits. Thus,
when the "profit visibility" becomes poor,
the demand for producers' goods becomes
highly inelastic. Since sharp drops in price
will tend to have little stimulating effect
upon demand, manufacturers of producers'
goods see only a reduction in profits or an
increase in losses if sharp price declines are
instituted.

In connection with consumers' goods the
problem is different. During periods of de-
pression, price becomes of primary impor-
tance to the consumer and hence price re-
ductions are frequently reflected in more
stable demand. However, the demand for all
consumers' goods is not maintained. The
postponability of the replacement demand
for many goods, such as automobiles, is also
important. These goods are made to yield
a larger amount of service, while the smaller
incomes are used for those necessaries of life
which are consumed in shorter periods of
time. The type of good, whether producers'
or consumers', therefore, appears to play
a significant role in determining the flexibil-
ity of prices with the consumers' non-durable
good tending to exhibit the greatest degree
of flexibility and producers' durable goods
being more often inflexible.

As Thorp and Crowder have pointed out
in contrasting output changes for consumers'
and producers' goods: ". . . changes in quan-
tity output for equal changes in price must
be accounted for in terms of the variation in
the nature of economic characteristics of the
goods themselves as reflected in the demand
schedules for the products and not in terms
of price policies."

Iron and steel products are durable and
usually are producers' goods. It is not unex-
pected, therefore, that these prices tend
to be inflexible. Nor is it surprising that iron
and steel production tends to drop very
sharply during periods of recession or de-
pression. These declines in output reflect
the postponability of demand for steel prod-
ucts, not the inflexibility of their prices.

While the magnitude of price change prob-
ably has some impact on sales under condi-
tions of economic stability, during periods of
recession or of sharp recovery, it is probable
that other forces are much more significant
in determining the level of output. These
studies of the general experience in the econ-
omy in recent years and in the steel industry
for selected periods since 1929, as well as the
earlier more comprehensive studies, provide
no factual support for the generalization that
declining production and rising unemploy-
ment during a recession is attributable to
price administration.
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V. CAUSES OF PRICE INFLEXIBILITY

MANY reasons have been advanced to ac-
count for price inflexibility. However, Gard-
iner Means, John M. Blair and several others
have insisted that the primary explanation
is found in the concentration of control over
production. Means supported his conclusion
by the use of data for a selected group of
industries. This conclusion 'was challenged
by Rufus Tucker who showed that had all
the data available in Means' study been used,
no such relationship would emerge, by Thorp
and Crowder who examined the relationships
for 407 products, and by Alfred Neal who
showed the importance of raw materials and
labor content as factors in price behavior.
(See Appendix C.)

John M. Blair has recently reexamined the
Crowder-Thorp material in detail and the
Neal approach in general terms.' He also
has attempted to bolster the Means case by
citing additional illustrations to prove the
concentration-price inflexibility thesis.

In particular, Blair cited several alleged
inadequacies in the Crowder-Thorp study.

1. Their failure "to eliminate products
which are not meaningful for this type
of analysis." Under this heading Blair
is critical of the inclusion of "geo-
graphically isolated products," "freight
absorption products," and "raw ma-
terial affected products."

2. Inadequacies of census realization fig-
ures as a measure of price changes.

Blair claims that these inadequacies in the
Crowder-Thorp data create biases which
"operate against the appearance of a rela-
tionship" between concentration and price
inflexibility (p. 433). While Blair illustrated
the deficiencies, he made no attempt to de-
termine their quantitative significance. No
data were presented to show whether the
elimination of the challenged products would

yield a more meaningful relationship be-
tween concentration and price inflexibility
for the remaining products.

A review of average changes in BLS whole-
sale prices and in Census averaged realized
prices and the changes in individual prices
where data were available indicates that
there is no warrant for excluding iron and
steel products, chemical products, and non-
ferrous metals from the Crowder-Thorp
sample on the basis of freight absorption as
Blair suggests. Where this factor played a
role, it generally appeared to be a relatively
unimportant one. No significant bias is in-
troduced in the Crowder-Thorp material by
the inclusion of these products. In fact, two
of these industries provide major exceptions
to the concentration-price inflexibility thesis.
The nonferrous metals combined a high
degree of concentration of production and
price flexibility in the 1929-1933 period. For
the chemical products, high concentration
was accompanied by widely varying degrees
of price flexibility and inflexibility.

"Raw material affected" products, which
Blair also would exclude, tend to have high
concentration of production. Out of 91 prod-
ucts, in this category, 19 had a concentration
ratio of over 80 per cent and 41 products
had a ratio between 50 per cent and 80 per
cent-or a total of about two-thirds of the
products in this category. These products also
exhibited a high degree of price flexibility in
the 1929-1933 period. Forty-six products or
more than half the total reported price de-
clines in excess of 40 per cent. Only 13 prod-
ucts or one-seventh of the total recorded
price declines of less than 20 per cent. Thus,
with some exceptions these "raw material
affected" products tended to combine a sub-

1 John M. Blair, "Means, Thorp, and Neal on Price
Inflexibility," The Review of Economics and Statis-
tics, November 1956, pp. 427-35.
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stantial amount of concentration with a high
degree of price flexibility.

The fundamental question, however, is why
should products with a high raw material
content be excluded from the sample? We are
concerned with the relationship between con-
centration of control and price rigidity. "Raw
material affected" products are in an entirely
different category from "geographically iso-
lated" products and "freight absorption" prod-
ucts. For the latter two groups the basic
challenge concerns the adequacy of the sta-
tistics. For the "raw material affected" prod-
ucts, on the other hand, the challenge con-
cerns the characteristics of the product.
If industries characterized by high cbncentra-
tion of control cannot maintain inflexible
prices, then some force more powerful than
concentration must be at work. It is certainly
proper to challenge data which may be sta-
tistically inadequate and to exclude them if
they are found to be defective. But there is
no warrant to exclude products merely be-
cause they are subject to influences which
make it possible for their price behavior to
vary from a preconceived pattern.

The "raw material affected" products prop-
erly were included in the Crowder-Thorp
study in an effort to test the validity of the
concentration thesis. The bias was created in
Gardiner Means' material when he excluded
such products. This follows from the con-
clusion cited earlier, namely, the tendency
for highly concentrated "raw material af-
fected" products to be among those with the
greatest price flexibility. To reach his con-
clusions, Means had to exclude these non-
conforming industries.

It is interesting to see what would be the
effect of eliminating all the various categories
of products which Blair criticized. Chart 11
is the original Crowder-Thorp chart while
Chart 12 shows the 217 products which re-
main after eliminating the 190 products,
including "raw material affected" products

which create the "biases" about which Blair
was concerned. This revised chart is little
different in appearance from the original
Crowder-Thorp chart. The coefficient of
correlation for the remaining 217 items was
only .178. This low coefficient shows that
there was little significant correlation be-
tween concentration and price inflexibility
even after eliminating the various categories
of products which were challenged. Thus,
after as well as before the elimination of the
190 products, we have a picture of little
meaningful relation between concentration
and price inflexibility.

To prove that concentration causes price
inflexibility, Blair also cites from the Na-
tional Resources Committee study a series
of contrasts between what he calls "atomis-
tic" industries products and "concentrated"
products.

However, there are also many illustrations
of high concentration combined with price
flexibility and of low concentration combined
with inflexibility which Blair does not men-
tion. Included in the former category are the
following:

Zinc pig .......
Tin .................

Steel scrap ....

Solder ......

Concentration
Ratio

(per cent)

I..... 70.4

...... 89.6
.... 70.6

..... 62.3

Price
Sensitivity

52.8
61.6

66.0
56.2

For these industries, prices were sensitive
despite high concentration ratios.

Table 23 reproduces the data for iron and
steel and their products which appear in the
National Resources Committee-Means study.
The tabulation covers mainly steel products
rather than the so-called basic steel industry.
With two exceptions (steam and hot water
heating apparatus, and steel barrels, kegs,
and drums), the 16 industries in this cate-
gory had inflexibile prices in the 1929-32 per-
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Chart No. 11

RELATION BETWEEN CONCENTRATION RATIO AND PERCENTAGE
CHANGE IN AVERAGE REALIZED PRICE, 1929-33
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Chart No. 12

RELATION BETWEEN CONCENTRATION RATIO AND PERCENTAGE
CHANGE IN AVERAGE REALIZED PRICES, 1929-33
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iod. Yet 8 of these industries had concentra-
tion ratios below 40 per cent and an addi-
tional 4 industries had ratios between 40 per
cent and 50 per cent. For most of these steel
product industries, there was relatively low
concentration combined with price inflexi-
bility. The fact that these are all durable
goods provides a more logical explanation
of their price behavior than does the extent

of concentration.
These illustrations of exceptions to the

concentration-price inflexibility theme could
be multiplied. Attention has been directed to

them so that a better perspective may be ob-

tained than is presented by Blair.

TABLE 25

Relationship Between Concentration and Price
Decline 1929 to 1932, Iron and Steel and

Their Products

Industry

Concen- Price
tration Decline
Ratio 1929-1932

(per cent)

Stoves and ranges and warm air
furnaces...........16.1 16.3

Wirework, n.e.c ............... 23.1 12.50
Tools ..................... 23.9 10.6
Bolts, nuts, washers, and rivets. 33.6 18.2
Plumbers supplies, not including

pipe or vitreous sanitary
chinaware .................. 34.3 21.8

Cutlery and edge tools ........ 36.3 8.7
Steel barrels, kegs, and drums 37.0 30.0
Steam and hot water heating

apparatus and steam fittings 38.7 43.9
Cast iron pipe and fittings ... . 42.4 17.1
Wrought pipe, welded and heavy

riveted .................... 47.4 6.9
Nails, spikes, etc .............. 48.3 20.3
Steelworks and rolling mill

products ................... 49.3 17.7
Saws ..................... 63.4 4.9
Blast furnace products ........ 66.0 23.58
Tin cans and other tin ware .... 80.8 8.3
Files ..................... 8.8 0

* Reliability of price data in relation to Census
classification considered to be poor.

Source: National Resources Committee, The Struw-
ture of the American Economy, Part 1, Washington,
June 1939, p. 267.

The conclusion to be drawn from the above

data seems clear. Price inflexibility may take

place whether there is concentration of control

or not. Conversely, many commodities which
are controlled by only a few sellers are highly
flexible in price-as are many other commodi-
ties which are not subject to such concentra-
tion. That concentration of production may
result in price inflexibility is clear. But such
a relationship is far from universal. There are
many other equally important factors which
must be considered.

The price system is a composite of many
different kinds of prices, all of which must be
considered in any study of inflexibility. A
survey of the causes of price inflexibility in
the entire price system-which embraces
wages, utility rates, retail prices, interest
rates, as well as wholesale prices-reveals a
wide myriad of factors which are important.
No single cause dominates or is responsible
for the entire area of inflexibility. Although
in certain parts of the price system one of
these factors may account for the prevailing
inflexibility, in any appraisal covering the
entire price system they all play a role.

In a comprehensive study published in
1940, the writer presented the following out-
line of the causes of price inflexibility :'

I. CHARACTERISTICS OF THE PRODUCT OR
INDUSTRY

A. In terms of factors affecting de-
mand
1. Durability
2. Producers' or.consumers' goods
8. Degree of processing-finished

or semi-finished goods or raw
materials

4. Joint demand
5. Availability of substitutes
6. Luxury or style goods or neces-

saries
7. Standardized, unique, or differ-

entiated
8. Number of buyers
9. Seasonality

'Jules Backnan, "Causes of Price Inflexibility,"
Quarterly Journal of Economics. May 1940. pp. 69-60.
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B. In terms of factors affecting costs

1. Rigidity of wage rates
2. Price rigidity of materials

3. Nonpostponable overhead

C. In terms of factors affecting physi-
cal supplies

1. Ease of entry for new producers
2. Number of sellers (see also III)
3. Time required to expand capac-

ity and output
4. Perishability of product

5. Seasonality

II. LAW oa ADMINISTRATIVE DECREE

A. Governmental agencies-telephone,
gas, railroad, electric and water
rates

B. Minimum wage and maximum hour
legislation

C. Tariff

D. Direct price control

E. Indirect price control

1. Production control
2. Loan programs

3. Marketing agreements

F. Making it possible for private inter-
ests to control prices
1. Patents and copyrights
2. Resale price fixing-fair trade

acts

3. Limitations on sales below cost
-unfair practices acts

III. CONCENTRATION OF CONTROL

A. Monopoly or oligopoly

1. Producers

2. Labor unions

B. Collusion-to restrict output, allo-
cate production, share markets, etc.

C. Price leadership
D. Central sales agencies
E. Trade association activities

IV. MARKETING TECHNIQUES
A. Suggested prices on packages
B. Advertising of standard prices

C. One-price policy
D. Product differentiation
E. "In between" prices

V. STRUCTURE OF THE MARKET
A. Organized or "unorganized" mar-

kets

B. Scope of market area
C. Marketing channels used

VI. HABITS AND CUSTOMS
A. Price of professional services
B. Price lining

C. Coinage system

VII. CONTRACTUAL ARRANGEMENTS-LONG-
TERM

Now, seventeen years later, after devoting
considerable additional time to the study of
prices and price behavior, I am even more
convinced that diversity of price behavior is
explainable only in terms of a wide variety
of causal factors. In this area, as in connec-
tion with so many other economic problems,
the simple answer has great attraction but
little practical usefulness. Price inflexibility
may result from concentration of control or
monopoly power under some circumstances,
but the causal relationship between them is
not so close as to provide a useful guide for
public policy.
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VI. SUDMARY AND CONCLUSIONS

THE term administered price provides a
useful description of the price making pro-
cess in most segments of the economy. It
does not involve a judgment that either the
process or the price charged is wrong. The
term does not indicate whether prices are
fair or unfair, whether price behavior is
good or bad, or whether prices are too high
or too low. Unfortunately some writers have
used the term to describe a form of price
behavior-usually one which they do not
approve.

It is useful to understand what adminis-
tered prices are not.

They are not monopoly prices
They are not prices set only by big

business
They are not identical with inflexible

prices

Approximately nine-tenths of the whole-
sale price index is in the administered price
category. All retail prices by their nature are
administered. Competitive market pricing as
postulated in economic theory, therefore, is
applicable in an extremely small proportion
of the economy.

The suggestion that administered prices
create inflation is a new one. It has not been
offered as a theory of inflation in the past.
The term inflation usually is associated with
an excessive expansion of money and credit
or with large budgetary deficits for the fed-
eral government. These were the factors
primarily responsible for the substantial
price inflation in this country during World
War II and in the postwar period. However,
the price rise in the past two years has not
been accompanied by new inflationary stim-
uli from these sources.

An examination of the anatomy of the rise
in wholesale prices shows that the major
areas of increase have been in the industries

most affected by the capital goods boom
and/or those industries with the highest
proportion of labor costs to total costs. The
policies required to limit a boom are found
in the monetary and fiscal areas. The
"tight" money policy is a proper one to limit
a boom as is the policy of a federal budge-
tary surplus. This is the main justification
for continuing the current burdensome level
of taxation and for reducing the level of
government spending.

Increases in wages and other labor costs
have been substantially greater than the
gains in productivity. The resulting rise in
unit labor costs has created a cost-push for
many products. Where this cost-push coin-
cided with the impact of the boom, the larg-
est price rises have developed. The steady
rise in the service component of the con-
sumer price index also is of interest in this
connection because many services are pre-
dominantly labor costs and their higher
prices reflect the rising level of those costs.

What to do about administered wages is
a key problem. Certainly we cannot continue
to have labor cost increases sharply in ex-
cess of gains in productivity without either
price rises or increasing unemployment or
some combination of both. In a period of
expanding money supply, the higher price
alternative was easily attained-to the seri-
ous disadvantage of the many citizens, par-
ticularly elder ones, whose incomes are fixed.
But as the money supply fails to expand,
there is a more serious threat of unemploy-
ment as consumers are priced out of the
market. Wage control is not the answer
since such controls are repugnant to our
citizens, have never been used in peacetime
in this country, and probably would fail if
adopted.

In the 1955-1957 period, some adminis-
tered prices have increased while others have
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shown little change or have declined. The
latter group of prices is found in the indus-
tries which have not participated fully in the
boom. In light of these differences in be-
havior it is difficult to understand how price
administration per se can be responsible for
the general price rise during this period.

Similarly, no relationship was found be-
tween the extent of concentration and the
magnitude of recent price rises. Many indus-
tries with low concentration ratios had
larger price rises than industries with higher
concentration ratios. Where other conditions
have either favored or compelled a price rise,
administered prices have risen. Where the
reverse has been true, administered prices
have failed to rise. The primary pressures
and responsibilities for price behavior are
found in these other forces rather than in
the fact of price administration or in the
extent of concentration.

Administered prices have been criticized
as contributing to instability in our economy.
Despite periodic interruptions to the long
term trend, our economy has experienced a
rate of growth and a rising standard of liv-
ing which is the envy of the world. The
interruptions to this growth, namely, reces-
sions and depressions, have usually been of
brief duration. The major depressions have
followed major wars and have been the di-
rect result of the dislocations accompanying
those wars (for example, the 1870's and
1930's). Most recessions have been small in
depth and in duration. It is not true that
small declines have been converted into deep
depressions because of the alleged inflexi-
bility of administered prices. The most re-
cent illustrations are found in the modest
recessions of 1948-49 and 1953-54.

Students of the business cycle usually at-
tribute our periodic recessions to a wide
variety of causes including excessive expan-
sion of credit, excessive inventory accumula-
tion, the relationship between savings and

investment, underconsumption, wars, and
other factors. Administered pricing is not
given much significance in lists of causal
forces of the business cycle.

The long term record of growth, the fact
that most recessions are modest in depth and
in duration, and the ready identification of
the forces which have led to severe depres-
sions (the imbalances arising from wars and
the resulting excessive expansion of money
and credit), indicate that inflexible prices
may make a constructive contribution to eco-
nomic stability rather than act as an unsta-
bilizing force.

An examination of the changes in prices
and production during the post-1929 decline
provides no support for the alleged unsta-
bilizing effects of price inflexibility. There
has been no relationship between the changes
in prices and in shipments in the steel indus-
try in the four recessions since 1929 or in
the 1954-55 recovery. This conclusion also
applied to the more comprehensive study of
experience in manufacturing and mining in-
dustries in the 1948-49 and 1953-54 reces-
sions. There is no factual support for the
generalization that declining production and
rising unemployment during a recession is
attributable to price administration.

Differing patterns of change in produc-
tion or in shipments in the steel industry
and in the economy generally are related to
the economic characteristics of the individual
products. Of particular importance is the
postponable nature of demand for durable
goods and for producers' goods.

Diverse experience with changes in output
is not the result of the method by which
prices are determined, whether by adminis-
trative decision or by market determination.
While the extent of price change plays a
role in determining effective demand during
periods of relative stability, other forces
appear to be more important during periods
of recession or recovery.
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Concentration of control is not the pri-
mary factor determining the extent of price
inflexibility. Many commodities which are
produced by only a few sellers are highly
flexible in price while industries with many
sellers often have inflexible prices. In fact,
there is little relationship between price in-
flexibility and concentration. Nor is there
any relationship between administered prices
and concentration.

Actually, price behavior and inflexibility
are affected by many causes. No single cause
dominates or is responsible for the entire
area of inflexibility. Among the major con-
tributing causes are: characteristics of the
product or industry, law or administrative
decree, concentration of control, marketing
techniques, structure of the market, habits

and customs, and contractual arrangements.
Price inflexibility may result from concentra-
tion of control or monopoly power under
some circumstances, but the causal relation-
ship between them is not so close as to pro-
vide a useful guide for public policy.

Administered pricing is not new although
the term has been used for less than a quar-
ter of a century. Administered prices have
always been important in our economy. It is
also clear that administered prices cannot be
eliminated from the economy. Any attempt
to recreate in real life the theoretical world
of large numbers of sellers competing in an
idealized auction market would destroy the
industrial machine which has made America
great and would lead to a significant decline
in the standard of living.
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APPENDIX A

COMPETITION AND PRICES: DEFINITIONS

A NUMBER of terms usually are encoun-
tered in connection with discussions of com-
petition and prices. The more important may
be outlined as follows:

A. Competition and Monopoly
1. Pure Competition
2. Perfect Competition
8. Atomistic Competition
4. Pure Monopoly
5. Imperfect Competition
6. Monopolistic Competition
7. Oligopoly
8. Workable Competition
9. Nonprice Competition

B. Price Concepts
10. Market Prices
11. Administered Prices
12. Price Leadership
13. Monopoly Price
14. Price Flexibility and Inflexibility

a. Structural Price Flexibility
b. Cyclical Price Flexibility

15. Price Discrimination

A. Competition and Monopoly

There are a great many prefixes which are,
from time to time, attached to the term com-
petition. Fritz Machlup has outlined the
following:

"To the vocabulary employed in business
language such as fair, sharp, keen, fierce,
brutal, unfair, destructive, ruinous, and
cutthroat competition, economists have
added . . . free, atomistic, pure, perfect,
effective, unrestricted, simple, complete,
homogeneous, rigorous, unmitigated, re-
strained, restricted, limited, incomplete,
modified, cautious, considerate, coopera-
tive, intermediate, hybrid, monopolistic,
imperfect, heterogeneous, friendly, civi-

lized, oligopolistic, controlled, regulated,
discriminatory, predatory, potential, and
workable competition."1

Clearly, there are many shadings of mean-
ing applied to the word competition. Only
several of the more important meanings are
outlined below.

Since the 1930's, and particularly with the
work of Chamberlin 2 and Robinson,3 econo-
mists have been increasingly concerned about
various modifications of the older theory of
competition. The more important of these
modifications include: oligopoly, monopolistic
competition, imperfect competition, and work-
able competition. These newer concepts reflect
recognition of the fact that certain modern
trends toward large-scale enterprise, product
differentiation, and advertising, have de-
prived the older theories of "pure" and "per-
fect" competition of some of their value.

Although it is relatively simple to present
definitions of these new concepts, there is still
considerable controversy concerning their ap-
plicability and their interpretations. Many of
these disagreements turn around the problem
of measuring degrees of monopoly or market
power, a significant question for public policy.

1. Pure Competition

The major requisites for pure competition
include the following:

(a) A large number of producers. The
number must be large enough so
that no one company can exercise
control over price.4

1 Fritz Machlup, The Economics of Sellers' Comape-
tition, The Johns Hopkins Press, Baltimore, 1952,
p. 81.

2 Edward H. Chamberlin, The Theory of Monopo-
listic Competition, Harvard University Press, Cam-
bridge, 1933.

3 Joan Robinson, The Economics of Im perfect Com-
petition, Macmillan and Co., London, 1983.

4 George J. Stigler, The Theory of Price, The Mac-
milan Co., New York, 1949, pp. 21 ff.
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(b) All producers are producing the
identical good and selling it in the
identical market. This means that a
standardized or homogeneous prod-
uct is being sold.

(c) Free entry into the industry. New
producers are free to enter the in-
dustry and old ones to withdraw.

Although the above are the most commonly
cited requisites of pure competition, there
are others which are often noted.

(d) Knowledge "on the part of each
buyer of the prices at which trans-
actions are being carried on, and of
the prices at which other buyers and
sellers are willing to buy or sell."'

(e) No discrimination. Sellers do not
differentiate among buyers on any
grounds, analogous to the way that
buyers are supposed not to differen-
tiate among sellers.

This combination of factors is not found
too often in practice.

2. Perfect Competition

The terms perfect competition and pure
competition often are used interchangeably.
However, there are some technical distinc-
tions between the two terms. Perfect competi-
tion usually involves all the assumptions of
pure competition with the following modifica-
tion. Since we are now considering the entire
system of markets, a large number of buyers
is also required. Not only must there be a
"large number" on each side of the market
but it is also necessary that no single seller
or buyer be able to exert perceptible influence
on market price, i.e., that each be concerned
in producing (or buying) only a small frac-
tion of the total product. The smallness of the

individual buyers and sellers in this sense is
again an essential requisite.'

As was true for "pure competition," varia-
tions in or additions to this list of assump-
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tions frequently are made. Professor Knight,
for example, elaborates and expands the list
as follows:8

(a) Complete "rationality." Economic
units "know what they want" and
seek it "intelligently." Motivations
are stable and firms "are supposed
to know absolutely the consequences
of their acts when they are per-
formed, and to perform them in the
light of the consequences."' Both
knowledge and rationality are es-
sential to perfect competition.

(b) Absence of economic "habits"
(preferences). Economic decisions
must be more or less continuously
subject to review, so that adjust-
ments of the economic unit to price
or preference changes occur instan-
taneously.

(c) Assumption of a "static" economic
universe. "Under static conditions
every person would soon find out, if
he did not already know, everything
in his situation and surroundings
which affected his conduct."5 The
"static" conditions provide for no
changes in (1) population growth,
(2) the stock of capital, (3) meth-
ods of production, (4) forms of in-
dustrial establishments, and (5)
consumers' wants.8

3. Atomistic Competition
This term is used whenever "large num-

bers" of producers (sellers) and buyers are
present in a market. Competition is then said
to be "atomistic." It cannot be stated pre-
cisely how many producers are necessary in
order that there be "large numbers." One
qualification is that the number is large

'K. E. Boulding, Economic Analysis, Revised Edi-
tion, Harper & Brothers, New York, 1948, p. 50.

2 Stigler, op. cit., p. 21.
8 F. H. Knight Risk Uncertaintv and Profit, Hough.

ton bMifflin and o., Boston and New York, 1921, pp.
76-81.

4 Ibid., p. 77
5 Ibid., p. 79.
6 Ibid., p. 83.
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enough so that no single buyer or seller can
determine the price. However, in other re-
spects there may be differences as compared
with pure or perfect competition.

4. Pure Monopoly

Three conditions are essential for pure
monopoly.'

(a) There is only one firm in the in-
dustry.

(b) The monopolist turns out a product
that is unlike the product of any
other firm. Some hold that, like the
theory of pure competition, pure
monopoly is a case without any ref-
erence to the real world where no
producer is without his competitors,
however well he may appear to be
insulated from them.

(c) No freedom of entry. Actually, this
requirement is a corollary of (b)
since freedom to enter implies that
the buyer will have an alternative to
the monopolist's product, and all
economists exclude alternatives
from the pure monopoly case.

5. Imperfect Competition

The term imperfect competition is used to
refer to the absence of certain conditions in a
market-conditions to which the term "per-
fect" is applied as a prefix. Absence of
"perfect" knowledge, or of "perfect" mobility
of resources, or of "perfect" mobility of
buyers among sellers (for any reason what-
soever), etc., results in a market which is
"imperfect." It does not necessarily imply
that "imperfection" is "undesirable."

A second approach defines imperfect com-
petition by the results of market perform-
ance. An illustration is found whenever
market conditions produce prices which are
different from those which would develop
under perfect competition. This definition of
imperfect competition is preferred by those
economists who adhere to perfect competition
as the "ideal type" of market for policy pur-

poses, holding that antitrust action should be
directed to "restoring" or "creating" perfect
markets.

6. Monopolistic Competition

Monopolistic competition is another term
applied to types of markets which are some-
times grouped under the heading of "imper-
fect competition." A monopolistically compet-
itive market is characterized by:

(a) Product differentiation-heteroge-
neous products. Although products
differ in some respects, they are
"close substitutes" for each other.
"Close substitution" refers to the
relation between the demand for
the product of one producer
and demands for all other pro-
ducers' products, considering all
others as a single group. "Hetero-
geneity of product" has a peculiar
consequence which explains why the
adjective "monopolistic" is applied
to this kind of industry although in
terms of the numbers of producers
involved, it is in the "competitive"
category. Assuming that the differ-
ences in product involve "consumer
attachments" (which is invariably
assumed in this case), each seller is
somewhat in the position of a
monopolist.

(b) A large number of independent pro-
ducers. The individual units are suf-
ficiently large in number and small
in terms of capacity so that "the
policy of one firm does not appreci-
ably affect the policy of another
firm producing a similar product." 2

(Italics added.) The business unit
is supposed to be independent from
others in the industry insofar as
being able to affect the demand for
its rival's product.

(c) Free entry is cited as one of the con-
ditions of monopolistic competition,

'Boulding, op. cit., p. 523.
2 Ibid., p. 571.
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on the grounds that in fact entry is
relatively easy into industries of this
kind.

7. Oligopoly

This term refers to an industry in which
there is a small number of rival producers.
The number must be small enough so that
output or price variations by one will have an
effect on sales of rival producers. Professor
Bain states:

"In its simplest form oligopoly is found
in an industry in which the competing
firms (producing either close or perfect
substitute outputs) are several, but are
few enough and large enough so that
each controls enough of the total indus-
try output that a moderate extension of
its output will reduce the sales of rival
firms by a noticeable amount."'

In contrast to pure competition we have
small numbers of firms with each one having
a large aggregate capacity. These industries
are usually characterized by Big Threes and
Big Fours. Price leadership usually charac-
terizes oligopolistic markets. Frequently a
homogeneous product is involved as in the
case of many steel products. However, dif-
ferentiated products may also be sold as in
the case of automobiles.

Various other conditions often are sug-
gested. In view of the size of these firms it is
reasonable for the oligopolist to ask himself
how his rival will react to changes in price,
or, alternatively, to changes in output. As a
result, it is generally assumed that "each en-
trepreneur acts on the supposition that any
change in prices which he initiates will im-
mediately be followed by a like change in the
prices of his competitors." 2

Among the factors which enter into the
oligopolists' calculations are the following:

(a) The speed with which rivals react
to changes in policies.

(b) The relative sizes of the firms.

(c) The mobility of buyers.

(d) Whether or not price concessions
can be kept secret.

8. Workable Competition

Most definitions of workable competitions
involve "acceptable" modifications of the as-
sumptions of pure and perfect competition.
While no single list of postulates of workable
competition will be accepted by all econo-
mists, there is probably fairly wide agree-
ment on the type of market factors which
need to be weighed in determining whether
or not a given market is "effectively competi-
tive." The Report of the Attorney General's
National Committee contains the following
list:,

(a) The number and relative strength of
firms. These "cannot be compressed
into a formula," the Committee re-
ports. It depends upon the particular
market and where number is small
"special study would usually be
needed . . . to determine the opti-
mum number."

(b) Opportunity for entry.

(c) Independence of rivals. ". . . genuine
independence . . . so that each firm
pursues its own individual advan-
tage."

(d) Predatory preclusive practices. Tac-
tics which permit one rival to elim-
inate another without regard to the
latter's economic efficiency are
"predatory."

(e) Rate of growth of the industry or
market. "Rate of growth [of the in-
dustry] . . . is often important in
determining the significance to be
attached . . . to numbers and reason-
able opportunity for entry."

I Joe S. Hain, Price Theory, Henry Holt, New York,
1952, p. 70.

2 Boulding, op. cit., p. 581.
3 J. M. Clark, "Toward a Concept of Workable Com-

petition," American Economic Review, Vol. 30, June,
1940, pp. 241-256.

'Report of the Attorney Ceneracrs National Com-
mittee to Study the Antitrust Laws, Washington,
March 31, 1955, pp. 323-336.
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(f) Character of market incentives to
competitive moves: "Competition
may be effective or ineffective, de-
pending upon how the market is
organized and behaves, and accord-
ing to what incentives there are for
independent competitive actions."

(g) Product differentiation and product
homogeneity. Product homogeneity
establishes a presumption that the
industry is workably competitive.
"The impact of product differentia-
tion on the effectiveness of competi-
tion will . . . have to be judged in
each case in its market setting...."

(h) Meeting or matching the prices of
rivals. "It is of the essence of effec-
tive competition that competitors
should try to meet, or offer an equiv-
alent for, any superior inducement
which one of them offers . . . a
reasonable variety and variability in
pricing practices" is to be permitted.

(i) Excess capacity. "The practice of
a company purchasing and dis-
mantling unused capacity in this
sense-that is, capacity which could
be utilized at normal costs-has
always and rightly been considered
strong evidence of attempt to mo-
nopolize."

(j) Price Discrimination. "Some types
of price discrimination may stimu-
late effective competition; others
may be evidence of effective monop-
oly...." Price differentials, for ex-
ample, are not evidence of price
discrimination.

9. Nonprice Competition'

Nonprice competition refers to all of the
actions which are designed to attract busi-
ness through means other than direct price
change. The emphasis is upon such factors
as quality, packaging, style, service, perform-
ance, advertising, and credit terms rather
than upon price. In other words, the use of
nonprice competition is an attempt by these
means to increase sales at a given price or
within a given range of prices. It often takes

the form of differentiating the product or
service from that of a competitor. Nonprice
competition, therefore, involves a departure
from perfect or pure competition because it
results in competing products or services
which are not homogeneous or standardized.

The explanation for the emphasis upon
nonprice factors is found in the institutional
evolution of our economy. Thus, for example,
the increasing complexity of many products
and the consequent difficulty of comparing
them directly makes price differences a less
significant yardstick than in a more simple
type of economy. Our knowledge of ma-
chinery, for example, is so limited that most
of us cannot compare directly the relative
merits of different refrigerators or of dif-
ferent automobiles. Our decisions to buy such
products often are more significantly influ-
enced by the reputation of the seller or the
effectiveness of his advertising rather than
by differences in price. In other words, the
inadequacy of our knowledge as buyers stim-
ulates businessmen to differentiate their
products and to expand their sales efforts in
order to secure our patronage.

The modifications of price competition, as
a result of such devices as price leadership,
freight equalization plans, government con-
trols, fair trade acts, and so on, also contrib-
ute to an emphasis upon nonprice factors.
Similarly, businessmen attempt to preempt a
share of the market by the use of trademarks
and brand names. If these can be developed
successfully, they frequently play a more im-
portant role in consumers' decisions than the
price because of the confidence created in a
given product. Perhaps the outstanding illus-
tration of this development is found in the
field of drugs.

Businessmen prefer nonprice competition
to price competition in many instances be-
cause:

' Adapted from Jules Backman, Price Practices and
Price POlICies. Ronald Press. 1953. Chapter 4.
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(a) They generally believe that good
will derived from nonprice factors
will be more lasting than that based
upon price appeal.

(b) Competitors find it more difficult to
match nonprice factors than to
match price changes. In effect, the
businessman attempts to set off a
share of the market for himself by
emphasizing the special attributes
of his product.

B. Price Concepts
The term price also is used in a number

of different contexts. It may serve to indicate
how prices are determined (for example,
market prices or administered prices) or how
prices behave (for example, flexible or in-
flexible prices) or the relationship among
prices (for example, price discrimination,
price structures, etc.). As in the case of com-
petition, only several of the more important
concepts are described below.

10. Market Prices

In the technical sense, market price refers
to a price determined by the interplay of de-
mand and supply under conditions where
there are so many buyers and so many sellers,
that no one of them can determine the price.
It is a two way auction market. It is best il-
lustrated by the prices determined on the
commodity exchanges and on the securities
markets. Market price fluctuates continu-
ously. It is the price that exists in a competi-
tive market- usually pure or perfect compe-
tition is assumed. Nourse and Drury have de-
scribed market prices as "primitive price
making" and as a "largely automatic price
mechanism."' Means and Ware claim that
market prices are the result of a "sort of
impersonal price making process." 2

11. Administered Prices

A number of economists have adopted
definitions of administered prices similar to

that used by Gardiner Means. Several of these
definitions are reproduced below.

Committee On Price Determination, Na-
tional Bureau of Economic Research

"'Price administration' is here used to
denote the application, by officials of a
concern, of a set of rules or policies re-
lating to the pricing of the firm's prod-
ucts. The policies in question will be
influenced to a greater or less degree by
the character of the market in which the
firm operates, and by the kind of cost
data available to executives."'

Edwin G. Nourse and Horace B. Drury,
The Brookings Institution

". . . they are prices established by the
decision of executives who have power
to decide in advance the price at which
goods shall be sold and to back up that
decision by expanding or contracting
operations in volume large enough to
have a significant effect on the market."'

Richard H. Leftwich, Associate Professor
of Economics, Oklahoma Agricultural &
Mechanical College

"Administered prices are prices fixed by
law, fixed by groups of sellers, fixed by
groups of buyers, or fixed by collective
action of buyers and sellers. They are the
antithesis of free market prices estab-
lished by free interactions of buyers and
sellers in the market places."'

Oswald Knauth
"An administered price is one that is
fixed by management after a careful sur-
vey of all the factors involved-the ex-
pected demand, the cost of production
and of selling, the price of similar arti-
cles, the general price level, the pricing

1 E. G. Nourse and H. B. Drury, Industrial Price
Policies and Economic Progress, The Brookings In-
stitution, Washington, 1938, pp. 252, 254.

2 Gardiner C. Means and Caroline F. Ware, The
Modern Economy In Action, Harcourt, Brace and
Company, New York, 1936, p. 130.

3 Committee on Price Determination, Cost Behavior
and Price Policy, National Bureau of Economic Re-
search, New York, 1943, pp. 273-274.

4 Nourse and Drury, op. cit., p. 9.
5 Richard H. Leftwich, The Price System and Re-

source Allocation, Rinehart & Company, Inc., Now
York, 1955, p. 340.
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policies of the concern and its position
in the trade. Management's hope is that
this price will remain unchanged for a
considerable period-say a season or a
year."'

Myron H. Umbreit, Professor of Business
Economics, Northwestern University; El-
gin F. Hunt, Lecturer in Economics,
Northwestern University; Charles V. Kin-
ter, Lecturer in Economics, Northwestern
University

"Prices determined by producers are
often called 'administered prices.' We
observe that they may also be called
'sticky' prices, since they do not respond
quickly or freely to changes in supply
and demand."'

Edwin G. Nourse, Formerly Chairman,
Council of Economic Advisers

"The distinctive feature of an adminis-
tered price situation is that prices,
instead of being registered automati-
cally by the interaction of supply and de-
mand forces in an open market, are
formulated in executive offices as matters
of operating policy or economic planning
by officials of corporations or unions
who, through their control over blocks
of capital resources or labor resources,
have considerable power to implement
the price schedules they adopt."8

12. Price Leadership

"Price leadership exists when the price at
which most of the units in an industry offer
to sell is determined by adopting the price
announced by one of their number."' Usually,
the price leader is one or more of the large
companies in the industry. Different com-
panies may act as the price leader from time
to time. There is no inference that a policy
of "follow the leader" involves collusion
among the companies. Nor is it implied that
each follower $will always charge the same
price as the leader. Some smaller companies
may set their prices at a fixed differential
with the leader's price.

13. Monopoly Price

Monopoly means control of the entire out-
put of a product by a single seller. The term
monopoly price refers to the price set by such
a seller. The late Professor William Kiek-
hofer of the University of Wisconsin stated:

"The monopolist is not primarily con-
cerned with the highest possible profit
per unit of sales that he can make, what-
ever the price may be, for at this price
his volume of sales may be light. What
interests him most is setting the price
of his product at such a figure in relation
to the probable volume of sales that his
aggregate profits will be largest. His
problem is to estimate the price at which
his marginal revenue equals his mar-
ginal cost. By marginal revenue is meant
the net addition to total revenue obtained
from each successive unit sold, and by
marginal cost the additional cost outlay
resulting from an increase of one unit in
the supply."5 (Italics added.)

Whether the monopoly price will be a high
one or not depends upon the availability of
substitute products and government regula-
tion. The outstanding illustrations of mo-
nopoly are found in the public utility indus-
tries which have their rates closely regulated
by various government agencies.

14. Price Flexibility and Inflexibility

Flexibility in the economic sense refers to
the responsiveness of price to changes in the
factors affecting it. The price-determining

I Oswald Knauth Managerial Enterprise, Its
Growth and Method; of Operation, First Edition,
W. W. Norton & Co., Inc., New York, 1948, p. 106.

2Myron H. Umbreit, Elgin F. Hunt, Charles V.
Kinter, Modern Economnic Problems, First Edition,
McGraw-Hill Book Company, Inc., New York, 1950,
p. 346.

a Testimony before the Senate Subcommittee on
Antitrust and Monopoly of the Committee on the
Judiciary, July 9,1957.

4 Arthur R. Burns, The Decline of Competition,
McGraw-Hill Book Company, Inc., New York, 1936,

p. 76.
5 William H. Kiekhofer, Economnic Principles, Prob-

lems, and Policies, Fourth Edition, Appleton-Century-
Crofts, Inc., New York, 1931, pp. 459-460.
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factors fall into two broad categories: those
affecting only a particular commodity (in-
ternal or specific impacts) and those affect-
ing all products (external or general im-
pacts). The first group-structural price
flexibility-is concerned with all the forces
which determine the relative level of a given
price in the hierarchy of prices and includes
such factors as technological developments,
competitive position, availability of substi-
tute products, and plant capacity. Unfor-
tunately, it is practically impossible with the
available data to measure the full effect of
these impacts upon an individual commodity,
and hence the flexibility of any given price
in terms of these factors cannot readily be
indicated.

Professor Alvin H. Hansen has defined
structural price flexibility as follows:

"By structural price flexibility I mean
the long-term secular adjustment in the
price structure. It is concerned not with
the level of prices but with the inter-
relation of individual prices. Thus, for
example, changes in technology and the
methods of production continually alter
the unit cost of production of one com-
modity relative to other commodities....
Structural price flexibility implies an
adjustment of prices to changes in unit
costs springing from unequal rates of
technological progress in different in-
dustries or from shifts in the pattern of
wants. Without structural price flexi-
bility the full gains of economic progress
could clearly not be realized. Structural
price flexibility implies that the price
system is functioning in a manner to
yield the largest possible product of goods
and services which a given stage of
technique makes possible. A structurally
flexible price system operates to direct
the productive resources into channels
which will yield the largest social prod-
uct. Without structural price flexibility
an uneconomic allocation of resources
would prevail."'

The second group of factors includes those

affecting the general price level. The problem
here is the extent to which the prices of
specific commodities conform to the general
movement (cyclical flexibility). For a wide
variety of reasons, all prices do not respond
equally or simultaneously to the impact of
the general forces of inflation or deflation.
In the circumstances, those prices which ad-
vance less or decline less than the average
may be considered as inflexible, while flexi-
bility would be exhibited whenever commodi-
ties had the tendency to equal or exceed the
average price change. There are different
degrees of flexibility and inflexibility, since
usually there are modest gradations in the
extent of change rather than two sharply
divided groups of prices. Relative inflexibility
in this sense is measurable by the amplitude
of change recorded for the price of a given
product during the course of the economic
cycle. Means has emphasized frequency of
change in his studies.

Inflexible prices are freq uently described
as rigid, insensitive, or sticky. These terms
all imply the failure of the price to reflect
changing conditions. The term "sticky prices,"
however, often has another connotation in
that it refers to the timing of a price change
and hence must be used more carefully than
the others.

15. Price Discrimination'

Price discrimination arises when at any
given time a firm sells a homogeneous com-
modity or service to different buyers in a
given area at different prices. Under some
conditions, selling to different buyers in dif-
ferent localities at the same price may be
considered discriminatory, as under delivered
price systems. Price discrimination may be

'Alvin H. Hansen, "Price Flexibility and the Full
Employment of Resources," The Structure of the
American Economy; Part II, Toward Futl Use of
Resources, National Resources Planning Board, Wash-
ington, June, 1940, p. 27.

2 Adapted from Baclanan. ov. cit.. pp. 273-74.
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exercised in several different forms: as to use
of the product, geographic location, the time
of purchase, or the quantity bought. Actually
the term price discrimination means differ-
ence in price.

Use of product discrimination takes place
when different prices are charged for the
same product depending upon its use. An out-
standing illustration is electric power. Cus-
tomers are grouped into major categories
(for example, domestic, industrial, commer-
cial) and the rate charged depends upon the
category.

Geographic discrimination is alleged to
arise when differences in prices at different
locations do not reflect corresponding differ-
ences in transportation costs. Evidence of
such discrimination is supposed to be shown
when the seller receives varying mill-net
prices after deducting transportation costs.
The absence of geographic discrimination is
evidenced when a mill sells at uniform prices
to all purchasers at the mill.

Prices may vary according to the time of
purchase; this has been called temporal dis-
crimination. There are many familiar illus-

trations of this type of price differentiation:
lower prices for the movie matinee than for
the evening show; long distance telephone
calls which are cheaper in the evening or on
Sundays. These special rates are designed
to encourage the purchase of goods or serv-
ices in "off peak" periods.

Prices may vary depending on the quantity
bought or the trade status of the buyer. The
special discounts for large purchases illus-
trate the quantity discount, while variations
in prices for retailers, jobbers, or wholesalers
usually are described as functional discounts.
It is these phases of price discrimination
with which the Robinson-Patman Act deals.

It must be recognized that differences in
prices charged are not bad per se. Variations
in price in accordance with use or with the
time of purchase may result in a more efficient
use of resources. There is considerable differ-
ence of opinion as to whether uniform de-
livered prices or uniform mill-net prices are
more important. Variation in prices in ac-
cordance with trade status has considerable
sanction in the services performed by whole-
salers and jobbers.
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APPENDIX B

Quotations Concerning Relationship Between Changes
in Production and in Prices

1. Saul Nelson and Walter G. Keim
(TNEC Monograph No. 1)

"WHEN the relationship between
prices and production declines during re-
cession is examined commodity by com-
modity, no strikingly consistent trend is
revealed.... [See Chart 13]

"(1) Considering all the commolities
together, there is some tendency for
small declines in price to be connected
with large declines in production and
vice versa. (The Pearsonian coefficient
of correlation is -0.32; the standard
error of this coefficient is 0.09.)

"(2) For nondurable goods alone there
is a similar broad tendency. (The coeffi-
cient of correlation is -0.44; standard
error 0.12.)

"(3) For durable goods and semidur-
able goods considered separately, there
is little if any evidence of such a rela-
tionship. (Coefficients of correlation are
-0.12 and +0.01 respectively; standard
error in each case 0.18.)

"(4) There was a marked tendency for
increasing durability to be associated
with smaller declines in price and greater
curtailments of production....

"It must be recognized then that for
each individual commodity, price is but
one of the factors determining its level
of production. Postponability of demand
must certainly be considered. The na-
ture of the productive process is im-
portant. The effect of price changes
upon production is necessarily different,
too, for products whose demand is joint
than for those whose demand is inde-
pendent.

"It is apparent, however, that any ap-
praisal of the influence of price policies
upon production must pay due regard

to the interrelated character of the econ-
omy. The effect of a change in price for
any single commodity upon its produc-
tion is influenced by, and in turn influ-
ences, the markets for many other com-
modities."'

2. Jules Backman
(National Industrial Conference Board)

"An examination of 264 specific com-
modities, however, indicates that the
price-production relationship is far more
complex than has been assumed. Di-
versity of behavior, rather than con-
formity to any uniform pattern, appears
to be the outstanding feature of the
price-production relationship of specific
commodities. There is no general rule
that production may be regulated by
price manipulation. Durability of prod-
uct is frequently a more important fac-
tor than price.... [See Charts 14 and
15]

"An analysis of the available data in-
dicates that no simple and clear-cut
relationship prevails between specific
commodity price and production changes.
Within very broad limits there is evi-
dent some tendency for inflexibly-priced
products to be accompanied by greater
decreases in production than those which
were more responsive to the impact of
outside forces. But the relationship is
not so close, nor so surely accounted for,
as to warrant the general conclusion
that sharp reductions for particular in-
flexible prices would have been effective -
in maintaining demand, and hence the
output, for these products. Certainly it
seems unlikely that this result could
have been achieved in connection with
capital goods, the demand for which is
determined largely by the outlook for

I Saul Nelson and Walter G. Keim "Price Behavior
and Business Policy," Monogruphs Ao. l, Temporary
National Economic Committee, Washington, . C.,
1940, pp. 38, 41-42.
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Chart No. 13
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Chart No. 14

CHANGES IN PRICES AND PRODUCTION, 1929 TO 1933
CHARTED FROM DATA USED BY DR. GARDINER MEANS
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future profits rather than by the current
cost of new capital equipment-espe-
cially during times of depression when
the demand schedule for such goods be-
comes extremely inelastic. That factors
other than price may be of paramount
importance is indicated by the tendency
for durable goods to record the larger
declines in production and for non-dura-
ble goods to show the smaller declines,
regardless of the respective changes in
price. The postponable nature of the
demand for durable goods is a familiar
phenomenon which furnishes a more
logical explanation for the production
behavior of many goods than does the
extent of price decline."'

3. Willard L. Thorp and Walter F. Crowder

(TNEC Monograph No. 27)

"The statement has frequently been
made that depression adjustment in the

case of agricultural products has been
mostly in price, and the adjustment in
the case of manufactured products
mainly in quantity output. This position
appears to oversimplify the situation,
since within the field of manufacturing
itself there were extremely wide differ-
ences in the price and production be-
havior of products. . .. [See Charts 16
and 17]

"When the products are analyzed in
terms of particular characteristics, how-
ever, it appears that different types of
behavior were associated with the vary-
ing characteristics of the products. Dur-
able goods, the replacement for which is
postponable, tended to experience much
more severe contractions in production
in the 1929-33 period than nondurable

I Jules Backman "Price Flexibility and Changes in
Production." The Conference -Board Bulletin. The
National Industrial Conference Board, New York,
February 20, 1939, pp. 45, bi.
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goods. These durable products were
largely producers' capital goods and
equipment. In periods of business reces-
sion when the profit outlook is uncertain
the demand for these items evidently
becomes extremely inelastic and even
large price concessions would not be a
sufficient inducement to retard the drop
in buying. The contractions in the prices
of durable and of nondurable goods were
of approximately the same magnitude,
but the quantity behavior of products in
each of these groups was significantly
different. This points to the conclusion
that the different quantity behavior was
associated with some element in the sit-
uation other than the price changes of
the products.

"If this behavior is taken as truly
characteristic of manufactured products
in a period of recession, then these prod-
ucts should be characterized by a com-
plementary type of behavior in a period
of increasing economic activity. Such
was the case. The quantity output of
the durable producers' capital goods was
increased greatly while the price changes
experienced by these goods were about
in line with the price changes of other
goods. Although the data as developed
here are not available on a monthly or
quarterly basis, information available
from other sources would indicate that
as the recovery progressed and de-
mand was strengthened, average realized
prices increased owing to the fact that

l1 I i I I I I I Il
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Chart No. 16

RELATION BETWEEN PERCENTAGE CHANGE IN QUANTITY
PRODUCED AND PERCENTAGE CHANGE IN AVERAGE
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Chart No. 17

RELATION BETWEEN PERCENTAGE CHANGE IN QUANTITY
PRODUCED AND PERCENTAGE CHANGE IN AVERAGE
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quoted prices were adhered to more
stringently (assuming there had previ-
ously been price concessions in the way
of special discounts, etc.). The timing
of actual increases in quoted prices
would probably coincide with the attain-
ment of capacity or near-capacity opera-
tions.

"The different nature of the demand
for goods ultimately to be used by con-
sumers from that for goods ultimately
to be used by producers accounts in
large measure for the different behavior
patterns of these two types of products.
Producers' goods are usually desired
when profits are increasing and the de-
mand for them becomes greatly re-
stricted or nonexistent in a period of
decline. On the other hand, the demand
for consumers' goods is relatively steady.
The desire for food and clothing persists
in periods of decline and is not greatly
increased in periods of expanded busi-
ness activity. Price reductions on con-
sumers' goods may result in the transfer
of purchase from one type of goods to
another, but the aggregate quantity is
not greatly affected by such transfers.
Price reductions on producers' goods, on
the contrary, would probably not induce
purchases if profit prospects were hazy.
Closely connected with the type of user
is, of course, the degree to which the pur-
chase may be postponed. Producers' and
consumers' durable goods experienced
much wider declines in quantity, price
being more or less constant, than the
large number of nondurable consumers'
goods.

"The nature of the raw materials
entering the manufactured products also
appears to be a determining factor in
their quantity and price behavior. Those
products whose chief material comes
from agricultural sources experienced
more violent price fluctuations in periods
of both recession and recovery, while
quantity fluctuations were less severe
than for those items manufactured from
mineral products. This situation may
be accounted for in large part by the

different production and marketing
structures of these two types of raw
materials.

"A logical explanation of price and
quantity behavior of manufactured prod-
ucts would thus of necessity appear to
run in terms of the product characteris-
tics such as durability, use to which the
products are put, and the nature of the
raw materials from which they are
fabricated. For some products, the con-
centration in the control of their pro-
duction is undoubtedly an important
factor, but for manufactured products
in general there is no close relationship
between control and any particular price
and quantity behavior."'

4. Alfred C. Neal

"For the 1929-1931 comparison be-
tween price change and production
change, data could be obtained for 106
industries or industry groups, including
almost all the major ones. These ac-
counted for 41.6 billions of the 70.4
billions value of manufactured products
in 1929, or 59 per cent of the total for
that year. For the 1929-1933 comparison,
data could be obtained for 85 industries
or industry groups, which accounted
for 40.1 billions of the 1929 value of
products, or 57 per cent of the total
value of products for that year. It is
obvious that the industries dropped for
the 1929-1933 comparison were unim-
portant ones.

"It will be seen from Chart 18 that
for the 1929-1931 comparison there is
no marked tendency for change in manu-
facturing price and change in manu-
facturing production to be associated.
For the 1929-1933 comparison (see
Chart 19) a tendency toward inverse as-
sociation is apparent, thus confirming
the findings of Thorp and Crowder for
individual commodities and of Means
for selected industries. Whether the

I Willard L. Thorp and Walter F. Crowder, "The
Structure of Industry," AMonograph No. 27, Tempo-
rary National Economic Committee, Washington,
1941, pp. 403, 405,406.

625



ECONOMIC STABILITY AND GROWTH

association between price change and
production change for the 1929-1933
comparison is due to concentration can
be determined by the method employed
by Thorp and Crowder. If concentration
explains this association, then both price

change and production change will be as-
sociated with concentration." (Italics
added.) I

I Alfred C. Neal, Industrial Concentration and Price
Inflexibility, American Council on Public Affairs,
1942, p. 114.

Chart No. 18

RELATION BETWEEN CHANGE IN PRODUCTION, 1929-1931,
AND CHANGE IN PRICE, 1929-1931,
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Chart No. 19

RELATION BETWEEN CHANGE IN PRODUCTION, 1929-1933,
AND CHANGE IN PRICE, 1929-1933,
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5. Ernest M1. Doblisn

PRICE FLEXIBILITY AND CHANGES

IN PRODUCTION

"It is not unusual to hold the lack of
flexibility of prices responsible for the
instability of production. 'The whole de-

pression might be described as general
dropping of prices at the flexible end of
the price scale and dropping of produc-
tion at the rigid end, with intermediate
effects between."

I Gardiner C. Means, Industrial Prices and Their
Relative Inflexibilityi (Senate Document No. 13, Wash-
ington, D. C.. 1935), p. 8.
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"This theory seems to assume, first of
all, that a more equal price fall in the de-
pression would prevent price dislocations.
But those dislocations which the boom it-
self has caused already would be perpetu-
ated by an equal all-around price reduc-
tion. Furthermore, a general decline in
total demand tends to reduce prices for
individual products at different rates, and
this situation necessarily leads to a price
structure which is at variance with that

appropriate under more prosperous con-
ditions. The elasticity of demand varies
from commodity to commodity. An equal
rate of price reduction would therefore
be followed by changes in production
varying in extent from product to prod-
uct. For all these reasons, this suggested
straight inverse relation between price
reduction and production in the depres-
sion is improbable. The view is con-
firmed by some statistical evidence....

TABLE 26

PRICE AND PRODUCTION CHANGES, BY TYPE OF COMMODITY, 1929 TO 1933*
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-52.5 -57.1 19 -32.4 -59.3 8 -56.7 -53.6 11 -54.6 -25.4 31 -60.1 + 4.9 14 -65.9- 4.0 24

.. .. .. .. .. .... .. .. -66.8 + 3.2 32 -72.3 -3.7 14 -73.0 -9.9 23
.. .. .. .. .. .. . ... .. -73.6 -10.1 31 . . .

I am indebted to Mr. H. Gregg Lewis (University of Chicago) for this table.

"C. The Role of the Durability Factor
This connection between durability

and state of production on the one hand
and price flexibility on the other hand is
brought out in very clear form if the ma-
terial is separated into subgroups with
a view to analyzing the differences in
the reaction of their production to price
changes. For Table 4 the 264 commodi-
ties were divided, with the aid of the
classification given in Professor Mills'
Prices in Recession and Recovery, into
75 durable and 189 nondurable commodi-
ties. In both groups the price ratios
were arrayed in decreasing order of
magnitude, and they were divided into
four classes in the durable group, and
six classes in the nondurable group.
Averages were formed of the five or six

(in the case of an even number of items)
central items of the price ratios in each
class, as well as of the five or six central
items of the production-change ratios
associated with the commodities in each
class. Table 26 shows the relation be-
tween changes in production and price
changes for the commodities in ques-
tion. It shows, first, a slight tendency
for production to decrease less, the
greater the price decline. The relative
rise in production is, however, only mod-
erate, and the tendency is by no means
clear, as indicated by the behavior of
prices and production in the nondurable
goods category for price decreases from
five to fifty-five per cent. Moreover,
gains in production associated with
growing price decreases are relatively
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small; in the durable-goods group a
price cut from five to thirty per cent be-
low the 1929 level is associated with an
increase in production from twenty-
seven per cent to thirty-five per cent of
the level of 1929.

"A second conclusion is much more im-
portant: The same price decline has
more far-reaching consequences for non-
durable than for durable goods. Price
cuts may help to increase volume as far
as nondurable products are concerned;
for durable goods, even huge price re-
ductions seem to have but little effect

on volume. The stimulus of a price cut
is apparently highly limited, and volume
is mainly determined, on account of the
postponability of demand, by general
business conditions, on which individual
price reductions have hardly any influ-
ence. As already demonstrated the dif-
ference in price flexibility in the two
groups cannot be attributed to a differ-
ent degree of monopolistic practice or
control in the two sectors of industry."'

I Ernest M. Doblin, "Some Aspects of Price Flex-
ibility," The Review of Economic Statistics, Novem-
ber 1940, pp. 186- 188-189.
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APPENDIX C

Quotations Concerning Relationship Between
Concentration and Price Inflexibility

1. Willard L Thorp and Walter F. Crowder
(TNEC Monograph No. 27)

"IN order that the possible relation-
ship between the extent of concentration
in the control of the production of man-
ufactured products and their price and
production behavior in periods of reces-
sion and recovery might be studied, all
products in the 1,807 sample for which
comparable classification existed at the
time of the Census of Manufactures for
1929, 1933, and 1937 and for which
quantity data were available were sub-
jected to further intensive analysis.
There were 407 products which met
these requirements. The distribution of
the concentration ratios of these prod-
ucts followed very closely the pattern of
the 1,807 sample.

"An investigation of the behavior of
the products in this presentative sample
over the 1929-83 period and over the
1988-87 period reveals several interest-
ing relationships: [See Charts 11 and
20]

"1. Concentration in the control of
production of the products does not ap-
pear to be associated with any particular
and unique price or quantity behavior in
either the cyclical downswing from 1929
to 1933 or in the upswing from 1938 to
1987. Products with high concentration
ratios and products with low concentra-
tion ratios experienced strikingly similar
changes in price and quantity.

"2. For products manufactured under
conditions of low concentration there
tended to be an inverse relation between
changes in price and changes in quan-
tity; that is, relatively large decreases
in quantity in the recession period, for
example, tended to be associated with
relatively small changes in price, while
relatively small changes in quantity out-

put tended to be associated with rela-
tively large changes in price. The asso-
ciation was by no means close, however,
and lends support to only the most gen-
eral sort of inference. The association
is not nearly so apparent among prod-
ucts with high concentration ratios.
There, large and small changes in quan-
tity appear with large and small changes
in price as if by chance.

"3. These two observations concern-
ing the behavior of products in the sam-
ple point to a third conclusion, namely,
product characteristics such as the de-
gree of durability, the type of ultimate
user (consumer or producer), the de-
gree of fabrication, and the source of
raw material appear to be factors of
greater significance in any explanation
of particular price and quantity behavior
than the extent of the concentration of
control under which they were produced.
Thus, the production of durable pro-
ducers' goods experienced a sharp con-
traction in the downswing in business
activity from 1929 to 1938 and con-
versely experienced a large expansion in
output in the ensuing upswing. On the
other hand, nondurable goods experi-
enced much more moderate declines in
the downswing and more moderate ad-
vances in the upswing. The explanation
of this divergent quantity behavior lies
in the postponable nature of the demand
for durable goods. The behavior of the
prices of durable and nondurable goods
was quite similar in magnitude of change;
thus price change may be viewed as one
of the constants in the analysis. An-
other factor whose influence is inextri-
cably interwoven in the chain of causa-
tion which gives rise to distinct behavior
patterns is the nature of the ultimate
user. No appraisal of the relative influ-
ence of any particular factor on the be-
havior of products may be made. In
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Chart No. 20

RELATION BETWEEN CONCENTRATION RATIO AND
PERCENTAGE CHANGE IN AVERAGE
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-- p i

10,000

ot

I

M.

I'

lWA

40%

C

Wa

luN

"LOW"

* .

. .

. .-.- >.-s ~ .%

*."': : I

' s -.,I.@

"HIGH"

V. "

10 £ . * * .

0 10 20 30 40 50 60 70 0 o ztoo
CONCENTRATION RATIO

S...: WiIIbr L Thur .nd Waitu r. Crowd., -Th. StVtrer of Indusry". lonognphb No. 27.
Teompmoy Natlndl fcotonic Committug. WshInbt., D. C. 194We pc. 3. .

631

II
I



ECONOMIC STABILITY AND GROWTH

fact, the influences of all these factors
on the demand for the various products
are so intermingled that no single factor
can stand alone. Furthermore, one fac-
tor may be of more importance in deter-
mining the behavior of one group of
products and another may be more sig-
nificant in another group. This mingling
of the influences of the various factors
makes the relationships less close than
would be desirable if the association
could be fully accounted for on the basis
of a single factor.

"4. When the products are grouped on
the basis of the degree of durability into
durable and nondurable goods, on the
basis of their ultimate user into pro-
ducers' and consumers' goods, on the
basis of the degree of their fabrication
into semifinished and finished, etc., it is
apparent that for certain of the group-
ings there was an inverse relation be-
tween price and quantity changes in the
1929-33 period and again in the 1933-37
period. But here, too, the relation, while
observable in many cases, was not al-
ways strongly marked. For the products
in a few groups, however, the changes in
price and changes in quantity of prod-
ucts appear as if by chance.

"In conclusion, certain findings of this
study bear repeating. The evidence pre-
sented here leaves no doubt that the
great majority of manufactured prod-
ucts are produced under conditions of
relatively high concentration - condi-
tions under which a few producers ac-
count for the major portion of the out-
put of a product. This concentration,
however, does not appear to result in
any particular, strongly marked or
unique behavior pattern. Products pro-
duced under conditions of high concen-
tration show about the same changes in
quantity and in price over periods of
recovery and recession that are shown
by products with low concentration.
When the behavior patterns of products
are analyzed in terms of their various
product characteristics, changes in price
are quite similar regardless of the prod-

uct characteristic, but the changes in
quantity vary widely. This divergent
quantity behavior, however, appears to
be more closely associated with the vary-
ing economic characteristics of the prod-
ucts themselves than with the different
conditions of competition under which
they were produced."'

2. Alfred C. Neal

"The supposed relationship between
depression drop in price and concentra-
tion has been tested and found wanting.
Likewise, the explanation of the price-
quantity relationship in terms of con-
centration appears to be unsubstantiated
by the facts, although an inverse price-
quantity relationship cannot be denied.
In fact, one must be excused for wonder-
ing why so much ink has been spilled in
debating these issues when there has
been so little theoretical presumption in
favor of the conclusions under dispute.
There is, perhaps, much truth in Du
Brul's remark that if Mr. Means' thesis
had not been useful as a tool of politics,
it would have died an early death.

"Surely it is unreasonable to suppose
that concentration is a dominant factor
in explaining price movemeuits of differ-
ent industries in depression, when dif-
ferent industries are so diversely af-
fected with regard to the prices of their
input factors-to mention but one source
of differential behavior. Annual average
raw materials prices fell from 100 in
1929 to 57 in 1932. Is it conceivable
that even two equally concentrated in-
dustries should have shown the same
depression drop in selling prices if one
had costs consisting of 90 per cent raw
materials and the other but 30 per cent?
Labor costs per unit of output, as calcu-
lated from the Census of Manufactures,
fell from 100 in 1929 to 75 in 1933. This
is simply the average for all manufac-
turing; considerable variation prevails
among industries. Is it imaginable that

' Willard L. Thorp and Walter F. Crowder, "The
Structure of Industry," Monograph No. 27, Tempo-
rary National Economic Committee, Washington,
1941, pp. 411-412.
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the influence of concentration was so
strong as to offset all the possibilities of

variation due to varying proportions of
raw material and labor costs between
industries? Fantastic as such a supposi-
tion seems, yet that is the assumption
which lies behind the attempt to explain
diverse price movements in terms of
concentration. We should hardly be sur-
prised to find an absence of association
between price decline in depression and
concentration. On the contrary, it is
cause for amazement that anyone should
expect, on any reasonable grounds, to
discover any association.

"The price inflexibility writings have,
in fact, done great disservice to the con-
centration thesis . . . there are strong
a priori grounds for suspecting that con-
centration will have some influence upon
the decline in price relative to the de-
cline in direct cost; . . . . But the pre-
sumption has nothing to do with the
thesis that the amount of price change
in depression can be explained by con-
centration. The explanation of the
amount of price decline in depression,
as has been so often emphasized, de-
pends upon an investigation of cost
structures, demand conditions,- changes

343S58 0-59-14
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Chart No. 21

RELATION BETWEEN CONCENTRATION AND CHANGE IN

PRICE, 1929-1933, 68 MANUFACTURING INDUSTRIES
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Chart No. 22
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INDUSTRIES WITH NATIONAL MARKETS
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in input prices (which in turn have to
be explained, since they too are prices),
market structures, and similar consid-
erations. No broad generalization can
be made concerning the causes of de-
pression price changes, and it appears
certain that 'concentration' does not
provide a satisfactory explanation."

"As to the relationship between con-
centration and price change for the 1929-
1983 comparison, Chart 21 shows that
there was a slight tendency for price to

decline more in those industries with
low concentration ratios than in indus-
tries with high concentration ratios.
This finding is at variance with that of
Thorp and Crowder for individual com-
modities and seems at first sight to sup-
port Means' thesis.

"However, this slight association be-
tween concentration and price change is
but an example of spurious correlation.
It is due to the fact that price change
is closely associated with direct cost
change, and is not due to concentration.
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This view is borne out by Chart 22, which
shows the relationship between 'expected
price' and concentration for the same 68
industries employed in Chart 21. 'Ex-
pected price,' it will be remembered, is
the price which would have resulted had
actual prices changed equally with ac-
tual direct costs. Chart 22 shows that the
expected price indices are about as
closely associated with concentration as
the actual price indices.' Therefore the
differential price behavior can be better
explained by differential direct cost be-
havior than by concentration. This ex-
planation seems especially reasonable
when it is noted that any influence which
concentration might have on direct costs
would be the reverse of that which ac-
tually exists. One might expect, for in-
stance, that the monopsonistic power of
the highly concentrated industries would
result, ceteris paribus, in a greater low-
ering of direct costs for highly concen-
trated industries than for less highly
concentrated industries. Actually, the
relationship is the reverse of such a re-
sult. Expected price drop, which is
based on direct cost drop, was less for
the highly concentrated industries than
for those not so concentrated." 2

3. Richard Ruggles
"The major patterns of price behavior

in the economy can be adequately ex-
plained in terms of factors other than
industrial concentration. This is not
to say that in some instances the con-
sideration of the industrial organization
of an industry might not be necessary,
nor that in explaining wage-price re-
lationships monopoly and monopolistic
relationships need not be explored. What
can be said, rather, is that even if mono-
poly did not exist a price system very
similar to the existing one would emerge
as long as wages were less flexible than
agricultural prices and some mineral
prices.""

4. Rufus S. Tucker
"The N.R.C.'s attempt to associate

price-maintenance during the depression

with industrial concentration is proved
a fallacy by their own statistics. In com-
paring price-decline from 1929 to 1932
with concentration in industries the
N.R.C. left out certain highly concen-
trated industries on the ground that
raw material makes up a large part of
the value of their products. Having
omitted those concentrated industries
that were best able to reduce their prices,
and thus prejudge the case, they then
prepared a chart which they said showed
a correlation between price-maintenance
and concentration. To emphasize this
correlation they drew in a regression
line which makes the diagram seem
scientific and convincing to the un-
wary. . ..

"But really there is-no logical justifi-
cation for omitting the other industries
for which statistics of price and con-
centration were available. The question
is whether concentrated industries that
could reduce their prices did so to the
same extent as non-concentrated indus-
tries; that question can only be answered
by studying all industries. If the 93
industries for which the necessary in-
formation is available in Appendix 8
of the Committee's report are taken to-
gether, the coefficient of correlation be-
tween price-maintenance and concen-
tration is .06 with a standard error of
.10. I do not believe that there is a pro-
fessional statistician in the world who
would maintain that a coefficient of cor-
relation smaller than its standard error
has any significance. The statistics com-
piled by the N.R.C. show therefore that
there was no association whatever be-
tween concentration in manufacturing
industries and the rigidity of the prices
of manufactured products. But the per-

* It will be shown later how close the correlation
Is between actual and expected price for both the
1929-1931 and 1929-1938 comparisons.

* Alfred C. Neal, Industrial Concentration and
Price Isnflexibility, American Council on Public
Affairs, 1942, pp. 8743, 117-119.

e Richard Ruggles, "The Nature of Price Flexi-
bility and the Determinants of Relative Price
Changes in The Economy" Busncess Concentration
and Price Polics, National Bureau of Economic Re-
search Princeton University Press, Princeton, 1955,
pp. 48d-489.
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son or persons who wrote the N.R.C.
report insisted that the association of
price-maintenance with concentration
was the chief explanation of price rigidi-
ties during the depression." (Italics
added.) 1

5. Ernest M. Doblin
"Concentration of Production and

Price Flexibility. Price flexibility is, on
the whole, more closely associated with
raw materials, nondurable goods, and
standard commodities, than with fab-
ricated goods, durable goods, and differ-
entiated commodities. The attempt has
been made to find the common root for
the price insensitivity of durable and
fabricated commodities in the high de-
gree of price control which results from
the relatively small number of concerns
dominating particular markets in these
groups.2 Neither the degree of fabrica-
tion nor durability is supposed to be
primarily responsible for the price in-
sensitivity: Among the durable prod-
ucts, which as a group are insensitive,
are various items with a high degree
of price sensitivity, originating mainly
from highly competitive industries.3

Similarly, the raw-material group, which
is generally regarded as price sensitive,
contains a number of less sensitive items
from highly concentrated industries.
The real determining factor, according
to this view, is the more or less monop-
olistic control oyer production and
prices, rather than the character of the
goods.

"This theory is supported by a scatter
diagram showing the relation between
concentration and 'depression drop' in
prices of 37 manufacturing industries.'
The concentration is measured by the
proportion of the output of the industry
contributed by the largest four pro-
ducers to the total production of the in-
dustry. The underlying figures are not
given.5 The line of average relationship
indicates that the higher degrees of con-
centration are associated with smaller
price decreases than are the smaller de-
grees of concentration.

"The differences, however, between
the percentage price decreases for vari-
ous degrees of concentration are rather
modest. In the chart in question a 10
per cent smaller concentration ratio is
associated with a 2.5 per cent larger
price drop. While, roughly, prices de-
creased by about 20 per cent in indus-
tries where 50 per cent of production
was concentrated in the four largest
firms, the price decrease was 30 per
cent for industries where only 10 per
cent of the total output was produced
by the four largest concerns.0

"Moreover, a broader selection of in-
dustries from the same list which in-
cluded these 37 industries shows a quite
different picture. If these price de-
creases and concentration ratios are
plotted together, the items are scattered
in a rather irregular fashion, and a
straight line fitted through them indi-
eating the average relationship is almost
horizontal for both the durable and the
nondurable groups. On the basis of these
figures the concentration factor does not
seem to be an important element in de-
termining the size of price decreases
during a depression.

