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Mr. Thomas B. McCabe, Chairman, Boerd of Governors of the Pederal
Reserve Gystem, was born in Whaleyville, Marvland, on 11 Jnly 1893.
He attended Wilmington Conference Academy, Dover, Delaware, and was
graduated from Swarthmore College in 1915, receiving his A.B. degree
in economics. He holds honorary degree of 1LL.D. from Swartimore
College, 1947; Hahnemann Medical College, 19483 Drexel Institute of
Technology, 19483 and Trinity Collsge, 1949. He advanced firom salss-—
man to president of the Scott Paper Company during the period from
1916-1927 and has occupied that position since 1927. During World
War I he served in the U. 5. Army and advanced from a privaic to a
captain. He has been a class "C" director of the Tederal Reoerve
Bank of Philadelvhia since 1937; deputy chairman, 1938; and chairman
of the Board and Federal Reserve Agent, 1439=1948, Former chairman of
the Chairmen's Conference of the Faederal Reserve System. Chalrman of
Special Committee Tfor two years to study executive officers' rositions
and salaries in the twelve Federal Reserve banks. In 1948 he became
member and chairman of the Board of Governors of the Federal Reserve
System. He has been & member of Pusiness Advisory Council for the
Department of Commerce since 1940 and was chairman from 1044-1945. He
served in 1941 as deputy director of the Division of Priorities, Office
of Production Management. During 1945 he served as Army-Havy Tiquidation
commissioner and was awarded the Medal of Merit in 1946.
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THE ROIE OF THZ FEDERAT, RESERVE I WARTIME
10 Janvary 1951

- GENERAL HOIMAN: No matter how expertly we may be able to plan
for the mobilization of our manpower and material resources, we cannot
for a minute overlook the problems of financing a war. Econcmic stabi-
lization is a very important aspect of the mobilization process. Tt '
1s quite true that the man in wniform does not have the direct responsi-
bility for war financing, but the influence of his planning dees have
a great deal to do with the tax burden and the cost of a war., It is
for this reason that the Industrial College is so acutely interested’ in
all the problems of financing a war.

Our subject today is "The Role of the Federal Reserve Sysiem in
Wartime." The college is greatly honored to have with us to discuss
this problem the Chairman of the Board of Governors of the Federal
Reserve System, Mr. Thomas B. McCabe .

Mr, McCabe, we feel greatly honored to have you with us this
morning and welcome you to this platform. - ’ ~

MR. McCABE: Gentlemen, it is a pleasure to be here. I have looked
forward eagerly to coming here today, becsuse 1t affords me a chance
to be back in familiar territory and to see many old friends. When T -
was serving as Army and Navy Liguidation Commissioner in 1945 and 1946,
I had the privilege of working with some of you here in Washington and
of visiting others of you in Army and Navy bases throughout the world.

I will never forget the many acts of courtesy and helpfulness which
you accorded me in Europe, in the Middle Bast, in India, arnd in the
Pacific. Some of my most pleasant recollections arc of nights spent
in your billets in places farthest from the civilized world. Some of
my most cherished friendships date from my ovn period of military
service in World War I. ' '

We used to think of the military as a class apart. We msed to
think of military problems as highly .specialized problems outside the
scope of general civilian background, Now we know that every nilitary
problem may have aspects that require evaluation on the broadest basis
possible. Equally, we know that problems such as we deal with a% the
Board of Governcrs are frequently shot through with military considera=
tionsy It is gratifying that the armed services have grasped this fact
and are moving to train leaders capable of upholding this new concept
of the role of the military in world affairs and in a democracy like
otwrs, which has always had an abhorrence of wars and the makings of war.

1
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We are justified in having confidence in what you will produce
here. The training programs have proved their value. Nev.r before in
American history have we witnessed such a succession of military
leaders competent in their art and capable of dealing av t13 highest
level with political, diplomatic, and adninistrative probleus. The
names of Marshall and Eisenhower are only two of a long list of highly
gifted, broad-gauged personalities that emerged from the armed forces
dvring World War II. They are a product of your system of celection
and of your postgraduate training program. This is a distirnzulshed
accomplishment. .

Tn the present crisis two great questions are of suprem: importance
to our people at home and to adherents of human freedom throushout the
world. The first is, How can we build up our defenses to meeh the’
threat of world aggression by the Communist forces? The second 1s, How
can we maintain the valve of the American dollar?

Vou can't have a defense program without a sound dollar. T am
convinced that you can't have anything that approaches a peaceful world
without a sound dollar. Since T an not qualified to discuss nmilitary
problems, I want to confine onr attention to the second of these impor-
tant questions, which is so much in the center of every citizen's
altention these days. I want to show you what the role of a central
bank like the TFederal Reserve is in helping to preserve a sound. dollar.

Since the Federal Reserve System has the statutory responsibility
of regulating the volume, cost, and availability of money and credit,
it is of importance that all of us have a clear understanding of its
history, purpose, and its present objectives.

