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"HOW NOT TO STOP INFLATIOW®

It's a great pleasure to be with so many of you here tonight. The University of Chicage
is a very special institution and I have been impressed time and again as I've travelled not
only in this country, but around the world with the fact that I know of no other institution-
2l contact that leaves people with such a2 deep and strong sense of loyalty and obligation.

I was telling Paul McCracken here tonight about our experience a couple of years ago
when we were in Greece. We went from Greece to the island of Rhodes, which is a wonderful
little island not far from Greece. This was in the wintertime, but it still was nice. A
former student of our department of economics in Athens gave us a letter of introduction to
the governor of Rhodes, who, as it happened, had spent one year as a graduate student in
political science at the University of Chicago. That year was enough. This gentleman was
g firm and fervent member of the Chicago community. He greeted us like long lost brothers,
even though we had never met him before. This is the kind of reaction I found everywhere.,
In Tokyo, we dined with a University of Chicago alumni group that met regularly. The oldest
man there had graduated from the University of Chicago in 1914, or maybe it was 13, and was
just getting ready to return to the University of Chicago for his 50th anniversay reunion.
Most of the people in this group in Tokyo were Japanese, though there were a few Americans
who happened to be in Japan. They manifested the same feeling of loyalty and warmth toward
the University of Chicago as our Greek friend.

I was telling Paul also another thing about the University of Chicago that I discovered
only last year. I think it helps to explain why the University instills such strong feelings
of warmth and loyalty. I spent last year as a visiting professor at Columbia University in
New York, While there I had an opportunity to get a better sample than I had ever:had be-
fore of the general intellectual atmosphere in the city of New York among the various inter-
locking circles -- academic, foundation, business, and financial. I was enormously impressed
with the extraordinary homogeneity and uniformity of opinion. In the course of discussing
this phenomenon with my old friend Allen Wallis who used to be dean of the school of business
and is now President of the University of Rochester, he told me that that was the reason why
the University of Chicago was in Chicago. Back in the 1880's when Sam Harper was talking
with John D. Rockefeller about establishing a new University, their first idea was to estab-
lish it in the New York area. Harper finally persuaded himself and then Rockefeller that
that was a bad idea. They wanted, he said, a University that would break new grounds, and
would be lively and diverse and open to new ideas. But New York was, he thought, such a
homogenous, monolithic intellectual environment that such an institution would be unable to
exist and prosper in New York, so they went out to Chicago. And they were right.

The intellectual atmosphere in Chicago and the middle west is in many ways less soph-
isticated than it is in New York, but it is also much freer and opener. There is a great
deal more diversity, more willingness to try out new ideas and to see where they'll lead,
to venture into fields where other men have not gone. I believe that that is and has been
the characteristic feature of the University of Chicago not only in the areas I know some-
thing specific about, but overall, ever since it was founded in 1890, It is an institution
in which no holds are barred, in which people are encouraged to have crazy ideas to see
where they lead. Consequently, people who are exposed to this lively and challenging intel-
lectual atmosphere develop a feeling of loyalty and belonging.

This tendency is so strong that I have known quite a number of people who have their
degrees from other institutions -- indeed, there is one such gentleman in this room tonight -.



but who have spent a year or so at Chicago in a post doctoral or other capacity, and as a
result feel more intellectual kinship and emotional loyalty to Chicago than to the insti-
tution from which they got their degrees.

George Brown spoke about the Chicago School in economics and before I go on my main
topic that leads me to some other comments. It's a manifestation of the special quality
of Chicago that there are quite a number of Chicago Schools, You know there's a Chicago
School of English criticism and I gather there are Chicago Schools in other areas. "I've
been curious, and maybe some of you Know, whether other universities have the same number.
Are there the same number of Columbia Schools or Berkley Schools? I think not.