"This fact can be supported by further
evidence. If the higher concentration of
production in the durable-goods group,
rather than the durability of the prod-
uct, were responsible for the price in-
sensitivity in the group of durable prod-

1 Rufus S. Tucker, "Concentration and Competi-
tion," The Journal of Marketing, April 1940, pp. 359-
see.

2 The Structure of American Industry, op. cit.,
p. 143.

3 Ibid. op. cit., p. 142.
4 Ibid., Chapter XXII, p. 145. The "depression

drop" is defined as per cent change in price from
1929 to 1932.

5 The industries are selected from a list of about
250. They are described as producing a relative
homogeneous product at least one-third of the value
of which is believed to come from manufacturing
activity, the product itself is believed to be produced
for the national or international market where rea-
sonably reliable data are available as to the prices
of the product (Ibid., p. 142).

c This, of course, cannot mean that if large con-
cerns were dissolved into smaller units and the share
of the four largest producers were reduced from 50
per cent to 10 per cent, a price which under 1929-
33 conditions dropped 20 per cent would then auto-
matically decrease by 30 per cent.
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ucts,1 then a considerable difference in
the average concentration rate between
products of different durability should
be expected. This is not the case.

"From an inclusive list in Table I of
Appendix 8 of The Structure of Amer-
ican Industry, one can select those in-
dustries which are producing for a na-
tional rather than for a regional or local
market. With the help of the classifica-
tion supplied by the same table, they are
here subdivided into nondurable, semi-
durable, and durable goods groups. Table
27 gives the average concentration ratios

TABLE 27-AVERAGE CONCENTRATION
RATIOS BY CLASSES

Number
Class of Items

Durable goods ............ 90

Semidurable goods ........ 54

Nondurable goods ........ 80

Concen-
tration
Ratio

46
34

48

for the three classes, together with the
number of industries on which each
group is based. The average concentra-
tion ratios for durable and nondurable
products are practically the same. The
ratio for semidurable goods is consider-
ably lower than the other two. The dif-
ference in price behavior between the
durable and nondurable products cannot
be explained by the factor of economic
'control' over production.

"The same conclusion applies to the
distribution of industries into those pro-
ducing semi-manufactured and those
producing finished goods. Their average
concentration ratios, taken from the
same list in The Structure of American
Industry, are 44 per cent and 43 per
cent, again without any significant dif-
ference."

2

I As claimed in The Structure of American Indus-
tr y o p. ci . . 1 4 3 .
2 Enest M. Doblin, "Some Aspects of Price Flexi-

bility," The Review of Economic Statistics, November
1940, pp. 185-186.
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"' OUR ECONOMY HAS ITS UPS AND DOWNS
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Where is our economy headed today? Finding the answer to this question
requires looking at the business situation from all angles, taking into
account all the factors present in our economy.
I have tried to do this in the pages that follow. As you will see, some of
the elements in today's economic picture are encouraging. Others will
have little or no effect on the over-all situation in the months ahead. But
some factors, if not controlled or corrected in time, can make our posi-
tion worse.
Obviously, the better we understand the reasons for
economic ups and downs, the better able we'll be to
keep our economy healthy. I hope this booklet will
contribute to that understanding.
In describing today's economic situation I have con-
centrated on the short-term aspects-the events of the
past few years and the outlook for the rest of 1958. 1
have not gone into detail on the long-term growth in
our economy which is bound to result from popula- tltf h ond Po.

tion increases and improved technology and research N York U.- rSty

leading to new products and processes.

§CoPyritht. 1958, by Birk & Co.. I...: Publishe., 22 E-t 60th Str-t. New York 22, New York
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:the changes in U. S. economic activity since 1919. Our economy

,, does not climb steadily. It sometimes pauses to catch its breath.

Sometimes it slips back a little before resuming its march upward.

During some periods everyone is optimistic. The future looks bright indeed.

As a result, the consumer often buys more than he can afford. To meet the

immediate demand, business is encouraged to add new factory space, buy

more machines, produce more and more goods. Bankers may lend too much

money to poor risks. And many of us may pay too much money for stocks

and for real estate. Then, when things get out of hand, as in the late 1920's,

we wake up with a bad economic hangover. And it sometimes takes a long

time to get back on our feet, as was true in the 1930's.

Not often does our economy nose-dive the way it did then. And it's un-

likely that it will again; we learned our lesson-the hard way. Time and again-

and most recently in 1949 and 1954--economic activity drops off, and then

snaps back pretty quickly. In both these periods, there was a decline in pro-

duction and in the number of jobs. Shortly thereafter, we moved forward again

to new high levels of prosperity.
It is important to remember that what we do about such declines helps to

determine how long they last. If we try to cure the decline in business with

more of the same things that caused it, we may make it last longer. Therefore,

we must understand what caused the current decline if we are to avoid con-

tinuing the same mistakes and prolonging it. tt
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This is the third decline since the end of World War I. How bad were the first two?
How do they compare with the present one? A few key charts tell the story. The solid

i6 *I i . 7 , i ; , 75 7

Numbers of people without jobs looking
for work, and the percentage of these
groups as compared with the total of
all employed sod unemployed workers.
Eves in boom times the number of un-
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black arrows indicate total changes from the preceding peaks of prosperity to the low-
est points reached during the 1949 and '54 recessions. The arrows for 1958, however,
indicate only the changes from the prosperity peaks of 1957 through March 1958. Will
they go down? Will they level off? Or will they go up during the rest of this year?
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Too Many Goods on Hand
In the two years prior to the peak of the 1956-57 boom, American industry
produced about $10 billion in goods which were not immediately sold. As
a result, warehouses began to bulge.

In the course of producing these goods, jobs were made and workers re-
ceived wages and salaries. Raw materials and parts were bought, so suppliers,
too, received incomes. But as the amount of unsold goods increased, com-
panies had to cut production below the current level of sales to dispose of their
unsold goods. This cut in output meant less overtime and more unem-
ployment.

This oversupply of goods in warehouses (inventories) played a very im-
portant role in the decline in economic activity and in jobs during the last
months of 1957 and the early months of 1958. When the excessive inventories
are sold, companies will have to increase production again in order to meet
the current level of sales. In this respect the events of 1957-58 followed the
pattern of the two earlier postwar setbacks in 1949 and 1954.

Plant CapacityTemporarily Overbuilt
Another important factor contributing to the business boom in 1956-57 was
the large increase in orders for new factories, new machines, new tools, and
other equipment. These were to meet the anticipated demand by consumers
and to increase production efficiency. From 1955 to 1957, total business
spending for these purposes rose from $28.7 billion to $37.0 billion.

However, many companies found that their capacity to produce exceeded
the declining current demand for their products. For example, at the end of

1957 the U. S. could produce about 141 million tons of steel; the maximum
amount ever purchased in one year was only 117 million tons. Similarly,

_r. the automobile industry can now produce some 8 million cars; in 1957,
sales amounted to only about 6 million and currently are at a much

lower rate. In industries hardest hit by the decline, such as railroads,
fit funds for additional plant and equipment are not available to many

companies and cannot be obtained from investors. Hence, pur-
chases must be cut drastically.

In some segments of our economy, such as electric power
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companies, spending for new plant and equipment is still growing rapidly.

In others, we have more plant facilities than we can use at this time. There is

no question that these surplus plants will be needed for the long pull. How-

ever, business has found it necessary to adapt to current conditions and cur-

rent markets and has therefore reduced its annual rate of spending for new

plants and equipment by about $4 billion at the time of the present writing.
And government surveys indicate that expenditures will drop further.

Too Much Borrowing
Many individuals borrow in order to buy refrigerators, television *

sets, automobiles, and houses. Business concerns borrow to buy o
goods or to meet part of the cost of new factories and machinery.

States and local communities borrow to build new schools, high-
ways, and hospitals. In periods of prosperity, some borrowers
in all these groups borrow too much because they view the future
too optimistically.

This is exactly what has been happening in our economy. For

example, in 1956, business increased its debt to banks by about
$5 ½ billion. In 1957, the figure was about $1 2 billion. In 1955,
consumers increased their installment debt by $51½ billion; in
1956, by about $3 billion; in 1957, by $21/4 billion. Many con-

sumers found that an increasing share of their current income
was owed to the installment credit collector. As a result, they
reduced their purchases late in 1957 and early in 1958. To some
extent, our economy was built up on debt stilts which were too
weak to support this high level of economic activity. The smaller
increase in borrowings which developed in 1957 pulled out one of
the props which had been supporting our economic boom.

Foreign Trade Is Slowing Up
Late in 1956 and early in 1957, sales of U. S. products in foreign countries

(exports) received two shots in the arm. When Egypt seized the Suez Canal,
Europe had to turn to us for oil products. The big increase in our shipments
resulted in an increase in jobs and prices. To get rid of our surplus farm

products, our government paid subsidies to sell them at low prices abroad.
Now these two situations have changed. At the same time, some foreign

countries are also having a slowdown in business activity. Hence, sales of

U. S. products abroad have fallen to the level that prevailed in 1956-and
may be heading lower.
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WAGES

Wages and Productivity
"Wage inflation," a term introduced in re-
cent years, describes a situation in which
wages and the cost of fringe benefits are in-
creased more than the workers' output. The
result is a higher labor cost for each unit GOODS
produced. For example, if a worker turns out GO1D
S units a day and is paid $5, the average
cost of wages is $1 a unit, not including
fringe benefits. If his output increases to 8I
units and his wages increase to $16 a day,
the average wage cost is $2 a unit, or twice
as much. This may seem like an extreme ex-
ample, but it shows what has happened in the war and postwar years.

From 1939 through 1957, output per hour for workers in manufacturing
industries rose about 50%, but average hourly earnings exclusive of fringe
benefits increased 227% (from 63 cents to $2.07 an hour). As a result, unit
labor costs more than doubled. From 1955 to 1957, output per hour barely
increased 1%, while hourly wages rose about 10%. And these figures do
not show the added costs for pensions, welfare funds, and other benefits
received by many workers during this period.

This rise in wages and other labor costs created pressure leading to higher
prices. But many groups in our economy-schoolteachers, pensioners, gov-
ernment workers, and others-could not afford to pay the higher prices. They
had to cut back their buying. Some workers gained, partly at the expense of
less favored groups, and helped weaken our prosperous situation.

Wages and Profits
Some persons say the recession was caused because prohts
rose too much and wages too little. Official government
figures in the chart at the right show the facts.

Between 1950 and 1957, total labor income rose by $96
billion while profits after taxes fell by $2.1 billion. Further- £
more, since 1950, American corporations have spent more
than $200 billion for new plants and equipment. Yet profits
have not increased; instead they have gone down. From
1950 to 1957, total national income rose $118 billion, with C
most of this increase going to labor.,

And what has happened in the past two years?
From 1955 to 1957, corporate profits after taxes de-

cined by $1 billion. But during this same period, total
labor income increased by almost $30 billion. Clearly,
worker purchasing power rose considerably, but this did not



ECONOMIC STABILITY AND GROWTH

prevent a downturn in the general economy. It requires more than consumer
purchasing power to make jobs. Investors must have incentives in the form
of reasonable profits if the economy is to grow. But since 1955, profits have
declined despite sizable expenditures for additional productive facilities.

Look at the Entire Picture '

It is important to examine the entire picture if we are
not to be misled. Parts of the economy respond differ-
ently to basic forces.
* Look at steel output and it appears that the economy has
declined more than 40%. Look at electric power consumption
and it appears that the economy is moving upward.
* Early in 1958, the number of jobs held by federal, state, and
local government employees and by workers in wholesale and retail
trades was larger than a year earlier and was at a record level. In con-
trast, one out of every eight workers in the durable goods (auto, steel,
machinery) industries had lost his job.
* Many persons think that "as auto production goes, so goes the nation."
In the first three months of 1958, auto sales were 30% below the 1957 level.
But consumers spend only about 5% of their income for autos. The fall of
30% in auto sales has cost the job of less than one worker out of every 100
in our economy.

When we look at the entire economy we find that early in 1958 the num-
ber of jobs had been reduced by about 2%. In addition, some persons who
were not looking for jobs last year are now job hunting-mainly recent gradu-
ates and some housewives. Most workers have not been affected by the decline
in employment. Of course, we must never forget that to the worker who has
lost his job, the decline is 1007o.
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Where Are Prices Going?
During the past two years the cost of living has risen about 7%. Most of
this rise had occurred by the summer of 1957. Why did prices go up? And
why have they failed to drop as business declines? The biggest price increases
are found in personal services such as auto and home repairs, beauty and
barber shops, medical care, and recreation, which are largely labor costs. In
these services, wage inflation has had an obvious effect upon price inflation.

Food is a second area of large price increases-amounting to almost 11 % in
the past two years. This results primarily from the increased costs of proces-
sing foods and the government program to hold up farm product prices. And
early in 1958, the deep freeze in Florida resulted in a 15% rise in prices of
fresh fruits and vegetables.

Apparel, furniture, and appliances have shown only small increases. Some
appliances have actually declined in price. The discount house has become
an important outlet in many parts of the country.

What are the prospects? So long as labor costs rise, the prices of services will
continue to move upward. And service items account for about one-third of the
cost of living. Food prices will be affected by higher wage costs for processing
and transportation as well as by the size of crops and government programs.
Prices of apparel and house furnishings tend to be held down by weaker de-
mand during a period of business decline. On the whole, it appears that the
cost of living should show only small changes for the rest of 1958.

Factors Affecting the Outlook
What is the outlook for business for the remainder of 1958? The main forces
affecting business can be divided into three groups: (a) the plus factors-
those which will tend to push our economy higher; (b) the neutral factors

+ -those which will have little effect; and (c) the negative factors-those
which will tend to pull our economy down further.

At the outset, one warning must be underlined. Business forecast-
- 0 ing is not an exact science. In many areas, we can only "guess-