The role of the central bank in this country, and, ir fact, in
other countries of the world, has often seemed to be a mysherious one.
The 101d Lady of Threadneedle Street! was never fully understood--what
lady is?--but for generations the Bank of Encgland has commsnded the
admiration and respect of the Inglish-speaking peoples of tre world.
T welcome the opportunity to talk to a thoughtfnl group like this on this
subject, which T feel you want to understand and wihich is s~ vital to the
preservation of our kind of a fres-enternrise, capitalistic cconomy.

The Federal Reserve System was established by the Congr:ss in 1913
as a wique creation in the history of central banking. The legislation
was given highest priority early in the first Wilson adminisir-ation
following a succession of money panics that focused public atiention
on money and credit problems. Iv representad the first central banking
authority in this country after the charter of the sscond Bank of the
Pnited States had been allowed to lapse in 1836.




The act provided that the Federal Reserve should have an inde-
pendent status in the govermnmental structure, reporting directly to -
the Congress. It set up a Board of Governors here in Washington, and
a decentralized network of 12 regional banks and 24 branches located
so as 1o serve every commercial area in the -country. Thus, as you
can see, in terms of the current talk about dispersing government
agencies in the event of atomic warfare, we are already "dispersed,"
Operations could be interrupted at any one of these points without
seriously interfering with the work of the system as a wholn.

Frofiting by the early experiences in this country of sharp public
reaction to dominant private ownership and control of a central bank,
the Federal Reserve Act provided for an-efficient and effective com=
bination of both public and private managément. The Board of Governors
1s primarily responsible for the formulation of broad credit and mone-
tary policies. 1In order to inswre the independent and nonpolitical
character of the System, Congress provided that the term of each member
of the Board should be for 14 years.

The individual Federal Reserve banks, the stock of which is owned
by the banks belonging to the System, have primary responsibility for
the relationships with the member banks and with the business community
in their omm locality. Moreover, management of the individual Reserve -
banks and their branches is under the immediate direction of the more
than 250 men who serve on their boards of directors.

To balance the public and private interest, some of these directors
are appointed by the Board of Governors and others are elccted by the
commercial banks belonging to the System. These directors represent ’
a cross section of the hest leadership in American industry, agriculture,
education, and finance. For example, the Board of Governcrs appointees
for the Wew York Bank are Judge Patterson, former Secrehary of War;
Robert Stevens, a former colonel in the Army, who had a distinguished
record in handling procurement in World War II3 and William T. Myers,
now Dean at Cornell Unilversity, who is familiar to many of you here for
his outstanding work in reorganizing the farm mortgage system during
the depression.” We count heavily on the Reserve bank directors to give
us a first-hand, region-by-region appraisal of economic conditions, and
of the effect of our various actions, as well as for advice on policy
matters., : '

L repeat what I have said many timegs=—-that T am thoroughly con-
vinced that the auvthors of the Federsl Reserve Act gave us a wmonumental
plece of legislation, a systen tailor-made for the economic exnansion
of our country. The System might be compared to a great pyramid, with
its base in the grass roots of our economy, and 1ts apex in the Board
of Governors. The breadth and strength of the pyramid are in its base,
with the member banks and the Reserve banks as elevations in the slope
toward the top.
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T am more convinced than-ever befere of the truth of that statement=--
in regard to the effectiveness of this system. For more than 10 years

T gerved on the board of the Philadelphia Faderal Reserve Bank, and for
almost three years more I have served with.the Board of Governors in
tashinzton. It has been a great experience 1o observe the intricate
workings of our credit and monetary machine and to view its relablionship
to the. national econemy. '

So much for how the Federal Reserve is organized. Now, let!'s see
just what some of the things are that we do.

>
-

First of all, I am sure you are familisr with the more or less
roubine finections we perform, such as supplying coins and currency for
cirevlabion, clsaring checks, holding member. banks' reserve balances,
transferring funds from one section of the country to another, and
serving as fiscal agents for the Treasury in the issvance of savings
bonds and other govermment securities.

These necessary and important housekeeping functions account for
most of the staff of the Reserve banks. These are the facilities pro-
vided. for the accommodation of the member banks and for the public
generally. Most of them invelve heavily increased loads in wartime,
particularly the issuing of covernment secvrities. :

The most important facility from your point of view is the opera-

tion of the Veloan program, recently reinstituted under authority of
the Defense Production Act of 1950. One of the principal problems of
the military procurement agencles during the period from 1941 to 1945
was that of finding sufficient productive capacity tc manufacture the

- tanks, planes, ships, and guns and their component parts that were
required., In large part this was a problem of building new factories
and facilities. Tt was also a problem of expediting production in
existing plants by contractors and subcontractors who had the necessary .
technical competence and physical capacity but lacked sufficlent working
capital to get under way.