Of course, in the fleld of economics the question whether there is or is not a Chlcago
School has been a subject of much discussion. It unquestionably is true that Chicago de-
servedly has a reputation for having had for a long time a group of economists who have been
strong defenders of free markets, But this is much misunderstood. There is a tendency for
the pecple on the outside to think that this is a monolithic homogeneous group at Chicago.
The truth is, and this is to me the most interesting thing, that to the best of my knowledge
there is no major department of economics in the United States in any University that has as
‘diverse a range of opinions, that has so many different political and economic views as the
economics department of the University of Chieago.

We have not only a very strong group in the Chicago School, but we also have a very
strong group who would be regarded as in the main stream of modern economic thought, but
nobody pays any attention to that. The reason nobody pays any attention to that is that
every University has such a group. What is distinctive about us is that we have both.
During the 1964 Presidential campaign when there was a question whether Mr, Goldwater or
Mr. Johnson was going to be elected, my friend George Stigler illustrated our diversity by
pointing out that the University of Chicago could, without even half trying, provide a
council of economic advisors for either one of the men. With the possible exception of
Columbia, I think there is not another university in the country which could do that. So
we're very much in the Chicago tradition of diversity and of pluralism and of welcom1ng
dispute and discussion.

Let me turn to my topic for tonight, "How not to stop inflation". As you know, the
word "inflation" has a great many different meanings and people attribute different concep-
tions to it. What we mostly mean by it, and what I shall mean by it, is a rise in prices,
in prices in general. In the past year or so, we have been having a tendency for a rather
widespread rise in prices. That tendency seems to give every sign of intensifying and
increasing so we have a real problem of inflation.

If inflation does consist in a rise of prices -~ in the price of meat going up, of
wages, and of all sorts of things -~ then it seems most natural to say that the way:- to stop
*it is to stop prices from rising. If you want to stop inflation, let's just pass a law
'saying that no price shall rise, That will stop it, The main theme of my talk tonight is
to say that this tempting way to stop inflation is the way not to stop it. It will not in
fact cure inflation, but that even if it did it would be a cure that is worst than the dis-
ease, This approach is like saying that if it's getting too hot in this room, the way to
solve the problem is to break the thermometer, This analogy is suggestive, but does not
go far enough. If you broke the thermometer, that would neither make it hotter or do any
other harm. It would just simply prevent a signal of the rising temperature from being
seen. Prices partly do measure pressure, but they also affect the course of events. Per-
haps a better analogy is following the tactic, when it gets too hot in this roow, of closing
all the outlets from the furnace while letting the furnace run full blast until it bursts.
That is more nearly a correct analogy to holding down particular wages and prices as a means
of stopping inflation.
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- The guestion is, why is that a bad way to stop inflation? What harm does it do? 1In
trying to suggest to you the answer to those questions, I want to talk about two main points,
The first point is to discuss what the source of inflation is. If I were putting it as a
topic for a Sunday sermon and could speak French, I would say, instead of "Cherchez la
femme" ~ "Cherchez la monnaie", "Look for the Money". Inflation is always and everywhere
a monitary phenomenon. That is the first proposition I want to discuss and present ‘to you,

The second proposition I want to discuss and present to you is that while we ordinarily
talk about distinguishing between inflation and deflation, between rising prices and falling
prices, there's another distinction that I think is even more important. That is the dis-
tinction between open inflation and supressed inflation, between an inflation in which prices
are permitted to rise and an inflation in which prices are held down., The second main thesis
I want to suggest to you is that, while inflation is bad and it's better to avoid inflation,
you are going to have inflation, and it is far better to have it open than it is to have it
suppressed. oSuppressed inflation is the case in which the cure is worse than the disease,
like pouring on the coal on the furnace while locking all places where the steam can get out
until the furnace blows up.