* 9 E tibatimate" the forces at work. Thus, from here on the author is
~~~_ climbing out on the well-known limb with the hope that it

will not be sawed off behind him.
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+Government Spending Is Rising - 41
To catch up with Russia in the missile and satellite programsam
our government is increasing its spending for national defense.
Most estimates suggest a rise of $2 to $4 billion this year; it may be
even greater. At the same time, the federal government is increasing
other spending to help offset the slide in business activity.

During the postwar period, local and state governments have been increas-
ing their expenditures between $2 and $3 billion each year for highways,
schools, and other activities, and it appears that this local spending will
continue to rise.

Thus, it seems likely that spending by all government units will increase
by at least $4 to $6 billion in the next year. This increase will be the most
important plus factor supporting the economy during 1958.

o Consumer Incomes and Spending Hold Up
After paying their taxes in 1957, consumers were left with about $300 bil-
lion-the largest amount in our history.

Consumer spending, of course, is determined largely by consumer income.
The largest single source of that income is wages. On an annual basis, labor
income fell from $250 billion in August 1957 to $241 billion in March 1958.
This decrease was due to shorter work weeks, elimination of overtime pay,
and unemployment. The first two factors accounted for more of this decline
than did the third. With overtime pay virtually ended, the reduction due to
this cause is largely behind us. Wage increases promised under long-term con-
tracts will offset to some extent the over-all reduction in income due to job
losses. In addition, most of the unemployed receive unemployment compen-
sation. About one-third of lost labor income is offset by such
payments.

Lower corporate profits mean lower dividend payments to
stockholders. Already many companies have reduced their
dividends or cut them out entirely. Further cuts will take
place in the months ahead.

Farm income may show a small rise. This forecast is sup-
ported by the recent increase in prices of farm products.

Interest income has been rising at the rate of about $1 bil-
lion a year. This rise probably will continue.

On balance, it appears that the decline in total income will
be relatively small. This should be a most important factor lim-
iting the size of the business decline. Consumer spending is the
largest single factor in our economy. Stability in this area pro-
vides an important protection against a bad downward spiral.

34358 0-59-15
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0 Inventories Are Being Reduced
While stocks of new autos have been increasing, inventories of other goods
are being used up.

When new orders are filled out of the warehouse instead of by production,
the number of job opportunities falls. We are currently reducing the unsold
products in our warehouses at the rate of about $7 to $8 billion a year. For
example, production of such items as steel appears to be far below the
rate of consumption. At some point, production will have to be increased in
order to meet current orders.

It is probable, however, that the sale of goods from overstocked ware-
houses will continue through most of 1958. But the worst effects of selling
from inventories are behind us. It does not appear that this factor will cause
much additional unemployment.

O Residential Housing Holds Up
Many observers expect the volume of new housing to remain at last year's
level of 1,041,000 housing units or to increase a little because:
* More credit is being made available for housing, and interest costs are again

falling.
* The number of new families needing housing each year is now around

700,000.
* More government subsidies are being paid to increase the supply of low-

cost housing.
* About 300,000 houses a year are destroyed by fires, floods, hurricanes.

As against these factors, which lead to greater volume, there is the uncer-
tainty that develops during periods like the present one. Some families post-
pone buying a new home until the outlook becomes less cloudy.

After considering these conflicting forces, most authorities on housing
predict that between 1,000,000 and 1,100,000 new dwelling units will be
started in 1958. A continuation of this volume of new housing would be an
important factor supporting the sale of furniture, appliances, hardware, and
related products.
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- New Orders Still Below Current Output
The volume of new orders received by manufacturers provides
a very important clue to the future trend of business activity.
Usually, they drop first. They also lead the recovery. The
peak in new orders received by manufacturing industries was
$30 billion in November 1956. Long before the economy
turned down, the volume of new orders began to slide off. By
spring of 1957, the total had decreased to about $28 billion
a month. By March 1958, new orders totaled only about
$24 billion. Most of this decrease has been in orders for dur-
able goods-transportation and electrical equipment, machin-
ery and related lines.

Meanwhile, companies continued to ship goods at a rate
higher than that at which new orders were received. This was
possible because, at the end of 1956, unfilled orders exceeded
$64 billion. By March 1958, as a result of continued output
while the volume of new business was falling, unfilled orders
had dropped to $47 billion. Further declines in production and
deliveries will take place until they are in line with new orders.
The increase in defense spending, highway construction, and
other government spending may slow up or even stop the
business decline. But until orders rise, it will be difficult to
have much recovery.

Spending for New Factories and Machinery Will Decline
'The role of new factories and equipment in the 1956-57 boom was pointed
out earlier. We now face a sharp decline in this type of business spending
! because:
((1) Capacity in many industries is too great for current needs.
(2) Corporate profits have been declining. This means less money available

for new plants and less incentive for investors to buy stocks and bonds
in these corporations.

(3) Construction costs have risen a great deal.
(4) Certain tax advantages for plants built for defense work are no longer

available.
According to government estimates, business was spending at the

rate of almost $38 billion a year for new factories and equipment
in the fall of 1957. Early in 1958, the rate of spending had de-
dined to S34 billion and government surveys indicate it will
fall to about $31 billion later in the year. This is the most
significant negative factor in the current business picture.
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The Business Outlook
At this time (May 1958), there are many crosscurrents in our economy.
Areas of increasing activity are present alongside those that are declining.
How do they balance out? It appears to the writer that the major part of
the business slump has already taken place. Consumer spending, almost two-
thirds of the economy, faces only a minor drop. Government spending,
one-fifth of the total, is certain to expand. Most of the cuts in production
due to excessive inventories already have occurred. The main weakness
appears to be the probable decline in business spending for new factories
and equipment.

The net effect of these forces is likely to be a little decline from the present
level. Then business probably will remain substantially unchanged for some
time before the recovery starts. The speed with which we bounce back will
depend upon how rapidly our problems are cleared up, what action is taken
by government, and what is done by individuals and business.

What Business Can Do
During a boom, business gets complacent, as do individuals. Companies fail
to watch costs as closely as they should. The easy way to cover higher costs is
to raise prices, which can be done in prosperous times. Overoptimism may
lead to too much borrowing from banks, and a piling up of unsold goods.
Increases in volume of production and sales help to overcome various prob-
lems during the boom. But when volume begins to decline, the reduction in
profits is prompt. What must business do under these conditions?

1. Cut costs. Usually this means a review of previous methods of producing
and doing business. Possibly new materials can be substituted at lower cost.

New and better machines may reduce costs. The sales force may need a shot
in the arm. Unnecessary operations must be dropped. Ineffective opera-

tions must be improved. New methods must be tried. The key is often
found in greater output per worker (productivity).

2. Reduce prices where possible, to expand markets and to
reverse declining sales volume. Price cuts often are impossible

if costs continue to rise. This is particularly true of products
in which labor costs bulk large.

3. Sell excessive inventories, pay off bank loans.
4. Increase research. The development of new
products opens up new markets and creates new

jobs. New methods of production can cut
costs. "Better products at lower prices"

becomes the goal.
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What the Federal Government Can Do

debts must be repaid. Those who overspeculate in the stock market must pay
the penalty of losses. We must grow up to overexpanded plant capacity.

But government has a responsibility, spelled out in the Employment Act
of 1946, to prevent the decline from going too far. What can it do?

1. It can make more credit available at lower prices (a policy called "easy
money"). The Federal Reserve Board is already doing this. But that does not
mean there will be a rush to the banks to borrow money. Businessmen bor-
row only when they expect to make a profit from the money. Consumers
borrow only when they anticipate being able to repay the loans.

2. It can spend more money for essential public works. This spending in-
creases the number of workers required and helps to stimulate the economy.

3. It can cut individual and business taxes. Those who advise this measure
say that such tax cuts increase buying power of individuals and provide in-
centives for business firms to bring out new products and devices, thereby
creating additional jobs.

Ordinarily, the easy money policy comes first, followed by some increase
in government spending. The real questions are: When should a crash pro-
gram be adopted?..u. and ... What form should it take?

Some economists suggest holding off until unemployment remains above
the five million mark in months other than February and March, when un-
employment usually reaches its seasonal high. (April was 5.1 million.) They
believe that when unemployment is at or below 5 million, the easy money
policy combined with some increase in government spending is all that is re-
quired. Others feel the most effective action is a tax cut because it takes effect
promptly. However, a crash program is likely to include a combination of more
government spending and tax relief. But in any crash program we should not
resort to large-scale deficit spending, with governunent expenditures far in
excess of income. This could bring on another inflationary spree and send
prices climbing again.
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.I'

What the Average Ctizen Can Do
All of us as individuals can help limit a decline in
business.

As consumers, we should not hold back on buying i
because of fear that some unknown hardship is about
to hit. The most helpful thing we can do is to con-
tinue to buy the goods we need within the limits of
our pocketbooks. We are not facing another de-
pression like the 1930's. This decline seems likely
to be much less severe.

As employees, we must remember that wages are costs as well as buying
power. When our wages rise more than our output, the result is wage in-
flation. Many consumers are priced out of the market. The result is fewer
goods sold, hence fewer jobs. This is especially true in a period of decline.

As citizens, we must stop turning to government to solve all our problems
every time our economy has a modest sinking spell. We must recognize that the
errors made during a boom must be corrected. You and I cannot continue to
live beyond our means and add to our debt each year.

Attacks on profits do not add to jobs. Profits provide the main incentive
for creating new jobs. When someone sees a chance to "make a buck" by
going into a new business, he also makes new jobs.

This country was made great by the actions of individuals seeking new op-
portunities. This remains the road to a future rise in our living standards.
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April 22, 1957

Mr. Robert C. Tyson
Chairman of Finance Committee
United States Steel Corporation
71 Broadway
New York 6, New York

Dear Mr. Tyson:

In accordance with your request, I have examined
the two documents prepared by the United Steelworkers
of America:

1. Steel in the National Economy 1956
2. Facts On Steel: Profits, Productivity,

Prices and Wages 1956

Attached are my findings. You will note that I
have analyzed the main arguments and supporting data
rather than attempting to make a line by line evaluation
of the reports. I trust you will find this report of
some value.

Sincerely yours,

tules Backman

JB:ew
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Summarys l and1l~ Conclusllions.

Steel Price Increases Have Not Caused Inflation

1. The steel industry, during the war and postwar period, has been much

more a victim than a cause of inflation. This fact is clearly revealed by an exam-

ination of the diverse trends of general prices, steel prices, and steel costs during

the past eighteen years. During this period, steel material costs have risen

faster than steel prices. Steel labor costs have risen substantially more than

steel output per manhour.

Steel Price Increases Have Little Effect on General Prices

2. Depending on the basis used for comparison, the steel industry accounts

for 2.5 per cent to 4.7 per cent of the national economy. The steel industry is a

giant industry. But it is only one of many giant industries in a giant economy.

The use of absolute dollar totals running into billions of dollars naturally creates

an illusion of impact which far exceeds the actuality. It is only when the $14

billion steel industry is measured against the $400 billion economy that a proper

picture is obtained of its relative significance.

3. Changes in steel prices undoubtedly affect very significant areas of the

economy. However, they do not determine changes in the general level of whole-

sale prices or in the cost of living.

4. The accepted measure of the impact of inflation upon the individual is

the consumer price index. Because steel accounts for a relatively small part of

final product costs for many important products, changes in steel prices can have

only a minor effect upon the consumer price index.

5. Consumer prices have repeatedly moved quite independently of steel

prices. From 1940 to 1944, finished steel prices failed to increase by as much as

1 per cent in any year. Yet during that same period, the consumer price index

rose as much as 10.8 per cent in 1942 alone. In 1946, steel prices rose about as

much as the consumer price index, but in 1949 steel prices rose while consumer

prices declined. In 1953-1955, the annual increases in steel prices ranged be-

tween 4.3 and 7.6 per cent while the consumer price index remained about

unchanged. From 1955 to 1956, consumer prices rose only 1.5 per cent while

steel prices rose 8.4 per cent. Clearly, there is little causal relationship between

steel prices and the cost of living in this record.

6. There was also no relationship between changes in steel prices and the

wholesale price index for the various periods between 1939 and 1956. The record

of diversity between changes in steel prices and the wholesale price index is
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similar. For the period 1939 to August 1945, steel prices rose only 3.8 per cent
while wholesale prices rose 37.1 per cent. From 1939 to 1956, steel prices rose
138.4 per cent or only slightly more than wholesale prices-up 128.1 per cent.

Steel Costs for Purchased Products and Services Have Risen
Substantially More Than Steel Prices

7. There has been a major rise in the cost of materials bought by the steel
industry. This increase in material costs has contributed to the pressure for
higher prices for finished steel during the war and postwar years. To a large
extent, increases in raw material prices have reflected the rise in labor costs.
This is particularly evident in connection with such key products as coal and
iron ore.

8. In the 1947-49 period, United States Steel paid an average of 106.7 per
cent more for raw materials than it did in 1939. If petroleum, oxygen, gas, and
electricity are included in the total, then the combined rise in raw material and
fuel costs was 85.4 per cent between 1939 and 1947-49. During the same period,
the Bureau of Labor Statistics index of finished steel prices rose only 47.1 per
cent. Taking the longer period, from 1939 to the end of 1956, the rise in raw
material costs and fuels was 169.1 per cent compared with a rise of 148.2 per cent
in finished steel prices. As a result, the share of the steel industry sales dollar
spent for products and services has risen from 44.3 per cent in 1939 to 45.8 per
cent in 1956. For United States Steel the rise has been from 34.7 per cent to
35.2 per cent.

Steel Labor Costs Have Risen Substantially More
Than Steel Output Per Manhour

9. Steel productivity has been increasing at a slower rate in recent years
than before 1940.

10. Between 1940 and 1956, steel industry average hourly earnings rose by
201.2 per cent and average hourly earnings plus pensions and welfare fund
costs rose by 211.2 per cent in contrast to steel productivity which increased
only 56.3 per cent. Between 1947 and 1956, average hourly earnings rose 75.7
per cent and total employment costs by 85.9 per cent while steel productivity
increased only 28.2 per cent.

11. The result has been a sharp rise in unit labor costs which doubled
during the war and postwar years with the consequent pressure for higher
prices. Between 1952 and 1956, the increase in unit labor costs was 16.9
per cent. Clearly, increases in labor costs in recent years could not have been
absorbed out of increases in productivity. On the contrary, labor costs have
outstripped productivity by such a wide margin that there has been considerable
pressure for price increases.
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Real Steel Wages Have Risen More Than
National Productivity

12. Increases in steelworkers' real income have been much greater than in
national productivity since 1940-1941. The rise in national productivity has
been 35.5 per cent as compared with 55.6 per cent for steelworkers' real income.
Regardless of which year since 1940-41 is used as a basis for comparison, steel-
workers' wages have outstripped national productivity gains.

Increases in Steel Labor Costs Cannot Be Paid Out of Profits
Without Price Increases

13. It is sometimes stated that higher steel labor costs could easily be paid
out of steel profits without any increase in prices. This charge ignores the fact
that labor costs have risen much more sharply than productivity. In addition, for
the steel industry, costs of products and services have increased $1.43 for every
$1 increase in labor costs for the period 1939-56. For United States Steel, the
increases in both types of costs have been almost equal.

14. Employment and raw materials costs have moved in the same direction
in every year since 1939 both for United States Steel and the steel industry.
While the magnitude of the changes for both types of costs have not been
precisely the same in each year, they have been of similar magnitude in many
years and have tended to have closer relationships over a two or three year
period.

15. Clearly, any claim that wage increases could have been paid out of
profits without an increase in prices is without foundation in fact.

If, since 1945, steel prices had risen only enough to cover the additional
direct labor costs incurred in producing finished steel, the steel industry would
have experienced a loss in excess of two billion dollars in 1955.

If prices had risen only enough to permit the industry to break even in 1955,
a price rise of 86.0 per cent since 1945 would have been required. This would
have been more than seven tenths of the actual rise-and the industry would
still have had no profits.

Even if the steel industry had maintained its 1947 profits ratio, the price
rise would have had to be 113.1 per cent or only 3.4 per cent lower than the level
which actually prevailed.

16. Wage costs are an important element in total costs in the steel industry
and changes in total costs are considered when making price adjustments.
However, other factors also have been important. Among those which may be
cited are: the desire to earn a fair return on investment, the need for funds for
expansion, strong demand for steel which is reflected in the ability of customers
to pay higher prices, and changes in the prices of substitute products. Changes
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in wages certainly may influence the timing of price changes-but not their
magnitude.

Steel Industry Profit Ratios Are Not High Relative to the Sales Dollar

17. The steel industry earned 7.8 cents on each dollar of sales in 1955, com-
pared with 6.7 cents for all manufacturing industries. However, ten other
major manufacturing industries reported larger profit ratios than the steel
industry.

18. But the steel industry's investment in facilities is so large in relation
to dollar sales compared to manufacturing industries generally that, in order to
show a comparable return on its investment, the steel industry must realize
a larger-than-average profit ratio on its sales dollar.

Steel Industry Profits Are Overstated Because
Depreciation Is Understated

19. Profits in most industries have been exaggerated in years of inflation
because of the accounting practice of valuing assets at historical rather than
replacement costs. In more recent years, the differences between depreciation
on original and replacement cost bases have tended to narrow but even in 1955
current cost depreciation was still running 36.7 per cent above the corresponding
original cost depreciation. The understatement of depreciation in 1955 led to
a significant overstatement of actual profits.

20. Costs of steel producing facilities have increased so rapidly in recent
years-from 200 to 300 per cent since the nineteen thirties for major equipment
items-that actual replacement costs have risen far above the historical values
assigned on the steel industry's balance sheets. Therefore, the depreciation
allowable under conventional accounting methods and chargeable to expenses in
tax statements seriously understates the capital costs. of producing steel.

21. It seems apparent that accelerated amortization has offset only part
of the underdepreciation of assets. But even this partial relief will exact its
price tomorrow. When this accelerated amortization is completed over the next
few years, the result will be an increase in the magnitude of underdepreciation
and a rise in the magnitude of phantom profits.

22. The dollar profits reported by the steel industry include phantom profits,
which actually are a consumption of capital. These phantom profits are, however,
subject to income taxes. From 1940 to 1956, the deficiency in depreciation
charges has been $904.0 million for United States Steel alone. Since depreciation
allowances are understated, the funds for facility replacement programs must
be obtained in part from retained earnings.

23. While inadequate depreciation allowances are not exclusively a steel in-
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dustry problem, the large and expensive facilities which steel production requires
and their durability accents the difficulty of financing replacement facilities out

of depreciation charges.

Inflation Impairs Net Worth Comparisons

24. Purported high returns on net worth are completely misleading. They

reflect an inevitable fiction which arises during a period of inflation. Profits

are stated in current inflated dollars; net worth is stated in good part in old

or "hard" dollars. In recent years, profits have been overstated for the steel
industry because of the understatement of depreciation. Of equal significance,
net worth is drastically understated. The return on net worth, therefore, gives

no indication whatsoever of how much can be earned on dollars invested currently.

Steel Profits Must Be Related to Level of Business Activity

25. Steel profits have not been "exorbitant." They have been at record high

levels because national economic activity and steel production also have been

at record levels. In an industry like steel, which has experienced wide fluctua-

tions in output over the years, it is dangerous to assume that the level of profits

in a boom year like 1955 represents normal earning power. This was one of the
best years ever experienced in the steel industry, as it was for virtually all

industry. Merely because steel profits achieved these record levels does not

prove that they are too high any more than record levels of hourly earnings of

steelworkers provides evidence that they are too high. Even moderate declines

in volume can mean sharp declines in profits as was evident in 1952 and 1954.

Steel profit margins are widest at the peak of a boom and lowest or nonexistent
in periods of recession or depression.

26. It is dangerous to hold that the 1955 experience represents a level of

profits which could have been reduced safely. To reduce profit margins obtained

at boomtime levels to some assumed average level would increase the steel
industry's vulnerability to any future declines in volume. To repeat, the actual

historic record of the past decade provides no basis for the conclusion that the

steel industry's profits are not inseparably linked to changes in volume from
the trough to the peak of the business cycle as well as from peak to trough.

Dividends to Steel Stockholders

27. There has been no marked upward trend in the share of the sales dollar

paid as dividends during the 1939-56 period. Rather, the ratio has tended to

move sidewise within a range of about 1.5 percentage points during the period.

These data do not support the inference that dividend payments were unusually
high when the volume of business is considered. The distribution of the sales

dollar prevailing in 1955 reflected primarily the record volume of sales and
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output in that year. The pattern did not differ significantly from that in other
years of high volume.

Funds for Steel Expansion Are Obtained from
Internal and External Sources

28. A survey of 16 steel companies reveals that, from 1946 to 1956, they
sold approximately $1.5 billion in securities, one-third of which was convertible
bonds and common and preferred stock; additional funds were borrowed from
insurance companies and from customers. However, the bulk of the financing
of new steel facilities for expansion and replacement of productive capacity
has been from internal sources. As is true in other industries, steel companies
have had to decide what proportions of new financing properly should be obtained
by increasing debt and what share from the sale of stocks. Each company has
made the decision in terms of its own special situation.

29. The reinvestment of corporate earnings and depreciation allowances-
which the steel industry has utilized as a major source of funds-is a recognized
method of financing. It has been so extensively used by American business that
in the ten year period ending in 1956, about two thirds of all corporate funds
for investment came from these sources. Internal sources, now as in the past,
continue to provide the major funds for financing plant and equipment in manu-
facturing industries. The practice of the steel industry in this connection is
fairly typical rather than unique.

30. Retained earnings which are reinvested in a business are not "riskless"
or "costless" capital; they represent a risk and a cost to the stockholder. Retained
earnings do not constitute a levy on a corporation's customers; they represent
a use of sales receipts which could otherwise be paid out to the stockholder as
dividends.

31. A steel company cannot set prices arbitrarily without any relationship
to market forces. Prices set excessively high without regard to market conditions
would result in a shift to substitute metals and to other materials and would
be accompanied by a reduction in sales and in the volume of profits. Such a
price would be self defeating and fail to achieve its objective. Paradoxically,
the funds such higher prices were allegedly designed to obtain would not be
forthcoming. Moreover, they would not be required because of the idle capacity
which would develop in the industry. A steel company is as much concerned
as unions should be that it does not price its products out of the market. The
consumer makes his decision to buy or not to buy a product in terms of the
price asked. He does not make his decision on the basis of what a company will
do with the funds received.
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Steel Prices, Profits,
Productivity, and Wages

IN July 1956, the United Steelworkers of
America published two documents which
purported to show significant facts and
trends for the steel industry and for the na-
tional economy. These documents were:

1. "Steel and the National Economy 1956"

2. "Facts On Steel: Profits, Productivity,
Prices and Wages 1956"

These volumes were designed to show that
steel prices have been increased unneces-
sarily and excessively and hence have con-
tributed to inflation and that these increases
have been due to the desire by the industry
to earn exorbitant profits. The Union denied
that past price increases have been the result
of past increases in labor costs and in other
costs. The Union also claimed that real wages,
in terms of purchasing power, of steelvork-
ers have risen less than steel productivity
and hence higher wages have created no

pressure for price increases.
To reach these conclusions, the Union re-

lied upon data related to base periods which
in many instances had little economic rele-
vance. It also relied upon projections and
exaggerations which find no support in the
past experience of the industry. It relied
upon meaningless comparisons with other
industries. It had to ignore pertinent facts
concerning the economic nature of the in-
dustry.

The present study is designed to "set the
record straight." No effort will be made to
correct every factual error in the Union
briefs. Rather, attention will be directed
primarily to the key charges made by the
Union concerning price increases and their
effects on the economy, cost-price relation-
ships, productivity changes, price policy and
profit margins, the level of steel profits, and
past methods of financing expansion.

1. SELECTION-OF BASE PERIODS

THE selection of 1939 and 1947 as base
periods, affects many of the Union's conclu-
sions. It is important at the outset, there-
fore, to indicate when the use of these dates
is improper.

The Use of 1939 as a Base Period

IN many of its comparisons, the Union doc-
ument, "Facts On Steel," shows the changes
since 1939. The use of 1939 is misleading in

connection with financial comparisons. That
was a year in which both the national econ-
omy and the steel industry were still de-
pressed. For example, total unemployment
was approximately 9.5 million. The operating
rate in the steel industry was only 64.5 per
cent of capacity as compared with 82.1 per
cent in 1940, 97.3 per cent in 1941 and 93
per cent in 1955. Since profits are a residual
item, they tend to contract very sharply dur-
ing periods of recession. Accordingly, in
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1939, steel profits were low, dividends were
low, and the return on net worth was low.
At page 15 of "Facts On Steel," it is pointed
out that "the number of these [25] compa-
nies paying cash dividends to their stock-
holders has increased sharply since 1939. In
that year, only 7 of these companies made a
cash payment to their common stockhold-
ers." Clearly, a year in which fewer than one
company out of three can pay dividends is
not a very useful or significant one for pur-
poses of financial comparison. Comparisons
with such a year will tend to show excep-
tional percentage increases because of the
relatively low base from which they are
measured.

A low level of profits also affects the sig-
nificance of comparisons of the distribution
of the sales dollar over time. In a year of
depression, wages and salaries tend to take
a higher proportion of the fewer sales dollars
because profits are much lower than in a
period of prosperity. A few simple figures
illustrate the point. Suppose that wages
and salaries account for 45 cents out of each
dollar of sales or a ratio of 45 per cent. Now
assume that profits before taxes decline the
equivalent of 10 cents of the sales dollar and
employment costs remain the same. Then
employment costs are 45 cents out of 90
cents, or 50 per cent of the sales dollar. The
same tendency is true for other components
of the company's costs.

Thus, it is not surprising to find that the
share of the sales dollar accounted for by
steel industry employment costs declined
from 39 cents in 1939 to 33½2 cents in 1955.
The change in the level of operations and
the impact on profits was a significant
factor in this decline. It is interesting to
note that in 1941, when the steel industry
was operating at high level rates, employ-
ment costs were 34.1 per cent of the sales
dollar or not too different from the ratio in
1955 when a relatively high proportion of

capacity also was being used.
The selection of 1939 as a base date also

affects the magnitude of increases in produc-
tivity and tends to exaggerate them. This is
so because volume is an important element in
short term changes in output per manhour.
When volume declines, the most effective
organization of resources and of manpower is
more difficult to obtain and hence output per
manhour is lower. On the other hand, when
the economy moves up, as it has from de-
pressed to boom levels, output usually rises
more rapidly than does employment since
workers are used more efficiently. As a result,
output per manhour rises more than its long
term rate of increase.

The effects of the volume factor. were
clearly reflected in the very sharp increase in
productivity in 1955 from the 1954 level. The
11 per cent rise in productivity in that year
occurred in large part because the rate of
steel operations rose from 71.0 per cent to
93.0 per cent of capacity.

This fact also was recognized by the Steel
Industry Fact Finding Board in its report on
the 1949 wage dispute. That Board concluded
"the companies were correct in contending
that the union's emphasis on the change in
manhour productivity from 1939 to 1948 and
1949 was misplaced. Because the rate of
operation is such an important factor in
productivity, valid comparisons can be made
only for years of similar rates of operation,
such as 1941 and 1948." 1

For productivity and financial comparisons
to be meaningful, they must relate to years
when activity is at comparable levels. The
comparisons have greatest value when they
can be made between a number of years of
comparable activity rather than between
single years when such volume may have
been attained.

1 Report to the President of the United States on
the Labor Dispute in the Bassc Steel Industry by the
Steel Industry Board appoi4ted by the President,
July 15, 1949, p. 45.
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While the year 1939 involves many distor-
tions when used as a base period for financial
and productivity comparisons, it does have
validity for price and wage rate compari-
sons. In the immediate pre-World War II
years, for example, hourly wages had shown
little change after the 1937 increase and
prices had recorded relative stability. Under
these conditions, 1939 can be used to deter-
mine the magnitude of wartime and postwar
inflation in wages and in prices without the
problem of distortion that attends the use
of that year as a base in connection with
financial and productivity data.

The Use of 1947 as a Base Period

MOST of the Union's charts and tables as
well as many of the long term comparisons
use 1947 as a base date (see, for example,
"Facts On Steel," page 8, 11, 14, 15, 17, 22,
23, 27, 30, 35, 36, 49, 50, and 51). The use of
1947 as a base period has the effect of ignor-
ing the substantial pressures on steel costs
which were not accompanied by a corre-
sponding rise in steel prices in the preceding
war and the early postwar years. The fol-
lowing tabulation shows the changes in the
finished steel price index from 1939 to 1947
and the comparative changes in several se-
lected price indexes:

Increases in Wholesale Price Index, Indus-
trial Price Index, Selected Steel Costs, and

Finished Steel Prices, 1939-1947

1939 1947 Icrap

Finished steel prices
(1947-49 = 100)

Wholesale price index
(1947-49 = 100)

Nonfarm, nonfood index
(industrial prices)
(1947-49 = 100)

Steel Costs
Steel scrap
Employment costs
Construction costs

(ENR)
(1947-49 = 100)

68.0 89.1 31.0

90.1 . 96.4 92.4

58.1 95.3 64.0

$16.39 $36.36 121.8

$ 0.89 $ 1.49 67.4

52.1 92.2 77.0

The rise in finished steel prices of 31 per
cent between 1939 and 1947 was less than
half as large as the rise in all industrial
prices and only about one-third of the 92.4
per cent increase in the general wholesale
price index. Similarly, important ingredi-
ents of steel costs had also increased sub-
stantially more than had finished steel prices.
By 1947, steel scrap prices had more than
doubled, construction costs had risen by 77
per cent, and employment costs per manhour
by 67 per cent.

By emphasizing the changes which have
taken place since 1947, the Union document
ignores the fact that the changes since that
date reflect in part a catching up of steel
prices with the inflation which had developed
on a significant scale in virtually all the rest
of the economy during the World War II
years and the first two postwar years. More-
over, in terms of any significant economic
criteria, there are good reasons why the year
1947 should not be used as a base period.
The postwar inflation was'still in effect, the
readjustments from the war economy were
still taking place, there were the growing
pressures of our early postwar aid programs
to Europe, many goods were still in scarce
supply, and the economy was still in its first
postwar phase of expansion reflecting in
part the deferred demand of World War II.
This combination of factors as well as other
pressures at work indicate that the year
1947 has many limitations or defects as a
basis for determining the significance of sub-
sequent price increases and their relation-
ships.
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II. FINISHED STEEL PRICES AND THE GENERAL PRICE LEVEL

CONSIDERABLE public attention has been
devoted to the rise in the general price level.
Some groups blamed this rise on the steel
industry. Since mid-1955, finished steel prices
have risen, as have many other prices. But
is it true that changes in finished steel
prices determine or play a primary role in
the direction or magnitude of changes of the
general price level? The validity of this
thesis may be determined by comparing
changes in finished steel prices and the in-
dexes of wholesale prices and consumer
prices since 1939.

Table 1 and Chart 1 show the changes in
finished steel prices and the two compre-
hensive price indexes since 1939. The in-
crease in finished steel prices lagged behind
the rise in the index for all commodities

throughout the war and postwar period. It
wasn't until 1956 that the cumulative increase
in finished steel prices exceeded that for all
wholesale prices. The rise in finished steel
prices was 138.4 per cent as compared with
128.1 per cent in the wholesale price index.

Consumer prices usually fluctuate much
less than wholesale prices. Both the all com-
modity index and the finished steel price
index rose more than the consumer price
index. It is interesting to note that the lag
in finished steel prices was so marked in the
World War II and the early postwar period
that it was not until 1953 that the over-all
rise in finished steel prices from 1939 ex-
ceeded that in the consumer price index.
This was a very unusual relationship.

TABLE 1

Consumer Price Index, Wholesale Price Index,
and Finished Steel Prices, 1939-December 1956

(1939 100)

Consumer Price Wholesale Finished Steel
Year Index Price Index Prices

1939 100.0 100.0 100.0
1940 100.8 102.0 100.1
1941 105.9 113.4 100.6
1942 117.3 128.1 100.7
1943 124.6 133.7 100.9

1944 126.6 134.9 100.9
1945 129.5 137.3 103.2
1946 140.4 157.1 112.4
1947 160.8 192.4 131.0
1948 173.1 208.4 149.0

1949 171.4 198.0 161.3
1950 173.1 205.8 169.4
1951 186.9 229.1 183.1
1952 191.1 222.8 187.1
1953 192.6 219.8 2013
1954 193.3 220.2 210.0
1955 192.8 221.0 219.9
1956 195.6 228.1 238.4

Dec. 1956 198.7 232.1 248.2

Source: U. S. Department of Labor, Bureau of Labor Statistics.

1.00
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An examination of Chart 1 reveals little
relationship between the changes in finished
steel prices and in the general level of prices.
This lack of relationship is more clearly em-

phasized when the changes are examined on
a year to year basis, and for selected periods
within the span of 17 years.

Table 2 shows the year to year changes for
each of these indexes. It will be noted that
in the years 1940 to 1944, finished steel
prices failed to increase by as much as 1 per
cent in any year. During that period, the
wholesale price index recorded annual in-
creases ranging from less than 1 per cent
to 13 per cent. The consumer price index
showed changes which reached as much as
10.8 per cent in 1942.

In 1946, the first postwar year, finished

steel prices rose 8.8 per cent or about the
same as the rise for the consumer price
index. However, this rise was less than the
rise in the wholesale price index. In 1947,

similar relationships prevailed with the rise
in finished steel prices lagging significantly
behind the increase in wholesale prices.

While all of the indexes rose in 1948, the
steel price index rose by about 5 percentage
points more than did the wholesale price
index. In 1949, steel prices rose while the
other price indexes declined.

In 1950, all of the indexes rose with the
rise in steel prices somewhat greater than
that in the more comprehensive indexes. In
1951, when all the indexes rose, finished
steel prices lagged behind wholesale prices.

In 1952. the steel index rose by about 2
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Chart No. I
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,d, ,
93.9 .100 /939 - /00

_-71 I I . I ' ' 'iOO.A
1945 1950 1955 10°

Source: U. S. Department of Labor, Bureau of Labor Statistics.



ECONOMIC STABILITY AND GROWTH

TABLE 2
Year to Year Per Cent Changes in Consumer Price Index,

Wholesale Price Index, and Finished Steel Prices,
1939-December 1956

Consumer Price Wholesale Price Finished SteelYear Index Index Prices
1940 + 0.8 + 2.0 + 0.1
1941 + 5.0 + 11.2 + 0.4
1942 + 10.8 + 13.0 + 0.1
1943 + 6.2 + 4.4 + 0.1
1944 + 1.6 + 0.9 0
1945 + 2.3 + 1.8 + 2.3
1946 + 8.5 + 14.4 + 8.8
1947 + 14.5 + 22.5 + 16.6
1948 + 7.6 + 8.3 + 13.7
1949
1950
1951
1952

1953
1954
1955
1956

Dec. 1956

+
+

+

1.0
1.0
8.0
2.3

0.8
0.3
0.3
1.5
1.5

- 5.0
+ 3.9
+ 11.3
- 2.8

- 1.3
+ 0.2
+ 0.4
+ 3.3
+ 1.7

+
+
+
+

+
±
+
+
+

8.3
5.0
8.1
2.2

7.6
4.3
4.7
8.4
4.1

Source: U. S. Department of Labor, Bureau of Labor Statistics.

per cent while wholesale prices generally
declined by about the same percentage. In
1953-1955, the annual increase in steel prices
ranged between 4.3 per cent and 7.6 per cent
while the consumer price index and the
wholesale price index remained about un-
changed. In the year 1956, all indexes rose
with finished steel prices showing a larger
increase than did the wholesale price index.

These comparisons show that since 1939
the change in finished steel prices has rarely
been closely related to that in the general
wholesale price index or to changes in the
consumer price index. Of the 18 compari-
sons shown, the percentage change in fin-
ished steel prices was within one percentage
point of the change in the wholesale price
index in only two years (1944 and 1945);
it was that close to the consumer price index
in five years (1940, 1945, 1946, 1951, and
1952).

It may be thought that the reason for the

absence of any close relationship was be-
cause it took more than a year for the pres-
sure of steel prices to work its way through
the economy. Accordingly, it is helpful to
examine the changes in these general price
indexes and in finished steel prices for
longer periods of time. The data are shown
in Table 3 and Chart 2.

The first period, 1939 to August 1945, cov-
ers the World War II years. During that
period, the wholesale price index rose 37.1
per cent and the consumer price index by
30.5 per cent despite the rise of only 3.8 per
cent in finished steel prices. The fact that
steel prices were held down more effectively
by wartime price controls did not prevent
the substantial rise in the general price
indexes during that period.

The period from August 1945 to Septem-
ber 1948 covers the deferred price inflation
which culminated when the comprehensive
indexes reached their peak in September
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Chart No. 2

CONSUMER, WHOLESALE AND FINISHED STEEL PRICES

PER CENT CHANGE
Per V SELECTED PERIODS, 1939-1956

Source: U. S. Department of Labor, Bureau of Labor Statistics.

1948. During this period, the rise of 52.5
per cent in finished steel prices was slightly
smaller than the rise for the wholesale price
index. It compared with a rise of 35.2 per
cent in the consumer price index.

The period September 1948 to June 1950
covers the 1948-49 recession and the recov-
ery which had taken place prior to the
Korean War. During this period, despite a
rise of 6.1 per cent in finished steel prices,
the other comprehensive indexes declined
2.9 per cent and 5.6 per cent. The rise in
finished steel prices did not cause a rise in
the general price level during this period.

The period June 1950 to December 1952
covers the Korean War. While it is true
that the Korean War was terminated for-

mally several months later, the price in-
dexes, which had experienced a sharp rise
and then a decline during the Korean War
had reached a level in December 1952 about
which they were to fluctuate for the follow-
ing 21/2 years. During the Korean War pe-
riod, finished steel prices rose 14.3 per cent
or slightly more than the increases of 9.4
per cent and 12.1 per cent shown for the
two comprehensive indexes.

The period from December 1952 to June
1955 was characterized by relatively stable
prices in the economy. During this period,
the wholesale commodity price index and
the consumer price index recorded only
nominal changes. This relative stability in
wholesale and retail prices took place de-
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TABLE 3

Changes in Consumer Price Index, Wholesale Price Index,
and Finished Steel Prices, Selected Dates, 1939-1956

(194749 = 100)

Year

1939
Aug. 1945
% Change

Aug. 1945
Sept. 1948
% Change

Sept. 1948
June 1950
% Change
June 1950
Dec. 1952
% Change
Dec. 1952
June 1955
% Change
June 1955
Dec. 1956
% Change

Consumer Price
Index

59.4
77.5

+ 30.5
77.5

104.8
+ 35.2

104.8
101.8

- 2.9

101.8
114.1

+ 12.1

114.1
114.4

+ 0.3
114.4
118.0

+ 3.1

Wholesale
Price Index

50.1
68.7

+ 37.1

68.7
106.1

+ 54.4

106.1
100.2

- 5.6

100.2
109.6

+ 9.4
109.6
110.3

+ 0.6
110.3
116.3

+ 5.4

Source: U. S. Department of Labor, Bureau of Labor Statistics.

spite the rise of 10.9 per cent in finished
steel prices which were still catching up on
the lag in prior years.

The final period shown is from June 1955
to December 1956, the period during which
general price indexes rose and new fears
developed concerning the inflation spiral.
Although finished steel prices rose 16.6 per
cent during this period, the rise in the con-
sumer price index was only about 3 per cent
and that for wholesale commodities was
5.4 per cent. Much of the rise in living costs
was in the service sector rather than in the
prices of manufactured goods. In fact, the
prices of some electrical appliances are the
same or lower than they were a year and a
half ago.

Whether the comparisons are made on a
year to year basis or for significant periods

within the past 17 years, it is clear that
there has been no consistent relationship be-
tween the changes in finished steel prices
and those recorded either for consumer
prices or for wholesale prices. However,
there has been a general inflation in prices
during this period. In one period, World
War II, a substantial rise in the general
level of prices occurred despite the relative
stability in finished steel prices. The situa-
tion was just the reverse in the period of
price decline from September 1948 to June
1950 and in the period of general price sta-
bility from December 1952 to June 1955. In
both these latter periods, despite rises in
steel prices, the comprehensive price indexes
either declined or showed only nominal
changes. In the period of postwar inflation
from August 1945 to September 1948, and
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Finished Steel
Prices

68.0
70.6

+ 3.8

70.6
107.7

+ 52.5
107.7
114.3

+ 6.1
114.3
130.6

+ 14.3

130.6
144.8

+ 10.9

144.8
168.8

+ 16.6
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from June 1950 to December 1952 the rise in
finished steel prices did parallel closely the
rise in other wholesale prices. Changes in
steel prices undoubtedly affect very signifi-
cant areas of the economy but they do not
determine changes in the general level of
wholesale prices or in the cost of living.

Relative Importance of Steel
in The National Economy

THERE is good reason for the fact that
steel prices do not determine the general
level of prices. Although the steel indus-
try is a giant industry, it accounts for only
a small proportion of the national econ-
omy. Total sales for the leading steel com-
panies aggregated $14,049.3 million in 1955.
Included in this total is a substantial amount
of nonsteel activity including shipbuilding,
cement, coal mining and other activities.
Nevertheless, if we use this figure as the
total sales of steel, the following percentages
can be derived as measures of the relative
impact of steel price changes on the entire
economy.

Total corporate sales in 1955 were
$568.9 billion-steel sales were only
2.5 per cent of this total.

Total gross national product in 1955
was $390.9 billion-steel sales were
equal to 3.6 per cent of this total.

Total gross national product less serv-
ices bought by consumers aggregated
$298.8 billion in 1955-of this total steel
sales accounted for 4.7 per cent.

According to the United States Bureau of
Labor Statistics, the iron and steel compo-
nent of the wholesale price index is given a
weight of 5.8 per cent. Of this total, 3.8 per
cent is represented by finished steel products
and .9 per cent by foundry and forge shop
products. If the latter are excluded, the iron
and steel weight in the wholesale price index
becomes 4.9 per cent.

It is because steel accounts for a relatively
small part of the final product prices for
many important products that changes in
steel prices can have only a minor effect
upon the general price level. The steel indus-
try is a giant industry. But it is only one
of many giant industries in a giant economy.
The use of absolute dollar totals running into
billions of dollars naturally creates an illu-
sion of impact which far exceeds the ac-
tuality. It is only when the $14 billion steel
industry is measured against the $400 bil-
lion economy that a proper picture is ob-
tained of its relative significance.
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III. COST-PRICE RELATIONSHIPS

THE Union insists that finished steel prices
have risen much more than steel costs. To
prove its point, the Union compares changes
in finished steel prices with changes in se-
lected raw material costs since 1947. It then
compares separately the estimated revenue
yield from finished steel price increases with
the cost of wage increases and concludes
that the average increase in finished steel
prices yielded more than three times as
much as the cost of the wage increase.

A significantly different picture emerges
when changes in finished steel prices are
compared with all increases in steel costs
and when the comparisons are made for the
entire World War II and postwar period. As
the following analysis shows, the increases
in the costs of goods and services bought
by the steel industry have been somewhat
greater than the rise in finished steel prices
since 1939. Similarly, it is shown that steel
labor costs have risen far more than the
gains in steel productivity and hence, have
created considerable pressure for steel price
increases.

Finally, the Union theory that price in-
creases should be confined at most to the
cost of wage increases is checked against
the level of steel profits and it is shown that
any such policy would have resulted in con-
siderable losses to the steel industry despite
the tremendous increase in volume and in
its contribution to the economy in recent
years.

In the following sections, there is consid-
ered first, the relationship between changes
in steel material costs and finished steel
prices, then the changes in steel productiv-
ity, wages and prices, and finally, the alleged
gains from price increases as compared with
wage increases.

Steel Materials Costs Have Risen
More Than Finished Steel Prices

THE Union brief presents selected data
to prove that the costs of steel materials
have risen significantly less than finished
steel prices.

"The cost of the materials purchased by
the steel industry has risen somewhat
in the postwar period. But this rise has
been moderate in relation to the rise in
the price of steel products sold by the
industry . . . The rise in steel prices
since 1947 has dwarfed the rise in the
2 major steel cost items-materials and
labor-by almost 3 to 1." ("Facts On
Steel," pp. 35, 36.) (Italics added.)

To reach this conclusion, the Union had to
confine its comparisons to price changes for
selected materials during the period since
1947.

A significantly different conclusion is
reached if the comparisons cover the entire
war and postwar period and include all the
items which are important ingredients of
steel material costs.

The raw material price data presented in
the Union brief are incomplete and, in some
instances, inaccurate. Thus, for example,
the Union failed to include price changes for
iron ore, coke, manganese ore, and many
other raw materials-some of which had
considerably larger price rises than the
items it listed. On the basis of United States
Steel's price experience, from the Union's
base period, 1947-49 to March 1956, iron ore
prices had risen 130.2 per cent, coke by 18.3
per cent, and manganese ore by 133.2 per
cent. The Bureau of Labor Statistics price
indexes of the three important raw materials
selected by the Union had increased as fol-
lows: steel scrap, 22.3 per cent, tin, 10.4 per
cent, and coal, 7.0 per cent. United States
Steel's experience showed increases of 35.9
per cent, 10.8 per cent, and 0.3 per cent, re-
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spectively for these raw materials. The dif-
ference in rate of increase is due to the fact
that the combination of actual grades used
by United States Steel differed from the
weightings used by the Bureau of Labor
Statistics.

The composition of raw materials acquired
by steel companies varies depending upon the
items they produce and the degree of integra-
tion of operations. The significance of the
Union's data may be checked by using the
experience of United States Steel Corpora-
tion. On the basis of that experience, the
items excluded from the Union's tabulation
increased an average of 48.3 per cent be-
tween the 1947-49 base period and March
1956. In contrast, the items cited by the
Union showed a rise of only 22.2 per cent.
To determine the average rise, the individual
commodities have been weighted by their
relative importance in United States Steel's
purchasing in 1955. Data are not available
to make similar estimates on the basis of
industry-wide purchases.

By presenting an incomplete list of the
raw materials used in steel making, the
Union has attempted to create the impression
that in the postwar period, raw material
costs have increased only "somewhat," while
prices of finished steel have increased sub-
stantially. It is true that finished steel prices
have risen more than raw material costs
since the 194749 period. But here again, we
have an illustration of the results of careful
selection of base periods. By starting the
comparison with 1947-49, the Union blots
out the significant distortion which had de-
veloped in the years prior to those dates.
Thus, for example, in the 1947-49 period,
United States Steel paid an average of 106.7
per cent more for raw materials than it did
in 1939. If petroleum, oxygen, gas, and elec-
tricity are included in the total, then the
total rise in raw material and fuel costs
was 85.4 per cent between 1939 and 1947-49.

During the same period, the Bureau of
Labor Statistics index of finished steel prices
rose only 47.1 per cent. (See Chart 3.)

A rough check on the relationship between
the prices paid for materials and the selling
price for finished steel is provided by the
share of the sales dollar used to pay for
materials. Because of changes in technology
this relationship is not a perfect test. Never-
theless, it is useful to note that in 1939, prod-
ucts and services bought accounted for 34.7
per cent of the United States Steel sales
dollar while in 1947-49, the proportion had
risen to 39.6 per cent. This change reflected
the lag in the rise of finished steel prices be-
hind the wartime and early postwar rise in
raw material costs. For the entire basic
steel industry, the costs of materials, sup-
plies, freight, and other services increased
from 44.3 per cent of the sales dollar in 1939
to 47.8 per cent in 1947-49.

A significantly different picture from that
portrayed by the Union emerges if the com-
parisons are made for the entire 1939-1956
period. Table 4 presents the changes prior
to 1947-49, since 1947-49, and for the entire
period combined. From 1939 to March 1956,
the prices of raw materials used by United
States Steel Corporation rose 179.8 per cent,
the prices of fuels rose 59.5 per cent and the
combined total rose 144.8 per cent. This was
a moderately greater rise than that of 131.0
per cent recorded for finished steel prices.
If the comparison is moved forward to the
end of 1956, the rise in raw material costs
and fuels is 169.1 per cent as compared with
a rise of 148.2 per cent in finished steel prices.

Again, the changes in the share of the

sales dollar spent for raw materials confirms
these trends. For United States Steel, the
proportion was 34.7 per cent in 1939 and
35.2 per cent in 1956; for the steel industry
the ratio was 44.3 per cent in 1939 and 45.8
per cent in 1956 (43.6 per cent in 1955). It
will be noted that the Union has emphasized
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the decline in the proportion of the sales
dollar spent for materials since 1947 ("Facts
On Steel," p. 35) as evidence that material
costs have risen less than finished steel
prices. But it ignores the increase in the
proportion of the sales dollar for material
costs which would prove the opposite rela-
tionship prevailed between 1939 and 1947.
When the comparison is made for the entire
period 1939 to 1956, the distorted relation-
ships created during World War II and the
early postwar years are eliminated and a
more realistic and more significant compari-
son emerges.

Clearly, there has been a major rise in the
costs of materials bought by the steel indus-
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try. This rise in material costs has contrib-
uted to the pressure for higher prices for
finished steel during the war and postwar
years. To a large extent this rise in raw
material prices has reflected the rise in labor
costs. This is particularly evident in con-
nection with such key products as coal and
iron ore which are produced to a large extent
by many steel companies.

The Union claims that "Steel prices have
exceeded [material] cost increases by a ratio
of nearly 3 to 1." ("Facts On Steel," p. 35.)
The data cited above indicate that this is a
fantastic distortion of what has been hap-
pening to raw material cost-finished price
relationships. Since 1939, the rise in steel

Chart No. 3
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prices and raw material costs has been in be added that there is no reason why in any

a ratio of about one for one rather than designated short term period, steel prices

three to one as alleged by the Union. The should move exactly parallel to raw material

relative changes have been of similar magni- costs. However, over longer periods of time,

tude for the entire period. However, for raw material costs, which account for be-

some selected pairs of dates, the rates of tween one-third and one-half of the sales

advance have differed significantly. It must dollar, will be an important factor in steel

TABLE 4

Per Cent Change in Raw Material and Fuel Pricees-United States Steel Corp.
1939, 194749, Mar. 31, 1956, Dec. 31, 1956

Raw Materials

Iron and Steel Scrap .............................
Coal ..... ..................... ........
Coke ........................................................
Iron Ore .................................................
M anganese Ore ......................................
Zinc Ore .................................................
Other Minerals-Total ..........................

Dolom ite Raw ....................................
Fluorspar ..........................................
Lim estone ..........................................
Sulphur .............................................
Lim e ...................................................
Gypsum ............................................

Nonferrous Metals-Total ...................
Deoxidizing Aluminum ....................
Brass and Bronze .... .....................
Copper ...........................................
Lead . .............................
Nickel ..............................................
Terne ...............................................
Tin ................. .......................
Zinc ..... ... ....... ........................
Zinc Dross & Ashes ........................
Nickel Base Alloys ..........................
Zinc Base Alloys .. ......................

Ferroalloys-Total ...... ................
Ferrochrom e .....................................
Ferromanganese ...........................
Ferromolybdenum ........................
Ferrosilicon .....................................
Silicom anganese .............................
All other Ferroalloys ....................

Total Raw M aterials ..........................

Fuels

Petroleum and Products .......................
Oxygen ... .........................................
Gas . .............................
Electricity ............................................
Total Fuels .........................................
Combined Raw Materials and Fuels
FINISHED STEEL PRICES (BLS) ..........

% Increase from 1/1/39 to: % Increase from
1947-49 Average to:

1947-49
Average 3/31/56 12/31/56 3/31/56 12/31/56

158.0 250.6 333.8 35.9 68.1
170.7 171.6 202.6 0.3 11.8
140.9 185.1 201.8 18.3 25.3

22.1 181.1 194.1 130.2 140.9
35.4 215.8 259.4 133.2 165.4

169.6 182.8 182.8 4.9 4.9
61.0 103.9 110.8 26.6 30.9
92.3 134.3 135.7 21.8 22.6
99.8 85.0 85.0 - 7.4 - 7.4
31.4 68.7 73.2 28.4 31.8
10.4 75.1 75.1 58.6 58.6
61.9 119.4 135.1 35.5 45.2
74.2 94.7 97.2 11.8 13.2
85.9 142.5 129.4 30.4 23.4
10.9 66.4 39.6 50.0 25.9
63.0 226.4 178.3 100.2 70.7
92.7 314.7 223.1 115.2 67.7

231.5 228.3 228.3 - 1.0 - 1.0
22.5 113.7 114.4 74.4 75.0

157.9 199.4 156.2 16.1 - 0.7
98.1 119.5 119.4 10.8 10.8

151.1 170.0 170.4 7.5 7.7
188.7 212.2 277.0 8.1 30.6
- 1.2 400.0 455.6 406.1 462.3
141.0 170.0 170.4 12.0 12.2
49.9 109.8 124.5 40.0 49.8
38.6 84.2 99.1 32.9 43.7
95.2 155.1 175.7 30.7 41.2

3.1 63.8 73.8 58.9 68.6
57.2 116.9 129.7 38.0 46.1
68.8 154.7 179.1 50.9 65.3
28.3 126.3 131.8 76.4 80.7

106.7 179.8 211.3 35.4 50.6

114.8 150.9 173.9
- 23.3 - 29.0 - 28.3

16.9 51.4 52.9
5.2 31.5 31.8

33.5 59.5 66.3
85.4 144.8 169.1
47.1 131.0 148.2

16.8
- 7.4

29.5
25.0
19.5
30.8
57.1

27.5
- 6.5

30.8
25.3
24.6
43.0
68.8
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price determination. This is particularly
true when the other important element of

steel costs, namely labor, also records sharp
changes.

Raw Material Cost Increases Parallel
Those in Employment Costs

THE Union insists that raw material costs
do not rise as much as wage costs and hence
there is no justification for the industry's
past efforts to increase steel prices twice as
much as wage costs at the minimum. ("Facts
On Steel," p. 37.) It claims this "is a 'for-
mula' unrelated to reality." To prove its
point, the Union cites comparative changes
in materials and employment costs in United

States Steel Corporation between 1940 and
1952.

It is instructive to examine the year to
year changes in these two major items of
costs for United States Steel and for the en-
tire steel industry. The changes are showh
in Tables 5 and 6 and Chart 4. For United
States Steel, employment costs account for
a relatively larger share of the sales dollar
(39.4 per cent) than for the rest of the in-
dustry (33.5 per cent). The reverse is true
for cost of services and products bought:
United States Steel (33.1 per cent) and the
steel industry (43.6 per cent). The data are
for 1955 but similar relationships prevailed
in other years.

From 1939 to 1956, employment costs in-

TABLE 5

Year to Year Changes in Employment Costs
and Costs of Products and Services Bought,

The Steel Industry-1939 to 1956

Costs of Products and
Employment Costs Services Bought

Year to Year Year to Year
Year Total Change Total Change

millions of dollars

1939
1940
1941
1942
1943

1944
1945
1946
1947
1948

1949
1950
1951
1952
1953

1954
1955
1956

1939-1956
1947-1956

913.1
1,116.0
1,595.0
2,127.0
2,666.8

2,729.2
2,413.4
1,983.1
2,464.0
2,831.8

2,600.8
3,150.8
3,828.6
3,788.9
4,476.6

3,888.0
4,709.5
5,064.4

202.9
479.0
532.0
539.8

62.4
- 315.8
- 430.3

480.9
367.8

- 231.0
550.0
677.8

- 39.7
687.7

- 588.6
821.5
354.9

4,151.3
2,600.4

1,036.0
1,331.0
2,098.4
2,399.2
2,976.0

2,985.8
2,755.6
2,173.8
3,197.2
3,931.5

3,517.0
4,356.0
5,487.8
5,401.2
6,087.6

4,577.9
6,131.7
6,977.1

295.0
767.4
300.8
576.8

9.8
- 230.2
- 581.8
1,023.4

734.3

- 414.5
839.0

1,131.8
- 86.6

686.4

- 1,509.7
1,553.8

845.4

5,941.1
3,779.9

Sorace: American Iron & Steel Institute.
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TABLE 6

Year to Year Changes in Employment Costs
and Costs of Products and Services Bought,

United States Steel Corp.-1939 to 1956

Costs of Products andEmployment Costs Services Bought
Year to Year Year to YearYear Total Change Total Change

millions of dollars
1939 386.5 293.5
1940 464.3 77.8 358.3 64.8
1941 628.3 164.0 604.6 246.3
1942 782.7 154.4 673.4 68.8
1943 912.9 130.2 730.6 57.2
1944 957.2 44.3 814.4 83.8
1945 825.5 -131.7 670.1 -144.3
1946 704.5 - 121.0 560.4 - 109.7
1947 903.6 199.1 839.4 279.0
1948 1,035.7 132.1 1,008.9 169.5
1949 945.9 - 89.8 885.7 -123.2
1950 1,179.4 233.5 1,118.8 233.1
1951 1,374.5 195.1 1,327.9 209.1
1952 1,322.1 - 52.4 1,307.6 - 20.3
1953 1,569.2 247.1 1,418.7 111.1
1954 1,387.0 - 182.2 1,134.3 - 284.4
1955 1,614.9 227.9 1,355.2 220.9
1956 1,681.0 66.1 1,487.5 132.3

1939-1956 1,294.5 1,194.0
1947-1956 777.4 648.1

creased $1,294.5 million and costs of products
and services bought increased by $1,194.0
million for United States Steel. Thus, for
every $1 increase in labor costs, material
costs rose by 92.2 cents. This ratio is only
somewhat less than the one for one relation-
ship criticized by the Union. (Up until 1953,
the rise in material costs was somewhat
greater than for employment costs from
1939.)

For the steel industry, costs of products
and services rose $5,941.1 million and em-
ployment costs by $4,151.3 million between
1939 and 1956. Thus, raw material costs
rose $1.43 for every $1 rise in employment
costs over the 17 year period. It is interest-
ing to note that a similar relationship has
prevailed since 1947, the year which the
Union used for many of its comparisons. The

rise in raw material costs of $3,779.9 million
between 1947 and 1956 was equal to $1.45
for every $1 increase in employment costs.
This is a higher ratio than the one to one
relationship which the union stated is "unre-
lated to reality." This ratio supports the
industry claim that such a ratio between
employment costs and materials is a mini-
mum one. If it is "unrelated to a reality,"
it is because the one to one relationship has
been much too low for the steel industry
since either 1939 or 1947.

An examination of Tables 5 and 6 shows
that employment and raw materials costs
have moved in the same direction in every
year since 1939 both for United States Steel
and the steel industry. While the magnitude
of the changes for both types of costs have
not been precisely the same in each year, they
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have been of similar magnitude in many
years and have tended to have closer rela-
tionships over a two or three year period.
Thus, out of 17 comparisons, employment
costs increased more or fell less than raw
material costs in 7 years for the entire steel
industry. For United States Steel Corpora-
tion, the rise in employment costs was
greater or the decline was less than for raw
materials in 9 out of 17 years.

It is evident that over the years, the steel
industry has had good reason to anticipate
that an increase of $1 in employment costs
would soon be accompanied by at least a
similar rise in the costs of products and
services bought. This relationship is not a
casual or random one. When steel wages
rise, wage patterns are established which
spread promptly to iron ore, coal, coke, and
other important raw materials. Since the
steel companies produce many of these ma-

terials, they incur these higher costs rather
promptly. Similarly, railroad wages and in
turn railroad rates move upward. The net
effect is a rise in both steel wages and other
costs in amounts which in the past have
tended to be similar.

The Union's efforts to prove that prices
of finished steel have risen much more than
prices of raw materials and that rises in raw
materials costs have been much less than
those in employment costs are not supported
by the available data. Use of incomplete data
for carefully selected periods is no substitute
for all the facts. Certainly, the steel com-
panies cannot use such partial data in com-
piling their financial results. On the basis of
all the facts, it is clear that the Union's
claims concerning raw material costs and
their relationship to prices of finished steel
are completely without substance.
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IV. STEEL PRODUCTiVITY AND WAGES

THE Union brief asserts that increases in
wages have not led to higher steel prices be-
cause "the increases received-and more-
could have been met from the gains in pro-
ductivity." ("Facts On Steel," p. 29.) More-
over, it is stated that the rise in productivity
"has had the result of lowering sharply the
unit labor costs of the [steel] industry."
(Idem., p. 26.) It is also claimed that "The
industry has taken as its share [of produc-
tivity] in profits far too much of what should
have gone to the workers in the mills and
to the public." (Idem., p. 28.) (See also
"Steel and the National Economy," p. 12.)
Finally, it is stated that "productivity is
growing at an accelerating rate." (Idem.,
p. 29.)

These assertions are intended to cut the
tie between tremendous increases in labor
costs and higher steel prices. They are dis-
proven by the material contained in the
Brief itself. Let us examine the facts.
Throughout this discussion productivity re-
fers to output per manhour rather than the
productivity of all the factors of production
including capital equipment.

Could the increases in labor costs in re-
cent years have been absorbed out of in-
creases in productivity? To answer this
question, it is necessary to compare the per-
centage changes in productivity with the
changes in total labor costs in the steel in-
dustry. When both increase at the same rate,
unit labor costs remain unchanged. When
labor costs outrun productivity, unit labor
costs rise. The Union brief recognizes this
relationship when it notes that "if the cost
of each hour of labor is increased by wage
rate increases proportionate to rising pro-
ductivity, these increases can be absorbed
out of the gains in productivity." ("Facts
On Steel," p. 29.)

This proposition may be illustrated in

simple terms as follows. Assume a worker
produces 100 units an hour and that this
involves total labor costs of $2 an hour. The
unit labor cost is then 2 cents. If productivity
increases so that 102 units are produced in
an hour and labor costs increase to $2.04 an
hour, the unit labor cost remains unchanged
at 2 cents. Productivity and wages each have
risen by two per cent. But if total labor costs
rise more than 4 cents an hour or 2 per cent,
then unit labor costs will rise. Thus, if the
2 per cent rise in productivity (to 102 units)
is accompanied by a 10 per cent rise in labor
costs (to $2.20 an hour), the unit labor cost
will increase from 2 cents to 2.16 cents. Under
these conditions, the rise in labor costs is
greater than the rise in productivity and
hence can not be met solely out of the rise in
productivity. The result is increased pressure
for price rises, reduction in profits, or some
combination of both.

In making these comparisons, it is impor-
tant to consider all labor costs, not only aver-
age hourly earnings. Included in total labor
costs are such outlays as payments for pen-
sions, insurance, health and welfare, social
security, and workmen's compensation. These,
too, must be paid out of gains in productivity.
Since most of these so-called fringe payments
have increased sharply in recent years, the
longer term percentage increases in total
labor costs are significantly greater than
those in average hourly earnings alone. The
changes in labor costs and in productivity
since 1939 are shown in Table 7 and Chart 5.

Between 1940 and 1956, steel productivity
increased by 56.3 per cent as compared with
the rise of 201.2 per cent in average hourly
earnings and 211.2 per cent in average
hourly earnings plus pensions and welfare
fund costs.

Between 1947 and 1956, steel productivity
increased by 28.2 per cent as compared with
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Chart No. 5

OUTPUT PER MANHOUR, HOURLY EARNINGS AND

EMPLOYMENT COSTS PER MANHOUR
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the rise of 75.7 per cent in average hourly
earnings and 85.9 per cent in total employ-
ment costs. (See Chart 6.)

A similar picture of steel labor costs rising
far more than steel productivity is shown
when 1956 is compared with other years since
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1940. (See Table 8.) Regardless of which
year is used as the base, the rise in steel
wages has far outstripped the rise in steel
productivity.

The result has been a sharp rise in unit
labor costs during the war and postwar years
with the consequent pressure for higher
prices. Table 9 shows the changes in unit
labor costs since 1939. From 1940 to 1956,
unit labor costs rose by 99.0 per cent. The
data are shown graphically in Chart 7.

Despite its statements that higher wage
costs could have been met out of increasing
productivity, the Union brief shows a rising
index of steel unit labor costs for the years
1947 to 1956. ("Facts On Steel," p. 51.) The
Union's 1956 figure for unit labor costs is

understated because it projected productivity
on the basis of the Union's first quarter esti-
mate of a gain of 4.7 per cent (in contrast to
actual rise of only 0.2 per cent in 1956) and
because it could not allow for the rise in
wages which occurred after the table was
prepared. Nevertheless, the Union's table
does show a rise of 28.0 per cent in unit labor
costs between 1947 and the first quarter of
1956. (The actual rise between 1947 and
1956 was 45.1 per cent. See Table 9.)

The Union brief attempts to explain away
wage increases in excess of productivity
gains by saying that:

"In the past, the Union has often been
forced to demand wage increases which
in dollars and cents amount have ex-

BLE 7

Output Per Manhour, Average Hourly Earnings,
and Total Employment Costs, Basic Steel Industry,

by Years, 1939-1956

Output Per Average Total
Year Manhour Hourly Earnings Employment Costs-

(1947-49 = 100)

1939 78.6 $ .84 $ .89
1940 81.4 .84 .89
1941 86.3 .94 .99
1942 n.a. 1.02 1.07
1943 n.a. 1.12 1.17
1944 n.a. 1.16 1.21
1945 n.a. 1.18 1.23
1946 n.a. 1.28 1.33
1947 99.2 1.44 1.49
1948 99.4 1.58 1.63

1949 101.6 1.65 1.70
1950 110.8 1.69 1.85
1951 111.5 1.89 2.06
1952 116.0 1.99 2.16
1953 117.0 2.16 2.33

1954 114.0 2.20 2.38
1955 127.0 2.37 2.58
1956 127.2 (p) 2.53 2.77

* Based on Bureau of Labor Statistics average hourly earnings in blast furnaces, steel-
works, and rolling mills plus American Iron & Steel Institute hourly cost of pensions,
social security, and other employe benefits.
n.a. Not available.
(p) Preliminary.

Sources: U. S. Department of Labor, Bureau of Labor Statistics; American Iron & Steel
Institute
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ceeded the percentage increase in pro-
ductivity. This has been forced on the
Union because of the Industry's Price
Policy which has caused inflation in steel
and has contributed greatly to it in the
economy and has, thereby, robbed the
workers of the wages they were already
receiving. They and their Union have
been forced to pursue these rising prices
-the cost of living-just to maintain
their 'real' wage position, i.e., their
existing standard of living. This purely
defensive role of a significant portion
of many of the Union's wage proposals
in recent years is generally unknown or
overlooked." ("Facts On Steel," p. 29.)

Two observations may be made in connec-

tion with the foregoing explanation.
1. The Union admits that wages have risen

more than productivity and thus negates its

charge that steel "wage increases negotiated
up to now have been less than warranted by
productivity growth."

2. The Union never defines what it means

by "recent years." However, in the period

1952 to 1955, the consumer price index

showed only minor changes:

1952
1953
1954
1955

1947-49=100

113.5
114.4
114.8
114.5
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TABLE 8
Per Cent Increase to 1956 from Preceding Years for Output Per Manhour,

Average Hourly Earnings, and Total Employment Costs,
Basic Steel Industry

Output Per Average TotalTo 1956 Manhour Hourly Earnings Employment Costs
From:
1939 61.8 201.2 211.2
1940 56.3 201.2 211.2
1941 47.4 169.1 179.8
1942 n.a. 148.0 158.9
1943 n.a. 125.9 136.8
1944 n.a. 118.1 128.9
1945 n.a. 114.4 125.2
1946 n.a. 97.7 108.3
1947 28.2 75.7 85.9
1948 28.0 60.1 69.9
1949 25.2 53.3 62.9
1950 14.8 49.7 49.7
1951 14.1 33.9 34.5
1952 9.7 27.1 28.2
1953 8.7 17.1 18.9
1954 11.6 15.0 16.4
1955 0.2 6.8 7.4

n.a. Not available.
Sources: Derived from data in Table 7.

TABLE 9
Changes in Unit Labor Costs, Basic Steel Industry, by Years,

1939-1956

(194749=100)

Output Per Unit Labor Costs as Related to
Production Average Total Employment Average Total EmploymentYear Worker Manhour Hourly Earnings Costs Hourly Earnings Costs

1939 78.6 54.0 55.4 68.7 70.5
1940 81.4 54.0 55.4 66.3 68.1
1941 86.3 60.4 61.6 70.0 71.4
1942 n.a. 65.5 66.6 n.a. n.a.
1943 n.a. 71.9 72.8 n.a. n.a.
1944 n.a. 74.5 75.3 n.a. n.a.
1945 n.a. 75.8 76.5 n.a. n.a.
1946 n.a. 82.2 82.7 n.a. n.a.
1947 99.2 92.5 92.7 93.2 93.4
1948 99.4 101.5 101.4 102.1 102.0
1949 101.6 106.0 105.7 104.3 104.0
1950 110.8 108.5 115.1 97.9 103.9
1951 111.5 121.4 128.1 108.9 114.9
1952 116.0 127.8 134.4 110.2 115.9
1953 117.0 138.7 144.9 118.5 123.8
1954 114.0 141.3 148.0 123.9 129.8
1955 127.0 152.2 160.5 119.8 126.4
1956 127.2 (p) 162.5 172.3 127.8 135.5
n.a. Not available.
(p) Preliminary.
Sources: Derived from data published by the U. S. Department of Labor, Bureau ofLabor Statistics and The American Iron & Steel Institute.
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The consumer price index reached 114.1 in
July 1952 and fluctuated within a very nar-
row range until the Spring of 1956. Cer-
tainly, during these most "recent years," the

Union cannot claim that its insistence upon
increases in wage and fringe benefits in ex-
cess of the rise in productivity were attribu-
table to a rise in living costs. Despite the rise

Chart No. 7
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in steel prices between 1952 and 1955, the
consumer price index remained about un-
changed and hence could not have "robbed
the workers of the wages they were already
receiving," to use the words of the Union
brief. During the 1952-1955 period, steel
productivity rose by 9.5 per cent while aver-
age hourly earnings increased by 19.1 per
cent and labor costs per hour increased by
19.4 per cent. From 1952 to 1956, steel pro-
ductivity rose by 9.7 per cent, average
hourly earnings by 27.1 per cent, and labor
costs per hour by 28.2 per cent..

This is a record of steel labor cost increases
far in excess of gains in steel productivity
despite the relative stability in living costs.
The result was a rise in unit labor costs of
9.1 per cent between 1952 and 1955 and 16.9
per cent between 1952 and 1956 with the
resulting pressure for steel price rises.

The Union concedes that "the Steelwork-
er's standard of living has risen during the
last few years. But the increases received-
and more-could have been met from the
gains in productivity." The data presented
above show how misleading and inaccurate
is this statement.

Steel Real Wages and Steel Output
Per Manhour - A Meaningless
Comparison

THE pressure exerted upon total steel costs
is determined by the number of dollars ex-
pended by the industry for its labor costs-
not by what its workers can buy with those
dollars or his real wages. Thus, if the steel
wages are increased to compensate for a rise
in living costs (and productivity is un-
changed), the net effect is an increase in steel
unit labor costs even though there might be
no change in the real wages of the worker.
Pressure for a steel price rise will have de-
veloped as a result of this wage increase

because it is changes in money wages which
create the pressure for price rises regardless
of what happens to real wages. No amount
of double talk can change the inevitable
operation of simple arithmetic.

Yet, to prove its point that labor cost in-
creases did not lead to a rise in prices, the
Union brief compares what it calls increases
in "real productivity in steel" and in "real
straight time average hourly earnings in
steel." ("Facts On Steel," p. 29.) This is a
completely meaningless comparison. Wage-
productivity comparisons on a national basis
-that is, for the entire economic system-
are correctly drawn on a real-wage basis. At
an industry (or company) level, wage-pro-
ductivity comparisons-that is, using an in-
dustry's record of productivity and the real
wages of its employees-are not very mean-
ingful. This distinction was noted by the
Steel Industry Board in the 1949 wage case
when it stated:

"The union's contention was based on the
notion that, because the productivity
index is a physical or 'real' one, the
earnings index must be stated in similar
terms. On this point we agree with the
union. The difficulty is that there is in
fact no available measure of labor's
share in the increased physical produc-
tivity of any particular industry. It
would be incorrect to do as the union
urges, namely, to deflate the index of
money average hourly earnings with the
general cost-of-living index, which in
part measures labor's (and other
groups') contribution to the national
output of all products and not only of
steel. It is only in respect to the economy
as a whole that the real average hourly
earnings of labor can validly be com-
pared with an index of man-hour pro-
ductivity; then both indices apply to all
labor.

"In any event the companies were cor-
rect in contending that the union's em-
phasis on the change in man-hour pro-
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ductivity from 1939 to 1948 and 1949
was misplaced. Because the rate of oper-
ation is such an important factor in
productivity, valid comparisons can be
made only for years of similar rates of
operation, such as 1941 and 1948.

"Using as the proper base the period
1940-41 for comparison with the first
quarter of 1949, and finding that the
rise in steelworkers' real hourly earn-
ings approximately matched the rise in
labor productivity for the economy as a
whole during that period, we conclude
that the union failed to establish that
labor's share of the steel industry's out-
put has become inequitable." (Italics
added.) 1

This conclusion is still true today.

The fundamental defect of comparisons
between real wages and productivity within
an industry is that such comparisons ignore
the changing position of a company or an in-
dustry in the national economy. In a dynamic
economy, the relative value of an industry's
services, as reflected in the prices for its
products or services, changes over time.
Under some conditions, it may become more
valuable; under other conditions, it may be-
come less valuable. The consumer price in-
dex is a composite measure of prices, with
some groups of prices changing less than the
average while others change more. These
price relationships, as well as productivity
changes, must be kept in mind.2

Productivity increases in the steel industry
do not indicate that real wages of steelwork-
ers "can rise significantly without increasing
steel costs or necessitating an increase in
steel prices." ("Facts On Steel," p. 29.) The
level of real wages for steel workers is deter-
mined by the relationship between changes in

'"Report to the President of the United States on
the Labor Dispute in the Basic Steel Industry," by
the Steel Industry Board, submitted September 10,
1949. pp. 44-45.

2 Adapted from Jules Backman, "Wage-Productiv-
ity Comparison," Industrial and Labor Relations Re-
view, October 1954, pp. 65-66.

their money wages and in the consumer price

index. It is not determined by changes in
steel productivity and steel prices. As was in-
dicated earlier (see pages 100 to 105), there
has been no close relationship between
changes in finished steel prices and in the
consumer price index.

Steelworkers' Real Wages Have Risen
More Than National Productivity

TABLE 10 shows real employment costs and
real hourly earnings for the basic steel indus-
try and productivity for the national economy
from 1939 to 1956. The productivity data cov-
er the private nonfarm sector of the economy.
Table 11 shows the percentage changes to
1956 for each year since 1939. For example,
the increase in productivity from 1940 to 1956
was only 38.0 per cent as compared with the
increase of 54.6.per cent in steelworkers real
average hourly earnings and 59.7 per cent in
real average hourly earnings plus fringes. If
the recommendation of the Steel Industry
Board is followed and the 1940-41 average is
used as the base for comparison the changes
were as follows: (See Chart 8.)

Per Cent Change
1940-41 to 1956

Real1)uivgte nonfarm product
Ie& manhour ........................ 35.5

Steelworkers, real average
hourly earnings 50.3

Steelworkers, real employ-
ment costs 5............... 5.6

Real hourly earnings of steelworkers have
far outstripped the rise in national produc-
tivity since the pre-World War II years. If
pension and welfare gains are added to hourly
earnings-as is appropriate-then the rela-
tive magnitude of the gains of steelworkers is
even greater. As Table 11 shows, regardless
of which year since 1989 is used as a basis for
comparison, steelworkers' wages have out-
stripped national productivity gains.

693

121



694 ECONOMIC STABILITY AND GROWTH

Chart No. 8

REAL PRIVATE NON-FARM PRODUCT PER MANHOUR,
STEELWORKERS' REAL AVERAGE HOURLY EARNINGS,

STEELWORKERS' REAL EMPLOYMENT COSTS PER MANHOUR

per cent PER CENT CHANGE 1940 - 41 TO 1956
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TABLE 10

Real Private Non-Farm Product Per Manhour,
Real Average Hourly Earnings and Real Employment Costs for the

Basic Steel Industry-by Years-1939-195
6

Real Private
Non-Farm Product

Year Per Manhour

(in 119;7 dollars)

1939 1.692
1940 1.778
1941 1.843
1942 1.828
1943 1.868

1944 2.010
1945 2.075
1946 1.940
1947 1.904
1948 1.969

1949
1950
1951
1952
1953

1954
1955
1956

2.045
2.172
2.200
2.251
2.310

2.359
2.460
2.453

Real Average Real Employment
Hourly Earnings Costs,

(1947-49 dollars)

1.41
1.40
1.49
1.46
1.51

1.54
1.53
1.53
1.51
1.54

1.62
1.64
1.70
1.75
1.89

1.92
2.07
2.18

1.50
1.49
1.57
1.54
1.58
1.61
1.60
1.59
1.56
1.59

1.67
1.80
1.86
1.90
2.04

2.07
2.25
2.38

* Based on Bureau of Labor Statistics average hourly earnings in blast furnaces, etc.
plus American Iron and Steel Institute hourly cost of pensions, insurance, etc.

Sources: Data on real private non-farm product per manhour from 1939-1952 are revi-
sions by the Joint Committee on the Economic Report of estimates of John W.
Kendrick, "National Productivity and Its Long-Term Projection, a paper
before the Conference on Research in Income and Wealth, ublished in Long-
Range Economic Prsjeclions, Studies in Income and Wealth, Volume Sixteen,
National Bureau of Economic Research, 1954; The National Industrial Con-
ference Board further revised the series by using later data from the Depart-
ment of Commerce and Agriculture and by shifting the gross national product
data from 1953 to 1947 prices; data for 1953-1956 were linked to those of prior
years by using "Reroct of the Joint Economic Committee on the January 1957
Economic Report o the President," p. 48; Wage data were obtained from the
U. S. Department of Labor, Bureau of Labor Statistics; American Iron and
Steel Institute.

Rise in Steel Output Per Manhour
Is Not Accelerating

THERE is no basis for the claim.that "Out-
put per hour worked by each Steelworker is
increasing at an accelerating rate." ("Facts
On Steel," pp. 27, 29.) In fact, this is an
amazing statement in light of the material
contained in the Union brief itself. Thus, on
page 28 of "Facts On Steel," it is stated that
steel productivity "had risen by 167 per cent

in 20 years [between 1919 and 1939], or at
a rate approximately 5 per cent compounded
annually over a period which included the
Great Depression." In the following para-
graph on the same page, it is claimed that in
the 16 years since 1939, the annual rate of
increase has been 3.2 per cent or lower than
in the preceding twenty years.

The long term trend may be shown in terms
of manhours required per unit of steel output.
According to the Bureau of Labor Statistics,
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the annual rate of decrease in this measure
has been as follows for the indicated periods:

Years Per Cent Annual Decrease

1919-1929 ............................ 5.9
1929-1939 ............................ 3.1
1939-1947 ............................ 2.8
1947-1955 . .. ............ 2.8

Source: U. S. Department of Labor, Bureau of
Labor Statistics, "Man-Hours Per Unit of Output in
The Basic Steel Industry, 1939-55," Bulletin No. 1200,
September 1956, p. 6.

This tabulation shows a lower rate of de-
cline in the number of manhours required in
the war and postwar years than in the two
preceding decades.

Thus, on a long term basis, it is clear that
the rate of increase in steel productivity has
been decelerating not accelerating as the Un-
ion claims.

What about shorter term trends? To prove
shorter term acceleration, the Union states
the rise in steel productivity since 1939 has

been at the annual rate of 3.2 per cent, the in-
crease in 1953-55 was at the rate of 4.2 per
cent per year, and in the first quarter of 1956
it was 4.7 per cent higher than in 1955.
("Facts On Steel," pp. 28-29.) It also pre-
sents a chart on page 27 covering the 1947-
1956 period. The Union bases its conclusion
upon the unusual and relatively large increase
in productivity in 1955 from the depressed
level of 1954 and upon a projected rise of 4.7
per cent in 1956 based on alleged first quarter
results. (At one point it assumes "a modest
4 per cent rise" in 1956-"Facts On Steel,"
p. 25.) Actually, the increase in steel produc-
tivity in 1956 is estimated to have been only
0.2 per cent rather than the 4.7 per cent pro-
jected by the Union. This is an excellent illus-
tration of the danger in using very short
term experience as a basis for projecting
steel trends.

The annual rate of increase in steel produc-

TABLE 11
Per Cent Increase to 1956 from Preceding Years for Real Private

Non-Farm Product Per Manhour, and Real Average Hourly Earnings
and Real Employment Costs for the Basic Steel Industry

Real Private
Non-Farm Product Real Average Real Employment

To 1956 From: Per Manhour Hourly Earnings Costs

1939 45.0 54.6 58.7
1940 38.0 55.7 59.7
1941 33.1 46.3 51.6
1942 34.2 49.3 54.5
1943 31.3 44.4 50.6
1944 22.0 41.6 47.8
1945 18.2 42.5 48.8
1946 26.4 42.5 49.7
1947 28.8 44.4 52.6
1948 24.6 41.6 49.7
1949 20.0 34.6 42.5
1950 12.9 32.9 32.2
1951 11.5 28.2 28.0
1952 9.0 24.6 25.3
1953 6.2 15.3 16.7
1954 4.0 13.5 15.0
1955 -0.3 5.3 5.8

Source: Derived from data in Table 10.
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tivity for the three year period, 1953-56, was
2.8 per cent or somewhat lower than the rate
of increase for the entire war and postwar
period. Clearly, the available data show a
lower rate of productivity increase since 1939
than before that year.

Reported Rate of Increase in Output
Per Manhour Is Overstated for
Steel Industry

IN fact, the data reported by the U. S.
Bureau of Labor Statistics overstate the ac-
tual rise in steel productivity in recent years.
This situation has developed because the Bu-
reau of Labor Statistics uses only hours for
production workers in relationship to total
output to measure the gains in productivity
instead of using the total number of man-
hours for ail workers in the industry. The
latter is the appropriate comparative but un-
fortunately adequate data are not available
to measure total manhours. Since the rela-
tive importance of production workers in the
basic steel industry has been declining, the
result is an overstatement of the rise in pro-
ductivity in the steel industry in recent years.
In its Report on Productivity in the Basic
Steel Industry, the Bureau of Labor Statistics
discusses this problem as follows:

"The productivity trends described in
this report are based on the employment
and hours of production and related
workers. As in many other industries,
production workers have been declining
relatively to all workers in recent years.
According to BLS statistics, the propor-
tion of production worker employment to
total employment in the steel industry
remained fairly constant between 1939
and 1947, at 88.0 and 87.9 per cent,
respectively. However, the proportion
dropped to 85.7 per cent between 1947
and 1955.1 Consequently, the number of
employees per unit of output declined
less than the number of production work-
ers per unit of output, from 1947 to 1955.

"It would be desirable to construct
measures of productivity using the hours
of all employees in order to study the
change in total manpower requirements
of an industry, and to compare the re-
sults with trends for production workers
alone. However, man-hours for nonpro-
duction workers are not generally avail-
able. In an effort to obtain some general
indications of trend, two experimental
measures have been constructed, by com-
bining the man-hours of production
workers with the estimated man-hours
(employment multiplied by estimated
weekly hours) for other employees. In
one measure, the weekly hours of other
employees were assumed to be the same
as for production workers; in the other,
a constant 40-hour workweek was as-
sumed for other employees.

"The two assumptions about weekly
hours yield approximately the same re-
sults. Using 1947 as a base (i.e. 1947=
100) an index of unit man-hours for pro-
duction workers would be 127.3 in 1939,
compared with 125.3 for all employees
assuming a 40-hour week, and 123.9 as-
suming the same work-week as produc-
tion workers. In 1955, the unit man-hour
index for production workers would be
78.1 compared with 79.6 and 80.0 for all
employees depending on concept of hours
worked for all employees." 2 (Italics
added)s

If we convert the unit manhour indexes

I Source: For 1950-55, BLS Employment and Earn-
ings, Annual Supplement Issue, June 1956; for earli-
er years, summary sheet for blast furnaces, steel
works, and rolling mills, 1932-50, February 1953.
Census figures for 1939 and 1947 show proportions of
89.1 and 87.5 per cent, respectively. Statistics of the
American Iron and Steel Institute (AISI) reveal a
greater trend toward employment of other than pro-
duction workers. These data indicate that 'employees
receiving wages comprised 98.1 per cent of the work
force in 1939, 85.3 per cent in 1947, and 83.1 per cent
in 1955.

2 "AISI man-hour data for all employees and for
'employees receiving wages' showed similar differ-
ences. The hours of 'other' employees are generally
scheduled hours reported to the AISI."

a Source: U.S. Department of Labor Bureau of La-
bor Statistics, Man-hours Per Unit ox Output in the
Basic Steel Industry 1939-55, Bulletin No. 1200, Sep-
tember 1956, U.S. Government Printing Office, Wash-
ington, D. C., pp. 16 and 17.
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cited above into output per manhour, the rise
in productivity on the basis of production
worker manhours alone was about 62 per cent
from 1939 to 1955 as compared with an in-
crease of 55.0 per cent to 57.5 per cent when
all manhours are used. As the Bureau of La-
bor Statistics indicated, this difference has de-
veloped since 1947. In 1956, there was a de-
crease in productivity based on all manhours
as compared with an increase of 0.2 per cent
based on production worker manhours alone.

The proper basis for determining changes
in output per manhour is to relate total out-
put to the total number of manhours of all
workers-in the mill, in the office, in the sales
department, in the research laboratory, etc.
All employees in a company or in an industry
contribute as a team to the productivity gains
achieved. It is all the manhours combined
with the contributions of capital investment
and the efforts of management which yield
the productivity achieved.

The Bureau of Labor Statistics has pointed
out:

"Man-hours per unit of output (and its
reciprocal, output per man-hour) meas-
ures the relationship between one factor
of input-labor time-and production

in physical units. This productivity ratio
does not measure the specific contribu-
tion to output of labor or of capital or
of any other factor of production.
Changes in the ratio may reflect the
joint effect of a large number of sepa-
rate, though interrelated, influences,
such as technological improvements, the
rate of operation, the relative contribu-
tions to production of plants at various
levels of efficiency, the flow of materials
and components, as well as the skill and
effort of the work force, the efficiency of
management, and the status of labor
relations."'

When allowance is made for the increase
in the relative importance of nonproduction
