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XSEUTIVE_SUMMERY

Thi3 stucy analyzes tne impact of a srotractec, gizbal war
on the U, S. Feceral cudget and the financia) rnatwork as well as
Sroviding reconmendacs m@asures «hich the soverrvment could Sake to
iessar the impacs.

Higtorically, the conduct oFf war has proven to 2e very
costly in terms of mern, machines and money; the actual costs have
usually bDeen much greatar than the nation’s decision makers
anticipated at the onset of the crisis. This certainly has been
the case during 2ur nation's last ¢Hree major conflicts, World
War II, Korea, anc Vietnam. The Unitad States has, in the past,
chiosern to  finance war expenditures predomirately by borrowing
from the public and financial institutions. This ooiicy has the
affect of deferring tne cost of the war t2 the future and has
centributed in no small part to the aexisting public debt of over
31 trillion. A protracted world war, similar in magnitude and
langth to WW II, could result in defense expenditures in excess
of 83 trillion, three times tne current public debt. Defense
soending of this magnitude will obvicusly reguire extraordinary

increases in oroduction throughout the economy, gtimulataed DbDy.

thougntfully conceived aclicies which do not throw the nation
into economic chaos.

This stucy reviews war financing and econcmic stabilization
measures of WWw I, HKcrea and Vietnam with an ave toward the
e avance of past measures in today's environment. The pericd of
greatest interest is WW [I. Defense excernditures in supgort of a
future war and attendant Gross National PFroduct (GNP) growth
aculd, more than any other example, grobably ocarallel “W II in
terms oFf exparsicn rates. Many differences exis®, nowevear,
Cetween 1941 ana the Oresent. The world has shrunk since WW II
and nations are now economically interdependent; exsorts and
imgorts aceount for a much larger portion of GNP today. Foreign
currency exchange rates were fixed in Sthe past; today the rates
fizat in resoconse to market conditions. The character of the U.
S. economy has sniftec Mrom a predominately industrial base in
1341 %o the oresent cay mix of manufacturing and services.
{ntarest rates are much higner today; this has a large imoac: on
Sagi%a: format:on for industrial expansion,

wW II data is aralyzed in %his study, tamoered by taday's
redlities, anc usecd %o oredict a hypothetica. wWW Il Feceral
oucges. Fram thisz a Aierarchy of possidis financing measures is
seave.cec., ThRi:s RMiararzay incluces a mix of interest rates
songilaraticns, suplic 2orrowing, increased ‘axes, crecis
Sarntrols, wage anc ar.ce controls. anc, 48 4 last resors,
rationing.

S2OCiugi "® . s_3egamuendationg. Fivotal t: the success of

i vt ne ekt e & e




grvernnent filrancing ArC @ssential fo ftre 2CoAsmic mealts of @
natisn 2uring a Fiturs ~ar is $oe I@ve.ICment aAnc 2x@ < 0
SoUNg, Q[TAerent Aang SCoreinatac Jolililes urcer ftne Zirection o
Sing.2 agercy. 3 firmal Trganization creserntiy axistsz TIie i
*filinarncing wiTT  tne F3g&ral Zaergancy Managemavnic  ~gency (FS
tasikagd o Iorcirnate tne activitias of rumercus 22cartmerts ang
agerncias. “re Formal, on—-2aper, organizaticn accears to he %the
extant of Soorgimatec  3lanning. Treasury, the “ecaral Reserve
anc Degartwent -2¥ Defense (0D, in tne face =¥ zresent cay !
Iroblems, accear £to nave given gcant  Shougnt to the orcsSlaems ofF
firancing a world ~ar. The olanning that has cccurred i1 Far
from coordinatad., War financing aclanning anc coordination would
probably Se taken over Sy the 2val Qffice snould WW II! break
out. The FPresidaent’'s :nmeciate staff or the Natidxnal Security

Council should have resoonsiBility for such plavnning rather than
FEMA.

Pa,

FEMA, Treasury and ¢the Federal Reserve 1l indicated
considerabla interest 1n glanming for a major war bdut could not
because no estimates oSFf costs for such a contingency are
fortheoming from DCD. Rgain, cresent day orcblems withRin OCD have
srevented the usa >f rescources for olanning for an uncertain,
major, orotracted war. The conduct of such planning s the
necessary firs: step o sound financing and would provide insight
into> the economic 2ffects as well as industrial bottlenecks,

In olarming for W« III, action would he required to "“hold -
the line" or reduce transfer payments. These ocayments reoresent
such a large cortion of the Federal bucdget tnat, when coucled
wish ragigly irncreasing cefense excenditures, could precipitate
inflation oF extreme orcoortions.




Chapter 1

INTRODUCTION

The ordinary excense of the greater part of modern
governments in time of peace being equal or nearly
egual to their ordinary revenue, when war comes, they
are both unwilling anc urable to increasa their revenue
in progortion to the increase of their exDensae. They
are unwilling, for fear of offending the pecple, who by
s0 great and so sudden arn increase of taxes would scon
be disgusted with the war; and they are unable, from
not well knowing what taxes would be sufficient to
produce the revenue wanted. The facility of borrowing
delivers them from the embarrassment wnich this fear
and inability would otherwise occasion. By means of
Sorrowing they are enabled, with a very moderate
increase in taxes, to raise, from year to year, money
sufficient for carrying om the war....

Adam Smith

The Wealth of Nations, 1776

“riting in the year of the birth of our nation, Scottish
aconcmist Adam Smith accurately stated what has turnmed out to be
2ur historiec aolicy for economic mobilization. He went on to
eoncemn what he callec cerzetual financing -—-paying only the
interest 3n debts. I¥ inflation had besen a “rnown problem, he
arobazly wculcd also nave said that,” unless crisis financing is
dar@ =orrectliy, L% is Nighly 1nflatzonary,A and can disrupt a

.

nasional economy  Yor an extended feriod.” World War I (WW 1),
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Wwith axtensive bHorrowing and limited (late) controls, caused a

«

D% increass n the o8t of living in %fNe United States. In WW I

£

@ d:2 sligntly Setiar; a nigher percentage of expenses were
financaed By taxation, and with implementatisn of direct controls,
2onsumer prices rose only 29% in the longer period from (339 to
1345, WW Il cost Gmerica over $3Z09 billion and in 1343 and 1944
consumed sver I1%  of the federal budgee.l Today, full
mobilization of the ecornomy for a protracted multi-theater war
wonld cost several trillicm dollars' How could such a staggering
amount of ressurces be diverted from an economy that is

struggling to meet growing scocial demands while only maintaining

a peacetime force?

Rescurces are finite; conssquently, the answer lies in
maximization of production through full employment and Dby
diversion of labor and cagital from non—essential portions of the
civilian sector, Only through growth in national income and
capital formation could such enormous expenditures be
maintained.,. Full mobilization would require massive capital
investment by the government and corresponding real growth in the
arivate sector. However, without plarmning, regquired growth in
sovernment spanding of over a hundred percent within twe or three

years would resuls in total fiscal disequilibrium. Even with a

. The statistics used “nroughout this recort were Saken from the
"Statistical Atstract of she United States,”" and the "Econowmic
Recort of the Prasident,” cortiong of which are regroduced as
Ropencix A,

LL N

.




siannec cragram of balancec revenus mneasurss and stabilization
efforetg, orisis finance may he extremely difficul: in the fiscal

climate oFf the 1382's.

As Rdam Smitn Fforecast, in past wars, 2ur government has
mistorically chQSQn £t borrow a large percentage of its war
axpenditures, “ransferring the fimancial burden to the investment
sector rather *Shan to wage earners directly. In World War II
Borrowing worked Quite well because interest rates were able to
Se held at about orne percent, and only limited competition
axisted for investment funds. Present day conditions are
different, with a trilliom dollar debt and budget deficits which
already consume much 92Ff the mation’'s investment capital.
Consequently, cemands for large amounts cf aaditional capital
cculd force interest rates up rapidly, bankrupting thrife¢
institutions, defense sub—contractors, and possibly many of the

developing nations.

For purposes of this paper we define a military crisis as a
multi-theatsr conventional war of extended duration, requiring
Ff31ll mobilization., Some limited warning (up ¢t six months) would
2robably preceae the crisis. Rlthough we have not aostulated any
snysical damage t2 she U.S. infragtructure =— whicf would make
“ne arcblem ever nore difficult—— we could expect large lossaes in
Jerscnnel, ecuizment, and shipoing. Due to ¢tne cost and

somplexisy =f mocern w~eacons systems, 1¢ is cdifficult to envision

Suilding the quantisies of squipment consstructed in WW [I, but




aver: ar: aouivalant amount of fireoower ir modern weap-ns woula be
exSrenaly 2Tstly. The exact sScenar:: of the crisis i3 not
jervane; ary <rig:s tnat raecguires doubling the Defesrnse budget
within orne year would have a major impact on tne financial

systam.

The questions remain. How do we finance a major military
Crigis in éhe 1280737 Will past revenue policieas work or will we
se® otal bucget disequiliSrium with simultaneous high interest
rates anc hyper®lation? What would be the impact of a military

crisis upon federal finance and the U.S. financial network?

