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GENLRAL ARMSTRONG:

Gentlemen, I was telling our spezker a moment ago that twenty years
earlier the Industrial College was not so grectly concerned with problems
of vrices and basic fundamentals of economics as it is todeay. Ve were
much more concerned with stratesglc raw materials, Tacilities, and things
of that sort. But I think thet }y this time you gentlemen all under-
stana the importance we in the Industrial College attach to problems o:
prices. You havs had a series of lectures. on pricing pollcles, and you
know our basic concern with this subject.

There are some of our speakers who, because of thelr great dis-
tinction, need no introduction. I think if I were to renind you that br.
Zccleg hae been the Cheairman of the Board of Governors of the Federal
‘Reserve System of the United States for the past ten years, that will De
anple to introduce our distinguished speaker wio honors us thic morming
withh nis wressnce.

MR. ECCLES:

General Armstrong and ofiicers of the Axmy end NWavy: I am glad to
note that the Army and Navy are proceeding to et together.

T recently hed to speak before the editors of the McGraw-Hill Pub-
lishing Company. I was not sure whether I had spoken to that group
beiore. There were quite a number of them that I knew. My assistent,
¥Mr. Thurston, was with me on thzt occasion. I turned to him and said,
"Lllictt, Go you recell vhether or not I have sver spoken to this group
before?" He said, "Well, I'm quite sure you haven't or I don't think
you would be here today."

I have always remembered thet. Probably the only reason I am here
oday is because I have not @ddressed this group before.

In coming across the bridge thils morning I thought of a story I
heart yesberday; possibly it is an old one. But there was o man standing
on a bridge vlth his coatv off, ready to jump into the water. A policeman
yelled to him, "Wait a minute!! Let's talk this thing over." The fellow
stopped andé said he was willing to talk it over. He tock up the discus-
sion with the policeman and pointed out to him the high cost of living,
the high taxes, dangers of inilation, the dangsrs of wer. ¥Finally the
policemzn said, "Vell,all right. let's both juwap in."

S50 I log in talking to you today I will not have such a disastrous
effect as that

o

(..

I buﬁnk it is a very, very desirable undertaking in which you men
are engagced. I em sure there is a great deal to learn out of & study of
what has hapvencd, at least from the standpoint o the economic aspects
of conducting the war so that we moy make fewer mistakes in the future.

-1 -
e e e RBOERTCTED



RESTRICIED

We sometimes I think feel, with justification, if we should get into
another war it will not make very much difference how many mistekes we
make., IHow, of course, we cannot proceed to live on that basis. Ve nmust
consideor the mistakes of the pest to avoid them in the {future.

In aovearing before you, I am, oI course, expressing the point of
view of & civilian. The criticisme I shall mecke I hope may be construc-
tive. Surely you need no commendation. You won the war; that speaks,

I think, 7or itself. '

The thing we, of course, are interested in now is considering--at
lecst from my own point of view--how we may have won the war with less
disastrous efiects in winning the peace. After all; the problems of the
neace ara vhe outgrowth of the economic.consequences of war. So, it is
in that connection I would like to talk to you. I assume, in talking to
you, this is off the record in so far cog the press is concerned.

GENERAL ARMSTRONG:
Yes, cir; that is correct.
¥R, ECCLES:

In syecking of the economic conscquences of the way in which wve
inanced the war, thet is, the cifect of the war on the postwar scononic
situation, I would like to reminé you that govermnment cost efter the Civil
Yar was seven times higher then it was before; that the cost of novernment
Cafter Yorld Wer I was four times greater than it was before the war. The
govermment cogt c.ter Vorla War II is not likely to be less, at any time,
than three times its cost even in what pcople choose to call, "the ox-

travagant, expensive days of the New Deal.”

Thet situation 1ls a resul: largely of war. In 1940 the total cost
of what we speek of as "netional defense," veterans' pensions, benefits
aznd interest; which is the cerryover from previous wars; was 3 billion
171 million, or 35 psrcent oif the totel cost of our Govermment.

JURNTY

General government cxpenses, including the Leglslative, the Judicial
and the entire Xxecutive branches of the Government, the civilian depart-
ments end agencies, totaled 989 million in 1940. Ve hear much talk
about this terrific govermnment expenditure, but if all of these depart-
ments were whittled away entirely it really would not save very muci.

Expenditures such as public works, aid to agriculture, work relief,
amounted to L Dbillion 338 million dollars, or a total expenditure of 8
billion 998 million.

Looking ahead to the Fiscal Year 1945, when the readjustment is
pretity well completed as a result of World Var II, it is expected the
total cost of the Militery Tstablishment would be about 8 billion dollers,
& billion for vensions and othor benefits to veterans and inverest, and
the public debt would be 5 bpillion; thet is, asswring a balanced budget
and no increased cost, in interest. Chould we increase intercst rates,

- .
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as some oFf the honkers think we should, that 5 billion dcllers would go
up accordingly. That 5 billion reilects the interest charge on the pub-
lic éebt at the oresent level oi inteorest rates.

