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IN TIME OF WAR PREPARE FOR PEACE

I am very glad to be here today, not becouse I think
I can soy anything that you .'c not already know, but because
I think it of the utmost imnmortance that, in peace time
persens in the civilian branch of the government should, zs
best they can, cooperate with those of you who are in the armed
forces.

Eternal peace is a noble dream and one which, of course,
every intelligent nman wants to see realized as soon as ®Hossible.
Many dreems -- such as thot men could fly -- have been realized.
It is, therefore, folly to snecr at dreams. But it is even
more unwise to confuse dreams or hopes -= aven if they may be
rcalizable in the future -- with present rcalities.

I am dcfinitcly not war-mongering. A1l sane men hate
war and fervently pray that ¢ur country will ncver enpage
again in armed conflict. But, as old Thomas Hobbes szid in
1651, "Worre consisteth not in Battell only, or the act of
fighting; but in a trrcet of time vhorein the Will to contend
by Battcll is sufficiently lmown. . . As bthe naturc of Foule
weather lyeth not in o shower or two of rain, but in an inclina-
tion thereto of many dayes together, so the nature of War,
consisteth not in actucl fighting, but in the known disposition
thereto, during a1l the time there is no assurance to the
controry. All other time is Pcacc." I thet scnse, we scldom
know a timc of absolutc pcoce. We have an admixturc of the
two, with the peace ingredient usually, ond fortunatcly, the
dominant.

Altogether too much of civilian thinking ignorcs the
fact of war, actuzl or potentizl. In a world in which wars
arc almost constantly going on somcwhere, cconomists still
nonscnsically write as if w.rs werc "sbnormalities" or
"interferences" with the "noriacl" course of world events. To
think in those terms is thc cquivalent of thinking of a universe
in which everybody slways hcs perfect health wnd no one ever
dies; a physician who would think in those tcrms would be a fool.
And yet many economists ond other civilians indulge in just that
kind of thinking.

That was not always truc. Adam Smith in his "Wealth of

Notions," published in 1776, devotcd a chapter to military
defense as an integral part of the subject of political cconomy.
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Sincc the institutions of a country mcy be overturned by
dcfeat in war, with the result that the essenticl naturce of its
cconomy may bccome drastically diffcrent, -<nd since military
cxpendilures arc a nccessary part of the budget of any sane
government in the sort of world in which we live, any intelli-
gent study of our cconomy must tcke into account the activities
of the wilitary branch of the -covernment.

Conversely, it would secn be me — who knows very littic
about it —-- thot militory men should be vastly concerned with
the kind of cconomy they arc asked to defend ond with the
fiscal, economic, ond political uspects of the govirmment of
which they arc o poxte

JAnd so, before I begin ny brief discussion of the subject
about hich you hove osglied me to talk, I vant to say that I,
for one, have very little patience with the cttitude towards
our crited forces depicted in Kinling's "Tormy Atkins." The men
in the oarmy and navy are cmong the most devoted of our public
servants. I sincercly hope that the kind of meceting we are
having todey will lied to closer relotions between the civilian
and ermed forces in government, and that you who cre in the armed
forces will more freely tell the rest of us what you think of
our cctivities, after leorning, througn closer contact with us,
just vhet ve arce doing ond why. For you and viec are both engaged
in prescrving the Ancricen profit system and Ancrican democrcey.

Economists, I om told, like to discuss thc' cconomics of
war, becenusce such ¢ discussion often cnobles them to zinplify
their studics by stripning of £ certuin of the complicated problems
of moncy cnd finance which ore brute facts of daily life in
pcacctime. Such discussion, houever, rercly gets dovn to the
blucprint stoge. Thosec, on the other hand, vho ore faced with
the task of drafting actual plans, arc often inclinced to give
too much attention to the mere nechanism of cdninistrotion ond
not cnough to the purposcs which the machine is designcd to
achicve. Under peacetimc conditions, our economic cnd adminis-
trotive orgenizations can well be left to develon lergely as
actual neceds arisc. But, to nect the rocuircments of war, we
necd o more carcfully planned machine —- onc that will be ready
to function; so to spcak, after a few 'phone calls.