worker manhours, the conclusion is rein-
forced that the Union is in error in its asser-
tion that productivity has been increasing at
an accelerated rate in recent years.

This review of trends in labor costs and
productivity makes it evident that the tre-
mendous rise in steel labor costs during the
war and postwar years could not be met out
of rising productivity. On the contrary, labor
costs have outstripped productivity by such
a wide margin that there has been consider-
able pressure for price increases.

It Ibid., pp. 1 and 2.
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V. STEEL PRICE INCREASES AND WAGE INCREASES

THE Union brief alleges that since 1945,
the steel industry has increased steel prices
$3.19 for every $1 increase in steel wages
and that these "unjustifiably big price in-
creases" have yielded the industry "a bonan-
za from steel price increases out of all pro-
portion to increased costs." ("Facts On
Steel," p. 8.) The alleged "Total Gain" as a
result of these price increases is $3,914.0
million (pp. 8, 31 to 35).

This fantastic statement, which implies
that the steel industry has made tremendous
profits as a result of large increases in labor
costs in the postwar period, has no relation-
ship to reality. For example, this alleged gain
of $3,914.0 million from price rises for fin-
ished steel is almost double the profits before
taxes of $2,038.5 million for the 25 com-
panies (p. 9). And part of these latter profits
before taxes represented earnings on coal,
shipbuilding, cement, and other activities in-
cluded in the steel industry sales and profits
totals. The fantasy that underlies this claim
by the Union is readily exposed by examining
the impact on the industry's profits figures
if these price increases were eliminated or if
they were limited to other objectives con-
cerning profits which the Union seems to
approve. This analysis is based on the data
shown on page 33 of "Facts On Steel" in
comparison with the AISI profits data ad-
justed as indicated below. (See Appendix A.)

According to the Union's claim, the price
of finished steel was $122.45 ($55.20 in 1945
plus $67.25 increase). This was 121.8 per
cent higher than in 1945. Actually this rate
of increase is on the high side because the
$55.20 figure for 1945 did not include extras.
This price was used by the Union to deter-
mine the alleged gain of $5,697.2 million in
revenues for the entire industry as a result
of the increase in prices. The BLS index of
finished steel prices rose by 120.5 per cent

from 1945 to December 1955. The companies
in the AISI survey accounted for 93.7 per
cent of the shipments of finished steel in
1955. On this basis their gain in revenues
flowing from higher prices was $5,338.3 mil-
lion (93.7 per cent of $5,697.2 million).

The total value of finished steel shipments
on this basis for all companies would have
been $10,373.7 million ($122.45 times ship-
ments of 84,717,444). The AISI sample
would have had 93.7 per cent of this volume
or $9,720.2 million. It must be recognized,
of course, that the precise total would have
varied depending upon the composition. of
sales but the data are useful as a rough
measure of the relationships to be discussed.
Moreover, this total probably understates
the receipts from finished steel shipments
since the actual price appears to have been
moderately higher than $122.45 which price
does not include all extras.

The AISI companies had total receipts of
$14,049.3 million. After deducting estimated
finished steel receipts of $9,720.2 million, the
revenues from other activities would have
equalled $4,329.1 million.

If it be assumed that the profitability of
finished steel sales and of other sales was the
same percentage, then the profits would have
been divided as follows:

Finished Steel ...................
O ther A ctivities ................

Total ........................

Before
Taxes

(millions o.

1,526.1
677.4

2,203.5

After
Taxes

f dollars)

758.2
340.4

1,098.6

If the AISI sample accounted for 93.7 per
cent of the labor costs, their increase in labor
costs would have been $1,670.8 million (93.7
per cent of $1,783.2 million) for finished steel
products between 1945 and 1955.

On the basis of the above data several in-
teresting comparisons can be made to show
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the underlying fallacy in the Union's claim
concerning the magnitude of the alleged gains
from price rises. It must be emphasized that
these are rough approximations rather than
precise calculations and are intended prima-
rily as a framework of reference against
which to measure the significance of the alle-
gations in the Union brief.

1. Price Rise to Cover Only Direct
Steel Labor Costs

LET us assume first that finished steel prices
by 1955 had increased only enough to cover
the higher steel labor costs since 1945. The
profits record in 1955 would have been as
follows:

Millions of Dollars

Revenues from price increases 5,338.1
Subtract increase in employ-

ment costs ...................... 1,670.8

Alleged gain according to
Union formula ....... ........ 3,667.3

But total profits before taxes
in 1955 were only ... 1,526.1

Therefore, if the yield from
the price rise had only
been equal to the rise in
employment costs, the
companies would have
shown a net loss of ........ 2,141.2

Thus, if prices had risen by 37.7 per cent
above the 1945 level or enough to cover only
the direct labor costs incurred in producing
finished steel, the steel industry would have
experienced a loss in excess of $2.1 billion in
1955-assuming, of course, that all the other
increases in costs would have been incurred
under these conditions. It must be recognized
that under the assumed conditions, employ-
ment costs could not have been increased as
much as they have been, that expansion in
capacity would have been impossible, and
that the steel industry would probably be

bankrupt. These data also provide an answer
to Otis Brubaker's (steelworkers' economist)
astounding statement before the Congres-
sional Joint Economic Committee on January
31, 1957 that "Wage increases in steel have
not caused even a single steel price increase
since the formation of the Steelworkers
Union 20 years ago." In "Steel and the Na-
tional Economy," the Union stated "Experi-
ence has proved that wage increases have not
caused inflation, that wages can be increased
without prices being raised . . ." (p. 1). Cer-
tainly there has been no such "experience" in
the steel industry. Despite large gains in pro-
ductivity and the economies attending an ex-
panding volume of production, a rise of 37.7
per cent in prices would have been required
to cover only the direct labor costs in the steel
industry.

2. Price Rise Required to Break
Even In 1955

How much of a price rise would have been
required to enable the industry to break even
-no profits and no losses-in light of all the
cost increases which were incurred during
this 10 year period? The following data tell
the story:

Millions of Dollars

Revenues from price increases 5,338.1
Profits before taxes ......... ..... 1,526.1

Revenue from price rise
required to break even 3,812.0

In order to meet the higher labor and other
costs since 1945, it would have been, neces-
sary to use up all profits before tax in that
year and in addition obtain a price rise which
yielded revenues of $3,812 million. It must
be emphasized that many of these other cost
increases reflect higher labor costs for coal,
iron ore, railroad transportation, and other
goods and services used by the steel indus-

700

I



ECONOMIC STABILITY AND GROWTH

try. As is discussed elsewhere, these other
costs have risen sharply. To obtain additional
revenues of $3,812.0 million would have re-
quired a price rise of 86.0 per cent instead of
120.5 per cent-and the industry would still
have had no profits.

3. Price Rise Required if Steel Profit
Margin Had Declined as Much as
That for All Manufacturing In.
dustries

THE Union briefs cite the decline in the
profit margin in all manufacturing industries
as a more favorable development than the
changes in steel ("Facts On Steel," pp. 8 and
23; "Steel and the National Economy," pp. 2,
14, 15). The reasons why there is no relation-
ship between these trends in all manufactur-
ing and in steel is discussed in a later sec-
tion. What would the impact on steel prices
have been if the trend of steel profit ratios
had paralleled those in all manufacturing in-
dustries. All manufacturing profits declined
from 5.7 per cent to 4.3 per cent of the sales
dollar or by 24.6 per cent between 1947 and
1956 (p. 8). If the steel profit ratio had
shown a parallel decline it would have been
reduced from 6.1 per cent in 1947 to 4.6 per
cent or 3.2 percentage points lower than the
actual rate in 1955.

It should be emphasized that in an industry
like steel, expansion in volume during periods
of recovery should be accompanied by in-
creasing not decreasing profit margins. This
is so because the steel industry requires
heavy capital investment and uses much spe-
cialized equipment. As volume expands, this
equipment can be used more efficiently and
thus there is a decline in unit costs. The in-
dustry then experiences the full benefits of
mass production.

Nevertheless, we are testing the results
that would have taken place in terms of the
theory in the Union's brief. Profits before

taxes would have been lower by 6.4 per cent
of estimated sales of finished steel. To state
it differently, a price rise of 106.4 per cent
would have been required to earn this smaller
ratio of profits postulated by the Union. If
prices had risen by 106.4 per cent, steel prices
prevailing at the end of 1955 would have been
6.4 per cent lower., This means that every
price increase between 1945 and 1954 would
have had to take place but that only the in-
creases in 1955 would have been unnecessary.
This is particularly interesting because the
Union has been insisting throughout the post-
war period that wages could be raised without
the need for a price increase. Yet every one of
these earlier and allegedly unnecessary price
increases were required in order to meet even
the low profit goal apparently set by the Un-
ion.

4. Price Rise Required if Steel Profit
Margin in 1955 Remained the
Same as in 1947

IN 1947, the year used as a base by the Un-
ion in most of its comparisons, steel profits
were equal to 6.1 per cent of the sales dollar.
If this ratio had prevailed in 1955, how much
of a price rise would have been required since
1945. Profits after taxes as a percent of the
steel sales dollar would have been 1.7 percent-
age points lower than was actually earned.
Profits before taxes would have been 3.4 per-
centage points lower. The price rise would
have had to be 113.1 per cent instead of 120.5
per cent. On this basis, steel prices would
have been 3.4 per cent lower than the level
that actually prevailed. This means that
every price rise from 1945 to 1954 would

I On the basis of the 1956 results, the profit margin
would have been 2.7 percentage points lower and the
level of steel prices would have been about 5.4 per
cent lower than the level prevailing.

2 On the basis of the 1956 experience, the profit
rates would have been 1.2 percentage points lower
and steel prices would have been 2.4 per cent lower
than the level that actually prevailed.
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have been necessary plus about half of the
increase in steel prices in 1955.

In light of the relationships described
above, it is evident that there is no basis for
the Union's statement that price increases
have yielded a "bonanza" nor its implication
that the gain has equalled almost $4 billion.
Nor is there any support for its charge that
"the record high profits result in part from
increased productivity and in part from
higher steel prices charged by the steel com-
panies for their products.... Actually, those
presumed 'costs' have already been absorbed
by productivity gains and by high level opera-
tions." ("Facts On Steel," p. 12.) Clearly,
productivity and high level operations did not
absorb cost increases since 1945. The com-
bination of these two factors together with
an 86.0 per cent increase in prices would not
have covered all cost increases and would
have required a wiping out of 1945 profits
before taxes.

Even in terms of the so called "standards"
used in the Union brief, the question boils
down to whether steel prices might have been
3 per cent to 6 per cent lower than actually
prevailed at the end of 1955.1 This is a far dif-
ferent question from that which is implied in
the use of descriptions such as "unjustifiably
big price increases"; "inordinately large
Price increases" ("Facts On Steel," pp. 8 and
29); "highly arbitrary and inflationary pric-
ing policies"; "skyrocketing steel prices," etc.
("Steel and the National Economy," 1956, pp.

1 On the basis of the 1956 experience, these figures
would be 2.4 per cent to 5.4 per cent.

2, 15.) Note, we are not saying that steel
prices should have been 3 per cent to 6 per
cent lower. Rather, that is the total reduction
that would have been necessary if the highly
unrealistic profits standards in the Union
brief were followed.

Any yield from a price rise which would
enable the steel industry to recover more
than its increase in labor costs after allow-
ing for productivity gains is considered by
the Union to contribute to profits. Wage costs
are an important element in total costs in the
steel industry and changes in total costs are
considered when making price adjustments.
However, other factors also have been im-
portant. Among those which may be cited
are: the desire to earn a fair return on in-
vestment, the need for funds for expansion,
strong demand for steel which is reflected in
an ability of customers to pay higher prices,
and changes in the prices of substitute prod-
ucts.

The combination of factors which will be
important at any one time varies. But it is
doubtful whether there is any time when
wage costs alone determine steel prices. In
fact there are many times when steel prices
may be changed even though wages have not
been changed. The increases in the late Fall of
1955 and decreases during the Thirties may
be cited as illustrations. Changes in wages
certainly may influence the timing of price
changes-but not their magnitude. The Un-
ion in its attempt to forge a wage-price chain
of causation has misrepresented the price
making process in the steel industry.
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VI. DISTRIBUTION OF THE STEEL SALES DOLLAR

THE Union offers a breakdown of the steel
sales dollar to support its charge that profits
have increased excessively, that wages have
been lagging, and that raw material costs
have failed to rise as much as finished steel
prices.. The data presented on pages 20 to 24
of "Facts On Steel" are for varying numbers
of companies and cover only selected years.
Comparisons are made primarily with 1939
and 1947 and no data are given for the other
years between 1939 and 1950. No effort is
made to relate the experience in 1955 with
years of comparable volume.

Table 12 shows the distribution of the sales
dollar for the steel industry (AISI data)
from 1939 to 1956 with the shares accounted
for by employment costs, material costs and
profits before and after taxes. The table also
shows the ratio of steel operations to capac-

ity. The distribution of the sales dollar in any
year is affected significantly by the relative
level of production. In years of low produc-
tion, profit margins tend to be low as a per-
cent of sales and employment costs tend to
be high; in years of high operations, these
relationships are reversed. For the purposes
of this analysis, the World War II years
are ignored because of the many government
controls and special factors which distorted
normal relationships during that period. Ex-
cluding those years, volume has been in ex-
cess of 90 per cent of capacity in six years in
addition to 1955, namely, 1941, 1947, 1948,
1950, 1951, and 1953. It is fruitful to examine
the distribution of the sales dollar in those
years in order to determine the significance
of 1955 relationships.

TABLE 12

Steel Industry: Employment Costs, Products and Services,
Profits Before and After Taxes as Percent of the Sales

Dollar, and Operating Rates-1939-1956

Operating Products and
Rate Employment Services Profits Before Profits After

Year (% of capacity) Costs (Material Costs) Taxes Taxes

1939 64.5 39.0 44.3 6.4 5.1
1940 82.1 36.6 43.7 10.7 8.0
1941 97.3 34.1 44.9 14.0 6.0
1942 96.8. 38.0 42.9 12.5 3.3
1943 98.1 40.1 44.8 9.0 2.9
1944 95.5 41.3 45.1 7.2 2.7
1945 83.5 40.8 46.6 5.1 3.1
1946 72.5 41.2 45.2 8.3 5.5
1947 93.0 36.7 47.7 10.3 6.1
1948 94.1 34.9 48.4 11.4 6.6
1949 81.1 35.0 47.3 12.2 7.1
1950 96.9 33.0 45.7 16.2 8.1
1951 100.9 32.3 46.3 16.5 5.7
1952 85.8 34.9 49.8 9.5 5.0
1953 94.9 34.0 46.3 13.2 5.6
1954 71.0 36.7 43.2 11.6 6.0
1955 93.0 33.5 43.6 15.7 7.8
1956 89.8 33.3 45.8 14.2 7.3

Source: American Iron and Steel Institute.
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Employment Costs

DURING the seven years of high level ac-
tivity, employment costs ranged between 32.3
per cent and 36.7 per cent of the steel sales
dollar. The ratio of employment costs to sales
in 1947-the year used as a base period by
the Union-was 36.7 per cent, the highest
prevailing in any year in which steel opera-
tions exceeded 90 per cent of capacity. In no
other nonwar year of high level operations
was the ratio as high as 35 per cent. In every
year in which the operating rate fell below
90 per cent of capacity, except 1956, the ratio
of employment costs to sales was higher than
it was in 1955. (See Chart 9.)

0

On page 24 of "Facts On Steel," it is stated
that "Wages and salaries and material costs,
have moved downward. Profits, not the con-
sumers, have benefited." This conclusion is
derived largely by comparing 1955 results
with those reported in 1947 and 1939. Obvi-
ously, it is a conclusion that would have little
meaning and could find no support if the com-
parisons were made properly with other
years of high level activity other than those
affected by World War II. The ratio of em-
ployment costs to sales for the steel industry
was moderately higher in 1955 than in 1950
and 1951 and fractionally lower than in 1941
and 1953, the other years of high level steel
activity.
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TABLE 13

Employment Costs, Products and Services Bought, Profits Before and
after Taxes as Percent of Sales Dollar, and Operating Rates,

United States Steel Corporation, 1939-1956

Operating Products and
Rate Employment Services Profits Before Profits After

Year (%A of Capacity) Costs Bought Taxes Taxes

1939 61.0 45.7 34.7 6.4 4.9
1940 82.5 43.0 33.2 11.9 9.5
1941 96.8 38.7 37.2 14.5 7.2
1942 98.1 42.0 36.2 12.0 3.8
1943 97.8 46.3 37.0 7.5 3.2

1944 94.7 46.0 39.1 6.0 2.9
1945 82.0 47.2 38.4 5.0 3.3
1946 72.9 47.1 37.5 8.0 5.9
1947 96.7 42.6 39.5 10.3 6.0
1948 93.8 41.7 40.7 9.6 5.2

1949 82.5 41.1 38.5 12.7 7.2
1950 98.2 39.9 37.8 15.2 7.3
1951 101.3 39.0 37.7 16.5 5.2
1952 85.0 42.1 41.7 8.3 4.6

1953 98.4 40.6 36.7 14.2 5.8
1954 73.2 42.7 34.9 11.8 6.0
1955 90.8 39.4 33.1 17.9 9.0
1956 85.2 38.7 35.2 16.0 8.2

The trend for United States Steel paral-

leled that for the entire industry. Table 13

shows the pertinent data. The ratio of 39.4

per cent for employment costs in 1955 was

about in line with the ratios in the other 6

years of high volume since 1939. In 1947,

employment costs for United States Steel ac-

counted for a higher proportion of the sales

dollar than in any of the other years of high

volume.
This is a significantly different picture for

relative employment costs from that which

the Union emphasizes in its comparisons be-

tween 1939 and 1955 and its conclusion that

since 1939 "the wage earner's portion of the

sales dollar has grown smaller and smaller"

("Facts On Steel," p. 23).

Product and Service Costs

THE ratio of product and service costs to
the sales dollar has shown little relationship

to the level of operations. For the 18 year

period, the ratios varied between 42.9 per

cent (1942) and 49.8 per cent (1952) of the

sales dollar for the steel industry. The ratio

was between 43 per cent and 46 per cent in

10 of the 18 years. The ratio of 43.6 per cent

in 1955 was close to the lowest ratio for the

entire period. (See Chart 10.)

For United States Steel a similar picture

is shown. In 1955 the ratio of 33.1 per cent

for products and services was the smallest in

the 1939-56 period. (It was 35.2 per cent in

1956.) The only other year in this period in

which it was that low was in 1940 (33.2 per

cent). However, a review of the record prior

to 1939 (for which similar data are not avail-

able on an industrywide basis) indicates that

through most of the war and postwar years,

these ratios have been relatively higher than

in the prewar years. Since 1939, the ratio of

products and services to sales has ranged be-

tween 33.1 per cent and 41.7 per cent and has
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been 37.0 per cent or higher in 11 out of 18
years. In contrast, from 1925 to 1929, the
ratio ranged between 31.9 per cent and 33.6
per cent. During the 1930's, excluding 1932
and 1933, the range for United States Steel
was between 28.3 per cent and 37.4 per cent.

The Union document states that "as a di-
rect result of the inflation which followed the
weakening of price controls," the ratio of ma-
terial costs to sales rose until 1947 and "since
then they have dropped sharply reaching lows
.. . in 1954 and . . . in 1955." ("Facts On
Steel," p. 24.) It fails to recognize that the
effects of the acknowledged inflation in costs
resulted in a disproportionately high propor-

tion of the sales dollar being used for that
purpose throughout most of the war and post-
war period. The changes since 1947 and 1948
have brought the materials cost ratio to the
sales dollar back to the levels which prevailed
before World War II.

The year 1947, used for comparative pur-
poses to show relatively declining materials
costs, was the year when the ratio was close
to its peak "as a direct result of the inflation"
in the early postwar period. If the 1955 expe-
rience is compared with 1939 or 1940, the last
of the prewar years ("Facts On Steel" shows
only the 1939 data, see pages 23 and 24), it is
clear that profits have not risen because of a
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decline in the relative importance of material
costs. Such a conclusion can be reached only
by a carefully selected comparison with the
postwar year, namely 1947, when the ratio
was close to its peak. Such a comparison is
completely devoid of significance.

The fact that material costs as a percentage
of the sales dollar in 1955 approximated the
prewar relationship means that the total costs
of products and services have risen about in
line with the increase in total revenues of the
steel industry since 1939 or 1940. Increasing
output usually requires an increasing volume
of products and services, except to the extent
that the total is affected by technological
change. It follows, therefore, that the rise in
the unit costs of these products and services
has about equalled the rise in steel prices for
the entire war and postwar period, as was
noted in an earlier section. Of course, this
was not true for every year to year compari-
son. Product and service costs for the steel
industry appear to have risen more than steel
prices in most of the years and particularly
in 1947, 1948, 1949, and 1952 due to the in-
flation previously noted.

"Facts On Steel" concludes its discussion
of the distribution of the sales dollar by com-
bining material costs and payroll costs for
United States Steel and then comparing the
combined ratios in 1947 and 1955. It empha-
sizes that there was a decline by 1955 of 9.6
cents per dollar of sales in these combined
costs and claims that "This decline was used
largely by the corporation to increase profits
before taxes which accounted for 11.5 cents of
the sales dollar in 1947 and 18.0 cents in 1955
-a rise of 6.5 cents." Here is an outstanding
example of the technique of selecting base pe-
riods in order to create a picture of excessive
profits. The Union's Table 13 (p. 24) shows
that the combined total for payroll and ma-
terial costs in 1947 was the highest with
one exception (1952) for the years listed. The
combined payroll and material costs for Unit-

ed States Steel in 1929 was 69.3 per cent; in
1930 it was 73.2 per cent. In contrast, the
1947 ratio was 82.1 per cent.

It was shown earlier that the ratio of ma-
terial costs in 1947 was one of the highest in
the postwar period and, therefore, not repre-
sentative of the relationship which has pre-
vailed in the past. Moreover, throughout most
of this period, material costs have taken a
disproportionately large share of the sales
dollar in terms of past experience. Similarly,
it was shown that the labor costs were a rela-
tively higher share of the sales dollar in 1947
than usually prevails in years of high volume
like 1955. Under these conditions, the com-
bined total in 1947 would be far above any
normal relationship and hence comparisons
between 1947 and 1955 are meaningless.

Profits Before Taxes

IN every year, excluding the World War II
years, in which the operating rate exceeded
90 per cent, profits before taxes of the steel
industry accounted for more than 10 per cent
of sales. (See Chart 11.) The range has been
between 10.3 per cent and 16.5 per cent. In
the years in which the operating rate fell be-
low 90 per cent, the range of profits before
taxes has been between 6.4 per cent and 14.2
per cent of sales. In four of the eight years
in which that situation prevailed, the ratio
fell below 10 per cent.

Again, it is interesting to note that the
lowest ratio of profits before taxes in the
seven years of high level activity was in 1947,
the year used as a base period by the Union.
The ratio of 15.7 per cent in 1955 was ex-
ceeded by the ratios in 1950 and 1951. The
1955 record was not out of line with that
achieved in past years of high volume ac-
tivity.

The record is similar for United States
Steel. Years of high volume have been years
of higher ratios of profits before taxes to
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sales than years of low volume. The record in
1955 was more favorable than in the other six
years of high volume since 1939. (However,
the ratio in 1955 fell short of the 19.6 per cent
on sales earned in 1929 and of the ratios in
many of the earlier years in United States
Steel's history.)

Profits after Taxes

THE data for profits after taxes for the
steel industry show a range of 5.6 per cent to
8.1 per cent in the seven years in which
operations exceeded 90 per cent of capacity.

The ratio of 7.8 per cent in 1955 was exceeded
by the 8.1 per cent ratio in 1950. In most of
the other years of high level operations, the
ratio was around 6 per cent. In three years
of below 90 per cent of operations, profits
after taxes accounted for more than 7 per
cent of the sales dollar: 8.0 per cent in 1940,
7.1 per cent in 1949, and 7.3 per cent in 1956.
(See Chart 12.)

United States Steel profits after taxes in
years of high volume since 1939 have ranged
between 5.2 per cent and 9.0 per cent. The
highest ratio was recorded in 1955. However,
this rate of profits was a little lower than the
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9.5 per cent earned in 1940 and fell far short
of the record achieved in many earlier years
in the company's history.

1930
1929
1928
1927
1926
1925
1924
1923

1902 to 1922 (Avge.)

Per Cent

12.6
18.0
11.4

9.2
10.8

8.9
9.2
9.9

13.9

The importance of volume as a factor in
steel profits was well illustrated in the 1930's.

With relatively low operating rates, the steel
industry as a whole operated substantially
in the red in the early 1930's. According to
data compiled by the United States Depart-
ment of Commerce, losses were reported in
each of the years 1931 to 1933, while the in-
dustry barely broke even in 1938. United
States Steel operated in the red in 1932, 1933,
1934, and 1938 and just about broke even in
1935.

A review of the past distribution of the
sales dollar for the steel industry and U. S.
Steel reveals that "Facts On Steel" relies
upon distorted relationships derived from
comparisons with carefully selected years. To
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prove that declines had taken place in the
relative importance of material costs and
labor costs, it was necessary for the document
to ignore the impact of inflation on material
costs (although the inflation was recognized
as being a factor) and the effect of volume
upon the proportion of the sales dollar used
for employment Posts. Similarly, the rela-
tionship between high volume and profits was
ignored. The distribution of the sales dollar
prevailing in 1955 reflected primarily the
record volume of sales and output in that
year. The pattern did not differ significantly
from that in other years of high volume.

Dividends to Steel Stockholders

THE Union brief claims that steel stock-
holders "have fared extremely well" and have
been "handsomely rewarded." To support its
position, it claims that the annual rate of
cash dividends in 1956 was "some 25 times
the level of 1939" and in 1955, 211/2 times the
1939 level. ("Facts On Steel," pp. 8, 15, 16.)
It is also claimed that since 1947, steel divi-
dends have increased 1.8 times as much as
for all corporations.

The Brief contains data which show how
meaningless such comparisons are. Thus, it
notes that only 7 out of-23 steel companies
paid cash dividends to their common stock-
holders in 1939. In light of the very poor
profits position of the steel industry in 1939,
it is not surprising that fewer than one com-
pany out of three could pay dividends.

It is difficult to believe that the Union seri-
ously offers the 1939 experience as a satisfac-
tory base period against which to measure
the significance of 1955 or 1956 results. Of
course, more steel companies paid dividends
in 1955 than in 1939. And of course, they
paid higher dividends than in that depressed
year. It would be amazing if they had not
done so. Incidentally, in 1955 total steel divi-
dends were 7.5 times as large as in 1939, not

21½2 times as the Union shows. This rate of
increase must be considered against the back-
ground that few companies paid dividends in
1939 and the sixfold increase in sales volume
in the steel industry since that year.

Table 14 shows the share of the sales dollar
distributed as dividends by the steel industry
and United States Steel annually since 1939.
Included in the total are preferred and com-
mon dividends. The relatively small portion
of the sales dollars paid as dividends is
evident.

For the steel industry, the ratio of divi-
dends to sales has ranged between 2.1 per
cent (in the war years 1943 and 1944)
and 3.8 per cent (in 1940). The ratio
has been 3.0 per cent or higher in 8 of
the 18 years-including 1955 when it
was 3.1 per cent. The 1955 ratio was
equalled or exceeded in 1940, 1946, 1950,
1954, and 1956.

For United States Steel Corporation,
the ratio has ranged between 2.7 per
cent and 4 per cent (excluding 1940 when
it was 5.6 per cent). In 7 years, including
1956, the ratio has been 3.5 per cent or
higher. The 1955 ratio of 3.6 per cent
was exceeded in 1940, 1946, 1950, and
1956.

The fact is that there has been no marked
upward trend in the share of the sales dollar
paid as dividends during the 1939-56 period.
Rather, the ratio has tended to move sidewise
within a range of about 1.5 percentage points
during the period. These data do not support
the inference that dividend payments were
unusually high when the volume of.business
is considered.

Dividends: Steel Companies and
All Corporations

THE Union complains that 1956 steel divi-
dend payments (based on the first quarter re-
sults), had increased 223.1 per cent since
1947 as compared with an increase of only
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TABLE 14
Dividends as Per Cent of Sales Dollar

1939-1956

Year Steel Industry U. S. Steel

1939 2.5 3.0
1940 3.8 5.6
1941 3.0 3.7
1942 2.4 3.2
1943 2.1 3.1

1944 2.1 2.9
1945 2.4 3.4
1946 3.1 4.0
1947 2.7 3.3
1948 2.5 3.1

1949 3.0 3.5
1950 3.3 4.0
1951 2.6 2.9
1952 2.9 3.3

1953 2.5 2.7
1954 3.2 3.4
1955 3.1 3.6
1956 3.3 4.0

Source: American Iron and Steel Institute and United States Steel Corporation.

80.0 per cent for all corporations ("Facts On
Steel," p. 8). From 1947 to 1955, the alleged
increases were 176.9 per cent and 72.3 per
cent respectively ("Facts On Steel," p. 50).
Such comparisons are not meaningful be-
cause they ignore the lack of comparability
in 1947, the base year for comparison, the
difference in coverage of the two series, and
the greater rate of increase in steel industry
sales-as compared with that for all corpora-
tions.

The data for all corporations include divi-
dends on common and preferred stock while
the steel industry data used by the Union
cover only common stock. Because of the
greater stability of dividends on preferred
stock, it would be anticipated that a total in-
cluding such dividends would fluctuate less
than the more volatile dividends on common
stock. Unfortunately, there is no breakdown
between dividends on common and preferred
stock for all corporations. Hence, the only
way the two series can be compared is by in-
cluding dividends on preferred stock in the

steel dividend total. When the comparison is
made on this basis-even for the period used
by the Union-the results are substantially
different from what the Union shows. For
the steel industry, the increase between 1947
and 1955 becomes 137.6 per cent (from
$184.2 million in 1947 to $436.5 million in
1955) instead of 176.9 per cent as alleged by
the Union.

This is still a greater rate of increase than
that of 72.3 per cent for all corporations dur-
ing the same period. However, sales also

rose more sharply for the steel industry as
the following figures show:

Sales in Billions of Dollars
1947 1955 % Increase

All corporations 347.8 557.0 60.1
All manufacturing

corporations 177.8 289.8 63.0
Steel industry 6.7 14.0 109.0

Between 1947 and 1955, sales in the steel
industry increased by 109.0 per cent as com-
pared with a rise of 60.1 per cent for all cor-
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porations. In light of this substantially
greater increase in sales what is so unusual
about the fact that dividends also rose more
in the steel industry in the same period? Cer-
tainly, the Union cannot mean that expand-
ing volume should not be accompanied by
higher earnings and in turn higher divi-
dends? With a 60.1 per cent increase in sales,
all corporations have increased dividend pay-

ments by 72.3 per cent or about one-fifth
more. With a 109.0 per cent increase in sales,
steel companies have increased dividends by
137.6 per cent or about one-fourth more. Cer-
tainly, this is not a wide discrepancy in ex-
perience as alleged by the Union. The Union
obtained its conclusion by failing to use com-
parable data and by failing to note the
greater expansion in steel sales.
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VII. PROFIT MARGINS AND PRICE POLICIES IN OTHER INDUSTRIES

THE Union briefs cite with approval the
decline in profit margins for all manufactur-
ing industries from 5.7 per cent in 1947 to
4.3 per cent in the first quarter of 1956, a
period during which steel profit margins rose.
It is then stated that "Steel is out of step
with the rest of the economy." In effect this
statement suggests that steel profit margins
should have followed a pattern similar to that
for all manufacturing industries. ("Facts On
Steel," pp. 8 and 23; "Steel and the National
Economy," pp. 2, 14, and 15.) It is also stated
that "The contrast between the price policies
of the steel industry and price policies of all

manufacturing industries combined is rather
startling." ("Steel and the National Econ-
omy," p. 15.)

Underlying these statements is the assump-
tion that the relationship between the level
of steel profit margins and that for all manu-
facturing industries was proper in 1947 and
that a continuation of that relationship was
desirable. It further makes the incredible as-
sumption that there exists a "price policy"
for all manufacturing industries combined
and that this "price policy" provides a proper
guide for price policy in the steel industry. Let
us examine the merits of these assumptions.

TABLE 15

Per Cent Changes in the Major Components of the
Wholesale Price Index, 1939 to 1947

(194749 = 100)

Per Cent
1939 1947 Increase

Lumber and wood products ............................ 31.6 93.7 196.5
Farm products ................. ................. 36.5 100.0 174.0
Processed foods ................. ................. 43.3 98.2 126.8
Hides, skins and leather products ............ 5.... 2.0 101.0 94.2
All commodities .................... .............. 50.1 96.4 92.4
Chemicals and allied products ................. 5..... 5.8 101.4 81.7
All commodities other than farm products

and foods ............ ...................... 58.1 95.3 64.0
Fuel, power and lighting materials ............ 61.8 90.9 47.1
Furniture and other household durables ...... 65.4 95.6 46.2
Metals and metal products ............................ 62.6 91.3 45.8
Machinery and motive products ................... 65.3 92.5 41.7
Nonmetallic minerals .................................. 69.5 93.9 35.1
Finished steel mill products ........................ 68.0 89.1 31.0
Tobacco manufactures, bottled beverages 76.4 97.2 27.2
Rubber and products .................................. 86.3 99.0 14.7

Source: U. S. Department of Labor, Bureau of Labor Statistics.
Note: On the basis of the old wholesale price index (1926 = 100) textile products rose

from 69.7 in 1939 to 141.7 in 1947, or an advance of 103.3 per cent while pulp andpaper increased from 82.4 in 1939 to 155.1 in 1947, or a rise of 88.2 per cent.

Profit margins in 1947 were affected by a
variety of factors including the magnitude
of the cost-price increases during World War

II and in the first two postwar years. Table
15 and Chart 13 show the.changes in the main
components of the wholesale price index be-

141

34358 0-59--19



ECONOMIC STABILITY AND GROWTH

tween 1939 and 1947. By 1947, the index of
wholesale industrial prices (non-farm, non-
food) had risen by 64.0 per cent as compared
with a rise of only 31.0 per cent for finished
steel prices. In fact, the only industries with
a price rise smaller than that for finished
steel were tobacco manufactures and bottled
beverages (27.2 per cent), industries with
low labor content, and rubber and products
(14.7 per cent). Since most companies were
affected by the same types of increases in
labor costs and large increases in raw mate-
rial prices, these data showing larger price
rises would suggest that total profits in all
manufacturing industries were better sus-
tained than for the steel industry in 1947.

In the period since 1947, steel prices have
risen more than other industrial prices as
they overcame the war induced lag reflected
in 1947 relationships.

There Is No Combined
Manufacturing Price Policy

THE assumption that there is a price policy
for all manufacturing industries is contrary
to fact. This can be shown readily by use of
the profits margin data to which the Union
briefs refer. The Union used the average
manufacturing margins shown in the Na-
tional Income Accounts prepared by the
United States Department of Commerce.
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However, the breakdown of those data for
individual industries is available only
through 1953. Detailed data are published
quarterly on a more current basis by the
Securities and Exchange Commission and the
Federal Trade Commission for large com-
panies in 23 manufacturing industries. The
trends of the two series are not significantly
different for the period covered. Thus, the
SEC-FTC profit margin for manufacturing
industries declined from 6.7 per cent in 1947
to 5.4 per cent in the first quarter of 1956 or
1.3 percentage points as compared with the
estimated drop from 5.7 per cent to 4.3 per
cent or 1.4 percentage points in the Com-
merce series. The Union's price policy as-
sumption, therefore, can be checked against

the SEC-FTC data for the period used by the
Union.

Price policies vary widely among manufac-
turing industries, for different products sold
by the same company, and at different times
for the same company. Table 16 shows the
profit margins reported for 23 different in-
dustries by the SEC-FTC for 1947 and the
first quarter of 1956.

In 1947, the profit margins after taxes
ranged between 0.3 per cent for other
transportation equipment and 11.4 per
cent for lumber and wood products, ex-
cluding furniture.

In the first quarter of 1956, profit mar-
gins were as low as 1.5 per cent for ap-
parel and related products and as high

TABLE 16

Changes In Profits After Taxes to Sales, by Industry Group,
1947 and First Quarter of 1956

(In cents per dollar of sales)

First Quarter Per Cent
1947 of 1956 Change

All private manufacturing corporations ........................................ 6.7 6.4 - 19.4
Lumber and wood products ........................................ .......... 11.4 4.2 - 63.2
Furniture and fixtures ............ ...................................... 6.0 3.0 - 50.0
Stone, clay, and glass products ...................................................... 7.9 7.5 - 5.1
PRIMARY IRON AND STEEL INDusTRiES .......................................... 6.6 7.4 + 12.1
Primary nonferrous metal industries ............................................ 8.8 9.8 + 11.4
Fabricated metal products ..... ............................................. 7.4 4.0 - 45.9
Machinery (except electrical) .................................................. 7.2 5.4 - 25.0
Electrical machinery, equipment, and supplies ................. .......... 6.3 3.9 - 38.1
Motor vehicles and equipment,....................................................... 6.0 6. 0 0
Other transportation equipment ............................................ ... .3 3.4 + 1033.3
Instruments and related products .......................... :7.8 5.0 - 35.9
Miscellaneous manufacturing (including ordnance) .................. 6.2 3.2 - 48.4
Food and kindred products ....................................... ........... 4.2 2.2 - 47.6
Tobacco manufactures .................... .............. . .............. 4.1 4.6 + 12.2
Textile mill products ...... ............................................ 8.2 3.2 - 61.0
Apparel and related products .................................................. 4.6 1.5 - 67.4
Paper and allied products ......................... ......................... 10.7 6.2 - 42.1
Printing and publishing (except newspapers) .............................. 6.1 4.5 - 26.2
Chemicals and allied products .................................................. 8.7 8.3 - 4.6
Petroleum refining ............ ...................................... n.a. 10.4 ...
Products of petroleum and coal (except petroleum refining) ...... n.a. 3.7 ...
Rubber products ............ ...................................... 4.4 4.4 0
Leather and leather products .............................. ................ 4.3 2.0 - 53.5

Note: In 1947, petroleum refining and products of petroleum and coal were combined.
Sources: Federal Trade Commission and Securities and Exchange Commission.
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TABLE 17
Per Cent Relationship of Corporate Profits

Before and After Taxes to Sales in
Manufacturing Industries, 1947 and 1953

Profits Before Taxes

1947 1953

Profits After Taxes

1947 1953

Manufacturing .................. ..................... 9.3 7.7 5.7 3.2
Food and kindred products ....................................... 5 .2 3.9 3.1 1.7
Tobacco manufactures ....................................... 6.8 9.2 4.0 3.7
Textile mill products ....................................... 13.3 4.3 8.0 1.7
Apparel and other finished fabric products ............ 5.8 1.7 3.6 0.7
Lumber and furniture products ................................ 12.1 5.5 7.5 2.7
Paper and allied products . .......................... 16.3 11.2 9.9 4.7
Printing, publishing, and allied industries . ........... 10.8 7.4 6.5 3.2
Chemicals and allied products .................................. 12.7 12.1 7.6 4.7
Products of petroleum and coal ................................ 9.7 7.0 7.1 4.7
Rubber products ....................................... 6.0 7.2 3.5 2.8
Leather and leather products .................................. 6.6 3.5 4.0 1.5
Stone, clay, and glass products ................................ 12.4 12.7 7.5 5.6
Metals, metal products and miscellaneous ................ 9.9 8.5 6.0 3.6
Machinery, except electrical ..................................... 11.1 9.0 6.5 3.4
Electrical machinery ............................. ......... 9.4 9.3 5.4 3.4
Transportation equipment, except automobiles ...... - 0.4 6.7 - 2.5 2.3
Automobiles and automobile equipment ......... ........ 10.6 10.7 6.5 3.7

Source: U. S. Department of Commerce.

as 10.4 per cent for petroleum refining.
Three other industries had profit mar-
gins larger than the steel industry at
that time: primary nonferrous metals
(9.8 per cent); chemical and allied prod-
ucts (8.3 per cent); and stone, clay and
glass products (7.5 per cent).

Table 17 shows similar data for the United
States Department of Commerce series for
1947 and 1953. Again there is shown a wide
variation in profit margins as between in-
dustries for each date.

These data for industries show only part
of the story because they cover very broad
industry groups. For example, there is no
single price policy for all types of foods. The
food industry is a composite of many differ-
ent types of operation with widely varying
price policies and profit margins. Detailed
data are not available to show the breakdown
for the food industry in the SEC-FTC data.
However, the First National City Bank of
New York does publish profit margins as a

percentage of sales for several different food
industries. The 1955 data show the following:

Profit Margins
Industrial Group as Per Cent of Sales

Soft drinks .............. 8.6
Other food products ........ 4.0
Baking .............. 3.4
Sugar .............. 3.2
Dairy products .............. 2.5

Meatpacking .............. 0.8

Thus, in 1955 profits as a percentage of
sales ranged between 0.8 per cent for meat
packing and 8.6 per cent for soft drinks.
Similar variations in profit margins will be
found in other industries. The actual profit
margin required in an industry to earn any
designated return on investment or net as-
sets is determined by the volume of sales in
relationship to investment; this is known as
capital turnover. This turnover varies widely
among industries. Tables 18 and 19 show the
estimated turnover of net assets in terms of

144

716



ECONOMIC STABILITY AND GROWTH 717
sales for the industries covered in the First margin on sales into the return on net assets.
National City Bank data in 1955. The esti- For the iron and steel industry, sales were
mates were obtained by dividing the reported equal to 1.9 times the net assets. At the ex.

TABLE 18

Margin on Sales, Return on Net Worth and
Turnover Ratios of Major Manufacturing

Groups in 1955

% Return on % Margin Turnover
Net Assets on Sales Ratio

Meat packing .6.7 0.8 8.4
Aircraft and parts .24.7 3.9 6.3
Dairy products .12.2 2.5 4.9
Autos and trucks .29.1 7.4 3.9
Baking .11.9 3.4 3.5
Tires, rubber products .15.1 4.5 3.4
Shoes, leather, etc .11.5 3.5 3.3
Printing and publishing .12.9 4.3 3.0
Soap, cosmetics, etc .16.0 5.3 3.0
Other food products .11.7 4.0 2.9
Electrical equipment, radio and television 12.8 4.4 2.9
Automobile parts ................................ 15.3 5.3 2.9
Other metal products ................................ 12.8 4.8 2.7
Miscellaneous manufacturing ... ................ 11.8 4.6 2.6
Household appliances ......... I. . ............ 11.6 4.6 2.5
Paint and varnish ................................ 16.4 6.7 2.4
Office equipment ................................ 16.9 7.0 2.4
Building, heating, plumbing equipment .... 11.5 4.9 2.3
Instruments, photo goods, etc ................... 17.7 7.8 2.3
Tobacco products ................................ 11.7 5.0 2.3
Clothing and apparel ................................ 7.0 3.1 2.3
Glass products ................. ............... 20.5 9.0 2.3
Furniture, wood products ....... .................. 12.6 5.8 2.2
TOTAL MANUFACTURING .................. 15.0 6.7 2.2
Brewing .......... ...................... 6.5 3.1 2.1
Machinery .... ............................ 11.6 5.7 2.0
IRON AND STEEL. .............. 15.2 7.8 1.9
Hardware and tools ................................ 10.7 5.7 1.9
Railway equipment ................................ 9.0 4.7 1.9
Nonferrous metals ................................ 16.7 9.5 1.8
Other stone, clay products ..... -................... 16.4 9.0 1.8
Chemical products ................................ 17.7 10.0 1.8
Distilling ..... ....... .................. 6.4 3.5 1.8
Sugar ................................ 5.5 3.2 1.7
Agricultural implements ......... ................. 8.8 5.2 1.7
Textile products ................................ 7.1 4.1 1.7
Paper and allied products .......................... 13.8 8.3 1.7
Drugs and medicines .............................. _18.3 10.5 1.7
Soft drinks ........................ 14.1 8.6 1.6
Lumber .......... ...................... 14.2 9.1 1.6
Petroleum products and refining .............. 14.2 10.6 1.3
Cement ... : 20.3 16.5 1.2

Source: First National City Bank of New York, Afonthlyt Letter on Business and Eco-
no~mic Conditions, April 1956, p. 43.

Note: "Profit margins computed for all companies publishing sales or gross income
figures which represent about 90 per cent of total number of reporting com-
panies..."
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TABLE 19

Margin on Sales, Return on Net Worth and
Turnover Ratios of Major Nonmanufacturing

Groups in 1955

% Return on % Margin Turnover
Net Assets on Sales Ratio

Chain stores-food ................................ 13.4 1.2 11.2
Wholesale and miscellaneous trade .......... 8.5 1.8 4.7
Department and specialty .......................... 10.6 2.9 3.7
Construction .............. .................. 12.6 3.7 3.4
Chain stores-variety, etc ......................... 10.6 3.7 2.9
Restaurant and hotel ................................ 11.5 3.9 2.9
Air transport ........ : 13.9 5.0 2.8
Mail order ............ .................... 12.3 4.4 2.8
Other business services .............................. 16.1 7.4 2.2
Amusements .............. .................. 8.6 4.4 2.0
Miscellaneous transportation .................... 12.2 6.9 1.8
Traction and bus . ............................... 4.6 3.1 1.5
Coal mining 5................................ .6 4.2 1.3
Shipping .................................. . . ................... 9.2 8.2 1.2
Other mining, quarrying ............................ 26.2 23.5 1.1
Metal mining ................................ 13.7 13.4 1.0
Telephone and telegraph ............................ 9.5 12.6 0.8
Electric power, gas, etc ............................. 1. 9.9 13.9 0.7
Class I Railroads . ............................... 5.7 9.2 0.6

Source: First National City Bank of New York, Monthly Letter on Business and Eco-
nomic Conditions, April 1956, p. 43.

Note: "Profit margins computed for all companies publishing sales or gross income
figures which represent about 90 per cent of total number of reporting com-
panies..."

tremes, for manufacturing industries the
meat packing industry had sales equal to 8.4
times net assets while the cement industry
had a turnover of 1.2 times. For nonmanu-
facturing industries, the extremes were food
chain stores with a turnover of 11.2 times
and Class I Railroads with a turnover of
0.6 times.

Of the 41 manufacturing industries cov-
ered, 25 had a greater turnover and 13 in-
dustries had a smaller turnover than the
steel industry; 2 other industries were the
same.

Of the 13 manufacturing industries with a
smaller annual turnover than the steel in-
dustry in 1955, 9 had a higher profit margin
on sales. Of the 9 nonmanuacturing indus-
try groups which had a lower annual turnover
in 1955 than the steel industry, 6 reported a
higher margin on sales.

In general, the lower the turnover of net
assets, the higher the profit margin on sales.
This is shown by Chart 14 which relates the
turnover ratio and profit margin for the 41
manufacturing industries reported by the
First National City Bank of New York. The
fact that the steel industry profit margin is
higher than the average for all manufacturing
is not surprising since turnover of net assets
in the steel industry is lower than for all
manufacturing industries. In connection with
these comparisons, it must be kept in mind
industry turnover figures reflect the widely
varying price policies within an industry as
noted earlier.

Not only do industries have widely varying
profit margins and differing price policies,
but the same may be true within a company
depending on the products involved.

Company pricing policies also may change
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over time as a product grows to maturity in difference between price policies of electrical
terms of its market. In this connection, the appliance companies for television, which is

Chart No. 14

RELATION OF TURNOVER RATIO TO

PER CENT MARGIN ON SALES
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a product with an expanding market, and for
radios, for which the market is well satu-
rated, may be cited.

The foregoing data indicate that the al-
leged combined price policy for manufactur-
ing industries is a figment of the Union's
imagination. The proper profit margin for
any industry can only be determined by ana-
lyzing the factors affecting its products. An
adequate or a low margin for one industry
may be an exceptionally high margin for an-
other industry. For example, no one would
suggest seriously that the 0.8 per cent profit
margin on sales for meat packing in 1955
would be satisfactory for many other indus-
tries. Actually, the experience of different
industries varies widely from the average
experience. That is the nature of an average.

Other Industries Also Have
Maintained or Increased Profit

Margins Since 1947

ONE might almost conclude from the pre-
sentation in the Union brief that the steel
industry alone failed to reduce profit margins
between 1947 and the first quarter of 1956.
But as Table 16 shows, profit margins were
not reduced between these dates for the fol-
lowing industries reported in the SEC-FTC
data.

First
Quarter

1947 of 1956

Primary nonferrous
metal industries .... 8.8

Other transportation
equipment ......... 0.3

Tobacco manufactures . 4.1
Rubber products ...... 4.4
Motor vehicles

and equipment ..... 6.0

9.8

3.4

4.6

Similarly, the First National City Bank's
profits data included the following industries

in which profit margins remained the same or
rose between 1947 and 1955.

Profit Margins As
Per Cent of Sales

Manufacturing Industries 1947

Dairy products ..... 2.5

Tobacco products ... 4.5

Tires, rubber
products ... : ..... 4.4

Chemical products . . 9.6
Paint and varnish ... 6.0
Cement ............ 11.5
Glass products ...... 8.2
Iron and steel ....... 6.2
Autos and trucks .... 6.4

Aircraft and parts . -4.0

Nonrmanufacturing Industries

Metal mining ....... 12.7
Class I Railroads ... 5.5

Air transport ....... -3.0
Telephone and

telegraph ........ 7.2
All industries ....... 6.8

1955

2.5

5.0

4.5
10.0

6.7
16.5

9.0

7.8
7.4
3.9

13.4
9.2
5.0

12.6

6.8

Source: First National City Bank of New York
Monthly Letter on Business and Economic Condition,
April 1949 and April 1956.

Thus for 9 other manufacturing industries
and 4 nonmanufacturing industries in this
sample, the profit margin rose (12 indus-
tries) or remained unchanged (1 industry)
between 1947 and 1955. Clearly, an increase
in profit margins between 1947 and 1955 was
not unique to the steel industry.

Some Industries Have Higher
Profit Margins Than Steel

TABLE 18 shows that 10 out of 40 other
manufacturing industries in the First Na-
tional City Bank sample reported a higher
return on sales in 1955 than the iron and
steel industry; one other industry reported
the same return. (See Chart 15.)
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Chart No. 15
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Profit Margin as
Manufacturing Industry Per Cent of Sales

Cement . .. 16.5
Petroleum products

and refining .......
Drugs and medicines
Chemical products .....
Nonferrous metals .....
Lumber ..............
Glass products ........
Other stone,

clay products .......
Soft drinks ...........
Paper and allied

products ...........
Instruments, photo

goods ..............
Iron and steel .........

10.6
10.5
10.0

9.5
9.1
9.0

9.0
8.6

8.3

7.8
7.8

According to Table 18, each of the indus-
tries (except glass products) with a higher
profit margin on sales than steel had a lower
turnover ratio. In addition, Table 19 lists 6
nonmanufacturing industries with a higher
profit margin than the iron and steel industry
in 1955. Thus, higher profit margins were re-
ported in 16 out of 60 other industries or
almost 3 out of every 10 industries for which
the First National City Bank reported data.

Other Factors Affecting Trend
of Profit Margins

MOREOVER, profit margins declined for
some industries from 1947 to the first quarter

of 1956 because of changes in their economic
well being rather than because of any price
policy designed to lower profit margins. Thus,
the textile industry which benefited from the
early postwar boom had a profit margin of 8.2
per cent in 1947. However, as a result of
economic adversity, the margin had declined
to 3.2 per cent early in 1956. Similarly, in
the same period the apparel profit margin
fell from 4.6 per cent to 1.5 per cent and the
profit margin for lumber and wood products
fell from 11.4 per cent to 4.2 per cent.

The decline in the profit margin for all
manufacturing reflected a number of cross
currents which influenced the economic posi-
tions of the individual industries in the two
selected periods rather than any price policy
designed to narrow profit margins. In some
instances, these economic forces resulted in
high profit margins in 1947 while in other
instances they acted to depress profit mar-
gins early in 1956. It was the combined in-
fluence of these forces which resulted in a
lower profit margin rather than a "combined
price policy" aimed at lowering margins. In
light of these factors there is no reason why
the trend of the profit margin in the steel in-
dustry should have paralleled that for all
manufacturing industries as the Union sug-
gests.
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VIII. STEEL PROFITS IN ECONOMIC PERSPECTIVE

THE Union devotes considerable attention
to its allegation that steel profits are exces-
sively high. It is able to reach this conclusion
by a careful selection of base dates and by
making comparisons which have little mean-
ing because of the inadequacies of the data
used. In its presentation, the Union passed
over rather quickly the phantom profits
which have developed in the steel industry
as well as in other industries as a result of
inadequacy of depreciation allowances to cov-
er the cost of replacing plant and equipment
at today's highly inflated prices. The Union
then proceeds to paint a picture of excessive
returns on net worth by relating the profits
inclusive of phantom profits to a net worth
which fails to reflect the effects of inflation.
* That steel profits in recent years have not

been out of line with the expanding role of
steel in our national economy is indicated
when these profits are related to the expand-
ing economy in which they are earned. The
increases in the profit margin as a per cent
of sales from the depressed levels used by the
Union as base periods was found in an ear-
lier section to be a normal development and to
reflect similar experience in past periods of
boom. When steel profits are set against the
economic environment in which they are
earned, a significantly different picture
emerges from that presented by the Union.

In this section, we shall consider the impact
of inadequate depreciation allowance upon
reported profits, the inadequacies of net
worth comparisons, and the factors which
have contributed to reported increases in
profits.

Inadequacy of Depreciation Allow-
ances Creates Phantom Profits

IN both "Facts On Steel," and "Steel and the
National Economy," the Union closes its

mind completely to the influence of inflation
upon the adequacy of legal depreciation al-
lowances. This is a particularly important
problem in an industry with so heavy an
investment in plant and equipment as is
characteristic of basic steel. The Union does
not explore the extent to which book profits
have been overstated because of inability
of the industry to charge off true capital con-
sumption as an operating expense. Instead,
the Union attempts to dismiss the problem
cavalierly as an attempt "to sell the propo-
sition that the Administration's refusal to
revise the tax laws pertaining to deprecia-
tion along the lines desired by the steel com-
panies requires the industry to raise its
prices again in order to have sufficient funds
to maintain and replace its properties."
("Facts On Steel," p. 38.)

Again, without any supporting evidence,
it is contended that "from 1952 through most
of 1955, prices in general, except for steel
prices, were relatively stable-i.e., the cost
of maintaining steel facilities, replacing out-
worn and obsolete equipment, etc. was not
appreciably different in 1953, 1954, and
1955." (Idem., p. 39.) This quick dismissal of
recent price changes completely ignores the
increase in prices of producers finished goods
and in construction costs from 1952 to 1956.

With no attempt whatsoever to offer sup-
porting evidence, it is stated in doctrinaire
form that "Total depreciation charges now
are probably too high, even on the basis of
replacement cost in relation to the life of de-
preciable assets. In any case, the old argu-
ment on this point is not presented any more
except as a last resort type of exhortation."
("Steel and the National Economy," pp. 17
and 18.) In fact, in its summary, the Union
flatly states its position. "High and acceler-
ated depreciation charges permitted generally
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under the new 1954 tax law and specifically
for plants related to national security, have
resulted in a probable understatement of re-
ported profits relative to actual profits."
(Idem., p. 2.) There is no support for this
conclusion.

Measuring Capital Consumption

HISTORICALLY, depreciation has been de-
termined by charging off the original cost of
plant or equipment over its anticipated use-
ful life. This so-called straight-line method
was designed to measure the wearing out
of fixed capital from physical use and obso-
lescence combined. The measure of -capital
consumption was then deducted as a cost of
doing business in arriving at corporate prof-
its. In recent years depreciation (on an origi-
nal cost basis) in manufacturing industries
has been running at about $5 billion annually
and for all corporations at more than three
times that amount. Obviously, the adequacy
of depreciation charges has an important
bearing on the accuracy or realistic character
of profits not only in the steel industry but in
all industries with a high fixed investment
per dollar of sales or gross receipts.

The purpose behind such deductions is to
keep the real capital of the enterprise intact.
In a period of stable prices, the cumulative
charge-offs for a given item of plant or equip-
ment will be sufficient to permit its replace-
ment at the end of its stipulated productive
span. In a period of rising prices, however,
depreciation based upon original cost would
become increasingly inadequate in maintain-
ing real capital intact.

Reported profits are determined on the
basis of conventional accounting procedures,
which are well suited for years of relative
price stability.' During a period of inflation,
the net effect of these procedures is an over-

'Adapted from testimony of Jules Backman before
the 1962 Steel Wage Board.

statement of reported profits. Professor W.
A. Paton, a leading authority on accounting,
described the problem to the 1949 Steel Wage
Board as follows:

"The underlying reason for the over-
statement of corporate earnings in the
postwar years is found in the fact that
ordinary accounting procedure is based
on the assumption that the measuring
unit used, the dollar, is a stable quantum,
not subject to fluctuation. Actually, as
we all know, the value of the dollar-its
economic significance -varies continu-
ously. As long as the variation moves
within narrow limits, over a period of
years, the tendency of accounting to
overstate periodic earnings (when prices
are rising) or to understate periodic
earnings (when prices are falling) is not
of serious consequence. When, however,
the movement in the price level is severe
and persistent the limitations of the ac-
counting data become more pronounced
and the problem of the interpretation of
financial statements is a serious matter.
We are in such a period now, and ac-
counting showings of current earnings
based on recorded dollar costs are mate-
rially overstated.

.... the primary adjustment needed
in present-day income statements of in-
dustrial concerns is a revision upward of
depreciation charges in the case of plant
acquired at a substantially lower price
level than that now prevailing. Without
such adjustment corporate earnings as
reported are generally overstated, in
some cases very substantially." (Italics
added.)

Professor R. C. Jones of Yale University
has pointed out:

"The fact is that current charges for
depreciation are too low, not because of
any real or imaginary connection with
current replacements, but rather because
the postinflation dollars in which costs
are recovered have substantially less
value than did the preinflation dollars in
which the costs were incurred. The fail-
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ure to recognize this purchasing power
deficiency results in an overstatement of
taxable income, excessive income taxes,
and an exaggerated rate of return on
book investment."' (Italics added.)

Similarly, the United States Department of
Commerce has recognized this development
as the following statement shows:

"Business profits, which make up the
largest part of property income, are de-
termined by the deduction from gross
receipts of the costs of doing business,
among them being depreciation. Prop-
erty income is thus dependent in part on
the manner in which depreciation is com-
puted. In estimating national income,
the depreciation deducted is that re-
ported for tax purposes by business, and
is based on the original cost of the assets
being depreciated. If current-Vear values
of depreciation are substituted for the
reported values, a measure of business
profits and of total property income re-
sults that is more meaningful in many
ways because all costs as well as gross
receipts are expressed at a uniform cur-
rent valuation."2 (Italics added.)

The manner in which this situation de-
velops may be illustrated as follows. Straight
line depreciation ordinarily is calculated by
taking the original cost of plant or equip-
ment, deducting its anticipated salvage value,
and dividing the remaining amount by the
number of years the plant or equipment is
expected to be used. If a plant costs $1,000,-
000, has a salvage value of $100,000, and has
a life of 20 years, the average annual charge
for depreciation would be $45,000. While
there are exceptions to the use of.this method
of straight line depreciation, basically it does
illustrate the manner in which depreciation
reserves are established. Suppose at the

I Ralph Coughenour Jones, Effects of Price Level
Changes on Business Income, Capital, and Taxes,
American Accounting Association, 1956, pp. 80
and 81.

2 U. S. Department of Commerce, Survey of Cur-
rent Buasiness. November 1956, p. 19.

time the plant is replaced, the cost of its re-
placement by a plant which can produce the
same volume of goods has risen to $2 mil-
lion, instead of the original cost of $1 mil-
lion. Under these conditions, it is clear that
the company will not have made adequate
provision to maintain its real capital-its
plant and equipment-intact. Thus, for ex-
ample, assume that the plant has two ma-
chines, each of which originally cost $1
million. Presumably a total of $2 million nor-
mally would be accumulated over the years
as depreciation (plus salvage) for these two
machines. If at the time they were used up,
the cost of the machines had doubled, the
company would be able to buy only one ma-
chine with these funds and thus, in effect,
would have had its real capital reduced by
one machine.

It must be recognized, of course, that com-
panies usually do not buy identical machines
when-such replacement occurs. The new ma-
chines undoubtedly incorporate technological
changes developed after the original machines
were acquired. Nevertheless, the company is
still faced with the problem of providing
through depreciation reserves, funds for the
purchase of machines having at least equiva-
lent capacity to those which are used up.

Not too many attempts have been made to
measure the deficiency in depreciation for
specific companies. However, Professor R. C.
Jones has made such a detailed study for four
companies. His study concluded:

"The average deficiency in the purchas-
ing power of the depreciation charges of
each of the four companies studied in
this project is shown below for the five
postwar years, 1947-51.

Per Cent

Armstrong Cork Company .... 30
New York Telephone

Company ..................... 27
The Reece Corporation .......... 28
Sargent & Company ................ 29
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TABLE 20
Depreciation on Privately Owned Structures and

Equipment in Manufacturing Establishments,
1929-55

(Billions of dollars)

Ratio of Current-yearOriginal Cost Current-year cost' Cost to Original Cost'
Structures Structures Structures

and Struc- Equip- and Struc- Equip- and Struc- Equip-Year Equipment tures ment Equipment tures ment Equipment tures ment

1929 1.4 0.5 1.0 1.7 0.6 1.0 1.17 1.37 1.08
1930 1.5 .5 1.0 1.6 .6 1.0 1.08 1.20 1.02
1931 1.5 .5 1.0 1.5 .5 1.0 .99 1.03 .97
1932 1.5 .5 1.0 1.4 .5 .9 .92 .93 .92
1933 1.4 .5 .9 1.3 .5 .8 .92 .94 .91
1934 1.4 .5 .9 1.4 .5 .9 1.02 1.09 .97
1935 1.4 .5 .9 1.4 .6 .9 1.02 1.10 .98
1936 1.4 .5 .9 1.5 .6 .9 1.04 1.15 .98
1937 1.4 .5 .9 1.6 .7 1.0 1.13 1.27 1.05
1938 1.5 .5 .9 1.6 .7 1.0 1.11 1.23 1.05
1939 1.5 .5 .9 1.6 .6 1.0 1.09 1.18 1.04
1940 1.5 .5 1.0 1.7 .7 1.0 1.13 1.24 1.07
1941 1.6 .6 1.0 1.9 .8 1.2 1.22 1.36 1.14
1942 1.7 .6 1.1 2.1 .9 1.2 1.27 1.52 1.13
1943 1.7 .6 1.1 2.2 1.0 1.2 1.29 1.63 1.11
1944 1.8 .6 1.2 2.2 .9 1.3 1.26 1.55 1.11
1945 1.9 .6 1.3 2.4 1.0 1.4 1.27 1.62 1.10
1946 2.0 .6 1.4 2.8 1.2 1.6 1.38 1.87 1.15
1947 2.3 .7 1.6 3.6 1.5 2.1 1.54 2.06 1.30
1948 2.7 .8 1.9 4.2 1.7 2.5 1.58 2.18 1.33
1949 2.9 .8 2.1 4.5 1.7 2.8 1.52 2.05 1.32
1950 3.2 .9 2.3 4.8 1.7 3.0 1.49 1.99 1.31
1951 3.5 .9 2.6 5.5 1.9 3.6 1.58 2.14 1.38
1952 3.9 1.0 2.9 5.8 2.0 3.8 1.50 2.08 1.31
1953 4.2 1.0 3.2 6.1 2.0 4.0 1.44 2.01 1.27
1954 4.5 1.1 3.5 6.4 2.0 4.4 1.41 1.87 1.27
1955 4.9 1.1 3.7 6.7 2.1 4.6 1.38 1.84 1.25

1. Cost prevailing in each year of period. 2. Computed from unrounded figures.
Source: U. S. Department of Commerce, Office of Business Economics, Survey of Cur-

rent Bustness, November, 1956, p. 11.

"These deficiencies, it should be noted, of general purchasing power."'
are in terms of general purchasing During virtually all of the postwar period,
power and not in terms of replacement t
costs. No attempt has been made to com- the United States Department of Commerce
pute current or replacement costs be- has stressed the conceptual desirability of ad-
cause the effect of technological change justing corporate profits in the national in-
cannot be determined, but the rapid rise come accounts for the inadequacy of depreci-
in index numbers for construction costs ation allowances, as it does currently to re-
and machinery prices suggests that the move the effect of changes in inventory
deficiencies on a replacement cost basis
would be higher than they are in terms I Jones, op. cit., p. 85.
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values. Until recently, however, it had not
developed an acceptable procedure for cor-
rection of the under-depreciation.

We now have official formalized measures
for depreciation in manufacturing industries
on a current-year value basis. These estimates
reveal the extent of the divergence between
depreciation as reported for tax purposes and
actual depreciation required to keep the real
stock of corporate assets intact.' These fig-
ures show that in the years selected by the
Union as being devoid of under-depreciation
because of "price stability," current-year
cost depreciation exceeded original cost by
almost $2 billion annually just for manufac-
turing establishments alone. (See Table 20.)

Ratio of Current-
Original Current-Year Year Cost to

Year Cost Cost Original Cost
(billions of dollars)

1952 3.9 5.8 1.50
1953 4.2 6.1 1.44
1954 4.5 6.4 1.41
1955 4.9 6.7 1.38

Source: United States Department of Commerce.

In presenting these estimates, the United
States Department of Commerce notes:

"The using up of fixed capital, which is
a result of wear and tear in the process
of production and of obsolescence, is
conventionally measured by deprecia-
tion. The usual business practice is to
allocate the original cost of depreciable
assets over the estimated useful life
(generally by the straight-line method
in the period covered by this study).
Depreciation accumulated in the previ-
ous periods is subtracted from the orig-
inal cost of the stock of depreciable
assets to arrive at its net value.

"When the prices of capital goods
change, computation of depreciation on
the original cost of fixed assets yields
estimates of capital consumption and net

I "Manufacturing Investment Since 1929 in Rela-
tion to Employment, Output, and Income," Survey
of Current Business, November 1956, pp. 8-20.

asset values which are inappropriate for
our purposes. An original-cost-estimate
for any given year will reflect, not the
price level for any one year, but a mix-
ture of the prices of preceding years.
This makes it difficult to combine or
compare it with estimates of other eco-
nomic magnitudes for the same year or
with estimates of the same item for dif-
ferent years."2 (Italics added.)

What the Department of Commerce has
done is to estimate depreciation at constant
cost (1947 prices) as well as original costs
"by applying information on useful lives to
the respective current and constant dollar
purchases of structures and equipment."
After computing depreciation by the
straight-line method, depreciation at constant
cost was converted to current-year cost by
multiplying the 'depreciation for each year
by the construction and equipment price in-
dexes for that year. The Department warns
that in the use of price indexes, adequate
allowance may not be made for quality
changes or for the greater efficiency of cap-
ital goods because of improved plant layout,
better organization, etc.

There are also offsets in the other direc-
tion, however. Thus, the Department adds
that "in an expanding industry such as man-
ufacturing, the straight-line method again
overstates the level of net assets and in
addition understates depreciation." (Italics
added.) Again another offset, particularly
in the light of the bulge in investment in re-
cent years, is the point advanced by the De-
partment to the effect that "the straight-line
method of allocating depreciation over the
useful life of the capital goods tends to un-
derstate the use derived from the structures
and equipment in the early years of life and
to overstate the use obtained in later years."8

(Italics added.) Finally, revolutionary tech-
nological developments can also shorten the

2 Ibid., p. 11.
aIbid., p. 12.
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lives of existing assets through extraordinary
obsolescence.

How do the Union's contentions measure
up with the findings of the United States De-
partment of Commerce, keeping in mind the
reservations as to both over-statement and
under-statement even in the Department's
estimates? Viewed over the longer-term, the
Department's figures show the significant
extent to which under-depreciation has
affected manufacturing profits. Selecting the
period so frequently cited by the Union,
1947-1955, manufacturing depreciation on
an original cost basis is found to aggregate
about $32 billion. The corresponding total on
a current-year cost basis is about $47.5 bil-
lion. The difference of about $15 billion or 50
per cent is large and meaningful despite the
reservations earlier cited as to inability to
correct for quality change. Indeed, in the
period of price stability cited by the Union,
namely, 1952-1955, the traditional form of
depreciation allowance fell about $7.5 billion
short of replacement costs.

Even without further pressure from new
price increases, replacement costs were still
running well over 40 per cent above deprecia-
tion measured on the basis of original costs.
What the Union has obviously failed to com-
prehend is that, despite short-term price
stability, the inadequacies of depreciation on
an original cost basis still remain. The need

for correcting for inventory profits may well
be eliminated by stable prices over the short-
term. But much of our existing plant and
equipment was purchased before the war or
immediately after. The index of wholesale
prices of producers' finished goods advanced
by 55.2 per cent between 1947 and Decem-
ber 1956. Even with stable prices, therefore,
durable equipment purchased less than a
decade ago would cost $3 to replace for every
$2 of original cost. Depreciation determined
on an original cost basis would be just about

as inadequate as it was previously shown to

be by the Department's actual estimates for
all manufacturing.

The Union's charge, given wide publicity,
in its summary statement and elsewhere is
that depreciation has been overstated and
that, hence, this has "resulted in a probable
understatement of reported profits relative to
actual profits." The official figures completely
cut the ground from under this charge. It is
true that as industry has added more modern
and higher-priced equipment, the impact of
under-depreciation upon profits has been re-
duced. The zenith of replacement cost rela-
tive to original cost was apparently reached
in 1948-1951.

In more recent years, the differences be-
tween depreciation on original and replace-
ment cost bases have tended to narrow but
even in 1955 current cost depreciation was
still running 36.7 per cent above the corre-
sponding original cost depreciation. (See
Chart 16.) Since manufacturing income be-
fore taxes in 1955 was about $24 billion, it
can be seen that the understatement of depre-
ciation even in that year led to a significant
overstatement of actual profits, rather than
the understatement claimed by the Union.

For the long-term, the Department of
Commerce has these conclusions to offer:

"To convert reported manufacturing
depreciation into current values it must
be adjusted upwards in all years in the
period, 1929-1955 save 3 during the
trough of depression; and even in those
years, the downward adjustment is less
than 10 per cent. The size of the adjust-
ment increases persistently from 1933 to
1948-to a maximum of about 60 per
cent-because of the a!most continuous
increase in prices that occurred during
these years. With prices considerably
more stable thereafter, the prices under-
lying book value depreciation gradually
catch up with current year prices and
the ratio of current to original cost tends
to decline."'

l Idem., p. 19.
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Accelerated Amortization Does Not
Provide Full Offset to
Under-Depreciation

THE Union attempts to make particular
capital of the offsets to under-depreciation
arising from accelerated amortization "dur-
ing World War II and during and after
Korea." ("Steel and the National Economy,"
p. 17.) "Further, the tax laws of the United
States have been revised to allow all plant
and equipment outlays to be depreciated at
a more rapid than normal rate." Without
offering any evidence as to how widespread

has been the adoption of the "more rapid"
rate or of the actual amounts involved, the
conclusion is then offered that "normal de-
preciation charges would have been far less.
The larger depreciation allowances might be
looked upon as extra profits."

The facts concerning the impact of rapid.
amortization contradict the Union's unsup-
ported contention that "Total depreciation
charges now are probably too high, even on
the basis of replacement cost, in relation to
the life of depreciable assets." ("Steel and
the National Economy," p. 17.)

Instead, the United States Department of

3435S 0-59-20
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Commerce finds that even after allowance for
rapid amortization, economic depreciation
continued to outstrip legally permissible de-
preciation in recent years.

"Beginning in 1941, the upward adjust-
ment in property income because of rap-
id amortization tends to offset the depre-
ciation revaluation and because of its
increasing importance through 1945, the
net effect is up in 1944 and 1945. From
1946 to 1951, the amortization adjust-
ment changes direction and works to de-
crease property income thus reinforcing
the effect of the depreciation revaluation,
although the latter is quantitatively
much the more important. Again in 1952
as in 1941, the advent of rapid amortiza-
tion mitigates the downward deprecia-
tion valuation adjustment, but through
1955 the net adjustment has continued to
diminish the relative share of manu-
facturing property income."' (Italics
added.)

Data are not available to show for the en-
tire steel industry the extent to which accele-
rated amortization has offset the under-
depreciation of other property.

Estimates made by United States Steel Cor-
poration show that the total depreciation
charges, inclusive of accelerated amortization,
have fallen short of the amounts required to
replace the assets used up in each of the post-
war years. In its Annual Report for 1956,
the Corporation reported:

"Thus U. S. Steel's wear and exhaustion
recorded for 1956 was $278 million, or
about $67 million short of the $345 mil-
lion needed for buying power recovery.
Included in recorded wear and exhaus-
tion is $140 million of amortization
which will decline and virtually disap-
pear after 1958.

"As that happens the depreciation de-
ficiency will actually increase and income
will seemingly increase. Since taxes will
increase by over half the decline in amor-

ISureye of Current Business, November 1956, p. 20.

tization, a curious and serious situation
will result: At the very time that the
business appears to have greater income
the cash with which to conduct it is di-
minished; and cash is what is required to
cover the ever-mounting costs, to supple-
ment the inadequate depreciation per-
mitted, and to meet the expanding work-
ing capital requirements in a period of
continuing cost inflation."2

Chart 17 shows the picture since 1940 for
United States Steel. The aggregate deficiency
for the 1940-56 period has been $904.0 million.
As a result of this deficiency, profits have been
overstated, not understated as alleged by the
Union.

It seems apparent that accelerated amorti-
zation has offset only part of the under-depre-
ciation of assets. But even this partial relief
will exact its price tomorrow. When this ac-
celeration disappears over the next few years,
the result will be an increase in the magnitude
of under-depreciation and a rise in the magni-
tude of phantom profits.

Higher Replacement Costs

ADEQUATE data are not available on a
year to year basis to determine the changes
in costs of steel plant and equipment because
many facilities are acquired only periodically.
W. A. Walker, Vice President and Comptrol-
ler of United States Steel Corporation, has de-
scribed the magnitude of increases in the cost
of steel facilities as follows:

"Let me give you some examples of how
the cost of the tools of production which
we buy has gone up. In EXHIBIT I the
first column describes the asset. The sec-
ond column shows the year of original ac-
quisition. In the third column is given the
latest year in which we purchased a simi-
lar facility. In order that you may have
some idea of how rapidly the costs of
these specific items have risen, I have re-

2 United States Steel Corporation, Annual Report
1956, p. 27.
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Chart No. 17
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corded percentages in the last column.
These are the compound rates of increase
in cost per year. If you run your eye
down that last column. you will see that
for these individual items the compound
percentage rate of increase per year
ranges from 4.4 per cent to 19.6 per cent
per year."

EXHIBIT I
Specific Fixed Asset Cost Increases

Original Latest % Per Year
Asset Year Year Increase

100 ton ladle .. 1912 1956 5.0
Structural mill

& aux ......... 1926
6 stand billet

mill ..... ..... 1925
Blast furnace .. 1948
O.H. charging

machine .... 1929
Electrolytic

clean. line ... 1946
Boring mill 1945
Coke battery .. 1927
Cold reduction

mill . 1940
1750 hp revers-

ing motor . 1945
W. A. Walker, Inadequate Depre.
Manufacturing Industry, Octobe

profits after taxes, we have to earn
$112/2 million before taxes. And last
year it took the profit on 600 million of
the dollars we received from our cus-
tomers-about one-seventh of our total
sales-to pay for that one open hearth
plant.

"So every penny of profit we made on
one-seventh of our total sales last year
will be wiped out in replacing this open
hearth. And that, of course, is only one
facility. We have many other furnaces,
mills, and machines which must be re-
placed each year.

1956 4.4 "In this connection, however, I should
point out that many new facilities we

1951 5.5 buy today are better and more produc-
1952 19.6 tive than the old ones they replace; and

the new open hearth shop I have just
1951 6.9 described will produce about one-third

more steel than the present one does.
1951 16.5 But taking this into full account, it will
1956 7.7 still cost more than 41/2 times as much,
1952 5.6 per ton of capacity, as the original

facility did."'
1950 8.9

Russell L. Peters, Chairman of the Finance1955 7.8 Committee of Inland Steel Company has
ciation in the Metals ted out
r 1956, pp. 2 and 3. pointe ut:

Roger Blough, Chairman of the Board of
United States Steel Corporation, has illus-
trated the problem of higher replacement
costs as follows:

"During the past 10 years alone, our
plant and equipment costs have more
than doubled. . . . Let me give you an
actual example of this problem as we
face it today:

"Back in 1930 we built an open hearth
plant which cost about $10 million. To-
day it will cost us about $64 million to
replace that plant. Through depreciation
we have recovered the original $10 mil-
lion that we spent on this facility. The
remaining $54 million, however, will
have to come out of our profits-our
profits after taxes.

"But in order to earn $54 million in

"It now costs us about 31/2 times the
original price to replace a given facility
installed 25 years ago. If this inflation-
ary trend continues as it has during the
past 15 years, it will in the next 10 years
cost us 5.43 times the original price to
replace a facility that was constructed
25 years earlier.

"New financing is not the answer to
the replacement of facilities needed just
to maintain present capacity levels. You
cannot borrow money which must be
paid back out of earnings, or sell stock,
just to stand still. This would represent
a dilution of equity in its worst form.

"This leaves only one source of funds
for the amounts needed to supplement
inadequate depreciation allowances and

I Formal remarks at the annual meeting of stock-
holders, May 7, 1956.

732

160



ECONOMIC STABILITY AND GROWTH

for the purpose of keeping present
capacities intact-higher prices."

Benjamin Fairless, President of the Amer-
ican Iron and Steel Institute, estimated in
1956 that "at 1955 prices the industry must
spend somewhere between a billion and 1.2
billion dollars a year for facilities in order to
stay even. This does not include anything for
major capacity expansion. Ten years ago the
corresponding estimate was from $400 to
$500 million. Call it $450 million. . .. Part

of the reason for the big increase that has

occurred in the stay-even cost over the past
ten years is that capacity was expanded."

The Union's claim that "the cost of main-
taining steel facilities, replacing outworn and

obsolete equipment, etc. was not appreciably
different in 1953, 1954, and 1955," ("Facts
On Steel," p. 39) is not supported by the
available data. Table 21 shows the changes
in the prices of producers' finished goods and
construction costs. Between 1952 and 1955-
the period of so-called stability in costs-the
Engineering News Record's index of con-
struction costs rose from 126.4 to 146.2 or by

15.7 per cent. By the end of 1956, the index
was 156.3, thus making the total rise 23.7
per cent since 1952. (See Chart 17.) The
Bureau of Labor Statistics index of produc-
ers' finished goods rose by 5.9 per cent be-
tween 1952 and 1955; by the end of 1956, the
level was 18.7 per cent above the 1952 level.

ALE 21

Changes in Prices of Producers' Finished Goods,
Non-Farm-Non-Food Commodities and Construction Costs,

1939-1956

(194749 = 100)

Wholesale Prices Construction Costs

Producers' Non-Farm-
Finished Non-Food Engineering Department

Year Goods Commodities News Record of Commerce

1939 n.a. 58.1 52.1 51.0
1940 n.a. 59.4 53.6 51.8
1941 n.a. 63.7 57.2 55.0
1942 n.a. 68.3 61.3 61.4
1943 n.a. 69.3 64.2 64.7

1944 n.a. 70.4 66.1 64.4
1945 n.a. 71.3 68.2 66.7
1946 n.a. 78.3 77.7 76.5
1947 92.8 95.3 92.2 93.3
1948 101.1 103.4 102.4 104.0

1949 106.1 101.3 105.4 103.0
1950 108.7 105.0 113.4 106.5
1951 119.3 115.9 120.1 115.4
1952 121.3 113.2 126.4 119.1
1953 123.1 114.0 132.9 121.8

1954 124.7 114.5 139.2 121.6
1955 128.5 117.0 146.2 124.6
1956 138.1 122.2 153.4 130.7

Dec. 1956 144.0 124.7 156.3 132.8

n.a. Not available.
Sources: Economic Report of the President, January 1957, p. 163; United States Depart-

ment of Commerce, Business Statistics, 1955 Biennial Edition, pp. 27, 38, 39;
Survet of Current Business. July 1956, p. S-8; February 1957, p. S-8.
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The most recent observations of the Coun-
cil of Economic Advisers on price trends are
also directly pertinent.

"Prices of most commodities and serv-
ices rose during 1956. Industrial prices,
which had begun to increase in the sec-
ond half of 1955, continued their upward
movement in 1956.... The increase in
machinery and equipment prices was
accelerated.... By December, prices of
producer equipment had risen 18 per
cent above those at mid-1955, interme-
diate materials for durable goods manu-
facturing 10 per cent, construction
materials prices 7 per cent, consumer
durables 6 per cent, consumer nondura-
bles 3 per cent, and the average of all
industrial prices 8 per cent." (Italics
added.) '

These are significant increases in costs for
a relatively short period of time and suggest
that the costs of new steel plant and equip-
ment have been far from stable since 1952.
The forces creating under-depreciation and
phantom profits have continued to operate.

In summary, it seems clear that inadequate
depreciation continues to lead to an over-
statement of profits of American industry,
particularly for steel and other manufactur-
ing industries with a relatively high fixed
investment in capital facilities and equip-
ment.

Short term price stability may resolve the
problem of inventory revaluation but the
need for depreciation revaluation would con-
tinue even if prices of capital goods were to
remain stable for even a decade. Actually,
prices of producer finished goods rose by 13
per cent from June 1955 to December 1956;
construction costs have also continued to
move upward unbrokenly. Thus, the problem
of under-depreciation and the resulting over-
statement of book profits continues critical
rather than an "old argument . . . not pre-
sented any more except as a last resort type
of exhortation," as the Union contends.

I Economic Report of the President, 1957, pp. 30, 32.

Inadequacies of Net Worth-Profit
Comparisons

THE Union brief is replete with references
to steel profits relative to net worth. The
reader is never informed about the limita-
tions and reservations which surround the
conclusions drawn from such comparisons.
It is stated that "net profits (after taxes)
as a rate of return on net worth for 1955
were 13.8 per cent, which is considerably
higher than the rate for any year in the last
quarter of a century (except for 1950) and
more than double the 6 per cent rate which
normally and traditionally has been consid-
ered to be a fair and reasonable rate of return
on stockholder investment." ("Facts On
Steel," p. 12.) (Italics added.)

It is also stated that:

"While the steel industry constantly
complains of an inadequate return on
its investment, the actual figures do not
bear this out. It has long been accepted
in accounting and financial circles that
net profits after taxes at 6 per cent on
net worth represent a fair and reason-
able rate of return. In 1939 the steel
industry did not quite reach this stand-
ard. The rate of return that year was
4.2 per cent. Since then the rate of re-
turn has exceeded 6 per cent in every
year except during World War II. In
most peace-time years since 1939, the
rate has been in excess of 10 per cent.
In 1955, the over-all rate for the Indus-
try (25 companies) was a phenomenal
13.8 per cent with only 2 companies
earning a rate of less than 6 per cent
and 17 companies earning more than 10
per cent." (Ibid., pp. 18 and 19.)

For manufacturing industries, it is pointed
out that:

"In only one year since 1947, namely, the
1954 recession year, did the rate of
profits after taxes fall below 10 per cent
of stockholder's equity. In only two years
did the rate of profits before taxes on
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stockholders' equity fall below 20 per
cent. These are truly very high profit
rates and it is clear that manufacturers
can cut profit margins much more and
still earn handsomely on their invest-
ment." ("Steel and the National Econ-
omy," p. 14.)

In both reports profits are thus found to
be higher than prewar, relative to net worth.
They are also found to be above 6 per cent-
a so-called "fair and normal return," in the
Union's judgment. From this the Union leaps

to the conclusion that the return on invest-

ment in steel and all manufacturing is exces-
sive. No attention whatsoever is paid to (a)

the meaningfulness of such comparisons in

a period of inflation or (b) the warrant of
holding the rate of return of 6 per cent as
"fair and normal" in such a period or for

industries other than public utilities to which

such standards have been applied in the past.

How Inflation Impairs

Net Worth Comparisons

PURPORTED high returns on net worth

are completely misleading. They reflect an
inevitable fiction which arises during a
period of inflation. Prices for current output
necessarily respond more promptly to infla-

tionary pressures than do book values of
plant and equipment. Only as plant and

equipment are retired and replaced are the
higher price levels reflected on the books of

the company. This necessarily is a slow proc-
ess which takes a long period of years to

complete. It is this lag which is largely re-

sponsible for the reported large returns on
net worth. Profits are stated in current in-

flated dollars; net worth is stated in good

part in old or "hard" dollars. The return on
net worth gives no indication whatsoever of

how much can be earned on dollars invested
currently.

In arriving at the rate of return on net

worth, it is imperative to recognize the dis-
tortions introduced by inflation in both the

numerator and denominator of the equation;

the base called net worth and the share called

profits profits after taxes = rate of return.
net worth = e

Unless the rate of return is corrected for the

two types of bias (which are reinforcing),
it is so distorted that the comparisons are
virtually meaningless, particularly over the
longer-run.

In this connection, Professor R. C. Jones
has noted:

"It is now evident, however, that this
ratio [of net business income to capital
employed] can be quite misleading if it
is computed in nonuniform historical
dollars when the value of the dollar itself
is changing at a significant rate. When
the general level of prices is rising, that
is, when the value of the dollar is falling,
revenues are made up entirely of small
current dollars while both expenses and
invested capital are stated at least in
part in older and larger dollars. This
condition combined with the fact that
net profit is usually a small percentage
of gross revenues creates a strong up-
ward bias in nominal or apparent rates
of return. There seems still to be a
tendency to underestimate the amount of
bias in earning rates based on conven-
tional statements, but the fact that a
bias does exist is now generally admit-
ted."' (Italics added.)

Turning first to the inadequacies of the net
worth base, the pivotal point here is that the
figures on investment as taken from company
books relate to the past cost in years in which
prices were significantly lower. In a period
of inflation, prices for current output respond
far more quickly to price changes than does
the book value of fixed assets, particularly
when, as in the case of the steel industry,
there is a relatively low turnover of invest-
ment per dollar of sales. A significant pro-

l Jones, op. cit., pp. 1 and 2.
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portion of net worth c(
prised of investment in a
and the return on net wc
no indication of what co
comparable investment c
lars.

This disparity in the r,
of the numerator and den
of return equation can I
if the frame of referen
cumulative total of past
stead, the cumulative te
assets into which past d,
were transformed. These
on company books on tI
cost-in many instance
harder dollars of the pi
postwar years. Thus, n(
melange of assets that
priced in a period of infl
so in industries such as si
long-lived in character
addition to fixed assets i
but a small fraction of the
of capital assets.

Some measure of the
denominator (net worth
use of original costs cai
recent study by the Unite
of Commerce.' In terms
prices of manufacturii
equipment in 1939, 1947

Year

1939

1947
1955

Structures

46
100

129

rntinues to be com- dollar of earnings with which it is being com-
)ld or "hard" dollars pared. Similarly, all fixed assets acquired in
irth as a result gives 1939 and in being today would have to be
m be earned from a raised by 121 per cent to restate them in 1955
,f today's "soft" dol. costs as compared with original costs. Even in

the case of more recently added plant and
espective time spans equipment, the influence of inflation tends to
ominator of the rate bias downward the net worth figures. Equip-
be more clearly seen ment purchased as recently as 1947 generally
ce becomes not the cost nearly 40 per cent more to replace in
investments but in- 1955 while total fixed assets acquired would
otal of the physical have to be raised 35 per cent to be stated in
ollars of investment the same dollars as the 1955 profit figures. In
investments appear addition, prices of producers' equipment rose

he basis of original 13 per cent from June 1955 to December
as in the hard or 1956 so that early in 1957 the cost of replace-
*ewar or immediate ment is considerably higher than in 1955.
et worth becomes a The influence of this accumulated stock of
are always under- capital goods valued at lower price levels

ation and especially upon estimates of current net worth is an
teel where assets are item of major importance in profit-net worth
and where the net comparisons. As estimated by the United
n any given year is States Department of Commerce, the total