411 other expenditures of the Government we estimate to be approxi-
mately & billion dollers, or a total cost ol avound 27 ©illion collars.
So it would seem thet govermmen’ expenditures are somewhet following the
vatbtern they foll swed after previous wars. They will be, I think, not
less than three times the government expenditures--"extravagant” ex-
penditurss in asenerel public opinion--of the period orior to the war.

-

Je cannot consider lightly the effects of war upon the postwer
economy. It 1s not vossible to adjust the prics level aiter & war to the
nrevar level without z scvere Geflation. There is always a substantial
deagree of inilation inmcurred in the course of war. Should the price
level go down to the prewer level, alter a few years we will find that
this would Dbriag in ite wake great unemployment and general bankruptey.
That always seems 1o be what havpens. The price level of 1931 and 1932,
that brought such finencial collapse in our country, was about as low as
that of 101h4 belore the Tirst Vorid War when we had reascnably full em-
ployment and prosperity. But we could not meke the adjustment without
the financial distrezs thet always comes in the wake of a deflation.

It seems to me, if we should again have a serious deflation, that he-
fore the price level or cost of living returns to the prewar level we
will in all vrobability do something to stop it; that we will not be able
to stand the financial and the economic pressurss o such a deflation,
wnich would entail widesovread suirering. '

However, inflation vhich is the forerunner of deflation, bezrs most
heevily or the fixed income of groups, including professional peorle in
Governrent and in the Armed Services. The incoree of these people become
entirely inadequate, and are not as a rule edjusted to meet the increase
in the cost of livingz. That is true with refersnce to Iixed salaries and
fixed charzes of all kinds. There is no ready adjustment and these fixed
selary or income ~roups are greatly penalized as a resuit of the infla-
tionary development. I know of no group that should be more interested
in avoiding an inflationary development than those in the military .
services.

Morcover, to the extent that we get a sgerious inilationary develop-
ment, the problem of maintaining ecoromic stability becomes that much
greater. The subsequent deflation brings in its waks mess unemployment,
rith 211 of the soccial and political Cangers that such an economic..
upheaval Yrings . aboub. That is why it 1 so lasportant at the.
present tims to maintain prices, the ctost of ilving, as nsarly -
28 possible at pressent lsvels.. Whether that can be accomplished, .. ..
the future alone can tell. Certainly it will not be accomplished unless
Congress is willing to nrovide the necessary extension of controls. 7Yoo
many controls have already been eliminated.

I wovld like to discuss here how this inflationary situction has
been brought about and to show thet it is & direct result of the way in
which the war was financed.
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I, personelly, ifelt In the fall

&ood job in holding inilation in line znd in holding
optinzistic about our ability to deal successiully
nflationary postwar effects of cur war expenditures.

costs. I felt pretty

witlh the

of 19kk thet we had done & pretiy

dovn our military

Howevsr, I became very discouraged in Januery znd Februsry 1945,
workod up these tables und discussed thea with General Somervell,

I
General Clay and also with Secretary
tor at the time.

I felt the Military had really gone overboard.
Nevy exmenditures were getting out of hand.

little justification for some of the
word from all of the Fedsral Reserve
baniers in the {inancial arcas, that
were very &isturbing not only to the
dustrialists vho were getting them.
program at that late date. It had a
financizl communit;r.

Vinson, who was Mobilization Direc-

Later on I discussed theom with President Trumen.

Both the Army and
There seecmed to me to be
things I knew vere pgoing on. I got
Districts, through the principal
the contracts that were being let
bankers but also to some of the in-
They wcre amazed at the procurement
very serious effect, I knovw, on the

In January 18945, Tor our war activities and rational defense we

spent seven and & helf billion <dollars, just for That month.
In March 1945 we jumped to £.2 billion,

ary we spent 7 blllion dollars.

viiich vas the highest For any month during the war up to that
April we spent 7 Tillion; in May, O billion.

In Febru-

time, In
That Military.

is for thae

The toval expeniiture of the Government wes aprroximately one Hiliion
Gollers more than thet each month; but mearly nine-tenths of the total

government

In June we epent 7.8 billion.

call, the Germans werc out of the picture--7.3 billion.
was a sUbstantial cut, 6.3 billion; September, 5.3 billion;
TIovember, 4.2 billion; December, 4.2 billicn.

billion;

Tor the year 1945, in which the
the year ond the Jepanese wax
tures vere 90 billion éollars.
18 pillion more than 1943.