In this naper we review finance anc stabilization efforts
guring the last tnree wars; consider methods Sf crisis finance in
light of %foday's economic conditions; nighlight some of the
srodlems of crisis finance; and review zovernment planning for
such a crisis., This paper is not intended to provice the firnal
answers To thNesa Comzlex Juestions, Hut to stimulate thougnt and
pianning £ maximize tne effectiveness of Sur nation’s greatest

w@ason == Qur economy.

~

‘-




Chapter 2

ECONCOMICS AND DEFENSE

Sefore reviewing crisis finance in previous conflicts, a orief

discussion of federal firance and stabilization is in order.

2.1 Federal Spending ang F;ngng!.

With the geometric growth in the federal debt, many private
citizens as well as federal government agencies are becoming
increasingly alarmed by the current economic conditions and the
prospects for future growth and prosperity. Proposed scolutions,
which are sometimes easily envisioned but difficult to implement,

include a reduction in federal spending with a concurrent

increase in federal taxes.

In time of war, the comcerns are much the same regarding the
size 2¢f the 2ublic debt. However, the sclutions are not sa
aBvicous. A clear digstinction is $that a major mebilization will

recui e more, not less, Zovernment spenaing. A primary method to

fimance increased dJefsnse exoenditures is Dy way of 2zax




. revenues. Taxation searves saveral surooses. Harrigs indicates

fu

o

"at The oSbvious pursose is to fay the bills. Taxes, :f imposed
aquitasly on all classes of pecple and bHusinesses, will spread
tne LSurden among the current generation which, assuming a
"popular war," should be willing to pay its fair share. Heavy
Taxes aliss act to stabilize inflation by reducing consumer

demand. Funds available for private spending are reduced.

Consaquently, bduying and prices are also kept down,

Taxes carn be levied in varicus ways: on commodities (excise,
sales, and stamp taxes), onm coracrate profits, and on personal
income. Persoral income taxes account for the largest portion of

.

tax revenues.

While some ecomnomists would argue that taxes could and
should be the scle source of support for a fully mobilized war

effort, historically it has proven impractical and infeasible to

implement such a heavy tax burden. During WW II for example,
taxes accounted only for agproximately 408% of ¢tne total war
autlays. The reasons for this are numerous: First, heavy taxes
are nolitically unpopular, and may be a disincentive if applied
f incorrectly or at the wrong time. Before economic growth (which

normally accompanies mobiliczation) begins, increasad taxes would

j gat into current spending and ef’ect standards of living. But, , F
o
2. Seymour E. | Sarris, The_ _geounomigs__2f _Meobilization _and

m:hi; '2 [} (N.N Y-DY‘K: H. H mrton, 1951) [ 9- 133-

]
|




in an exsanding aconomy, oecple are less effected since taxes are
agplie@ %3 accditional income. Secone, the FAmerican oolivical
arocess s often glow and cumoersome. Any meaningful tax orogram
coule be long in coming. Long delays would inhibit tne
mogilization effore, Lastly, if corporate taxes are too savere,
busiress will have little or mo incentive to produce more goods;
and the economy will not comtinue to grow. Clearly the tax
system should be vigorous enough to defray a large measure of the
costs of going to war, and to help stabilize the ecoromy while
still providing enough incentive to corporate enterprises to

ingure expansion of the econowmy.

In satisfying these criteria any tax program will come up
shor%. Therefore, when sSutlays exceed goverrnment incowme, the
alternative is to Porrow. Federal deficit spending has numerous
implications for the economy, depending upon the method of
sorrowing employed. ~Funds may be obtained by borrowing from the
non-Sank public, py borrowing from the coumorcial_banking system,
2r 9y Horrowing from the Federal Reserve System. The Treasury can
also "oarint money, " however, this is an alternative which is
visinly inflationary and peolitically infeasible as well as
unnecessary, since borrowing from the Federal Reserve has the
same effect. But, since the latter is move complicated and less
uncerstose 2y the public, the process is less criticiced. The
least m»flasionary process is 20vrowing from the nondank sublic.

Jut “nig Mmethcd is "It without prodbiems since interest rates must




2e sufficiantiy high to entice the publi:c to buy ooncs rather
“han spenc mcrey oOn availasle goocs. Borrowing from commercial
hanks lies somewrere Hetween tne two extremes. The choices are
varied ard difficult and cannot be predicted in advance of a

major crisis. The choice or comBination Oof choices must oe *ully

integrated with coordinated mometary and fiscal policies.

2.2 Sconomic Stebilization

In time of natioral emergency, the federal goverrment is
generally called to realigrmn natiomal priorities. At the same
time, it must be responsible ¢to assist in the regulation of
ecrrommic activity to create an environment for economic growth
and %o ircrease the overall standard of living. Within these
Broad guidelires, a arimary goal is ¢o utilize various
stabilization measures 0 insure wage and price stability amnd ¢o
guard against an unnessarily high rate of inflation which is so

often the result of a major mobilization effort.

The government Nas at its disposal two bread catagories of
stagilization contrels: indirect angd direcst. Indirect controls
include varisus monetary ancd fiscal oolicies. Fiscal policies
not only arcduce revenues and finance a crisis, but also they may

sarve as a stadilizing mechanism by lowering soencabie income and

reducing aggregate cemand in sne orivate sector., Solicies wnienh




allow For cefizit soeraing, on the 2tnhner hand, put more money
inty “he ecoromy anc significantly ada to aggregate dcemand.
Fiscal policy =an be extremely efective, vet it cannot be relied
upon exclusively bDecause oFf (molementation lags and cecause it
can cdiscourage ithe incant ive to produce if taxes become

excessively harsh,

Monetary policy, which is administered by the Federal
Reserve System, regulates the morey supgply and the cost of
credit. Monetary opolicy is often preferred, but it is limited in
its extent of control because it relies on the free market,

utilizing the interaction of supply and demand.

The Federal Reserve can regulate the money supply by several
methods. It can regulate the amount of reserves that banks are
reguirecd to maintain. It can change the discount rates
(interest) it charges on reserves that it loans ¢to commercial
Sanks or, most importantly, the Federal Reserve can buy and sell

government securites in Qoen Market Operations.

Qf the three sptions, changing bank reserve requirements is
aerhans the most powerful, bDut it is seldom used because it is soc
powerful, Changes in the money supply and the magnitude of the

change are aifficult to contral or fire tune.

Diseourting is the oldest Sption available t5 the Fea and,
ithnougn it is used often, it is usually used in conjunction wish

Pther policies. It .18 normally used only ¢to replace deficient
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Sank resarves anc nct as a mecnanism <O create or ceclete excess
resServes. Jiscounting is, therefore, a secongary metnod of
a‘*fecting the money suoply. The initiative lies with the member
Dank anc not with tne Federal! Reserve wnhich cannct force a memger

Bank £2 borrcw if 1t chooses mat ta.

Ooen Market Ooerations are the most commonly used of the
Federal Reserve's monetary tocls. By buying or selling
securities the Boarc can directly expand or contract the money
supply. The initative is theirs and they can affect the money
sucply in small or large doses as they see fit for purposes of

controlling interest rates and/or the rate of inflation.

Monetary policy is preferred by some sconomists because it
does not interfere with mcrmal market forces. Howaver, like
fiscal opolicy, there are delays between recognition of a
particular zroblem and the effect of the corrective action. By
the time it is implementec it may lag benind the economy and, in
effect, be cestabilizing because the policy is out of phase with

actual concditions.

Although very effective in peacetime, moretary policy by
itself has little effect on inflation during a major mobilization
UNieSS MCrey is SO tight that ¢total economic outsut is severely
recucec. For that reascn fiscal and monetary policy is normally

comdined with various Syses of Qirect controls.

Direct measures incluce feceral.y impcsed ceilings on wages,




ori:ces, arc ~ents: raticoning of consumer goonds; allocations of
raw natarials: anc mandatory settlement of laocor disoutes. These
neasures are crastic, effective, and called cn only when normal
narvets ceasa %o function in the face of uncertainty during a
rational orisis. Direct measures are cfien thougnt of as "tools
27 last resort" and are employed for a short duration to achieve
a desired effect. They are extremely difficult to administer
sguitably. Extensive manpgower is required and the administrative
costs are high. Aaditionally, over time compliance erodes and
anforcement costs rise pragressively. Selective credit controls
ocSupy another separats but related category. RAlthough direct in
their application, they are usually considered to be an adjunct
t> moretary policy. Credit controls, however, are no longer the
exclusive comain of the Federal Reserve. In any event, their use
during war-time has assistecd in the reallocation of resources
dway from the private sector so they could be used in the defernse
affort, Recent excerience indicates credit controls carm have a

power®ful braking effect on the current economy.

In attampting ¢t stabilize the ecoromy in war-time, history
nas shown that while direct or indirect measures both ternd toward
the same result, neither type of measure is %totally effective by

itself.

Each national smergency was unigue in ¢that it required a

gifferent get S7F tools £o solve a different array of prodlews.