Let me turn first to the first proposition., The common approach to inflation is to
think that inflation, being a rise in prices, results from a rise in costs. With rare ex-
ceptions, every businessman, every ordinary person tends to think that the reason why prices
go up is because they are pushed up because costs go up. This may take the form of a so-
called cost-push spiral or wage-price spiral or other fancy terms or it may take the simpler
form of each man thinking he has to raise prices because his costs have gone up, It is per-
fectly natural that people should think this way because to each individual separately that
is the way it looks. But the fact is that this has almost never been the source of infla-
tion. It's the external manifestation of inflation, but not its source.

Indeed, this illustrates a much more general principle., What makes economics in my
opinion a fascinating subject is that for almost any important proposition in economics,
what's true for the individual is precisely the opposite of what's true for everybody to-
gether., That's why you have so many widespread economic fallacies. People generalize from
their individual experience and yet that is precisely the opposite of whal hélds for the
community as a whole. Let me illustrate that in a very simple way, which is also related
to the problem of inflation. Each one of us separately thinks he can decide how many of
these green pieces of paper to keep in his pocket --subject, or course, to his total wealth,
If any one of us wants to keep $20.00 more in his pocket, all he has to do is cash a check
for $20.00 or sell a bond for $20.00 or use $20.00 of his income and keep it in cash instead
of spending it or investing it in some other way. So each person separately thinks he can
decide how much money to hold in his pocket, and each one is right. Yet for the community
as a whole, the amount of currency to be held in pockets is a fixed number. There are only
so many pleces of these green pieces of paper that have been printed, The way that you get
more in your pocket is by persuading somebody else to hold less. This is a game of musical
chairs in which the pieces of paper pass around. While each individual separately can de-
cide how much to have, the community as a whole has nothing to say about how many pieces of
paper there shall be to pass around. That's determined by the Federal Reserve Board or the
Treasury or by some central agency. Whatever that amount is, 1t's shuffled around from per-
son to person.

I think that's a very clear and straight forward example of how it is that the way it
appears to the individual is the opposite from the way it appears to the community. The
same thing is true with respect to inflation. The example I can give you which will bring
this out most clearly is one which I have taken from a recent text book in elementary econ-
omics which I strongly recommend to those of you who would like to see_or read a slightly
different economics textbook. It's title is University Economice and it is by two people at
the University of California in Los Angeles, Armen Alchian and William Allen., I might note
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that everybody says Alchian is a member of the Chicago School, though he's never been to
Chicago. They have a wonderful little story in their book that will illustrate how it is
that to each individual separately it looks as if what causes inflation is a rise in costs
even though to everybody together what causes it is an increase in demand, a monetary phen-
omenon. Let us suppose, they say, that all of a sudden the housewives of America decided .
that they wanted to serve more meat on their tables and so comes Monday morning each one goes
to the butcher and buys more meat. No butcher raises his price, He just sells out his meat
and then he orders a larger amount of meat from the wholesaler. The wholesalers sell out and
sa they order the larger amount of meat from the packer. The packer finds his inventory
going down and so he sends back instructions to the cattle buyers at the auctions to buy more
animals. Well of course, there aren't any more animals to be bought, so what happens iz that
the people trying to buy them bid up the price of the animals. They report to the packing
houses, "We're sorry we've had to pay a higher price for the animals."™ The packing houses

say "Our costs have gone up, we must charge a higher price," so they charge a higher price to
the wholesalers. The wholesalers say, "Our costs have gone up so we must charge a higher
price,"” so they charge a higher price to the retailers., The butchers say to the housewives
when next they come in, "We're very sorry to have to do this to you, it isn't our doing, but
our costs have gone up, so we have to charge you a higher price." Everybody along this chain,
except way back at that auction where there is nobody who has any costs that he can look at in
the same sense, everybody along that chain is honestly charging higher prices because his
costs have gone up. And yet, taken altogether, the increase in prices clearly reflects the
increase in demand at the final stage.