While I readily conccde, thercfore, the need for cazreful
wer planning, not only of the methods to be pursued but of the
number ond neturce of organizotions which will be required, I
intend to scy very litile about the latter -- for two recsons:

-~

First, I think it is essentizl, beforc deciding what new agencies
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will be required or vhet existing cgencices can be adapted

to war nceds, to hove a clear conception of vhot functions

war finance will be recuircd to perform besides the raising

of moncy for guns ond ormunition. Sccond, I bulicve that

once wc have cleorly in mind the cloments of control nccessary
to shift suddenly from s~neacetime economy to one of war,

the types, requirements ond composition of the vorious agencies
will become fiirly well indic..ted by the nature of the job to
be done. As Abrzhom Lincoln srid, in cnother context, "IT

ve could first know vhere ve e, nnd whithcr we ore tending,
we could better judge what to <o end how to do it."

Cicarly, thcre can be no onc single wor plen. All wars
are not alike. The next war in vhkich we engage noy or msy
not recuire the some cxtensive ~cetivity es did the last. Therce
should not thercforc be 2 wor plon, but many war plans, cach
being dependent on the character and mrgnitiide of the war to
be wunged, on vhether it is likely to be short or long in dura-
tion, nd whether it is to be fought primarily on land or sez.
Accordingly, there must be sever:l plans, with o rccognition,
too, that, ~s 2 war develops, it may shift its character.

But, whatever the nature of the wor, I tske it that its
purposce will be to prescrve cur copitaiistic or profit
cconomy inside owr democracy. Yhercfore, all war plns should
be so dcvised as to continuc, as far as possible, cven in
war time, on a free unterprisc or capitelistic besis. That
means that the effort should be to see to it that the cconomic
mechinery will continuc to be dirccted, bnsiczally, by the
nechenism of prices; that, so far as possible, it will not be
dirccted by govermment orders. Of course, some cirect govern-
nental contrels will be necessery, as they werc in our last
war. But the amount of such dircet governmentel managoucent of
the economy should be no greater than the naturc of ony
particuler war (or o perticuler phase of o particnler war)
mokes indispensable.

he metheds of war finance adopted should, then, be

- reguired, first, to perforn the job with the lcast disturbance
to the ordinary [linanciel lifc of the comaumity compatible
with the supreme cim of winning the varj; cnd sccond, to
perform the job with 2 winimum of undesirable aftcr-cffects.

In practical tcrms, that means that the war burden should be
apportioned in as equitable a mmnnor as possible, in order

that no group in the community should be pcermitted to gain

at the expense of others. The vor should not yield an econonmic
victory for somec particular domestic groups.
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It is often s~id that in time of peace ve should
prepore for war. I suggest this alsos In tine of war,
we should prepare for peacc.

The basic foct of war finonce is, simply, that the
cost of conducting a major wer obscrbs a considereble
proportion of the nation's income, or, morc correctly, &
considcrable portion of the output of the nation's labor
force, naturcl rescurces, ond copital equipment. The
essence of war, in the economic sense, is that & portion
of productivc rcsources is ubilized during var-time in
different ways than it is utilized in peace-time; nanely,
to produce wer supplics instead of civilian goods. It is
the task of wor firance to make possible and to facilitate
this shift in the oroductive effort of the nation. The
scope of w finwnece, therefore, camnot be restricted to
the goherc of mceney or finance proper. We nmust alvays be
awore that vie are dealing, besieally, with o problen of
shifts in the uses of resources,

Consuuption (and I refer, of course, to the consumption
by civilitns of the everyday articles of peace-time living,
esnceicl iy 2rticles of the incssential veriety) must be
curtaiicd below vhat it wouid ctherwise be with the same
level of industrisl ccetivity: end producticn wust be stimu-
laeted ong directed on some adeouate basis, in order that
any plon of finance decided upen shall be cguel to the tosk
of providing the Gevernment with the vast Lzsses of zoods
and services it will recuire. In short, assuming any level of
national income, during time of wer the civilian population
must consume less than it would on the same level in peace-time,
so that what we save in civilian consumption we can expend in
war efforts This, in simplest terms, is the formula of war finance,