In general, nowever, it is interesting to note tnhat the measures




ameicyec lie along a continuum from StnNe least severe monetary
2oii2y %2 zThe most drastic ard grecipitcus direct wage and price
controls. The aif®iculty is in cetermining wnat economic
concitions require what combination of tools along :nat

continyum, and wnern arng how long they shoulda bhe implemented.
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Chapter 3

MOBILIZATION IN PAST CONFLICTS

3.1 Prawar Policy 1337-1923

Before discussing ecornomic mobilization in World War Two (WW I1),
it is important to understand existing policies and conditions
prior to Pearl Harbor. As early as 1937 the Federal Reserve bagan
to take direct action to maintain a stable market in goverrnment
securities. By buying or selling relatively large blocks they
were able to stabilize the yiolés on both long and short tera
government sacurities, and ¢t some extent, high grade corporate
bonds. After the start of the war in 1939, the Federal Reserve
also initiated a policy of par value loans on government
securities to bBoth member and rnonmember banks at a oareferental

rate of 1%,

On the day after Pearl Harbor the Board of Govencrs assured
the Sountry Shat they could and would supply the Treasury with

all the money (* needed:

The existing supoly of funds and bHank reserves is
fully adecuate to meet all presant and orospective
neecs >F She Jovernment and of private activity. The
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Sacdera. Reserve System nhas powers to acd to these
rescurces Yo wrataver extent may bBe recuired in the
fature., THMe System ig srepared to use its opowers to
assure that an ampla supply of funds is available at
all times for financing tNe war effort and to exert its
influence Scoward maintairning conditions in the United
States Government security market that are satisfactory
from the standooint of the Governments requirements.

(&)

22 Worlid War Il

In April 1942 the Federal Reserve banks began a policy of
aurchasing at a @.38% discount rate, all of the Treasury bills
offered to them. By August 1942 they also offered sellers the
Ipgtion to buy bacx equal quantities at ‘the same rate. This
effectively froze the yield on Treasury bills at 2.38% and made
them nearly as liguid as cash. Similar action was alsc taken for
longer term government securities, but the slightly higher rates
weres not as precisely fixed. Chandler called such a policy a
"low-yield government security standard," and felt that ¢the
Federal Reserve not snly lost control over the money supply but

o
aiss over the “ypes and maturities of its government holdings.

3. Board of Sovernors,Annual Sggert, (Wasnington: 1941), p. 1.

4, L_sster V. Chandler, Inflation in the __United States.

126Q=1243, (New Yoru: -arser, 1981) o. 191-192.




It is important <o note that the nation haa not yet fully
recovered from the deoression by 1332. The 5N was $30.9 billion,
still only 38 % of the 139239 GNP. More than 9 millicon Americans
remainad uremplovec. Finally, due ¢to increases in defensas
spending, and the start of the lend lease program the economy
started to grow. Federal expenditures grew from $8.9 billion in
1939 to a maximum of $35.5 Billion in 1944, This huge growth in
government spending was of course the largest contributor to the
growth in the economy ancd t2 inflatiomnary pressure. Per capita
income grew from 8515 in 1333 to $1218% in 1945. In the same
sericd, personal consumption nearly doubled. The shortage of
durable goods causec persoral savings to increase from $2.2

Billion €2 a high of $36.6 billion in 1344,

It is interesting to note that due to the Federal Reserve's
policy, interest rates remairned constant at a prime rate of 1.3%
througnout this entire 1339-1345 pericd. But, by 1341 once
industry started ¢to approach capacity and unemployment had

dropced, inflation started zrowing, reaching 19.6% in 1942,

222 Sgonomic Stabilisatian

Ten days after Pear! Harbor, the President brouyghnt ladbor and

management together o *orm a no-strike, no—lockout agreement

which would lasz Sthraoughout the war, To impleament this




understanding, Sxecutive Order 3317 estaclisned the National War
_agor Board NWLS). The board was given authority over wage
issues under its Jurigdiction, but no specific mention was made

2Ff wage control or stabilization.

After an initial delay, and comsiderable political haggling,
a price control bill was passed in January 1942. This bill, the
Emergency Price Control Act of 1942 authorized the establishment
2Ff "generally fair anmd equitable" price ceilings based upon
existing prices in QJctober 1341. Unfortunately wages were not
included and farm porice ceilings at a 113% of parity were to

prove ineffective.

Ih April 1942, in an effort ¢to increase controls, the
President sent a “severn point anti-inflation' message to
Congress. It called for: 1. heavier taxation, both perseormal arg
corgorate; 2. an overall ceiling on prices and rents; 3. wage
stapilization; 4. stabilization of farm prices, and restoration
of parity instead of L18% of parity as the ceilingy S. an
expanded war savings program; 6. rationing of essential
commodities; and 7. discouragement of credit and installment
buying and encouragement of debt retirement. Of these only farm

orice ceilings and tax policies required congressional action.

Ta imolement the price ceiling, the Office of Price
Administracion (CPA) issued tne Gereral Maximum Price Regulation

and a series of rent control orders by area. The "“General Max"
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annliecd £95 Z:23¢s (anc services conrnected %o commocdities) at  all
iavels uniess Covered LJy secarate regulation or specifically
exemptad. Prices w~ere “rozen at tne highest levels for similar
or icentical goods as 9f Marcn 1342, Again there were important
exgmotions, mainly salaries, wages anc natural farm products.
"Gereral Max," was followed By numercus other ingividual
regulations wnich aput most commodity and consumer service fields

under controls.

However, without a real freeze on wages and without control
of food and farm prices the freeze was not effective in stopping
inflation. There was continued pressure for wage increases and
in July 1942, the NWLEB issued a decision allowing wages €o
increase 15X to match cost of living increases which had occured

sinrce January (241,

There was considerable effort at cCcross purposes among the
various agencies. For ewxample, the NWLE was interested in
providing an acecuate supply of labor to the defense industry,
regardless >f cost; wnile OPR was trying to control production
costs and consumer prices. OPA was forced to Jump from corigis to
srisis ang it Secame sbhvious that additional action was
recuired. In Septemoer 1342 the Presicent requested authority to
stabilize “he cost of living including the psrice of all fara
sommcaisiss. Congress responced a month later with ¢tne

Srabilization Act of 1242, This act cirectead the Presicent to

iSsu@ a Jeneral corer stadilizing rices, wages, and salaries
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affacting the oost oF living at tne level of 1S Seotemoer 1342,
as *ar as poSracticaole. The NWLBE was given authority over wage
ratas, angd authorization was finally granted to control

agriculsural srices at parity.

The Fresident immeciately created the Officey of Econcmic
Stabilization (QES) . The OQES was taskad to develop Y
comprenensive national economic policy relating to the control of
Sivilian purchasing power, porices, rents, wages, salaries,
arofits, rationing, subsidies and all related matters. In order
£3 carry out his tasks, the Director of Economic Stabilization
was granted authority t0 issue policy directives to federal
degartments and agerncies. Even this act did not halt the
inflationary spiral, and in April 1943 the President issued a
"Hold the Lire” orcder directing all stabilization agencies to
Take action <%£o estapnlish more definite policies and better
coaordination of wage and prics controls. In May 1943 the Office
af War Mocbilization was established to provide tog level
coordination for all economic mobilization efforts. Finally,
rearly a year and a half after Pearl Harbor the administrative
apparatus, the nsnlitical will, and the controls were in place to

Told the lire on inflation.

nfortunately, w~hen the war ended, COntrols were viewed as
2ar< of "“he war effort and were removed oo gquickly, long before

the sesconomy was cacable of meeting “he ocent up demand for

consummer goods. This resulted in another inflationary cycle
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worse than that exserianced during the war,

2.4 _ZXorea

“The Korean Conflict was the last of the long line of America’s
wars to prove an unquestiorable plus for the economy. But it was
also ¢the first of America’s wars not needed as an excuse for
sconomic managom.nt.'s Unlike WW I[I, the Korean War began at a
time when the goverrment was trying te achieve full eamployment
(the unemployment rate was 3.4%) and the economy was operating at
8% capaci‘ty. Although it was only a limited local war on a
single front, it was revertheless a full scale ecornomic war in
which the full eccnomic strength of the Natiorn was BbBrought ¢to
bear. Initially, &$he procuction capacity of war materials far
sutetripped demand. Inflation was quickly ocut of contrel as

there was no precisitous calamity like Pearl Harbor to force the

2nuntry into immeciate wartime controls.

There was strong resolve to show that the American economy
could similtarecusly support the high standara of living that was
achieved in the wake of WW II and the high costs of the Korean
war. =ricr to e sutdreak of hostilities the deferse budget

3Tond at $14 Hillion and it was being threaterned with a reduction

. Zliot Jarneway,The_Sgoremigs of Crisis: War, °Solifics. and _the
2iidr. (New Yorw: Weyorignt and Talley, 1363), o. 221
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3% 82 nwillion, Im Sectember 1352, the Fresicent asked Congress
for a 8.7 billion suppiemental and Ffollowed 1t withm  anotner
recuest For 313 pilliem in November. Hetween (3%Q ancd 13983 the
Congumer orice incex (CPIl) rosa L32%, with over a €% rise in the
first year 2f the war. RAiso, in that same year, wholesale orices

rose by 13 %,

The Defense Supoort Program, which was designed to broaden

the basa >f the economy tc support guns and butter, created a
backlash wnich added to inflation. The psychological impact of
controls 1ncreased the cemancds for more money, man, and goods,
which in turn required the implementation of more controls. The
incentive was t3 expand firat without really worrying about the
actual demand. The amount of money in circulation increased
imilar to that during W II. The excess liquidity erabled some
gecple £O buy and hoard many goads as a reaction to each new war

scare.