Tn" March 1942, an entirely new mechanism, xnown as the V-loan
program, was devised to facilitate this special type of financlal assist-
ance for war contractors. The armed services were avthorized to guaran=—
tee extensions of credit by private financial imstitutions for war
production purposes. The Federal Reserve banks acted asz iiscal agents
of the armed services to bring together the producer, the financial
institution, and the guaranteeing war vrocvrement agency. The nrocedure
resulted in greater participation Wy the private banking svstem and
consegquently lessened both the need and pressure for direc’ governmendy
financing. :
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Total disbursements of loans under the V-loan,program exceeded
12 billion dollars. Over 90 percent of the number and one-third of
the amount of these guarantees were on loans to businesses classified
- as small and medium~sized., The program was not only effective from a
procurement standpoint, but it was also financially self-supporting.
In fact, net revenue to the Treasury from the guarantee program
amounted to more than 23 million dollars. ;

Important though these activities may be in our daily business
and commercial life, and in expediting the military procurecment program,
the primary responsibility of the Federal Reserve is the formation
and execution of monetary and credit policies. In normal times these
are designed to assist in promoting sconomic shability. I used the
word Yassist" advisedly, because you realize that many other govern-
mental policies, such as nilitary and fiscal policies, have a most
important influence on economic growth and stability, particularly in
a war period. I also used the word "promoting!" rather than "econtrollinz®
or "regulating" because we can only. influence economic deciclions; we do
not directly control them, This is R often misunderstood aspect of .
central bank policies. ‘ ‘ :

The traditional role of the central bank. in establishing monstary
and credit policies is one which has evolved over the centuries as
society, after a series of painful experiences, learned that in a
complicated economy "money does not manage itself.! Monetary policies
are directed toward adjusting the volume of credit and money in accord-
ance with the needs of the economy so as to avold overexpansion or
contraction of production, employment, or prices.

If the supply of money and credit is too low in reélation to the
output of goods, central bank actions are designed to make credit more
easily available at lower cost, so that its use in expanding con-
sumption and investment will be encouraged. On the other hand, if the
supply of money and credit threatens to be excessive in relation to the
availlability of goods or our ability to increase the supp.ly of goods,
then contrary actions are in order and the credit reins ave tightened.,
The use of credit must be restricted and discouraged.

The power to influence materially the amount, availability, and
cost of money has far-reaching implications that are political as well
as economic. That 1s why historically there has always becn in many
countries of the world a struggle for control of the central banking
auvthority. Obviously, if those in power in a country can dominate the
functions of its central bank, they likewise can control the cost of
obtaining money to run the government and may be quite tempued to
substitute low-cost borrowing for adequate taxation, thus paving the
way for inflation. :




That is why, in all countries, central banks are set up us
separate institutions, frequently with priyvate ownership and warying
degrees of private control. They are not organized as a subdivision
of some government department. ‘

This separation is generally continued even where central banks
have been '"nationalized," that is, brought under public ownership.
Tt has continued even in cases where aubocratit or socilalistic govern-
ments have gained control and have removed any vestige of private
ownership or operation.

Here in this country the Congress in establishing the Federal
Reserve deliberately sought %o insulate it from predatory and partisan
pressurés. At the same time, the act clearly recognized that central
banking was to be regarded henceforth as a public functlon, to be exer-
cised in the general public interest and subject to public control.

There are bound tc be divergent views as to what is ard what is
not in the public interest. Trying to reconcile the necesslty for
public control and yet avoiding the danger of domination by political
forces is the dilemma which central banking avthorities the world over
constantly face., In my opinion, the Congress resolved this question
for the United States by setting up the Federal Reserve as an independ-
ent agency; but there is not the slightest doubt in my mind that Con-
gress would radically alter the System's organization if it jursued
policies against the public interest, as interpreted by the eople's
elected representatives. ' '

Now let!s turn our attention to the effect of war and threats of
war on the policies of the Federal Reserve.

In a period stich as we now face, when our industrial output will
have to be maintained at "forced draft" for a considerable period of
time, the focuns of our monetary and credit policies must be to help
preserve the value of the dollar and at the same time assure full and
adequate financial support for the war effort. What significance is
there in our operations and in the functioning of the economy in proced-
ing periods of defense preparation and war that will throw light on
the monetary problems we face in the months and possitly vears to come?

The overriding problem which the Government faced dvring World War
TT was the problem of how to raise the staggering amounts of money that
were required. I cannot overstate the importance of the mathods by
which public funds are raised. If the job is done properl:, the whole
effort to stabilize the zconomy and preserve the soundness of the dollar
is made immeasuvrably sasier. If it is done badly, it is no exaggeration
to say that it is possible %o destroy the very socilety which we are
struggling to preserve.
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The experts in monetary and fiscal policies are agreed, for
example, that failure to consider adequately this aspect of war finance
was & contributing factor. to the complete disruption of the German
economy following World War T. Germany failed to tax adequately to
‘meet its war expenditures. Tt left to its central bank, t:e Reichs~
bank, the problem of raising the necessary funds on a credit basis.
This negligence, plus military defeat, contributed to the ruinous in-
flation that wiped out the basic values of German society during the
pogtwar period and laid the foundation for Hitler Nazism.