e total existing stock real net value of privately owned structures,

equipment and inventories in manufacturing
extent to which the in 1939 was $58.5 billion (in 1947 dollars).

is affected by the The corresponding totals for 1947 and 1955
a be gained from a were $78.1 billion and $101.5 billion, respec-
d States Department tively.' Thus, prewar and immediate post-
of 1947 as 100, the war assets still represent a sizable propor-

rig structures and tion of today's physical assets in manufac-
and 1955 were: turing industries. And what is directly in

point, these are carried on the books of man-
Structures & ufacturers at an original cost from a half to

uipment Equipment
6 a third below their costs in today's market

100 610 prices.
100 10°0 The longer life span of facilities employed
139 135 in the production of steel aggravates the im-

101.4 121.3 perfections of the net worth base as developed
above for all manufacturing. In 1939, total

hat the original cost steel ingot capacity was 81.8 million tons
39 would have to be ("Facts On Steel," p. 38), which was acquired
it to bring its value at the price levels prevailing then and in ear-
ing power of today's lier years. By 1947, steel ingot capacity had

ess, November, 1956. 2 Survey of Current Business, November, 1956, p. 14.

Eq

% Increase
1939-1955 180.4

These figures suggest t
of a structure built in 19
increased by 180 per ceo
into line with the purchas

I Survey of Current Basin
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been raised to about 91 million tons, or about
10 million more than in 1939. Some old capac-
ity had been retired but the preponderant
bulk of the facilities then in being had been
built at prices 26 per cent to 55 per cent
below those prevailing in 1955. By 1956,
capacity had been increased to 128.4 million
tons or about 37.5 million tons above the

1947 total and 46.6 million tons more than
in 1939. Even after allowance for facilities
that have been retired over this period, it
would appear that existing fixed assets in

the steel industry would have to be increased
significantly in value, in order to render the

base of the profit-net worth ratio comparable
with the current profit figure.

We have shown, therefore, that serious im-
perfections exist in the net worth data when
employed as a basis for determining profit-
ability in a period of sustained inflation or ac-

celerated price increases in the cost of manu-

facturing structures and equipment. The use

of original cost in the valuation of past invest-
ment significantly understates today's costs of
plant and equipment to which today's profits
are to be related and hence contributes to-
ward the "phenomenal" rate of return criti-

cized by the Union.
In contrast to the understatement of true

net worth, a period of inflation leads to an
overstatement of reported profits of corpora-

tions. First, legally permissible depreciation
charges fall steadily behind the true costs of
capital consumption in such periods. The

extent of this profit overstatement and the
significant degree to which profits of manu-

facturing corporations in general and steel
companies in particular are overstated for
reasons of depreciation inadequacy has been
demonstrated above.

Secondly, the profits data may be over-
stated in a period of price inflation because
the price rise contributes toward a fictitious
element in book profits through the rising
values of inventories. To the extent that the

last in first out (lifo) method of handling in-
ventory is used, this factor is not of impor-
tance. It does not affect the figures for United-
States Steel because the Corporation uses lifo.

Perhaps a simple illustration may indicate
the nature of the problem created by inflation
of prices. Let us assume a plant cost $100,000
before the war and had a life of twenty years.
Also assume that the reported net worth of
the company on the basis of the book figures
is $100,000 and that reported profits after
taxes in 1956 totaled $15,400, or an apparent
return of 15.4 per cent on net worth based on
prewar costs. In deriving this profit, $5,000
was deducted for depreciation. Actually, the
plant would cost $200,000 to reproduce today
and if allowance were made for this higher
cost, there would be a doubling of depreci-
ation charges to $10,000 and net worth would
be increased to $200,000. After allowing for
this increase in depreciation costs, the com-
pany would have profits after taxes of $12,-
960. But this would represent a return of only
6.5 per cent on the net worth at today's cost of
$200,000, as compared with the 15.4 per cent

apparent return on net worth based upon pre-
war costs. The following tabulation shows
these calculations:

Return on
Recorded

Net Worth

Net Worth ............ $100,000

Gross income ........ 100,000
Costs, other than

depreciation ...... 63,000
Depreciation ........ 5,000

32,000

Taxes (52%) ...... 16,640
Profits after

taxes ............. 15,360
Return on

Net Worth 15.4 %O

Return on
Net Worth
Adjusted to

Reflect Replace-
ment Cost

$200,000
100,000

63,000
10,000

27,000

14,040

12,960

6.5%

The reported returns on net worth not only
involve a relationship to an understated value
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of net worth, but also involve the overstate-
ment of profits which results from the under-
statement of depreciation charges.

That the changes shown in the above hypo-
thetical illustration may not be too far from
reality is indicated by the results of a study
of four companies made by Professor R. C.
Jones of Yale University. When he allowed
for the effects of inflation on the accounts of
four companies, he found the following dif-
ferences between reported profits and profits
adjusted for the effects of inflation :'

Average Rate of Return
Reported Adjusted

Armstrong Cork Company (per cent)
1946-48 ................... 10.4 5.0
1949-51 ................... 10.1 5.8

The Reece Corporation
1946-48 ................... 9.6 4.7
1949-51 ........ . 7.3 4.3

Sargent & Company
1946-48 ..................
1949-51 ..........

New York Telephone
Company

1946-48 .................
1949-51 . .... .......

9.5
6.7

6.3
5.5

3.3
2.8

In connection with his evaluation of the
New York Telephone Company, Professor
Jones described the factors accounting for the
difference between reported and adjusted av-
erage rates of return as follows:

"There are two principal reasons why
this economic or adjusted earning rate is
only half as high as that shown by the
historical or book figures. Adjusted ex-
penses, principally depreciation, are
higher (and net income lower) because
preinflation costs are converted into their
current-dollar equivalents. The adjusted
investment is substantially larger than
book investment because of a similar
conversion of plant costs and capital con-
tributions."2

l Jones, op. cit., p. 6.
2 Jones, op. cit., pp. 17 and 18.

Thus, it is clear that it is mainly because
of the impact of inflation upon the adequacy
of depreciation charges and the level of net
worth that Professor Jones found the ad-
justed average rate of return so much lower
than that which was reported.

In other words, a considerably different
picture emerges when today's profits based
on today's real costs are related to today's
costs of plant and equipment than is shown
when profits are related to investment in
terms of original prewar costs. Returns on
net worth largely reflect a comparison of
overstated reported profits with understated
net worth. In terms of incentives for new
investment, the 6.5 per cent figure, not the
15.4 per cent figure in the hypothetical case,
represents the realistic alternative facing the
executive and investor who must make deci-
sions on the basis of such figures.

This problem is not unique to the steel
industry. Thus, the Mountain States Tele-
phone and Telegraph Company observed in
its 1956 Annual Report (page 9):

"New plant to serve each new telephone
is costing more on the average than has
already been invested to serve each exist-
ing telephone. The volume from the new
telephone is no more than from the exist-
ing telephone, but expenses such as prop-
erty taxes and depreciation are greater.
Thus net earnings from the new tele-
phone are less in the face of larger in-
vestment which calls for larger net earn-
ings-a double barreled effect which we
call attrition." (Italics added.)

In summary, in the years in question
profits are overstated because of (a) the in-
clusion of inventory profits which are not
economically meaningful and (b) the under-
statement of depreciation by not allowing
for the higher replacement costs in both in-
stances. Of equal significance, the estimates
of net worth are drastically understated. The
inherent defects in the numerator and de-
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nominator are not offsetting. Instead, they
are reinforcing so that the inevitable result
is a reported rate of return which the Union
misinterprets as evidence that current profits
are far above a "fair and normal" return.

Actually, the comparisons can have no eco-
nomic meaning over the period the Union

selects, unless profits and net worth are both
expressed in a common price level. As was
shown above, when correction is made for
the influence of inflation not only are profits
sharply reduced through warranted depreci-
ation and inventory adjustments, but also
the value of past investment is greatly
raised in terms of today's prices. The two
types of corrections when applied go far to
deflate the Union's conclusions about "phe-
nomenal" rates of return on investment.

A final brief comment may be offered on
the Union's advocacy of a return of 6 per cent
as "fair and normal" reward or incentive to
investors. Where this rate has been employed
in the past for public determination of a war-
ranted return on investment, it has been con-
fined to public utilities and related industries.
The industries in question are subject to
public regulation, have monopoly or quasi-
monopoly powers, and are not exposed to the
same cyclical vulnerabilities as are most
manufacturing industries, and especially
steel. The element of risk is far less signifi-
cant in public utilities than in manufactur-
ing. The services rendered are necessities,

surrounded with the public interest and with
little opportunity for resort to substitute
services or materials.

These elements of economic distinction are
so well known that it seems unnecessary to

do more than outline the basic differences
between the function of profits of a publicly-
regulated industry and the function of profits
in freely competitive enterprise. In this con-
nection, one can only repeat the telling criti-
cism by Sumner Slichter of the failure of
Robert Nathan in his 1946 report to grasp

the true purpose of profits in our economy.
As Dr. Slichter so aptly put it, "One of the
most unsatisfactory parts of Mr. Nathan's
report is its failure to understand the role
of profits in the modern economy. Profits are
the reward for two peculiarly useful activi-
ties. They are the return which business
owners receive on equity capital and they are
the yardstick by which managers demon-
strate their efficiency to their employers by
developing new methods and new products.
Hence, the opportunity to make a profit is an
incentive for investors to put more equity
capital into industry and for managements
to make more innovations. The striving of
the owner operators and the managers of
more than ten million business enterprises,
agricultural and non-agricultural, to make
more profit is what makes the American
economy the most progressive and dynamic
in the world."'

Return on Net Assets: Steel and
Other Manufacturing Industries

DESPITE the limitations of returns on net
worth, the Union brief has given such em-
phasis to this concept that it is of interest to
compare the record in the steel industry and
in other industries. The First National City
Bank of New York publishes data for the
iron and steel industry and other industries
showing the return on net assets each year.
The 1955 data appeared in the Bank's
Monthly Letter for April 1956. The tabula-
tion covered 56 iron and steel companies with
book net assets of $7,181 million as of Janu-
ary 1, 1955. The survey showed a return of
15.2 per cent for the iron and steel industry.
The average return for all manufacturing
was 15.0 per cent or 0.2 percentage points
lower than for iron and steel. Out of 40 other
manufacturing groups for which data were
reported, the return on net book assets was

INew York Herald Tribune, December 20, 1946.
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TABLE 22
Returns on Net Assets1 for All Manufacturing Industries

and the Iron and Steel Industry, 1925-1956
(After Taxes)

Excess for all
Manufacturing overYear All Manufacturing Iron and Steel Iron and Steel

per cent

1925 10.7 5.8 4.9
1926 10.8 7.3 3.5
1927 9.0 5.3 3.7
1928 11.6 7.0 4.6
1929 12.8 11.2 1.6
1930 6.4 4.5 1.9
1931 2.3 - 0.5 2.8
1932 - 0.5 - 4.0 3.5
1933 2.5 - 1.9 4.4
1934 4.3 - 0.4 4.7
1935 6.7 1.3 5.4
1936 10.4 4.7 5.7
1937 10.8 6.9 3.9
1938 4.8 - 0.2 5.0
1939 8.5 4.5 4.0
1940 10.3 8.5 1.8
1941 12.4 9.6 2.8
1942 10.1 6.5 3.6
1943 9.9 5.6 4.3
1944 9.8 5.2 4.6
1945 9.3 5.1 4.2
1946 12.1 7.5 4.6
1947 17.1 11.3 5.8
1948 18.2 13.9 4.3
1949 13.8 11.5 2.3
1950 17.1 15.3 1.8
1951 14.4 12.3 2.1
1952 12.3 8.8 3.5
1953 12.5 11.6 0.9
1954 12.4 9.4 3.0
1955 15.0 15.2 - 0.2
1956 13.9 13.9 0
'Net assets at the beginning of each year are based upon the excess of total balancesheet assets over liabilities; the amounts at which assets are carried an the books arefar below present-day values. (Italics added.)
Source: First National City Bank of New York, Monthly Letter On Economic Consui.tions, April issue of each year.

higher in 13 industries; lower in 27 indus- reported return on net assets of 15 per cent
tries. The manufacturing industries which or more in 1955 were the following:
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Autos and trucks ..........
Aircraft and parts ........
Glass products ............
Cement ..................
Drugs and medicines ......
Chemical products .........
Instruments, photo goods, et
Office equipment ..........
Nonferrous metals ........
Other stone, clay products ..
Paint and varnish ........
Soap, cosmetics, etc.......
Automobile parts .........
Iron and steel ............
Tires, rubber products ....
Total Manufacturing .....

In connection with these
warns:

"Since the book net ass
total reported assets ova
carried on the balance
cases far below present
rates of return thereon
ingly higher than if c
basis of actual replacei
42.)

Per Cent Return points for all manufacturing as compared
on Net Assets with the steel industry in 1947 was the

.... 29.1 widest for any year for which the data are

.... 20.5 available. Thus, by using 1947 as a base

.... 20.3 period, the Union was able to show the

.... 18.3 maximum contraction of spread between all
17.7 manufacturing and the steel industry.

tc. .. 17.7 Actually 1955 was the only year in which
.... 16.9 the return on net assets for steel companies

16.4 exceeded that for leading manufacturing

..... 16.4 companies. Thus, the 1955 results were rela-

.... 16.0 tively favorable because the steel industry
..... .15.3 finally reported a return on net assets equal
..... 15.2 to all manufacturing industries. However,

15.1 if corrections could be made for the inadequa-
..... 15.0 cies of these data, it is questionable whether

data, the Bank the steel industry would have such a favor-
able relationship. The return on net assets

for the steel industry in 1955 was fractionally
ets, or excess of below the previous peak in 1950. Even in
er liabilities, are boom years like 1929 (1.6 per cent), 1950

dasheets in most (1.8 per cent), and 1953 (0.9 per cent) the

are correspond- return on net assets for all manufacturing
omputed on the was moderately higher than for the steel
ment costs." (p. industry.

As was noted earlier, this qualification is
more important for the steel industry than

for many other manufacturing industries.
This situation has contributed to the rela-

tively more favorable reported return on net

assets for the steel industry as compared
with all manufacturing industries in recent

years. Table 22 shows the First National
City Bank data since 1925. The Union in its

Brief, has emphasized the changes since
1947 ("Facts On Steel," p. 8), and noted that

the return for all manufacturing has declined

while that for the steel industry has increased

since 1947.
An examination of Table 22 indicates that

the 1947 return of 17.1 per cent on net assets

for all manufacturing has been exceeded only
once in the 32 years for which the statistics

have been compiled. In fact, the spread of 5.8

The Level of Steel Profits

STEEL profits are described by the Union as
being "at a fabulous and exorbitantly high
level.... The steady and almost uninterrupted
increase in theprofits of the industry," the
report continues, "are readily apparent from
even a cursory inspection of its own financial
reports." ("Facts On Steel," p. 9.) In the
evidence advanced to support this contention
little or no mention is made of the expanding
economy in which the steel industry has op-
erated. Indeed, the whole section labeled "The
Financial Position of the Steel Industry" is
seemingly designed to focus attention upon
profits in the steel industry as if they were
completely divorced or detached from the
inflation-stimulated economy in which such
profits were earned. The so-termed "unparal-
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leled prosperity" of the industry assumes
quite different dimensions when viewed
against the unparalleled growth which also
characterized virtually every other type of
economic activity during the period chosen by
the Union for its appraisal of steel profits
alone.

With total national economic activity in
dollar terms nearly five times what it was
pre-World War II, the Union's conclusions
that steel profits are unprecedented, unpar-
alleled or unmatched in any previous year is
obviously meaningless. These same terms
could be applied to many other industries.
Profits by their very nature, particularly in
the steel industry, are the most volatile of
all payments for the factors of production.
They contract far more than does any other
share of national income in a period of re-
cession or depression. Traditionally, too,
they rise more rapidly than other factors of
production in periods of boom or expansion.

At the outset, it should be noted that the
Union's projections of profits for 1956 were
not realized. As compared with the projected
increase of 15.3 per cent for 1956, profits in-
creased only 1.4 per cent for the steel indus-
try. For United States Steel Corporation,
profits for 1956 were estimated by the Union
at $416.8 million on the basis of first quarter
results. As compared with this projected rise
of 12.6 per cent, profits actually declined from
$;37.1 million to $348.1 million or by 5.9 per
cent in 1956. Here is a dramatic illustration
of the dangers inherent in attempts to project
steel trends on the basis of very short term
experience. (The steel strike in the third
quarter of 1956 affected these comparisons.)

Clearly, 1955 was one of the best years ever
experienced in the steel industry, as it was
for virtually all industry. National income in
that year was higher in dollar terms than in
any preceding year, as was the income origi-
nated by corporate business. In evaluating the
significance of these data, therefore, it is im-

portant to keep in mind the expansionary en-
vironment which brought total revenues and
total production in the steel industry to rec-
ord levels along with the rest of the corporate
economy-as well as the phantom profits in-
cluded in the steel industry total.

The following observations serve to set
steel profits in 1955 in necessary economic
perspective:

1. Steel production and total revenues
reached all-time record levels in 1955. This
was not a unique development within the
steel industry but rather, our entire economy
moved forward from a gross national product
of little more than $367.1 billion at the start
of 1955 to slightly above the $400 billion level
at the year end. Corporate profits before tax-
es were at an all-time high in 1955. The
United States Department of Commerce in its
annual review for 1955 offered this commen-
tary on total corporate profits in that year:

"Corporate profits before taxes as meas-
ured for national income purposes, ex-
cluding inventory gains and losses, re-
covered sharply last year. The advance
from 1954 amounted to one-fifth, or more
than $7 billion, and carried the total for
1955 past the $41 billion mark, $4 billion
above 1953 and more than $1 billion
above the previous all time high for 1951.
... During 1955 . . . increased profits in
almost every segment of corporate busi-
ness accompanied the spreading of recov-
ery and the transition from recovery to
net new growth in the national income."'
(Italics added.)

Under these conditions, with demand and
output rising so sharply, it would be antici-
pated that steel profits should also be at a
record level.

Merely because steel profits achieved these
record levels does not prove that they are too
high any more than record levels of hourly
earnings of steelworkers provides evidence
that they are too high. The Union's emphasis

I Survey of Current Business, February 1956, p. 15.
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is primarily upon the income flowing to the
steel industry with little recognition of the
enlarged contribution of the industry which
called forth this larger return.

The Union's approach in effect ignores the
sharp rise in steel capacity in recent years
(from 99.4 million tons on January 1, 1950 to

128.4 million tons on January 1, 1956). It
pays only lip service at best to the accompany-
ing investment of billions of dollars in new
and improved facilities. By stressing the ab-
solute size of profits it implies that the steel
industry should not be earning larger profits
as its physical contribution to the nation's
total product is enlarged.

2. Total production of steel in 1955 was
28.7 million tons more or 32.5 per cent great-
er than in 1954 and 20.2 million tons more or
20.9 per cent higher than in the previous rec-
ord profit year of 1950. Sharp increases in
profits would be anticipated under these con-
ditions.

In connection with the expansion in physi-
cal output in the entire economy, the United
States Department of Commerce again offers
desirable economic perspective:

"Industrial production advanced steadily
through most of 1955 under the stimulus
of rising consumer and business demand.
The physical volume of production for
the year as a whole was 11 per cent high-
er than in 1954 and 4 per cent above the
previous peak reached in 1953....

"Automobiles and the primary metals
industries, with approximately one-
eighth of the weight in the Federal Re-
serve index, accounted for roughly one-
third of the 10 per cent rise in total in-
dustrial output and for two-thirds of
the rise in the durable goods group from
the third quarter of 1954 through April
1955, when the peak rate of automobile
production was reached.

"The enlarged manufacturing output
was made possible by a record flow of
materials and supplies. During the

course of the year, industries producing
basic raw materials geared operations
upward in line with the rising demands.

"Thus production of primary metals
expanded sharply in 1955 to meet the
large requirements from motor vehicles
and other metal fabricating plants. Steel-
making facilities turned out a record 117
million tons of steel ingots and castings,
over 5 million tons more than-in 1958,
the previous top. An equally impressive
tonnage of finished steel products was
produced. The total of 84.7 million tons
of finished steel exceeded the high 1958
volume by 4.5 million tons.....

"For the ninth consecutive year, the
industry added to its steel-making capac-
ity. The net expansion of capacity of 2.5
million tons of steel ingots and castings
brought total rated capacity to 128.4 mil-
lion tons as of January 1, 1956. This
total represents a net gain of over 37 mil-
lion tons, or two-fifths in the 9 year
period since 1946."' (Italics added.)

3. Total revenues of the steel industry
from all sources in 1955 were $14.0 billion,
or 32.6 per cent greater than in 1954. How-
ever, it was only 6.8 per cent greater than
in 1953 or about the same rate of increase
as in the physical output of finished steel
products cited by the Department of Com-
merce (5.7 per cent). In fact, the increase
in profits after taxes since 1950 (40.1 per
cent) has been about in line with the in-
crease in revenues (47.3 per cent) since that
year.

4. It is to be expected that steel profits
would increase sharply in years such as 1955
when output and revenues were rebounding
from the contracting phase of the business
cycle and were rising to record levels. The
importance of overhead costs in the steel
industry would normally mean that profit
ratios would increase much more sharply
than volume during years in which the
latter increases.

I Survey of Current Business, February, 1956, p.2
1
.
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The converse is also true. Sharp and abrupt
declines in volume touch off a shrinkage in
profits more marked than the decline in either
volume or revenues. Except when changes in
the Federal income tax have acted to reduce
the level of profits after taxes (for example,
1951) changes in volume have had a signifi-
cant impact upon reported profits. In 1954,
a decline of 19.5 per cent in total revenues
and 20.9 per cent in production was accom-
panied by a decline of 29.0 per cent in profits
before taxes. Because of the elimination of
the excess profits tax in that year, however,
profits after taxes fell only 13.3 per cent.

The large percentage increase in profits in
1955 reflected not only the tremendous in-
crease in total revenues and steel production
but also the relatively low base from which
the profit increase was measured, namely, the
depressed level of 1954. The recession in 1954
was far more marked in manufacturing than
it was for the national economy as a whole.
The United States Department of Commerce
has observed:

"Manufacturing, mining and transpor-
tation, in which the decline after mid-
1953 was mainly concentrated, showed a
marked resurgence, with the first two of
them rising to even higher levels than
before the downturn. The declines in
these industries had reflected the drop
in expenditures for hard goods that had
resulted primarily from the cutbacks in
national defense outlays and in business
inventory investment. Their subsequent
resurgence mirrored the recovery last
year [1955] in hard goods production,
which was of civilian origin, and the ad-
vance in other types of output as well."'
(Italics added.)

Gross national product declined only nomi-
nally (0.7 per cent) during 1954, as did
national income (1.3 per cent). But corporate
profits before taxes fell by 10.3 per cent and

I Survey of Current Business, February 1956, p. 13.

profits in manufacturing by 15.1 per cent.

Gross national product

National income

Corporate profits
before taxes

Per Cent Change
1953-1954 1954-1955

- 0.7 + 8.4

- 1.3 + 8.6

- 10.3 + 28.6

Manufacturing profits
before taxes - 15.1 + 34.4

Source: Survey of Current Business, January 1957,
pp. 4 and 5, and Economc Report of the President,
January 1957, pp. 123, 132.

Steel profits before taxes fell by 29 per cent
in 1954 relatively twice as much as the profit
decline for all manufacturing. They rose
more rapidly than did all manufacturing
profits in 1955, in part because steel output
was expanded far more sharply than the
corresponding rise in total industrial produc-
tion. The Federal Reserve Board's index of
manufacturing production advanced from
127 (1947-49 = 100) in 1954 to 140 in 1955
or by 10.2 per cent. Steel output, in contrast,
was expanded by nearly one-third or three
times the rate of manufacturing industry.
All manufacturing profits suffered from the
recession of i954 and showed the cyclical
rebound in profits from 1954 to 1955. Steel
profits in terms of percentage increase over
1954 also reflect the influence of the cycle but
in addition were affected by the sharper rate
of growth in physical output from 1954 to
1955 than for all manufacturing industries.

5. In an industry which has experienced
wide fluctuations in output over the years, it
is dangerous to assume that the level of
profits in a boom year like 1955 represents
normal earning power. Even moderate de-
clines in volume can mean sharp declines in
profits as we have seen several times in recent
years. It should be borne in mind that these
figures relate to the full employment economy
of the past decade.

It is useful to recall what happened be-
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tween 1937 and
were as follows:

Steel production
(tons)

Total sales
(dollars)

Profits before
taxes
(dollars)

The 1937-38 re(
of 43.8 per cent it
per cent in total s
dine in volume,
wiped out and a 4

In 5 of the 12 S
duction has declir
have ranged fron
cent to a maxim
the changes were
to bottom month
declines would be

Percantage Cha
For S

Year

1945
1946
1949
1952
1954

Production

-11.1

-16.4
-12.0
-11.4
-20.9

Gross national
cited by those wt.
becoming more sl
dine in total natii
ing this period c
national product
cent. In 1948-49 a

1938. The pertinent data ing declines in gross national product (in
current dollars) were nominal.

In constant dollars, there was somewhat

1937 1938 Change less stability; the percentage declines in
(millions) gross national product (in 1947 dollars)

were: 11.1 per cent in 1945-46; 1.0 per cent
56.6 31.8 - 43.8 in 1948-49; 1.5 per cent in 1953-54. The de-

clines would be greater on a quarterly basis,
2688.0 1605.3 - 40.3 from peak to trough, in terms of real gross

national product.

251.7 -14.4 -100.0 It is significant to note that output in the
steel industry continues to record wider fluc-

cession witnessed a decline tuations than for the economy as a whole.
i steel production and 40.3 Moreover, the 1954 decline in steel output
ales. As a result of this de- was greater than the preceding four declines.
profits before taxes were The declines in total steel revenues have
deficit was incurred. closely paralleled the declines in steel output.
years since 1944, steel pro- For purposes of comparison, profits before
Led. These annual declines taxes are used so that the relationships are
In a minimum of 11.0 per not influenced by changes in corporate tax
um of 20.9 per cent. (If rates. In three of the five years of recent ex-

measured from the peak perience with a decline in output, steel profits
or week, the magnitude of before taxes fell by more than 25 per cent.
considerably greater.) Included in this category are the two most

recent declines, 1952 and 1954.

nges From Preceding Year In light of the record for this industry,
test Industry In: even in as favorable an economic environ-

Profits ment as the first decade following World War
Total Revenues Before Taxes

-10.6 -36.4 II, it is dangerous to hold that the 1955 ex-
-18.7 +36.4 perience represents a level of profits which
-18.7 +30.5 could have been reduced safely. To reduce

- 8.3 -47.8 profit margins obtained at boomtime levels
-19.5 -29.0 to some assumed average level would increase

the steel industry's vulnerability to any fu-
product is most frequently ture declines in volume. To repeat, there is
0o say that the economy is little warrant in the actual historic record

able. The most severe de- of the past decade for the conclusion that the
Dnal economic activity dur- steel industry's profits are not inseparably
ame in 1946, when gross linked to changes in volume from the trough
declined by only 2.0 per to the peak of the business cycle as well as

nd 1953-54, the correspond- from peak to trough.
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IX. FINANCING EXPANSION

THE Union brief claims that:

"Risk capital, according to most business
spokesmen and economic textbooks, is
the source of funds for business invest-
ment in the American economy. A busi-
ness firm that seeks to expand its pro-
ductive capacity floats new stock issues
and sells them to investors. In that way,
the company increases its funds for ex-
pansion and spreads its ownership."
("Steel and the National Economy," p.
17.)

The Brief then states "This is a good the-
ory, but it does not seem to be working in
practice."

Neither in theory nor in practice does busi-

5/0
Of DOOMb

50 r

ness depend solely on the sale of stocks to
obtain funds required to finance expansion in
productive capacity. In fact, in recent years,
the major sources of funds have been inter-
nal. An examination of leading textbooks
shows that they all emphasize that conven-
tionally and traditionally funds are raised
from both internal and external sources. The
major internal sources are retained profits
and depreciation allowances. The main exter-

nal sources are the sale of new security issues

(bonds, preferred stock, or common stock)
and borrowing from financial institutions
(banks and insurance companies). It will be
noted that stocks, which the Union empha-

Chart No. 18

SOURCES OF CORPORATE FUNDS
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sizes, provide only one form of external fi-
nancing.

Depreciation allowances may improve the
cash flow or liquid position of a company. But
they do not form the basis for new investment
or expansion. They are used largely to replace
existing plant and equipment. In fact, as was
noted in a previous section, under present tax
laws depreciation allowances often are inade-
quate to replace at present prices assets earli-
er acquired at sharply lower price levels.'
Thus, part of the retained earnings in recent
years has been required to meet the inade-
quacy of depreciation to replace equipment at
today's higher prices.

The excerpts cited in Appendix B show
that the various authorities do not agree that
American business has relied or should rely
solely or primarily upon new stock issues in
order to finance expansion in productive ca-
pacity. In fact, the Union brief recognizes
that these other sources of capital have been

I See, for example, George Terborgh, Realistic Dc-
preciatton Policy, Machinery and Allied Products In-
stitute, Chicago, 1954.

important when it states:

"The major source of corporate funds
for expansion is internal financing-re-
tained profits after the distribution of
dividends and depreciation allowances.
There has been some borrowing from
banks and insurance companies and very
limited flotations of corporate bonds. The
overwhelming portion of funds for cor-
porate expansion has come from retained
profits and depreciation charges." ("Steel
and the National Economy," p. 17.)
(Italics added.)

The Union purports to find that this situ-
ation is contrary to theory. Actually, it is in
accord with theory and is a well accepted
practice as an examination of past experience
shows.

Sources of Financing for
American Industry

INTERNAL sources of financing have pro-
vided a relatively significant proportion of the
total financial needs of American industry

TABLE 23

Sources of Corporate Funds, 1946-1956

Depreciation Retained External Sources
and Profits and

Amortization Depletion Net New
Year Total Allowances Allowances Total' Issues

billions of dollars

1946 18.2 4.2 7.2 6.8 2.4
1947 27.9 5.2 11.4 11.3 4.4
1948 27.7 6.2 12.4 9.1 5.9
1949 15.6 7.1 7.6 0.9 4.9
1950 34.7 7.8 12.4 14.5 3.7
1951 36.1 9.0 9.1 18.0 6.3

1952 27.4 10.4 6.4 10.6 7.9
1953 28.5 11.8 6.5 10.2 7.1
1954 20.8 13.3 5.7 1.8 5.9
1955 39.5 14.8 8.8 15.9 7.0
1956 39.0 16.5 8.0 14.5 8.0

1946-56 315.4 106.3 95.5 113.6 63.5

'In addition to net new issues ($63.5 billion) includes changes in bank loans and mort-
gages ($27.8 billion) and changes in Federal income tax liability ($6.8 billion) and
other liabilities ($15.5 billion).

Source: Economic Report of the President, January 1957, p. 182.
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over the years. Table 23 and Chart 18 pre-
sent data showing the sources of corporate
funds for all businesses for the years 1946 to
1956. For the entire period, the three main
sources of funds, namely, depreciation, re-
tained profits, and external sources, were al-
most of equal importance.

It will be noted that the sale of securities
accounted for only one-fifth of the total cor-
porate funds available to finance replacement
and expansion for the 1946-56 period. If de-
preciation allowances are excluded, then the
sale of securities yielded 30 per cent of the

funds available for expansion. The ratios
were approximately the same in 1956.

Per Cent
of Total

Internal Sources ....... ................... .. 64.0

Depreciation and
amortization allowances ..

Retained profits and
depletion allowances .......

External Sources ..... ...........
Net new issues
Other external ...... .......I

Tota:

33.7

. . 30.3

... 36.0

... 20.1
.. 15.9

1 100.0

TABLE 24

Gross Proceeds of Corporate Securities
Offered for Cash-1934-1956*

Common Preferred Bonds and
Year Stock Stock Notes Total

millions of dollars

1934 19 6 372 397
1935 22 86 2,224 2,332
1936 272 271 4,028 4,572
1937 285 406 1,618 2,310

1938 25 86 2,044 2,155
1939 87 98 1,980 2,164
1940 108 183 2,386 2,677
1941 110 167 2,390 2,667

1942 34 112 917 1,062
1943 56 124 990 1,170
1944 163 369 2,670 3 202
1945 397 758 4,855 6,011
1946 891 1,127 4,882 6,900
1947 779 762 5,036 6,577
1948 614 492 5,973 7,078
1949 736 425 4,890 6,052

1950 811 631 4,920 6,361
1951 1,212 838 5,691 7,741
1952 1,369 564 7,601 9,534
1953 1,326 489 7,083 8,898

1954 1,213 816 7,488 9,516
1955 2,185 635 7,420 10,240
1956 (p) 2,380 660 7,910 10,950

* These data cover substantially all new issues of corporate securities offered for cash
slo in the United States In amounts over $100,000 and with terms to maturity of more
than 1 year.

(p) preliminary.
Note: Detail will not necessarily add to totals because of rounding.
Source: Economic Report of the President, January 1957, p. 184.
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Common stock and preferred stock have

accounted for only a small proportion of

the 20.1 per cent of the funds obtained from

the sale of securities. For example, in 1956,

according to the estimates of the Securities

and Exchange Commission, total new security

issues amounted to $10,950 million. Of this

total, $2,380 million or 21.7 per cent was com-

mon stock and $660 million or 6.0 per cent

was preferred stocks. The total for all stocks

was $3,040 million or 27.8 per cent. (See

Table 24.)

The funds obtained from the sale of stocks

accounted for only 7.8 per cent of the total

funds raised by American corporations from

all sources in 1956. If depreciation allowances

are excluded, the sale of stocks provided 13.5

per cent of the funds required to finance the

expansion in corporate productive capacity

in 1956.
It should be noted that the data for total

net security issues and the data upon which

the estimates for the relative importance of

stock are based are not strictly comparable.

However, they do show the approximate mag-

nitudes involved.
Table 25 and Chart 19 show the propor-

tions of stock and bond financing for all

corporations since 1934. Clearly, only a small

part of the securities sold to finance the ex-

pansion of American industry during the

past two decades has been in the form of new

stock issues. Moreover, it should be noted

that in many years a large proportion of the
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stocks were sold by public utility and com-
munications companies rather than manu-
facturing companies. (See Table 26.) For
example, public utility and communications
companies accounted for $790.8 million out
of $2,440.9 million of new stock issues sold in
1955. In 1954, those industries accounted for
$765.2 million out of a total of $1,658.2 mil-
lion.

Illustrations of Major Reliance
Upon Internal Financing

THE growth of a number of large companies
has been financed very substantially from in-
ternal sources of capital. Included in this
group are such companies as: Ford Motor
Company, International Business Machines
Corporation, Campbell Soup, General Motors
Corporation, General Electric Corporation,

F. W. Woolworth & Company, and the Alu-
minum Company of America. Unfortunately,
detailed data concerning these developments
are not readily available although some
studies have been made for selected purposes.

The dependence upon internal sources of
capital is not a development of the post-World
War II years. It has been a typical situation
in this country for many years. For example,
0. J. Curry studied the methods of financing
expansion for 72 companies for the period
1922-1930. Table 27 shows his findings. The
tabulation also shows the magnitude of the
expansion in assets financed by retained earn-
ings between 1922 and 1930. The Curry study
lists 22 companies which financed their entire
expansion from retained earnings. There
were 10 additional companies for which four-
fifths or more of the expansion was financed
out of retained earnings. Of the remaining

TABLE 25

Per Cent Distribution of Gross Proceeds of
Offerings of Corporate Securities, 1934-1956

Common Preferred Bonds andYear Stock Stock Notes

1934 4.8 1.5 93.7
1935 0.9 3.7 95.4
1936 6.0 5.9 88.1
1937 12.3 17.6 70.1
1938 1.2 4.0 94.8
1939 4.0 4.5 91.5
1940 4.0 6.9 89.1
1941 4.1 6.3 89.6
1942 3.2 10.5 86.3
1943 4.8 10.6 84.6
1944 5.1 11.5 83.4
1945 6.6 12.6 80.8
1946 12.9 16.3 70.8
1947 11.8 11.6 76.6
1948 8.7 6.9 84.4
1949 12.2 7.0 80.8
1950 12.7 9.9 77.4
1951 15.7 10.8 73.5
1952 14.4 5.9 79.7
1953 14.9 5.5 79.6
1954 12.7 8.6 78.7
1955 21.3 6.2 72.5
1956 21.7 6.0 72.3

Source: Derived from Economic Report of the President, January 1957, p. 184.
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TABLE 26
New Stock Issues of Public Utility and Communication Companies

in Relation to All Corporations, 1939-1955

Public Utility Public Utility
and Communication All as Per Cent

Year Companies Corporations of Total
millions of dollars

1939 5.5 96.8 5.7
1940 27.9 135.3 20.6
1941 25.7 172.9 14.9
1942 33.5 118.8 28.2
1943 2.4 91.7 2.6
1944 23.2 224.0 10.4
1945 26.3 664.7 4.0
1946 142.9 1,480.3 , 9.7
1947 283.6 1,233.1 23.0
1948 379.0 912.3 41.5
1949 706.8 973.6 72.6
1950 723.8 1,233.8 58.7
1951 775.6 1,665.0 46.6
1952 860.0 1,772.8 48.5
1953 939.3 1,606.5 58.5
1954 765.2 1,658.2 46.1
1955 790.8 2,440.9 32.4

Source: Commercial and Financial Chronicle.

40 companies included in the study, only two
financed solely through external means. All
of the others used varying proportions of in-

ternal and external financing. As the table
shows, the experience of steel companies
varied widely.

TABLE 27
Methods of Financing Expansion-Seventy-Two Companies, 1922-1930

Per Cent from Extent of Expansion
Retained From Retained

Name of Company Earnings Earnings'

Allied Chemical & Dye Corp...................
American Can Co............................................
Coca-Cola Co......................................................
Deere & Co...........................................................
General Electric Co. .........................
Hart, Schaffner & Marx ..................................
Hershey Chocolate Corp...................................
Hudson Motor Car Co ................-
Motor Wheel Corp .........................................
Nash-Kelvinator Corp ..................................
National Acme Co. ........................................
New York Air Brake Co...................................
Packard Motor Car Co.......................................
Quaker Oats Co................................................
Reo Motor Car Co..........................................
R. J. Reynolds Tobacco Co . ..................
Sears, Roebuck & Co..................................
Spicer Manufacturing Corp.........................
Timken Roller Bearing Co........................
United States Steel Corp.................................

100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100
100

(per cent)

42
51

117
37
44
44

121
383

66
268

5
28
80
63
78

107
85
70

207
15
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TABLE 27 (continued)

Per Cent from Extent of Expansion
Retained From Retained

Name of Company Earnings Earnings'

F. W. Woolworth Co.....................................
Worthington Pump & Machinery Corp...........
Wm. Wrigley, Jr. Co...........................................
Corn Products Refining Co..............................
Pittsburgh Plate Glass Co.
Otis Elevator Co. .................
California Packing Corp..................................
American Brake Shoe & Foundry Co..............
Electric Storage Battery Co.............................
Loose-Wiles Biscuit Co...................................
International Harvester Co..............................
General Motors Corp........................................
S. S. Kresge Co.................................................
General Cigar Company, Inc............................
May Department Stores Co . .
United States Rubber Co. .......
Mathieson Alkali Works, Inc........................
Westinghouse Electric & Manufacturing Co..
Mack Trucks, Inc.......................................
Commercial Solvents Corp............................
Lima Locomotive Works ..................................
American Tobacco Co....................................
Liggett & Myers Tobacco Co.............................
Chicago Pneumatic Tool Co.............................
J. I. Case Co.......................................................
J. C. Penney Co. ..... ....................................
Owens-Illinois Glass Co...................................
Goodyear Tire and Rubber Co.....................
Fairbanks, Morse & Co....................................
National Biscuit Co.. .....................................
Chrysler Corp. ..........-................................
Union Carbide & Carbon Corp.........................
Mullins Manufacturing Corp.. ..................
Allis-Chalmers Manufacturing Co..................
Air Reduction Company, Inc.........................
Inland Steel Co.................................................
Continental Can Company, Inc........................
B. F. Goodrich Co.........................................
Pillsbury Flour Mills Co..................................
E. I. du Pont de Nemours & Co.
Firestone Tire and Rubber Co.
Borden Co...............................................
Crucible Steel Co. of America
Consolidated Cigar Company, Inc.
Wheeling Steel Corp. ..................................
Baldwin Locomotive Works
American Cyanamid & Chemical Corp .
Gulf States Steel Corp......................................
Bethlehem Steel Corp.
Republic Steel Corp.
American Locomotive Co . ..............................
American Car and Foundry Co. ...............

100
100

98
97
97
95
92
89
89
86
81
80
78
75
74
74
71
71
70
69
69
67
66
65
64
64
61
58
58
54
53
52
50
49
45
42
41
41
38
37
36
35
32
29
27
27
19
18
18
3
0
0

(per cent)

108
6

137
21
56
98
47
45
27
39
34

119
228
29
59
13
75
40
87
38
16
41
58
18
43

371
35
32
34
30

117
37
57
13

114
46

108
27

159
23

103
104

2
91
13
9

36
16
17
5

- 18**
- 3**
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Michiqan Business Studies, Vol. IX, No. 4, University of Michigan, Ann Arbor,
1941, pp. 37 and 38.
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It is clear, therefore, that during the rapid
expansion of the 1920's many companies met
their requirements for expansion largely out
of retained earnings while other companies
had varying degrees of dependence on re-
tained earnings.

Richard J. Gonzalez has summarized the
use of internal financing in the petroleum

industry as follows:

"Earnings retained in the business and
funds recovered from previous expendi-
tures by depreciation and similar charges
are mainly relied upon in the financing
of new investments in the petroleum in-
dustry. It is exceptional among the large
oil companies for the amount of outside
funds secured (through new equity fi-
nancing or borrowing) to amount to as
much as 25 per cent of the capital ex-
penditures over a five-year period. Even
(luring the postwar years of heavy
capital expenditures, 1946-1950, twenty
principal oil companies raised from out-
side sources an amount equal to only 15
per cent of their capital expenditures."'
(Italics added.)

One of the outstanding illustrations of
growth through internal financing has been
the Ford Motor Company. Throughout its
long history, this company was privately
owned. However, in 1956, the company's com-
mon stock was sold to the public by the Ford
Foundation. None of the proceeds went to
the Ford Motor Company. As of September
30, 1955, the company reported total assets
of $2,483 million. Its earned surplus at that
time was $1,310 million plus $415 million
which had been transferred to capital sur-
plus, or a total of $1,725 million. 2

As these illustrations show, there is noth-
ing unique about relying heavily upon inter-
nal financing. The statements in the Union

' Richard J. Gonzalez, "Regularizing Petroleum
Investment." Replslarizstion of Business Inrestlment,
A Conference of the Universities-National Bureau
Committee for Economic Research, Princeton Uni-
versity Press, 1954, p. 138.

2 Prospectus, Ford Motor Company/, January 17,
1956. De. 31 and 35.

brief reflect a complete misunderstanding of
the "financial facts of life."

In contrast to this heavy dependence on in-
ternal sources of capital for manufacturing
companies, public utility and communications
companies have relied much more heavily up-
on the sale of bonds and stocks to meet their
needs for funds to finance growth. The Amer-
ican Telephone and Telegraph Company, for
example, has sold issues involving hundreds
of millions of dollars periodically during
the post-World War 11 period. Similarly, the
offering of rights to subscribe to new com-
mon stock has been a familiar development
among electric utility companies in recent
years.

Sources of Steel Industry Financing

IN a table on page 39 of "Facts On Steel,"
the Union purports to show the money avail-
able for replacement and expansion of facil-
ities in the basic steel industry for the years
1953-55. According to the data presented the
sources of funds were as follows:

Millions of
Dollars

Charges for depreciation ........ 2,304

Undistributed profits ......... ..... 1,663

Cash available from operating
profits . ........ - -........ .. 3,967

Increase in long ternii debt .. 167

Total . . 4,134

The Union improperly includes charges for
depreciation as "cash available from operat-
ing profits." Depreciation charges are a prop-
er operating expense and hence are not part
of operating profits. Such profits are calcu-
lated after depreciation and after taxes. The
total cash available for reinvestment from op-
erating profits was $1,663 million not $3,967
million as shown in the Union brief.
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The Union states that only 4 per cent of
the cash available for reinvestment "repre-
sented borrowed 'outside' capital." ("Facts
On Steel," p. 39.) Actually, the sum of out-
side financing was considerably larger than
shown.

The Union obtains the result shown by lim-
iting its comparisons to the 1953-1955 period
and by ignoring some transactions, such as
the conversion of convertible bonds into
common stock. For example, $14,181,100 of
Wheeling Steel Corporation bonds were con-
verted into common stock in 1955 (Annual
Report, 1955, p. 5). Inland Steel Co. con-
verted $21.3 million in bonds into 402,412
shares of common stock in 1954 and 1955
(Annual Reports, 1954, pp. 5, 7 and 1955,
p. 7). A $60,000,000 convertible bond (less
$4,616,000 paid off in 1953) sold by Republic
Steel Corp. to insurance companies in 1951
was fully converted into common stock in
1954 and 1955. Similar conversions took place
for other companies. The result was to reduce
the total funded debt shown on a company's
books but there was an offsetting increase in
common stock.

Tables 28 and 29 summarize the bonds and
stocks sold by 16 steel companies from 1946
to 1956. The data were obtained from annual
reports and prospectuses issued by these com-
panies. This tabulation is not a complete rec-
ord of all external financing because it omits
all short term borrowing from insurance com-
panies and banks, borrowing from customers
(for example, by Pittsburgh Steel Co., Repub-
lic Steel Corp., and Jones and Laughlin Steel
Corporation), issuance of securities to ac-
quire other properties (for example, by Colo-
rado Fuel & Iron Corp., Crucible Steel Co.,
and Sharon Steel Co.), and sale of stock un-
der employee options (for example, National
Steel Corp. obtained $3.7 million from the
sale of common stock to employees from 1946
to 1955; United States Steel Corporation ob-
tained about $30 million from the sale of

common stock to employees from 1954 to
1956).

As against these exclusions which hold
down the total shown, the tabulation does not
show the extent to which debt was retired
as a result of sinking fund operations and re-
payments of serial obligations.

In the three years, 1953 to 1955, used in the
Union brief, the 16 steel companies sold
$555.4 million in stocks and bonds or a con-
siderably larger amount than the increase of
$167 million in funded debt reported by the
Union.

In the eleven year period, 1946 to 1956,
these 16 steel companies sold $1,498.5 million
of securities. This total was divided as fol-
lows among different types of securities:

Millions of
Dollars

Bonds . ................... 1,002.5

Convertible debentures ... 324.5

Common and preferred
stock ................... 171.5

Total ..................... 1,498.5

TABLE 28

Total Stocks and Bonds Sold,
16 Steel Companies

1946-1956

Year Amount

1946 ....
1947 .....
1948 ....
1949 .....
1950 .....
1951 ....
1952 .....
1953 ....
1954 ..
1955 ...
1956

Bonds.....
Convertib

.......................... $ 67,163,660

........................... 51,300,000
........................... 71,500,000
.......................... 60,800,000

........................... 113,720,000

........................... 227,341,833

........................... 203,096,000
......................... 29,624,867

........................... 300,000,000
......................... 225,756,800
......................... 148,275,080

Total 1,498,578,240

........................ 1,002,540,527
le bonds 324,491,700

Common and preferred
stock ..... ..... I................ 171,546,013

Total .......... 1,498,578,240
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TABLE 29

Sales of Bonds and Stoeks, 16 Steel Companies
1946-1956

1946

Crucible Steel Co ........................... 1st mortgage 3-1/8/66 ($24,300,000
of which $12,461,340 were to retire
bonds)-net ................................. $ 11,838,660

Inland Steel Co .......................... 2.65/76 ................ .... 50,000,000
Sharon Steel Co .150,000 shares of common at $35.50 . . ...... 5,325,000

Total ................. 67,163,660

1947

Jones & Laughlin Steel Corp ........... 2-3/4/67 ($60,000,000 of which
$28,700,000 were to retire bonds)-net 31,300,000

Wheeling Steel Corp .3-1/4/67 ...... .................... 20,000,000
Total ... .............. 51,300,000

1948
Armco Steel Corp. 3/68 .......................... 35,000,000
Inland Steel Co. 3/78 .......................... 20,000,000
Sharon Steel Co .3-3/8/52-68 ....... ................... 6,000,000
Allegheny Ludlum Steel Corp. 107,383 shares of preferred stock .............. 10,500,000

Total .. ............. 71,500,000

1949

Bethlehem Steel Corp ..................... 3/79 ................................................................ 50,000,000
Colorado Fuel & Iron Corp ............... 4/64 ................................................................ 10,800,000

Total .................. 60,800,000

1950

Colorado Fuel & Iron Corp . ............. 4/64 ............................................................... 3,000,000
Granite City Steel Co .. 99,414 shares of common .......................... 3,400,000
Jones & Laughlin Steel Corp .. 3/75 .......................... 10,000,000
Kaiser Steel Corp . . 1,600,000 shares of preferred and

800,000 shares of common .......................... 37,320,000
Kaiser Steel Corp . . 3-3/4/57-70 .......................... 60,000,000

Total .................... 113,720,000

1951

Armco Steel Corp . . 819,737 shares of common .......................... 32,500,000
Crucible Steel Co . . 3-1/2/66 ...... .................... 5,000,000
Granite City Steel Co .. 284,060 shares of common .......................... 6,000,000

102,265 shares of convertible preferred ..... 9,700,000
Pittsburgh Steel Co . ...................... 3-3/4/71 .5,000,000
Republic Steel Corp . ....................... 3/66 convertible bonds .60,000,000
Sharon Steel Corp . ......................... 174,137 shares of common .6,852,933
Wheeling Steel Corp . . 3-1/2/55 convertible bonds (converted in

1955 into common) .......... ..... ..... .........- 14,238,900

Youngstown Sheet & Tube Co ....... 3-1/4/76 ...... .................................. 25,000,000
Allegheny Ludlum Steel Corp.... . 81,347 shares of pfd.. 7,800,000
Jones & Laughlin Steel Corp .......3/75.. ... 30,000,000
Jones & Laughlin Steel Corp ......... 1,000,000 common at $25.25 per share 25,250,000

Total .............. 227,341,833
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TABLE 29 (continued)

Sales of Bonds and Stocks, 16 Steel Companies
1946-1956

1952

Inland Steel Co . ...................... 1st mortgage 3.20/82 .
convertible 3-1/4/72.

National Steel Corp . .................. 3-1/8/82 ($55,000,000 of which
$40,000,000 used to retire bonds)-net

Youngstown Sheet & Tube Co .3-3/8/82 ($43,100,000 of which
$27,000,000 in exchange for 1st mtg.2 -3/4/70)-net

Armco Steel Corp . .................... 3/64
Colorado Fuel & Iron Corp ............. 4-1/4/72
Colorado Fuel & Iron Corp ............. 4-3/4/66 convertible bonds.
Crucible Steel Company ... .............. 3-1/2/66.
Granite City Steel Co ..................... 4-1/4/54-67
Pittsburgh Steel Co ...................... 3-3/4/71

Total...................
1953

Youngstown Sheet & Tube Co.......
Armco Steel Corp.........................
Granite City Steel Co. ..........
Granite City Steel Co. ........
Kaiser Steel Corp...........................
Pittsburgh Steel Co.......................

1954

U. S. Steel Corp...............................

1955

3-3/8/82 ........................................................
4/56-60 ............................................................
4-1/4/54-67 ....................................................
4-5/8/67 .........................................................

4-3/4/73
Total....................

6,900,000
1,224,867
5,000,000
3,500,000
8,000,000
5,000,000

29,624,867

1.30 to 2.65 per cent debentures
due serially to 1964 ................................. 300,000,000

Colorado Fuel & Iron Corp ............. convertible 4-3/4/66
Granite City Steel ...................... 4-1/2/73
Bethlehem Steel Corp. .................. convertible 3-1/4/80
Wheeling Steel Corp ...................... convertible 3-3/4/75

Total ................

1956

Crucible Steel Co . . 164,117 shares of common at $40
Inland Steel Co .1.......... ......... 1 st mtg. bonds 3-1/2/81 . ........................
Allegheny Ludlum Steel Corp....... 4/81 .
Bethlehem Steel Corp .... . .. ........... conversion of 3-1/4/80 into common stock
National Steel Corp . ........... . 3-7/8/86 . .. ..

Total ......

The changes in long term debt in the steel
industry can be checked against the composite
balance published by the American Iron &
Steel Institute each year. On December 31,
1945, the long term debt maturing in more
than one year was $472.6 million for 56 com-

panies. As of December 31, 1955, the total
was $1,538.1 million for 51 companies. Thus,
in that 10 year period, net long term debt in-
creased by $1,065.5 million. The American
Iron & Steel Institute balance sheet data re-
flect the effect of bond retirements and sink-

$ 25,000,000
24,496,000

15,000,000

16,100,000
25,000,000
30,000,000
10,000,000
17,500,000
20,000,000
20,000,000

203,096,000

5,000,000
10,000,000

191,659,000
19,097,800

225,756,800

6,564,680
50,000,000
16,377,000
20,333,400
55,000,000

148,275,080
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ing fund operations and also exclude bonds or
notes due in less than one year. During this
same period the 16 companies sold $1,205.6
million in notes and bonds including converti-
ble bonds. Many of the convertible bonds had
been converted into common stock by the end
of 1955 as was noted earlier while some of the
bonds and notes had been retired through the
operation of sinking funds. It is clear, that
even after retirement of debt and conversions
into common stock, there has been a sizable
increase in the long term indebtedness of the
steel industry.

The balance sheet data for common stock
do not indicate the magnitude of new financ-
ing because they also reflect the payment of
stock dividends. For what it is worth, the in-
crease in common stock for the companies in
the American Iron & Steel Institute sample
increased by $547.9 million in the 10 year
period following December 31, 1945.

Steel companies have obtained some of the
funds they required by selling common stock
or by selling convertible bonds. The postwar
experience has shown that the issuance of
convertible debentures has really involved the
sale of common stock in a two step operation.
On this basis, the steel industry appears to
have obtained about one-third of the proceeds
from security financing through the sale of
stocks in the postwar period. It is clear, there-
fore, that the Union brief was completely in
error when it concluded that "Raising funds
for expansion through the sale of common
stock to the public is rejected by the steel
companies." ("Facts On Steel," p. 39.)

As is true in other industries, steel com-
panies have had to decide what proportions
of new financing properly should be obtained
by increasing debt and what share from the
sale of stocks. Each company has made the
decision in terms of its own special situation.
In making these decisions, management in
every industry has been fully aware of the
tax advantages attending debt financing. But

whether it was in the form of debt or equity,
the steel industry in the postwar years has
gone into the capital markets to raise about
$1.5 billion of long term capital.

The Concept of "Costless Capital"

THE Union brief's criticism of reliance
upon internal financing sets the stage for its
complaint that the industry wants to raise
prices in order to pay for new steel plants.
In its words:

"Steel companies' stockholders, under
this plan are to receive a gift-new steel
plants and enlarged facilities which will
increase their equity in their company,
and, eventually, increase their dividends
-all at the expense of American con-
sumers who will pay the costs by paying
higher prices for steel products. Gone,
apparently, is the concept of 'risk' cap-
ital, of financing industrial expansion
through flotation of stock or by means
of borrowing on bond issues. Instead,
the steel industry argues its right to col-
lect 'riskless' capital from unwilling con-
sumers by forcing upon them higher
prices." ("Facts On Steel," pp. 38 and
39.)

Sometimes, the use of internal financing is
described as a device for obtaining "costless
capital." The practice of financing expansion
through internal sources of funds is not
unique as was indicated earlier. The use of
such retained earnings is not "costless capi-
tal." As Professor McFerrin has noted:

". . . there appears to be some tendency
to regard retained earnings as 'costless.'
This is valid only from the very limited
aspect of flotation costs. Actually, they
should be used in such a way as to yield
essentially the same rate as that earned
by existing common equity, and this
'rate' is at least an approximate indica-
tion of their cost.",

' John B. McFerrin, "Financing Corporation Ex-
pansion During the Postwar Decade," =orgia Busi-
ness, Vol. XVI, No. 4, The Bureau of Business Re-
search, College of Business Administration, The
University of Georgia, October 1956, p. 5.
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It is true that all earnings of a company
are derived from the revenues received from
its customers. Retained earnings represent
that part of the revenues which, together
with dividends, comprise the earnings on
stockholder capital invested. When earnings
are not distributed, the stockholder foregoes
dividend income and hence, there is a real
cost to him. It is risk capital-not "riskless
capital."

When these earnings are paid as dividends
and then stocks are sold to a corporation's
stockholders, there apparently is no criticism.
But if the same funds required for expansion
are retained in the business then the Union
finds that there is something wrong with the
process. Actually, both procedures yield sub-
stantially the same result. However, it must
be recognized that when dividends are paid
and then new stock is sold, the stockholder
has greater choice in deciding whether to use
the income obtained to reinvest in the busi-
ness or in some other way. Many firms pro-
vide for periodic stock dividends to give the
stockholder tangible evidence of his rein-
vested earnings. Of course, if the stockholder
wants to sell these stock dividends, he is free
to do so and thus, at such times, does have a
choice as to how to use those funds.

It is interesting to note that when Citizens
Utilities gave its stockholders an alternative
of cash dividends or stock dividends in 1956,
about three-fourths of the stockholders elect-
ed the latter alternative.

As the need for funds to finance expansion
increased in 1956 and early 1957, many com-
panies paid stock dividends instead of cash
dividends in order to retain the cash to fi-
nance their plant and equipment programs.
United Air Lines, for example, early in 1957,
reduced its cash dividend and paid a stock
dividend for this specific purpose.

According to Professor Arthur Stone Dew-
ing:

"The reinvestment of surplus earnings
is, in the end, a question of the antici-
pated relative return on capital. It was
pointed out, in connection with the dis-
posal of the surplus, that the proportion
of net earnings retained in the business,
rather than paid out in dividends, is en-
tirely a matter of expediency. Hence,
barring fraud and misrepresentation, the
directors may keep for the use of their
corporation as much of the earnings as
they wish. Their action is, in the end, a
reconciliation of two motives-a desire
to gratify the stockholders, thereby main-
taining the investment credit of the cor-
poration, and a desire to secure addition-
al capital without increasing the liability
to the public, thereby strengthening the
credit of the corporation with the banks.
The particular balance between these two
motives will rest, very largely, upon the
policy of expansion then being followed
by the directors. A static business, hav-
ing no plans for enlargement, can dis-
tribute all its earnings as dividends
without seriously affecting its credit. An
expanding business cannot."' (Italics
added.)

The Union contends that "The public is
called upon to provide the funds, but it is
shut out of participation in the profits to be
realized from the use of these funds." ("Facts
On Steel," p. 39.) The Union brief further
claims that "Corporate executives, in essence,
admit that they can fix prices at will, irre-
spective of market conditions, and they pro-
pose to 'fix' prices higher and higher." ("Steel
and the National Economy," p. 18.) These
statements represent a complete misreading
of the pricing and investment process. This
claim apparently assumes that an individual
steel company is free to charge any price for
its product and then take the "extra money"
obtained and buy new plants and equipment.

In the first place, it must be emphasized
that an individual steel company cannot set

1 Arthur Stone Dewing, Financial Policy of Cor-
porations, Fifth Edition, Vol. 11, Ronald Press, New
York, 1953, p. 853.
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prices arbitrarily without any relationship to
market forces. Prices set excessively high
without regard to market conditions would
result in a shift to substitute metals and to
other materials and would be accompanied
by a reduction in sales and in the volume of
profits. Such a price would be self defeating
and fail to achieve its objective. Paradoxi-
cally, the funds such higher prices were al-
legedly designed to obtain would not be forth-
coming. Moreover, they would not be re-
quired because of the idle capacity which
would develop in the industry. An individual
steel company is as much concerned as
unions should be that it does not price its
products out of the market.

During most of the postwar period, this has
not been the problem for steel. On the con-
trary, steel prices apparently have been too
low in terms of how much users were willing
to pay. Otherwise, how would one explain the
"gray markets" for steel, conversion deals,
and other evidences that at the prevailing
price level there was not enough steel pro-
duced to satisfy the enormous demand?

Secondly, there is considerable confusion in
the Union brief concerning who is providing
the funds for reinvestment. Such funds are
not supplied by the consumer. They are sup-
plied by the stockholder when he foregoes di-
vidend income.

Professor McFerrin of the University of
Florida describes retained earnings as "new
equity funds."' The funds are supplied by
the public or the consumer only in the sense
that all funds received by a corporation from
its sales must come from its customers. If
the price is set too high, the consumer will
not buy as much and there will be no funds
forthcoming. The consumer makes his de-
cision to buy or not to buy a product in terms
of the price asked. He does not make his de-
cision on the basis of what a company will
do with the funds received.

2 McFerrin. op. cit., p. 4.

Similarly, Professor William A. Paton of
the University of Michigan has pointed out
that:

"Actually earnings retained in the cor-
porate enterprise are a part of capital,
in the over-all administrative and eco-
nomic sense. They are just as much a
part of the shareholder's stake in the
business as are the funds which he origi-
nally invested. They are a part of the
total layer of risk funds, supporting the
claims of creditor-investors. If the earn-
ings were disbursed to the shareholder
through dividend action, and later the
same funds (or what was left after tax-
es) were invested in additional shares,
there would be no question as to the
propriety of treating the new investment
as capital. There is no material differ-
ence in the situation when the funds are
invested directly by corporate manage-
ment, without being passed through the
hands of the stockholders. It is true that
earnings may be unnecessarily or un-
wisely retained, but it is also true that
original investments of capital may be
unnecessaryorunwise."2 (Italicsadded.)

It is interesting to note that the various
authorities who have dealt with the question
of reinvestment of retained earnings do not
appear to have been informed that these
funds were diverted from consumers as the
Union brief alleges. Rather, they usually rec-
ognize that the reinvestment of these funds
instead of the payment of dividends involves
a decision by the Board of Directors concern-
ing funds earned on the stockholder's invest-
ment.

The Union's claims and interpretations
concerning the relationship between price
policy and financing expansion do not find
support either in theory or in fact. Internal
sources now as in the past continue to provide
the major funds for financing plant and
equipment in manufacturing industries. The
practice of the steel industry in this connec-
tion is fairly typical rather than unique.

2 William A. Paton, Shirtsteeve Economics, Apple-
ton-Century-Crofts, Inc., New York, 1952, p. 249.
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APPENDIX A

American Iron and Steel Institute In-
come Statement for the Steel Industry

THROUGHOUT the volume "Facts On
Steel: Profits, Productivity, Prices and Wages
1956," reference is made to various data
showing the relative importance of steel prof-
its before and after taxes, wages and mate-
rial costs. In most tables, these data are shown
only for the years, 1939, 1947, and 1950 to
the first quarter of 1956. All of the tables do
not cover the same number of companies.
Thus, Table 2 (p. 9), Table 3 (p. 10), Table
4 (p. 13), tabulation on page 15, Table 5
(p. 16), Table 6 (p. 18), Table 7 (p. 19), and
Table 8 (p. 20) cover data for 25 companies.
In contrast, data shown in Tables 9 and 10
on page 21 cover 22 companies, Table 11
(p. 23) covers 11 companies and Table 12 on
page 23 covers 9 companies. In light of the
difference in coverage as between the tables,
it is difficult to combine the different tables
even though most of them are designed to
show either profits, wages and salaries or
materials as a percentage of the sales dollar.
In order to fill in the missing years and to
determine the distribution of the sales dollar,
it would require a complete reworking of the
Union's data plus the collection of data for
the missing years.

There is no need to undertake such a com-
prehensive statistical survey since usable data
are already available in compilations pre-
pared by the American Iron and Steel Insti-
tute. The AISI data are available since 1939.
For the period 1939 to 1942, the AISI series
covers 31 companies. Since 1943, the number
of companies covered in any particular year
has ranged between 48 and 59. It is clear,
therefore, that the Institute's figures have a
somewhat broader coverage than do the fig-
ures contained in the United Steelworkers'

document since the AISI includes the 25 com-
panies as well as a number of smaller com-
panies. The AISI data do not show a signifi-
cantly different picture as to trends from the
figures compiled by the Union. Thus, the net
profits as a percent of sales shown by the two
series is as follows:

Profits After Taxes as Percent of Sales

Year

1939
1947

1950
1951
1952
1953
1954
1955

Dollar
Union Study

AISI 22 Companies

5.1 5.3
6.1 6.2
8.1
5.7
5.0
5.6
6.0
7.8

8.0
5.7
4.9
5.6
6.1
7.9

It will be noted that in no year was the differ-
ence more than two-tenths of a percent be-
tween the two series and it was that wide in
only one year (1939). A similar picture is
shown when the AISI data for employment
costs are compared with the Union's data for
11 companies as shown on page 23.

Employment Costs as Per Cent
of Sales Dollar

Union Study
Year AISI 11 Companies

1939 39.0 40.5
1947 36.7 38.8
1950 33.0 35.2
1951 32.3 34.7
1952 34.9 37.8
1953 34.0 36.4
1954 36.7 38.7
1955 33.5 35.5

It will be noted that in general, the AISI data
show a somewhat smaller percentage of the
sales dollar devoted to employment costs than
do the Union data. However, the trends
shown by the two series are generally the
same.
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A comparison of the material costs as a
percent of sales also shows the same type of
picture with the data in the AISI series, show-
ing material costs about 31/2 percentage
points higher than the data for the 9 steel
companies used by the Union in such years as
1939, 1954, and 1955. In the other years, the
AISI ratio also was higher than the Union's
figure but by a little less than 31/2 per cent.

In light of the comparisons shown above,
it is clear that the AISI figures can be used to
check the experience in the missing years. In
addition, the AISI figures give a more com-
prehensive picture of what happened in the
industry and make possible a comparison of
the various elements in the sales dollar on a
more consistent basis than do the Union's
data.
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APPENDIX B

What the Authorities Say
About Financing Expansion

The following excerpts by leading authori-
ties show that they consider internal financ-
ing of expansion to be of considerable im-
portance and a perfectly proper and conven-
tional method to be used.

H. G. Guthmann and H. E. Dougall
"Many businesses, especially small con-
cerns, find retained earnings the only
source of equity funds because of the dif-
ficulty or impossibility of selling stock.
Even large industrials and railroads have
found retained earnings a far more im-
portant source than the sale of stock.
Only in the public utility field has the
reverse been true. In the prosperous ex-
pansion period after World War II, 1946-
1953, approximately a half of corporate
capital structure growth was retained
earnings, and a half security financing;
of the latter, about two-thirds were
bonds and notes, and one-third stocks.
Current debt, in the forms of bank loans,
accounts payable, income tax liability,
and accrued expenses, accounted for
about as much growth as security financ-
ing."' (Italics added.)

Neil H. Jacoby and J. Fred Weston
"Economic theorists have recognized the
importance of the availability of internal
funds for the volume of business invest-
ment . . . the uses of internal funds are
crucial for investment regularization,
both because they finance a large propor-
tion of business asset expansion and be-
cause they are under the control of busi-
ness managements to a considerably
larger degree than are external funds."2

(Italics added.)
I H. G. Guthmann and H. E. Dougall, CorporateFinancial Policy, Third Edition, Prentice-Hall, Inc.,New York, 1955, p. 507.
2 Neil H. Jacoby and J. Fred Weston, "FinancialPolcies for Regularizing Business Investment," inRegslarization of Business Investmoent, A Conferenceof the Universities-National aoreao Committee forEconomic Research, Princeton University Press,

1954, pp. 395-396.

Arthur Stone Dewing
"A corporate enterprise may grow large
by the construction of new plants, by
additions to already existing plants, by
bringing into existence subsidiary enter-
prises to be coordinated-so far as oper-
ating control is concerned-with the
main business of the corporation. The
capital necessary to meet the cost of a
policy of internal growth may come from
the continuous reinvestment of surplus
earnings. This is the source of new capi-
tal to be relied upon by corporations dur-
ing the years of youth and adolescence
when the rate of return on the invested
capital is exceedingly large.' If the cor-
poration is engaged in an unusually
hazardous business, this may be the only
available source of new capital. The in-
herent risks are too great to enlist the
aid of new capital." 4

(Italics added.)
C The Carnegie Steel Company, the Ford MotorCompany, the Atlantic and Pacific Tea Company-in fact, all the chain store corporations during the
periods of their early growth--conform to this Pat-tern. On the other hand, it is doubtful if there isa single instance of internal growth to any con-siderable size by the reinvestment of surplus earn-ings alone. In the vast majority of cases this sourceof new capital is supplemented at irregular intervalsby at least some investment of capital from theoutside. Although most of the capital used by F. W.Woolworth for the expansion of his chain of storescame from earnings, numerous instances are on rec-ord in which he took in, as partners, men who broughtto the chain of expanding stores new stores which

they had developed. An understanding of these sub-ordinate sources does not minimize the paramount
importance of earnings as a source of new capital;they show how improbable it is for a large business
to develop out of mere earnings alone.

"As the corporation grows larger by the liberaland constant investment of surplus earnings, anincreasing proportion of capital is brought in fromoutside the corporation. Sometimes (as with theBoston Edison Company) it is capital continuallysubscribed by the stockholders, sometimes (as withthe Southern California Edison Company) it is
capital obtained by the constant emission of newbonds; and sometimes (as with the American Tele-phone and Telegraph Company) it is through manyexpedients, all designed, and designed with skill, toencourage new investment from old stockholders,
from employees, and from the public. As new capitalfrom the reinvestment of earnings is the chief means
for the expansion of corporations during the periodof their youth, before their securities have acquiredan investment standing, so the investment of newcapital derived from the sale of stocks and bonds
belongs especially to the period of maturity of acorporation, when its securities have attained a highstanding among investors."

4 Arthur Stone Dewing, Financial Policy of Cor-porations, Fifth Edition, Vol. II, Ronald Press, NewYork, 1953, pp. 852-853.
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Financial Handbook
"Factors Determining Need of Financ-
ing.-The need of financing in expansion
depends upon the amount of cash derived
from depreciation, retained earnings,
and surplus working capital, in relation
to the new capital required. Where pub-
lic financing is practical, or combinations
can be effected by exchange of stock,
there is added incentive to expand ag-
gressively as opportunity offers.

"In the railroad, public utility, and
other heavy industries, where a heavy
plant investment is required and the rate
of earnings on capital investment is rela-
tively low, expansion almost always re-
sults in financing. In the manufacture
of aluminum a large supply of cheap
electrical power is needed, so that a
heavy investment in hydro-electric prop-
erties has been necessary. The Alumi-
num Co. of America has never paid large
dividends on its common stock, using
earnings for expansion. Additional capi-
tal has been obtained through the sale of
its preferred stock and bonds."' (Italics
added.)

Joel Dean
"A company, in addition to exploring
and measuring its demand for capital
funds, must face the problems of deter-
mining where the money will come from.
Two sources, internal and external, may
be distinguished. A company's chief in-
ternal sources of supply of funds for
capital expenditures are depreciation
and retained net profits. To distinguish
between these two in the apportionment
of internal investment is illusory. The
chief managerial problems in respect to
internal sources are forecasting the
amount of cash that will be generated,
and deciding how much of earnings to
pay out in dividends and how much to
plow back in capital expenditures....

"Retained earnings are a major source
of capital funds. Plow-back policy is af-
fected by many considerations, such as
opportunities for investment inside the
company as opposed to opportunities out-

I Jules 1. Bogen Editor, Financial Handbook,
Third Edition, Ronaid Press, New York, 1948, p. 831.

side, regularity of stockholders' income,
reserves for contingencies and growth,
and the effect of plowing back on cost of
capital from outside.,, d-2

Joseph Howard Bonneville and
Lloyd Ellis Dewey

"Many businesses prefer to grow grad-
ually and normally from the inside; such
growth is effected by continually rein-
vesting in the business considerable por-
tions of its earnings. This plowing in of
profits necessarily reduces the possible
dividend payments by exactly the amount
put back into the business."'

John B. McFerrin
"As here defined, internal funds account
for about 75 per cent of the gross volume
of funds absorbed by corporations. It
seems appropriate at least to raise the
question as to whether or not non-finan-
cial businesses are becoming self-sustain-
ing and will in time be freed from the
guiding influence of the capital market
mechanism altogether.

"That they have not yet done so is
seen from the fact that some 25 per cent
of the gross volume of funds ahsorbed
by corporations during the 1946-1955
period were from external sources. Bank
loans and mortgages amount to some
$22 billion, or about 7 per cent of the
gross. This is hardly excessive. Numer
ous smaller corporations can look to
these sources alone for external funds."4

2Joel Dean, "The Concept and Economic Signifi-
cance of Regularization of Business Investment," in
"Regularization of Business Investment,"' op. cit.,
pp. 46 and 47.

3 Joseph H. Bonneville and Lloyd E. Dewey, Or-
ganizing and Financing Business, Fifth Edition,
Prentice-Hall, Inc., New York, 1952, p. 184.

4 John B. McFerrin, "Financing Corporation Ex-
pansion During the Postwar Decade," GeorVia Busi-
'aess, Vol. XVI, No. 4, The Bureau of Business Re-
search, jCllge ofr BusinessnAdministrtiaon, The

Univesityo or , Ahens GeogiaOctober
1956, p. 3. See also: Hiram L. lone, Corporation Fi-
nance, Henry Bolt & Company, New York, 1948, Chap-
ter 14; Floyd F. Burtchett and Clifford H. Hicks,
Corporation Finance, Harper &z Brothera New York,
1945, pp. 546-550; willam H. Husband and James
C. Dockeray, Modern Corporation Finance. Third
Edition, Richard D. Irwin, Inc., Chicago. 1952, Chap-
ter 25; Sergei P. Dobrovolaky. Corporate Income

tention, 1915-4, National Bureau of Economic
search, 1951.
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Mr. KNOWLES. Also, by unanimous consent, the additional tables
and charts of Mr. Hitchings will be inserted in the record where they
were referred to by him. (Pp.506-508,533,534.)

Senator OMAAHONEY. It is so ordered.
The committee is grateful to the members of the panel for their

readiness to appear and to give their views, and for the promptness
with which they have engaged in the discussions here today with the
members of the committee, and among themselves. I am sure that
the record will be helpful to all of us studying this matter.

When the committee adjourns, it will adjourn until tomorrow morn-
ing at 10 o'clock, and will meet in this room to discuss private pricing
policy and the effects of public policies with six panelists who will
participate.

The committee now stands in recess until tomorrow morning at
10 o'clock.

(Thereupon at 1:20 p.m., a recess was taken until Wednesday,
December 17,1958, at 10 a.m.)



RELATIONSHIP OF PRICES TO ECONOMIC
STABILITY AND GROWTH

WEDNESDAY, DECEMBER 17, 1958

CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COMM3ITTEE,

Washington, D.C.
The committee met at 10 a.m., pursuant to recess, in room 1301,

New House Office Building, Hon. Wright Patman (chairman) pre-
siding.

Present: Representatives Patman, Bolling, Reuss, and Curtis; Sen-
ators Douglas and O'Mahoney.

Also present: John W. Lehman, clerk; and James W. Knowles,
economist in charge.

The CHAIRMAN. The committee will please come to order.
This morning we approach the subject of prices from another di-

rection. Yesterday the panel of experts were asked to concern them-
selves mainly with determining prices and the way in which price
changes affect income and the allocation of resources.

Today's panel will be concerned with private pricing policies, their
formulation and effects, and our Government policies entering into
private pricing decisions.

Today's discussion should lay the groundwork for tomorrow's
panel, which will be concerned with the general problem of formu-
lating public policies for economic stability and growth.

As in previous sessions, each participant will be given 5 to 7 min-
utes for an opening statement and will summarize his views without
interruption. The hearing will then continue with an informal dis-
cussion in which we want all members of the panel to participate free-
ly along with the members of the committee, commenting upon pa-
pers in the Commentaries as well as upon questions posed by members
of the committee.

Our first panelist this morning will be Mr. Nat Weinberg, who is
the director of the special projects and economic analysis department
of the United Auto Workers.

Mr. Weinberg, we are glad to have you and you may proceed in
your own way, sir.

STATEMENT OF NAT WEINBERG, DIRECTOR, SPECIAL PROJECTS
AND ECONOMIC ANALYSIS, UNITED AUTO WORKERS, AFL-CIO

Mr. WEINBERG. Thank you, Mr. Chairman.
Insofar as the automobile industry is concerned, most of the spe-

cific questions raised by the Joint Economic Committee with respect
765
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to private pricing policies have been exhaustively answered in a re-
cent report of the Senate Subcommittee on Antitrust and Monopoly.

Much more significant than any points of agreement or disagree-
ment that might be expressed in relation to that report is the fact
that two congressional committees should find it necessary to con-
cern themselves intensively with private pricing policies. This is an
illustration of the extent to which the actualities of economic organ-
ization and practice today have departed from the model of the classi-
cal economists upon which much of our economic thinking still seems
to be based.

In the classical model of a pure competitive economy there would be
no such thing as a private pricing policy. Each firm's policy, of
necessity, would be to charge the price determined by market forces.
All of us know, however, that our present-day economy is very dif-
ferent from this model.

The prevalence of administered prices in important sectors of our
economy is no longer open to serious question. What remains to be
determined is whether we can safely permit private power over prices
to be exercised without any safeguards to protect the public interest
and, if not, what form the safeguards should take.

The men who wield the power to administer prices have been raised
on an oversimplified version of Adam Smith. They sincerely believe
that pursuit of their self-interest serves the common interest, and
therefore see nothing wrong in proclaiming that "What is good for
the XYZ corporation is good for the Nation." Thus, they feel not
only free, but actually obligated to set prices at levels that will maxi-
mize their profits.

But while accepting Smith's conclusion, these executives overlook
the fact that the very existence of their power to administer prices
has made Smith's premise obsolete. In his view the harmonization of
self-interest with the general welfare was to be achieved through the
mechanism of the competitive market, where supply and demand alone
would determine price and no individual would have sufficient in-
fluence over the total supply to affect the price.

No one would have been more alarmed than Adam Smith over pres-
ent-day industry's power to administer prices. He was deeply fearful
and suspicious of what businessmen would do if they could free them-
selves from the restraints imposed by the impersonal forces of the
market. In one of his most famous passages he noted that-

People of the same trade seldom meet together, even for merriment and
diversion, but the conversation ends in a conspiracy against the public, or in some
contrivance to raise prices.

Today even such meetings are unnecessary. Corporations big
enough to dominate whole industries need not consult with competi-
tors in order to apply price policies by which they dictate what con-
sumers shall pay. Neither the market nor any other mechanism
intervenes to assure that the prices so set are in harmony with the
public interest.

Smith, whose primary concern was the general welfare, would have
been the first to deplore such a situation.

Once we accept the fact that administered prices are in large part
insulated from ordinary market pressures, it becomes easier to under-
stand why some of the countermeasures applied against inflation have
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failed. An outstanding example has been the attempt to control in-
flation through monetary policy. Such an attempt assumes that the
inflationary situation results from an excess of demand over supply.
But the experience of 1957-58 proves that administered prices can
continue to be inflated in the face of curtailed demand and even a
sharp economic recession.

Certainly a tight money policy will reduce demand. In the recent
past it has effectively repressed demands of high social priority such
as the demand for adequate housing, for vitally needed schools, and
hospitals, and other community facilities. It has been an important
contributing factor to a slowing down of the economy which has
caused serious damage to employment and output, and thus to the
strength and prestige of our Nation. Ultimately it has reduced effec-
tive demand for nearly everything we produce-but administered
prices have continued to rise nevertheless.

A tight-money policy which produces such effects is clearly in con-
flict with the purposes of the Employment Act. Yet those who would
amend the Employment Act to make price stability at least an equal
goal with maximum employment, production, and purchasing power
apparently expect to reach that goal through monetary policy. To
attempt it would merely insure failure to achieve full employment,
without any practical effect on the problem of inflation-except that
by retarding normal economic growth, a misguided tight-money
policy would tend to create conditions leading to future inflationary
shortages of needed goods.

Another false approach has been to assert loudly that prices are in-
creased only as a result of wage increases, and to demand even more
loudly that new legislation be passed to curb unions. These demands
have continued in the face of evidence from the Bureau of Labor
Statistics that during the critical period of postwar inflation nonlabor
costs-including profits-were running ahead of prices while wages
lagged behind. Evidence produced by other participants in this in-
vestigation has also exploded the wage-push theory.

Proposals of corporate spokesmen to curb inflation by tying the
hands of unions should be examined in the light of the warning given
by Adam Smith with respect to legislative proposals emanating from
"merchants and master manufacturers." He said:

The proposal of any new law or regulation of commerce which comes from this
order, ought always to be listened to with great precaution, and ought never to
be adopted till after having been long and carefully examined, not only with the
most scrupulous, but with the most suspicious attention. It comes from an order
of men, whose interest is never exactly the same with that of the public, who
have generally an interest to deceive and even to oppress the public, and who
accordingly have, upon many occasions, both deceived and oppressed it.

HIow then should administered price inflation be attacked? Since
such inflation stems directly from the private price decisions of a. rela-
tively few big corporations our efforts must be directed toward influ-
encing those decisions. Our objective should be to substitute for the
restraints formerly imposed by the competitive market place another
form of restraint which, like competition, depends for its effectiveness
not upon compulsion but simply on the painful consequences of any
attempt at resistance.

When I last appeared before the committee I submitted a proposal
for public hearings in advance of price increases by certain major cor-
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porations, along lines that, I later learned, were similar to a bill intro-
duced years earlier by Senator O'Mahoney. I am glad to learn from
this morning's paper that the Senator plans to reintroduce such a bill.

In the face of such a procedure, I submit, corporations tempted to
impose unjustifiable price increases on the public would be impelled to
a measure of self-restraint.

Such a procedure would also impose similar self-restraint on unions
in administered price industries. If union demands were to go be-
yond a corporation's ability to pay without a price increase, the cor-
poration would be able to take its case before the same public agency
by simply filing notice of a proposed price increase. The union
would then have the choice of justifying its demands, reducing them
to what could be paid without a price increase, or being held responsi-
ble for contributing to inflation. In the overwhelming majority of
cases, I believe, trade unions would welcome an opportunity to have
the economic facts behind a wage dispute placed publicly on record.

The effectiveness of the proposed hearings would be immensely
increased if, in addition to the agency charged with conducting the
hearing, there wvere to be created an Office of Consumers' Counsel
authorized to intervene on behalf of the consumer interest. Such
a Consnlmers' Counsel would not only have power to insure that all
the pertinent facts are brought out, and to examine and cross-examine
witnesses, but might also be empowered to initiate a hearing before
the price agency where a strong case could be made to justify a price
decrease.

Let me emphasize that the proposal contemplates factfinding only.
It does not involve price controls. The purpose would be exclusively
to put the facts of each case on public view. In short, the pressures
of the marketplace, which in the administered price industries have
lost their effectiveness, would be replaced by the pressures of an in-
formed public opinion, to which even the largest corporations are
sensitive.

While no one can guarantee that these mechanisms would be fully
effective in suppressing administered price inflation, the encourage-
ment of self-restraint, which is their purpose, is certainly worth a
trial in order to avoid the legislative compulsion that the public will
inevitably demand if abuse of private pricing power continues to
jeopardize the stability and growth of the economy.

Mr. Chairman, my qualifications, amplifications, and further ex-
planations are all in the footnotes, and I would appreciate it if the
entire paper were placed in the record.

The CHAIRMAN. It will be made a part of the record.
(The document referred to follows:)

PRIVATE PRICE POLICY AND THE PUBLIC INTEREST

(Statement submitted by Nat Weinberg, director, special projects and economic
analysis department. UAWV)

Insofar as the automobile industry is concerned, most of the specific questions
raised by the Joint Economic Committee with respect to private pricing policies
have been exhaustively answered in a recent report of the Senate Subcommittee
on Antitrust and Monopoly.'

'U.S. Senate Subcommittee on Antitrust and Monopoly of the Committee on the Judi-ciary. "Administered Prices Automobiles," Washington, Nov. 1, 1958.
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Mluch more significant than any points of agreement or disagreement that
might be expressed in relation to that report is the fact that two congressional
committees should find it necessary to concern themselves intensively with
private-pricing policies. This is an illustration of the extent to which the
actualities of economic organization and practice today have departed from the
model of the classical economists upon which much of our economic thinking still
seems to be based.

In the classical model of a purer competitive economy there would be no such
thing as a private pricing policy. Each firm's policy, of necessity, would be
to charge the price determined by market forces. All of us know, however,
that such an economy no longer exists, if it ever did. The prevalence of admin-
istered prices in important sectors of our economy is no longer open to serious
question. What remains to be determined is whether we can safely permit
private power over prices to be exercised without any safeguards to protect the
public interest and, if not, what form the safeguards should take.

The case for safeguards does not rest on any judgment that administered
prices as such are evil, or that the men who administer them are any worse than
the general run of humanity. We can accept administered prices as unavoidable
in many areas of the economy, and recognize that without price administration
many types of business would be seriously hampered, without relinquishing our
insistence that the power to administer prices can be and has been abused, and
that appropriate measures must be taken to protect the public.

The men who wield the power to administer prices have been raised on an
oversimplified version of Adam Smith. They sincerely believe that pursuit of
their self-interest serves the eommon interest, and therefore see nothing wrong
in proclaiming that, "What is good for the XYZ corporation is good for the
Nation."' Thus, they feel not only free but actually obligated to set prices at