If wve nssunc thet vwe are ust to cmploy the direct
(toteliterion) ncthod «f wir fincnce —— complete industrial
conscrinti-n and ratiwning f conswaption -- ag soucerally
not c.opotible with the systen of copitaolistic enterprisc,
we are loft with four nmain w thods of woar finonce. These
Qre
Toxetion,

Fereed locns,

V. luntiry loans, ond

The issuc of currency, including both
paper neney ond bank deposit noncy.

e Y W W ¥
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A1l theorcltical discussiqms of war finaonce very soon
come back to en cvelunticn of the relative efficiency,
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desirability and aftcr-effects of those four mcthods. The
discussion has such 1 long history ~nd is spread over so
large o literaturce th t© 1 can scarcely attoapt here to
touch upon 211 the esscoticli of this cundriviuw of war
fintnce. In o proctical semse, however, it is largely =
cucstion s to vhat combination of these mcthods will best
SCTVE OUr PurMose.

It umust be renecbered; too thxt ¢ich nethod m“y be

cxpected to perforn wsore thon thc single function of supply-
ng funds for the pgurchase of wer sur lics. Toxes, for
instance, erc usciul not only in roising rovenue but os
necns of curteiling com uﬂmﬁnoian&sumtds~~uhwh
is on inportent factor in our forwls ~f uxr fincncc,
Similerly, firced locns or deferred oyment schotes wre not
only revenue reisers but poverful agentc in bringing tbout
shifts in the uscs of productive resources.

It uvakes on cssentizl dificrence in the cevaluntion of

tiac diffe rent ncthods, vhethor our ro punLng is »yplicd to
“n cconoryy with full cuplﬁym t of pwudnctivc TLEUTCES o
to onc with uvnderonploynent f the foetors ~f pr-duction ——
reflccted neet cloarly in the mmennloynment 8 part of the
Libor force. Until tle stoge of full cnployent of rescurces
is rencied, we siivuld give pretercnee to those nethods of
war finance vhich indvce a nct inecrease in producticn, not
merely a shift in procuction. Iun that seriod, as I see it,
we should not, therc”oro, scek to cover the cost of arnament
by now texes or forced loang, but mainly by borrowing,
primarily from the banks and from the idle reserves of
incividuals. Undcr such conditions, it is even conceivable
that we might finonce vart of the cost of arm11bnts by issu-
ing aaditional currency vithout inducing nmore than o moderate

ise in the level of prices —— & nost 1L30thnt consideration
as I shall presently indicate.

The situotion is cuite (ifferent, hovever, once the level

of Dractically fully productive cavecity is reached, Tlen,
arnament expenditure shouléd be financed largely through tcxes
or tarough louns placed outside of the banking system, if we
are to avold a rise in the price level. A rise in prices in
such a situction obviously would not lead to o further increcse
in production. The cost of Living would nost likely risc at

a faster rate than the level of wages and salaries, Such o
noverent would, it is truc, iorcibly reduce the rcal volume

of consumption end thus sct free additional factors of pro-
duction for the wroduction of armcuicnts. The soclal iniquities
arising fro: such methods, Louever, cre too well known to
recuire rdditional comment.
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In order to apply some of these gencralized theories
to our ovm cconony ond to discucs the problem in nore
concrete ternms, it is nceussory, of course, to-fix our
ideas in tcrns of the anounts involved - the order of
nagnitude of probable arracent expenditures and the sources
frou “hich such funds ney be derived. I wish to en-
~hasize thet such figurcs as I au cbout to use are, at
best, rough cpprexiuetions and sre to be, in the nain,
illustrative.,

I shell assune thot ve would hove to spend at least
%15 billion a yeor rore on crucnents — dncluding all goode
“nd servicecs necded by the arcy <nd nowvy in prosccuting the
war -- thon want we ore spending now. Thot is cbout the
rnownt we spent for o full ye.r in the World War (including
loons to cur then cllies). ihile the price level now is
oniy cbout h:.lf as bigh as it w~s then, armaments have
beeone so uch porce costly that I uiderst-nd the expenditure
of onc billion dellere nov ne-ns ne wore, from o nilitary
peint of view, than did the sone anount in 1917 ~nd 1918.