That is the way it is in the economy at large. Every manufacturer says, "I have to
charge higher prices because my wages have gone up," but the reason his wages have gone up
is because there's been an increase in demand somewhere else which has led somebody else to
try to bid his workers away from him, or he's been trying to bid workers away from somewhere
else, The ultimate source of the increase in price has been an increase in mcnetary demand.

And now we ask the question, where does that increase in monetary demand come from? If
there has been any substantial increase in monetary demand, it always has had the same basic
source, Somebody or other has produced more money. The exact source of additional money
has varied from time to time. A In the period after 1896, after Bryan was defeated in the cam-
paign for free silver, prices rose in the United States from 1896 to 1913 by roughly 35%.
That price rise came from an increase in the quantity of money which occurred because some
smart people had figured out how to apply the cyanide process to extract gold from low grade
ore. The resulting great increase in the production of gold brought about an increase in
the guantity of money, which in turn brought about inflation,

Incidentally, as a digr6551on, that episode is one of my favorite examples of another
interesting aspect of economics which is how important things beneath the surface can be.
I'm sure all of you have had courses in history and you all remember that William Jennings
Bryan ran for President in 1896 and many times thereafter, but never did as well afterwards
as he did in 1896. Incidentally, you know where it was that William Jennings Bryan gave his
cross of gold speech about "Shall Mankind be Crucified on a Cross of Gold." He gave that at
what is now known in Chicago as "Sin Corner", namely, 63rd Street and Cottage Grove Avenue.
In 1896, that whole area was a prairie and the Democratic convention of 1896 was held at
Cottage Grove and 63rd Street in tepts. In one of those tents William Jennings Bryan gave
his famous cross of gold spsech.

He was nominated for President and he came fairly close to being elected. He never
again came so close, So far as I know, no history book explains why. The reason was be-
cause of the discovery I just mentioned, of the cyanide process for extracting gold from
low grade ore, That's what murdered William Jennings Bryan politically. His political
strength had come from his wanting to have inflation and to produce inflation by silver,
That was the drive behind the free silver move. But the flood of gold produced an inflation
which took his main plank away. He had nothing more to talk about and he was done politi-
cally from then on.
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To go back to my main theme, as on that occasion, so on all others, inflation reflected
an increase on the guantity of money, but the particular reason why the quantity of money
increased varied from time to time. On that occasion it increased because of gold., In
World War I and II, in the United States the quantity of money increased very rapidly be-
cause government printed it to finance the war. Go back to the great price inflation in
Europe in the 16th and 17th centuries and that came because of the discoveries of
specie in the new world. There have been many, many different ultimat sources of inflation,
many reasons why the quantity of money has increased, but inflation has never occurred to
the best of my knowledge except as a consequence of a more rapid increase in the quantity of
money than in output.

In modern times, the quantity of money is under the control of governmental agencies.
In the United States, it is determined by the Federal Reserve Board, the Treasury, the mone
etary authorities. And that means that if inflation is always a consequence of an increase
"in the quantity of money, the responsibility for inflation is always governmental, But, of
course, as you know, no human being likes to take responsibility for things that are un-
pleasant or undesirable and so no governmental official likes to stand up in front of an
audience and say, "Mea culpa, I'm responsible for inflation." What always happens is that
the governmental officials stand up and say, if we have inflation it's because of those
rapacious businessmen and those selfish union labor leaders. If those people would only
stop demanding more and more, higher and higher wages and hlgher and higher prices, there
" would be no inflation. And the Businessmen and the wage union leaders surprisingly enough
tend to accept the indictment because of their misunderstanding of the elementary economic
prop051t10n I've been trying to present here.

The businessmen tend to say that the reason we have inflation is because those selfish
unions push up wages and the union leaders say the reason we have inflation is because those
selfish businessmen raise prices and, therefore, we've got to get higher wages to have the
same real income for our employees. So you have a situation in which the government, to
blame somebody else, attributes inflation to a wage cost spiral and the businessmen and the
labor union leaders accept the blame and say yes, we are guilty. Yet in fact, as I have
emphasized, the inflation arises from one and only one reason. I know of no example in
history where substantial inflation has occurred except as a result of an increase of a
quantity of money.