The effects 2f inflatiom in ¢the U.S. were felt world wide.
The U.3. favorabie balamnce of trade erabled an almost unlimited
purchase 27 necessary goods from foreign markets at almost any

price.

Initially the gosition of the Federal Reserve was, as in WW
I, *2 be the financial agent of the Treasury. Early on, only

oay

ingirect controls were Tried. Selective credit controls imoosed
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Dy The Feceral Raserve 3n caonsuner credit, were ineffective. The
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Feceral Reserve adandored its traditicnal wartime role and, with
the Fec-Treasury Rccord of Maren 1991, establisned some
indepencence in its efforts to combat inflation. The imoosition
2f cirect controls was delayed several months by numerous

Jureaucratic denates discussing the relative merits of various

;
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controls. Similar lengthy dcebates between Congress and the
Administration resultec in raising only half of what the
President desired in taxes for revenues and control of
inflation. However, eventually all forms of emergency control
were utilized; including price and wage controls; a Controlled
Materials Plan which limited industry to specific quantities of
steel, aluminum, and :oppcfg accelerated taxes; and excess
profits tax; success was "ot achieved without some problems and

lessons for the future.

The indirect and credit controls took ¢too long to work and

~ere easily circumvented hy the public who went on buying sprees

and hoarded excess goods. Low interest rates were a disincentive
£2 save and the large savings were quickly spent. Buying was not

related t2 government demand for weapons systems. The initial

surge of inflatiom occurred without any large increase in

aroduction. And as the market place began to return to normal

T S e ceeLe we o

. temporary direct controls were a necessary assist to allow
incirect Tontrols o tave effect. “owever, by the time the
€. Albert G. “art, Jefgngg _ang _the Dollar.( New York: Twentieth
century Tuna, 1283), p. 33
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cirect controls had heen imposed, the wage-price spiral of

:nflation was already well underway.

The end result was not all negative. During both WW II,
with a slack economy, and Korea, where the econcmy was operating
at a peak ancd the production of war materials was at the expensea
of civilian goods, a wixed system of monetary and fiscal controls
was able to stem the rising tide of  inflation. The ecoromy
remained vital and healthy. But the problems which remained
unresolved were those of timing of the variocus controls, planning
and coordination by the various agencies, and the delays causoq
by the reluctance of Congress and the Administration to take
recessary action in advance before inflation was nout of control.
Qver a decade later many of these procblems were still unresoclved
and were further exacerbated wnen the U.S. had ¢to cope with
ancther limited war wnich was competing for rescources not only
with the demands of a civilian market but with a President's

strong desire t£to build a "Great Society."

s.x_Yietnam

The Vietnam war experience was unique. Not only was the
Qzcuntry diviced in its support of the U.S. commitment, Sut also

T*ne ambivalences was reflected in pudlic policy that was

agministered by the feceral govermment. President Johnson set




the country on a course whicn was doomed t3 failure from the
scart, e
“.ve. D@t tnat guns eCould coexist not only with
Dutter, but alsa with freegom from controls, with

arogress 1n the war against poverty, and with the
enjoymenrnt of stability.™

In the aftermath of the Korean War the combat readiness of
the United States hac sigrnificantly deteriorated. Concurrently
there was a similar reduction in the country's economic and
financial strength. The five years immediately preceding the
Vietrnam escalation were harely encugh to allow the UW.S. to catch
up and be able to fight a war which consumed much of the decade

nf the 19€2’s.

The Vietrnam War did mot cause anywhere near the econcaic
impact and disruptiom that occurred during the Korean Conflict,
and ceortainly less than that of WW II. Unlike WW II and Korea,
Vietnam followed on the heels of a period of high productivity
and srosperity. The economic and financial policies that were
faollowed during V:ietnam, however, resulted in significant changes
to tne U.S. ecoromy and they were felt long after the last shot
was fired. Many believe that some of today's problems of

inflation and recess:on are attributadble o the Vietnam era.

7. Janeway,The Sgooromics 2f Crisisi War, _Polifics._and__the
Qallar. ». 28%
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The Vietrnam war w~as fougnt in isclaticn. The war oclanners
separatec ¢t emselves from The rest 57 the American colitical
economy and i1gnoved the ti:es with the rest of the world., The
suteome of thne divisiveness among tne actors and the failure to
cevelop an overall plan for firvancing the war and maintaining
stability was imevitable. Although the costs of the war were
cornsiderably less tharm either WW II or .Korea in terms of percent
37 GNP (W II: 41,.35%, Korea: 13.3% and Vietnam: 3%), the American
gconomy still struggled under the burden of the buildup. For the
first time the economy was cramped by the increased defense

.

expenditures instead of expanding.

The way to and tihrougn Vietnam was paved with many similar
mistakes which had occurred in the past. From the ocutset,
Secretary of Defense McNamara underestimated the extent of the
U.Se. involvement. This uncertainty and the lack of national will
forestalled many decisions which should nave been made.
Additiomnally, OPresidernt Johmson's cesires for a "Great Society"”
diverted his attention from other equally important issues. He
fel: strongly about rmot letting the war interfere with his

alans.

Stapnlization ef®orts ware apolied piece-meal -—— more often
£33 little %20 late. Consequently, the wage—-orice spiral was
auickly 2ut ¥ gontrel. The economy was already at or near full

amcloyment. Sovernment soending was high because 27 the cemands

2 Great Scciety ~rograms, and consumer stending had been sourved




on 3y the 1364 Tax zut. The rapid increase in aggregate cemand,
without acecuate fiscal and monetary restraints, caused an
eQually rapid r.:se in porices at the beginning >f the buildup in
1367 and 1366. The initial reluctance of the administration <to
increase taxes or reduce federal spending shifted the burden to
monetary policies. Credit was tightened when the Federal Reserve
raised the discount rate from & to 4.5%. By the time Johnson
retreated from his position and Congress approved a (3 percent
tax surcharge arnd a $6 billion reduction in spending, it was too

late to have significant impact.

The administration relied on the free-market financing and
there were no provisions to protect the large ocutflow of U.S.
dollars to foreign markets. With a high rate of domestic
inflation, the foreign markets were especially attractive and

causecd anrn additional strain on the U.S. economy.

In 1363 President Nixon initiated his program of
“gradualism” to attempt ¢o reduce inflation by reducing growth.
More attention was applied to coordination of restrictive fiscal
and monetary policies. The rate of growth was lessened, but the
rate of inflation continued undiminished in the face of the
continual strong demand pull. Congress enacted the Economic
Stabiliza%tion Ret of 1978 in spite of Nixon's coposition to any
income policy or Zfirect controls. Within a year, nRowaver, the
acm:nistration ~as “srced %5 change 1ts mind because of She

demands 2F foreign economic policy. The U.S. balance-~of-sayments
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aceaunt had detericrated and inflation w~as pricing U.S. goosds cut
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of the foreign markets. The dollar occupled a tenuous pPosition

in tne internaticnal morney markets. .

Accordingly, Nixon introduced Nis pnased program of wage and

e o i o 4 -

Price controls in August (371. However, the programs were not
‘ rigidly or equitably enforced since only 4,298 administrators
{ é were employed compared to over 68,300 during WW II. More
stringent controls were implemented in 1372 but mandatory wage
and price controls were terminated altogether in early 1973. With
only monetary and fiscal controls remaining, the inflationary
4 pressures continued. Nixon again ordered a 6@ day freeze of all
prices in mig-1373. With ¢the expiration of the Economic
Stabilization Ret im the Spring of 1974, the final phase ended
without Rhaving really achieved its objective. A period of
"gtagflation" thern ensued — a combination of inflatiomn and a

stagrnant economy. i

The failure ¢o keep inflation under control was due to many
8
causes. Some that have been icentified include: i

1. The inconsistencies in the administration’'s commitment to a
controls program.

2. The uncertainty in the aoplication of programs - on again,
off again.

3. The inability tO0 make changes and adjustments even though
the nature of the economy was changing drastically between 1371
anc 1973. |

8, Hareld J. Clem, etal.,Sgonomic Stabilizasian, (Wasnington D.C.
: National Defense University, 1378), p. 1:19. c
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4. The irnagility to adjust policies for individual incdustries
wrndar <he suise 3 consistancy.

S. The failure of the acministration to integrate the controls

ints an overall program wnich would sugport economic

growth and adjust %2 the charge in the availapility of resources.

The stag®lation of the Vietrnam era combined with the 13973

QFEC 2il price increase resulted in economic conditions which had
not been squalled since WW II. A pattern had been established
which would have *far reaching imogact on the peacetime ecornomy for
the next decade. More importantly, even though Vietnam exacted
less costs than WW II or Korea, the ocutcome of the impact on the
ecoromy has major implications for future planning for the next
probable conflict. If Vietnam, which was the least costly of the
three wars, was difficult to support and resulted in rnatiomal and
international ecoromic turmeil and a major recession, what will
he the result if the U.S. must agaiﬂﬂgntor into a war the size of
W II? Furtnermore, with the large increases in the naticnal
cebt, continued high unemployment, and the steady growth in

transfer payments that are essantially untouchable, will the

feceral government be able to exercise any control at all even

with all the tools of fiscal and monetary policy at its disposal?
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ECONOMIC MOBILIZATION IN THE 1988°S

4.1 _Competing Resource Seguirsments

While similarities exist bDetween now (13783) and the late 1932's,
e.3. high unemployment, and low industrial capacity utilization;
many kaey factors have changed in the financial sector.
Economically, the world is much smaller and more interdecendent;
the U.5 no longer occupies a Dosition of total dominance or

isolation. Let's look at some of those changes.