Scloly for the gnke of diccussion, lct us zosutce thot,
; vor eni, our nedional incone would be whnt 1t wes
in 1937 —— sonovint over O70 billion. Our porticipation
in eny cxtoensive weor vould aluost surcely celiminate, vithin
o relatively short tince much of the unenployicnt now exist-
ing. On thc other hond, we uaust toke into consideration the
reduction in efficicney that nccessarily will follou from
tae reglaccuent of severol nillion experienced vorkien by
the prusently unernployed, by over and under-age noles and
by woilen workers. On that basis the neximr national incouc
recsonably to be cxpnceeted in wer tivc may perhans be
estinated <t npproxinately $80 billion, in terus of present
prices. As cileulations of notional income do not include
the goods used to make up for depreciction of plent and equip-
nent in busziness, the value of our currcent output of goods
and services would, under the fercgoing ssumptions, be
soncvliere near $90 billion. On that basis, the problen of
war finonce, tien, is (1) to woice en additional €15 billion
per yeor wnd (2) te reduce civilian conswaption and capital
expcuditurcs by the some aacunt -- so that $15 billion worth
of the osutput of yproductive rescurces will be shifted fraom
civilian t- wnilitary uscs.

0f thesc tuo problens, obvicusly the basic one concerns
the woys and neons of reducing civilian expenditures by the
cost of urmonments, and of reducing them, as far as possible,
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in step, in iiue ond in kind, with the rise of sruanent
expenditurcs. Ve rust, accordingly, look to tynes of
civilian expenditure for conswuier goods or copital zoods
whicli can be reduced without inpairing the eflicicncy of
the factors of production cnd —- in accordance with the
principles we hove 1nid down in the beginning —- with the
le-st disturburce to our econocuiic ncchanisn wnd with o
Aininun of vndesirnble after-—-effccts,

Ve must begin with o pro iainary question: How would
the popul-tion norinailly —— in necce tine -- spend a national
incoue of $20 billion. According to caleulations nude by
the National Resovrces Plamming Bonard, conswuers' oipenditurcs
on nom-dursble goods would, in purce tine, aount bto about
545 billion on the basis of .. national incone of $860 billion.,
Such expenses go ininly for food, clothing, houschold opcration,
ond peroonal cars.  Since the bulk of these expinditures is
ncde by people of noderate incose, I do not think thot the
allowable ~nd intclligent nergin of curtieiliaunt is very large,
especially if we ore to keep the labor force at ioxinun
efficioncy &nd do not went to retrogrode too ruch socizlly.

It sees porinissible, hevever, to assune thet not less
than sbout 3 billion cruld b cub cut of H45 billion of
consuicrs' expenditures on non-lucable gonds. Even after
that reduction, consuccrs' toted czxpenditure on non-durable
goods will be cbout as lerge, both in woncy ondg in reol terns,

s their cowparsble cxpenditure vould be at the present
tinc, when natioucl income cggregntes nbout $70 billion., In
other vords, on the forep.ing assuaption, the average civilion
iight be cqually vell off ia war tine with reswect to his
current consunption as he is teday in pecce tince.

Our great reserve, indecod, 1ics net in a possible tighten-
ing of thce belts of individuwl consuncrs — bhough our nidriffs
cre foirly bulky by internnbionel ¢ paris n —— bul in reducing
the expenditurcs wvhich zre usvdlly wade both by conswmiers and
by businecss for dureoble geods. Ov, rither, it lics in the
lzrge stock of duvrable geods i-ich we have -.ccumulated over the
years nd which ve can affora to uce, for suinc tinc, without
neking up Tor cceruing deprecintion thet ey be restored after
the war is cnded.