In our own country, the present complications in debt management
and monetary policiss are in no small measure related to recognized
deficiencies in the financing of World War IT. Our tremendous -Federal
debt, which is presently five times the size it was in 1939, is today
the dominating influence in our money markebs. co-

Only about 40 percent of the total cost of World War II was raised -
by taxation. As the Preésident stated so clearly this past fa”l, "We
borrowed too much and did not tax ourselves enough.™ o

Responsibility for determining what share of our total éxpenditures
will be met with tax revenues ultimately falls to the lot of Congress.
The administrative agencies, however, must bear a responsibility for
pointing up the importance and long-run implications of a given tax
program. : ' : '

To the extent that tax revenues fall short of the CGovernment!s
need for funds, the difference must, of course, be raised by borrowing.
Again, the basic responsibility for determining the types of securities
to be offered, the maturities, the interest rates, and the buyers to
whom such securities will be offered lies with the Treasury.

The Treasury in raising the necessary funds in World War TIT was
naturally and properly concerned about keeping the cost of borrowing
low. This minimized the burden of servicing the resultins debt. The
Federal Reserve's principal concern as the Nation's monetary authority
was to see that the means used to raise funds were as noninflationary
as possible. The Treasury also had a long-run interest in this same
objective.

To'the extent that the funds did not come from taxaticn or borrowed
savings, they had to be raised through the banking system. In other
words, the banks were used to create credit to make up deficiencies in
the funds that were needed to finance the war.

In this process the Federal Reserve was confronted with a dilemma.
On the one hand, the System had to supply the banking system with the
reserves needed to support bank credit expansion. On the othor hand,




it was the System's responsibility Lo try %o neutralize the inflationary
potential of this newly created money. There was no satisfactory method
by which it could be completely neutralized: The most that could be
done was to slow its impact.
As it turned out, about one-third of our total expenditires in
World War II was financed through the borrowing of savings directly from
the public and one-fourth through borrowing from the banking systemd
The goverrment securities purchased by the banking system provided the
basis for a substantial expansion of credit and consequently in' the
money supply. The total money supply doubled from 1941 to 1946, rising
from roughly 75 billion dollars to ever 130 billion. Tt now stands atb
approximately 175 billion. :

“This dammed-up supply of money, plus the unprecedented accumula-
tion of government securities by businesses and individuvals, broke
#0056 in the pdstwar‘perio&'as soon as the hmrmess of direct controls
was removed. ILow-interest-bsaring government sepurities were converted
at supported prices by many holders,as opportunities for spending and
for investment in higher-yielding private sssets becape available,
adding further to the supply of money in the econcomic system.

The inflationary problems of the posiwar period, thern, resulibed

. in large part from the expanded money supply and also from the sales of

government securities by insurance companies, vanks, and other lendsrs
to the Federal Reserve System.

The resultant inflation and deprecilation of the value of the
dollar during the postwar period is gsometiing with which you are all
familiar. Those of you in procurement are keenly aware of the in-

reased cost of rearmament, and the fact that appropriations have not
gone so far as you expected when they were first approved.

Tt is incumbent upon all of us concerned with the financing of the
defense program that looms before us to profit to the fullest from our
experience in financing World War IT. Tf T may swmarize the main
lessons of that experiencs: “First, we did not tax enoughs second, the
funds we raised by borrowing, though they may have been savec at the
time, did not remain inactive after the war. Too many individuals and
institutions that held them liquidated their bonds and epent their cash
as opportunity presented itself.

Tn this new effort we must tax more adequately and devige means o
tap the savings of the public in such a way that in the aggregate they
will stay put after the war and will not re-enter the spending stream,
creating market demands in excess of the ability of the sconomy to
supply .
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In the past six months the Federal Reserve has taken a series of
steps designed to restrict the expansgion of credit. In my Jjudgment,
the combined effect of the System!'s program has been to exert a de-
finitely deterrent influence. While there is no way to measure the
effect of these policies on the purchasing power of the Jdollar, I am
nevertheless convinced that our actions have been decidedly beneficial. .

The five specific actions taken by the System began with the
Board's approval of an increase in discount rates at all Federal Re-
serve banks. This tends to deter member banks from borrowing from the
Reserve banks in order to acquire additionsl reserves to back up VIew
extensions of credit to their customers, and has secondary effects upon
lending rates. : - : DR '

Second, open-market operations of the System have been directed
toward discouraging sales to the Federal Reserve of short-torm govern-
rent securities--another methed by which member banks obbtain asdditional
funds for credit extensions. : ‘ :

quired of member banks to lewels equal 4o or above the regquirements

that prevailed during most of World Wap TZi. The effect of tris increase
will be to raise the required reserves of mehber banks by a total of
approximately two billion dollars, which, under our fractiensl reserve
banking system, could otherwise be the basis for about a 12 billion
dollar increase in bank credit In the banking system as a whols.