That is my first proposition. The next proposition I want to discuss is the harm that
is done by trying to stop inflation by holding down wages and prices., The President, mem-
bers of the Council of Economic Advisors, and other prominent public officials make: speeches
about the terrible effects of inflation and about the urgent necessity for businessment and
labor union leaders to exercise a social responsibility in holding down wages and prices.
Maybe the cause of inflation is increasing quantity of money, but you may well ask, what
harm would it do to try to stop it by holding down those wages and those prices?

In the first place, one of the major sources of harm it does is to lead people and the
government to misconceive the nature of the problem. If the businessmen and the labor
leaders accept the blame, the government goes on pouring on the coal into the furnace, in-
creasing the quantity of money, and says that any resulting inflation is not its fault.

And so you tend to encourage a delay in adopting the remedy which alone can prove effective,
namely, a slowing down in the rate of growth in the quantity of woney. That's only a minor
reason why it is harmful., A second reason is that it isn't going to stop inflation., It's
like taking a great big balloon and thinking that by pressing one corner of it you are going
to deflate the talloon. All you do is push the air into the other part of the balloon., The
same way, if you succeed in holding down some wages and some prices, all that does is to

push the inflationary pressure over somewhere else and make it stronger there., Suppose you
succeed in keeping down, let us say, the price of steel which has attracted so much attention.
That would simply mean that the purchasers of steel have more money left after buying steel
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than they would otherwise have had and they can now spend it on bidding something else up,
If you keep down the wage rate of labor under these circumstances, it just means that the
employers have more money to produce inflation somewhere else, ss &ll you are doing is
shoving the  inflationary pressure over,

But you may say, that's only because we haven't gone far encugh. If we really spread our
net wide, if we held down every wage and every price, there's no placs for the inflationary
pressure to go, That's true, but let's look and see what the consequences would be, The
consequences of that would be to destroy the price system as a means of organizing economic
activity and you would have to substitute something else. Whst else would you substitute?
If prices are not going to determine who buys how much, something else mast do it,

~ Let me give you an historical example which perhaps makes my point most strikingly
about the importance of the distinction between open and suppressed inflation. It has a
very real parallel and strong implications for the United States although it's a much more
extreme case. The best example, because it's almost a controlled experiment, is a compari-
son of experience in Germany after World War I and World War II. As you recall, after
World War I in Germany there was an inflation that really was an inflation. It was a hyper-
inflation, A student of mine some years back, Puillip Cagan, wrote a classic study of hyper-
inflations and he defined a hyper-inflation as beginning when pricses rose more than 50% a-
month. In Germany during the height of hyper-inflation, there were periods when prices were
doubling every day. In fact, it got to the point that empluyers were paying their workers
salaries three times a day. After breakfast, lunch and dinner sc they could go out and spend
it before it lost value, That was really an inflation., Prices went up by amounts that you
have to reckon by 10 to the tenth or 10 to the twentieth, something like that.,

The hyper-inflation did tremendous harm of a social kind. It destroyed the German
middle classes, it undoubtedly laid much of the sociclogical basis for the subsequent emer-
gence of Hitler. But from a purely economic point of view, the striking thing about it is
that, except for the last few months of the hyper-inflaticn, it never interfered with the
continuance of a high level of economic activity. Inflation was open, prices were free to
rise, there were no price controls of any kind, and consequently people were free to continue
to do business. There were certain kinds of inefficiencies produced but you never had any
major decline in the aggregate level of production. Indeed, as you may recall, 1920 to 1921
saw a world-wide depression. In the United States prices fell by nearly 50% from 1920 to 21,
Germany was almost the only country in the world that escaped that depression., While the
rest of the country was having a decline in output, Germany was booming. There was an arti-
ficial kind of a boom that had great social costs, but from the purely technical point of
view, the inflation did not prevent the economy from cperating.