Aong durable conswicrs' zouds, probably the greatest
reduction in civilicn purcraccs vithoub a decrcose in eflicicncy
~nd without wuch hardship crii be effectea in the purchise :nd
up-kecp of pessenzer nuboiobiles. The Nitd nal Resources
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Plcnning Bosrd estimates thet «l o national income of $80
bl?llon, cxpenditures for the purchase of new automobllcs

and for the opcration of old ones would aggregatc about 6% bil-
lunluwpeace tine., It 1s propobly not too much to assume that
out of this cmount :bout %2 billion could he sct frec for
armaments. (That, of course, would nob mcen a rcduction by
$2u billion in thc sales of the ~utomobile and oil industrics
it would only mcon that the cutomobile industry would produce
trucks, cowbot cars, tanks, ond possibly airplane motors,
instead of peosconger cutomobilus, cnd thet the oil indus try
would scll nore of its procuctc to the army and novy and

lcss to civilicns.) Sinmilarly, we night sct free shout 52
billicn throuzh o reduction of cxpenditurcs on other durable
consumcr zoods ——- (m~inly heuschold machinery ond furnishings)
~nd c~necther helf billion dellers by curtailing expenditures

on home construction.

Thus2 perhaaps Jbout 55 billion might be dC”lVLQ fron
curtciling cxpenditurcs fov durcble consuners! goods. In
qulbl‘n, renl cuent cxpenditures of buuiness (to mcke up
for deprecicrtion ~nd the like) might be curt~iled by about

»2 billion for scvercl years. These, bogether with about

%3 billion fruou current civilion CunbudptLoﬂ of non-durable
goods wuld give us 2 totsl of cbout $10 billion frun the

reduction f curreat civilinn cxpoaditures, nainly on durable
a
guods.

Ve further hove availnble a lorge nroportion of the
conotnts usuelly scved by individuals, estinoted by the
Hetieonal Rescurces Plonning Boord ot cver 310 billion when
the naticnzl income aggregotcs 4,80 billion. In wor tine,
cxpenditurces of such scvings for the expansion ~f civilian
plant and ecuipaent must, of course, be acovily curtciled.
Conscoucnvly, il sh ald be eosily DO””lch tu usc an anount
in the (réer T rivnitude £ 2bub 5 biliion of individuals!

ornel savings for the fincancing ol var expenditurcse

“Ve thus c.ould sat frec for the production of armements
$15 billion vith relative ease, and up to 20 billion without
serious hardshin o mpﬁlr:ent of the officicney of the
factors of preductinm. It is probably only in the casc that
armcacnt expenditure should aterially exceed 920 billion
per year, ot presemt price lewvels, that o serious curtailzent
of thc current cwnsuMpuion f civilians will be noecessory.

. How relatively ecosy our problen is, until we go beyond
%20 billion oFf vior o")cndlturcs, cen be sc n by conparison

e

with the siturtion ciiong the present belligerents in Europes
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420 billion spent on crmements would represent no more
than one-fourth of the total output of our productive
resources, wherets Great Britzin, Fronce, and Germnny are
alrecdy sppnalng cbout one-half of their national income
on armcments ~nd moy have to increasc this proportion
substantinlly vefore they are through.

The London Times for Fcbruary 27, 1940 statcs: "It
is now rcalized that the nceds of our armced forces will
take such claims uporn our resources that civilien con-
sumption will bove to be drasticelly reduced; that although

we may hope grcatly to increasc the totcl amount of production,

both agricultural and industricl, yet so much of this must
be diverted to wer purposes, ulth€r dircectly or indircctly
by being exported to pay for nccesscry supplics from abroad,
that the bolonce aveilsble for consumption cannot be main-
teined at the cld level; and that this curteiled supply will
have to meet o vastly increased dewmcnd caused by the much
greater distribution of purchasing powcr through Government
cxpenditure. « o The immediate toask is to bring about a
reduction of consumption on the part of 211 except thosc
alrcady on the borderline of privation in the faircst wuy
with thc least dislocation.”