They

In July--this is after,

cxpenGiture cduring the war was military.

you will re-
In August therc
October, 5

Gexnian war lasted less than halfl of

about two-thirds of the year, our expendi-

were % billion more then in 194L and

It seemed to me that thc 1945 expenditures bore little relationship
to the strength of the enemy; that with the German Air Torce practically
destroyed and with the Japancse Air Torce almost out of the picture and

the Japenese navy out of the picture--that. is even before 1945--wc

R

were

‘expending money on a very terrific scele.

I was mmech concerned about the situation and used this newspaper

item in discussing it with General Clay.
vith Mr. Byrnes, whc was also there at the time.

I discussed it, I am sure,
There vas a report in

the press that 8k udditional ships were to be ordored for the Iavy--this

is the MEV YORK TLMES of March 0.
the ways

Now in this proposed

283 contracts weiz being let in March 1945,

The »rosram aiready had 285 ships on

group or O4 ships, which were in addition to th

The proposed included aircra

T
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carrievs of the L5,000-ton class, as well as 4%,000-ton battleshins., It
"a° pointed out in ths press “eoovt that many oi these ships wouvld not bs
finished vuntil late ia 1947.
I thovent our milltary precple had lost all sense of the affects upon
our ecoromy; that we might win the war and lcose the peace; that we might
create a domestic situatlon, an inflationary eitunat on, which we would not
survive., Very shortly after thie came out, howewve:., I was delighted to ses
that Mr. Byrnes moved to cancel a good many of thers ships.

Ancther Indication which seemed to me to be a failure of the Military
to appreciate both the psychological as well as the financial effect of
thsir action on the civilian sconomy was the sizs of the uilitary forces.
In April the total strength of the Armed Foirces was 12 million 96 thousand
men. In May it weat up to 12 millicn 21% thousand. In June it went up
to 12 miliion 253 thousand. In July, 12 million 298 thousand. Now, rs-
member, Germany was out of the war at this time. In August, 12 =illion
250 thousand; September, 12 million 82 thousand. :

Had there been a more reasonable approach to the civilian interest,
to the civilian needs, to.the civilian pressures; had thers been what
would appesar to the civilian to be a more raticnal anproach to the situation,
I think the reaction which set in against the Military would have bee
ery much less severe than appears to bs the cass at the pressnt tiume.

I made this statement to General Somervell, General Clay, Secretary
Vinson, aud sevsral others. Also, I was out at a dinns» with seven Senators
and Mr. Patterson one evering in Merch of this same year. I felt this
vhole thing so keenly I let the Senators get me into a discussion of the
inflationary dangers. I might say I do not think it was particularly

approved of by Secretary Patterson; howsver, we wers good friends and cculd
Gisagres objectively.

I pointed out that we had thres fronts; they were possibly equally
important. First,we had the Eurovean front. At that time there was no
guestion sbout a pretty short ending of the German .Jar because the Rhine
had been crossed. It was just a question of month: or wesks. There was not
the remotest doubt it was going to end very shortly.

- Second,there "=s the Japanese war which wazs very far advanced. The
Japanese Ilset had been practically destroyed. The Japanese air force
had bsen rractically driven out of the skiss. The Japaness islands had
beer practically surrcunded.

Then there was the home front.

it sesued to me that unless ws considered all of these fronts and

their relatlionship, we were going to have very grsat difficnlty in the
postwar pericd in wincing the peace. I said we could not supvcrt the
Military cn the scele of manpover, materiel and expenditures in the
Pacific war accordin~ to its nlan, and at the game time meet the nrgent

postwey nroblem in I o ope and win the peace there, while avoiding a
~disastrous Irflatlonw 'y impact in the home country. But unless we could
Tind o way of cutiting back drastically cur ex uultures and manpowsy, in

- 5 2

-

P e . - R b atios e o e p XA T - o B IO - P e e e e n e em e e i e



RESTRICTED

so far as the Pacific war was concerned, and get a gradual reconversion
within our own country and start immediately to rebuilding some of the
devastation in Zurope, we would have chaos.in Europe; we would completely
lose the peace there and we would likely be unable to control inflationary
developments here. '

It seemed to me a little less might have been taken to fight the Japs
at that stage. A war of attrition might have been waged. Instead of
huge landing forces we might have continued our bombing and kept them
surrounded with a blockade and starved them of material and food. Starvat
and bombing ave diificult to resist; much move difficult than landing forc
A war of attritior would have rermitted vs, instead of demobilizing all
at once, with the abrupt impact that causes so much disruption, we could
have demoblized gradally. Some people said, "Ve are going to have an all
out war and an all-out peace™, That is just what makes for the greatest
economic difficulty.

We should have undertaken to relate our military activity tc the
strength of the enecuy. It seems to me it has always been a policy of
military stratecy or milita:y vlanning that at the time the last enemy is
defsated military sunply and production, the war potential, is at its
greatest. Now, not knowing anything about it I can talk as freely as I
am talking. But it seemed to me we started here (indicating point on “chari
vith cur producticn, our manpower, at almost zero. The ensmy is up here
(indicating) with great strength. As we pulled up, the enemy went down.
We cross the line there (indicating). When the enemy reaches zero Wwe are ¢
the very highest potential., Whether we heve One enemy or two enemies or
three enemies, or irrespective of the strength of our enemy, the record
would ssem to indicate Jjust that.