levels that will maximize their profits.'

But while accepting Smith's conclusion, these executives overlook the fact
that the very existence of their power to administer prices has made Smith's
premise obsolete. In his view the harmonization of self-interest with the general
welfare was to be achieved through the mechanism of the competitive market,
where supply and demand alone would determine price and no individual would
have sufficient influence over the total supply to affect the price.

No one would have been more alarmed than Adam Smith over present-day in-
dustry's power to administer prices. He was deeply fearful and suspicious of
what businessmen would (to if they could free themselves from the restraints
imposed by the impersonal forces of the market. In one of his most famous
passages he noted that, "People of the same trade seldom meet together, even
for merriment and diversion, hut the conversation ends in a conspiracy against
the public, or in some contrivance to raise prices." '

Today even such meetings are unnecessary. Corporations big enough to domi-
nate whole industries need not consult with competitors in order to apply price
policies by which they dictate what consumers shall pay. Neither the market nor
any other mechanism intervenes to assure that the prices so set are in harmony
with the public interest.

Smith, whose primary concern was the general welfare, would have been the
first to deplore such a situation.'

2 For a recent expression of this belief, note the following Interchange between the then
president of General Motors and the chairman of the Senate Subcommittee on Antitrust
and Monopoly:

Senator KEFAUVER. Mr. Curtlce, (0o vou regard the growth of your company from about
one-third in 1929 or 1930 to over one-half and the decline by the independents from one-
fourth to less than 5 percent as a healthy trend in the economy and in the automobile
Industry ?

* * * * * *

"Mr. CURTICE. I regard that as a healthy situation as far as General Motors is con-
cerned: yes.

"Senator KEFAUVER. Not so far as General Motors is concerned. Mr. Curtice. I am
talking about the country and the industry generally.

-Mr. CURTIcE. I think it is a healthy situation for the country and the industry In
general- (from the subcommittee's hearings on administered prices, pt. 6, "Automobiles,"
1958. pp. 2502-2503).

Mnximization may be sought either in the short or the long run. In either case the
justification is the same.

"The Wealth of Nations," book I, ch. X, pt. I.
6 Smith wrote, for example:
"The Interest of the dealers. however, In any particular branch of trade or manufactures,

is always In some respects different from. and even opposite to. that of the public. To
widen the market and to narrow the competition, is always the interest of the dealers. To
wilen the market may frequently be agreeable enough to the interest of the public: but to
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Once we accept the fact that administered prices are in large part insulated
from ordinary market pressures, it becomes easier to understand why some of
the countermeasures applied against inflation have failed. An outstanding
example has been the attempt to control inflation through monetary policy. Such
an attempt assumes that inflation is invariably the result of an excess of demand
over supply. But the experience of 1957-58 proves that administered prices can
continue to be inflated in the face of economic recession and sharply curtailed
demand.

Certainly a tight money policy will reduce demand. In the recent past it has
effectively repressed demands of high social priority such as the demand for
adequate housing, for vitally needed schools, and hospitals, and other com-
munity facilities. It has been an important contributing factor to a slowing
down of the economy which has caused serious damage to employment and out-
put, and thus to the strength and prestige of our Nation. Ultimately it has
reduced effective demand for nearly everything we produce-but administered
prices have continued to rise nevertheless.'

A tight money policy which produces such effects is clearly in conflict with the
purposes of the Employment Act. Yet those who would amend the Employment
Act to make price stability at least an equal goal with maximum employment,
production, and purchasing power apparently expect to reach that goal through
monetary policy. To attempt it would mer ely insure failure to achieve full
employment, without any practical effect on the problem of inflation-except
that by retarding normal economic growth, a misguided tight money policy would
tend to create conditions leading to future inflationary shortages of needed goods.

Another false approach has been to assert loudly that prices are increased
only as a result of wage increases, and to demand even more loudly that new
legislation be passed to curb unions.' These demands have continued in the
face of evidence from the Bureau of Labor Statistics that during the critical
period of postwar inflation nonlabor costs (including profits) were running

narrow the competition must always be against It. and can serve only to enable the dealers,
by raising their profits above what they naturally would he, to levy, for their own benefit
an absurd tax upon the rest of their fellow citizens" ("The Wealth of Nations." book I,
ch. XI, Conclusion).

6 Obviously it would be possible, by pushing the tight money policy far enough, to bring
about such an economic collapse that even administered prices would fall. Equally
obviously, the cure would be far worse than the disease.

7 The proposal most in vogue is that unions be brought under the antimonopoly laws.
This proposal was cogently analyzed and answered by Prof. Nathan P. Felnsinger in an
address at the Michigan State University Industrial Relations Center on Nov. 21, 1957

"An appeal to Congress to cut down the power of unions is really an appeal for Gov-
ernment Intervention In the bargaining process. for some form, of wage control and
corresponding limitation on the right to strike. If the power of unions to bargain for and
to strike over wage increases Is to be reduced by Congress, various questions immediately
present themselves. What form should the legislation take? Is it intended that Con-
gress, In order to 'prevent a single union from dominating and dictating the wage terms
in an industry,' should limit any particular union in an industry to bargaining with a
single company, so that if union A should bargain only with company X, some other union.
if any, let us say B, must bargain with company Y, and so on? This would mean, to
begin with, that employees would lose their freedom to select unions of their choice to
represent them. Again, unless union B were to be compelled to adopt the wage package
negotiated by union A and company X, union B. would be free. according to the usual
competition between unions. to seek a better deal. If union B succeeded, the result would
be different wage levels within the same industry, a departure. in the main, from the
practices followed in the mass production Industries even before the advent of unions.

"Other questions may properly be asked. How much power is too much power? Where
is the line to be drawn and who is to draw it in a particular case? Unless management
Is to be given unilateral control over wages, which no one has suggested, what is to
happen after the unions have been 'cut down to size'? Who Is then to determine, and by
what standard. what amount of wage Increase Is too much or just enough? Suppose that
an atomized union still has sufficient striking power to demand and obtain an 'inflationary'
wage increase? What then? In those instances where the power of management to resist
is greater than the union's power to strike. is management, too, to be 'cut down to size'?
In a period of deflation, is management to be told that its proposed increase is too little?
Is the growth of associational bargaining among employers to be reversed?

"The issue is not whether it is 'the responsibility of business to contain the demands
of labor.' The issue is who is to assume the responsibility, and by what method, to appraise
the justness of a wage proposal In the interest of all concerned, labor. management. and
the public. In my opinion. the responsibility in peacetime is and should remain that oflabor and management and the method Is and should remain that of collective bargaining.
If management be convinced in any given case that a particular wage demand would push
up prices and is therefore Inflationary, it ought to say so. and take a strike. If It be
argued that strikes also are harmful to the economy. then the answer is for Congress to
prohibit strikes. That means, of course, compulsory arbitration of contract makingdisputes and wage and, price controls. practices which are abhorrent In a free-enterprise
economy operating in a democracy. But we cannot eat our cake and have It, too."
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ahead of prices while wages lagged behind. Evidence produced by other par-
ticipants in this investigation has also exploded the wage-push theory.!

Proposals of corporate spokesmen to curb inflation by tying the hands of unions
should he examined in the light of the waining given by Adam Smith with
respect to legislative proposals emanating from "merchants and master manu-
facturers." He said:

"The proposal of any new law or regulation of commerce which comes from
this order, ought always to be listened to with great precaution, and ought never
to be adopted till after having been long and carefully examined, not only with
the most sciupulous, but with the most suspicious attention. It comes from an
order of men, whose interest is never exactly the same with that of the public,
who have generally an interest to deceive and even to oppress the public, and
who accordingly have, upon many occasions, both deceived and oppressed it."'

How, then, should administered price inflation be attacked? Since such infla-
tion stems directly from the private price decisions of a relatively few big cor-
porations '° our efforts must be directed toward influencing those decisions. Our
objective should be to substitute for the restraints formerly imposed by the com-
lietitive marketplace another form of restraint which, like competition, depends
for its effectiveness not upon compulsion but simply on the painful consequences
of any attempt at resistence.

In the course of an earlier hearing before this committee I proposed that any
company which controls a substantial proportion, say more than 20 percent, of
the sales in its industry be required to give advance notice and public justification
of price increases it proposes to put into effect." It would be required to produce
the pertinent economic facts in public hearings before a governmental agency
having power to demand all the relevant data, to hear opposing contentions, and
after the hearings to publish the facts as it had determined them. In the face of
such a procedure, I submit, corporations tempted to impose unjustifiable price
increases on the public would be impelled to a measure of self-restraint.

Such a procedure would also impose similar self-restraint on unions in admin-
istered price industries. If union demands were to go beyond a corporation's
ability to pay without a price increase, the corporation would be able to take its
case before the same public agency by simply filing notice of a proposed price
increase. The union would then have the choice of justifying its demands,"
reducing them to what could be paid without a price increase, or being held
responsible for contributing to inflation. In the overwhelming majority of cases.
I believe, trade unions would welcome an opportunity to have the economic facts
behind a wage dispute placed publicly on record."

The effectiveness of the proposed hearings would be immensely increased if,
in addition to the agency charged with conducting the hearing, there were to be
created an Office of Consumers' Counsel authorized to intervene on behalf of the

8Such a practical business,,,ail as C. E. Wilson. of General motors, discarded it long
since. In Reader's Digest for September 1952 he wrote: "I contend that we should not
say 'the wage-price spiral.' We should say the 'price-wage spiral.' For it Is not primarily
wages that push up prices. It is primarily prices that pull up wages" [emphasis In
originall.

9 "The Wealth of Nations." hook I, ch. XI, Conclusion.
° "BiL" is used here In a relative sense based noon the industry Involved.
1 I first presented this proposal. In highly tentative fashion, on Jan. 31, 1957. It

grew out of discussions with my colleagues In the UAW. Subsequently we discovered that
Senator O Mnhoney had introduced a bill embodying a somewhat similar proposal as early
as 1948. While I was embarrassed at my failure to give him proper credit for the idea
when I first presented It, it was encouraging to learn that his Intensive study of administered
prices had led to a conclusion similar to ours. Public discussion of this proposal and of the
administered price problem generally over the past 2 years has not, to my knowledge, either
produced any better suggestion to meet the problem or revealed any serious defect In the
proposal. I therefore ulrge it with more confidence now than when I last appeared before
this committee.

22 There are niany circumstances tinder which wage increases are justified even though
they may necessitate price increases. This is certainly true where existing wage levels
are substandard. It is equally true where. due to the slow pace of technological advance
in al given Industry. Its workers cannot be given their fair share of the fruits of the
Nation's progress In productivity without raising prices. We would expect the resulting
price increases, however. to be balanced by price reductions In industries where profits are
inordinately high or technological advance faster than average. Such disparate price
movements are to be expected in a dynamic economy and are perfectly consistent with
stability of the general level of prices.

11 Unions in the public utilities field are often unjustly blamed by the public for rate
increases granted by the regulatory agencies. Such unions would probably find It helpful
if hearirgs before the regulatory bodies afforded them an opportunity to develop for the
information of the public the justification for their wage gains.
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consumer interest."4 Such a Consumers' Counsel would not only have power to
insure that all the pertinent facts are brought out, and to examine and cross-
examine witnesses, but might also be empowered to initiate a demand for ahearing where a prima facie case could be made to justify a price decrease. Here
again, if a firm had abused great economic power to maintain artificially high
prices, it is probable that in many cases action to initiate a hearing would besufficient to induce remedial action.

Let me emphasize that the proposal contemplates factfinding only. It does not
involve price controls. The purpose would be exclusively to put the facts of each
case on public view. In short, the pressures of the market place, which in theadministered price industries have lost their effectiveness, would be replaced by
the pressures of an informed public opinion, to which even the largest corpora-
tions are sensitive.

While no one can guarantee that these mechanisms would be fully effective insuppressing administered price inflation, the encouragement of self-restraint,
which is their purpose, is certainly worth a trial in order to avoid the legislative
compulsion that the public will inevitably demand if abuse of private pricing
power continues to Jeopardize the stability and growth of the economy.

The CHAIRMAN. Next we have Mr. Morris Livingston, consulting
economist, Chicago, Ill.

We should be very glad to hear from you in your own way, Mr.
Livingston.

STATEMENT OF S. MORRIS LIVINGSTON, CONSULTING ECONOMIST.
CHICAGO, ILL.

Mr. LIVINGSTON. Mr. Chairman, my prepared comments were in two
sections. The first used information about a particular market to
illustrate the need for caution in drawing conclusions about the effec-
tiveness of competition in American industry. The second urged a
better understanding of the limitations of published prices and price
indexes, particularly when these are used as measures of competitive
behavior.

The various ideas as to what managements ought to do about prices
presuppose that they can and should have any policy other than that
of maximizing some combination of current profits and longer-term
profit opportunities, within the limits imposed by actual or potential
competition. One might infer from some of the papers presented by
panelists before this committee last spring that our competitive market
system is not working very well, and that we must rely on the industrial
statesmanship of corporate managements.

Several influences have contributed to the widespread belief that
markets are much less competitive than is frequently the case. One
of these is the application of the textbook concept of an oligopoly
without adequate knowledge or appreciation of all the ways in which
actual market structure differs from the textbook concept.

Another is the use of such economic jargon as "monopolistic coim-
petition." Even the trained economist may at times forget that mar-
kets can depart from the textbook concept of "pure" or "perfect" com-
petition and yet be workably or effectively competitive. Those not
familiar with the precise meanings economists have given to such
terms are understandably confused and misled.

14"The creation of an independent Office of Consumers' Counsel has been urged repeatedlyover the last 20 years. The proposal generally envisions that the Consumers' Counselwould be empowered to become a party in all proceedings before all Federal regulatoryagencies whose activities affect consumer interests. Thus, Intervention in the price hear-ings proposed above would be one of many activities to be carried on by such an office.
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Another is the lack of data measuring actual transaction prices, and
the uncritical acceptance of published price quotations as though they
measured realized prices. The realized prices are likely to change
much more frequently, and fluctuate over a wider range than the pub-
lished prices.

Furthermore, managements' explanations of price policies are fre-
quently misleading or subject to misinterpretation. As Professor
Bailey put it, "t ley talk like oligopolists while they price like
competitors."

But perhaps the basic difficulty is that economists rarely have either
the time or the resources to acquire an adequate knowledge of the struc-
ture of particular markets, and all of the aspects of competitive
behavior in those markets. I attempted to illustrate this point by
providing a more adequate description of one segment of one market,
the tank-wagon sales of gasoline to retailers. Because of the pre-
scribed limitation on the length of the paper, however, I could do no
more than mention some of the more important features.

In contrast with the textbook concept of an oligopoly, as a market
dominated by a handful of sellers, the four largest refiners account
for only 32 percent of the output. It takes 20 firms to account for 84
percent of the total. While these firms are superficially similar, there
are also marked differences which have an important bearing on their
competitive behavior. Their interests in particular markets are fre-
quently conflicting.

Furthermore, their conduct is greatly influenced by the need to meet
the competition of roughly 140 smaller refiners who supply the other
16 percent. The characteristics of these smaller firms are such that, in
general, they can be expected to act as sellers and are presumed to act
in fully competitive markets. Hence their competitive influence is
much greater than their share of total gasoline sales.

Even more so than in most industries, the individual refiner finds it
disadvantageous to curtail its output to preserve the general price
level. For both large and small firms the high fixed costs of refineries
and the low cost of the incremental barrel of output are strong induce-
ments to operate refineries near capacity even if the output must be
sold at far belowv total cost. This is the major influence toward effec-
tive competition. Industry spokesmen may talk about the need to
curtail output in order to avoid ruinously low prices, but in actual
practice each firm finds it advantageous to ignore this talk.

The effectiveness of this competitive pressure on prices is enhanced
because no one firm, or small group of refiners, controls enough of the
capacity so that a moderate curtailment of its output can have much
effect on the price level. The smaller refiners could and would increase
their output to make up the difference.

Another important characteristic of gasoline markets is that a sub-
stantial part of the output of both large and small refiners is sold
through private brand, cut-price marketers. These marketers buy
their gasoline in the highly competitive bulk or primary markets. If
primary market prices decline, they tend to pass on the saving in
terms of lower retail prices in order to enhance their volume, and vice
versa. The refiner brands must meet this competition and hence their
tank wagon prices also reflect changes in supply and demand condi-
tions rather promptly.
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I used the published tank wagon prices for the leading refiner brands
in 55 cities over a 7-year period to show that these prices change fre-
quently, even in response to comparatively minor changes in supply
cand demand conditions. In this instance the published data come
reasonably close to measuring actual price realizations. These fluctua-
tions are not what would occur if the large refiners had any significant
control over tank wagon prices. On the contrary, they support the
conclusion reached from the analysis of market structure that this
market is highly competitive.

The second section of my paper illustrates the dangers of relying on
published price data without a thorough understanding of the limita-
tions and possible inadequacies of those data. For this purpose I used
a detailed description of the reported primary market prices for gaso-
line. The specific difficulties encountered here are not the same as
would be found in other areas. The net result, however, is that the
data are misleading for the purposes to which they are frequently
put.

The CHAIRMAN. Thank you very much, sir.
We have as our next witness Mr. William W. Tongue, economist,

Jewel Tea Co., Inc., Melrose Park, Ill.
Mr. Tongue, we are glad to have you, and you may proceed in your

own way.

STATEMENT OF WILLIAM W. TONGUE, ECONOMIST, JEWEL TEA
CO., INC., MELROSE PARK, ILL.

Mr. TONGUE. Thank you, Mr. Chairman.
As Mr. Weinberg implied if we operated in a world of perfect com-

petition there would be no conflict among the objectives of maintaining
steady growth, full employment and a stable price level.

A monetary policy aimed at a continuing increase in the money
supply at an appropriate rate would be sufficient. No producer would
be in a position to affect the general price level by his actions. He
would be so small, and his actions in pricing the products he sells or
the labor he hires would have so negligible an effect on the correspond-
ing prices charged or paid by others, that he would be effectively
straitjacketed by general market conditions. He would be faced with
a loss of sales if he raised his price and he would go out of business
if he tried to pay more than the going wage. There would be no
point in a labor union calling a strike, since under perfect competi-
tion it could not control a sufficiently large share of the labor supply to
enforce its demands.

For the purpose of this inquiry, the important question is whether
there are any areas in the economy that depart so much from the
atomized conditions of perfect competition, areas where producers
do have so large an influence on the prices charged by others for their
products, or paid by others for their raw materials, labor, or other fac-
tors of production, that they destroy the workability of actual compe-
tition. The investigations of this committee have suggested that this
may be the case in a few industries, labeled the "pace-setting indus-
tries" by Representative Reuss.
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PATrERN-S PREADING THlE PROBLEM

The question narrows down to a factual one of determining whether
these industries, when they change prices, induce other industries to
change their prices in the same direction and to the same degree. For
if this is the case, a change in the price of automobiles or steel, for
example, becomes the cause of a change in the general level of prices
rather than a change in prices of steel and automobiles alone relative
to prices of other commodities. In a sense, from the standpoint of
the general price level, "administered" prices are dangerous to the
extent that producers, in "administering" price changes in their own
industry, are also "administering" similar price changes in all other
industries at the same time, or with some slight lag.

I confess that after stating the problem in this fashion, I simply
lack the factual knowledge to know whether this is the case or
whether producers act on the assumption that others will follow
product price changes initiated by them. I would suspect, however,
that they do not act in this fashion as a general rule wvhen cost and
other conditions do not change. I caln see that a price change by one
steel producer, for example, might spread to other steel producers,
but that it would spread to other industries, or that steel producers
would act on the assumption that it would spread to other industries,
seems very doubful to me-again, with the qualification that cost or
other conditions do not change. The spread to other producers of
price changes initiated ad hoc in the automobile industry seems to
me even less likely.

Supporting my doubts on this score is the fact that prior to World
War II the United States did not suffer from a general upward creep
of the price level such as we have experienced postwar. I see no
evidence that there has been a sufficient increase in the degree of
monopoly power in industry since before World War II to account
for this difference in the behavior of the price level.

I have qualified the conclusion that price changes in the pattern-
setting industries are not apt to spread, limiting it to price changes
initiated solely by producers, unaccompanied by changes in cost or
other conditions. For I think there is some evidence that producers
in the pattern-setting industries do act as though a change in wage
rates, for example, will establish a pattern and shortly spread to other
industries. Under such circumstances they may feel more free to
raise prices because they know that costs for other producers will
also be raised and these other producers will likely raise their prices,
too. Such a general increase in wage costs not only pushes up prices,
but since wages and salaries represent some 70 percent of personal
income, it provides the increased purchasing power to pay the higher
prices, thereby exerting a demand pull.

Thus, the spread of a wage pattern set in the pace-setting industries
appears to be the heart of the wage-price spiral.

WHlO IS THE Ct'LPRIT?

It is argued by some that labor is not responsible for this upward
ratcheting of the wage-price level because wage rates have actually
lagged slightly behind the change in the pirice level since a certain
date. For example, real wages rose only by 35.2 percent from 1947
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to 1957 compared with 37 percent for real product per man-hour.
Actually, other figures compiled for this committee's staff show the
opposite; for example, employee compensation per dollar of real
product in the nonfarm private sector has increased by 33 percent
between 1947 and 1957 compared with corresponding increases of 29.9
percent for nonlabor payments per dollar of real product and 31.6
percent for prices in the nonfarm section. But the differences are
not great in any case, with the balance falling slightly one way or the
other depending on the particular series or dates selected.

The really striking fact about these figures is that they are so close
together, suggesting that the share of labor in the real national prod-
uct has not changed significantly; and other statistics could be cited
to show that this has been true for longer periods-for example, since
1919 in manufacturing. I believe this is what one would expect on
theoretical grounds, also.

We can only prosper in real terms to the extent that productivity
increases. An attempt by any large group to increase its share much
more rapidly than this can only result in a rise in the price level; its
share of the total pie will not change significantly. As the late Lord
Keynes, the father of modern economics, stated in "The General
Theory" some 22 years ago:

And the long-run stability or instability of prices will depend on the strength
of the upward trend of the wage unit (or, more precisely of the cost-unit)
compared with the rate of increase in the efficiency of the production system.

In theory, any element in the production process can initiate a
price change and it. will be unstabilizing to the general price level to
the extent that it is followed by others. But I submit that prior to
the advent of the large industrial unions in the pattern-setting indus-
tries, this problem did not arise. Today, these large industrywide
unions are the only element in the production process powerful
enough to impose price-or wage-changes which spread from in-
dustry to industry. To the extent that these become general, they
do not benefit labor, but only raise the general price level.

Let us stop the witch hunt for culprits and agree on certain funda-
mentals. I submit that unless wvage increases in general, and in the
pattern-setting industries in particular, are held to the rate of growth
in productivity, it will be impossible to stabilize the price level. On
the other hand, if wage increases in general, and in the pattern-setting
industries in particular, do not rise faster than general productivity,
the general price level cannot have a sustained upward trend. Both
propositions are consistent with Lord Keynes' appraisal cited above.

This brings us squarely up against the question of just how we
should go about controlling the pattern-setting industries so that their
actions will not have an unstabilizing effect on the general price
level, leaving it to monetary and fiscal policy to control the general
price level for the rest of the economy. This, in turn, narrows down
to determining howv to prevent wAage settlements in the pattern-
setting industries which exceed the growth of productivity. This is
the nub of the policy question.

SELECTIVE PRICE CONTROLS OR NOTIFICATION BOARDS ARE NOT THE ANSWER

It has been suggested by some that control of p1-ices in the pattern-
setting industries-or requiring notification to some board before a
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price increase can be made effective-would be sufficient to break up
the wage-price spiral. I submit that such selective price control, leav-
ing wages free to rise, would not be effective in holding down the
general price level. For example, the price of steel might be held
down, but if steel wages should rise substantially more than the in-
crease in productivity in the economy generally, this would set a
pattern which would spread to other industries. Not only would
this push up costs, but general buying power would also rise, creating
an upward pull on prices. The general rise in wages would result
in a general rise in prices, except for steel. The general price level
would thus not be controlled by this selective price control, but the
price of steel would be lower and the prices of other commodities
would be higher than would otherwise be the case, with unfortunate
results on the allocation of resources, particularly of new investment.

There are other objections to this form of selective price control or
prenotification. One is that there are no clear standards for de-
termnining what price a public body should recommend or condone in
an administered price area. A second is that the difficulties of pat-
tern setting, the tendency of patterns to spread to other industries,
would be strengthened rather than weakened by giving price or wage
settlements official sanction.

It is possible that the proponents of prenotification boards have in
mind that if, for example, the steel industry knows that it must
justify any price increase in advance, this will so stiffen their backs
in labor contract negotiations that they will refuse to grant wage in-
creases that cannot be paid for out of increased productivity. If the
proposal would be successful in doing this, coupled with appropriate
monetary-fiscal policies, it would, of course, go far toward halting
the inflation spiral in its tracks. However, I doubt that this is what
the proponents of prenotification boards have in mind and, in any
case, I believe it would be undesirable for the reasons outlined
previously.

THE NEED FOR PUBLIC UNDERSTANDING

Now, before we resort to such devices, which can have serious harm-
ful effects, I believe we should first obtain some general agreement
on the simple proposition that real wage increases can only come as
productivity advances, and roughly in proportion to such advances.
To obtain such agreement, we urgently need an educational program,
particularly one which would reach union members, and one which
would have bipartisan sponsorship. I should judge that the Joint
Economic Committee is in an excellent position to conduct such an
educational campaign, and I appeal to their sense of public service
to do so.

If this is done, I have every confidence that responsible union
leadership in the pattern-setting industries will exercise reasonable
restraint in their demands in the best interest of their own members.
For labor has nothing to gain from a continuous upward creep of the
price level and is in a less favorable position than some other groups
to protect itself against the loss of purchasing power in accumulated
savings and pension rights that accompanies inflation.

Thank you, Air. Chairman. That concludes my statement.
34358-59- 23
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I have a supplementary table of data here that bears on some of
Mr. Wishart's figures cited in his commentary; but I perhaps could
pass on those at this time, pending Mr. Wishart's arrival.

The CHAIRMAN. If you would like to insert it in the record you may
do so.

Mr. TONGUE. Yes, sir; thank you.
The CHAIRMAN. Without objection it is so ordered.
(The table referred to, "Retail Meat Prices and Retail Margins,"

is as follows:)
Retail meat prices and retail margins

[In cents]

Retail price per pound Retail gross margin per
pound

Per Wishart Jewel Food Per Wishart Jewel Food
Stores Stores

1947 - 58.4 51.2 8.4 7.0
1948 ------------ 65.6 57.9 11.6 8.4
1949 - 59.4 13.4 8.5 8.6
1950 62.4 55.4 10.7 8. 9
1951- 69. 1 61.5 10.9 8.4
1952 - 68.0 61.1 13.9 8. 2
1953 ----------------------- 63.8 53.5 13.4 8.5
1954 -64.1 51.7 14.3 8.5
1955 -59.4 48.2 15.4 8.0
1956 ------- ----------------- 57.6 46.0 15.4 7.8
1957 - 64.1 48.7 17.3 8.4

X Price control.

NOTE-The Wishart figures are taken from his commentary (pp. 211 and 212 of "Commentaries Sub-
mitted by Economists From Labor and Industry Appearing Before the Joint Economic Committee,
Congress of the United States, Oct. 31, 1958"). He states that they are derived from Bureau of Labor
Statistics, Agricultural Marketing Service, and American Meat Institute data. The Jewel Food Stores
figures are taken from the records of Jewel Tea Co., Inc.

The CHAIRMAN. Thank you, Mr. Tongue.
Our next witness is Mr. Martin J. Bailey, professor of economics,

University of Chicago.
Mr. Bailey, we will be glad to hear from you.

STATEMENT OF MARTIN J. BAILEY, PROFESSOR OF ECONOMICS,
UNIVERSITY OF CHICAGO

Mr. BAILEY. Mr. Chairman and gentlemen, since the current series
of hearings is for the purpose of obtaining an overall appraisal of a
variety of views that have been submitted to you, I shall offer the
most frank overall appraisal I can make, even at the risk of sounding
intemperate.

The great diversity of opinion expressed in the papers and testi-
mony submitted both to the current hearings and to those held in
May reflect the almost universal tendency to try to fix blame on some
group or other for the existence of the phenomenon of creeping in-
flation, which supposedly is a new phenomenon in the last few years.

We have, for example, heard labor economists and people sympa-
thizing with them blame large corporations, administered prices, et
cetera, et cetera, for the tendency of prices to rise and business groups
retorting that labor unions are really the whole cause of the trouble.

Relatively detached and highly trained academic observers some-
times tend to blame both groups and point out that in the leapfrog-
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ing process the year-to-year fluctuations in shares of national income
would obscure any temporary success of one group or another in the
process. Of course, if all groups together are doing it with more or
less equal effectiveness this would be true. But if one particular
group were initiating and leading the process while the others lagged
behind this consistent success would show up in the aggregate statis-
tics on factor earnings.

Since the data do not show anyone to be doing especially well at
the expense of others, the results are inconclusive to say the least.

The idea that all groups could just happen to start simultaneously
and with the same force to raise prices and wages merits special atten-
tion, however, because it is the only such idea that might possibly be
reconciled with the facts. In my view it deserves exactly the same
consideration as the idea that a man holding firmly to his shoestrings
might go floating up into the air, or the idea that a body of water
standing dead level might suddenly go rushing uphill. If one con-
sults a natural scientist on such an idea he would assure us that it
could in fact happen about once in every 10 billion years or so. He
would not advise us to stand around waiting for it to happen.

The time was, however, when natural scientists were not so sure
on this kind of idea and when many of them were busily trying to
invent perpetual motion machines and other devices involving water
running uphill on its own initiative.

Although this stage of theorizing has long been passed in the natu-
ral sciences, we are still busily at work in that sort of thing in the
realm of economic policy discussion. The current fashion is to try
to invent inflation machines which run on their own initiative without
the steam of monetary expansion behind them. Of course, just as
the sea water thrown up by a wave crashing into the beach may run
uphill momentarily before hesitating and then lapsing back, so also
it is possible to observe the momentum of an upward price movement
continuing upward after the onset of recession.

This occurrence, drawing so much attention in the current recession,
is an almost universal characteristic of recessions as far back as we
have the data to observe them.

However, those periods in past history in which prices have tended
to rise persistently or secularly have been without exception those
periods in which the stock of money was rising secularly, either due
to gold discoveries, Government creation of money for war or other
purposes, or monetary in discipline in the banking sector. Neither
phenomenon-a secular rise in prices continuing for any substantial
length of time or a secular rise in the quantity of money-has ever
occurred without the other. That is, the actual machine of inflation
has never operated without the steam of monetary expansion behind it.

In connection with all the above, it is pertinent to remark that, in
my opinion at least, competition is still a powerful and pervasive
force tending to keep in line those with overambitious designs on the
division of the national income. Nothing cuts down a monopolist or
other would-be local Caesar faster than an alternative supply of the
thing that he controls. History is full of examples of attempts to
monopolize and is strewn with the bones of their failures.

It is this rather than any good will, sense of responsibility, regula-
tion, or what have you, that is the public's main protection against
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exploitation. There is no evidence whatever to support the view that
the invisible hand of competition is any less powerful or pervasive
today than it was when Adam Smith remarked on it, except the evi-
dence supplied by Mr. Weinberg that everybody knows that it doesn't
exist any more.

I have to remark on this point that I used to think that I knew it too,
but continued exposure to evidence on the question of what happens in
particular industrial markets has convinced me that I did not know it
quite as well as I thought I did.

Though pervasive as that hand is, it is still at least as invisible as it
was in Smith's day, because hardly anyone will admit that it exists,
except those most directly affected by it.

I would conclude from all this that the elegant contraptions of
public policy now proposed from various sides to protect us from the
dangers that supposedly threaten price stability and full employment
are no more suitable for that purpose than they ever were. No new f act
or no new danger has been demonstrated, and I doubt any will be for
a while in this area. The most suitable subject for attention that I can
think of from the public policy standpoint is that public policy should
stop doing those things that stifle competition and deter growth. Such
contribution as policy can make to price stability and full employ-
ment will be found primarily in the realm of sound monetary and
budget management.

The CHAIRMAN. Thank you very much, Mr. Bailey.
Our next witness is Mr. Alfred R. Oxenfeldt, professor of economics,

Graduate School of Business, Columbia University.
You may proceed in your own way, sir.

STATEMENT OF ALFRED R. OXENFELDT, PROFESSOR OF MARKET-
ING, GRADUATE SCHOOL OF BUSINESS, COLUMBIA UNIVERSITY

Mr. OXENFELDT. Thank you, Mr. Chairman.
It is difficult to summarize the statements before this committee

concerning private pricing policies. For the most part, they talked
about somewhat different subjects; even when they did discuss the
same point, their frames of reference were so different as to frustrate
direct comparison. These difficulties notwithstanding, a highly selec-
tive summary is attempted here.

Specifically, this paper presents the main areas of agreement and
disagreement about the causes of and prescriptions against persistent
inflation and the ratchetlike movement of prices-insofar as they re-
late to private pricing policies.

I apologize in advance for the violence done to participants' opin-
ions when summarized so briefly. After this inventory is presented,
I shall express a few conclusions of my own.

I. PARTICIPANTS5 DIAGNOSES

A. AREAS OF GENERAL AGREEMENT

1. There is a downward rigidity of industrial prices during reces-
sion, and this condition is a relatively new development. Professor
Bailey is a most notable and outspoken exception.
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2. Prices advance rather promptly in many industries if increases
occur in particular elements of cost-even though average or incre-
mental costs may not have risen.

3. Labor and industry, through their wage demands and price
demands have contributed to the persistent inflation, even though
they are not necessarily equally responsible and other factors may
have done far more to cause inflation.

4. There are pace setting industries from which wage and price
changes spread to other parts of the economy.

5. This would seem to negate the other four points: Information
available is too scanty and unreliable to support confident generali-
zations about the way that prices-and wages-are determined.

B. POINTS ON WHICH THERE WAS CONSIDERABLE DISAGREEMENT

1. The inflationary tendency is attributable to excessive demands of
labor.

2. Inflation is due to the refusal of businessmen to reduce prices
during recession and to inordinate price increases during prosperity.

3. The structure of industry, which generates only mild competitive
pressures, explains the high and rising price level.

4. Governmental monetary and spending policies are responsible
for the persistent inflation.

II. PARTICIPANTS' PRESCRIPTIONS FOR IMPROVEMENT

A. AREAS OF AGREEMENT

1. We do not know enough now to recommend a remedy for infla-
tion resulting from private pricing policies.

2. Appeals by a public authority for self-restraint on the part of
labor and industry cannot prevent inflation.

3. The antitrust laws cannot and should not be used to combat
inflationary price increases or wage demands.

4. It would be impossible, and perhaps undesirable, to eliminate
all power of labor and industry to influence wages and prices.

B. AREAS OF DISAGREEMENT

1. Criteria exist by which one might determine whether specific
price increases are justified and inflationary.

2. It would be desirable to have a Federal authority call upon or
require labor and/or industry in pace-setting industries to forgo
wage and price demands that would be inflationary.

3. Businessmen and labor leaders should be required to base their
wage and price demands on considerations of public welfare, at least
in part.

This summary, which is highly sketchy and selective-and may
simply represent what I regard to be important rather than what the
discussants as a whole would have emphasized-implies several im-
portant conclusions. First, much more affirmative agreement was
reached under the head of diagnosis than prescription. Second, the
main points of agreement-wvhether regarding diagnosis or prescrip-
tion-were essentially negative. such as we do not know enough yet
to reach a conclusion on this or that point: or, this factor is not the
main cause or that measure is not a suitable cure. Third, it is difficult
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to escape the conclusion from the papers and discussion presented
before this committee that inflation must be combated in some other
way than by altering private pricing policies. This conclusion is pro-
foundly important. We must seek relief where it may possibly be
obtained.
I I should like to turn now to a few personal observations, which I
trust are no less frank and forthright than Professor Bailey's.

There is a strong feeling among many, which I share, that certain
labor and industrial groups possess inordinate market power and are
abusing it. Possibly, these abuses could be eliminated by Congress.
However, I doubt that their elimination would end the ratchetlike
movement of prices. The underlying tendency of the economy to-
ward gradually rising prices reflects the total structure and "culture"
of our economy. Anger and resentment, which underlies many of
the attacks on labor unions and industrial leaders, leads some of the
participants to seek an end for inflation by punishing a handful of
wrongdoers. In my opinion, this view vastly oversimplifies the prob-
lem. Several related points bear on this conclusion.

First, no discussant, to my knowledge, said that he would outlaw
all situations in which sellers possess any discretionary power over
price or labor unions have any power to influence wage rates. Atom-
istic competition of the textbook variety is virtually nonexistent-as
are examples of oversimplified models of monopoly and oligopoly-
and is an unattainable goal. Moreover, it is far from clear that
purely competitive markets would serve the Nation well if they were
fit into the rest of our economic and social structure. That is a. rather
forthright difference of opinion with Mr. Tongue.

Second, no participants indicated how it would be possible to bring
about more prompt and deep price reductions when recession occurs.
Mr. Bailey believes this is not the problem, I might mention. Indeed,
most of them expressed doubt that downward price flexibility would
speed business revival and several thought it might delay revival
seriously.

Third, there appears to be general agreement that price changes are
desirable and that one must expect most of them to be increases during
periods of prosperity. If price reductions are not desirable during
recession and price increases are either useful, or at least inevitable,
during prosperity, then the ratchetlike movement of prices is either
desirable or inevitable.

These points lead directly to a basic question: How much of an evil
is the type of mild inflation that has taken place over the last 7 years
or so? Although all participants agreed that inflation is harmful on
balance, there was no attempt to indicate how great a cost was war-
ranted to eliminate it. We must not lose perspective; our inflation has
been mild on the whole and probably has been stimulating to industrial
effort, probably increasing the level of total output over the years. We
must consider whether we might not resign ourselves to mild inflation
and only attempt to erect measures that would protect those individ-
uals who are most injured by it. I am driven to this suggestion be-
cause some of the measures that have been suggested to combat in-
flation may prove more obnoxious than mild inflation.

For example, if the desire to prevent mild inflation led to the adop-
tion of the program recommended, albeit reluctantly, by Mr. Tongue,
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I believe we would have chosen the worse of two evils. (Parentheti-
cally, I would observe that Mr. Tongue's view has changed since he
wrote his paper, included in the commentaries.) Any program that
would limit labor to wage increases corresponding to the average in-
crease in productivity-note that there is no suggestion that all in-
creases in productivity must be reflected in higher wages-or that
would limit industry to price increases that could be justified by
changes in costs required to alter the product or provide added serv-
ices-again, no assurance is offered that prices would reflect all cost
increases-would change the rationale of our economic system. Also,
if successful, this program would freeze the existing price-wage rela-
tionship which would have far-reaching and not necessarily desirable
repercussions. Even if Mr. Tongue's program were politically feasi-
ble, which I doubt, and were administered with vigor and wisdom, it is
far from clear that it would prevent inflation. And, most important,
the change it would bring about in the form and strength of the incen-
tives and the basis of economic rewards in our economy would be
substantial and might well be adverse.

I would want to again inject disagreement with Mr. Tongue who
thinks that if there were publicity boards that wage-setting pace-
setters of industry would come to be even more widely accepted as
pace setters. I think that once they were subjected to this kind of in-
formal control they would lose the status of pattern-setting industries.

The many references to businessmen exercising self-restraint and
assuming responsibility for the broad economic effects of their price
decisions suggest that there is a tendency to underestimate the enor-
mity of the burden involved. I submit that we lack adequate criteria
to guide executives so that they would know what price would serve
the public interest under many of the circumstances that arise in
business. It is no small matter to make business executives into self-
appointed public officials. We have every reason to doubt that many
would want the job and would be particularly successful in fulfilling
such responsibilties.

Self-restraint in the price- and wage-demand sector generally turns
out to mean prices that run parallel to costs-though there is con-
siderable latitude for argument and evasion in the selection of a cost
concept-and wages that reflect changes in productivity. To my
knowledge, no one has yet undertaken an exhaustive analysis of the
implications of an economy that conformed to these basic principles.
One might find that, in the end, most of the economy had come to
resemble public utilities in their progressiveness and efficiency.

It emphatically is not my suggestion that Government wash its
hands of the inflation problem. If it did so, inflation might prove to
be far less mild than in recent years. Also, one would certainly want
to prevent even mild inflation if it could be done without undue cost.
I would venture the opinion that the prevention of price and wage
increases will not come from reliance upon public appeals for self-
restraint, publicity boards or any other form of conversation. That
end will be attained only when the public, through Government ac-
tion, both decides what the price and wage behavior is desired and is
prepared to bear the cost of achieving them. This conclusion is
offered both as a prediction of what would be needed to obtain the
degree of control over prices and wages that would prove necessary
to control inflation and as a recommendation of what would be equi-
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table. It is not obvious that the public should be willing to bear
the cost.

The CHAIRMAN. Thank you very much, sir.
Mr. Curtis, would you like to proceed at this time?
Representative CURTIS. Yes, Mr. Chairman.
I would like to pick up where Mr. Oxenfeldt was leaving off, and

the thought that he expressed, which says that the basic question is
how much of an evil is the type of mild inflation that has taken place
over the last 7 years and to raise this question which I raised in several
panels.

It seems to me we get into problems of what we mean by inflation.
I wonder if this so-called mild inflation that you possibly are refer-
ring to might not be inflation, as many people look upon it, but pos-
sibly a price rise resulting from technological advancement which
gives better qualities and new products and services to people. I
have tried to illustrate that. I know that the cost of going from St.
Louis to Washington by air is going to increase some when they put
the jet in, and I will be able to do it in about an hour and a half
instead of 3 hours. I don't regard that increased cost as inflation,
and yet, as we advance in many, many areas in our society through
technological advancements, with improved services and goods and
new services and goods, it seems to be reflected in price increases. If
that is creeping inflation, so-called, it seems to me that is an entirely
different problem than what we tend to think about when we discuss
inflation. Would you comment on that, or would anyone else care to?

Mr. OXENFELDT. I would suggest that the methods used to measure
changes in cost of living, which I believe most of us have been im-
plicitly referring to, are not likely to be much affected by what you are
describing, sir. I think some element of this necessarily creeps in,
though I would think it is not enough to account for what we have been
referring to here.

Representative CURTIS. If I may, let me argue the point just a bit.
One of the greatest increases in the cost of living index is cost of drugs
and hospital and medical services. There is no question but that the
cost of drugs has increased, because of new technological advance-
ments. We have drugs today, and very costly ones, which can cure
things which we did not have cures for before. So the cost of hos-
pitalization to a large degree is a result of some of this expensive and
new equipment. It seems to me an analysis would reveal that
throughout our price index that we have advanced so rapidly in new
products and in improved quality that you are bound to have an
increased price to pay for the research and development and every-
thing else that went to bring that about.

Mr. OXETNFELDT. I don't want the last word by. all means.
Representative CURTIS. No; I would like to have a discussion. I

think you are right in essence. Then I tried to figure out whether
that is not one of the primary causes for price increases, rather than
what most people refer to as inflation.

Mr. OXENFELDT. If I were to try to get to the bottom of this and set
a measure on pure inflation, I would deal with products so standard as
to be completely free from this problem. If you think of the basic
metals and some of the basic foodstuffs you don't bump into this prob-
lem to a significant degree, and you do find inflation.
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Representative CURTIS. Ilas that been part of this so-called creeping
inflation? 1-lave you excluded the elements I am talking about?

Mr. OXENFELDT. Yes.
Representative Cuirris. You think there would still be increased

prices?
Mr. OXENFELDT. The metals, fuels, power, such standard products as

we have.
Representative CURTIs. Even with metals there has been a terrific

technological advancement. There has been new kinds of steel and
aluminum and so forth.

Mr. OXENFELDT. Yes; but I would like to look at the prices of the
old kinds of steel.

Representative CURTIS. I just can't get away from the fact that
when you put money into research and development that you are
going to have to pay for it somewhere in the price of the product sold
to the consumer. If you are putting it there, you are going to have a
price increase. Does anyone else on the panel want to comment?

Mr. BAILEY. Mr. Curtis, I would be glad to add a comment to that.
As a general statement, personally I have to agree that it is quite clear
that some quality change-a significant amount of quality change is
slipping through the BLS' fingers when they try to measure purchase
price changes, and the rise in the index does in fact, as you suggest,
consist in part, at least, of changes in quality. Unfortunately, not
enough research has been done on this question for us to have much
of an idea of how important this element is in the price index. Only
some very sketchy research has been done on this. But such as has
been done, e.g., the small study on furniture prices by Professor Rees,
my colleague at the University of Chicago, suggests that it is indeed
possible that the entire rise of the index in peacetime at least, or apart
from immediate postwar inflations, could be attributable to quality
change and that there has been no general rise in prices except in
connection with war. But that is only a very rough statement because
we don't really know.

Representative CURTis. I would like to have all of you comment.
Mr. TONGUE. Shall we go in turn, sir?
Representative CuRnis. Yes.
Mr. TONGUE. I believe there is a great element of truth in what

you say. It is almost impossible to allow statistically for such quality
changes adequately, much as I know the agencies attempt to do so.
However, technological developments do also result in declining prices.

Representative CURTIS. May I stop you there, because you men-
tioned the point I was going to come to. It may result in declining
prices. But wouldn't you agree that is on the assumption you may
have increased quantity because that is the way you make up the
cost? That is the third element that comes into this picture. We
have reached the point in some areas like agricultural products where
we cannot pay for it through increased quantities because there are
sufficient quantities.

Mr. TONGUE. Yes, sir. I think that is quite true. Advancing tech-
nology, increasing output per man-hour, in farming is very well
known and is one part of the farm problem today. I would like, if I
might, to refer to the table of statistics that I included at the conclu-
sion of my opening statement because Mr. Wishart in his original com-
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mentary talked about the very large increase in retail margins in
recent years, for meat in particular. I do not know how he arrived
at these figures. I am sorry he is not here to explain that. I just
want to say that I don't believe them. I cite the experience of one
firm, my own, with which I am familiar. There we have had in
the last 10 years no change in our gross margin per pound of meat
sold despite some 65 percent increase in average wage rates of our
meatcutters. The journeyman butcher, for example, today makes
$2.825 an hour, or $113 a week. The reason that our gross margin
has not increased is a simple one of increased efficiency, largely the
shift to self-service meat markets, which has made it possible to pass
the saving along to customers. It has been done in our case. I can-
not believe that the industry as a whole is charging 17 cents a pound,
as alleged by Mr. Wishart, when the Jewel Tea Co. is charging 8
cents.

Representative CURTIs. Mr. Livingston.
Mr. LMINGsroN. I would agree with you that if we could make as-

lowance for improved quality, prices may have gone down rather than
up since 1951. I question Professor Bailey's conclusion that this is a
matter of not having done enough research. I think basically the
measurement is an impossible problem. We know enough about im-
provements in quality in one line after another to make me reason-
ably sure that the improvement in quality has been greater than the
mild inflation as measured by the "Consumer Price Index."

Representative Ctrmrns. The reason for the question, I hope, is clear.
If that is what it is, applying these traditional remedies, particularly
in the monetary field, is certainly not going to help. In fact, if that
is what it is, I view with equanimity the increased cost if we are getting
increased quality as a result. I do think we have created a real prob-
lem for many people on fixed incomes, regardless of why it is there.
The older people on fixed incomes may not be able to buy these im-
proved products.

Mr. LIVINGSTON. They won't be able to keep up with the general im-
provement in the standard of living.

Representative CURTIS. That is right. It is more a question of
keeping up with your neighbor, rather than the standard of living. I
guess what I am saying is that it is an increased standard of living
that we are talking about in the cost increase, or might be. That is
the thesis.

Mr. LIVINGSTON. May I offer one qualification. This inability to
measure quality changes is not something that happened since World
War II. It goes back over history. So when we apparently had a
relatively stable price level in earlier periods, we probably were hav-
ing an actual decline in prices, if you could have included quality.

Representative CuRTis. Did you want to comment?
Mr. WEINBERG. Yes, I did. I think it is correct that the Bureau of

Labor Statistics "Consumer Price Index" does not reflect all quality
improvements. On the other hand, I think you have to keep in mind
that there have been persistent price increases for products that have
not significantly improved in quality.

I might say parenthetically that the failure of price increases fully
to reflect quality improvements also affects our measures of produc-
tivity to the extent that we use price indexes to determine physical
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volume of output, and if the product is improved, that to some degree
frequently represents improved productivity. As the automobile be-
comes more complicated, it nevertheless requires fewer man-hours to
produce it. To merely divide the number of automobiles produced by
the number of man-hours spent in producing them therefore under-
states productivity change as the autos become more complex products.
Similarly, to determine the numerator of the productivity fraction
through adjustment of dollar value by a price index that fails to reflect
improved quality results in understatement of productivity change.

The main point I want to make is that the quality improvements are
frequently accompanied by changes in productivity that should offset
the tendency of prices to rise with better quality.

Representative CURTIS. Won't you agree that depends on whether
you can market the increased quantity because to pay for it you have
to have increased quantity.

Mr. WEINBERG. I agree. Let me take your jetplane example as a
case in point. You will be able to travel from St. Louis, I believe you
said, to Washington in an hour and a half instead of 3 hours. The
jetplanes are going to be larger and because of their greater speed
they are going to turn around faster, which means that per pilot-hour
you are going to get a lot more passengers carried and per plane-hour
you will get a lot more passengers carried. That should offset the
tendency for the price to rise as the quality improves.

Similarly, sometimes the very thing that brings about an increase in
productivity is the factor that accounts for the improved quality,
The automobile engine produced in a modern automated engine plant
is considerably improved in quality over the primitive auto engine of
40 or 50 years ago. The tolerances are much finer, and the quality
is much more consistent. So that, on the one hand, you get better
quality; on the other hand, you get that improved quality through
devices that actually reduce the number of man-hours required to pro-
duce the product. That should bring about a price reduction.

You mentioned research and development.
Representative CURTIS. I notice my time is up and I will come back

to it. When my time is available I would like for you to continue.
Mr. WEINBERG. Does your time limit limit my time to answer?
Representative CURTIS. Yes.
Mr. WEINBERG. I bow to the rules.
Representative CURTIS. I will come back to you when my time is

available.
The CHAIRMAN. Thank you. Mr. Bolling.
Representative BOLLING. Go ahead, Mr. Weinberg.
Representative CuIRTIS. Thank you.
Mr. WEINBERG. I was going to say that your mention of research

and development is very pertinent in this connection because a very
great proportion of all research and development work conducted by
industry is research and development work designed specifically for
the purpose of improving productivity. As that materializes in im-
provements in production techniques, then prices should go down
rather than up, although along with it as in the case of the auto-
mobile engine, you get an improvement in quality. I think you have
to look at both sides of the thing. There have been improvements
in the standard of living, both in terms of quantities of goods used
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by people and in terms of quality of goods available to them. But
at the same time there have been enormous increases in productivity,
and our potential for increasing productivity has been tending to rise
as the years go on.

Representative BOLLING. This is a very interesting discussion. I
wonder if there are any comments on the comments?

Mr. OXENFELDT. I think, if you had not suspected this already, that
you will not find many economists and marketing men who would
agree that we have had a deflation rather than an inflation over the
last several years. I don't think we should now talk about how we
can prevent the deflation that has taken place. With due respect to
Mr. Curtis and the difficulties of measuring just about anything in
the economic field, or anything we are going to talk about this nihil-
istic view is not going to help us very much today. I think there has
been a price rise. I think it can be demonstrated to the satisfaction
of most people. I think one of the reasons there has been a price
rise is the way we price our goods; also, the way wages are set, the
kinds of people we have setting wages and prices, and the kind of
consumers we have buying products, may result in persistent infla-
tion. I trust it will be very mild. I am not so sure that it is a very,
very serious problem. But I think it is the problem and not deflation.

Representative BOLLING. Any further comments?
Mr. LIVINGSTON. I don't think there is really any difference of

opinion here. I think in the opinion of most people we have had an
inflation and it may still be true that if you could adjust for quality
changes, the price may not have gone up at all. Let me come back
to gasoline again as an illustration. The average retail price of major
brand regular grade gasoline in 55 cities, excluding tax, has been
about 2 percent less in the last 5 months than 5 years ago. But the
quality of regular gasoline today, in octane rating for example, is
equivalent to that of the premium grade 5 years ago. If the price of
the regular grade today is compared with that of the premium grade
5 years ago, the price reduction is not 2 percent but 11 percent.

Something was said here about the possibility of new technology
permitting a decline in prices even though the quality is improved.
I would like to come back to that illustration of the jetplane. One
reason why the jetplane can carry more passengers faster than the
propeller type plane is that the jetplane is terrifically more expensive.
Somebody has got to pay for that additional capital outlay. You
can't just say this is an economy that can get passed along in higher
wage rates.

Representative BOLLING. Before we conclude on this, I think we
have to point out that there are some areas in which, what I gather
you as economists have been talking about as improvements in quality,
the consumer would not agree. I would question very much whether
the food, although no doubt good and pure that one eats, 6-day meat
in a fancy package is as good quality as the 1-day meat that one
perhaps got at an older time. This just represents an agrarian view.
I am sure it is good and pure.

I also question the point on quality of the gasoline. What does
the quality mean? You are looking at gasoline as an item that is
pure and has more power but for what purpose? To be completely
fair about this, one could raise the question about the quality of the
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modern automobile. The modern automobile is designed as was the
old one to get people from place to place. Is it quality that makes it
possible to go 100 miles an hour with this higher quality gasoline
necessarily an improvement in quality? This is, I think, making the
silliness of the point clear.

Mr. TONGUE. I would like to speak to your point on meat, if I
might, just briefly. Again I cannot cite specific numbers. I don't
know whether you had authoritative information when you mentioned
6 days in the meat case.

Representative BOLLING. That was a mistake. I should not have
said that. Older than 1 day.

Mr. TONGUE. That would surprise me, sir. But I am not certain
about that. There is a very, very strict limitation on codes for the
sale of meat, dairy products, etc., which are partly imposed by law,
but some operators have stricter codes. I think the point that you
make is probably not at all correct, especially as far as health and,
nutrition are concerned.

Representative BOLLING. You mean to tell me that I get fresher
fruit in the store now than I did?

Mr. TONGUE. I would say very definitely fresher fruit today than
would have been true even 10 years ago. It would be true also of
most dairy products, I would say.

Representative BOLLING. This is why the Congress always has prob-
lems on preservatives.

Mr. TONGUE. On preservatives?
Representative BOLLING. Yes. We had a bill up this last session

on the question of whether citrus fruit should or should not be allowed
to use certain preservatives.

Mr. TONGUE. That is a technical question and I am not competent
in that field. Getting back to meat again, you have quality improve-
ment there in the form of much closer trim with self-service meat than
used to be true with the service-type operation. You don't sell the
head and feet and so on any more. So I think again that bears on
Senator Curtis' comments. I think it is true that for food, even though
they do try to bring new items into the "Consumers Price Index," the
price index overstates the rise in prices since the base period for an
equivalent service.

Representative BOLLING. I would persist in thinking that the cauli-
flower I used to eat in Long Island that just came out of the fields
was slightly better quality from my point of view than the cauli-
flower from any chainstore.

Mr. TONGUE. Very definitely. I used to live on Long Island myself,
and I would agree with you 100 percent as to cauliflower just from
the fields. The thing is that now we can have cauliflower in Wash-
ington and Chicago and Detroit, all the way through the year which
we could not have at all before.

Representative BOLLING. This is a question of the definition of
quality.

Mr. TONGUE. This is like the jet airplane with respect to cauliflower.
Representative BOLLING. I don't care to pursue it any. further.
Mr. BAILEY. Mr. Bolling, if there is time, I would like to comment

on this point also.
In the first place, I think we should concede right away that there

are some quality changes that are in a downward rather than an up-
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ward direction. As quality changes ordinarily popularly are under-
stood, that is. I think on this normal definition of "quality change;"
the balance is in an upward direction. You raise, however, another
question, and that is more of a moral question of whether what we
conventionally consider to be a quality change in the upward direc-
tion is always really beneficial, as in the case of faster, bigger cars, and
so on. Certainly there are many people who believe that the very
great rise in real standards of living or material comforts, as we con-
ventionally understand this, has nothing desirable about it. They
would argue that we are getting too soft and too civilized. But this
is really quite a separate problem from the rather narrow technical
economist's problem that we are discussing today in connection with
the definition of the price index. Even if a rise in the real standard
,of living is not really needed, and I think we can make a good case
for saying it is not-we don't need it, we can quite well get along
without it-it is still true that it is useful to separate changes in
prices as a pure concept applied to the very same identical product
from 1 year to the next from changes in material standards or quali-
ties of goods. On balance, if we did that I think that we would find
that most of the quality change getting into the price index, from a
purely technical standpoint, is in such direction as to bias the index
upward, although there would be exceptions, of course.

Representative BOLLING. Now, back to the point that was made
earlier, if I may intrude on somebody else's time. Aren't there certain
commodities that have not changed in quality at all, and aren't the
indications that there has been some inflation in their prices or some
change in their prices upward? What is the simplest product that
you could get?

Mr. TONGUE. A kilowatt of electricity.
Representative BOLLING. Yes; a pound of pig, and so on. I am not

talking about the live pig. I am talking about pig iron.
Mr. TONGUE. The pig is not the same pig any more; at least the live

one.
Mr. OXENFELDT. There are things that are the same. There is milk

and butter.
Representative CURTIs. No.
Mr. OXENFELDT. You can measure milk by the butterf at content and

standard of purity. I am sure the BLS would be able to put together
for you, they would not for me, a list of 30 or 40 products that go into
their index that have not changed over the last 7 years. And if you
look into the factors of production used in their production, if any-
thing, they have gone down due to increased productivity.

Representative CUIRTIS. I would say on milk, vitamin D homoge-
nized, the health standards that have been imposed on the dairy indus-
try, whether good or bad, are certainly added costs. Maybe the milk
itself has not changed.

Mr. OXtNelast. Would you say that these changes have taken place
over the last 5 or 7 years ?

Representative CuRTIS. No. Maybe not the specifics, but there have
been changes. I was giving examples of how milk had been changed.

Representative BOLLING. My time is up.
The CHAIRMAN. Mr. Reuss.
Representative REUSS. Mr. Chairman, I was very pleased to hear

the labor economist cite approvingly Adam Smith, and the economist
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from industry refer to Lord Keynes. Mr. Oxenfeldt, I would like to
pursue the point you raised when you said at one point in your pre-
pared statement that inflation must be combated in some other way
than by altering private pricing policies, and then at the end of your
paper, you made the point that we lack adequate criteria to guide
executives in what should be public spirited pricemaking policies.
You end up suggesting that only when the public, through govern-
ment action, decides what price and wage behavior is desired can there
really be a coming to grips with the inflationary problem.

I certainly agree with your end conclusion, that it would be a useful
thing to have a public body try to evolve some better criteria than
those we now have on what constitutes desirable pricing and wage
policies, but does not this point conflict a little with the observation
you made earlier that you don't believe it is possible or desirable to
alter private price or wage policies? If the result of the public
action was to determine that in certain industries and under certain
criteria, alterations from the present were in the public interest,
wouldn't that constitute a suggestion at least that there be such
alteration?

Mr. OxENFELDT. What I was implying, not clearly, was that once we
formulate these criteria, we will find that they are incompatible with
private ownership of property in the industries so regulated. We will
end up with, if you like, a substitution of public prices for private
prices.

Representative REUSS. I take it it involves a judgment on your part
that the only criteria that would be evolved would be inelastic and
unrealistic ones such as you condemned in detail. For example, re-
stricting somewhat woodenly wage increases, to productivity increases,
and equally woodenly restricting price increases to cost increases. I
would certainly agree with you that those are not by themselves ac-
ceptable criteria. Is it your point that they could not be improved
upon if the matter were studied?

Mr. OxENFELmr. I would not be able to rule out in advance the possi-
bility that some very bright people would come up with criteria that
helped combat inflation, promoted growth, and also were compatible
with the reasonable demands you could make on private holders of
shares of capital and labor. This is conceivable. My forecast is that
this will not come about, and that we are going to have to rely on some-
thing else, or put up with the present situation. I am familiar with
your bill, the purposes of which I applaud, but the effects of which, as
I foresee them, I probably would deplore. I think it indicates that
once you begin to control some industry by conversation, as I speak of
it-not woodenly-that you wonder, what right do I have to ask this
group to forgo what every other group has a right to? Then you
feel obliged, if you like-and I think public policy will require you-
to compensate them. Once you compensate them, why do it in this
indirect way?

Representative REUSS. Of course, it was not suggested in my bill nor
by me that in a given situation any governmental body would hand out
advice to business or labor which it is not handing out to everybody
else. In other words, it seems to me-and this is embodied in my
bill-that the first effort must be an attempt to see if there are not cri-
teria that are just and also widely applicable and that serve the infla-
tion preventing purpose. If there are not, it seems to me then there
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is nothing to be applied. However, I don't see how you can find out
whether there are until a competent governmental body is set up to see
whether such criteria are not within the grasp of mortal man. Would
you agree with that?

Mr. OXENFELDT. Very strongly.
Representative REUSS. I was about to bring you in at this point, Mr.

Weinberg. Let me ask you a question and it may be what you have
on the tip of your tongue, anyway.

In your proposal for a price, and indirectly a wage advisory board,
which you spell out in some detail, you talk about unjustifiable price
increases, and I take it unjustifiable wage increases, too. How can you
determine unjustifiability without first addressing yourself to the
problem we have just been discussing of seeing whether there are cri-
teria which make sense, without asking of the particular group to whom
they are directed sacrifices that are not being asked quite generally?

Mr. WEINBERG. This is exactly the point to which I did want to
speak. It seems to me that criteria have to evolve and the way to get
the evolutionary process started is to get the facts out where people
can start thinking about them, and thinking about their implications.
We propose an agency that would be purely a fact-finding agency.
Suppose we had a situation where a union had demanded a wage in-
crease and the corporation involved, being one of those subject to the
agency, notifies the agency of the proposed price increase based on
the union's wage demands. The agency would then take a look at
the coporation's profits, take a look at the justifications ad-
vanced by the union for its wage demands, measure the impact of
those demands, if granted, upon the corporation's profits or upon its
prices, and so on. These facts would be published before the price
increase could be put into effect. Out of the publication of facts of
this kind in one situation after another there would gradually be de-
veloped public criteria, accepted by a preponderant group in the
population of acceptable conduct on the part of unions and on the
part of management. As the standards of conduct evolved, unions
and management would know what they would have to face from
public opinion if they took a particular course of action.

Representative REUss. You would favor a development along the
lines of the British common law whereby you proceed case to case
and, after some years or centuries, you find you have a body of the
law, rather than the Napoleonic idea or the Roman law principle of
stating everything at the start and then applying that to specific
cases.

Mr. WEINBERG. Yes. Except the common law in this case would
not be law in the sense of enforcement or penalties. The common
law would be a question of moral pressure from the community.

Representative REUSS. Would you object to what I think is a rela-
tively minor change in emphasis in your board along the following
lines: That their first terms of reference ought to be an attempt to
see, right at the start, whether certain tentative criteria could be
evolved, not wholly in the abstract, of course, and with relation to
actual industries, but not as specific semijudicial cases.

Mr. WEINBERG. I would let the criteria evolve from the case situa-
tions in terms of the contentions of the opposing parties and the find-
ings of fact of the agency with respect to those contentions. For
example, you frequently get the situation where a union claims that
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a wage increase can be paid without a price increase, and the corpora-

tion claims exactly the reverse. This is a measurable proposition.
Representative REtJSS. Haven't you just now stated, however, a

general criterion, and wouldn't it be a good idea to think that out

publicly pretty early in the exercise?
Mr. WEINBERG. I am suggesting that the parties involved in each

case, those supporting the price increase and those opposing the price

increase, would raise the considerations that they thought were perti-

nent. Out of discussion of those considerations, as the facts were

made public, criteria would develop in the sense of generally accepted

standards of conduct, as I said before.
Representative REuss. Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Douglas.
Representative REUss. We will have a chance to return.
The CHAIRMAN. His time expired. We are operating under the

rule of 10 minutes the first go-round.
Senator DOUGLAS. Mr. Chairman, I regret I was not here earlier

for the oral presentation of the papers, but I have been reading them,

and one or two questions have come into my mind. I would like to

ask a question of Mr. Tongue, if I may, based on his statement:

Real wages rose only by 35.2 percent from 1947 to 1957 compared with 37

per real product per man-hour.

Was that based on Mr. Knowles' study for this committee?
Mr. TONGUE. I believe it is. It was brought up to date by one of

the labor economists, by Mr. Ruttenberg, on page 240 of the Com-
mentary.

Mr. KNOWLES. They look approximately right, Senator. I have
not had a chance to check them.

Senator DOUGLAS. If they are correct, that would indicate that

labor cost per unit of output did not rise during this decade.
Mr. TONGUE. No, sir, that is not the case. The 35.2 percent is real

wages, with the dollar wage adjusted by the consumer price index,

and not by the product price index.
Senator DOUGLAS. Yes. That is per unit of physical product.
Mr. TONGUE. Yes, sir; I believe that is correct.
Senator DoUGLAs. Real wages per unit of physical product did not

rise. The next is employee compensation per dollar of real product.
What is that unit?

Mr. TONGUE. That is nonfarm output, I believe, again Mr. Knowles'
figures. There we are using essentially the share of the product
produced.

Senator DOUGLAS. Is the second figure in terms of total value added
by manufacturing?

Mr. TONGUE. No. It is a broader concept than that.

Senator DOUGLAS. I wonder if you would define it.
Mr. TONGUE. I believe it is the output of all nonfarm industry.
Senator DOUGLAS. In dollar terms?

Mr. TONGUE. In dollar terms deflated by a price index for all non-

farm output. The wages just take a percentage of that.
Senator DOUGLAS. You mean to say that the percentage which labor

received per dollar rose?
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Mr. TONGUE. Between those 2 years, apparently so, as can best be
measured.

Senator DOUGLAS. Did the nonlabor payments increase, too?
Mr. TONGUE. They advanced slightly less than wages.
Senator DOUGLAS. You say corresponding increases of 29.9 percent

for nonlabor payments per dollar of real product you have labor
wages going up 33 percent, nonlabor payments going up 30 percent.
In dollar terms that would be understandable. But it would hardly
be understandable in real product terms.

Mr. TONGUE. I am sorry, sir. That is the rise in dollar terms.
Senator DOUGLAS. It is dollar product and not real product.
Mr. TONGUE. That is right.
Senator DOUGLAS. I think you should correct the paper on that point

because you use the term "real product" and what you apparently
mean is dollar product.

Mr. TONGUE. I am sorry I have not made it clear. Perhaps Mr.
Knowles could explain it better.

Mr. KNOWLES. If I may, Senator, the confusion arises because he
has in this calculation, as you do in most of these, two terms. The
numerator of this fraction, which is the employee compensation, is
the current dollars. The denominator of the ratio is real product.
That is, it is output obtained from this labor and other factors of
production, deflated to a constant price. So you get a rise in money
cost per unit of real output. Therefore, all the unit costs can rise be-
cause they are all in current dollars, and the denominator is in real
product.

Senator DOUGLAS. The comparison is between the rise of 33 per-
cent and the rise of 31.6 percent.

Mr. TONGUE. That is right.
Senator DoUGLAs. Those are subsequently similar, isn't that true?
Mr. TONGUE. They are substantially?
Senator DOUIGLAS. Similar.
Mr. TONGUE. Yes, that is my whole point. There is no use in argu-

ing about this question of shares and about who is lagging behind
whom. You can cite statistics either way, but the important point
is that the figures are about the same any way you look at it.

Senator DOUGLAS. I wonder if you would turn to your summary
statement, under the heading "Who Is the Culprit?" the next to the
last paragraph and the last paragraph. Because you use the term
"general productivity," are you saying that wages should not in any
given industry, such as industry X, rise faster than the rise in the
productivity of all industries? We will put it on a man-hour basis
or man-year basis or what have you.

Mr. TONGUE. To the extent that we have to do that in the economy
it is unfortunate. I believe that as much as possible we should allow
price and wage changes in the economy to reflect the particular de-
mand and supply conditions existing in that industry.

Senator DOUIGLAS. That raises a very interesting question. Would
you say that both prices and wages should be determined by the condi-
tions in specific industries, or both determined by conditions in all
industries, which I take it you reject, or that prices be determined by
the conditions of demand and supply in respective industries, but
wages be determined by the conditions in all industry? That is the
inquiry.
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Mr. TONGUE. I would stand by my statement that both wages and
prices should be freely determined, as much as possible, with one
qualification. I do believe that in some areas of the economy, some
industries as you say, a wage determination in particular, and to some
extent a price determination, particularly if they are coincidental,
tend to set a pattern for the rest of the economy and the rest of the
economy tends to follow that. Then money and fiscal policy go along
with it pretty much to maintain full employment. It is the pattern
setting and pattern spreading that need to be broken up.

Senator DOUGLAS. Then you want neither a wage determination
nor a price determination, is that right? Even with moral suasion?

Mr. TONGUE. Yes, that is right-at least until self-restraint has
been given a chance. I would like to clear up a point there. Mr.
Oxenfeldt referred to the fact that he disagreed with me on this
particular point. I thought we were in agreement. I apologize that
I did not make it clear that I do not approve of publicity boards or
price-setting boards.

Senator DOUGLAS. Publicity boards on wages either?
Mr. TONGUE. No, sir, I do not. May I be allowed a moment to

amplify my feelings on this. First let me say this. Mr. Weinberg
advanced what is essentially the public utility concept. Having given
my due to John Maynard Keynes, and I must confess it is my own
economics, I would also like to pay my respects to Abba Lerner, who
contributed to the compendium. He suggested that the way you
should set prices in the pattern-setting industries is on the basis of
supply. If there is a shortage of supply you raise the price, and if
there is an excess supply you reduce it. This is quite different from
the criteria suggested by Mr. Weinberg.

My argument is that in such industries as you would select it is
their pattern-setting nature which is the problem; the fact that a
wage-price change would spread to other industries. If it would not
spread, you wouldn't have a general problem.

But I suggest that the really basic problem is that the public just

does not know what is good or bad in this area, and I suggest that

the reason the public does not know what is good or bad is that the

experts have come to no agreement. I believe that this set of hear-

ings is a very good example of that. Therefore, I argue that the

really important thing that is needed is an understanding of the ques-

tion, an understanding of the problem, an agreement as to what can or

cannot be done. I would say that perhaps Mr. Reuss is starting off

in the right direction with his proposal.
Senator DouGLAs. Thank you very much. I wonder if I have time

enough to address a brief question to Mr. Weinberg?
The CHAIRMAN. You have about 3 minutes, Senator.
Senator DOUGLAS. I notice you favor the public hearing on price.

If there had been a previous wage negotiation and agreement, you

would have to accept that as a fact. If you were for a prior de-

termination of price, won't you really be compelled logically to be

for a prior finding on the wage claim in the industry?
Mr. WEINBERG. I don't see why, Senator. If the corporation is

convinced that the union's demands are totally improper and it files

a notice with the agency that it will have to raise its price if the de-
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mands are granted, the union then is up against the same kind of
public restraint that the corporation is up against.

Senator DOUGLAS. But only indirectly. You would have the pres-
sure of public opinion operate directly upon the company, but only
indirectly on the labor with the company as a buffer between it and
public opinion.

Mr. W"EINBERG. I think we have to keep in mind that there is a very
great distinction between the way wages are set and the way prices are
set. Insofar as prices are concerned, a corporation like General
Motors announces the price, and the dealer thereafter has to pay the
price or go without the cars. In the case of wages, all the union can
dois make a proposal. Thereafter it has to negotiate with the cor-
poration. I can tell you from having sat through negotiations over a
period of many years that it is not at all an easy process, even for a
union that is supposed to hold as much power as our union is sup-
posed to hold.

Senator DOUGLAS. I realize that. I wonder if you do not lay your-
self open to the charge of inconsistency when you advocate hearings
on prices but with wages excepted as an item in cost when the decision
is over and done with, but don't accept hearings on wages and prices
for a given industry.

Mr. WEINBERG. Our basic purpose is to bring information to the
public and to bring the pressure of public opinion to bear on both
sides.

Senator DOUGLAS. On both?
Mr. WEINBERG. Both sides.
Senator DOUGLAS. Then why not prior hearings on wages and prices

in a given industry?
Mr. WEINBERG. Our objective in advocating this procedure is to im-

pose what we consider to be the best kind of restraint, self-restraint
on both sides. We hope that if such a mechanism were established a
corporation would not announce a proposed price increase unless it
were sure that it could justify that proposed price increase. In the
same way a union would have to frame its demands knowing that if
the corporation announced a price increase based on those demands, it
would have to defend those demands before the same agency.

Senator DOUGLAS. You don't think it should have to defend its
wage demands before the same agency?

Mr. WEINBERG. I have indicated that it might have to defend its
demands before the agency. But the process of setting wages and
prices is entirely different. We do give 60 days notice now under
the Taft-Hartley Act before a wage increase can become effective,
and we are thinking of a similar period with respect to corporations.

May I take just a moment on another matter since I was injected
into this conversation by Mr. Tongue. He mentioned the public
utility analogy. It is very pertinent to read a portion of the Anti-
trust and Monopoly Subcommittee report on administered prices in
the automobile industry:

The method employed by General Motors for setting its automobile prices isbasically that of a public utility. Unit costs are projected on the basis of fore-cast volume by an elaborate statistical procedure; these become the instrument
for the fixing of prices.

But a distinction should be noted. The public utility is a regulated monopoly;Its cost formulations and pricing practices are subject to governmental super-vision for the protection of the public. General Motors possesses much of the
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economic power of a public utility but is free from governmental oversight.

The utility is limited in its pricing policy to the recovery of its costs and a

fair return on its capital. General Motors is free to secure the maximum at-

tainable return.

Then the report proceeds to quote a statement from Mr. Donaldson

Brown, who formulated General Motors' pricing policy, indicating

that the project objective is the maximum attainable.
The CHAIRNEAN. You may elaborate on your testimony and insert

that if you desire. Senator O'Mahoney.
Senator O'MAHONEY. Mr. Chairman, I regret that I was unable to

be present at the beginning of the session this morning so that I,

like Senator Douglas, have not had the advantage of listening to the

presentation of the various papers. There is, however, a basic ques-

tion which I should like to address to all the panelists. It seems to

me from what I have heard since I came into the hearing room and

what I have been able to read from the papers that have been pre-

sented here, there is a general agreement that private pricing has an

effect upon the prices that the public must pay. Am I right in that?

MIr. TONGSu. I disagree with that, sir.

Senator O'A.LAoNEY. Am I right? Those who think I am right,

please raise their hands. [Two hands raised.]
The extremes are in agreement.
Mr. TONGUE. I think we are not quite sure exactly what you have

in mind.
Senator O'iAFoNEY. Judge what I say by what you have in mind,

Mr. Tongue. My question is, Is there a general agreement that priv-

ate pricing has an effect on the prices that the public must pay?

The two gentlemen on the ends, Air. Weinberg and Mr. Oxenfeldt,

say yes. What do you say, Mr. Tongue?
Air. TONGUE. I believe that there is not much that an individual

business can do by and large. It is fairly effectively constrained by

the general market condition in which it operates. For example, I

already indicated that in retail meat pricing the advantages of ex-

tremely rapid increase in productivity in retailing of meat has been

passed on to customers and to labor. However, my point is that in

certain industries when price adjustments or wage adjustments are

made, they do become a pattern for the rest of industry to follow.

Senator O'MAHONEY. I have no disagreement with that.

AIr. TONGUE. That is the nub of the difficulty. If, for example, -wage

increases in such industries exceed the growth in general productivity,

with the qualification that general productivity is very difficult to de-

fine precisely-
Senator O'MAIIONEY. What I am trying to do is to probe the area of

agreement. I have no objection to your statement that an individual

businessman or an individual corporation cannot exert very much

influence on the whole price pattern.
Let me ask this question: Is it agreed among all of the panelists

that where we have a condition which is frequently referred to by

panelists as oligopoly, that in such cases the few corporations which

carry on a large proportion of a particular industry can affect the price

policy? I see two yeses.
Mr. LIvINGSTON. No, I want to disagree.
MIr. WEINBERG. I was agreeing.
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Mr. BAILEY. I agree they can if they are willing to let themselves
go out of business. But the actual influence, if they want to take along-term position into account, that they have over the price ismuch smaller than one would imagine.

Mr. WEINBERG. I hope Mr. Bailey will take into account the factthat General Motors is not out of business.
Mr. BAILEY. One of the reasons they are not is that they price com-petitively, and what the market will bear in spite of what their projec-tions may say. The last thing they do before they set the price is togo around to the dealers and find out what they can sell the cars at.Senator O'MAHONEY. I am trying to get away from a confusion

making detailed discussion. I am trying to get down to a simple pat-tern. Let me read from the opening statement by Mr. Livingston onpage 2 of the closing paragraph:
In contrast with the textbook concept of an oligopoly, as a market dominatedby a handful of sellers, the four largest refiners-oil refiners-account for only 32percent of the output. It takes 20 firms to account for 84 percent of the total.