But, in this country, as I have suggcsted, we should
not face really basic'difficultics in curteiling civiliaon
expenditure on consumption and capital goods by an amount
sufficient to firance up to $20 billion of armament expendi-
tures per yeaor.

There remeins, however, the othcr part of thc problem ——
the raising of the necessary funds -- which may, in turn,
be divided into (a) the financing of currcnt cxpenditure
for armamcnt end (b) financing the expansion of "war pla nth,
i.e., structurcs and equipment not sveciloble in pcace time
and not easily adaptable to civilian uses but nccessary for
the production of the vast cmounts of armwments nceded.

Finencing currcnt armoment expenditurc is essentially
a fiscal problem. I will not, thercfore, attempt a detailed
discussion of it. Even if I werce cualified, it would be
somewhat presumptuous for me to do so. We may be guided,
however, in our gcucral exploration of the present subject
by several broad principles.

The first is that, through financial mcasures, we should

reduce purchasing power, wherever possible, at thosc points
where curtailment of civilian expenditure is desired to set
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free lﬁnd, labor end capital for the production of srmaments,
This principle liads to heavy cxcise toxes on durable con-
sumers! goods, vparticulurly on such items as sutomobiles,
gasoline and houscnold ecuinicnt and luxury articles. Taxces
of this naturce would not produce wuch revenue; in fact, the
nore cfficient they are in rcducing the consumption of non-
essentials, the snalloer their yield., Taxes of this type must
be supplenented, hovever, by other mesns which cffcctively
curtcil civilian exponditurce Exeiples of such supplcmentory
neasures arc increases in roates for mortgage loans ond stiffen-
ing of the terms for installnment credit.

The nost inportant of the supplementary weasures to reduce
unnecessary civilicn cxpenditurces, however, have to do with
copitel expenditures by busincss nd by local governuents, butn
for rgvlaccvent nd for cxprnsion. The problem is not a
difficult onc, insofar ns capitsl crpenditures arce financed
by new issues of sccurities or by long tern loans from banks
and other financial instituticns. The experience of the Capitel
Issues Coradttec during the ¥Werld Ver indicates the c.mparative
facility by which new issues of cepital cen be controlled. To
nake the control effective, it obviously is nccessary to extend
the control, under present cepital narket conditions, to
private placenents of sccuritice and to long ternm loons now
being made by cunaercial banks, lifc insurence coaponies, in-
vestnent compenics, and other financial institutione. Technical
difficulties in this ficld ore adnittedly large, but, I an
fairly confident, not truly sericus.

he SEC c.uld be helpful therc. I believe thot your
tentative plans contemplate its assistonee at thet point. And
there 1s no nced here to discuss the deteailcd technicues of
such centrols., I know that the SEC ond its stoff will be
ready, at any tine, to help you in blue-printing those techniques.

Greater difficulties lic in curtailing the capital expendi-
tures, both for replacement and for expansion, which are financed by
business entcrprises (and also by many states and runicipalitics)
out of current earnings or accwiwulated surplus. A stiff excess
profits tex, of course, would reduce the mognitude of the
probleil.  So would a heavy spccisl tax, which wizht well be

cons 1dered, on the purchase of machinery by cntcrprlses not
engaged in the production of armamcnts, ingofar as such pur-
chases ¢xcced o certain fraction of the average of similar
expenditures over a reasconablc number of years before the war.

The seccnd guiding principle in the financing of current
crmament expenditures is the practical necessity of preserv—
ing, to o very ccnsiderable cxtent, the profit incentive, so
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long as wé rely during war time, for the production of
armaments, on the market mechanisme For this reason I

would regard as undesirable all tax proposals which would
take away a substantial part of all incomes above a very
moderate level (such as %5000) or would take away all so-
called "war profits" -- unless we definitely and consciously
shift the basis of war finance from the guidance of the mar-
ket mechanism to the dictates of commandeering and rationing.