I think we should lsarn something fiom these economic and political
lessons of this war. I do not know whether it is pogsible for the Militax
to exercise immediate self-discipline in matters of manpower and expenditur
I know it is quite difficult. They are no different from any other orgzani-
zation when they gst into power. That is truve with every civilian organi-
zation, both public and private, with some -are exceptions. It is strange
hov we veact when it comes to our own immediate intarests. ‘e all want to
have a biggey and a better share, whether we are operating in the military
field or in the civilian field. I suppose it is human nature. e may
not overcome that; but it is a very serious matiter and one I think the
Army andé Navy should take into account.

tihen I made these arguments I knew nothing about the atomic bomb or
< ; Russians to enter the wair. Certainly there was

ess Jjustiii the program that was pursued, in the light of the
atomic bomd and in the light of the agreement with ‘Russia, than I thouvght
theire was--and . d:¢ not think there was very nuch.

How with velerence to the Zuropean front duvring the early months of
psace--wo did little or nothing simply because ws could not. The civilian
front had been stzet”hed right to its limit. Bul no couatry, except
Gerrany and nussic, Suring the war diverted asc much of its manpowsy and
ite puoduction for wur as we did. Approximately 45 percent of our entire
p.oduction of goods and services, was diverted tc the military.

-6
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We had a national product of approximately 200 billion In our peak of
production and of that amount 90 billion went for war expenditures.

That is an unusual achievement in a democracy and particularly in a
democracy that was not: being invaded and had not been bombed; that

was removed great distances from the scene of combat. That is a most
unusual civilian effort. We were put, almost to the breaking point on the
civilian front.

So that so far as Europe was concerned they got little or nothing.
We have been able to do little toward rehabilitating western Europe, and
where you do not have employment, producticn and order, Communism
usually takes over, because it seems to be the only kind of system that
can deal well with chags. Democracy does not dsal well with chaotic
economic situations, and the condition in Francs, western Germany, in
Hollané, Belgium, vestern Europe today is very bad. We are unable to do
very much about it.

Now if we had had five to ten billion dollars of the military
expenditure of a year ago to go in there with civilian goods to back
up the democratic governwents it would have been a great help. They
need trucks; they need railroad sguipment; they nc-d port facilities;
they need coal-mining equipment; thay need machine tools and they need
raw materisls in order to get along. We vere about the only place
left in the world that could supply those essentiial needs in order to
establish order in a war-torn Burops. We were unable to do much about it.
The result is we ors a long way from winning the peace. That is an
important aspect of the problem. :

We at home are struggling today against a potential inflation that is
far from being overcome. I do not think there is any assurance that we
will succeed in preventing a much greater inflation than you have yet
geen. All this is the result of the manner in vhich we financed the war,
in monsy, men and material.

I should like to show you what we did in relation to all other
countiries since we entered the war in 1942, These figures are. up to the
end of 1944, T think. In those years (1942, 1943 and 194L) there was a
total expenditure throughout the Allied countries cf 56{ billion dollars.
O0f this amount in that period 60 percent was prcvided by the United States
and 40 percent by all of the rest of the countries engaged. In the one
year 1944 we supplied 88 billion U400 million; the other countries 52
billion: With a total of 140 billion, 63 percent of the total was supplied
by the United States, and 37 percsnt by the reet of the world.

In 1945 the United States went up to a total of perhaps ac much as 80
percent of the aggregate amount of expenditures.

Going back to 1938 up to 1945 expenditurss for war and for the prepara-
tion for war in these countriss (the United Xingdcm, Canada, other British
Empire countries, Russia, France, and the United St.tes) amounted to
about 500 billion dollars. Our expenditures in that peiriod, from 1938 to
1945, inclugive,--even though we were only actually in the war for three
years of the time--wers 60 percent of the total war expenditures of all
the Allies. In dollars, 1t was clogse to 300 bpillion.
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Table I.: Federal Budget, war and transition
Total Funds Raised

(in billions of dollars)

( ! ! ~ 1 Taxes a
. . 1/ ! ! Percenta;
Pexiod ! From Taxes .! From Bo;row*ng_ ;Total . of Tot:
Fiscal year
ending Junes 30. »
1940 s | 2 1.9 8.4
1941 7.6 £.5 1h.5 52.4
g2 12.5 21.8 3l 6. 27.0
1943 82.3 63.0 85.3 26.1
104L Mol o ,4 61.65 105.7 L1i.7
19hs . . 46.5 ; 535.7 ' 102.2 bs.s
1946 38.6 | 16.1 sk, 7 70.6
19u7 ‘ 31.5 , -3.6° 27.9 112.9
1940- 1045 158.7 211.5 350.2 39.6
19L0-19%6 177.3 ' 227.6 4ok .9 43,8

1/ Changs in interest-bearing dsbt, direct and guaranteed.