In the past two weeks ths foard has also raised the reserves re-

In addition to these moves, the Board has also used its temporary
authority under the Defense Production Act of 1950 to regulate cone
sumer installment credit (Regulation W), and the extension of credit
to buyers of new homes (Regulation X). Unlike the general controls
which tend to affect the supply, availability, and cost of credit,
these selective controls work to curtail the use of credit by cutbing
down the effective demand for certain specific goods. ;

In spite of these restrictive measures, the economy has experienced
a sharp rise in prices and an unprecedented expansion in credit. This
reflects the decided contrast between the basic economic conditions pre-
vailling last June, when the Korean incident began, and those existing
at the time of Pearl Harbor. Employment and production were at near
peak levels when we began to step up the defense orogram this time,
whereas in 1941 there was considerable slack in the gconor to be drawn
upon. The absorption of this slack was a substantial cushion for the
inflationary impact of +the war program that is not availablo to us now.




The problem of war finance is much more complicated and much more
urgent today than it was a decade ago. It requires a complete re-
appraisal of what is involved in financial mobilization for a full-
seale defense effort, an examination of how to mobilize our financial
resources so as to provide adequately for huge defense expenditures
and still preserve the value of the dellar. ' :

War finance should be examined with the same care that we devoted
in 1941, 1942, and 1943 to an examination of the problems of physical
mobilization, of how to find materials and manpower to produce
munitions in unparalleled volume without sacrifice of the physical
health and well being of the population. That examination at that time
developed novel approaches to the problems of ‘munitions production,
from the standpoint: of manpower, of materials, and of contract place-
ment. The resulting outflow of munitions was lithle shordt of mdraculous.

In my judgment, we were not nearly so successful in the mobiliza-
tion of our financial resources.

A complete reappraisal of this problem is the next order of business
our society should face. We at the Federal Reserve can contribute to
fresh thinking, but we cannot alone evolve & full-scale financial plan
that is adequabte; nor have we the power or influence to assure its
adoption. One thing we know--the problem cannot be solved by minor ad-
justments in fiscal policy, in debt management policy, or in credit
policy; it is more complicated than that.

T hope the decks can be cleared so that this appraisal will promptly
become the number one preoccupation of our people and of ouvr Governments
To date, first priority has necessarily been given to a reassessment of
our international position and to the development of the miliitary pro-
grams and the procurement programs made necessary by that new situation.
Now that these programs are being translated into contracts and armed
strength, it is imperative that we give top priority to the overwiding
financial problem of our time--the preservation of the value of the
dollar.

Qur Nation is now engaged in rebuilding the defenses we allowed
to crumble in the exhilaration of a victorious ending to World War ITI.
We are re-creabting the military might we had at the time I had the un=-
happy task of serving as ILiquidation Commissioner, to which I referred
at the outset of my talk this afternocn. If we had not done such &
thorough job then, our task today might not have been so great; nor
would the sacrifices of those who achieved that victory have to be
duplicated to so great an extent by others who follow in their footsteps
today on the battlefields of Korea.
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T shall never forget the visit of Kemneth Royall, the then Under
Secretary of War, and myself to the tiny igland of Iwo Jima Just a
few months after the Marines had capbured it in an historic struggle.
The first night we were there the commanding officer showed us several
reels of motion pictures taken during the battle for that ilsland strong-
. hold. There was stark reality in seeing those epic. films right on the
spot where the fighting had taken place.

About midnight we walked out of the quonset hut that served as
the commanding officer's billet and over to the edge of the sheer cliffs
to view the splendor of a calm moonlight night on the Pacific. It was
one of the most beautiful and awe-~inspiring scenes T have ever wib-
nessed, and one that I can never forget, . The contrast between the
dramatic pictures of that bloody battle and the stark stillness of the
scene before us seemed unrealistic and unbelievable.

Just a few hundred yards away was Mt. Suribachi--the sugar loaf
of now historic fame--rising out of the sea. Just behind us were
the grawes of the gallant men who had stormed the rugged slope to
clinch possession of that prized military objective. Thousands of our
finest Marines had given their lives on the very land where we stood
that night. There was the mute evidence of the price that this country
is willing to pay for freedom and for the preservation of those things
we hold dear in our civilization.:

T think it is this picture of Iwo Jima that gives me confidence.
that the American people will face the problem of the dollar, that they
will take the measures necessary to deal with inflation, znd that they
will win. Tt is not insoluble. It is not beyond our capacity to
appraise. -

Tnflatbion is not inevitable. It is true that sacrifice will be
necessary to preserve the dollar, but we have demonstrated willingness
to undergo supreme sacrifice once we understand the end in view and
the need. ~

I can have little patience with those who say that the American
public lacks the courage, the will, and the vision to comprehend and
to conguer evil forces, whether abroad or at home, that would destroy
the institutions which are the source of our incomparable strength and
of the hopes of free peoples throughout the world.