That does not moan that the rates of direet taxation on
personal incomos should not be much higher in war than in, poacc
time; nor that a considerable part of the ndditional profits of
corporations above the pre-war level should not be claimed by
the Treasury. Indeced, o stiff c¢xcess profits tax is essential,
as I have indicated, to curtail umnccessary civilian capital
expondibures,

After levying special excise taxes and the excess profits
tax, the Treasury would still be left with the task of financing
the great bulk of the cost of armament. That cost must be covered
mainly -~ under our present income tax structure and after in-
troduction of a heavy corporate excess profits tax -- by a levy
on people with the more moderate incomes., The reason for this
is clear when it is rcomembered that, with & national income of
$80 billion, individuals with an income of more than $10,000 arc
estimated to roccive, in the aggregate, not morc than approxi-
mately %13 billion. A third gonoral prineiple, thercfore, is that
-the bulk of acrmamont expenditurc must bec dorivoed from direct con-
tributions, from all cxecept the voore As the main burden will
have to bc borne by those of modsratc means, it is esscntial
that the contribution bc made in the most cquitable momner
possible,

I think the plan c¢volved for Great Britain by Je M. Keynes,
the well-known oconomist, desorves careful attontion, Tho es-
sence of the plan is simple; I omit details not important for
American purposcs. It is o combination of an income tax and of
a forced loan, oryas ire Keynos later tormed it, o dolayed pay-
ment of wages, A contribubion, fairly high in relation to total
= income, is levied. But part of the contribution is regarded as a
deferred credit to -- a loan bv -- the taxpayer, to be evidenced
by securities repayable in installments - after the termination
of the war,

The proportion of the total contribution credited to the
taxpayer, and repayable to him, is in inverse ratio to his
income; the higher the income, the lower is the proportion
credited and repayable,.

Under Amcrican conditions, this contribution would take the
place of the personal income tax, both normal and surtax, and might
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be made payable at intervals much shoiter than once o
year, possibly weekly for wages and salaries and quarterly
for other income.

I promised not to go into details, but for the sake
of illustration, let us assume that we would start with an
average rate of contribution. of 2% for family incomes of
$1000 to $1500, i.e., a tax of $25 per average family in
this bracket (the actual rate would have to be higher than
the average for small families and single individuals and
lower for large families). This rate might be further
raised to about 25% for the average faxily with an income
of $5000 to $10,000 wnd to about 75% for those with incomes
of over $100,000. These rates are somewhat lower than the
income tax rates proposed in the Connolly Bill; they are
much lover than the rates proposcd in the Bone Bill. Svch
rates might, as & rough estimate, produce more than $10
billion whenever the national income is around 330 billion,
about enough, together with excise and excess profits texes,
to supply most of the amount necded for acdditional armament
expenditure, teking into consideration the probable deciine
in the relief expenditures ¢f the Government, If we treat
between 75% and 50% of the total contribution as deferi:-d
tax creditt(repayable after the war) for incomes below $5,000,
reducing the ratio gradually to about 10% for the highest in-
comes, we would in this way levy a forced 1oan of only about
w5 billion Der year.

The plan as the main source of war finsnce would scemingly
hove several advantoges. First, 1t would compensate, in part
at least, the poorer classes for their wer-time sccerifices
by a future additional income and would provide them with &
small capital after the war is over -- probably more thuan
the average fenily's nresent equity in industricl insurance.
Secondly, it would provide an .anti-deflationary source of
purchasing power evailable cftcr the termination of the war,
through the redemption in instaliments of the tax certifi-
cates. Thirdly, it would increase the ratio of savings to
incone, where it is now viry low, and - what may perhaps be
an advantage partly fron the econcaic and partly from the
sccial point of view -- decrease it where it is high.
Finaily, such a scheme would, desirably, avoid or at lezst
reduce the rise in the rate of intcrest and in purticular
the rate on Treasury sccurities, which would occur if the
war were financed mainly through open-narkct Treasury issues.
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We come, then, to the final part of the problem --
financing the new plant end equipment necessary for the
production of armaments. In this case it is necessary
to distinguish between (1) expansion of the productive
capzciby for goods which, although bought for military
use, are identical with or similar to civilian goods, and
(2) expansion of the productive capacity for items of an
exclusively military nature which are produced in plants
and by machines not available in peace time and not well
adaptable to later peace time use.