Note: "Total Funds Raised” is defined to include (1) met receipts, genc
nd«snecﬁal accounts, and (2) thée increase in total interest-bearing dir
nd guazanteed securities. Ncte that for any single year expenditures :
fall short of or exceed funds raised, dependlng on changes in Treasury
balances. ’

-8 -
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In order to give you some idea of why I was disturbed a year ago
when I got the reports from the banking districts on what was going on
by way of procurement and on the manpower front, I tried to put the thing
down so I could see it visually and so that I could effectively present this
case to some of the military pecple and people like Mr. Vinson.

You will notice here that in 1940 total fundis raised, (See Table I)
by the Govermment were 7.9 billion dollars. At that time we were very
nuch appalled in this country about our "extravagant" expenditures. You
will recall in the last half of 1940 we had adopted a defense program.
When the Germans went into Paris. we . became very tusy and Congress auvthorized
a two-ocean navy. There were some other expenditures that locked very
big by comparison with any military expenditures we had had in peacetimes,

. You will notice what has happened to these figures. For the fiscal

"~ year ending 30 June 1945, the amount was 102 billion docllars. The estimate
for the year ending 30 June 1946 is 54.7 billion. Now here is the serious
part of it when you conslder the borrowing that has taken place. The

basis of inflation, of course, comes through the monetary development. I
am going to talk to you primarily with reference to how we financed the

war and why it is inflationary, and why there cortinues a higher level of
prices after the war than prevailed before the war. The total borrowing
during this period was about 228 billion dollars. (See Table I)

Je went into the World War with practically no public debt and came
out of that war with a public debt of about 25 billion dollars. During
the Twenties it was reduced to 16 billion, (See Table II) During the
depression commencing after 1929 and going over to June of 1933--that 1is
right after the Bank Holiday--we did not increase the debt by increasing
government expenditures because, as you will recall, there were a great
many people who thought the way to gst over a depression weas to balance the
budget in a depression, which was exactly the oprosite from what we
should have done to get over it. There was a deficit in that period
of five and a half billion..It might be called the "Hoover deficit"
because during that period our national income fell from 80 billion to
o pillion. The tax revenues practically disappeared. Government
expsnditures were actually decreased in that period but they did not -
decrease as Tast as the revenues decreased so that some deficit was
created, not because of Government expenditures, but because of a loss
of reverme due to idle men and idle factories and a lcss in national
income.

The period up to the Defense Program comprised the eight years of
New Deal expenditures. Public Works, the W,P,A., Civilian Conservation,
and all of the expenditures during that periocd (wvhat we call Relief and
Recovery) created a deficit of 26 billion. (Table II). So that we really
started our Defense Program with a total debt of 48 billion dollars,
which was practically twice as high as the public debt had ever been in
our history before.

Then here 1s what happened (Téble III) these figures do not show
the total cost of the war; but the public debt, that is, the agount
spent for war which we failed to collect back frem the public in taxes.
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Table II

" Tgble II. The Federal Debt
~ DPeficite from War and Depression

(in Pillions of dollars)

. fnterest:bearing,Debﬁ
4 S A l/ = Change Outstanding
Period . Dates | = During Period ~ End_of Period
World War I . 1916-1919 +ekh.2 . 25.2
ﬁsduction in ¥ Twentfeg':, 1919-1930 . 9.3 | . 1529
Zarly Depression  1930-1953  + 5.5 o1k
Zelisf and Recovery 1953-1940 +26.5 . 7.9
World Ver II 1940-1945 Co42115 0 256.8
1945-1946 +16.1 . 272.9
1946-19%7 - 3.6° - 269.3

i/ All figurss apply to 30 June dates with the exception of 1930 which
appliss to 31 March.

Note: All interest-bearing direct and guaranteed securities are Included.
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Table III. Total public and private gross debt 1/

(in billions of dollars)

End of Calendar Years
Type of Debt

1929 | 1935 | 9ko [ ighh [ 1ok«
Total 213 187 215  big h53
Public A 35 45 Th 260 298
Fedoral 18 25 54 ol2 et
State and Local 17 20 20 18 16
Private 178 - ke 11 159 155
Corporations 109 Ok 91 110 .107
Other 69 - 48 50 kg : L8

1/ Frem "United Ctates Debt Pattern in lar and Peace" by Alvin Slater,
Survey of Current Business, September 1945,

* Estimated.
Note: The table shows the gross debt, public ard private. The figures
for 1929 to 1940 are from Survey of Current Business, Department of
Commerce, July 19Lh; figurss fqr later year's are estimated,
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It is the money which we borrowed from the public together with the
money we created by the borrowing from the banks.