COLONEL HMARDEWBERCH: Mr. McCabe is now ready for questions.

QUESTION: Mr. McCabe, you say you have had certain selective
control measures in effect for the last six months, but that you cannot
measure their effect upon the valuve of the dollar to any great extent.
If you can't measure the results, how can you determine whether the
measures are adequate? '
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MR. McCABE: I didn't say thab they were adequate. T do say that
we have some measure of their results. TFor instance, take the mort-
gage credit expansion from 20 billion dollars at the end of the warp
to over 40 billion dollars now. After Regulation ¥ went into effect,
the housing starts dropped from 2,000 in the highest month to 85,000
in the last month for which we have figures, which T think was
November. So we do see in that field that there was quite a considerable
drov. ' '

In the automobile field, judging from the cries that we got from
the automobile dealers throughout the land and the finance companies,
you might have thought we were completely destroying that industry.
There is no question that the sale of aubomobiles did go down con-
siderably. I think that if we hadn't had the second seare in Korea,
they would have gone down more, '
I Just cite those two things as instances where we do have some
atlon of the results of the measures that we Loolk.

Now, many of the bankers told me three months ago thob if we in-
creased the reserve requirements, the result would be to “hrow the .
economy into a tail spin. One of the large MNew Vork bankers told me
in October that there was no doubt in his mind that if we increased the
reserve requirements at that time, we wers going to bring »n a de-
pression. Well, we did increase the reserve requirements just recently.
We would have increased them sooner except for the fact thot we had to
stay with the Treasury during the latter part of November «1d December
on its refunding program. With its enormous refunding prog-am, main-
taining an orderly market for government bonds was a compelliing factor
at that period of time. T think our action is zoing to slow down
bank loans some. To what extent T don't knoir.

We have an enormous purchasing power in this country. Tf you take
the national income, plus the liguid assets of +the people, wn have a
perfectly enormous purchasing power. 50, to answer your.quection, we
have enough evidence to show that what we have done has had appracli-
able effect, but not enough.

I think we have to come .to grips with this nroblem to an extent
that we have not come to grips with it as yet. I was in attendance
at a conference in Washington just before I came over here and I was )
advocating with all the force at my command that we take real measures
to get into the causes of inflation. When we deal with price and wage
controls, we are dealing more with effects than we are with causes. I
think we must come to grips with the causes and come to grips with them
quickly. -




Among the causes of inflation are expanded income and exmanded
savings. ~ They create a gemand that is largely an unsatisified
demend. Sooner or later--and the sooner the betber-——we will have
to come to grips with the source of this expanded income. That
means siphoning off the excess income, and siphoning it off sub=~
stantially through taxation. Second, we have, I think to be more
drastic in our control measures. There arc other things that might
be done, bub I think those are the two wrincipal ones.

but I do say again that we have enough evidence to show that in-
flation would have been much worse than it 1s today if we hadn't taken
those measures. -

QUESTION: When our servicemen come back from this war, they are
going to find that the cost of living hag gone up and that their
savings have shrunk in buying power. In spite of anti-inflationary
regulations, they will find it very difficult to get a ploce to live.
Do you have any solution worked out te correct this inequity, so that
servicemen, veterans, coming home will not feel wnjustly +reated, as
" they did after the last war? It is especially bad after t:is .second
war——one war right on top of ancther.

MR. McCABE: I can't solve their basic problem. I have great
sympathy with them in the matter of purchasing a home. Uncder what was
considered a stringent regulation on mortgage crzdit the wveteran was
a very decided preference on the lower-priced homes., In ad’ition, there
is a provision in the regulation that allows the administraior to take
into consideration hardship cases. My experience with the Voterans
Administration is that they ars very 1iberal ia their interpretation

£ “hat provision in the regulation. I don't recall directl;” the
figures, but in purchasing a home for %10,000 the veteran's preference
was something like 10 percent on the down payment. He has praference
on-the maturity. So that he does have a very decided preference in the
purchase of a home.

Now, under the regulation on automobiles, all our records SHOW
that the lower income groups of veterans predominantly buy sceond-
nand automobiles. As a result of Regulation W the price of a 1949
sccond=hand car o few weeks after the regulation went into effect
dropped something like #2350, So, even though the veteran got a little
shorter time in which to pay for thatb second=hand car, the price ad-
vantage ‘there was very substantial.