When one stops to consider for a moment that there are at least 134or maybe 140 or 150 refiners in the United States, 20 firms are a verysmall proportion, and according to Mr. Livingston's testimony, 20would control 84 percent of the total. In such a situation, assuming

that there were one, is there any disagreement that such 20 firms could
control and sometimes do control the prices?

Mr. LIVINGSTON. Yes, I disagree.
Senator O'MAHONEY. You disagree?
Mr. LIVINGSTON. Yes.
Mr. OXENFELDT. Would you mind changing the word "control."If you shifted the word "control" to "influence."
Senator O'MAHONEY. I should not use the word "control"; set a pat-tern, "influence" is really what I have in mind.
Mr. OXENFELDT. I think Mr. Bailey would have to go along withthat, that it would have some influence. If he were hired as a priceconsultant with one of these companies, which might happen, he would

be able to come in and influence what they did about price.
Senator O'MAHIONEY. Let me give the panel an illustration of whatis going on right now in the Government. Several years ago whenthe Reciprocal Trade Agreements Act was extended, a demand aroseamong oil producers in the United States for special legislation toprevent imported oil from decreasing the price of domestically pro-duced oil and from probably driving domestic producers of oil out ofbusiness and thereby exposing the Government to the danger of a lackof supply of oil in the event that there should be a war. What was

done was to give the President power to devise a voluntary restraintupon the importation of crude oil.
A plan was devised and put into effect. Capt. M. P. Parson ofthe Navy was transferred to the Department of Interior and madethe head of the Oil and Gas Section of the Department of Interiorand the administrator of the voluntary program. The domesticrefiners in the United States who are not importers had no objections

to this plan at that time.
There has been a great deal of disagreement, however, because theimport restriction plan was defective in that it placed no quotas of anykind, no restraint of any kind, upon the importation of partially fin-
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ished, partially refined oil products. So the complaint arose in many
parts of the country, particularly in coal-producing States, that diesel
fuel in an unfinished form was being brought in by the importers
from their foreign refineries and placed in competition with coal in
this country. There was some complaint that unfinished gasoline was
being brought in. In other words that the restraints upon the im-
portation of crude oil were not suAicient. So it was decided by the
President's Cabinet Committee to devise a new plan.

The Committee has been working on this matter for weeks, and as
of yesterday I had not been informed that agreement had been
reached. But this I do know: that the small refiners who are not
importers are objecting to a plan which was drafted but which has
not yet been submitted to the President, because they say it allows
the big oil companies who are in the driver's seat so far as importa-
tion is concerned to establish a two-price system. It had been the
practice of the importing companies to sell their crude oil produced
at low wage standards abroad at the same price as though it had been
produced By the wage standards of oil production in the United
States. As long as that situation continued, and the importing com-
panies sold their oil as though it had been produced in the United
States the small local refiners in the United States had no complaint.
But the discovery of new sources of oil in Venezuela, the increase of
oil production in the Middle East, Saudi Arabia and elsewhere,
brought such a tremendous advance in the amount of oil that was
seeking to enter the United States that a two-price system was devel-
oped. In other words, Venezuelan oil and some Middle Eastern oil
was being offered at prices which could serve only the big refiners,
who were also importers, and made it impossible for the small refiners
to survive competitively.

I hope I have made this very complex situation fairly clear.
It is obvious that here is a situation where less than 32 percent, to

use the figures used by one of our panelists here, Mr. Livingston, of
the refiners have created a problem which the President's Cabinet
Committee has not been able to solve as yet. It does have an effect
upon pricing, does it not?

Mr. LIVINGSTON. If I may take a moment, I would like to explain
what I mean here. I would agree with what Professor Bailey said.
Within fairly narrow limits any company, small or large, if it is not
too awfully small, has some choice as to its price policy. It can price
a little too high and get a somewhat higher profit margin at the ex-
pense of losing business to competitors, or it can price somewhat too
low and sacrifice current profit margins for the sake of increasing its
market share. But the limits are pretty narrow and over any ex-
tended period of time, whether you want to talk about 4 companies or
20 companies, they can only influence the price at the expense of going
out of business.

I have in mind the Frontier Refining Co. out in Cheyenne. It is a
very successful outfit. It is one that does business pretty much on a
price basis. The larger companies, if they attempted to get more
than a competitive price out in Frontier's territory, with a dozen other
companies like it operating in the same territory, could only get a
more-than-competitive price at the expense of losing market share to
outfits like Frontier that are perfectly willing to enhance their volume
any time they can.
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There are enough companies like Frontier in the country so that themarket power of the large refiners is pretty well circumscribed. Fur-
thermore, a number of the larger refiners sell a substantial part oftheir output to the private brand cut price marketers, and those mar-
keters are operating entirely on a price basis. They are buying as
cheaply as they can in the highly competitive open market, and when
they sell at the retail level, they are interested in enhancing their vol-
ume and price as the means by which they enhance their volume. Any
time they can buy cheaper in the highly competitive bulk market, theywill reduce their prices and those are the prices that the large refiners
have to meet. The 20 companies, even if they could agree namong
themselves, and even though they control 84 percent of the output, do
not have the ability to control prices. You still have the 140 smaller
firms that by all economic theory could be expected to act like com-petitors. Their competitive influence is far greater than their 16
percent of the total supply.

Senator O'MAHONEY. What I am pointing out is that the big im-porters were satisfied to handle their imported oil at the high produc-
tion cost of domestic producers as long as they could until this volun-
tary plan was put into effect, and before the new discoveries of foreign
oil made it possible for them to adopt a two-price system. That two-
price system, according to the little refiners- 125 or more of them are
-now protesting that they are being driven out of business.

My time is up and I will take only sufficient time to say that itseems to me we are confronted with trying to make a choice, assum-
ing that it is a proper thing to have some restraint upon any pos-
sibility of raising prices in an inflationary manner. There are only
three ways of doing this. One is by devising a formula to bring
public opinion to bear upon the decision of the market leaders, theproducers of any commodity at all. Another is to keep the hands ofGovernment off altogether and allow management to do it. The
third method, of course, is to establish a formula by which Govern-
ment may regulate. I do not say control because I think Government
control is as bad as monopolistic control. Unless we have Govern-
ment regulation of pricing, we must either allow management to
regulate it or we must find a way to enable public opinion to screen
the facts and thereby make those who seek to advance prices justify
their action before the public.

Mr. LIVINGSTON. May I add one sentence? It seems to me you haveanother alternative, which is really the desirable one, and that is tolet the competition do the regulating.
Senator O'MAHONEY. I would agree with that if I could be con-

vinced that competition exists.
Mr. LIVINGSTON. That was the purport of my paper, to indicate

that it exists much more than some people think it does.
The CHAIRMAN. Mr. Curtis.
Representative CURTIS. To get back to the theme I was attempting

to pursue, taking Mr. Oxenfeldt's statement that the basic question ishow much evil the type of mild inflation is that has taken place over
the last 7 years and attempting to analyze what this inflation is. Iraise the question whether or not one big element of it might beactually increased quality of goods and services and of new kinds.

The second feature that I think is in that increased cost, because
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that is what I would prefer to refer to it-price index-is the taxes
that are being paid. I asked previous panels whether they felt that it
was not true that when all was said and done taxes would be reflected
in prices. It seems to me they will be. Therefore, whenever we go to
Government for services or whatever, whether it is in fields like re-
search and development, or in the support of the military or what-
ever it might be, that cost-whatever our tax bill is-is going to be
spread over our prices.

I might say this, Mr. Oxenfeldt: I am not passing judgment on this
thing. I am trying to find out whether it is animal, vegetable, or
mineral, because if it is animal, I don't want to treat it like mineral.
It seems to me if that is a feature of the increased prices, we can look
immediately to see whether or not we are going to have increased
prices by just taking a look at the total tax take.

Incidentally, I might say one other thing as far as taxes are con-
cerned. The fact that we have imposed the burden of tax collection
in a very direct way on business, and that comes back pretty quickly in
increased prices; some of this may take several years because of the
kind of taxes reflected in prices. Would there be any disagreement
on the point that the tax bill will be reflected in prices?

Mr. AILEY. On this point, Mr. Curtis, I think we have to proceed
with some caution. It is possible to agree or disagree with the point
that taxes will be passed along in higher prices. It is a subtle and very
difficult question about which no agreement has been reached. There-
fore, I would have to say "no," we could not agree for sure whether
taxes will be passed along in higher prices or whether they will simply
be reflected in lower incomes after taxes.

Representative CURTIS. I see what you mean.
Mr. WEINBERG. May I comment on that point?
Representative CuRTIS. Yes.
Mr. WEINBERG. It seems to me we have to distinguish between types

of taxes. There are certain taxes that are levied with the legislative
body knowing that they will be passed on and not borne by the indi-
vidual business or person or corporation that pays the tax-property
taxes, excise taxes, and that sort of thing.

Representative CuRits. Excise taxes would come pretty immediately
to the prices.

Mr. WEINBERG. Yes. The legislature enacting such a tax expects
it to be passed on. There are other types of taxes that it seems to me
by their very nature are intended by the legislative body to be borne
by the individual or organization upon whom they are imposed. This
would be true of income taxes. For example, we don't under our
escalator clauses in the automobile industry adjust wages up and
down for increases or decreases in taxes. Our people expect to bear
their share of the taxes. To the extent that the Government needs
part of the resources of the economy, then obviously private individ-
uals will have less and the living standard of the individual who pays
such a tax will be lowered. However, we find that in administered
price industries corporate income taxes, which are intended by Con-
gress or State legislatures to be borne by the corporation, by the group
on whom levied-corporation profit taxes are passed on by pric-
ing formulas. For example, General Motors sets its prices to yield
it a 20 percent return on net worth based on 180 days' utilization of
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capacity per year. That 20 percent is after taxes. This means that it
fixes its prices so as to yield a profit before taxes equivalent to 40
percent of its net worth, and on 180 days per year utilization of its
capacity. So that General Motors' price policy is designed, it seems to
me, directly to frustrate the judgment of the Congress that General
Motors should share its profits with the Government for the purpose
of providing government revenue, instead of General Motors extract-
ing those taxes from the pockets of its customers.

Representative CurTis. I don't know that Congress has any such
theory. Having served on the Ways and Means Committee, our
primary concern is where we can get the money. I regret we have not
dealt too much in tax philosophy. The reason it seems to me that this
is true is that taxes must come from the private sector of the economy,
and unless it is a capital levy, it is going to come from the economic
activity. The only way I can see that that finally would come out,
and would have to come out, would be in prices.

I agree with you, real estate taxes would probably take the longest
to be reflected in prices of the various kinds, but I think even there
ultimately they would come into the price.

I will leave that there because we do dwell on it at some length. I do
think it is important if that is true. When we could expect increase
in prices as we increase the amount of activity that our Government
indulges in.

The third point which has been somewhat anticipated, against these
two features that bring cost rises, it has been suggested that the prod-
uctivity increases might be a dampening effect. I agree. That is why
I wanted to examine productivity and what it does. It seems to me
that the only way productivity increase can economically justify this is
through increased quantity. Yet in what some people are now calling
an economy of plenty, we can reach a saturation point. The agricul-
tural sector of our economy, as far as our own society is concerned,
pretty well illustrates that can happen. If it can happen there, I
suspect it can happen elsewhere; particularly as we get into this, it
becomes a question of choice on the part of the consumer. That may
even be the definition of an economy of plenty.

The second feature on productivity, which I think Mr. Livingston
pointed out, I think is equally true. It does depend upon increased
capital investment. We have to pay a lot of attention to that because
that is a cost factor. Possibly if this syllogism is true at all, we can
measure whether or not we have been properly paying f or our increased
quality and standard of living through wage increases, through an
increased amount going to invested capital by whether or not the price
index to the consumer has risen. If it has risen, probably the whole
process has been ahead of our productivity increase. I don't know
that is so but I would suspect it is so. Certainly if we were desirous
of keeping stable prices, then it would seem to me that we need to
analyze the syllogism that I have posed, and then be sure that we don't
get ahead if our productivity increases. Would there be any comment
on that?

Mr. WEINBERG. I think I can make a comment that is pertinent. It
is demonstrable, as far as the relationship between productivity and
wages in the automobile industry is concerned, that real wages have
lagged very far behind productivity for a good many years. For
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example, as of 1957 auto workers' real straight-time hourly earnings
were 29.9 percent higher than in 1940, whereas output per man-hour
in the private economy as a whole was 67.5 percent higher than in 1940.
Historically it has been true that, as far as the automobile industry is
concerned, it has advanced much more rapidly in productivity than
has the economy as a whole.

Part of this difference between auto industry real wages and pro-
ductivity in the economy as a whole has been made up by fringe
benefits, but the gap is still a very enormous one even when that is
taken into account. Fringe benefits can account for no more than
half of the gap. This has been true in a good many industries. Yet
despite the fact that real wages and total employee compensation,
including fringes, have not kept pace with productivity, so that there
is room for price decreases, there have been price increases in indus-
tries of this sort and labor has been blamed for them.

Representative CURTIS. I have noticed your figures in there. The
thing that has been lacking in most of the figures I have seen in the
auto unions is the reference to invested capital necessary to produce
this increased productivity and the earnings that must be realized on
the additional invested capital. Increased productivity comes-and I
would say this is a pretty good general statement-from considerably
increased invested capital. I notice the auto unions refer to the gross
amount of money that goes to capital, but don't refer to the rate of
return.

Mr. WEINBERG. May I give you the rate? General Motors rate
for the postwar years, as reported by the Antitrust and Monopoly
Subcommittee, has been 52 percent before taxes and 25 percent after
taxes on its net worth.

Representative Cu-Rns. That has been over a period of how many
years?

Mr. WEINBERG. That is an annual rate.
Representative CURTIS. I understand that.
Mr. WEINBERG. If I remember correctly, 1947 to 1957.
Representative CURTIS. I mean in comparison to the years in the

industry. I am not alarmed at any figures unless I know its devi-
ation over a long trend or its difference from another industry.
Maybe that is the figure that is required in order to continue re-
search and development and advancing in productivity. I don't
know.

You think 25 percent is out of line historically and in relation to
other industry. I don't know. I am just asking.

Mr. WEINBERG. In General Motors' case, not historically, because
General Motors has always been one of the most profitable corpora-
tions in the United States. Historically the automobile industry has
always been one of the most profitable industries in the United States.
Compared to the average for all manufacturing industry General
Motors does considerably better than double the average. I think
this has to be borne in mind.

Representative CURTIS. In order to keep this thing in balance,
General Motors does a lot of research and development. That is the
point I am getting at.

Mr. WEINBERG. I want to get to that.
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Representative CURTIS. How much of the 25 percent goes to the
investor and how much goes into what we will say is future increased
productivity which is research and development? I think those are
the facts we need to get.

Mr. WEINBERG. The proportion going into research and develop-
ment is an infinitesimal proportion of General Motors' total profits.
May I point this out. Nobody can deny that investment has to be
paid for. But it is equally undeniable that investment is not worth
anything unless there are customers for the output of that investment.

Representative CURTIS. I think we all agree.
Mr. WEINBERG. I would like to remind you of a story that has got-

ten a lot of circulation about a trip that Walter Reuther took through
a Ford automated engine plant. One of the company officials pointed
out the machines to him and said, "Not one of those machines will
ever pay dues to your union, Walter." They reply was, "Yes, and not
one of them will ever buy a Ford car."

This is our problem. Our problem is to pay for the investment
and yet to maintain a balance in the economy so that there will be
customers for the output of that investment, and an expanding mar-
ket so that there will be continuing investment. This is where we
fall down. This is why we are in the situation we are in today. At
the end of 1955 about 92 percent of our industrial capacity was in use,
and earlier this year 70 percent of our industrial capacity was in use.
It is not a shortage of investment that is our problem-it is a shortage
of customers for the output of that investment.

Representative CURTIS. I see my time has run out. I don't agree
with that. I think there is a way to solve the problems. I think you
have stated the problem. I don't believe there is a disagreement on
the problem. I don't think it is going to be solved with epithets. I
think it is going to be solved by examining into these things. That is
all I am trying to do. I have no answers. I wish I had the answers.

The CHAIRMAN. Mr. Bolling.
Representative BOLLING. I will pass.
The CHAIRMAN. Mr. Reuss.
Representative REuSS. I would like to pursue a little further with

Mr. Oxenfeldt the discussion we were having about evolving criteria
for wage and price increases and the difficulty of doing it. Would
you agree-and I am sure you would-that before there are any pub-
lic recommendations made by any public authority to business and
labor about wage or price policies either in a specific case or in general,
it would be well to see whether it is possible to evolve such criteria
which accomplish the dual purpose of depressing inflationary price
and wage rises somewhat, at least, and doing so without leading to
socialistic orders which you fear in having too much infringement
of the private pricemaking decisions? Would you agree that figuring
that one out is a necessary first step?

Mr. OXENFELDT. Yes, sir.
Representative REUSS. Would you also agree that no agency in

the Government is now engaged in a thoroughgoing and long-range
study of what are sound pricing and.wagemaking practices so as to
achieve the goals of the Employment Act of 1946 ?

Mr. OXENFELDT. I would.
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Representative REUSS. Would you also agree that Congress, in the
nature of things, is not very well equipped to undertake the long
range and probably continuing type of study which we are talking
about?

Mr. OXENFELMr. I would only except members of the committee be-
fore me, but with that exception I would agree.

Representative REUSs. You are very kind. I did not mean, of
course, in terms of competence, but in terms of the construction of
Congress, the nature of committee staffs, and so on. Would you finally
agree that we can't really tell whether these criteria exist, can be de-
fined, and whether once defined their application does not present
so many collateral problems that no one in his right mind would want
to advocate them, that we can't really determine this until we do set
up some machinery for coming to grips with this.

Air. OXENFELDT. I agree completely with that conclusion. I think,
however, that some of the comfort you get from this agreement might
be withdrawn if you knew that I would approve of many other kinds
of investigations to see whether they were possible, even though I
thought they were unlikely. I would strongly endorse that kind of an
investigation.

If there is any one lesson I learned today, and I have learned many,
it is just how hopeless and how helpless we are in the face of conflict-
ing information. When I have to sit alongside the distinguished
representative of another university who is not quite sure that we
have inflation, and hear the difficulties that arise in bringing the facts
with respect to the oil industry into sharp focus-I become appalled
by what is involved in getting agreement among reasonable men.

I am even more appalled at the amount of optimism that flourishes
in some quarters. Here you have Mr. Weinberg who knows something
about these factfinding boards and knows what kinds of facts get
tossed around over a negotiating table, who would let the facts speak
for themselves. What you are going to have to have is somebody in
the middle voting what the facts should show. I hate to take this posi-
tion. An educator believes in education-by the way, I would like
to comment on the fact that Adam Smith and Keynes were cited here
not by the academics, but the businessmen and the labor representa-
tive-really I am very upset by this situation. I have less optimism
than I ever did about the possibility of making progress along the
lines you described, though I am all for trying.

Representative REUSS. Would you agree that what is involved here
is more than factfinding, that is to say, the facts of the most recent
steel wage and price increases could, I am sure, be found, and indeed
the Senate investigation came pretty close to finding those facts last
summer. Would you agree that what is needed is the application of
intellectual processes to those facts and an effort to determine whether
there are morals to be derived from them, or criteria could be picked
out?

Mr. OXENFELDr. I repeat, I agree with you completely. Our dif-
ference is that you are much more optimistic than I am.

Representative REUSS. Mr. Tongue, would you comment?
Mr. TONGUE. I would like to pick up from Mr. Curtis to some ex-

tent. if I might, that I believe such a thing could be very helpful if it
would be confined as much as possible to the subject being investi-
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gated; namely, general price inflation and the relationship of pricing
practices in individual industries to that general question.

In this connection, I would like to mention that the real wage lag
alleged by Mr. Weinberg is just a myth and is irrelevant anyway.
The real question is not what has happened to real wages, but what
has happened to money wages in relation to what has happened to
general productivity. This is the matter of significance to the general
price level and Mr. Weinberg passes that over completely. But let us
get down to cases.

Let us take General Motors. I am not in a position to speak for
General Motors, but that name has been brought up by others. Cer-
tainly General Motors is in a position to double its price if it wants.
If it wants to earn 50 percent on its investment, I suppose it could
raise the price indefinitely in an attempt to reach this goal. Yet,
would the other auto manufacturers follow it? Would the producers
of other commodities that compete with automobiles follow it, and
so on? Only in this event would General Motors be in a position to
start a general rise in prices by raising prices of its own products. If
other manufacturers of autos or of other products do not follow,
General Motors would be bound to lose sales.
it Yes, General Motors does have some power to raise its prices-but

must be prepared to take the consequences of such action. For it is
only half of the industry, or possibly less including imports. I would
conclude that the danger of a rise in the price of automobiles, as such,
starting a general price inflation is there, but I say it is small.

The real danger from the standpoint of the general price level comes
from the fact that General Motors, when it settles with the UAW-let
us come right down to it-knows that whatever settlement it makes
will become the settlement by and large, with very minor differences,
for the auto industry as a whole. If it were only for General Motors
alone, we would not have the problem. But it is for the whole indus-
try. And it is not only for the auto industry alone, for the UAW
controls-I should say represents-its members in several other in-
dustries as well. We have had references to business people getting
together in trade associations. But the AFICIO is not a small
trade association. So, not only does the UAW control the entire auto
industry, but it has a finger in many other industries, and what it does
in those industries spreads to what labor leaders will demand and
eventually get in other industries as well.

So, if General Motors were to double the price of its cars, and
nothing else would change, this would be one thing. But possibly in
the last 10 years the price of General Motors cars has doubled. If
that were all that had happened, General Motors would probably be
out of business. But that isn't all that has in fact happened. These
price rises have been associated with wage settlements, and the wage
settlements have spread from one industry to another, so that labor
which buys most of the output anyway has received the income to
pay the higher prices and has paid them. That is the nub of the
problem, as I see it.

It seems to me that is the subject to which your factfinding board
should be directed.

Representative REuss. Our time is up, and I would just comment
on that last point. You say labor has the income to bid up prices as
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a result of this spread of the wage increase. Why? Doesn't labor
simply have the income to buy more articles at the same price, or if
it does result in bidding up prices, even in a period of less than full
employment, doesn't that give your positions some concern? It seems
to indicate to me that there is some price administration going on.

Mr. TONGUE. Representative Reuss, I would say that as far as the
present price level is concerned, I am very encouraged as to the imme-
diate outlook, parly because I feel that the wage settlement in the auto
industry this year was with minor qualifications consistent with a
stable price level. To the extent that pattern spreads, I believe it will
be a constructive development. I believe we are now seeing an expan-
sion in income and in output without a general rise in the price level.
That is a very hopeful prospect to me for the time being. I am wor-
ried about what is f arther along the road, specifically what will happen
in steel this coming June.

Representative REuss. Thank you very much.
The CHAIRMAN. Senator O'Mahoney.
Senator O'MA11oNEY. Mr. Chairman, I have heard this talk about

factfinding for as long as I have been a Member of the Senate, and
I first became a Member of the Senate on the 1st of January 1934.
We need something more than factfinding. We need action. The
Congress represents the people of the country, not the profitmakers
of the country. It represents the people in their several States and
in their several districts within the States.

The business which is carried on through the United States now
is constantly becoming international in its characteristics. Local
business is losing strength as compared with interstate and interna-
tional business. We talk about General Motors. In the hearings
which the Senate Committee on Antitrust and Monopoly held on
General Motors, just to try to assess the facts with -respect to that
corporation, it was clearly developed that it is an international cor-
poration, with plants not only in almost every State in the Union,
but in many foreign countries, where it is engaged in the production
of automobiles of various kinds. Ford is engaged in the production
of automobiles abroad. Mr. Curtice, in response to a question which
was addressed to him as to what was the most important factor in the
determination of prices, said that the most important factor was the
profit on the stock. As I recall, his answer was 15 percent profit. It
is impossible for the Congress of the United States to deal with legis-
I ation upon the basis of protracted factfinding devices. That leads
to drift. While the agency which is set up to find the facts is studying
the facts, the day-to-day events of life change the situation. We have
got to get back to fundamentals, in my opinion.

So I want to ask each member of the panel this simple question:
Do you believe that private pricing should be permitted to go its own
way without any Government regulation? Mr. Oxenfeldt.

Mr. OXENFELDT. Must it be "yes" or "no"?
Senator O'MAHoTEY. Yes, I think it will be a "yes" or "no" answer.

Do you think we should do something immediately or should we let
private pricing go its own way?

Mr. OXEN=ELDT. If they were my only choices, I would not let pri-
vate pricing go its own way. I think there are relatively few areas in
which I would really get upset about it, however. In these areas I
would not rely upon-
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Senator O'MAnIONEY. Have you any recommendation to make to theCongress? What shall we do? This committee in a few weeks will
receive from the President his "Economic Report." That will be adefinite and specific recommendation by the President and those sur-
rounding him. We will have to do something about it.

Mr. OXENTELDT. I think you have every right to ask that question.
This is the most uncomfortable question to answer although in a senseI tried to answer it in my talk, and I said, given the present dimen-sions of inflation, I think that we better leave things pretty much as
they are, because the only cures I know are worse than the mild infla-
tion.

Senator O'M7AIONEY. So you would have no recommendation for
action now. You consider that a mild inflation will do less harm thananything we could possibly conceive to do.

Mr. OXENFELDT. I would want Mr. Reuss' kind of investigation
and I would want to change the nature and maybe the personalities
involved in our antitrust work. That is to say, the administrative
agencies. I think some work can be done there and must be donethere.

Senator O'MAHONEY. What is your answer, sir?
Mr. BAILEY. Senator, you earlier remarked that Government con-trol is undesirable because it is as bad as monopoly, and therefore youthought that regulation was necessary.
Senator O'MAHONEY. I don't want any bureaucrat to be able to tellthe people of the United States what they must do.
Mr. BAIEY. In my view, Senator, Government regulation is a form

of Government control in practice, as it works out, and it too is just
as bad as monopoly. Therefore, I would have to say no, I don't be-
lieve any action should be taken at this time along the lines you
suggest.

Senator O'MAHONEY. Do you or do you not believe that the Found-
ing Fathers were acting in good sense when they wrote the Consti-
tution and provided in that Constitution that Congress shall have the
power to regulate commerce among the States, with foreign nations
and within Indian tribes? Those were the words that the framers ofthe Constitution wrote. Shall we neglect their advice?

Mr. BAILEY. I think they were quite right, but I think we should
take their advice to the extent they took it themselves.

Senator O'MAHoNEY. Let me point out to you that the very first
Congress passed the Navigation Act. The immediate result was a
protest by the operator of a ferryboat running across the Hudson
River from the State of New York to the State of New Jersey. Thisoperator said: "We want no Government interference in business.
Leave us alone. We want no regulation." They took that case all
the way up to the Supreme Court of the United States. The decision
was finally rendered by a man named John Marshall. He was not aRed. He was no leftist. He was no Communist. He wasn't even
called a Jacobin in those days, and that was the worst type of denunci-
ation or epithet flinging that they could engage in. John Marshall
said that Congress has the power to regulate all business, including
intrastate business when it affects interstate or international business.
His decision in Gibbons versus Ogden upheld the Navigation Act,
and ruled against the plaintiff which held that the transportation of
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passengers on a ferry both ways was not commerce. Marshall said
it was commerce. Nobody has ever attempted to change that decision
since.

I say from the very beginning Congress has been regulating busi-
ness, and business is always resisting regulation. But it does not
make any difference what administration is in power or what party is
in power, we create board after board and commission after commis-
sion to regulate, and sometimes these boards, slip over into control.
But the Interstate Commerce Commission was set up to regulate the
railroads. Nobody has ever offered to repeal the law establishing the
ICC.

The Harding administration passed the Meat Packers Control Act,
which was the most stringent Government regulation ever passed.
Nobody called Harding a leftist or a Communist or a Red or a Pink,
but the record is clear that the regulation in that law was very, very
rigid.

The CHAIRMAN. May I make this observation, Senator?
Senator O'MAHONEY. Yes.
The CHAIRMAN. On the problem of interstate commerce, wasn't

that the principal reason that led to the Constitutional Convention,
because under the Articles of Confederation, there was no power for
the Congress to regulate interstate commerce? Wouldn't that be one
of the reasons that brought about the first meeting over in Annapolis,
and then finally the Constitutional Convention, because of that very
question ?

Senator O'MAHoNEY. You are right. The students of the drafting
of the Constitution are agreed that its ratification was brought about
by the commercial classes of that time which felt that it was necessary
to have a central government that would lay down the rules of the
game.

The next panelist, Mr. Tongue, may I ask you, do you want to drift
or do you want to recommend something for us to do?

Mr. TONGuE. Sir, I would like to make what I consider a strong
recommendation.

Senator O'MAHONEY. Good, Mr. Tongue.
Mr. TONGUE. But you may not so consider it. I recommend that

for the time being we rely on the free price system.
Senator O'MAHONEY. Do we have a free price system?
Mr. TONGUE. I have great faith in the free price system even where

you might think there are monopolies. You cite the case of the meat-
packers, for example. Even the labor people today would agree, I
think, that if the packers ever had any monopoly power, it has cer-
tainly been dissipated. They complain that the packers have to sell
on the basis of price, pure price alone. It is alleged by Mr. Wishart,
who was unable to appear here today, that the retailers have taken
their place. I submit that even the largest food chain today or the
greatest supermarket today has far less monopoly power in any real
sense than the corner grocer of 25 or 30 years ago. To the extent that
monopoly power of the meatpackers has been reduced, the benefits
have been passed on to consumers. I believe, as Mr. Bailey said, that
time and-not too long a time takes care of most monopolies.

At the same time, I believe it would be very desirable for a biparti-
san group to come to some conclusion as to what is the nature of the

45-59-25
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inflation problem insofar as it is related to "administered" prices in
certain selected industries. I believe I have outlined how I feel on
that subject and why I feel it is at the heart of the inflation problem.

Senator O'MAHONEY. May I ask your definition of "administered
prices"?

Mr. TONGu-E. I believe most businesses have some power to admin-
ister prices. They must decide on a price policy. Not that they can
set prices without affecting their own volume of sales, but that they
have some latitude in deciding on whether they shall have a high
price policy or low price policy, and take the consequences; and the
consequences are there, I feel certain.

The CHAIRMAN. Senator, your time expired, but I will take the
liberty of yielding you so much of my time as is necessary. There
are two more panelists to be interrogated, and I will ask them to be
brief on this.

Mr. TONGUE. I will stop there. I would just urge that there be
some agreement among the experts as to just what is the problem here
and then publicize it. If we do publicize it enough, you will not need
legal restraints on business or on labor, which happens to be where I
believe the real problem lies.

Senator O'MAHoNEY. Let me say this, since you brought that sub-
ject up. I shared that opinion some 10 years ago and I introduced a
bill, the purpose of which was to require all corporations engaged in
interstate and international commerce in which the commodity man-
ufactured and distributed was the product of six or fewer corpora-
tions, to be required to submit to the Department of Commerce and
to the Congress an advance notice of the intention to raise the price,
so that they would be obliged to come before a public body and justify
their action. I provided no penalty. I just sought to create a system
by which publicity would be thrown upon the action of those who
raise prices and let them justify it. Would you think that would be
a fairly reasonable way of proceeding?

Mr. ToNGuFn. I would say, sir, that if Mr. Lerner would be the fellow
who set the price, I would agree with that, because he would need no
factfinding or anything else. All he would need to know is, Is the
industry operating to capacity ? If so, raise the price. Is the industry
operating below capacity? If so, lower the price. That kind of a
guide to pricingpolicy is to me a sensible one from the standpoint of
resource allocation and efficiency of the price system generally. How-
ever, if the price board were to be guided by principles such as Mr.
Weinberg has suggested, namely, "letting the facts speak for them-
selves," I am afraid that the present inflexibility in the pattern-setting
industries would only become worse as one side hemmed and the other
side hawed, and the board tried to interpret the message the facts
were speaking.

Senator O'MAHoNEY. The plan I suggested would not have given
any board any power at all. I was just relying upon the force of public
opinion and not upon any punitive action by Government or any con-
trol action by Government. Mr. Livingston, would you answer our
question?

Mr. LIVINGSTON. Senator, I think I have much more faith in the
corpetitive market economy than you have. I think anything we
might do in the way of Government regulation of business pricing
policy would do more harm than good.
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Coming to your specific question of a board-again I think in terms
of an industry with which I am familiar-any large oil company in
this country is changing its prices at some point every day in the year.
How do you possibly set up a body that could regulate or even hold
hear ings on that sort of thing?

Senator O'MAIIONEY. I don't want to set up a body that could regu-
late.

Mr. LIVINGSTON. How could they even hold hearings? In order to
be competitive, an oil company has got to be able to meet its competi-
tor's prices day by day.

Senator OW'AHONEY. Your assumption, of course, is that we have
competition.

Mr. LiVINGsToN. I can demonstrate, iad I attempted to do so in a
modest way in my full statement, that this is actually going on in the
oil industry.

Senator O'MAI-oNEY. I have not a great deal of confidence in that
faith that you have that there is competition. I am in close touch
with the Department of Justice all the time, and I know the efforts
that they are making through the antitrust laws to prevent exploita-
tion. Mr. Weinberg ?

Mr. WEINBERG. I hope I will be given an opportunity later on to
get something into the record with respect to Mr. Livingston's comment
on following "competitors' prices day by day."

With respect to your question, Senator, I would have first said I
would have preferred to use some word other than "regulation." But
now that you have defined regulation, I would favor such action by
government. I think in a democracy we have to give the people the
facts, and they can make their determinations and get action from
private parties largely by moral suasion. But they have to have the
facts on the basis of which to apply their influence intelligently. It
seems to me that to require corporations that can have a major influ-
ence on the prices of important segments of the economy to set forth
the facts and justification of proposed price increases, the specific
facts of specific situations relating to specific price increases, that this
procedure could be very helpful in inducing a measure of self-
restraint. I think in the absence of the application of self-
restraint, which might not be forthcoming unless we have such a
mechanism for encouraging it, we will get to the place where the
public in the face of continued abuse will demand regulation in the
strict sense, and ultimately control.

Senator O'MAHONEY. Thank you, Mr. Chairman.
The CHAIRMAN. Each member of the panel will have the privilege

of extending his remarks, if he desires, by elaborating on any ques-
tion that has been brought up here today, or which he himself brought
up. Mr. Wishart is the only absent member of the panel and I got
word from him about the time we started that his wife gave him a
very fine addition to his family late last night, and it was too late
for him to get here. So I think he has a good reason.

I wonder if we should go on longer or should we try to work out
an -afternoon session, or what is the wish of the committee?

Senator O'MAHoNEY. Mr. Chairman, I must go now. I cannot
attend the afternoon session.
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The CHAIRAMAN. Can we say we have fairly covered it? Would
either member of the panel like to make a brief statement of any
ki d, with the understanding that you have the privilege of extending
vour remarks for the record, as we have in the House and Senate.

Mr. WEINBERG. I would like to make one point, if I may. As I
read Mr. Tongue's paper on the relationship of wages to productivity,
I was not sure whether he meant real wages or money wages. He has
now made that clear. I understand now why le is able to say in his
paper that price increases by such industries as auto or steel would not
spread throughout the entire economy. What he is saying in effect
is that industries like auto and steel, by raising their prices, can
transfer to themselves part of the incomes of consumers through a
rise in the cost of living and then those consumers-those of them
who are workers, for example-should have no means by which to
maintain their living standards but should pay in declining living
standards for the price increases imposed by corporations in a position
to administer prices.

It seems to me that unless you look at the relationship between
wages and productivity in terms of real wages, what you are calling
for is a sacrifice on the part of the workers through constantly dimin-
ishing living standards to maintain a stable price level, and the ulti-
mate result of- that, as we saw in the 1920's when productivity
increased and real wages did not, is the collapse of the economy from
lack of customers.

The CHAIRMAN. Is there any comment?
Mr. LIVINGSTON. Coming back to the question Mr. Curtis raised,

I think it is extremely difficult to measure precisely the changes in
productivity and the changes in real output and changes in real wages.
We are dealing with price measures that are just not that perfect.
Obviously they are all going to go up more or less together. As Mr.
Tongue suggested, one set of statistics may show one going up a little
faster than the other and another set of statistics will show the re-
verse. It is a fruitful area for anyone who has something to prove.
I object to Mr. Weinberg's notion that somehow or other corpora-
tions have been raising prices faster than costs and thereby gouging
the public. I happen to have here in front of me the UAW brochure
which is intended to prove this. They made the mistake of including
in one of their tables the return on net worth of all manufacturing
corporations. During this period when the corporate managements
were gouging the public, their return on net worth went down from
16.1 percent in 1947 to 11.5 percent in 1957.

The CHAIRMAN. Does any other member of the panel wish to com-
ment?

Mr. TONGUE. May I do so, sir? With all due respect to Mr. Wein-
berg, I would protest that I have no interest in beating down the real
wages of labor outside of the pattern-setting industries, as might be
alleged from what he said.

If I were to allege anything, it would be that he in ostensibly acting
on behalf of the worker in pushing up wages-and money wages-
more rapidly than the increase in real productivity, is doing a dis-
service to labor generally. Tie said what we must look at is real
wages, namely, adjusted for price change. Any statistics I have ever
looked at suggest that the share of labor in the product it produces,
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leaving out farm, etc., has not changed appreciably over the period for
which we have any reasonably satisfactory statistics. This would
include manufacturing, for instance, where we have reasonably good
statistics going back over a period of time, the share of labor has not
changed significantly. This is what one would expect on theoretical
grounds as well as practical grounds, and I cited the granddaddy of
modern economics, John Maynard Keynes, on that side.

I should say, too, that Mr. Weinberg wildly throws in a lot of
theories about the causes of past business cycles and unemployment
that are very debatable. But I submit that the facts are that labor
has gotten its share. The share has not changed. Thus, the only
effect of the continuous round of wage-price increases of the past
decade, With money wages increasing faster than productivity, has
been to raise the price level. This has been a major factor; I won't
say it has been the only factor. But until we, and particularly the
labor economists, come to some willingness to admit that there is a
relationship between money wages, productivity and the trend of
the general price level, we will not get anywhere in our efforts to
prevent the wage-price spiral.

The CHAnIafAN. Does any other member of the panel want to com-
ment?

Mr. OXENFELDT. I do so only because these do not seem fitting re-
marks to introduce into the record.

First, I would heartily agree with Senator O'Mahoney's notion that
under certain circumstances corporations should at least report
planned price increases. Second, I would say that there have been
some very unusual things said here today. Mr. Tongue, for example,
endorsing Mr. Lerner's standard for allowing price increases when you
are operating at capacity and beyond, and price reductions when you
operate below, that this standard would be workable is a rather new
idea to me.

Mr. TONGUE. I should say that Abba Lerner has been saying that for
many years. He wants to set up the whole economy on that basis.'

Mr. OXENFELD'T. Yes. I don't know that many people have been
listening to him. People can no more define capacity, than his mar-
ginal cost notion. It is a wholly unrealistic standard. This brings
me to the major point I would like to submit to the committee.

The panelists here, who represent a high degree of theoretical
training, plus the Members of Congress present, are using terms which
were given us hundreds of years ago literally, and have relatively little
application, it seems to me, to our present economy. "Monopoly,"
"competition," "oligopoly" are words which describe highly different
kinds of situations with the same term.

I submit the differences in industries come from at least 25 different
characteristics that would seem to influence the social effects of an
industry's performance. I would hope that, in the study that Con-
gressman Reuss will be able to get started, he will invite people to
reject these terms, and these very limiting concepts which keep us
from really seeing reality. I am thinking of how some mei :bers of
the panel to my left would react to a situation in which I was involved
some years ago. This was a firm, which was very close to being an

1I would add now that I agree that this suggestion of Lerner's is hopelessly impractical.
Also, it does nothing to get at pattern setting and pattern spreading, which Is the root
of the problem.-W. W. T., December 23, 1958.
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entire industry, that was charged by five agencies of Government with
violations of the antitrust laws. Yet I was in constant contact with
the sales manager and he was getting an ulcer because he had to meet
price competition. Why? Because this firm, which was one of the
most prominent duopolists of that period, priced its products so high
that it wanted and invited competition. Anybody who sets a price so
low that he is losing no business is wasting his oligopoly. Some peo-
ple who find every little evidence of competition a sign of pure com-
petition would be very encouraged by such situations. These people
are so very anxious to believe that competition exists. I am encourag-
ing you to start all over just because what the economics profession
has produced offers you very little assistance with present-day
problems.

Senator O'MAPONEY. Mr. Chairman, I want to express my appre-
ciation to the members of the panel for their attendance at this meet-
ing, and their preparation for it.

The CHAIRMAN. I want to join for all the members of the commit-
tee, Senator. We are indebted to these gentlemen for the fine contri-
bution they have made to our study.

Senator O'IMAIFoNEY. I think it is an indication of complete sill-
cerity and it will be most valuable. I want to add, however, Senator,
that at the first session of the committee on Monday I put into the
record a table from an analysis of the census of manufactures of 1954
which shows some of the instances in which a large percentage of the
total commodity output, in particular lines of business-lines of busi-
ness that produce commodities most essential for the whole and for
the individual-the record showing that four or six or eight compa-
nies produce by far the greatest percentage of the total output. In
many instances this output amounts in each industry to considerably
more than a billion dollars. I think it is an array of facts which
must be taken into consideration by anybody who contributes to the
discussion of this problem.

(The table referred to appears at p. 472.)
The CHAIRMAN. Thank you, sir.
Without objection, the committee will stand in recess until 10

o'clock in the morning in this room.
(Thereupon at 1: 05 p.m., a recess was taken until Thursday, De-

cember 18, 1958, at 10 a.m.)
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RELATIONSHIP OF PRICES TO ECONOMIC
STABILITY AND GROWTH

THURSDAY, DECEMBER 18, 1958

CONGRESS OF THE UNITED STATES,
JOINT EcoNomIc CoMrfmirEE,

Washington, D.C.
The committee met at 10 a.m., pursuant to recess, in room 1301, New

flouse Office Building, Hon. Wright Patman (chairman) presiding.
Present: Representatives Patman, Bolling, Reuss, and Curtis; and

Senators Douglas and O'Mahoney.
Also present: Roderick H. Riley, executive director; John W. Leh-

man, clerk; and James W. Knowles, economist in charge.
The CHAIRMAN. The committee will please come to order.
This is the fourth and last of these panel discussions in which we

have been considering the relationship of prices to economic stabil-
ity and growth. This morning we turn our attention to the merits
and limitations of alternatives of economic policies in the light of the
relationship between prices and the economic stability and growth
which our economic policy should promote.

What criteria can be used to determine the optimum combination
of the various types of policies, monetary and debt management poli-
cies, fiscal policies, including taxes and expenditures and direct con-
trols?

In many ways this is a familiar question for our committee. We
have discussed these same problems of economic policies in previous
panels of experts, but today we concentrate attention upon the ways
in which these policy decisions should -be influenced by consideration
of prices and the relationship which they bear to economic stability
and growth.

Wei shall proceed as we have in previous panels, with each member
being given 5 to 7 minutes for his opening statement. We will then
encourage members of the panel to participate freely in informal dis-
cussion with members of the committee, commenting upon questions
posed by the members of the committee and upon the papers in the
Commentaries.

Our first witness is Mr. Stanley H. Ruttenberg, director of the
department of research, AFI-CIO.

Mr. Ruttenberg, we are glad to have you, sir, and you may proceed
in your own way.
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STATEMENT OF STANLEY H. RUTTENBERG, DIRECTOR OF
RESEARCH, AFI-CIO

Mr. RJMTENBERG. Thank you very much. I am sorry that copies
of my summary did not get up to the committee last night. They
were sent up and evidently have not arrived, but they are on their
way now, and I hope they will be here before very long.

The "new thesis" offered in explanation of the last few years' price
changes illustrates, it seems to me, the economists' abdiction of their
responsibility to analyze general economic trends. The facile substitu-
tion of the new, so-called, cost-push concept for the former demand-

pull theory is clearly inadequate to explain recent price developments.
uet economists have quickly subscribed to the cost-push notion and

many have translated it into wage inflation or used the two terms as
synonyms.

Problems underlying the past few years' price rises require a much
more careful and studied analysis. I am disturbed that the economics
profession has not performed this job. It seem to me that the series
of papers presented to the Joint Economic Committee on the relation-
ship of prices to economic stability and growth illustrates the econo-
mists' failure to fulfill their responsibility to analyze price trends
adequately.

A careful examination of post-World War II price movements shows
both some of the reasons for the development of the cost-push notion
and its inadequacy as an explanation. In these postwar years, there
have been five periods of varying price movements. Prices were ris-
ing during three of these time spans and were relatively stable during
two of them. Most of the post-World War II price rises were war-
relaied. About three-fourths of the total increase in the price level
took place in two short periods between January 1946 and January
1948, and between June 1950 and June 1951. More than half of the
entire upward change occurred in the 1946-48 period, on the release
of pent-up demand after the end of price controls.

Of the three upward waves, therefore, two were closely associated
with actual or anticipated shortages of goods and productive capacity.
The causes of these changes fall neatly within the demand-pull thesis.

During another two of the five price periods-comprising more than
.half the years since World War II-there was relative price stability.
Although they were not ideal, developments in these years indicate
the possibility of economic growth along with increases in consumer
incomes and productivity, and-most important of all-relative price
stability. I point specifically to the period from June 1951 to June
1955 when these economic developments took place-growth, higher
incomes, higher productivity, and relative price stability.

It is the last period-the most recent upward movement, the third
upward wave of price rises-that presents analytical difficulties. Ob-
viously, the demand-pull explanation so easily afforded the first two
upward pushes could not explain a rising price level during a time when
shortages of goods or productive capacity were not present and when
unemployment was above 4 percent of the labor force.

Economists, therefore, needed a new explanation and chose the cost-
push thesis. Quickly, this notion was translated into wage-push and
wage-inflation. With minimal further mental effort these slogans
led to decisions that unions were responsible for cost-push.
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A lesson in logic seems to be in order. It does not folow automati-
cally from the idea of a cost-push that wages must be the cost that is
pushing. Or that wage inflation is a realistic conclusion to be drawn.

Obviously factors other than wages were pushing costs. Real hourly
compensation of nonfarm employees, according to the Bureau of Labor
Statistics, increased 35.2 percent between 1947 and 1957, lagging be-
hind the 37 percent rise in productivity of the national economy's
total private sector in the same period.

Factors other than wages, factors brought on by governmental and
managerial decisions should be considered in analyzing the cost-push.
Yet these factors seem to be sloughed off in many analyses: 1954 tax
laws, altering depreciation accounting, led to a cost-push from in-
creasing depreciation charges.

According to the "Survey of Current Business" of the Department
of Commerce, "by 1956, corporate depreciation charges were $3 or $4
billion higher than they would have been," if these changes and the
5-year accelerated depreciation provisions had not been in effect.

As a result of the 1954 law, research and development costs also
can be handled differently now. The "Harvard Business Review"
states that, "the tax revision of 1954 added a new incentive (to busi-
ness) by making research outlays deductible as current expenses."
Prior to 1954, such expenditures were required to be capitalized over
a period of years.

Internal corporate financing for large-scale expenditures for new
plant and equipment throughout 1955, 1956, and into 1957, created
other pressures from interest payments. Financing through retained
earnings and bonded indebtedness instead of through the equity mar-
ket has resulted in tremendous increases in interest payments. In
addition, the administration's tight money policy's effect of increas-
ing interest rates also meant higher interest rate payments by cor-
porations.

Table 2 on page 257 of the Commentaries shows the percentage
shifts and comparisons in these industrial cost factors that have been
pushing the price structure. These factors were not caused by col-
lective bargaining or wages, but by business and Government policies.

Another cost-push pressure came from administered prices in a few
key industries, such as steel, auto, aluminum, rubber, et cetera. When
the steel industry can make a handsome profit despite half-capacity
operations, something is wrong within the price structure. But be-
cause it exists, it has contributed to the atmosphere of rising prices.

Since the "Consumer Price Index" has been used by the public as
a quick, ready measure of inflation, changes in the index are currently
treated almost as a definition of inflation. An analysis of the index
from June 1955 through June 1958 shows that less than one-sixteenth
of the total 8-percent rise during this time came from hard-goods
price changes. Price rises in foods and services accounted for 60
percent or three-fifths of the total upward trend in these years. Yet
public attention has been focused on a wage-push and big unions
negotiating wage increases when "Consumer Price Index" rises are
discussed.

As I have already indicated, real wages have stayed well within
national productivity trends. While gross national product increased
by 10 percent, payrolls of manufacturing production workers rose
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7/2 percent; research and development costs, 207 percent; depre-
ciation costs, 53 percent; and interest costs, 45 percent.

Administered prices have also pushed break-even points to a very
low level so that corporations can make profits while much of their
capacity is idle. These administered price increases had a definite
effect on the price level, but they have not been the sole or exclusive
reason for the upward movement of the "Consumer Price Index."
Industrial prices are merely one part of the general price structure;
there are other important economic sectors that influence prices. As
table 3, page 257, of the Commentaries shows, foods and services, hous-
in , utility costs, Government taxes, have had important effects on the

Consumer Price Index."
Certainly, solutions to the problems of public policy for economic

growth and price stability do not lie entirely in the area of cost-even
of the costs emphasized in this paper. Yet this emphasis has seemed
necessary because a condition precedent to any adequate solution to
our current problems is a better understanding of the relationships of
costs and price pressures. Until the current emphasis on wage costs
and wage inflation is changed and attention is shifted to many com-
plicated cost factors as well as the various structural sectors of the
"Consumer Price Index," attempted solutions will be narrowly inap-
propriate and misdirected.

Of my eight suggestions concerning policy, therefore, only one is
concerned exclusively with wages. Two deal with the overall price
situation. The remainder are concerned with specific problems need-
ing more careful study and attention because of their important effects
on the price structure.

These suggestions which I make do not necessarily reflect the point
of view of the AFL-CIO. They are advanced mainly to focus atten-
tion on the areas we believe economists have failed to analyze
adequately.

We suggest the following items for serious consideration:
1. The establishment of a Government price commission to study

and analyze the price structure and to develop information needed for
sound economic decisions.

2. Comprehensive standby stabilization measures are needed to pre-
vent the kind of price inflation which took place when controls were
too quickly removed after World War II and- were not imposed quickly
enough after the start of the Korean conflict.

3. (a) The establishment of a Government price supervision agency
with investigatory and subpena power to examine proposed price in-
creases of major manufacturing industries.

(b) Government aid and assistance in the development of new prod-
ucts to stimulate competition.

(c) Aid and assistance to small business through long-term low-
interest-rate loans.

4. A reexamination of the Government agricultural programs and
goals, with some consideration given during the examination to the
possibility of a program of income instead of price supports for
farmers.

5. Examination of price increases for all types of services to find
possible avenues of stability in this area.
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6. Examination of the cost of housing and construction with a view
to creating stabilization through programs designed to improve effi-
ciency of construction.

7. Improvement of the distribution system with its numerous in-
efficiencies-such as traffic bottlenecks, et cetera-to avoid the price
increases now forced into the price structure by high distribution costs.

8. A consumer economics agency, largely educational, established by
the Government within the Department ofLabor.

Such an overall approach to functions within our economy is essen-
tial and necessary. Congressional and governmental policies cannot
be determined on the basis of an analysis of price rises in only one
sector of the economy.

The combined efforts of the Congress and the Government should
be directed at promoting economic growth and expansion. Our policy
both public and private should not be stifled by the bogeyman of
potential inflation. It is clear to us in the AFL-CIO, and we would
hope to others, that private and public policy aimed at a combination
of increasing productivity, expansion of the gross national product,
increasing income levels and stability in prices, is not only possible,
but essential, if America is to meet the great challenge which confronts
it.

Thank you, Mr. Chairman, and I am sorry if I have gone beyond
what I was supposed to say.

The CHAIRMAN. Thank you, sir.
Mr. Teper, director of the research department, International

Ladies' Garment Workers' Union, AFLCIO.
Mr. Teper, we are glad to have you, and you may proceed in your

own. way.

STATEMENT OF LAZARE TEPER, DIRECTOR OF RESEARCH, INTER-
NATIONAL LADIES' GARMENT WORKERS' UNION, AFL-CIO

Mr. TEPER. Thank you, Mr. Chairman.
In the past 121/2 years, the wholesale price and the consumer price

indexes went through periods of relative increase, decrease, and sta-
bility. While prices today are substantially higher than 12 years ago,
the greatest part of the cumulative increase took place while the Na-
tion was undergoing a readjustment after V-J Day and at the time
of the Korean conflict. A review of the remaining period does not
make it appear that the implementation of the Employment Act
created of itself a condition for an uninterrupted inflation. We have
thus witnessed comparative price stability during a 4-year period
ending in 1955, a period during which the Nation went through one
business contraction and two business expansions, a period of price
declines during the 1948-49 recession, and a period of price rises in
the more recent 1955-57 period.

It is this latter period that created concern in many minds. Prices
as a whole began to rise about a year after the Federal Reserve ini-
tiated a program to cut down the supply of credit and while the Fed-
eral Government gave inflation its best and most morbid publicity.
Continuation of price rises during the recession spurred on an idea
that this was a novel development brought about by cost-push inflation
for which, at least in part, labor was responsible.
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There is, of course, nothing novel about an upward movement of
prices during a recession. A review of price movements since 1836
suggests that prices fail to decline in roughly one recession out of
every three. This phenomenon occurred even at a time when labor
organizations were but a shadow of their present selves and before
large-scale industrial enterprise began to play a major role in the
economy.

A respectable body of academic opinion, as is evident from the
papers in the compendium and the May hearings before this com-
mittee, properly alludes to the fact that no conclusive empirical evi-
dence exists to support the thesis of a cost-push or sellers' inflation.

As noted by Professor Ackley, it is even impossible to differentiate,
as a rule, between buyers' and sellers' inflations.

But to turn to the present.
At the moment, talk about an inflationary threat seems to be un-

justified. Most of it emanates from the financial community. On
the other hand, little inflationary sentiment is found either among
businessmen or among consumers. Recent price behavior-outside
the stock market-also does not seem to exhibit any pronounced in-
flationary tendencies. Even the price rises which occurred during
the last recession do not portend any long-term trend. In the main,
they were either brought about by the effects of inclement weather
on farm production or by adjustments in the service sector of the
economy. Despite recovery, no signs of dangerous upward pull on
prices appeared, at least so far. On the other hand, sizable im-
provements in productivity did occur in 1958 and they seem to scotch
whatever inflationary threat there might have been.

I would like to depart from my prepared remarks, and refer to the
November issue of the Monthly Review issued by the New York
Federal Reserve Bank. Commenting on the recent productivity de-
velopments, the review makes tie following comment:

The other side of the coin to the rise of productivity is, of course, a sizable
reduction in unit costs. In manufacturing as a whole, the direct wage costs of
production workers per unit of output (excluding fringe benefits) were as
low or lower during the third quarter than at any time since mid-1951, except
for a 1-year period from mid-1954 to mid-1955.

This article, then, goes on to indicate that while similar data are
not available for salary costs, because there was no increase in the
employment of nonproduction personnel despite the recent growth in
production, apparently nonproduction worker unit costs have
also fallen recently. And yet, in the face of declining unit labor
costs, we have not seen any effect on the price level. In the face of
such a development, it is surprising to continue hearing allegations
about wage-cost inflation.

To turn back to my discussion in the 12½/2 years under review, we
have seen no sharp downswings in the general level of prices such
as occurred, for example, during the great depression of the thirties.
Unquestionably, such swings could only be concomitant to a major
depression. In the absence of such a calamitous development, prices
as a whole did edge upward. While such a creeping of the price
level did erode the worth of monetary incomes, it is axiomatic, I
believe, that an even greater erosion would have occurred were pro-
duction and employment cut back by a major depression despite the
paralleling price declines.
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It is, of course, impossible to separate the discussion of piice level
stability from other objectives of national economic policy. This is
recognized by the Employment Act, as presently written, when it
refers to maximization of the purchasing power, i.e., to a com-
posite of a flow of money incomes and the level of prices. Price
st ability is thus integrally tied up under the act with its policy
objectives of employment and production maximization. This is
sound because it is impossible to consider prices and ignore other
policy objectives. The final criterion is one of overall welfare.

In reviewing the recent past, we thus cannot ignore the fact that
despite price rises and the three intervening recessions, the Nation's
economy and its people are much better off than they were 12 years
ago. We must, therefore, not lose sight of the total picture lest our
preoccupation with prices makes us myopic to policies which stifle
economic growth and general economic instability.

Admittedly our present tools for combating price rises leave much
to be desired. Restrictive monetary policies, which theoretically were
supposed to bring about price stability, failed to do so in practice.
At the saime time, the implementation of these policies brought in
their wake a number of undesirable side effects and probably even
helped to generate the last recession. An overall review of our
monetary policies *is thus in order.

We must also consider the possibility of integrating the activities
of the Federal Reserve and those of other top-level agencies of the
Federal Government such as those which operate out of the office of
the President. Better integration would lead to improved coordina-
tion of different policies and is also likely to obviate some errors of
perception on the part of the Board and its staff such as those which
were committed during the last recession and the present recovery.

Greater interdependence among Federal agencies is a step in the
right direction. Hoowever, of itself it is not apt to lead to greater
price stability. Because some upward price movements are centered
in specific areas of the economy, the ability to act with regard to such
key problem areas seems essential. Additional study is needed to
determine the precise nature of such devices. These may include
measures designed to spur investment where the existing production
facilities are inadequate to provide needed goods and materials. They
may seek to establish greater coordination between the Federal credit
agencies and those concerned with monetary and fiscal managemnent.

They may develop variable interest rates for different classes of
borrowers depending on the needs of the economy. They may seek
the regulation of consumer credit and of the charges made for these
services.

Additional studies should also be made of the price setting nmeclha-
nism in our economy. We actually know very little about it. For
example, more has to be learned about price policies of large corpo-
rations, their influence on general price levels, and their effect on the
economy. The creation of a proper public research body to study
price setting would be a step in the right direction.

Fiscal instruments also require further exploration. Pay-as-you-go
taxation could be strengthened by extension to incomes derived from
dividends. The experience rating mechanisms, used in unemployment
insurance, should be reviewed in view of its tendency to aggravate
cyclical swings. Also, the unemployment insurance benefit structure
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needs strengthening in the interest of general stabilization of the
economy as well as on its own merit.

Another area for exploration is that of productivity. Experience
of the past demonstrates that productivity gains are greater when the
economy approaches full utilization of its resources than at a time
when idle capacity abounds. Measures to spur on the rate of pro-
ductivity development and to bolster steady economic growth thus
offer an important key to continued price stability. This is one of
the most important areas to which public thinking must turn.

Admittedly, I failed to cover all possible measures that could be
encompassed in the arsenal of tools designed to combat price rises
while maximizing employment, production, and purchasing power.
I hope you will forgive me.

The CHAIRMAN. Thank you, sir.
Now, our next witness is Mr. Richard V. Gilbert, consulting econo-

mist, Westport, Conn.
I)r. Gilbert, we are glad to have you, and you may proceed in your

own way.

STATEMENT OF RICHARD V. GILBERT, CONSULTING ECONOMIST,
WESTPORT, CONN.

Mr. GILBERT. Thank you, Mr. Chairman.
In the great debate on national economic policy, we have been guilty

of a cardinal sin, a sin which may be fatal, the sin of irrelevance.
The overriding fact of our time is the cold war. This is a struggle
being conducted in economic terms. The first question we must ask
ourselves is how we are doing in this struggle, are we advancing, hold-
ing our own, or slipping? Are we doing enough to win, or even to
survive?

Nobody has raised these questions before this committee. Every-
body has talked of acceptable rates of growth and employment. No-
body has asked, acceptable for what? I propose to discuss the harsh
realities of our situation and the harsh choices our situation compels.

The Russians have made no mystery of their intentions. They have
committed themselves, one way or another, to burying us. Nor is there
any mystery about their performance. We know that Russian rates
of overall economic growth and of industrial production are double
our own, or more than double our own, and in the key areas on which
warmaking depends are three or four times our own.

Russian education is both more massive and more productive than
our own. They are graduating twice the number of scientists and
technicians and, except for perhaps the highest levels, their education
is more thorough and effective than ours. The Russians are outspend-
ing us in basic research and scientific development, and in scientific
and technological equipment in all areas having military significance.
We have the word of the highest scientific authorities in this land,
that they have achieved a commanding lead over us in many of these
directions.

What is more important, the Russians are allocating to the cold war
much larger percentages of their total output than we are. With less
than half of our gross national product they are putting into defense
and defense supporting industries, manpower and materials approxi-
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mately equal to our own. The percentage of their output devoted to
these purposes is 21/2 times ours.

For years we have known that the Russians had an overwhelming
superiority in military manpower and conventional armaments. For
over a year we have known that they have also achieved a superiority
in the new weapons systems and in the research and development
which produces them. For the moment the preponderance of offense
over defense provides us the dubious security of a stalemate of terror.
But if the Russians were to achieve the same superiority in the field
of antimissile missiles which they have won in the missile field, if
they could in this way undermine our capacity for retaliation, there
would be nothing left for us but to surrender. Can anyone doubt
that the Russians are making an all-out effort in this direction? Does
anyone think or suggest that we are?

The Russians are not committed to war if they can win by other
means. Without lessening their military effort, they have embarked
upon a program of economic penetration which has already produced
startling results. It is clear that, in this area as in all others, they
are prepared to devote, up to the limit of their capacity, whatever
resources are necessary to attain their ends.

In a word, the Russians and their satellites are making what in the
forties we used to call a total effort. They are driving their expan-
sion of economic power at a terrific rate. They are allocating to the
cold war, both on the military and economic fronts, resources at least
equal to our own, resources which constitute 21/2 times the percentage
of total output that we devote to these purposes.

The contrast between the Russian performance and our own is not
lost on the uncommitted nations of the world. They can see the dedi-
cation, the dynamism, the massive expansion of power of the East,
and they can see the soft self-indulgent, confused, business-almost-
as-usual policies and erformance of the West. They can hear the
hobnailed boots pounding up the stairs as the silken slippers come
down. Nor are the lessons lost on our allies. Other people can sur-
render, as in the past they have, even if we indulge in the fantasy that
we cannot. If we continue on our present course how many of our
allies will remain on our side? How many will decide that "if you
can't lick them, join them" is the better part of valor?

Some people say we are already spending enormous sums. But
the grim arithmetic of war, hot or cold, requires that we ask, is it
enough? The French, after World War I, spent what to them were
huge sums on their Maginot line. While, after the event, we know
they spent the money in the wrong directions, a fault from which we
are not entirely free, the critical point is that they did not spend
enough to meet every challenge, and learned in the end that if a na-
tion is not prepared to spend enough on defense there is no point in
spending anything at all.

Now is there anything in the objective situation, to borrow a term
the Russians like to use, in the resources, the skills, and the man-
power available to the two sides, which explains the difference in
performance in the past 12 years, and which condemns us to sur-
render or defeat while it assures them of ultimate victory? The
answer is obvious. In terms of presently accessible. resources and
skills the West is still more than twice as big as the East, and in
terms of capacity it is still three times the size of the East. And
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even in terms of manpower we could match them if we could win
India to our side.

Our failures are not the result of basic weaknesses. They arise
from our unwillingness to face up to the unpleasant realities and to
accept the discipline and the sacrifice that is necessary to an all-out
effort.

We can meet the threat presented by the Russians only by throw-
ing our economy into high gear, by pushing our production to the
limit of capacity and allocating to defense, to defense-supporting in-
dustry, to basic research, to scientific development, to education, to
foreign aid, and to economic warfare, whatever is required by the
grim arithmetic of cold war. Matching the Russians, area by area,
can buy us security, but this is the slow and costly way to meet the
problem. In the long run it would be quicker and cheaper, while
matching them on the military front, to swamp them in science,
technology, in education, in growth of productive capacity, and in
economic assistance to the underdeveloped countries of the world and
thus to make it clear that, whatever they do, they cannot win the hot,
nor profit by the cold war.

These objectives lie within our grasp. We are operating our plant
and equipment at approximately three-quarters of capacity-and
that is probably an overstatement. The full utilization of this ca-
pacity would make possible an increase of one-third, approximately
$150 billion in our gross national product. And I don't mean 5 years
from now at a rate of 5 percent per year, but right now, on the basis
of present resources.

And we are not short of either raw materials or manpower. On
the latter front, there is still substantial unemployment and part-time
employment. Our standard work week is 40 hours, and the percent-
age of our adult population in the labor force is modest. In addi-
tion, there are several millions employed in the service industries at
low productivity only because jobs are not available in manufactur-
ing. If we were at war, nobody would doubt that we could, with
our present resources, operate a $600 billion instead of a $450 billion
economy. And I mean $600 billion in real terms, not blown up by
inflation.

It therefore lies within our power to quadruple the resources we are
putting into the cold war, without reducing the real standard of
living of the American people. However, nothing so radical is called
for. A doubling of the resources we are putting into the cold war
could put our programs beyond the reach of the Russians, while at
the same time we could provide the resources for massive increase
in productive capacity and substantial increase in the standard of
living as well. Think of what the Russians would do with the same
opportunities. Can we, should we, do less?

The imperative of our position, harshly stated, is immediate and
sustained economic mobilization, with all that means in management
and controls. To do less, to remain upon our present course, is to
invite extinction. As long as we are not compelled to put major
armies into the field, the full apparatus of wartime controls, with
broad-scale use of allocations, rationing and general wage and price
controls, is not called for.
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But we do now need the full machinery for planning and for man-
agement which requires the use of selective controls. This follows
inevitably from the niagnitude of the effort required for survival.
Anyone who accepts the necessity for the effort, must accept the neces-
sity for the machiniery without which it cannot be made.

There are those who say that there are things We, as a people, would
find acceptable and would do in the case of actual war which we can-
not do short of walr. This is a, Maginot-line kind of thinking. That
is the way we did it last time. Unfortunately. the next war, if it is a
total war, will allow no opportunity for a ]ong drawn-out mobilization
effort. If we have not mobilized before that war, we will not have
mobilized at all. And if we are thinking of a brush-fire war, it should
be obvious that such wars can occur only if we are not prepared to wage
them, as we were not before Korea, and as we are not today. Failure
to mobilize before such w ars invites their outbreak. And this is the
critical point. Failure to mobilize our resouces IIow, is to throw away
the one hope we have of preventing the hot war and stopping the cold
war. We must assume that the Russians' leadership is coldly rational.
They will not give up the struggle as long as the growing preponder-
ance of their power promises them the ultimate victory. But this
promise depends on our failure to use our strength to the full. Once
we have committed ourselves to a total effort, to repeat, an effort the
Russians cannot match, they must recognize that victory is beyond
their reach. This is the meaning of the proposition to which we have
been committed, at least since 1947, that we can negotiate only from
strength. The proposition is self-evident but is it not fair to ask, what
strength?

Much of what I have said is common knowledge and, indeed, obvi-
ous. I have, however, drawn the grim conclusions and indicated the
harsh choices. There are many who will shrink from the proposals,
not because they do not recognize the dangers we face and not because
they are unwilling to accept in the interest of national survival a
temporary interference with the liberties they prize, but because they
fear that the planning and controls represent a basic change in the
nature of our system from which we can never recover. These fears
are groundless. The controls of wartime were abandoned when the
war was over. Not only was there no major effort to make them per-
manent, they were abandoned too soon, as the record shows.

Americans are dedicated to a free system, and the wartime experi-
ence shows that they can accept for long periods the management and
restraints entailed in mobilization without impairing that basic dedi-
cation in the slightest degree. The threat to our freedoms comes from
abroad and not from ourselves. It would be tragic indeed if we per-
mitted our Nation to go under, not because of an inherent superiority
of power on the part of our enemy, but because we did not have suffi-
cient faith in our own people and in our own institutions to mobilize
our full strength in their defense.

The CHAIRMAN. Thank you very much, sir.
Our next witness is Mr. David C. Melnicoff2 manager, economic

analysis, financial department, of the Pennsylvania Railroad.
Mr. Melnicoff, we are glad to have you, and you may proceed in your

own way, sir.
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STATEMENT OF DAVID C. MELNICOFF, MANAGER, ECONOMIC
ANALYSIS, FINANCIAL DEPARTMENT, THE PENNSYLVANIA
RAILROAD CO.

Mr. MELNICOFF. On my way to this office building this morning I
passed temporary building D, on Independence Avenue. As I was
passing it I saw, or thought I saw, emerging from the center doors, a
ghost that looked something like Mr. Gilbert-but on second glance, it
was not he. This was the building, of course that housed OPA dur-
ing the war, and in which I, along with Mr. 6 ilbert, spent a good bit
of time. As I approached the corner, the ghost ran up to the door
of the cab, or seemed to, popped his head in and said, "Remember, as
you testify today, that inflation comes in 5 percent increases."

This was a rather cryptic remark, but as I reflected on it, it re-
called to mind the scare slogan which I presume Leon Henderson
originated during the early days of mobilization, intending to point
out that inflation can come a little bit at a time. But the ghost, I
took it, was warning me that this trouble came in 5-percent increases,
and that the situation we face at the moment is something very dif-
ferent than that.

If we begin to think in terms of OPA, and a full-scale of price-
wage allocation controls, in other words, we may be getting our-
selves into a swamp from which it will be very difficult indeed to
extricate ourselves.

The moral I draw from this little episode is that we have to be
careful not to be caught up in the semantics of the situation, and
not to be captivated by the scare words which we ourselves originate.
We have got to be very careful that we define just what problems we
are talking about and what our objectives are. I think, in fact, that
one of the chief difficulties in formulating public policies for economic
stability and growth arises because stability and growth mean very
different things to different 'people; certainly economic growth means
something different to Mr. Gilbert than it does to me, and to many
others.

Policy adopted to achieve such growth depends on the nature of
the objective. Moreover, there are other more limited goals designed
to benefit specific groups or to serve special needs which may be in-
compatible with the main objective. I refer here, for instance, to
objectives of job and income security, despite the desirability of labor
mobility, to justice in taxation, and so on.

It is not strange that we have this multiplicity of goals in a com-
plex and free society, where ways of doing things are always changing
and people are free to change their minds about what they want.
Indeed, the concept of economic growth itself as we now speak of it,
is a recent one which has come to the fore as a result of the fact that
we have less preoccupation with business cycles in the postwar pe-
riod. We seem to have profited by the example of the efforts of the
underdeveloped nations of the world and we have begun to construct
some useful theories about the development of those economies.

I have little sympathy, therefore, with policies which attempt to
place an automatic regulator on our economy or to make rigid rules
in advance for any situation which may arise. The old laissez-faire
principle was supposed to provide automatic regulators of this type,
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and I believe the same principle is illustrated by those who want to
impose a "stabilizing budget" on us or go back to the gold standard.
Those responsible for helping to keep the economy healthy should be
free to use a variety of policy instruments, to improvise and to develop
new avenues of approach when this is called for in response to chang-
i ng economic situations or to new objectives.

I have rejected automatic stabilizers, but to the extent it is possible,
we should take full advantage of the possibilities inherent in the con-
cept of built-in stability, and the bundle of fiscal policies associated
with it should be fully developed. These are policies related to the
idea that when we have a dip in economic activity we should allow
a deficit on the Government accounts and when we have a boom, we
should go to a surplus. It is not possible, of course, to rely on this
alone. Our forecasting ability is not good enough to allow the crea-
tion of tax and Government expenditure patterns which will always
call forth a nice balance at a full employment level. Some mechanism
for making prompt changes, especially in tax levels, must be in hand.
Instruments of debt management and monetary policy must be co-
ordinated with fiscal plans and anticipations. Inappropriate use of
monetary and debt management policies can, of course, frustrate the
built-in stability features of our fiscal system.

I can refer to an episode which was unimportant in itself but which
dramatically illustrates this difficulty. One day several months ago l
on the front page of the New York Times, there were, side by side
in adjacent columns, a story which described a decline in payrolls
and a story next to it in which Secretary of the Treasury was urging
people to combat inflation by buying savings bonds.

A wide range of combinations of fiscal and debt-managemenit monle-
tary policies is available and can be used effectively if there is ade-
quate coordination and cooperation among the agencies involved, as
well as a proper choice of policies. In recent years, coordination has
been achieved with varying degrees of success, but sometimes at the
expense of what appears by hindsight to have been too great a con-
cession to expediency. I refer specifically to monetary policies be-
fore the "accord" with the Treasury in 1951 and more recently to
some of the debt-management policies which the Treasurv has been
forced to undertake.

More recently, monetary policy has been attacked as either in-
effectual or overpowering, depending upon the source of the criticism.
These complaints are varied. Sometimes they refer to the growth of
financial intermediaries as rendering powerless the work of the Fed-
eral Reserve, and sometimes they refer to monetary controls as dis-
criminatory because they impinge too severely on certain segments of
the economy. But all of these criticisms, it seems to me, arise out of
the belief that the present structure of our economy and its institu-
tiolls, particularly the modern giant corporation and the giant trade
umion, are such that an attempt to stifle an inflationary bias begets
unemployment.

Now, there is considerable truth in this. However, the best en-
vironmnent in which to make corrections and adjustments is one in
which monetary policy, as we now know it, can be operative.

I April 8, 1958.



828 ECONOMIC STABILITY AND GROWTH

The corrections and adjustments of which I speak are structural
in nature. They refer to the pricing policy of large corporations,
and from that lead to questions of the viability of small business and
the ability of new firms to enter business areas. They deal also with
union policy, although this is a much more subtle problem in which we
must try to scramble eggs without breaking them. Corrections must
also be made in this area, however.

There are two kinds of impediments to effective fiscal-monetary
policy for economic stability and growth. The first concerns the
goals themselves. The twin objectives of price and employment sta-
bility cannot be absolute. There must be some reasonable leeway.
The attempt to achieve perfection in one or the other will be self-
defeating. Moderate price increases and fluctuations, though trouble-
some, do not inevitably lead to runaway inflation. Moderate unem-
ployment, although wasteful, need not be self-perpetuating or reen-
*orcing, provided adequate remedial steps are taken promptly and
individuals are protected. At times a clear demonstration that Gov-
ernment policy can be restrictive is apparently necessary, despite the
danger, but not the certainty, that this may slow business recovery
somewhat. Conversely, an inordinate fear of inflation should not
prevent strong and prompt action to head off a recession.

The second type of impediment to effective monetary-fiscal policy
is in the uncoordinated action of agencies and programs created for
special purposes. The various financial aid programs in the field of
housing and agriculture are examples of this. The National Bureau
of Economic Research has just published a book,2 one of whose au-
thors is Dr. R. V. Saulnier, describing the lending and credit guaran-
tee policies and practices of the Federal Government. It is a very
thick book, but it is not complete. To the extent that such programs
are necessary and desirable, they could be used to assist in creating
a strong program for stable growth. The focus of these programs
must be broadened, however, and they must be administered in a
manner consistent with overall policy, if this is to be accomplished.

The desire for more rapid growth in our economy, whether for
military or purely economic reasons, leads many to advocate the en-
couragement of forced-draft operation at all times. If this creates
inflationary tendencies, then direct price and wage, and allocation
controls are called for. This approach should not be rejected out
of hand, though it would very likely change our economic and social
system beyond recognition. I reject it because I do not believe it
would be effective now in achieving the objectives we seek, ill-de-
fined though some of those may be. I think there are overwhelming
administrative objectives to this which would make such a program
ineffective in the present situation. I think also it would create grave
and unnecessary distortions in our economy, especially in the balance
between investment and consumption.

The desire for more rapid growth can best be fulfilled by attention
to long-range development factors and to revisions of programs which
slow the pace of economic advance. Among policies which should
be reexamined and revised in this connnection are those in the field
of agriculture and foreign trade. Transportation efficiency has been

2 Sanunler, Halcrow & Jacoby: "Federal Lending and Loan Insurance," Princeton Uni-
versity Press, 1958.
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reduced for many years by a combination of inappropriate tax, regu-
latory and public works policies.

The need for additional defense capabilities and for foreign aid,
can best be fulfilled by a direct program of Government procure-
ment and training for which we pay in accordance with the require-
ments of a sound fiscal policy. Unless it is clearly necessary that we
go to a war footing, it would be folly to make a decision to move to a
controlled economy-a decision which might be irrevocable.

It may well be that events will force us to move some part of the
way down the scale from general to specific controls. Selective credit
controls may be required at some time, for instance. This, however,
should be done reluctantly and only after existing tools of fiscal
monetary policy have been given the best chance of success. We have
not yet done our best. Economic freedom is too precious to do less.