After World War II, Germany was again faced with an inflatiocnary problem, but-it was
an inflationary problem of enormously smaller scope. In order to have eliminated the in-
flation, prices would have had to rise four-fold. Now that seems like a big inflation and
it is. For prices to go upto #00 per cént of their initial walue is a substantial price rise,
But it is negligible by comparison to what happened after World War I. Yet that rise was
not permitted to happen openly after World War II. There was widespread price control.
Under those circumstances, price control can almost never be enforced, From the time of the
Roman Empire to the present, you cannot in general enforce price controls when there is that
big a discrepancy between the market price and the controlied prics,

But Germany from 1945 to 48 was an exception because there was an American, a French
and a British occupation army in Germany and they were enforeing the price contrels, So
you had about as well-enforced price controls as you could imzgine. The result was that,
because this inflation was suppressed the prices were not allowed to find their own level,
output in Germany was cut in half. Walter Eucken, a German economist, wrote a wonderful
article on this experience in which he tells the story of workers in a factory making alumi-
num pots and pans who would work in that factery for three days in the week., Then they
would receive their pay in the form of some of the pots and pans they had helped to produce.,
They would spend the rest of the week scouring the countryside trying to find a farmer who
was willing to trade them some potatoes for thoss pots and vans.
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The problem is, if you don't let prices rise, you destroy the system which organizes
the economy, the price system which co-ordinates the activities of different people. You
force people into the inefficiency of barter, or a man producing pots and pans trying to
find a man who has potatoes instead of selling the pots and pans for money and using the
money to buy the potatoes. And so Germany with a very much smaller inflatiocnary pressure
had an enormously greater reduction in its economic output. Indeed, the action taken in
response to this episode is the reason Erhard is Chancellor of Germany today.

One Sunday in 1948, Erhard, who was Economics Minister then, released an announcement
that all price controls were abandoned., He did it on Sunday because that was the day on
which the allied offices of military occupation were closed and so they couldn't countermand
his order. Immediately, there was a very sizable rise in recorded prices, but immediately
also the price system started operating again. That was the source of the German economic
miracle, as it came to be called, which produced a tremendous increase in the total output
of Germany over the next year or two. There was no mystery about ity it had nothing to do
with the capacity of the German people for hard work or with any special wisdom of the Ameri-
can occupation authorities or with any assistance from us to them. It solely was 'a case of
substituting an efficient moﬁey system for an inefficient barter system,

. The money system is so important that if you prevent it from operating efficiently
something else will come along., In the period from 1945 to 1948 in Germany, as you may
recall, substitute monies developed., Germans started to use cigarettes as a form of moneys
cigarettes for small transactions and Cognac for big ones., That was when they really
started talking about the importance of having adequate liguidity. And you may remember
that there were stories in American newspapers of this time saying something like, "Look
at these crazy Germans. They just got beaten in the war and they are poor and devastated,
Yet they are willing to pay $1.50 for a package of ciparettes. How silly can they bet" ’
The answer, of course, is that they were no more silly than you are when you're willing to
pay $10.00 for a piece of paper’ (a $10 Biil) that's only worth a penny as paper, You don't
pay $10.00 for this piece of paper in order to burn it or in order to write notes on,
Neither were the Germans paying $1.50 or $2.00 for a package of cigarettes in order to
smoke them. That was money because prices in terms of cigarettes were not controlled and
it developed as a very inefficient substitute money. '

The repressed inflation in Germany was far more destructive of economic output and
productivity than the open inflation after World War I, And this is true more generally.
Let me come back to the United States to see some parallels in very small ways. Not long
since, there was pressure on American copper producers not to raise the price of dopper.