In 1929 the total corporate debt amcunted to 109 billion, that Is
all of yous railroad bonds and your utilities and industrials and every
type of bank loan and obligation of svery corporation in America.

The total private debt was 178 billion., That includes all out-
gstanding actual consumer credits; farm mortgages, home mortgages, every
dollar of non-corporation obligation of a private nature, as well as
corporate debt. :

Finally there is .the total city, county and what we call municipal.
Then thers is the Federal Government debt. Comparing 1933 with 1929, you
gee the process of liquidating private and corporate debt--the process of
deflation which practically clossd all the banks. It brought general bank
ruptcy in the process of trying to squeeze out that much debt, because
when people pay their obligations and when corporations pay their chbligatic
they are not consuming. When they fail to consume, the market disappears,
unemployment devslops and a cycle of deflation resulis.

It just took that much to bring the national income down from 80
billion in 1929 to k0 billion in 1933. The amount of debt liguidated
in that period was less than the difference in the national income between
1929 and 1933. Just the one year's lcoss in income through unemployment
equalled more than the total amount of debt that was ypaid during the
depression. So, we &id not solve a thing by the process of liquidation.

After 1933, wvou vill notice that the level of private debt held about
ever up until 19k0. It went up slightly since then.

Speaking in terms of figures at the end of 1945 we had a total debt
of k53 pillion. The Government debt was 282 billion; the city, county
and states had been reduced from 20 billion to 16 billion; the total privat
debt which was 178.billion.-in 1929, i8 now 155 billicn.. The total private
debt is 23 billion less now than it was in 1929, whereas the Federal
Govermment debt has gone up from 18 billion in 1929 to 282 pillion.

Whereas the public debt, in our financial operations, was not an
irportant factor priocr to the war, today it is the determining factor. The
guestion of interest rates must be determined, cn a basis of the effect
on the public debt. The necessity of menaging the public dedt so as to
prevent an increase cost to the Government and the taxpayer is a matter of
first importance.

The private debt has become of secondary importance. Thus we have
made a very basic and fundamental change. This change in our structure has
affected very seriously our economic-pclitical situation. You can all see
from these figures that the management of the public debt is going to be
the criterion in debtor-creditor relationships.

There is going to be little or no freedom with reference to the
question of interest rates. The economy is going to have to be managed
with less use of the traditional practice of raising the interest or the
discount rate in order to curb inflationary developments or on the
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deflationary side to reduce interest rates in order to create a favoradle
climate for expansion.

That use of the interest rate by the central banking system 1s not
applicable today because of the serious impact which it would have upon
the public debt. A fraction of one percent change in the Interest rate
would add a billicn dollars to the interest cost and to the tax structure.
. To ask the taxpayers to pay a billion dollars mors in taxes so as
to pay that much more interest on the public debt held to a large extent
by the financial institutions would not be readily acceptesd.

Here is what we call the inflation potential. (See Table'IV), These
are the government securities held outside the banks. (The figures exclude
also the holdings by insurance companies, the mutual savings institutions,

the building and loan companies, various retirement funds, such as the
social security, veterans retirement and railroad retirement. )" The
amount is slightly over 100 billion dollars,

Going back to 1920 when we had the inflation following World War I
the total inflation potential was 58 billion. Currency in circulation
was 4 billion and amounted to 18.6 billion. This includes checking
account, not savings. o o

We had quite a little inflation there, if you will recall. In 1929
thers was no inflation in the cost of living. It was an isolated phenomena
in the economy. There was not a general inflation as some people think,
because the actual cost of living in 1929 was 10 percent less than it was
in 1924. 1In the middle of 1929 thers was more unsmployment than there was
in 1928 and 1927. So you did not have an inflaticnary force at all.

Now licuid assets have increased snormously from a comparatively

small amount in 1940. We will take this year because I think it is much closer

to our sitvation now than, say, 1929. In 1940 there was a total of 60
billion of deposits., There was a total of 6.5 billion of currency and

of govermment securities held by all corporations and individuals

amounted to 12.8 billion. Since then, the deposit structure has increased
from 60 billion to 150 billion; currency has come up from 6.5 billion to
26.8 billion. The public debt held by individuals has come up from 12

to 100 billion. There is the inflation potential: 275 billion dollars

at the end of 1945 as against, in 1940. 80 bpillion dollars.

To the extent that we financed the war out of taxes, there was no
inflationary effect. The unfortunate thing is that we only financed
LL percent out of taxes. That inclused the fiscal year 1946, up to 30
June 1945, The ration would be less than 40 percent. (See Table I.)