QUESTION: In your answer to a previous gquestion yon mentioned
that it is desirable Lo siphon off not all, but a large rorition of
the income of the people in the Nation. Bub it is not pelitically
expedient for a Congressman to pass a law to increase taxas now,




because he may not get back in office in the next election. Do you
think it possible that Congress will go alony and pass higher taxes,
that is, taxes that will be really severe?

MR. McCABE: PFirst of all, I didn't 83y "most of it" or "a large
parte." I was thinking more in terms of increased taxes in some perw
cent like, 5, 10, or 15. I don't Mnew exactly whabt it would take .

Tou have asked the 64-dollar gquestion thers. VWhethor Congress
is going to have the courage to do %he thing that ought to be done is
a bilg question,

I was interested in looking abt what we did in World War IT in the
way of taxes, In looking back now I think it is verfectly disgraceful
that we did not have the courage then to pay a larger portion of the
cost’ of the war from taxes. T have sone figures here that T can show
if you want to see them. They show the veluvme of savings acoumilated
during World War IT, which ran away o gver 100 billion dollars. I

could show you to what extent we taxed the people. As I said before,
we pald about 40 percent of the cost of ths war in the form of taxes.,

That we will have to do is got groups like this--and you have
influence with your own groups, your friends and familics——te co through-
out the country and bring pressure on Congress +o recogmize this problem
as the number one problem. I put the problem of inflation ahcad of
your military problem, because I don't feel that we have a snowball's
chance of defeating one of the better rreparsd nations if we should come
to grips with it in the next five years or three years or two, unless we
have a strong economy. The greatest enemy of a strong economy is in-
flation,

I just don't think our people realize that; they are intoxicate
We like a little inflation. It is like drinks we like a little of
The laboring man is handling more money tocday than he ever handled i
his life. He is interested in handling more money. The retailer is
hardling more money. He likes it. He doesn't like the prices he has
to pays but as long as he gets more, ha says "All right."

We haven't as yet realized the price of the intoxication that e
are enjoying at the present time. The people of France kuow wha® the
pay-off is. The people of Germany found ovt vhat the pay=-cif was.
Anyone who has been in Crina knows that the Chinese people mow it. I
vhink it is the greatest enemy that we have facing us today.

QUESTICN: 1In the next year or so we are roing to have a tremendous

increase in the numbers and amounts of maturing "E" bonds coming up.
- That amount of money coming into the hands of +he public and being spent
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is going to make a bery;1arge increase in the inflationary pressure.
Do you have any thoughts or recommendations as to how we can combat
that problem?

MR. McCABE: Yes. Of course, I think we have to revise 21l our -
thoughts in regard to maburing government obligations. My own feeling
is that we have to entice those "E!" bond holders to exchange that maturing
obligation for a more attractive obligation. They are working on that now.
T don't know what they will come up with, but it is very, very important.

QUESTTION: From my reading assignments I learn that there are legis-
lative limits to the actions that the Federal Reserve Board can take.
That anti-inflationary actions remain available to the Federal Reserve
Board that they have not taken because of the legislative limitations?

MR. McCABE: In this last increase of 2 percent in the reserve re-
quirements we used up our statutory authority completely, with the
exception of the area of the central reserve city banks, that is, like
the New York and Chicago banks. We could move there another two points.
The question there is just what authority we will ask of Congress. Un~-
questionably we will ask Congress for gome authority in that area.

The Federal Reserve could increase the discount rate further. But,
since the banks are not borrowing in any substantial amount from the
Federal Reserve, that would have nothing more than a slight psycho=-
logical effect. Furthermore, it would hamper us to some extent in re-
taining an orgerly market for government bonds.

The most effective instrument that I think we haven 't used today
other than selective controls is to allow the rate on short-term govern—
ments to rise. We call that a penalty rate. It penalizes banks that
bought short-term governments in such large amounts in sellin’ them
to the Pederal Reserve. As the rate goes up, the price goes cdown.
Therefore when they sell to us, at times they have to sell at a loss;
and they don't.like to sell at a loss.

‘Now, the question of raising that further is, of course , complicated
by the fact that we have to support the covernment . bond market, We have
to make sure that the Treasury refundings are successful. We feel that
the increase of the short-term rate has been an anti-inflationary move
and that any further move would be more anti-inflationary. Bub there
are different points of view in the Government on that particular thing.

There are other things that we will have to ask for, dther Jegis—
lation. On the selective controls we could undoubtedly get tougher.
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QUESTION: T would like +to pursve that question further that you
Just discussed a moment ago. I your primary interest is'a round
dollar, why, then, do you consider it so important that shori-term
government bonds not be allowed to seek their natural level? Tihy
cah't you raise your rate? Tt certainly will have a more conrrete .
effect in restricting credit than nearly any other thing that could
happen. o :

MR« McCABE: We have allowed it 4o rise. Then, of course, right
after we allowed it to rise, we ran smack into the Treasury refinding;
and we had to stay there and help maintain an orderly market until the

- refundings have taken place. ‘

QUESTION: But why? ‘Why not let it gmo up and let the Treasury
work out its own problems, get out and sell its bonds to the people in
the street? ' '

MR. #McCARE: Well, there you have asked one of the most important
questions that we have to answer. I can't give you a cut-and=dried
answer to that. I will say that it is the mmber one problem that we
are Tacing. ' '

QUESTION: It looks 1iké the only solution to the sound dollar.
MR. McCABE: T think it is a very important nroblem.