The next step, or course, is that, since copper is selling for a higher price abroad than-
it is at home, everybody wants to export it and nobody wants to import it. People want to
buy it from copper producers at home. The next step is to impose export quotas on copper,
Now if you want to export copper, you are prohibited from doing so unless you can get a per-
mit from the Department of Commerce. This is inevitable. If you are going to fix the price
of steel, then you will have to decide who shall buy steel at that lower price and so it
goes all down the line. i

We have so far in the United States had the most extensive experience with repressed
inflation in an area where it is most destructive, namely, foreign exchange. We have been
pegging for some years now the price of the pound sterling in terms of the dollar, the price
of francs in terms of the dollar, the price of gold in terms of the dollar and 50, and then
we have had the usual conseguences from price fixing. You know, economists may not know
very much, but there's one thing we know. We know how to produce either surpluses or shorta
ages. You just tell us what you want. If you want to have a surplus, we'll tell you to set
the price too high, Have a high price on wheat and you®ll be sure you'll have wheat running
out of your bins. If you want a shortage, we'll tell you to set a low price. Put rent con.
trol on rental guarters in New York, the only city in the country that still has it, ard
you'll be sure you will have a shortage of dwelling units to rent at that price,
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We've been doing pretty well in the case of silver with first creating a surplus and
then creating a shortage. We've had it both ways in that case. Incidentally, the story of
silver is fascinating. In the 1930's, we had a great silver purchase program that, as it
happened, was one of the main reasons why China is Communist today. I won't go into that
one right now, except to note that under the silver purchase program we raised the price of
silver in one year from 25¢ an ounce to 75¢ an ounce and subsequently to 90¢, Of course,
this brought a tremendous inflow of silver into the U. S. Treasury just as our price fixing
in wheat did. We kept the price of silver at the same level and in the meantime prices in
general more than doubled. Hence, a very high price became a very low price and now, in
order to prevent the price of silver from rising above $1.30, we've had to sell silver out
of these stocks. We've had a shortage and as you know we've substituted Federal Reserve
notes for silver certificates, and sandwich coins for solid coins. So we know how to pro-
duce shortages or surpluses.

That's what's been happening in the foreign exchange market. We've been pegging the
price of the dollar. The result has been a whole series of direct interferences with indi-
viduals and with trade. TYou know as individuals some of the minor irritants, things like
the reduction of the duty-free allowance tourists can bring in. Much more important has
been the interest-equalization tax which has established a differential exchange rate, a
deyalued exchange rate for capital transactions. Also, there are oil import quotas, cop-
per export quotas and I can't begin to name the host of specific quantitative controls that
have been promoted by the attempt to peg exchange rates. :

I mentioned foreign exchange pegging because that is a particularly important type.
The example that comes to mind in this case as a cautionary tale of where it can lead you
to is India. India is a country which has been having inflation over the past decade or
50 and it has been repressing it the way in which we have been trying to repress it here.
The' key in India is the exchange rate of the rupee. The official price of the rupee is
21¢, 4.7 rupees to the dollar., If the rupee was worth 21¢ five or ten years ago it is cer=
tainly not worth it now because prices have gone up 30 or 40 or 50%, I'm not sure of the
latest figures. But India has tried to maintain that exchange rate, The result is, of
course, that everybody wants to import and nobody wants to export. The result is that you
then have import quotas and exchange permits and that you have subsidies on exports, You
have to ration imports of steel, copper and so on. The next stage is it becomes of great
economic value to have an import permit., Indeed, if you ask what has been the ma jor sources
of new fortunes in the last twenty years in the world at large including the United States,
there is no doubt that the major source of new fortunes has been getting the ear of govern-
mental officials to get special permits, whether it be to have a single television station
or to have an import permit to import copper. In India this is very widespread. There's
enormous corruption and bribery involved in the exchange permit system. Indeed, the major
obstacle to having a devaluation of the rupee exchange rate or allowing the rupee to go free
is that there are now so many people who have vested interests in the exchange rate system
because they have the import licenses.