No country has ever financed a war without borrowing money. It is
politically impossidls to levy taxes hbavy enough to do it. I understand
that a small country like New Zealand, paid for two-thirds of her war costs
out of taxes. Russia has prsvented inflation pretty well. She has financed
her war quite differently from the way we financed ours. She owns all of
the banking system and assumes direct control which,-of course, in a
democracy is not possible,
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Teble IV. Inflation potential in liquid assets

(in billions of dbllars)

June 30 Dec.?l

i
!
'
;

. T l :
Type of Asset 1920 | 1929 1933 | 1940 194k | 1945 1 19L5

Deposits _ _ o ‘
Demandl/ 186 225 1.k L 3.9 60.0 69:0 75.9
Tine 15,8 26.6 217 2% 35.7 b3 RS
. S. Govit 0.3 0. 0.8 0.8 19.5 2hk . 2h.6

Total 34,7 51.5 . 56,9 60.1 115.2 137.7  148.9

Currency2/ b1 3.6 4.8 5.5  20.7 . 24.9  26.8

U.S;.Securitiesé/“18.9 10.0 . 10.3 -12.8 4.0 93.7 100.1

Grand Total 57.7 . 65.1 52,0 79.h°: 209.9  2356.3  275.8

1/ Demand deposits adjusted

2/ Currency outside banks

2/ Excludes holdings by U.S. Government Agencies, Federal Reserve Banks,
Commercial Banks, Mutual Savings Bank, and Ineurance Companies.
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The British, I understahd, have financed about 52 percent of their
war. costs out of taxes; Canada, about 50 percent.

We have paid for about 40 percent of ours. We did not do as goo

job in taxing as we should. It was not the fault of the AdministﬁatLon—-
as you will recall, it was the Congress--because The President saw this
danger. The Treasury and the Federal Reserve people were very much in
favor of increasing taxes further to take off the inflationary pressure
for goods and services. What the people pay in taxes, they do not have
to spend. Thus we were interested in heavy wartime taxes from the stand-
point of reducing the inflationary pressurc as well as keeping down the
expansion of the public debt. :

You will recall the President vetoed the tax bill that was sent to him and
Mr. Barkley, his own leader, assailed the President and the Administration
and led the fight through Congress to override the veto and put through a
tax bill which yielded far less than Mr. Roosevelt was insisting upon. So
everything that could be done politically to get more taxes was done.

Let us consider the difference between the 4O percent that was collected
in taxes and the 60 percent that was borrowed. Now if the entire 60 percent
had been borrowed from individuals and corporations, if it had been
borrowed from the public exclusive of the banking system, the commercial
banking system, then you would not have expanded the deposit structurs
at all,

To the extent that individuals, corporations, savings banks, insur-
ance companies, etc,, purchase government securities, these funds are
taken off the markst for civilian goods and services and are passed on to
the treasury. In tune process no new money is created.

But actually we did a fairly poor Jjob of distributing government
sscurities to the public by comparison with what some of the other
countries have done. We relied extensively upon borrowing from the
banks. A short time ago I received a letter and a report from the Governor
of the Bank of Canade giving an analysis of the Canadian picture and
of war financing in Canada. As I recall, 38 percent of the debt wes
placed in the hands of individuals--not corporations--as against 21 percent
of the debt in this country taken by individuals. We consequently gct
much more of the debt financed by corporations and by the commercial
banking system. :

Without taking the time to go into the technical analysis as to the
difference between commercial banks buying bonds and nonbank investors,
whether ihdividuals or corporations, buying them, suffice it to say that
vhen commercial banks buy government securities new money is created. It
is exactly the same as printing-press money which, in effect, is the
creation of money by credit, . ’

Our whole source of money is basically credit. Vhen private financing
is undertaken through the banking system, that creates money. Whenever a
bank makes a loan it creates a deposit which did not exist before the loan
vas made. That deposit can be drawn out in currency. Therefore, the volume
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of currency. is controlled not by the banks or the Fedefal:Reésrvé Bgnk
at all; it is controlled by the owners of the deposits. ’

The way the banks are able to make loans, either to individuals or
corporations or to the Government is through the reserve that is given to
them by the central bank. They operate on what we call a fractional-roser
basis. It used to be 10 for l--for every dollar of reserve they could
create ten dollars of credit. Under existing reserve requirements, for
each dollar of reserve they can create about six dollars of credit. As
you may recall, in-World War I the Government started out with a 3 percent
rate and ended up with a 4.75 percent rate. Certainly if we had anything
like that rate now we would have a 15 billion dollar interest chargs inste:
of five billion. We would have a simply fantastic situation if the
intersst rate were that high, because the earnings of the commercial
banks at the present time, after taxes, are higher than they have ever
been gt any time in their history, as a result of profits and interest
on government securities, which are, of course, riskless investments. The
banking system through central banking operstions providéed the money that
was not provided in taxes or by nonbank investors.

The Federal Reserve now holds some 23 billion in government securities
as a result of -what are called open-market operations. These operations
ofi'set currency withdrawals and gave member banks reserves to buy
government securities.