QUESTION: It seems to be a rather general theory how that it is
impossible to raise enough from taxes on a pay-as~you-~go plan to finance
the mobilization effort that we are about to tndertake. T can see
perhaps that psychologically that may be true, but from a strict economic
viewpoint I can't wnderstand why that -is trwe. 4311 it amounis to is
draining off enough money to compensate for the goods that are being put
into the military effort instead of the civilian market. T wish you
would explain why this theory is true that we cannot pay for the mobili-
zation effort on a pay=-as~you-go bgsis. : : o L

MR. McCABE: =T think it is a fallacious theory. It takes us right
back again to the experience of World War IT, when our liquid savings
and liquid investments of the people, the liquid assets of the peopls,
increased to 140 billion dollars. T have the figures right in here,

We know that the liquid savings of the peonle today have increased.  We

know that the people never enjoyed such incomes as they do today.

I think it is perfectly possible to pay for this effort on a pay-
- as=you~go basis. The tragic thing now is that we not only have the
ractual expenditures for defsnse, but we have the anticipated expenditures,
which are very inflationary in character. My feeling is that taxes
ought to go up sufficiently to cover the anticipated expenditures as
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well as the actuals I think thzat right at the tart we should siphon
off through withholding taxes a very substanbial part of the income.
And- T would do it not only through withholding tawes. I T had my
way, I would increase taxes in all directions. T vwould not only in-
crease the present taxes, but T would put on new ones.

What T mean is this, if the American people want militsry security,
the question should be put to them plainly: '"To what extent will you
pay for security? Ve will give you just as much security as vou wanb
and as much as you will pay for." The people don't guite understand
that yet. Tt hasn't been put to them as simply as that.

T honestly believe that i1f you could gather all the American peovle
in this room and put the question to them squarely, in the rizht way,
you would get a vote of confidence to go- ahead and tax them sufflciently
to pay for security. But what we have now is what T would call a lack
of courage to meet the issue. I think every man in this room who knows
the critical situation that we face £rom a military standpoint wonld
be perfectly willing to pay his share toward that security. That is the
thing we have to sell to the public. )

5

veople who have just returned from there, the display of wealth to be seen
is astonishing. I am not just talking about wealthy peoprle either. Some
people who go dovn to Florida for the winter tell we thatl the display

of wealth down there is just unbelievable. I think I would be willing

to take a little of that for security. :

My gosh, when you go down to Miami today, 25 I understand from some
3

QUESTTON: Your remark just now brings me baclk to a previous remark
about the courage of a Congressman with respect to ralsing taxes. T
think that he pre-empted the 64-dollar questbion and this night be the
32-dollar question. You have testified certainly many bvimos before con-
gressional commitieecs. Are you in a position to let us in on the state
of mind of Congress with respect to raising taxes?

MR. MCCAPE: Well, I haven't talked to the leaders recently. T will
let you in on one thing, however. Then they were considering latest
tax bill, I went over and called cut of the committee one of the chair-
men and pleaded with him with everything I had, for them tc make that
tax bill at least 10 billion or poszibly 15 billion, instear of the 4
or 5 billion that they came out with. I zave him all. the rcasons that
T have given to you today. He told me quite fronkly that he agreed with
me completely, but that there wasn't a chance of getbing the @
of the commitbee to go above the amount that they came out Wi

T believe Congress today is more conscious of this fact than ever
before. You remember, Senator Taft expressed himself pretby forcibly
the other day on it. I think if you asked on the Democratic side also,
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you would have just as much support as Senator Taft expressed the
other day. I think we have %o put a lot of pressure on those men to
let them know that the people back home will support them. They are
going to do what the people back home want.

COMMENT: They seem o have pretly good pipelines in general.

‘MR. McCABE: Yes. But the pressure is not strong enough yet on
the part of the people.

Now, in the hearings on the excess-profits tax bill the heads of
scme of the big corporations told me that they were perfectly willing
to have the total amount of their tax increased, that they c¢idn't object
to straight taxes, but they didn't like the excess-profits tax. T
think you would find that American business is ready and willing to take
its share of any increase tha‘ was put on ite. T think it would be one
of the first groups to accept it.. But there has o be a lot of pres-
sure from back home put on Congress to make them realize it.

COLONEL HARDENEERGH: Mr. YcCabe, 6n behalf of the Commandant, the

staff and faculty, and the student body, I thank you for a most in-
formative lecture and discussion period, -

(1R Peb 1951--650)S.
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