4,8 Dedt.

First, the 1.:!%5 trillion dollar national dedtt and its resultant
cdebt service are often cited as cause *or concern. Actualily, the
debt is smaller now in relation %9 the gross national oroducs
than it was 1n 1339 (I7% vice 44% of GNP) and much smaller than
124 (1289% =F ENF), However, due to higher interest rates, ceot

service "ncw ~Scnsumes nearly 3% of the “eceral buaget and 2.8% of

=
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tna 3ENP, Contrast that with 1346 when cezt service only required
2.3% of the GSNP. Frojected duaget deficits totalling over $2529
Billiom in Fiscal years 1383 through 1986 will greatly increasae
deht service and more imoortantly, increase government
competition for investment capital. The 2ffect of this projected
succession of large budget deficits on %fop of the existing dedt
is likely to increase interest rates and substantially reduce the
rate of capital formation. The sericusrness of this situation
shculd not be overlocked. QOver the past 29 vears the net savings
of U.S. nousehslds and businesses have averaged approximately 7%
2f the GNP, Current projected deficits of over &% of GNP wiII'
leave little capital for real growth, further reducing th’

mokilization bhase.

4.2 Fllating Sxehange Rates.

Since 1373, currency exchange-rates have been allowed to float
rather thaé being tied to the gold stancard. The effect floating
axchange—rates might have on crisis finance varies from positive
~-a strong dollar would reduce reeded import costs; to extremely
negative-—collacse of the dollar gue to fear for the survival of
the U.S. government. Historically, the former has happoened,
investors have moved fheir morey to the U.S in times of crisis,

strenghening the dnllar, What would actually hapoen depencs

srimarily J4pon fNne perceived cutcome of the crisis.




Im 1339 the nation was still coming out of the deoression, and
transfer payments represantecd 3€% of the federal expenditures and
2.8% of the GNP, In 1982, after a relatively prosperous decade,
transfer payments were 33.1% of federal expenditures _and_lg2.4% of

the GCNP. While this indicates a concern for the welfare of the

U

2or and the old, it alsc represents a growing and largely
untouchable percentage of the budget which is no longer available
for mobilization., Rdditionally these social insurance progran,
tend to add rigidity to wages, orices, anc¢ even structural

urnemployment.

4.3 Trade.

Another significant consideration is international trade.
Exports and imports ncw comorise a significant portion of our
GNP, totaling 22% in 1282. The orimary reasons for this growth
are a reduct ion in trade barriers, and
transpgortation/communication econom:es. Most major corscrations,
inelucding Danks, are now international :n scoce and depend
heavily on foreign Srade for much of their growth and a large

sercentage °f their orofits. While expanded trade increases




comzesition are allows nrnatioral specialization in areas of
ctmparitive acdvantage, it als> tenas ¢t eliminate firms in ¢the

less oroguctive sectors. This has haopered in several key U.S.

incdustries, such as steel and shipouilding. The effects
3 increased Ccepencence 2N trace would have on financial
mobilization are cdifficult t> oredict. However the effects on
domestic preduction are staggering. In many cases essential

gonds are no longer poroduced in the United States.

4.8 _World Debt.

Along with the increase in world trade, has come another very
significant change in the financial sector: international debt.
Throughout much of the 1373's, developing nations were able ¢to

maintain high growth rates by borrowing. Rapid growth made loan

, risks appear low and with interest rates at or below U.S.

| inflation rates, real interesst was negative. Unfortunately, the
recession of the early 1380°s drastically reduced the demand for

i basic commodities and prices fell as much as 25%.

Simuiltanecusly, high interest rates in the U.S. drove up the

srice o3f thne collar while driving down inflation. The result for

natiorng like Mexico was a large amount of ghort term dedbt at real

—re S -

interest ~ates 2f 3 £ty (3%, €t bHe paid back with dollars that

cost Stwice as many pescs. The banking crisis of 1982 gives some

-

! idea of she problems that would occur if borrowing to finance a




miiitary corisis were t3 Jdrive interest rates uc raoidly ¢to

jreater than 20%, a very real oossibility.

As noted earlier, at the start of WW Il the nation was still
recovering from the cdepression. Many pecple viewed the economic
benefits of mobilization as only a temporary 1lull in the
desression. Interest rates were constant at adout 1. 3%,
consequently the Federal Reserve was able to finance the war at a
low cost by holding interest rates on government securities at
about 1%, Contrast that with the much more sophisticated investor
of today, with hundreds of investment ospportunities ana billions
of dollars in extremely ligquid accounts such as money market

funds.

Additionally, taxpayer attitudes have changed; after Vietnam
and progosition 13, it is hard ¢to envision a rush to buy savings

bonds instead of scarce congsumer poods.




e

Chapflr ]

FINANCING WAR IN THE 198Q's

3.1 _Rasic Assumptiong

In order to address possible financing methods for WW III, an
attempt should be made to cefine the magnitude of the problem.
Liaison with numerous components of DOD has revealed that ng
estivates Oresently exist for the cost of _a protragted _world
war. Results from Exercise Proud Saber indicate an increase of
8223 billion for the FY&3 defense budget but ¢this value was
derived in a hasty marmmer with no planning for costs beyond FY83.
The following bDudget scenario is a simplistic and intuitive
aporoach ¢t the definition of the budget associated with a world

war in the 1989's.

While Worle War [II would certainly not unfold and develop
as cid World War II, the sccpe and magnitucde of financing WW III
would probably paraliel WW II more closely than any other
cenflics in our mation's history. Many would be quick t2 point

2u% that weapons systems are much more Costly today than 49 years

age, shat cevelooment and oroduction lead times are much longer

——r
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tsday, that many war material proguction facilities do not exist
and tnat many resource Dottlernecks do exisT. All of this is
true. I+ is alsa trua that she same conditiong existed prior to
wW I3 in many respects even more s$o. While the comolexity and
soohistication of weanons systems, with attencant production
difficulties, have increased, 20 have the power of the
technological and maragerial <tools available today to cope with
increasing oroductiorm in a crisis. Discussion of planning and
coordination necessary to increase production to the levels
indicated in *the scerario below would fill volumes and are far
beyond the sccpe of this paper. This is not to blithely dismiss
the herculean effort reguired to increase defense production as
was done during WW II but, rather, to state that if it was

acssible then, it is probably possible now.

The following projections are based upon several
assumptions, $t9 be cdiscussed in turn, which utilize exparnsion
factors similar £o WW I tempered by today's realities. WW Il
data, taken from QAcoendix R, is in "then year" dollars unless
stherwise indicated. Projections of WW [Il collars herein take
inflation into account by using the inflationary nature of “then
year" WW I dollarg to oroduce an implicit inflation in the
ca.culations. The scenarioc will resul? in a hypothetical tabdble
sf Gross Natiosmnal Product (GNP), Feceral Expenditures, Federal
Receir13ts, ceficit and National Dedot for the period 19683 to 1986,

<@ years >f :ne imag:nary Ww I[II. Data for 1983 will congist of
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1982 cata acjustec for a projected 3% growth i1in GNP, WW 1] years
seiectacd for comearison are 134! through 1944, from tne start of
the war Shrough seak axpansion. For the purposes of this faper,
Federal Zxperditures are divided into four major categories;
cefense, transfer payments, ather (all other government

functions) and national debt service.

.2 _3rass Nationali Produgt.

Increasing production to support the demands of world war
reguires extrasrdinary increasaes in GNP. Qur nation, in 1341}, had
a .9% unemocloyment rate, down considerably from the 7%
urnemployment rate that existed in 1933. This large decrease was
largely attributable to Lend-Lease and and other war preparation
measures. Aporoximately 76X of the nation’s industrial capacity
was in use in 1341, a sercentage rate not toco far afield from the
aporoximately 63% incdustrial capacity utilization rate existing
today. On the basis »f existing unused capacity and
uneme loyment, the U.S. economy, with proper stimulus, has the
sotential of expanding at rates similar ¢to WW II. Comocarable
excansion, interpolated for the 178Q0's, would yield the following:
Table 1
wi I GNP, Predicted WW III GNP

19461 1942 1943 1944

GNP (Billions) 128.9 1%8. 8 192. 1 210.3
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% Increase - 136. 8% 183. 5% 1€8. 4%
aver 134}

1383 1984 1983 138€
GNP 2i1i8.1 3383.8 4783, 4 S229.8

323 _Mangower_ ang Unemplovment.

Margower and unemoloyment is addressed next in sequence in that
it beare Jirectly on the estimates of defense spernding and
transfer payments. The labor force expanded rapidly during WW II

for several reasons:

- The uremployed found work easily as the nation geared up for

wWar.

- Many women entered the work force. Women, over 14 years old
and over, comprised ATX of the civilian work force in 1241,
The same category 2f geople comprised 34% of the civilian
lapor force in 1344, 1% should be noted that women, 16 years
ald and over, regresented 43% of the civilian work force in
1328&. There were, however, £§.2 million man and 4.5 million
women "actively uremployed" in 1388, a significant mangower

seol.