Financing additions to productive capacity for such
items as uniforms, trucks, petroleum products, and to
some extent shells, presents but few difficulties. Short
term facilities for financing probably would be amply
available in commercial banks and cecrtification of govern-
ment orders should provide a satisfactory collateral for
bank credit. In this connection, I would emphasize the
importance of the guestion of prompt payucnts, especially
to the small business man who has only limited access
to credit facilities,

Insofar as long term funds are necded {and thc need
should not be very large), they should be raised, so far
as possible, by the usual methods, i.e., e¢ither by an
offering of securitics in the open merket, or by a private
placement with a financial institution, or by a long term
loan from the bank. All such transactions, of course,
should be under the supcrvision of something like the
Capitel Issues Committee so that unnecessary or cxaggerated
demands could be controlled.

It may be that, to some extent, the government, dircctly
or indirectly, through such agencies as the RFC, would necd
to aid in such long term financing of industry. For my own
part, I should prefer indirect governmental assistance lest,
after the war, the goverrnment would be too much in control
of private business. Thc proposal (clsewherc made for peace-
timec purposes) for the crecation of governmentelily aided but
privately owncd znd opcrated regional industrial banks,
would be well worth considering.

I suggest that you consider, too, whether funds for
such purposes should not be procured by industry primarily
through the issuance of stocks ratihcr than bonds. Over-
bonded companies arc in poor shapc to mect industrial
recessions, and the transition to a peace-time cconomy
after the war, may be cccomponied by o scverc recession.

There is an entirely different problem with recpect
to financing the construction of plants and equipment for
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the production of specific armaments which are not
closely related in production to civilian goods or are
ordinarily produced in small cquantities only, such as
small arms, guns, explosives and warships. The escential
difference is that plant and equipment constructed for
such war-time production will be practically unusable
when the war is ended.

If financed by private catcrprise, thesc productive
facilities wiil be without peace-time outlets for the
products for which they were built. They will cither
have to be written off by the owners or will be forced
into producing civilian goods, probably aftcr expensive
adaptation to peace-time production, thereby creating
the danger of over-supply and demcrzlization in a wide
circle of industries.

It has been suggested that the first of those
dangers might be avoided by permitting the ovmers to
write off, morc or less, thc cntire cost as depreciation
during war time. This solution is hardly fcasible or
fair to cithcer the ovmer or the Treasury, as the duration
of the war cannot be czloulated in advance and it cannat
be foresecon to wvhat extent the additional facilitles:
can be profitably used after the wor. HMoreover, the plants
would exist, in timc of peacc, in the hands of private
owners, and the second denger -— of over-supply -- would
still largely rcmain unabutea.

The logic of the situstion, it seews to e, points
in another dircction. Where ncw plant cnd cquipment is
adapted only, or primarily, for the production of such
specific armaments g the government should have the
facilities brilt for its own z2ccount, either to be
operated by the Government or to be renled to private
business -- the decision depending entirely con which form
of cperation is regarded cs technically more efficient.
After thc wvar, the Governument would eithcr have to scrop
thosc plu ts or keeop thom in geod order to stond by for
the next emcrgency.

A11 thet I have eaid, of course, is a mere cutlinc.

I it has «ny validity, then its working out in detail

is a motter with which you gentlemen eore necessarily
greatly concorned. Those of us in the civilian branches

of the Government should be ~- and, of course, will be --
pleased at cny time to cooperate with you, since, to repcat,
we are all commonly engaged in thoe task of prescrving our
Americon system, o profit cconomy inside = dcmocracy.

T sugpest thet it might be well, indeed, to have occasional
"fire-drills" in which we would participate.

* And perhaps also for the production of articles usalbe in peace
time in exoccss, howcver, of ordinary peace time necds.

AIC 235 (4/15/40)14 h,