Exactly the same thing is true in this country. The permit to export copper is g
valuable thing now. I mentioned the T. V., and radio stations and that's a special example
of the same kind of thing. Here you have something that's worth several millions of dollars
1f you get it and if you get it you get it for nothing. Then people are surprised why there
should always be charges of corruption and bribery in connection with television and radio
licenses,

To come back to my main theme, the effect of trying to hold down prices by suppressing
individual prices and wages is to eliminate the central governor of the economic system,
the central method by which we organize our economic activity. If you insist on doing that
you are going to have to substitute something else. You are going to have to engage in
rationing and indirect controls. You are going to have to decide who shall buy from whom
and how much. The effect therefore, of trying to stop inflation by holding down individual
prices and individual wages is to introduce enormous inefficiencies and to expand very
greatly the scope and extent of direct controls.
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This in turn has a further effect which is the findl consequence I want to mention of
trying to stop inflation by holding down prices and wages. It has a further effect that is
of a political character. We have had a number of episodes in the past 5 or 6 years in
‘which there's been an attempt to hold down wages and prices. We had the Kennedy confronta-
tion with the steel industry in 1962. We had the more recent episode with aluminum. The
interesting thing to me is the drastic change that occurred between the first and the second
episode in the willingness of business people who were potentially affected by it to speak
out freely and express their sentiments about it. And I don't blame them. There is no
legal authority whatsoever whereby the President or any other official has the power to re-
quire the aluminum company or the steel company to hold down its prices or a union to hold
down its wage rates. There is no official authority, but there is lots of power lying
around Washington. There are lots of extra-legal pressures that can be brought to bear,
After all, there's hardly a man, not only in this room, but in the country who cannot now
be subjected to great inconvenience by having a tax official suddenly decide that his re-
turn needs extra careful scrutiny -- and which return doesn't?

The threat of anti-trust action is not something which any businessman is going to
take lightly. There are a wide range of governmental contracts that are available. The
attempt to hold down particular wages and prices produces a resort to extra legal power
which in its turn tends to spread and to lead to a suppression of individual and personal
and political freedom and to a great lessening of the willingness of people to dissent.
These are some of the consequences of the attempt to stop inflation by holding down particu=-
lar prices and wages.

I think they are extremely serious both from the point of view of economic efficiency
and from the point of view of the preservation of political freedom. If we are going to have
inflationary pressure we should have it open, let prices rise, let it go. Better yet, of
course, would be to remove the source of the inflationary pressure by slowing up the rate
of expansion of money, ’

After the 1960 recession, itself largely produced by a sharp retardation in monetary
growth, indeed an absolute decline, the Reserve System did the right thing by increasing
the rate of growth. They have also done the right thiné by maintaining a fairly high rate
of monetary growth. This is the main source of our long continued expansion. Unfortunately,
however, they overdid a good thing and expanded the quantity of money at too high a rate.
This has built into our society some pressures driving toward higher prices, We cannot
eliminate this pressure and stop the inflation without paying a price. The danger is that
when if we try to do so, as we sooner or later will have to, by curtailing the growth of
the quantity of money, that we will go too far, that we will overdo the reaction. Even
if we don't overdo the reaction, there is no way of bringing inflation to a halt suddenly.
There is already built into the economy forces for making price increases. If you were to
take the correct and proper measures, which is to slow down gradually the rate of growth of
the quantity of money, there will for a time be a continuation of inflation at the same time
that we experience some measure of recession and. unemployment. That is part of the price we
are going to pay for having in the past three or four years stepped on the accelerator too
hard., But that will be far better and a far lower price than to continue along our present
lines of trying to conceal the inflationary pressure by appealing to the social responsibil-
ity of business leaders and labor leaders reinforced by an appeal to unnamed and unspecified
exercise of governmental power., Thank you.