- Mary retired zecole re— oinad the work force during Ww II

for patriotic and monetary reasons. The same Shenomenum
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walle 2rcoastly occur today. This is a key point; transfer
Jayments ceclined cduring wWWw Il carcly for tnis reason. =]
rapidly exsanding economy with even a relatively small
seveentaga (18% or 30) 5¥ soCial security recipients
returning to work would have a dramatic impact on  transfer

payments.

With the above in mind, the following is the WW II laoor
force distribution:
Table 2
Ue Se W [I Labor Force

1941 1942 1942 1944

(milliorns)
Civilian $5.9 S6. 4 5. & S4. 6
Labor Force

Retive 1.6 3.9 9.8 11. 4
Armed Forces

Unemp loyed $5. 3 2.6 1.1 .7
Total Force £3.2 83. 2 65.3 &88.7
Unemployment 9. % &4, 7% 1. 3% 1.3%
Rate :

Rctive military persornnel in 1339 numbered only 3.3
miilion. The risa 2 1.6 in 1941 reflects the rapid expansion of
the military orior ¢o Sear]! Harbor., Pay rates during WW II were
comoarably smaller than todays military cay recresanted only 323%
3f tne 194! dJdefense bLudget as ocoposed to Sax today. Retive
milisary forces exsanded o a peak of 11,7 million in 1965, WW

i1 of Shree 2r four years duration could require a oeak of 12

ot sl i
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milliicn men in uniform (cernaos even more). Should WW III start
sucday, 2.1 miiliom men are already in uniform, a greater starting
aint <than WW II. The average cost of a man in uniform in 1941
was $8S62, tre average cost througnout WW Il was $3409 (cefense
axoencisures diviced Dby number of active military persommel).
The similar cost today is $3€300 and forms the basis of estimated
defernse expenditures for WW III in table § - 4. Another element
of the prediction below is the structural resistance af
urenployment going below 3% in today's enviromnment. Should the
uremployment rate go below 3% during the hypothesized war, then
the WW III mangower estimates below are conservative.
Table 3
Predicted U. S. WW III Labor Force

1983 1984 1985 1986

(millions)
Civilian 113.2 112.1 113.1 113.1
Labor Force

Active 2.1 5.1 11.6 12.2
Armed Forces
Urnemployed 192.7 3.8 3.9 3. 4
Total 123. 9 123. 9 125%.6 126. 9
Labor Farce
Unemployment 19. 9% S. 2% 3. 5% 3. 0%
Rate

324 Defense.

Given the above GNP growth and manocower distribution depicted in
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Taoles 5 - 1 ang § - 2, the following is a comoariseon of Ww [I
cata and WW III orojections:
Tadle &

WWIl Deferse Expeditures.
Pregicted Wk 111 Defense ExpDenditures

1341 1942 1943 1944
Defense 13.7 49,2 73.7 87. 4
(billions)
%Fedeoral aa. % 87.9% 92. 9% 21, 3%
Expenditures
AGNP t11. 31.1% 41.5% 41.5%
19683 13984 1988 1986
Defernse 137 Si1Q 1144 1297
(billions)
%Federal 26. 3% 3. 9% 73. 5% 70. 7%
Zapencitures :
AGNP 6. 3% 12. 8% 23. a% 23.9%

3.3 _Q%her _Sxoenditures.

Qther government expencitures repressented 15.8% of Federal
Expenditures and 2.6% of GNP in 13941. This category of spending
rapicdly declined during WW II. It is rnot unreasonable to exnect

other exdernditures ¢ likewise diminish during WW IIl. Therefore:

Table S !
Qther U. S. Government Functions :
Exocenditures for wWwW II, Predicted
for wWW ITI
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Qtner 3.2
Exoencitures
(Billions)

%Feceral 15.6% 4, % 1.9% 2. 1%
Experncditures
%GENP 2. 6% 1.6% d. 8% Q. I%
1383 1984 1385 1986
Qther 77.3 &3.2 47.9 2.5
A eceral 13. 4% 6. 7% 3. 1% 2. 9%
Expenditures
%1ENP 2.5% 1.8% 1.3% 1.3%

2:8 _Transfer Paymgnts.

This category of spenaing accountad for 12.23% of the Federal
Budget and 2.3% of GNP in 1341. This contrasts sharply with 3a.1%
of the Federal bucget and 13.4%X of GNP in 1982. Transfer payments
fell 24% from 1949 &t 1241 as a result of a 3% reduction in
uremployment (from 14.1% to 9.9%). Transfer payments remained
essentially constant in current dcllars during the period 1341 -
1942 and +then roge in 1944 as veteran's benefits began to

increase for refturning war Casualties.

Current Decartment of Treasury estimates are that a 1%
reduction in unemoioyment Sranslates *o a 8383 2illion reduction

in budget Zeficit as tax revenues increase and transfer ocayments




decrease. I¥ a recuction of 1% in unemployment equates 2 a s$i&
Billion reguetion in Transfer favments and this s apolied in
cenjunction with arocjected urnemployment rates as well as the
return of retired 2ecgle to the work force, a prediction of

transfer gayments would he thus:

Table &
W II TransTer Fayments, Predicted
WW [II Transfer Payments -
1341 1942 1943 1 44
Transfer 2.9 2.9 2.7 3.3
Payments(billions)
*F ederal 12.2% S. 2% J. 1% 3. 7%
Expenditures
XGNP 2. 1.8% 1. 4% 1.7%
1983 1984 1985 1986
Transfer 386.6 261.6 228. 6 28S5. 9
Payments
tFederal S1.6% 27.7% 14, 2% 16. 1%
Expenditures
AENP 12. 4% 6. 6% 4, 6% S. 4%

sl Debt _Servigce.

Even within this simple analysis dett service is most difficult
<9 predict. [t is a function 3f total Feceral expenditures,

Federa. rece:ots, tne size of he natioral dedt and prevailaing

interest rates (which are a functicn oFf Feceral Reserve osolicy
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and a host of marwet variables). The naticnal dect recresanted
33.1% af GNP in 134l1. It represanted Z7.3% of GNP in 1388, nence
the dept is slightly lower relative to GNP now than at the start
of WW II. There are severa! sigrificant differences bHetween 1341
anc 1282 nowever. Specifically, 76.3% of the cebt in 134! was
privately hneld; ronm—inflationary borrowing. This percentage
contrasts with 53.3% of the debt privately held in 13283. Of more
significance, tne Federal Reserve Discount Rate was held at a
steacy !X during WW I, a far cry from the 1!% rate axisting
today. These vastly gifferent discount rates account, in large
part, for the differerces between the portion of Federal
expenditures required to service the debt during WW II and
today. In 1341, cdebt service accounted for S.4X of Federal
expenditures and 3.2% of GNP, While dollars of the day
exsenditures for debt service rose 236% during the period 1341 -
1344, as a cercentage >f Federal extenditures it declined 58% and
as a percentage >f GNP, it rose only 33% (contrasted with a the
366% increase in total Feceral expenditures). Debt service in
1982 accounted for 11.6% of Federal expenditures and 2.8% of GNP,
sver twice the proportions of 1941. [t is interesting to note at
this point that the percentage of the Natiormal debt oprivately
helcd ircreased from 76.3% in 1341 tOo an average of 81% during
1942 - 1344 even though the debt increased 3ll%. Also 2f rote is
the scr<ion of Zebt held by foreign interests. Exact figures for
wW II are difficuls to determine bBut the amsunt was something

less shan 2.7 Ri1ilion of the $48.9 dillion debt in 1941, less
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snarn 7.5%. The amount =7 tne 1388 cedbt of $1143.9 pillion neld by

faraign interests was 31359, 2illion or l1i.0%.

The difficulity of Financing expansion caoital of ¢the
magnituce recuired for WW III, the :(:nflationary pressures of
allowing ¢tne market place to determine interest rates (which
wonld undoubtedly rise in the face of such expansion) and the
dif¥ficulty of firmancing a rapidly expanding national deot leads
the authors to believe the Federal Resarve would eventually
rescort to peqgging the discount rate as was done during WW II or
allowing it ts float witHin a narrow band. Therefore, the
prediction below is based on such a pegging (in the vicinity of
11%) which would result in debt service expenditures rising
relatively slowly as a roughly constant percentage of GNP. The
deficits uporn which the predictions are based will be discussed
in a subsecuent seaction,

Table 7

WW I National Dedbt Service,
Predicted WW IIl National Debt Service

1341 1942 13943 1344
Service(billions)
%Federal S. a% 2. 3% 2. 1% S 7%
Expendisures
%GNP Q. IR 3. 8% 3. 9% 1.3%
1983 1984 129838 1386
Nat .nal Dent 87.3 119.7 143.7 183.48

Service
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%*Feaceral 11.68% 1L.7% . 2% 13. 3%
Experd:tures