Thank you.
The CHIAIRMAN. Thank you, sir.
Mr. Albert Rees, associate professor of economics, University of

Chicago. We are glad to have you. You may proceed in your own
way, sir.

STATEMENT OF ALBERT REES, ASSOCIATE PROFESSOR OF
ECONOMICS, UNIVERSITY OF CHICAGO

Mr. REES. Thank you, Mr. Chairman.
I should like to apologize first for not having provided the com-

mittee with an adequate number of copies of my statement, and I
should like to make some very brief comments on growth.
- These comments were inspired largely by Mr. Gilbert's paper in the

Commentaries. Mr. Gilbert has changed his emphasis a little bit this
morning from what it was in the published paper, so not all of what
I have to say will be relevant to his remarks here this morning. I am,
however, not quite fast enough on my feet to make all of the ap-
propriate changes, so I will read the statement as I originally
prepared it.

First of all, I think our production record since 1946 is better than
it appears to be. We must recognize that our price indexes are biased
upward and our production indexes are biased downward because
neither can take full account of improvements in quality. During
wartime, when quality deteriorated and products were standardized,
these biases were reversed. Our wartime record thus looks better
than it is, and our peace-time records looks worse than it is. Simi-
larly, the Russian production indexes rise faster than ours in part be-
cause Russians produce standardized goods and the quality of Rus-
sian civilian goods improves very little. I do not mean to deny that
the Russian economy is growing faster than ours. But I do think
that we have to be cautious in taking production statistics at their
face value.

Nevertheless, it is certainly desirable, and perhaps essential, that
we grow faster. How do we do this? By creating massive infla-
tionary pressures and smothering them under controls? This will
produce a rapid rise in measured gross national product, but part of it
will be fictitious and much of it will be waste. The way to get growth
is to concentrate more effort on the key factors that produce growth.
In my judgment, these are-
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(1) Education, especially the quality of education rather than the
quantity;

(2) Research, especially basic research as opposed to applied re-
search and development; and

(3) Investment, especially the creation of adequate incentives for
risky investment.

Would. it help us get growth to avoid all recession, if this were
possible? The answer is not clear. Deep recessions set back growth
by curtailing output and investment. But in mild recessions, the
effect on the quantity of output may be offset by the beneficial effect
on the quality and composition of output that comes when producers
are forced by the pressure of a buyers' market to take stock of their
performance.

Finally, if it requires inflationary pressure to get adequate growth,
should the resulting inflation be open or should it be suppressed by
wage and price controls? In my opinion it should be open. Wartime
price controls are reasonably workable because they are known to be
temporary, because they are reinforced by strong patriotic motives,
and because the lack of consumer durable goods creates abnormally
high savings.

Permanent peacetime controls would cause widespread black markets
and strong incentives to produce the wrong things-the things which
controls accidentally made most profitable rather than the things
people want or the economy needs. In this way, permanent controls
would curtail the very growth they are supposed to promote.

Mr. Gilbert tells us that we can get rapid growth without inflation
simply by going back to the good old days of OPA. This is dangerous
nonsense, compounded of a misunderstanding of what things govern-
ment does better than the private sector, and an incredibly naive atti-
tude toward economic statistics. What we need of government is not
massive interference with the economy, but small amounts of help at
the critical points wthere the growth process begins.

The CHAIR-MAN. Thank you, sir.
Mr. Robert C. Turner, professor of economics, School of Business

Administration, Indiana University.
We are glad to have you, sir. You may proceed in your own way.

STATEMENT OF ROBERT C. TURNER, CHAIRMAN OF DEPARTMENT
OF BUSINESS ECONOMICS AND PUBLIC POLICY, SCHOOL OF BUSI-
NESS, INDIANA UNIVERSITY

Mr. TURNER. The compendium and panel discussion of last spring,
and the more recent papers prepared by the labor and industry econo-
mists, lead clearly to two conclusions. The first is that much of the
differences among the numerous able persons who have analyzed, the
problem of the relationship of prices to economic stability and growth
can be traced to basic differences in their philosophical premises.

Each one of us, consciously or unconsciously, approaches a problem
of this sort with a fairly firm set of value judgments w hich influences
our selection of facts to analyze the conclusions we reach as to what
these facts show, and the policy prescriptions we may propose. We
may try as honestly and conscientiously as we can to be coldly and
impartially analytical, yet we cannot avoid being influenced by our
value systems.
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I am not referring simply to the obvious fact that all of us tend to
be influenced in our thinking by the source of our paycheck-although
I seemed to detect a trace of such influence in the responses of the
labor and industry economists. The real problem lies deeper than
that. It lies in our moral, ethical, perhaps religious presuppostions
as to what is really important in life. It lies in the relative priority
which we attach to alternative objectives, both personal and social.

For example, if one is ideologically committed to laissez faire as
the only means of achieving and maintaining a free society-if he
has adopted laissez faire as a social objective rather than one means
to an objective and finds repulsive any form of social control oven
individual behavior, he is likely to be uncomfortable, indeed repelled
by a line of analysis which leads to the inevitable conclusion that a
solution to the problem can be found only in further social control of
individual behavior.

Conversely, one who attaches an overriding priority to those types
of freedom which come only from personal economic well-being and
security is much more likely to accept this line of analysis and its
inevitable conclusions. The situation is seldom as extremely dichot-
omous as this because most of us have an elaborate assortment of objec-
tives in our value systems, no one of which is, at all times at least,
overriding. But we do have our priority systems, and in this lies
the source of conflict.

One of the ideological conflicts which is particularly relevant to the
subject of these hearings, as several of the authors have pointed out,
has to do with our basic notions as to what constitutes equity in our
society and as to the choice, where choice is necessary, between different
kinds of inequity.

Involuntary unemployment, caused not by incompetence or laziness
but by the simple fact that the current level of economic activity is
not providing enough jobs to go around, treats inequitably those who
bear the burden of this job deficiency. It is an inequity which not
only deprives people of their means of livelihood but which robs them
of their self-respect and their confidence in the social organization of
which they are a part. Unemployment, as an older generation can
testify, can be a devastating experience. It is a source of cruel inequity:

Inflation also creates serious inequity. It robs those on fixed income
and gives to those with sensitive incomes. It robs those whose savings
are in fixed-dollar obligations and gives to those who own land or
commodities or common stocks. It robs creditors in favor of debtors.
This is clearly a gross inequity.

If a study of the facts seems to lead to the conclusion that a choice
between these two sources of inequity, unemployment and inflation, is
inevitable, there are three possible sources of action. One is to give
a higher priority to avoiding the inequity of unemployment. This
calls for policy actions which, it is hoped, will generate and maintain
a growth in economic activity fully commensurate with our growing
labor force and rising productivity even though at the cost of a per-
sistent upward drift in prices.

Or second, we may give higher priority to avoiding the inequity of
inflation. This calls for public actions, such as restraints on demand
through monetary and fiscal policy, of sufficient vigor to contain the
rise in prices even at the expense of substantial unemployment. There
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are many whose ideological predilections lead them openly to advocate
sulc h a course of action.

Still a third course of action is to deny that the choice must be made
between these two sources of inequity. In some instances, such a
denial is the product of an honest conviction based on careful reason-
ing that a solution to the dilemma can and will be found-that we
can maintain full employment and have stable prices too. In other
instances, such a denial reflects, I think, the unconscious effect of one's
basic value system. Being unwilling ideologically to accept the un-
pleasant alternatives which are inherent in this inevitable choice, they
find it easier-and much more satisfying-to adopt a line of reason-
ing which concludes that no choice must be made. The reasoning is
competent, the purpose honest, but the entire thought process is subtly
colored by the ideological base from which it is started.

Still a third group denies that a choice must be made, not because
honest reasoning leads them to this conclusion, but because they are
unwilling to confess publicly their preference for the inequity of un-
employment-of someone else-over that of inflation.

These observations contain, I hasten to add, nothing that is new
or profound. But I do think it is important for Members of the Con-
gress and others who may be reading these papers and hearings con-
stantly to remind themselves that ideological premises do influence
economic reasoning. Economists are not as stupid or undisciplined
as their conflicting testimony might suggest; they just start with dif-
ferent value systems.

The second conclusion which we may draw from these proceedings
is that the subject with which we are dealing is a large and extremely
complex one. Price and wage making is the very heart of a free en-
terprise system. If we are to understand price and wage making, we
must perforce understand the entire functioning of contemporary
American capitalism.

The point has been made by several of the authors in these sympo-
siums that we really know very little about the price- and wage-mak-
ing process. This is true, but it is not because economists have failed
to study this process. On the contrary, over the years thousands of
able minds have focused on one or another facet of price and wage
making. The difficulty is rather the fact that our economy is so
heterogeneous in its makeup.

Any theory of pricing in the contemporary economy must allow
for a variety of forms of business organization, from the free-wheel-
ing independent proprietorship to the huge, bureaucratic modem
corporation. It must allow for a wide range of market structures,
ranging from well-nigh perfect competition to massive aggregations
of economic power in industry and in labor. It must account for the
complex process of corporate decision making in which the key actors
are professional managers who have been partially insulated from
the coercive force of the market.

The important role played by these professional managers throws
into our anlysis the whole gamut of human emotions, not only the
simple hedonistic calculus of the classical model, but a host of others
ranging from lust for power, through socially oriented altruism, to
synthetic wants created by the advertising profession. It must take
into account the role of independent will. The factor of will can
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be averaged out as long as we are dealing solely with large numbers,
but when power is vested in a few-relatively speaking-and when
those few have been significantly relieved of the coercion of the
market, will becomes vitally important.

It must also take into account the law of economic indeterminacy
which I somewhat brazenly propounded some 6 months ago, to wit:
It is impossible to predict the exact behavior of large, quasi-public
business units because consciously determined and inherently un-
predictable public policy is one of the prime determinants of their
actions. (See"TheApologeticsof 'Managerialism': Com-iment," Jour-
nal of Business, July 1958.)

These proceedings have demonstrated that the inflationary process
is not uniquely cost-push or demand-pull-indeed that cost-push
and demand-pull are not necessarily separate and unrelated phenom-
ena. You may recall that in my paper in the Compendium I tried
to invent a new phrase: "push-pull inflation." Rather, the terms
"demand-pull" and "cost-push" are dangerously simple, shorthand
expressions for identifying the principal initiating influence which
sets in motion, or perpetuates, the price-wage-income-demand spiral.
In some time intervals one of these initiating influences is dominant;
at other times the other predominates; at still other times neither or
both are at work.

These proceeding should also have demonstrated that the solution
to "creeping inflation"-if indeed there is a solution-will not be
simple. The experience of the past year and a half have clearly
established the principle that simple restraints on aggregate demand
via monetary policy are not dependably effective nor always salu-
brious. At the other extreme, direct and comprehensive price and
wage controls are probably unworkable in so-called peacetime and
even if they were workable would be an unreasonably high price to
pay for the difference in price behavior which would ensue from their
application.

I suspect that the solution lies in the continued but very cautious
use of monetary and fiscal policy to contain those occasional waves of
inflation, or deflation, which clearly have their origin in monetary fac-
tors affecting demand, plus the gradual introduction, over a period of
years, of a patchwork of miscellaneous policy actions centered around
the twin theme of (1) bringing the price- and wage-making process
out into the open where it is subject to public scrutiny before prices
and wages are actually set; and (2) bringing pressure to bear on those
individuals who exercise a significant degree of economic power to act
in a socially responsible way.

I would not reject any proposed solution simply because it falls
short of being an adequate answer to the problem. Rather I suggest
that the Congress look for opportunities in many areas, including
many which are seemingly remote from the subject of price stability
itself, to make contributions toward this end-contributions which,
one at a time seem minor, but which, in the aggregate, are significant.
Mr. Ruttenberg's agenda is perhaps as good a starting point as any,
except that in his points 1 and 3(a) I would substitute "price and
wage" for the word "price."

The gradualistic approach which I am suggesting is, I believe, the
commonsense approach. Creeping inflation is not about to explode
in our faces. We do have time to forge sensible and workable, step-
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by-step solutions to this problem. The social costs of creeping infla-
tion, while not inconsiderable, are moderate compared with other
possible consequences of unwise public policy.

The CHAIRMAN. Thank you, sir.
Mr. Douglas?
Senator DOUGLAS. Mr. Chairman, I appreciate your characteristic

courtesy in calling on others first and putting yourself at the tail end
for questioning, but I really think this is excessive and I would like
to decline in your favor.

The CHAIRMAN. Very well, Senator.
The questions I would ask are usually asked better by others by the

time it gets back to me. I am glad to yield to you, Senator. That is
my preference. Thank you, sir.

Senator DOUGLAS. I would like to ask Mr. Gilbert a question or two,
if I may.

I take it, Mr. Gilbert, you think that under forced draft the national
gross product would be rated around $450 to $600 billion, or increased
about a third.

Mr. GILBERT. That is right, Senator.
Senator DOUGLAS. And I take it also that you think this can be

achieved by getting more man-hours of labor which at present are
not utilized, and with either sufficient idle capital resources or capital
resources which could be worked on a second shift so that the extra
labor could be teamed up with adequate supplies of capital; is that
right 2

Mr. GILBERT. That is right, Senator. I think those figures are al-
most self-evidence. An increase to the 48-hour week is one measure,
it seems to me a necessary measure, to produce approximately a 25-
percent increase in man-hours.

Senator DOUGLAS. In other words, a decrease in unemployment,
full-time unemployment and voluntary part-time unemployment, to
around 9 or 10 percent to, say 3 percent, would add 6 percent to the
national gross product.

Mr. GILBERT. No. I think the unemployment is more nearly 7
percent now.

Senator DOUGLAS. I mean involuntary part time.
Mr. GILBERT. Including part time, yes; I think the figure is perhaps

9 percent.
Senator DOUGLAS. So you would get 6 percent that way. Then you

propose an increase in the working week from 40 to 48 hours, which
would be 20 percent, and then an increased proportion of the popula-
tion at work.

Mr. GILBERT. Approximately 3 percent.
Senator DOUGLAS. Young people and older people, married women,

and then some curtailment of occupations which you regard as less
necessary for social survival.

Mr. GILBERT. Well, really what Keynes used to call concealed un-
employment, of which there is a very considerable amount right now,
people who are eking out a living finding bits and pieces of useful
work at low rates of productivity and at very low wages.

Senator DOUGLAS. May I ask how you would draw this added sup-
ply of man-hours into the productive processes? Would you draw it
in through the payment of wages?
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Mr. GILBErr. Well, I would like to take a few minutes to answer
that question, Senator, because it is really crucial.

In this discussion up to this point, none of us have really got specific.
But my views have been characterized in a way which seems to me to
be absurd.

Senator DouGLAs. Wait a moment. I don't ask you to defend your-
self against your critics, but I would like to have you answer the ques-
tion which I asked, namely, how are you going to get the additional
purchasing power, assuming that you do not draft labor, which I
assume you do not want to do, to call these extra man-hours into
being?

Would you do it through taxation, or would you do it through Gov-
ernment borrowings?

Mr. GILBERT. You would do it in the first instance through the
simple and obvious technique of increasing the defense budget, on the
basis of which contracts would be placed with our major industries to
produce missiles, tanks, or whatever it happens to be.

Senator DOUGLAs. How would you have the Government finance this
increased expenditure on defense-by taxes or by deficit, and the crea-
tion of bank credit?

Mr. GILBERT. I will say this, first: Our present tax structure, if
applied to an increase of $150 billion in the gross national product,
would throw off something of the order of $40 to $45 billion of
additional Federal Government revenues.

Senator DOUGLAS. First you have to get the growth.
Mr. GILBERT. If you will just bear with me a moment, I am sug-

gesting a $50 billion increase in the Federal budget which would auto-
matically produce, with our present tax structure, approximately
$40 to $45 billion of additional revenue and, therefore, give us a $5 to
$10 billion deficit on this program.

Senator Douglas. How would you finance the initial $50 billion?
Mir. GILBERT. I would raise taxes, not only to balance the budget

at that level but to throw off a surplus perhaps of $10 billion, and
that would still leave us with a substantial inflationary problem, as
I will try to explain in due course.

This, therefore, would call for some use of price controls. I would
like to get specific about that, too, if I may. But I do want to make
this basic point first so that there will be no misunderstanding on
anybody's part as to what I am really trying to get across to you.

We have to choose between alternatives within a real framework
and not in a vacuum. If I have to choose between an increase, say,
from $3.3 billion in expenditures on missiles, which is our present
pace this fiscal year, to $10 billion, which I think we need, and this
was to cost us a 10-percent increase in our price and wage level
because we failed to do the things, either by fiscal policy or by direct
controls to prevent it, I would say that was a very cheap price indeed
to pay to get those missiles.

Senator DOUGLAS. Mr. Gilbert, may I say that I think you have
done a very valuable service in emphasizing the fact that the Rus-
sians are gaining economically upon us, from a relative standpoint,
and that they have superiority in many fields of military attack and
possibly military defense.
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This is what my colleague, Mr. Bolling, has been saying for some
years, and I think you both are correct on this point. I was not
questioning for a moment the need for added armaments. I was try-
ing to go into the economic mechanism by which you would obtain
them.

My questions are not meant to be unfriendly, but analytical. The
question I have is how would you raise these moneys initially? Is
this not a transfer of monetary purchasing power rather than the
creation of additional monetary power? Namely, you are taking
away an equal amount of purchasing power from those who pay the
taxes to that which you grant to the other industries.

So it would depend upon the policy of taxation. I do not see where
there is any net increase of productivity or in the national income,
but merely a shifting of the components of the national income.

Mr. GILBERT. May I interrupt at this point?
Senator DOUGLAS. Surely.
Mr. GILBERT. What you have just said seems to me to be crucial.

What I am saying is that there is $150 billion of output which we are
not producing because we are sitting on our hands-labor, manage-
ment, and everybody else.

If we produced that $150 billion, however it is distributed, between
Government, business, and labor, everybody is still ahead of the game.
I am willing to use any combination of fiscal, monetary, direct meas-
ures that anybody wants to mention. I will accept anything in sight
so long as it guarantees us that increase of output which is the heart
of the question.

I am persuaded that we can get it not merely with a balanced
budget at a much higher budget level, but even with a substantial
surplus at this higher level. But if it turned out, in fact, that that
was an error in judgment and we had to run a large deficit or we had
to do anything else in order to get the additional production, I say
that that price would not be too great.

I will venture to say, Senator, that if my distinguished colleagues
both around this table and throughout the United States could ever
really bring themselves to think about what is the real problem, the
technical differences between us on how to produce or finance the
expansion would be of little consequence.

Senator DOUGLAS. I think the comments which have been made from
those on your right made you feel that I am somehow associated with
them, which is not necessarily the case. I am trying to probe the
process by which you would get this increase.

I ask you if you would raise the additional sums for expanding the
defense budget by taxation, whether that in itself really increases the
national gross product, or whether it merely results in different com-
ponents of it.

Mr. GILBERT. My answer to it, again, is if the Government of the
United States will place orders for $10 billion of missiles or missile
work instead of $3.3 billion, that the industries, the firms which get
these orders, will hire the men, and if they can't get enough men on
the 40-hour week basis they will pay overtime, and they will produce
the goods.

The net result of this will be, No. 1, that our industries will be
receiving enormous sums from the Government, and labor, in turn,
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will be receiving very substantial increases in the total wage salary
bill. The national income will rise, just as national production
increases, and the Government revenues will increase.

Senator DOUGLAS. You are a trained economist, and I think quite
a good one. You must certainly take into account the fact that the
level of taxes will withdraw income from other sections of the popu-
lation, and will cause their money to be used for products to shift,
so that you will create unemployment in other industries, which pos-
sibly you should do, and you will get an increase of employment in
the war industries through a transfer.

In practice, won't you be forced, as a matter of fact, in order to get
the expansion you wish, to finance this by deficits and by borrowing
from banks and the creation of additional monetary purchasing power
in the form of bank credit?

Mr. GILBERT. No, Senator. Your description fits the Russian econ-
omy. They are already working at peak capacity. In order to increase
the production of one type of armament, they have to decrease con-
sumption on the part of the public-

Senator DOUTGLAS. No; I am not really saying that.
Mr. GILBERT. In our situation, the point I am making is that we

are not working to the peak of our capacity, and we can expand
employment and production.

Senator DOUGLAS. I have not yet said that this necessarily brings
inflation. I am merely trying to get the process. In order to get
the addition of monetary purchasing power, wouldn't you have to
have the Government float loans from the banks and they create the
bank credit?

The question of whether you get inflation is whether or not the
increase in productivity which you call forth by the additional mone-
tary power would be sufficient to offset the added monetary purchas-
ing power which is brought into being, and that may be.

I have always felt that if you had idle resources and could put them
to work by the creation of monetary purchasing power, that the
danger of inflation is certainly not as great as a great many people
assume rather f acilely, and if you get a sufficient increase in production
may be nonexistent.

I am not arguing against you at all. Don't feel that. But I am
trying to examine the process, and I would like to have you think over
for the record, if you want to amplify your reply when the text comes
to you, as to whether this does not call for an initial increase in financ-
ing by bank credit.

An increase, by the monetary authorities, in bank credit, in the
supply of money, is a necessary part of the process of expansion of
output. Failure to increase the money supply could not only slow
down the expansion, but, under some circumstances, frustrate it.

On the fiscal side, the expansion I propose, given the present tax
structure, would produce a large deficit, a large excess of total demand
over output and strong inflationary pressures. That is why I sug-
gest an increase in taxes, sufficient to produce not only a balance in the
budget, but a surplus, and to keep total demand within reasonable
distance of our capacity to produce. But we must not lose sight of the
fact that if we wish expansion, total demand must continuously ex-
ceed and tug at output.
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Which brings us to the key question. Is there a combination of
monetary and fiscal policies which can give us the expansion we need
without producing a dangerous inflation ? I think not. As I pointed
out in the longer paper submitted to this committee, experience shows
that a rapid increase of demand can produce strong inflation in the
face of major underutilization of resources, as in 1937 and 1941-42;
and that a slow increase, or even an actual decrease of demand, is
consistent with some inflation in spite of large and growing excess of
capacity, as in 1953-57 and 1957-58.

The reason is that under conditions of high production, employ-
ment and income, both labor and management are bargaining from
strength. The risk of loss of jobs or loss of markets is minimal. And
in their effort to improve or maintain their relative positions they
simply push costs and prices up.

Furthermore, both groups are bargaining and pricing with an eye
to the future as well as the past. And th-is is true not only of the
so-called administered areas of the economy, but of the competitive,
sensitive areas as well. For example, suppose the President were
to send the Congress a message calling for mobilization and a major
increase in the budget. Does anyone doubt that the mere announce-
ment of such a program, and before a single dollar was appropriated,
would touch off a rapid runup of prices and costs? Did not this hap-
pen after Korea? That is why, if we are serious about preventing in-
flation, we need the power to freeze prices and wages.

And even after the shock effect of such a declaration wore off and
the economy settled down to the serious business of expansion, it
would still be true that prices and wages are very volatile upward
under such conditions. I his does not mean that they must all be con-
trolled. But it does mean that all of us need to know that they can be
controlled if necessary.

The CHAIRMAN. Mr. Gilbert, each member of the panel may elabo-
rate on his testimony or anything that comes up here when he receives
his transcript. As Senator Douglas has indicated, his time has ex-
pired.

Mr. GILBERT. Thank you.
The CHAIRMIAN. Mr. Curtis?
Representative CURTIS. I might just pursue one point.
Mr. Gilbert, have you read this committee's study on Russian eco-

nomic development that was published in 1956?
Mr. GILBERT. I can't say I have studied it. I am familiar with it.
Representative CURTIS. The reason I asked is because I. am a little

disturbed at the conclusions you have presented as to economic
achievements and the situation in relation to the United States in ref-
erence to the pamphlet you read on the part of the committee staff con-
cerning the relationship.

I would think that it would be more helpful if we got into the eco-
nomic evaluations and possibly use that study as a starting point in-
stead of drawing conclusions throughout here that I cannot myself
agree with nor follow. I just don't know where you obtained such in-
formation.

Mr. GILBERT. I would be very glad to tell you, and at the same time
correct a misstatement embodied in both the long paper I submitted
for the Commentaries and this short statement.
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The basic source of this material is Mr. Allen Dulles, and this is
based upon the work of the CIA. But I have checked it with many
of the Russian economic experts. On the basic error in fact-

Representative CUISTls. I might say, Mr. Gilbert, so we do not -et
into a discussion here, that that was the point of the study. I was
about to write the chairman a letter suggesting that we bring that
study up to date. I think that is something that we always want to
keep on top of so that our estimates of Russia would be as good as
they can be on the basis of current studies.

Representative BOLLIDG. For the record, I think both of those
studies, first the relationship of two blocs, and then of the Soviet
and the United States, were made by the Legislative Reference Serv-
ice for us.

Representative CURTIs. That is correct. I think our staff did a
little more than just that. I think this is very important because
throughout our panel discussions there has been constant reference
by the economists, the panelists, to the Russian economy, and I thinlk it
is very important that we start discussing the specifics rather than
general conclusions.

I would go on to say the same thing about your evaluation of Rus-
sian education. There was a definitive book written by, I think it was
Mr. DeWitt, of the Harvard Russian Research Center, which cer-
tainly in my judgment does not bring about the conclusions you state
here.

Thirdly, in regard to military prowess, there are no such, in my
judgment, conclusions in the statements by our best experts. They do
not support that. But as far as economics are concerned, I hope that
our future discussions will try to relate to some definitive studies in the
area so that at least I, as a member of the committee, can follow what
is being discussed.

Now, if I may, I would like to point out one other thing.
Mr. GILBERT. May I say one thing, Mr. Curtis?
Representative CuRTIs. Certainly. You can expand the record.

But I wanted to make that point in the record at this time. I did not
want to get into a long discussion about it.

Mr. GILBERT. I would like for you to think of this very short point
I am going to make.

Mr. Dulles and the CIA, and this is supported, to my knowledge, by
all of the Russian experts, have said that the manpower and resources
being devoted by the Russians to their military and cold war effort are
approximately the same as our own.

In other words, to make the translation from rubles to dollars, the net
result is that we are really putting the same resources into the strug-
gle. That flies directly in the face of what we know to be fact: No. 1,
that the Russians have an overwhelming superiority in manpower
under arms and in conventional armament, which is really where most
of the dough goes.

No. 2, that they have an enormous superiority in manpower and
equipment in the new weapons systems.

Representative CuRTis. That is what I want to avoid, our getting
into a discussion there. I simply want to point out that there is an
area for examining into that. The conclusions you have reached you
are entitled to draw.
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I have discussed this, as a matter of fact, with Mr. Dulles himself,
and I think there is a lot of area which needs further exploration. I
was just disturbed at the conclusions because I feel that what studies
we do have do not bear that out.

You are entitled to your opinion. I think in the area of economics
this committee can well help, and I know the committee, if it does
make this study, will be glad to consider your materials.

Mr. GILBERT. Just to make the record clear, if such a study on your
part were to support your conclusion, if it turns out that the Russians
do not have what I think they have, then I withdraw my position in
full. What I say policywise flows from an analysis of fact, I think
an analysis of the facts of comparative strength, and rates of changes
in that strength.

Representative CURTIS. That is why I think it so important that this
be further analyzed, because I agree with you that if your conclusions
were correct, then probably forced draft is necessary, but I would like
to get on, if I may, to the subject of our panel.

t read in the Wall Street Journal this morning the following state-
ment:

For all 1958, the Commerce Department predicted increased receipts of indi-
viduals are certain to hit a new high of $253 billion, a $5 billion gain over 1957.
But because of the rise in consumer prices, the Department said, the purchas-
ing power of the 1958 total wouldn't be as great as last year.

That gets down to one of the points I have been trying to discuss
with the panel. Is that really true? In other words, what is the pur-
chasing power?

I pose the question that maybe the purchasing power has not de-
clined, but what we have looked upon as a decline in purchasing power
is the fact that some of the products, goods and services are costing
more, but in the cost is increased quality. Certainly there is a variety
that wasn't there before.

In other words, there is an increased standard of living that comes
along with this which could be costing more. I have just jotted a few
things down. I know it takes me 10 minutes' less time to go from my
home in Webster Grove down to my office in St. Louis because they
have put in the superhighways. I think that is true for a lot of
people. They are saving 10 minutes.

I don't know that we wanted to save it, but there it is. We are
buying this stereo hi-fi for Christmas. That wasn't even on the mar-
ket before. In another project I am interested in we are now offering
completely air-conditioned homes in the $14,000 to $15,000 level., Such
a thing was never available before.

We have a new hospital in the area. There is going to be more so-
cial security beginning in January, on January 1. The English Bene-
dictines have come and put in a beautiful secondary school in the area.

But what I am getting at is that those things cost money, of course,
and somewhere they are going to be reflected in our price index, I be-
lieve. That is, unless other economic factors, such as productivity,
possibly, would enable us to get them for the same amount.

So the question is: Is it really true that the purchasing power has
declined? I think possibly it might have, but maybe it is because
we are trying to purchase goods and services, some even that we never
had before, some of improved quality, which just cost more because
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there has been more labor, material, research and development, which
have gone into them.

Could that possibly be what we have been talking about as this
creeping inflation, rather than the other?

Mr. MELNICOFF. I think, sir, that the question you raise specifically
is a technical one concerning the way in which we measure price in-
creases. I think that most experts in this field, of which I am not one,
would agree that the indexes we now use to measure prices are biased
in an upward direction because of this quality factor. During World
War II they were probably biased in a downward direction for the
same reason. They did not reflect adequately the deterioration of
quality. However, I think that the problem of creeping inflation is
one which concerns price levels overall and cannot be analyzed by
reference to individual items and prices.

I do not think we can have inflation unless we have an expansion
of demand and, usually, of the monetary sources for that demand. If
we did not have an expansion of money demand for goods, the increase
in quality of which you speak would merely make some prices go up
at the expense of others. We do not necessarily have a rise in the
general level of prices merely because of increased quality.

Representative CURTIS. In our price index has it been a general
thing? I-las it not actually been as in services, for example, which
have constantly been rising, while certain things have seemed rather
stable? I am wondering whether this upward bias that you refer
to might not actually be, upon complete analysis, almost totally the
result 'of new goods and improved quality ?

I do not know, but I have been speculating on that for some time
as to whether it might be. If that is so, then we have na lot different
problem confronting us than what we have traditionally thought of
as inflation. Certainly that is not a bad thing.

It creates problems for people on fixed incomes, whatever it is,
but it is a different thing. To try to correct it through a monetary
apparatus would be a mistake.

I see my time is up.
The CHAIRIrAN. Mr. Bolling?
Representative BOLLING. In order to sort of clear the record, Mr.

Curtis will remember that I had a good deal to do with both the
studies that we have had on this question of the economic growth, first
of the Soviet bloc versus the Western bloc, and then of the Soviet
Union versus the United States.

Those studies were studies done by the Legislative Reference Serv-
ice for the committee, with very constant and continuous staff and
committee member supervision. The interesting fact is that the re-
sult of the first study so impressed me that I have had the feeling
that Mr. Gilbert so ably expresses as the situation in the cold war
ever since I completed my work on that one.

The second study reinforced this impression. At that time, as I
remember, at the time of the first study, the subcommittee, the Sub-
committee on Foreign Economic Policy, and I believe it was more or
less concurred in by the full committee, recommended most of the
proposals suggested by Professor Rees, that a tremendous emphasis
would have to be placed on education, that a tremendous emphasis
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would have to be placed on research and development, and a series
of other recommendations. The same set of facts did not particularly
impress Mr. Curtis;

Representative CURTIs. It was the other way.
Representative BOLLING. But they did impress me enormously that

the Soviet Union was making incredible progress compared to ours
in this economic field.

Representative CURTIS. Would the gentleman yield?
Representative BOLLING. Yes.
Representative CURTIs. I was thinking probably a good exercise

might be to hold hearings on the staff study, particularly if we bring
it up to date. We never did do that.

Representative BOLLING. We did have one set of hearings.
Representative CuRns. Not on the second one.
Representative BOLLING. I believe it was on the the first one. I

have forgotten the date.
Representative CuRTIS. I would 'like to hear economists evaluate

what these studies have brought out.
Representative BOLLING. At the time, and I do not remember in

detail, we had a collection of the supposedly best experts in the field
of the Russian economy. But the point I want to make, without
getting into any argument, is that the same set of facts impresses two
people entirely differently.

I heartily agree that this is something that must be pursued, be-
cause I heartily agree with you, Mr. Gilbert, that this is the only
frame of reference that makes any sense at all. I am inclined to be-
lieve that perhaps some of the things that you recommend may prove
to be necessary, but I am inclined to take Professor Rees' approach
initially.

The point is that while we need this approach as a frame of refer-
ence, that what we are really talking about is a massive policy decision
on the part, specifically, of the American people as represented in
their Congress and by their executives, to change the level of activity
in the cold war on the part of the United States.

There are, since I have been using this as, let's say, campaign ma-
terial for several elections, at least the possibilities that this is partic-
ularly volatile. But at the level of policymaking it has received no
significant acceptance. I don't mean to say by this that this does not
make it all the more urgent that we direct attention to it, but we are
a long, long way from getting anybody to look very hard at this on a
realistic basis.

I have been working at it perhaps not as long as you have, but for
at least 4 years, and it is really rather disturbing, the complacency
that one runs into.

Mr. GILBERT. I have to apologize to my colleagues as well as the
members of this committee for not having started on this line a long
time ago. But it does seem to me that in facing up to the situation we
should not delude ourselves that any of us know or can know with any
degree of precision what the magnitudes of the efforts are on the two
sides.

If what I was suggesting to you was a difference of 2, 5, or even 10
percent, I wouldn't be here wasting your time to make that point.
The point I think you must recognize, and which the Nation has not
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recognized, is that the Russians, starting at the end of the war, with
something of the order of a quarter of our production, and a fifth
or less of our capacity, have called the tune all the way through and
we have danced to it.

Trhey have had a series of smashing victories and we have had a
series of disasters. And there are many more of them, I am sure you
will agree, coming up within the next year or two. The point I am
trying to make is that if anybody in Russia had or would today stand
up and say they can't afford to spend this, that, or the other amount
on defense, they would be shot as traitors; whereas, in this country
if anybody says the same thing loud enough we make him Secretary
of Defense or Secretary of the Treasury.

I wish we could trade this particular doctrine with the Russians.
If we could, I would be reasonably sure that within 3 or 5 years the
cold war would be over, our way.

I have had no access to confidential or secret material, but I am cer-
tain that we have not had a straight story from the military because
they are under directions not to give us a straight story. If you would
put the military people who knew the story on the stand under oath,
and with a guaranty of protection against their civilian superiors, you
would get the story in no time flat, and that story, it seems to me, com-
pels us to try to do this time what we failed to do last time.

Twice in my lifetime we have been lucky enough to have had the
time to mobilize. I think our luck has run out, and if we don't do
something quickly and very quickly, if we stay on our present course
and the Russians remain on theirs, the results are predictable. I
haven't the slightest doubt that somewhere in the CIA these courses
are being plotted, and they reach a point at which we have to throw
in the sponge because there is nothing else for us to do.

But the study is sitting there in a cubby hole against the time when
the President has to break the sad news to the Nation, at which time it
will be possible for him to say, as he said after sputnik, that "Anyway,
it didn't come as a surprise to us. In 1953," in such-and-such a journal,
"the Russians said they were going to do this, and we knew all the time
that that is exactly what was going to happen."

What I am asking is that we approach this problem with our eyes
open. I don't know what the magnitudes are, but I know they have to
be gigantically greater than they are. I know we can swamp the
Russians on any front if we put our minds to it.

I say for God's sake let's get the scales off our eyes and really look
at this menace.

Mr. TEPER. Mr. Chairman, I wonder if I can make a comment at this
time? Because of my personal connection with an organization that
fought communism, both in this country and abroad as far back as the
1920's, I feel that I can speak freely.

I am, of course, in sympathy with the general objectives of Mr.
Gilbert when he refers to the Communist threat. Yet I do not share
his alarmist approach. Despite all the gains made by the Soviet
Union, their economy is still lagging behind ours. Admittedly, a
number of Russian economic indexes available to us showed rapid gains
in the recent period. But the rate of advance does not tell the whole
story. What matters in the end is the absolute level of performance.
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Even today, the performance of the Soviet state is far below that of
the United States.-- It is apt to remain thus for a considerable period
to come. It is this fact that underlines the alarmist character of Mr.
Gilbert's observations.

To further the alarm, Mr. Gilbert tells the committee that anyone
in the Soviet Union who might wish to seek limitation on armament
production 'would be shot. Maybe so. But -we know that the Soviets
cannot devote all of their resources to the buildup of armaments.
Lately, they were forced to give greater consideration to the production

cf consurmer goods, unquestionably because their notorious insufficiency
in the Soviet state is creating some form of a domestic crisis. The
inadequate output of consumer goods is a major weakness to which
even the Soviets must pay increasing attention. They cannot there-
fore continue a buildup of armaments without diversion of some of
their facilities to the production of consumer goods.

The struggle against communism is an important one in our age.
We cannot ignore it. But we must also remember that all this struggle
does not solely lie in the economic or the military sphere. It is also
ideological in character. Many of our failures in the struggle against
communism can be found in the battles of ideas.

I do not propose to deal with the ideological struggle against com-
munism. The present hearing is hardly the place for it. I do want
to comment, however, on one aspect of the discussion of the Com-
munist threat which we have heard so f ar.

While the Nation must be ready to meet the Communist menace in
whatever form it may arise, we must not be stampeded by fear into
the creation of a quasi-garrison state of affairs, such as Mr. Gilbert
seems to envisage. Nor must we rely on the Communist bogey to
whip us into a state for the development of sound economic policies.
We must seek a better and fuller use for our human and material
resources for their own sake. We must show by deed and example
what a free society can offer to our people and to the world. For it is,
ultimately, in our economic growth and our general wisdom that we
must show our strength. That does not mean that we must relax our
vigilance. Just let us not make the Nation a slave of its fears.

Representative BOLLING. It may be interesting to throw in here,
since we have had so much discussion of these reports and their impli-
cations, that there was at least one so-called scholarly journal in the
Soviet Union that took great exception to our last report in the section
that dealt with how they had achieved this progress. It bears on your
point.

We said in effect that they take it out of the hides of the Russian
people. This caused considerable concern. We were attacked at very
considerable length in these various journals for daring to say that
the Russian people didn't have as high a standard of living as others.

I don't happen to agree, Mr. Teper, that Mr. Gilbert is an alarmist.
The argument you make is an argument that we always hear, that
they started from a much lower level, and that they obviously can't
keep it up.

That isn't what you said. You said they started from a much lower
level but you didn't say they obviously couldn't keep it up.

Mr. TEPER. But I would like to add that our economy does have
great potential, given sound economic policies, can also make great
strides forward.
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Representative BOLLING. This is not a safe assumption, based on the
facts of the last 5 or 6 years. As you know, our rate of growth has
been in the order of very substantially less than even our normal rate
of growth. It seems to me that we are going in one direction and
they are going in the other direction.

It is very important for us not to consider Mr. Gilbert an alarmist,
but to recognize the basic validity of the fact.

Mr. GILBERT. I want to make a point. We have had in the postwar
period not one demobilization, but two demobilizations. The second
demobilization started in 1953, when we were spending approximately
$53 billion on the cold war. That went down to $42 billion in the
period of 1954 and 1955. It is now back up to $46 billion, but there
is at least 20 to 25 percent price inflation in those figures.

So there is not the slightest doubt that in real terms our cold-war
effort is about one-third below what it was after Korea.

Representative BOLLING. My time is up, Mr. Gilbert, I am sorry.
The CHAIRMEAN. Senator O'Mahoiney?
Senator O'MAHONEY. Mr. Chairman, I have been very much in-

terested in this discussion caused by Mr. Gilbert's paper.
Substantially, may I say that I agree with the tenor of your

remarks.
M any of the questions that I had in mind have already been asked,

except for one which is prompted by something that you said in your
prepared statement. It reads:

If we were at war, nobody would doubt that we could, with our present re-
sources, operate a $600-billion instead of a $450-billion economy, and I mean
$600 billion in real terms, not blown up by inflation.

I interpret that to mean that you believe, and I agree with this
point, that if we were in a shooting war, the country would not
hesitate to approve any expenditure that those who were directing
the Government felt was necessary to make.

I say that out of experience. I have seen huge appropriation bills
passed during World War II without even a request for a record vote
in the Senate.

The next sentence, however, is the one to which I want to direct
particular attention.

It therefore lies within our power to quadruple the resources we are putting
into the cold war without reducing the real standard of living of the American
people.

Are we to understand that you mean that the American people
could continue to live in the lap of luxury, as they appear to be doing
now, and wage successfully the cold economic war?

Mr. GILBERT. That is exactly what I mean.
Senator O'MIAHONEY. Let me give you an example. The Antitrust

and Monopoly Subcommittee of the Senate Committee on the Judici-
ary held a hearing on General Motors. The entire executive personnel
on the highest level of General Motors appeared at that hearing and
we had a rather searching inquiry into the operations and the manage-
ment of the corporation.

It was clear that General Motors was committed to the building
of luxury cars, and even after General Motors and Ford had con-
structed automobile plants in foreign countries in Western Europe,
and were building smaller cars for their customers in those countries,
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they still continued, until this year, to lay emphasis upon the big and
the luxurious and the nonmanageable car.

Everybody in the city of Washington knows, for example, that it
is impossible, almost, to find a parking space because of the size of
some of the big cars. Everybody knowvs, for example, that in many
cities garages have issued the rule that no Cadillacs will be accepted
for parking in the garages because they take up so much room.

I remember one of my colleagues in the Senate telling me that his
daughter had been driving with a young friend, and the young friend
raised a question as to whether or not she should get a newv, mod-
ern, up-to-date car. Her response was that she couldn't do it because
her father said he was not going to increase the size of the garage
any more to accommodate the car.

That is the sort of luxury that I am talking about. Do you think
that we can continue the use of material by great managerial indus-
trial organizations in the United States and successfully carry on the
cold war against Soviet Russia? Can we build the antimissile mis-
siles of which you have spoken, and at the same time use our natural
resources for objectives like the big automobiles?

Mr. GILBERT. I think, Senator, what you said indicates what is
probably our greatest obstacle. The trouble with us is that we are
so big, we are so powerful in economic terms, that we can quadruple
our cold war efforts without any sacrifice of any sort for anybody, and
we can go on living the fat and sassy lives that we are living.

I wvish that weren't true. I wish it were necessary to impose sacri-
fices because I don't know how to mobilize people to do something
without saying, "You have to make sacrifices." I can only say that
I have nothing but contempt for the way in which our American peo-
ple live today with this sword that hangs over our heads.

I don't know how they can be awakened. I wish it were necessary
to impose sacrifices on labor, on management, and all the rest of us.
But I would at least dearly love to see somebody in authority ask
the American people whether they are willing to make the effort.

Senator O'MAI0o-EY. But you say, "without reducing the real
standard of living of the American people." My inquiry was de-
signed to develop whether or not you believe that we could maintain
this luxury standard of living. Now you say that isn't what you
mean.

Mr. GILBERT. No; that is just what I mean. The fact is we don't
have to reduce it, and we didn't reduce it in World War II. As a
matter of fact, the real standard of living during World War II rose
very appreciably. There was no sacrifice on the home front. The
fact that eve didn't have tires and gasoline

Senator O'MAHONEY. We had allocation of materials, did we not?
Mr. GILBERT. Certainly we did.
Senator O'MAHONEY. We stopped the manufacture of automobiles,

did we not?
Mr. GILBERT. That is right.
Senator O'MAIIONEY. We put control upon the use of gasoline, and

so forth. All I am trying to do, Mr. Gilbert, is to determine whether
in your opinion we can maintain the high standard of living and the
use of the products that are being turned out by our civilian industry,
and still carry on the cold war by concentrating on the construction
of antimissile missiles and other war materials.
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Mr. GILBERT. I would say that normally I don't adhere to what
can be called the hair-shirt philosophy. I don't like to see hardship
or sacrifice imposed on people just for the sake of the sacrifice.

Senator O'MAnoNEY. The reason I am asking these questions is
that information comes to me that in Soviet Russia the manufacture
of consumer goods is held down even now. The Russian automobile
manufacturing plants have a limit beyond which they cannot go. The
manufacture of automobiles in Soviet Russia, I understand, is held
down to less than 150,000 units.

If we were to adopt such a standard there might be quite a lot of
resistance to it. My only question is to determine whether, in your
mind, we can continue to manufacture the high number of consumer
goods for which there is a demand, and which we do manufacture,
and at the same time raise our production of the materials to fight
the cold war.

Mr. GILBERT. I cannot see any possibility short of our having to put,
say, 12 million men into the field, and that is about as obsolete as a
dinosaur's egg. We will never see that kind of war again. I mean
that, and I know that "never" is a long time.

I can't see any possibility of this country being short of food, cloth-
ing, or practically any other consumer goods you care to mention.
There is no possibility in sight of rationing or the kind of price con-
trols we had during the OPA.

Senator O'MAHONEY. One of the panelists there is shaking his head.
Mr. GILBERT. I understand, and I am addressing these remarks

to him.
What we need, is a freeze technique to stop the kind of run-up in

prices and costs that we had after Korea. And this is not because
demand shouldn't be controlled by other and more basic techniques,
like fiscal policy, but because we have arrived at a situation in which
both labor and management behave more and more like sensitive
commodity markets.

These prices and wages can run up very fast when there is ex-
pectation of a major expansion in real demand sometime in the future.
The purpose of a freeze is not to suppress the effects of a large excess
of demand. This excess should be sapped up by taxes. The pur-
pose of the freeze is to cut through the cost-price spiral.

But to repeat, Senator, our basic question is not sacrifice; it is to
stop sitting on our hands and go to work.

Senator 0'MAHONEY. Professor Rees ?
Mr. REES. Thank you, Senator. I am sorry to appear restive here,

but it does seem to me that there is a material contradiction in what
Mr. Gilbert has been saying. I am not competent to quarrel with
him on how much we need to spend on missiles or antimissile missiles.
That is way out of my area of competence.

I don't know if it should be $3 billion or $10 billion. I have heard
Dr. von Braun say that in recent years there is as much money being
put into the missile program as can be spent intelligently, although
this was not true a few years ago. Perhaps that is wrong. But what
is perfectly clear to me is this: If Mr. Gilbert is right, that we need
to be spending much more money on defense, and he may be right,
we cannot do this without making sacrifices.

Senator O'MAEIoNEY. But he actually agrees with that. He talks
about sacrifices.
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Mr. IREES. He argues both sides of that question in successive sen-
tences. His main device for getting this additional production is to
go from the 40-hour week to the 48-hour week. The 40-hour week is
part of the American standard of living. If you go from a 40-hour
week to a 48-hour week you are restricting the American standard of
living.

Maybe we should do that, but let's be frank about what we are
doing, and honest about what we are doing, and not tell people that
they can have their cake and eat it, too.

I have just one more comment along these lines. It is simply not
true that during World War II we were able to get all this military
output without any curtailment of civilian consumption. It is true
that the index of real wages rises during a war, but that index of
real wages rises only because people were saving one-fourth of their
disposable income. They were saving it partly out of patriotic mo-
tives to buy war bonds. They were saving it partly because they
wanted to be able to buy cars and refrigerators and houses when
those came on the market again.

If those people had attempted to spend all that income currently,
we would have seen prices break through the ceilings on a massive
scale and your index of real wages would not have gone up. When
you are talking about a long-term, permanent cold war effort, you
don't have the kind of factors that are working for you in a short,
temporary war.

It can't be done without some sacrifices. I might say one other
thing.

Senator O'MAHONEY. Do you mean by that voluntary sacrifices or
sacrifices imposed by law?

Mr. REES. They will in one sense or another be involuntary, that
is, assuming that the defense expenditures for the most part are
paid for by taxation. You get involuntary sacrifices when you de-
vote your resources to military production and pay for them by tax-
ation. But I would rather have them involuntary in that sense than
have them involuntary in the sense of manpower mobilization, for
example.

The CHAIRMAN. The Senator's time has expired. Mr. Reuss?
Representative REUSS. I would like to address a question to the

critics of Mr. Gilbert's position.
Mr. Gilbert has said that he thinks we should spend right now or

very soon an additional sum on the order of $80 billion a year on cold
war and allied subjects in order to make sure that we come out ahead
of the Russians in the cold war.

I would like to put a much more modest proposition to Mr. Melni-
coff and Mr. Rees to see what they think about that.

Would you agree, Mr. Melnicoff, that we should immediately in the
next fiscal year spend on military defense, including missiles and
antimissiles and on foreign aid of all kinds, not an additional $80
billion or $40 billion or $20 billion or $10 billion, but an additional
$5 billion?

Mr. MELNICOFF. My impression is that we should. However, I
caution the committee that I am just not competent to answer such a
question. This is a matter for many people to decide. My quarrel
with Mlr. Gilbert, if there is one, is not with his appraisal of the
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situation which confronts us, but with the manner in which he pro-
poses to meet it. As an economist, I am concerned with those techni-
cal matters, and I am troubled by some inconsistencies in his sug-
gestions. I would say in response to your question that if the order
of magnitude of increased expenditures for defense is $5 billion, then
we can certainly handle this -within the present framework of existing
monetary and fiscal policy instruments supplemented by the cor-
rections and adjustments which I and others have suggested here.

Representative REUSS. What about you, Mr. Rees? To you have a
judgment on the amount, if any, that you feel is a necessary addition
to our present defense expenditures?

Mr. RMES. No, sir. I feel as Mr AMelnicoff does, that I am not
competent to make that judgment. I have not studied the defense
budget in detail and if I were to study it in detail I still doubt whether
I would be competent to set an exact figure.

I do agree that if the figure is of the order of $5 billion it can be
handled within the framework of the kind of economy we have.

Representative REuSS. Let me ask Air. Gilbert some questions, then,
which follow along the lines started by Senator Douglas.

One enormous problem you would be faced with, even after you
had made the initial transfer of a lot of men and resources to, in
your example, making missiles, you would be faced with this problem
that the $80 billion worth of cold war goods, military, defense and
foreign aid, would be not available within the continental United
States to meet the demands of consumers for objects to buy with in-
come payments made as a result of producing the $80 billion worth
of goods.

Therefore, you have to handle that problem, as you suggest, by
price controls, tax measures, and you also mentioned fiscal policies, if
I understand you rightly. You could not have meant spending be-
cause you are already committed to spending very considerable sums,
are you not?

Mr. GILBERT. I meant taxes. I meant increase revenues by taxes,
and by the increased taxes sufficient not only to balance the much
higher budget, but to produce a very substantial surplus.

I have no delusions on the question of the speed by which we could
expand our program on the order which I have indicated. It would
take time. I do believe that there are areas in which the military
already know what they want and the issue is really a budgetary
issue. Indeed, I think it is perfectly clear that all of the judgments
made in this field since 1953 have been made not on a technical basis,
but on a fiscal basis. That is one of the things that scares me today.

Representative REUSS. Wouldn't the real hardship and the real
domestic dynamite in this whole proposal come in connection with
the level of taxes on just about everybody to contain that $80 billion
worth of purchasing power not matched by civilian goods and
services?

Wouldn't it, in short, have to be simply staggering by existing con-
cepts of the ability to pay taxes, and would it not have to seize and
immobilize, perhaps forever, a large portion of the monetary incre-
ments paid to people?

I don't say that this isn't necessary, but wouldn't this be the real
basic soul-searching question?
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Mr. GILBERT. I don't know how my colleagues would answer this,
but I want to answer it unequivocably. What I have in mind is the
handing out of orders to industry, new orders, of the order of $50
billion, on which their profits would be astronomical. I have in mind
time-and-a-half for overtime as in World War II, which means an
increase in the level of take-home pay of the order of 30 percent.

It is a long time since I have done these calculations. But what I
am saying is that however steep you want to make the taxes, whether
it is an excess profits tax or a manufacturers' sales tax or a capital
levy-however it is financed or out of whose hide it comes-you
would have to work very, very hard indeed to reduce anybody's stand-
ard of living in the kind of program I am suggesting.

Representative REUSS. My point, however, was that you would have
to change a lot of current folkways as to how much of your income
you are allowed to keep.

Mr. GILBERT. Yes; I understand.
Representative REUSS. This would be a big domestic upheaval.
Mr. GILBERT. I would like to hear from my labor colleagues whether,

if given overtime and a 48-hour week, and extra members of the family
working, and in view of the fact that I should say that almost the
entire labor force would prefer the opportunity for the increased in-
come for the increased work, whether they feel that labor would resist
the kind of taxes necessary to balance the budget or produce the
surplus.

Mr. RtJTTENBERG. I would like to comment, though not directly to
the question he has raised.

I agree fully with the objective which Mr. Gilbert has laid on the
table, that we are behind the Soviet Union and that we are losing the
cold war and, as a result, may well lose the hot war unless we are
awfully rapid and fast in doing something.

But I think the tone that this discussion is taking this morning has
gotten us off onto the wrong tangent. I do not know, and I agree with
the gentlemen at the other end of the table, how much money we have
to spend on the military in order to catch up, or on education in order
to catch up, or on science in order to catch up.

But I do know that if it is of the magnitude of $10 billion, of $15
billion, of $20 billion it is highly possible and conceivable within the
framework of our present economic system in America to accomplish
this objective, I think, over a period of time, maybe not necessarily in
the first year, but over a period of 2 or 3 years.

It is also possible to attain it with a balanced budget, both through
higher taxes, properly levied, and through the process that Dick
Gilbert described quite early in his remark to Senator Douglas, that
with an expansion of $100 billion or more in the gross national prod-
uct, you will pick up additional revenue growing out of this. One
billion dollars of revenue is collected for every $5 billion of gross
national product, so that the combination of the two can be obtained.

In terms of sacrifice, are we going to have to sacrifice? This
should be the question that comes to us as we approach the magnitude
of the problem. Dick Gilbert is talking about a magnitude that
might go to $150 billion. I don't think he is saying, or if he is I am
misunderstanding him, that the $150 billion is all exclusively in the
area of military. He is talking about this $150 billion being added
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onto a gross national product of $450 billion, making a total product
of $600 billion.

Obviously, how much of this is going to be related to military-
a third, a fourth, a fifth? The rest will be distributed to the rest of
the economy. What I am trying to get at is that it seems to me that
we have spent the whole morning worrying about whether we are
going to have to have direct controls or indirect controls, or selective
controls when this is not the problem we are confronted with.

We are confronted with a job of meeting the Soviet challenge.
What is the challenge? If we don't know what it is, let's find out.
Let's find out fast and do something about it. But I don't think in
doing something about this it is going to be necessary to reduce the
standard of living of the American people.

Look at the, Korean period. We almost doubled, if I remember
correctly, the amount of military expenditures, but yet we increased
the amount of civilian consumer goods on the market. So it is pos-
sible to do these things.

I would recommend that the committee look at the report of the
National Planning Association, where I think they have set up three
different levels of budgets as to how much we might spend for mili-
tary, an increase of $10 billion, an increase of $20 billion, an increase
of $50 billion.

Under those conditions, what kind of tax measures do we need?
This is the approach to the problem. It seems to me that we have
been on the wrong binge all morning wondering about whether we
should have direct controls or not. We will have to have direct con-
trols if it gets to the point where direct sacrifices are necessary to
obtain the objectives.

We don't know what the objective is. This administration has
not told us. They are the only ones with the information and they
are the only ones who can tell us.

The CHAIRMAN. Before starting around again, I wonder if any
member of the panel would like to make a further comment? Mr.
Turner?

Mr. TURNER. The statement was made that there was no sacrifice on
the home front during World War II. This is correct if you measure
standard of living or scale of living by total consumer expenditures
corrected by a price index. They did not decline except, I believe,
in one year of the war. Of course, there was a major shift in the
pattern of consumer expenditures from hard goods to soft goods and
amusements-services generally. Also, there was, as Air. Rees points
out, a very substantial increase in number of hours worked.

If we were to undertake a major expansion in our military effort
now, I am convinced that we could expand our GNP by $25 billion in
relatively short time simply by putting to work those unemployed
persons who already want to work and by putting those to work who
are working part time and would like to work full time. That could
be achieved in very short order. It would not require any sacrifice
in our standard of living, even as defined by Mr. Rees.

Furthermore productivity increases in the last several years have
been substantially below what they should have been. We all know
that productivity increases come best when the economy is operat-
ing under some pressure.
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I am convinced that we could increase productivity by 5 or 6 percent
a year for at least 2 or 3 years, which would add roughly another $25
billion a year to our GNP. We could increase GNP by $50 billion,
I am convinced, within a relatively short time without anything ap-
proaching a real sacrifice to consumers in this country.

As with the others on this panel, I have no judgment as to what
size military program is necessary, but I agree with Mr. Gilbert that
we could add $50 billion without much sacrifice.

The CHAIRMAN. Mr. Gilbert advocates, I believe, $150 billion.
Mr. TURNER. In total GNP. Of course, if we increase military ex-

penditures by $50 billion, and GNP went up by the same amount and
no more, that would mean that persons who are now unemployed and
who become employed-who are not receiving incomes now and sub-
sequently receive incomes-would be better off. The money which
the Government spends for the defense program would have to come
primarily from persons who are now employed and who are now re-
ceiving incomes. That is not a lowering of the standard of living of
the people as a whole, but it does cost the particular people who are
now employed and who would have to pay more in taxes.

The CHAIRMAN. You made one observation I would like to ask
you about, Mr. Gilbert. I believe you said that if we were to increase
our gross national product by $150 billion, the Government would
probably collect about $40 billion in additional taxes.

Mr. GILBERT. Yes. Actually, the studies that have been made on
the fraction of any increase in the gross product going to the Gov-
ernment come to about a quarter. But what I am thinking of is a
very lush economy with time-and-a-half, and additional members of
the family working, so that the Government's marginal rate of take
in taxes would be substantially higher than it is in normal circum-
stances. I simply estimated that at $40 to $45 billion, and I could
be dead wrong.

The CHAIRMAN. I want to ask you something that is not related
to what I just asked you about, but I know you are an expert on this
subject. There is a lot of talk about reimposing credit controls, in-
stallment-buying controls. It is my belief that if we were to consider
imposing these wartime controls again, now, that we should keep in
mind more the interest of the buyer than we have in the past.

I think it is a great advantage to the seller to have these controls
in many instances because he is able to say, "Uncle Sam requires me
to charge you one-fourth down," or one-third down. "I dislike to do
it, but the great Government is compelling me to do it."

But by having that weapon to use, and actually being required to
charge a substantial amount as a downpayment, that makes his secu-
rity in the form of paper that he takes for the additional amount much
better, and should, therefore, bear a smaller rate of interest, probably,
than the rates of interest that are now charged on installment paper
generally.

Don't you think we should give consideration, Dr. Gilbert, if we
consider these controls, to also making requirements that would protect
the buyer against extortionist rates of interest and against unreason-
able, extortionist service charges; that if we are going to protect the
sellers to the extent that we give them this measure of security which
they do not now have, that at least some of that should be translated
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into hell) to the buyer in the form of protection against extortionist
charges.

Mr. GILBrRT. I do indeed. Our entire monetary policy in recent
years I can only describe as a piece of the most incredible stupidity.

The CHAIRMAN. I think it is terrible that we allow such awful
charges to be made. There are not exceptional cases where the rates
go up to 72 percent and even 100 percent interest. That is just hor-
rible in a civilized country.

I think if we impose these controls again we should tie to them the
benefits that the buyers will have, the obligation of translating part
of it into help to the buyers. I am glad to have your opinion on that.

Mr. GILBERT. I couldn't agree with you more completely. I would
just like to point out to you, for you to think about, that what has
been happening in this country to the consumer in this business has
been happening in Latin America to everybody as a result of this hard-
money policy that we have been pursuing in these recent years.

If we continue on that course very much longer, I haven't any doubt
at all that you will have to go a great distance to find a remaining
friend of the United States.

The CHAIRMAN. I have one comment to make. I was shocked to
learn right here in this committee room, the Banking and Currency
Committee of the House, when we were going into the question of
extending the power of the Export-Import Bank to extend them $5
billion additionally, I believe was the question, when I received infor-
mation at that time, shocking to me, to the effect that in these sales that
are made in Latin America thiat you mention, about the Latin Ameri-
can economy, that in most of the sales the seller here in the United
States and, of course, all lines of credit are predicated upon purchases
being made in the United States, the sellers add 35 percent more than
they would charge or be able to receive here in the United States.

That was shocking information to me. I received it from a source
that I do not believe can be denied. I hope that the information was
really wrong. But it seems to be correct in certain instances at least.

In other words, instead of the South American purchaser, and he
is very much in the position of the tenant in the case of landlords and
tenants, when the landlord was furnishing the tenant everything-
the purchaser in South America first arranges for his credit and he
is almost compelled to agree to any terms that are imposed upon him,
and having to pay 35 percent more through some subsidiary of the
selling group, or through some individual selected by the selling
groups, seems to me to be terrible.

Do you know anything about that, Dr. Gilbert?
Mr. GILBERT. I don't know of that instance, Congressman, but I do

know that all through Latin America the foreign aid program, the
American credit program, isn't thought of in terms as we do, of aid to
underdeveloped countries. They think of this as Uncle Shylock-
a very dangerous viewpoint, which, unfortunately, has a real basis in
fact.

The CHAIRMAN. You know, I am getting complaints from the people
that I have the honor to represent about paying so much for these
improvements, like water and conservation of water.

The nearby cities have to pay a certain amount for the water that
is impounded in order to get the project built, which is a little different
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from the way it used to be. These letters that I receive indicate
that they know about these projects in other countries, 59 other coun-
tries of the world, where we are extending credit and furnishing them
money, and in many instances to actually build, construct? these huge
dams and huge reservoirs without any restrictions and impositions,
such as we have here in the United States.

Mr. MELNICOFF. On consumer credit controls, Mr. Chairman, I have
stated that this is one area in which we may find it necessary at some
future time to impose regulations in order to supplement the monetary
policy tools we have. I doubt the wisdom of combining that type of
control with legislation setting a ceiling on interest rates, or prescrib-
ing certain interest rates. It is, of course, desirable to prevent usu-
rious and fraudulent rates, and some States already have such laws.
But this has no connection with monetary policy at all. I believe that
we should educate consumers concerning what is available in terms
of credit and concerning how they should use credit. But beyond
this, if in addition to legislation to prevent fraud and usury we have
to legislate to prevent poor judgment on the part of consumers, I
think that the Congress would be in a hopeless situation. It is simply
not possible, I believe, to legislate a rate or structure of rates, which
is applicable in all times under all circumstances. I believe there is
a great job of education to be done, but if we wish to take advantage
of free markets, we have got to let the market operate.

The CHAIRMfAN. On the poor judgment, isn't Congress saying, in
effect, "Mr. Seller, you are using poor judgment taking a dollar down
and a dollar a week. We are not going to permit you to use that
poor judgment any more. We are going to require you to receive at
least 25 percent down"?

On your argument about poor judgment, what is sauce for the goose
is sauce for the gander. If we are willing to substitute our judgment
for the seller in that instance, why shouldn't we be just as willing to
substitute our judgment for the buyer's judgment in that instance
and protect him?

Mr. MELNICOFF. I would say that we should be very reluctant to
move into either end of the transaction to substitute legislative
requirements for market decisions. In any case, the legislative re-
quirements should be minimized.

The CHAIRMAN. My time has expired. If you will, please, when
you get the transcript, elaborate on that question. I would appre-
ciate it.

Mr. MELNICOFF. Yes, sir.
The CIIAIRWAN. Senator Douglas?
Senator DOUGLAS. I want to ask one question which is really not

connected with the papers, but suggested by the questioning of our
chairman. I wonder what the members of the panel would feel
about a requirement that the interest rate should be stated in terms
of the outstanding balance.

Sometimes the height of the interest rate is concealed by its being
a percentage of the original loan, and if the loan is repaid in install-
ments the actual interest rate is twice what the apparent interest
rate is.

I will not go into the question of whether the interest rate itself
should be regulated. I wonder what the panel thinks about the
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desirability of the borrower or buyer klnowing what the real rate of
interest is that he is paying.

The CH.AIRMIAN. Do you mean an itemized statement being fur-
nished?

Senator DOUGLAS. No; that the interest should be a percentage of
the outstanding balance at any given time. Mr. Rees?

Mr. REES. Senator Douglas, I would be sympathetic with that
kind of provision. I think it is in the tradition, say, of the Federal
Pure Food and Drug Act or the Wool Labeling Act, which I think,
on the whole, has been very good legislation.

However, I think you have one problem here. That is that the
regulation of small loans and consumer credit, so far as interest rates
are concerned, has thus far been in the hands of the States. I think
that before any Federal legislation governing this of the type that
Congressman Patman proposes is undertaken, you would have to have
a very thorough inquiry into whether the States are doing an ade-
quate job in this field and whether they might not be encouraged
merely by the holding of such an inquiry to do a better job.

Senator DOUGLAS. *What would you say about installment rates?
Mr. REES. I think several States do now regulate them.
Senator DOUGLAS. Are you saying that the Federal Government

should not have the authority to regulate the types of installment sell-
ing and this should be turned over to the States 9

Mr. REES. No. I am not talking about regulation W as it existed
previously. I am talking about adding to that regulation over the
interest rate to be charged to consumers.

Senator DOUGLAS. I was not proposing that the interest rate should
be regulated. I was merely asking whether it would not be desirable
to have the real interest rate stated.

Mr. REES. My reply is that I think it would be desirable, but that
since that falls for the most part in an area where permanent legisla-
tion has been left to the States, that it is something that might better
be done, perhaps, by State law than by Federal law.

Senator DouGLAs. You would depend upon 48 State legislatures
moving

Mr. FEEs. We do in lots of things, and in some of them they do a
good job.

Mr. TEPER. I would like to dissent from the position taken by Dr.
Rees. Protection of consumers from excessive charges for credit,
whether these are designated as interest charges or as finance charges,
is a proper concern for the Federal Government. If the Federal
Government has a right to promulgate regulations such as regula-
tion W. then indeed it can also require that interest or finance charges
be properly set forth as interest percentages due on the outstanding
balances. In view of the inadequate protection now provided to
the users of consumer credit or to small borrowers by the existing
State legislation, a review of the subject by the Congress is also in
place.

Senator O'MAnHoNEY. Mr. Chairman, before asking the question
that I have in mind, I am prompted to make this statement.

On the 10th of November, the Department of State issued a press
release announcing that the Development Loan Fund had made an
arrangement to loan $20,500,000 to the Government of Taiwan to help
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build a multipurpose dam in Formosa. This dam is designed to
conserve water, to produce electricity, to produce recreation.

In other words, it is the well known multipurpose dam which
the Bureau of Reclamation and the Army engineers have, on one
occasion or another, built in the United States. When the President
submitted his budget to Congress last January 1958, for the fiscal
year 1959, it contained an announcement that there would be no new
starts for the conservation of water in the United States.

Yet in November we make a similar loan for a similar project in
Taiwan, and the release concluded with this statement:

The loan is for a period of 35 years. Interest will be charged at the rate of 3Y2
percent. Payments on interest and on the liquidation of the loan will be made
in Chinese currency.

Under the Development Loan Fund we appropriate annually in
Congress some $600 million a year of American dollars to make pos-
sible these loans, and the returns in the currency of foreign countries
where the expenditures are made are received in the currency of those
countries and they become part of a revolving fund.

So it results in a system that wastes money for the United States and
piles up currency in the hands of the United States in the country
which we are supposed to be aiding, money which might easily wreck
that country if we spent it, and we do not spend it.

The CHIAIRIANX. WVould you pardon an interruption, Senator?
In Spain we have about 170,000,000-odd American dollars, valued at

the American dollar currency, there now, and that money, of course,
could not be pulled out very well. It would wreck the central banking
system and the entire banking system of Spain.

There are things going on over there now where it is probable that
some committee of the United States Congress should see whether or
not our money is being protected. Part of it is counterpart funds, but
I know it happens to be over $150 million.

Senator O'MAH]oNEY. Professor Turner, I would like to ask you if
you would care to be a little bit more specific about the following rec-
ommendation which you made in your prepared statement:

Bringing the price- and wage-making process out into the open where it is
subject to public scrutiny before prices and wages are actually set.

Do you have a formula in mind to do that?
Mr. TURNER. No; I don't have a formula, Senator. My thought is

that much of the difficulty with efforts which have been made in the
past to influence the price- and wage-making process is traceable to
the fact that actions have been taken only after the event when it is
necessary to try to persuade or coerce someone to undo an action which
has already been done.

Senator O'MA-oINEY. Your second suggestion is, "Bringing pres-
sure to bear on those individuals who exercise a significant degree of
economic power to act in a socially responsible way."

Do you have any formula to suggest on that? Who is going to
bring the pressure?

Mr. TURNER. This committee for one, or possibly an agency set up to
make a continuing study of prices and wages and of the exercise of
economic power. I don't have any pat formula, but I do believe that
people who possess economic power, both on the management and
labor side of the bargaining table, are responsive to public opinion.
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They do have, in the mnain, high moral codes of their own. If they
Are placed in an exposed position where their actions are miade known
to the public, they are more likely to behave in a socially responsible
way than now.

Senator O'MAILONEY. May I suggest to you, Professor, that I am
sure the members of the committee would be benefited if you could give
this miatter more thought and perhaps amplify your idea in a paper to
be submitted to us later?

Mr. Tuimit. I will be happy to do so.
(Mr. Turner subsequently submitted the following for the record:)

DECEMBER 31, 195S.
Hon. JOSEPH C. O'MAHONEY,
Senate Office Building, Washington, D. C.

DEAR SENATOR O'MAHONEY: This is in response to your request for elabora-
tion of the statement in my testimony before the Joint Economic Committee
on December 18, 1958, as follows:

"I suspect that the solution lies in the continued but very cautious use of
monetary and fiscal policy to contain those occasional waves of inflation, or
deflation, which clearly have their origin in monetary factors affecting demand,
plus the gradual introduction, over a period of years, of a patchwork of mis-
cellaneous policy actions centered around the twin theme of: (1) Bringing
the price- and wage-miaking process out into the open where it is subject to
public scrutiny before prices and wages are actually set, and (2) bringing
pressure to bear on those individuals who exercise a significant degree of
economic power to act in a socially responsible way."

I am convinced that the problem of cost-price escalation requires the con-
tinuing attention of a permanent administrative agency. The nature of the
problem is such that any attempt to identify and proscribe specific price-
and wage-miaking practices in a single piece of legislation would inevitably
be inequitable and probably abortive. Rather, what is needed is continuous
formal and informal communication between Government and individual busi-
ness firms and labor organizations while specific prices and wages are being
set such that the objectives of public policy can be made known to the parties
currently invloved and can be translated into figures relevant to the case in
point.

In essence, this involves using the coercive power of Government only to the
extent required to obtain all necessary information and to achieve such com-
munication, but relying on voluntary cooperation beyond that point.

A fundamental and first step in this direction would be a law requiring
Federal incorporation of all business corporations with assets above some
minimum amount, perhaps $1 million, coupled with a provision for financial
reporting on a current basis along lines somewhat comparable to the reporting
now required by the SEC of corporations issuing new securities. Provision
should also be made for additional reports on such matters as wage rates and
wage patterns, costs other than wages, pricing practices, etc., on request of an
appropriate Government agency.

A second step would be to authorize and direct an agency of the Federal
Government to make studies of labor productivity and to publish productivity
estimates by industry on a current basis. (I understand that the Board of
Governors of the Federal Reserve System now makes estimates for certain
industries but does not publish, indeed treats as confidential, the results of
these studies.) This activity will no doubt require collection of statistical
data not currently available and funds for this purpose should be provided.

Third, an agency of the Federal Government should be authorized and directed
to make general studies of costing and pricing practices in American industry and
,f their economic consequences. Again, collection of statistical information not

now available from business firms will probably be required. The enabling legis-
lation should authorize collection of such information and specifically should
authorize the agency to send representatives to business firms with the status of
observer but with authority to obtain all relevant and reasonably necessary
information. These studies should: (1) Contribute to a better total understand-
ing of the functioning of the American economy; (2) provide information needed
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by the Congress for specific legislation to minimize a cost-price escalation; (3)
provide essential background information for actions taken in response to my
fourth recommendation.

Fourth. an agency of the Federal Government should be authorized and directed
to undertake, on its own initiative, studies of labor productivity, wages, and
prices in particular firms or trades when, in the judgment of the agency, wage
and price changes may be in the making which would be contrary to the public
interest. Such studies should be mandatory in the case of labor disputes brought
under the national emergency provisions of the Labor-Management Relations Act
of 1947. This agency should have the authority to make public the results of
such studies, together with its own conclusions and recommendations. Prior to
such public pronouncement, however, the agency, directly or through its repre-
sentatives, should discuss with the competent jurisdictions within the firm or
labor organization the public interest aspects of possible price and wage changes
and should urge them to follow wage and price policies consistent with the public
interest. The agency might also have authority to freeze price and wage changes
for a, say, 60-day period, during which investigations are undertaken, but I doubt
the advisability or necessity of such a provision.

Finally, this agency should advise the President, the Congress, and the public
from time to time as to wage and price policies by private business and by labor
organizations which will contribute to general economic stability and growth and
as to further legislative actions which the Congress could take to encourage the
following of such wage and price policies.

I would recommend that a single agency be charged with responsibility for
carrying out all of the above functions, including administration of the Federal
incorporation law. Inasmuch as the functions cut across both pricemaking and
wagemaking, neither the Department of Commerce nor the Department of Labor
would be the appropriate agency, although much of the data gathering could be
assigned to these agencies. I would also question the desirability of putting
such detailed, operating responsibilities in the Council of Economic Advisers.
although there obviously should be close coordination between the activities of
the Council and the agency chosen for the above duties. I would seriously ques-
tion the wisdom of putting these responsibilities in the hands of such disciplinary
agencies as the Federal Trade Commission or the Antitrust Division of the Depart-
ment of Justice. I am led, therefore, to the somewhat unpleasant conclusion
that the only satisfactory solution is creation of a new agency for this purpose.

Let me emphasize that these recommendations are not considered to be emer-
gency measures. They will not solve the problem of cost-price escalation over-
night. Rather, they are intended to provide the machinery for a flexible and
continuing approach to a complex, long-run problem.

Sincerely,
ROBERT C. TURNER,

Chairman, Department of Business Economics and Public Policy,
Indiana University.

Mr. RUTTENBERG. In the paper which I presented I have made a
specific suggestion and spelled it out just a little in terms of this
problem: the creation of a Government agency to whom prenotifica-
tion of price, and Mr. Turner adds wage, determinations would be
made, public hearings would be held and the power of subpena would
be given to such an agency to get the necessary information.

Senator O'MAHoNEY. That is in the paper that you presented this
morning?

Mr. RurrENBERG. Yes.
Senator O'MAHONEY. Unfortunately I was not able to be here at

the beginning, so I did not hear it. I have not had the opportunity
of reading it during the continuance of the hearing.

Mr. RUTTENBERG. But in a sense I agree with the idea that you
first advocated, I think, and introduced into the Congress more than
10 years ago, was it not, for some such agency?

Senator O'MAIoNEY. In 1948, I introduced a bill to that effect.
It would require the corporation producing a certain percentage or
participating in the production of more than 60 percent, say, or more
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than 50 percent of the total commodity in any line to give prenotice
of his intentions to raise prices to the Department of Commerce, and
to both Houses of Congress, so that hearings could be held

That is all I have.
The CHAIRMAN. I have a short statement to read in conclusion, but

first, Mr. Herbert Stein, Director of Research, Committee for Eco-
nomic Development, sent to the Congress, addressed to the chairman
of the committee, a letter taking exceptions to certain statements
made by Mr. Solomon Barkin in his testimony.

The letter was given to Mr. Barkin for reply. Mr. Barkin has
replied to it. I ask consent to insert both letters in the record.

Without objection, they will be inserted.
(The letters to be furnished appear at the end of Mr. Barkin's testi-

mony, pp. 433, 437.)
The CHAIRMAN. With today's discussion, the committee's study

of the relationship of prices to economic stability and growth is
brought to a close.

In announcing this study, the committee emphasized that its major
goal was an objective and authoritative exploration of general eco-
nomie processes which involve prices, price relationships, costs, and
price policies in the expectation that this would reveal ways in which
public and private policies can contribute to the Employment Act
objectives of maximum employment, production, and purchasing
power within the framework of free, private, competitive enterprise.

I am confident that the contributions and analyses presented during
the four phases of the study this year will affect Government and
private economic policies for many years to come. Certainly they
will influence the committee's deliberations in the coming session as
we study the President's forthoming "Economic Report" and prepare
our own annual report to the Congress for submission by March 1.

The committee deeply appreciates the cooperation given us in this
study by the many experts who have participated. All of the con-
tributions have given evidence of high professional competence and
diligence. Thank you very much.

Without objection, the committee will stand adjourned.
(Whereupon, at 12: 45 p.m., the committee adjourned, to reconvene

at the call of the chairman.)
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