Had ws been able to finance the war more out of taxes and out of
savings, we Wwould have had to sell fewer government securities to the
commeréial banking system, of course, and this would have resulted in
creating less money and thus less of an inflationary situation. There is
much less danger in having this potentlal inflation in securities than
there is in having it in monsy. DPeople who buy Series Z, F, and G Bonds,
or who buy investment securities, are much less likely to sell those
securities to buy something else than they are to spend currenqj'04 their
money in a checking account. But should thsey lose confidence in the
purchasing power of money, in our ability to prevent an inflationary
development, the danger is that there might be a flight from Government
securities. In that case the market would have to be supported. The
Federal Reserve would have to provide the support and give ressrves tc
the banks so that the banks would also buy the bonds. As a result instead
of the security holdings, you would have an increase in deposit holdings.

Our problem in managing the public debt today is to mailntain

confidence in the purchasing pewer of the dollar so as tc persuade people
not only to hold on to the sscurities which they now have but also
to buy additicnal securities so as to take the pressure off the market
where the supply of goods is still short. It is Jjust as necessary today
to get the public to continue to put savings into govermment securities,
because if they buy them today, this will reduce the amount of deposits
and increase security holdings. You can reverse the increase in depcsits
by continuing to sell bonds to the public, The woney thus vorrowed from
the public can.be used to pay off the bonds. . that are held by the banks.
C“Hence it is vitally impcrtant today that we hold this line againsi )
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inflatioh’so'that'the‘geﬁeral public will continue to have confidence in their
money and. thus in holding their government.securities and -buying more of them.

I believe there is going to be a balanced budget in the fiscal year
1947. It apvears now we are going to be able to redeem debt, in the
calendar- year, out of balances held by the Treasury and cancel tax revenues
by possibly 15 to Z0 billion dollars. On 1 March there was a reduction
of one billion dollars of Treasury Certificates that fell due. On 15 March
there was one billion 800 million of notes and bonds that fell due that
were paid, There is going to be two billion of coertificates paid on the
firet of April. :

All of this is in the right direction, If wo can induce Congress not
to decrease taxes at this time but to hold them where they are until there
" 13 an adequate supply of goods and the inflationary danger 1s over; if we
can induce Congress to extend 0,P.A, before their organization fallse apart,
and without amendments that will so cripple 1it, it cannot function; if we
can avold future disastrous strikes which curb production; in other words
if we can get increased civilian production, we can avoild a further.increase
" in the public debt and start decreasing. it.

If we can bring about some reduction in the supply of money through
a balanced budget and through the payment of some of the debt out of the
existing balances the Treasury has; if we can maintain our tax structure as
it is,; and keep out of another war, we have a good chance of winning the
battle against a disastrous inflation.

General Armstrong, I have talked an awfully long time here. I should
apologize to all of you for trying to cover so much territory. I have
talked off the cuff. I possibly could have said all that was worthwhile
saying in a very brief period had I written it out, but I did nct have
time to do that. I hope you will forgive me if I have taken up too much
time.

I thank you.
GZNERAL ARMSTRONG:

Mr. Beelss, I want to thank you, sir. I am very glagd¢ you did.not
write your spsech. I would like to make thils corment, and I am not being
or. the deiensive,

MR, ECCLES:

Oh, the Army never goes cn the "defensive"l
GZINERAL ARMSTROKG:

In 1944 the Army--I can only speak for the Army--tried to anticipate
the end of the war. They cut and cancelled contracts all over the place.
That was in the early fall, or the fall of 194k. Then along came the

Battle of the Bulge. All those contractshad to be started up all over
agaln and the Army lost faith in its ability to guess the end of the War.
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In other words, the element of surprise in warfare is such an important
element and.the responsibility of military and naval leaders is sc great

- they are naturally reluctant, I think, after the experience of the Bulge,

- vhich wvas extremely perilous, to go too far in anticipating there would
not be any more surprises. Suppose that it was the enemy who had dsvelope
the atomic bomb shead of us; why then the foresight (you would have called
that then) of the military and naval leaders in having adequate preparatio
of material resources would have possibly saved the country in the long
run,

I simply mention that because I think that, as you said, sir, we
must remedy the misunderstandings that grew up between the civilian
agencies and the military and naval establishments. It is something we
must take care of in the future. -

I hope, sir, when we start our first regular course in September
that it will be possible to include in the student body, which will be .
about 100 from the Army, Navy and Air Forces, at least one representative
from the Federal Reserve Board, a man high in your organization, who can
come in and spend.the year or 10 months in the College, lsarning the
point of view of the Army and giving us, above all, the point of view of
the Federal Reserve Board in this business of the conduct of war.

I‘ﬁant to say to you, Mr. Eccles, we are extremely‘grateful to VQu
for the time you have given us for this presentation this morning.
are nlghly honored and deeply appreciative of your contribution.

Than you very much.

(2h July 1946--200.)S -
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