*GNP 2. 8% 2. 8% 3.8% 3. 5%

3.8 Federal Receiots.

Federal recesiots, for this portion oFf the analysis, will be
treated in aggregate rather than by receipt category (income
taxes, cCorporate taxes, other taxes and revenues, and social
security). Specific categories will be addressed in section 3§ -
11. Federal receipts in 1341 accounted for 12.3% of GNP, rising
rapidly to about 2% in 1944, Federal recsipts have varied
betwaen 17% and 29% gince W II, running about 20X for the past
1S years. It would not be unreascrnable to expect the Congress to
increase taxes to support a war effort - the question is - how
much? The Federal goverrments "take" as a percentage of GNP
increased I2% hetween 1341 and 1943. A similar increase from
today’'s starting point would yield revenues amounting to 26.4% of
GNP. Lincoln, writing of WW II, indicated percentages as high as

1
38% to 40% could be feasible in a war envirorment, The

Congress would probably Se l2ath to consider such rates (this was

certainly the case during WW 1), The assumpotion that the

1. George A. Linc

oln, Zconomics of National Security, Second
gdivion, Crenticze =all

inc., L2T4H, oo 444
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Congress woulc orefer %o cefer the bulk of tne financial cost of
the war to the future Dy borruowing as well as imposing marginal
tax increases amounting to 1% -~ 32X of GNP would probably be
safe., Such tax increases would yield:

Table 8

W II Federal Receipts,
Predicted WW Il Federal Receipts

1341 1942 1943 1944
Federal 1S5. 4 22.9 39.3 41.9
Receipts(hillions)
AENP 12.3% 14, 5% 29. 5% 19. 5%
1383 1984 198S 1986
Federal 633.@ 842.2 1877.6 1181.4
Receipts
2ENP 290. 3% 21. 3% 22. 5% 22. 5%

S:3 Federal Sxpenditures, Receilts. Deficit ang National Debt.

The following is a summary of the hypothetical WW IlI Federal

budget:
. Table 3
Hypothetical WW III Federal Budget
v 1383 1984 1988 1986
(billions)
Feceral 748.3 9485. 8 1886. 2 1779.2
Expgendit ures
Feceral 833.2 84c. 2 1977.6 1181. 4

Receiots
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Defigit 112.8 193.3 478.6 537.8

XGNP 3. 7% 2. 6% 3. 9% 11, 4%
National 12%6. 7 1360.9 1838.6 2436. 4
Debt

A*GNP 43, 3% 34, 4% 38. 4% 46. 4%

Note: The projected tax increase =f L% in 1384 from
Table 8 in conjunction with projected growth
im GNP from Table 1 results in a dip in the deficit
for 1984. This would be a questicrnable phernomenum
in the real world.,

2219 How t9 Finance?

Any beginning ecornomics student could take exception _to the
predictions above. As oreviocusly stated, the simplistic
precictions are rnot meant to be definitive but rather, a possible
Budget scenario set in terms of rates of increase of WW II but
scaled back by extant realities. The forecast of a $1.2 trillion
defense budge: for one year would cause apcplexy on Capitol Hill
and the forecaster t2 be labeled a madmarn. One need only look at
the Civil War, WWI and WW Il to realize such exorbitant amounts
are not only possible in today's dollars but also probably
conservative. Given the magnitude of the 2roblem, how does the

nati1on finance sucnh an affort? This is discussed in ¢the rext

saction,




2 il Hierargny of Fingnge Actigns.

The timing ard cegree > the proposad financing actions discussed
below are highly inter—decendent and variable. A prisary
consideration is the velocity of the crisis onset. If wWW III
hegan urnexpectedly, many of the actions would occur hard upon omne
ancother or simultanecusly. A gradual building »f tensiorns over

six t0 twelve months, a more likely situation, would result in:

- Federal Resgrve Discount Rate, Early on in the crisis, and
in the absence of tax increases, the Federal Reserve would
lat interest rates rise in response to market pressures for
expansion capital. This would begin forcing marginal or
non—gssential firms out of the capital markets. Defense
contractors, wnile facing ¢the same high interest rates,
would e armed with profitable contracts for war materials
erabling them ¢to bid in the capital market. Increased
foreign investment capital would begin flowing into the
country in response ¢to increased interest rates and in
search o>f a safe haven. The higher rates of interest would
also draw more domestic private savings into the market.
Such savings that found its way into ¢the U. S. Treasury
would sernd %o reduce inflation. Results from the recantly

comoleted Readiness Exercise 32 B indicate interest rates

-.“7 -




waled oreak the 9% mark 1in a3 matter of months 1f this were
the only fimnance action tawern. Suen  interest rates would
sbviously throw the markat intos 2nacs. For this reason, the
feceral Ressrve would consider pegging or bournding the
discount rate. This would lead, in the absence of other
financing measures, to defacto money printing and the next

step in the hierarchy.

-

ingreasgsing Federal Income Taxgs. Congress would initially be
hesitant to take this step but, if history is a guide, would
eventually realice its necessity. Personal income taxes
represant the largest portion of Federal receipts, 48.2% in
1382, and a source where a relatively small incremental
increase will yield relatively large increases in revenues,
given that GNP is increasing. It is interesting to note
that Federal income taxes as a percentage of receipts rose
from 21.4% im 1341 to 46.1% in 1344, This corresponded, in
the same serisd, to an increase in percentage of personal
income paid in Federal iﬁcom- tax from 3.3% ¢to 11.95% (in
aggregate). Federal income taxes paid as a percentage of
sersonal income in 1762 was 11.9%. Restructuring income tax
rates or imposing a surcharge to raise the aggregate rate to
1€% would increase Federal receipts by about 811T billiown,
an amount rroughly equal ¢to the fictitious 1383 budget
deficit oredicted above. This incr'gs. to 16% represents

the 32% increase in tax rates discussed earlier. The

-8 -




thought 2F an increase °f this dimension would again cause
i accolexy on Zapital Hilli: an increase to L3% - 14% seems
golitically more feasible. This would leave a ficticious
1383 ceficit of about $63 billion (it should bHe remembered

that this deficit is predicated on an aggregate income tax

rate increase of 2%, a significant amount of revenue) and

leads to the rext step in the hierarchy.

- Ingreagse Jther Taxgsg. Corporate taxes in 1341 represanted
49.4% of Federal receipts. Other taxes (not including
social security) represented 22.7% of Federal receipts. The
dolilar of the day value of these twoc sources doubled by 1944
but repgresanted, by virtue of the rapid growth of income
taxes, Z1.5% and 17.1% of revenues respectively. Corporate
and other taxes comprised 8.9% and 11.2% respectively of

Federal receipts in 1382. Should war occur, windfall profit

tax legislation would be enacted with vigeor if the past is

any indication of the future. Other taxes would also be a
fryitful area for several reasons. Increasing taxes on
cigarettes, new car sales, cdurable consumer goods, alcohelic
severages and zasoline for private vehicles, to name a few,
would bSring in more revenue, discourage opurchases of
non—essential goods (leading in turn to the redirection of
v resources to war production) and, in the case of gasoline

taxes, ancHurage energy consarvation. Increasing other

taxes by 2%% would bring in about $17 billion. Increasing
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SOraorate Tax Dy (9% woulc Bring in apout $% billion more.

Zariffs_ang ofner Trace _Barrisrs, Assuming the economy was

aparmaching Full emoloyment (3 - 4% unemoloyed) by this
point 1n The war, the next step in the hierarchy of actions
woule se to recduce or rescind import tariffs. This would

serve two important functions:

t. 1If consumer goads are available from abroad for the
pullic’s purchase, then more domestic rescurces can be

diverted tO war production.

2. The availability of these goods from abroad would

dissipate some consumer demand.

while exparnsion of world trade was not listed as a result of
rascinding tariffs; it would certainly be ; berneficial side
effect. Commercial exports remained practially contant, in
dellars of the day, at about $5.5 billion from 1941 to 1944,
As a percentage of GNP, commercial exports declired from
4.8% to 2.6% in thnis period. Exports, including Lend-Lease
material, rose frcm $7.3 billionm %2 $21.9 billion during the
194L = 1344 perica, an increase from 6.3% to 1d.4% of GNP,
Imports in She (341 =1944 period rose from $4.7 billion %o
$7.2 Billion, reoresenting a constant 3.4% of GNP. By
comoariseon, 12828 exsorts were $343,.7 billion, 11.4% of GNP,
and  imports were $333.2 billion, 10.3% of GNP, Impores

shcoulc Y@ expectea TH rise in resoonse to demancs Tor war
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masarials and consumer goods (providing merchant shipoing
and Jzer: sealires 2Ff communications continue €O exist).
Sxports of war materials to allies likewise could be

exoected to irncrease.

interest Rates ard GCredit Controls. As previously stated,
rigsing interest rates will prevent many would-be borrowers
from making sizadle purchases. This in turn will reduce the
demand for homes, cars and major apliances with attendant
re-direction of resocurces to war production. Interest
rates, if ocegged, would only partially accomplish <¢this
goal. Credit controls are the next stap in the hierarchy.
These controls are an administrative burden but are very
effective in diminishing demand for non—essential goods.
Credit controls can be imposed over a wide range of goods in
a varisty of ways. Banks and other financial institutions
can e retricted from making loans over specified amounts,
recquire significant deposits toward the loan or be
restricted from making a loan at all in the case of homes,
cars, vacations and other targetasd goods. This, again,
allows re—direction of rescurces t> war production and acts
as a form of forced savings. Credit controls, lack of
durable consumer goods and expansion of the economy during
W I result in personal savings as a percent of personal

income rising from 12.8% in 1941 ¢to 22.2% in 1944, Savings

as a aerzent of personal income was S.6% in 13982, It is




IBvious sThat much oould be dene in this area.

Wage_ang Srige Gontrols. These controls form tne nrext steo

in the hierarchy of actions as the area o2f last resort is
aperoachec. wWage arnd price controls are intenced to reducs
ar control inflation and provide stabilization in the lator
marwet. These controls are anathema t> a free market
economy; the market is mot allowed to perform its function
of allocating goods and services on the basis of supply and
demand. Wage and price rtstribtions, however, can be very

effective, however, as long as the patriotic will of the

pecple holds sway over normal demand patterns. Wage and
arice controls are not recommended unless absolutely
necessary. The administrative costs to the Federal

government of operating a control organization similar in

size to WW II (69,309 personnal) would be considerabdle.

Rationing, Rationing of consumer goods is the last resort in
the hierarchy of actions, The market place is much better
at allocating goods than any government agency could ever
hoge %9 be. The use 2f transfer payments for the ¢truly
needy woulcd 2@ more cost effective than ¢trying to cdecide who
gets how many loaves of bread or gallons of gasoline. The
agministrative costs would DHe tremencous and such a system
would He fraught with opoortunity for gra¥®t ard favoritism.

A rationing system should only be consicered for unusual

sicuations such a geographical area wnere war damage has




Seen sustained.

S=1s Pergonal Ingome, Congumption_and _Savings,

Assuming the Federal govermment initiates some combination of the
actions recommended above in order to finance the war, it would
be of interest ¢to investigate the impact on the consumer,
particularly with an eye toward personal savings available for

non—inflationary borrowing. This section discusses this topic.

Parscrnal income as a pcrcontgg. of GNP has been relatively
constant over the sast 45 years, varying from a high in 1946 of
84.8% to a low of 70.5% in 1964. This percentage has averaged 81%
during theﬂﬁpast 43 years. BGBNP, in constant 1972 dollars, has
risen from $630.4 billion in 1941 to $1475.5 billion in 1962, an
increase of 368%. Per capita income, in constant 1972 dollars,
has risen from $2292.19 ¢to $851396.39 in the same period, an
increase of 226X, Taxes paid (Federal, state and local), in
constant 1372 dollars have risen from $12.6 billion to $191.6

billion in 1941 - 1382 period, an increase of 1313% or 44% per

year.

Pergsornal consumption as a percentage of income has remained
~elatively constant since WW [I, hovering arocund 77%. In *he

Y@ars priosr to WW I, consumotion was 28X of income, reflecting

the effects of tre deoression. Personal savings likewise
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reflected the cCeoression oricr T3 WW Il; recresenting abocut 3% of
inccme. The a27fects con the consumer -f the rapgid expansion of
“rm@ economy auring WW Il with direction of resources to war
araguction, improved wages, credit controls and emonasis oOn
savings are most viviagly iillustrated by consumption and savings.
A8 previcusly stated, personal savings increased from 13.8% in
1241 £ 22.2% in 13744, Personal consumpgtion as a percentage of
inccome fell from B84.7% to €5.8% in the same period. This is all
the more fascinating in that consumption, in constant 1972
dollars rose from 9259.0 billion to $292.4 billion in the same
periad. The consumer was sgending proportiorately less, saving
pregortionately m_re and still had more money t3 spend in real
terms. Application of these trends, with moderation, to the WW
ITI GNP predictions in section S.2 will provide an estimate of

comsumption and savings. Assumptions utilized are:

- The increase in aggregate Federal income tax would be from

11.9% £€o L4, 0%,

- State and local taxes would remain constant at about 4% of

Jersornal income.

- The decrease in tersonal consumption as a percentage of
income from 1941 to 13944 was 18.3%. This rate seems rather
arecigitous (although orobably possible if $he chips were

down) ; hence a cecrease °>f (2% will be used.

- Existing 1262 level 5f sercent of income paid to business
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for interest,

Wich she

digtributicn would be thus:

Personal

Income(billions)

Consumotion

% Income

interest fPaid

% Income
Taxes Paid
% Income
Savings

% Income

A comparison

consumer credit, will decline to 1.5%. This is
an arbitrary cecline but considered conservative.
aoove assumptions, W IIl1 perscnal income
Table 10
Predicted WW III Personal Income
Distribution
1383 13984 1983 1986
26494. & 3163.0 2831.5 42900. 5
1920. 7 2277. 4 260S. 4 2730. 4
T7% 72% 68% eS%
$7.3 63. 3 72. 8 63.9
2. 3% 2. 9% 1.9% 1.9%
391.6 S53t.4 682.9 7647.7
18. 7% 16. 8% 17. 8% 17. 8%
124.7 290.9 471.3 6359. 5
5. % J.28% 12, 3% 18. 7%
of orevious estimates of budget deficits and

personal savings for WW III with WW II follows:

Deficit

Savings

Table 11

WW Il Budget Deficit versus Personal
Predictad WW IIl Budget
Deficit versus Personal Savings

Savings,

1341 13423 1943 13944

S. 1 33.1 46.6 S4.S

18.3 27.2 32. 9 36.6
-ss—
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1383 1784 138S 1386
Deficis 1:13.8 133. 3 478.& g27.8
Savings 134.7 230. 2 471.3 653. 9

The WW III projections, when compbared with WW II data, are
okviously optimistic. [% does reveal, hocwever, a glimmer of hope
for financing a large portion of the war deficit with
non~inflationary perscnal savings. The increase in the
sercentage >f the rnational debt privately held (from 76.9% in
1941 ton 8@.8% in 1344) in WW II indicates the government was
relatively successful in this effort. This success in conjuntion
with artificially low interest rates, wage and orice controls and
tremendous growth in ogroductivity lead to the astounding growth
of GNP during WW II. Even more astounding is the fact that the
consumer’'s 1ot imoroved. Durable consumer gocds were not
available but, in gerneral, the mar o>n the street was better off.
e had more non—duradle goods ava;lablo, more money in his pocket
ang more money going inta savings for the day the war ended. Ore
dramatic difference which must De borne in mind by decision
naxerd i3 e asychology of the consumer 1n WW Il and Sthe

sresent. The deoress:cn orior £ WW II, ceeoly etcnec in

everyone's memory, .ed the majority of ocecole to believe the
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FCONIMIC eIxZansisn cuddle would burat as soon as the war was over
anc gceoressive @Conomic CoONCiticons would revturn, This caused
many oSecgle 3 holc their morney for purchases after the war when
it was generally exnected prices woula decline. The oresent day
consumer s not imbued with gsuch an ocutloock; this has far
reaching conseguences. In the words of a noted economist ofFf the

day, L. V. Chandler, when writing of WW II:

Large sections of the population postporned
purchases to wait for the widely pregicted downturn,
It is frighteming to contemplate what might have
hapcened in the absence of widespread fear of an early
postwar depression.

fo

>

2. Lestar Chandler, [nflation in__tre _United States_ L1949 - 1348,
Harper, New York, 12%1, pooes
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Chapt.r )

PLANNING FOR ECONOMIC MOBILIZATION

Mobilization of ¢the industrial base and subsequent production of

war materials will be highly dependent upon the availability of

firancial rescurces and the stability of the financial system.

Consequently, economic preparedness planning and interagency

cooperation are critical issues for national mobilization. To

this enc, several legislative acts and executive orders provide

-9
for current economic planners:

guicdance The NATIONAL SECURITY

ACT OF 1947 requires the Executive branch to

"advise the President concerning the coordination

of military, industrial, and
including programs oo for
stabilization of the civilian
and for the adjustment of such
conditions. "

Zxecutive Order 114990 provides

economic aaBilization prefaredness:

civilian mobilization,
the maintenance and
economy in time of war,
economy to war needs and

detailed agency guidance for

chargjes the heads > federal agencies to

3. Portions of this section are guoted directly from:

incdirect Emergency Stabilization

unoustlished dackground paper Ffor use
and Public Finance

Sconomic Stabilization

For example, section 3006
“Direct and

Measures and Controls.” an
of the Working Grqup on
of the Emergency

Mobilization Precardness Scard. Washington: FEMAR, 1982.




"cooperate with the Federal Smergency Management
Agency (FEMA,) ancd the faceral ficancial agencies in thne
# develozoment of emergency prefaredness neasures
invalving smergency fFfinancial and credit measures.,,,”

Sections 321 and C¥2 direct the Secretary of the Treasury

g

<. t@veloo policies, nlans, and procedures for the
serformarce of emergency functions with respect to (1)
stabilization aspects of the monetary, credit and
: financial system; (2) stabilization of the dollar in
3 . relation to foreign currencies; (3) collection of
; revenue; (4) regulation of financial institutions; 3
E supervision of the Federal depository system; (8)
3 direction of transactions in government securities; (7)
1 tax and debt policies; (8) participation in bilateral
: and multilateral financial arrangements with foreign
governments; (3) regulation of foreign assets in the
) United States anc of foreign financial dealings (in
consultation with the Secretaries of State and
Commarce); (19) dywwelopment of procedures for the
; manufacture and/or issuance and redemnpt ion of
seacurities, stames, coine, and Qurrency (11
development of systems for the issuance and payment of
: Treasury checks; (12) maintenance of the central
h ’ government acecounting and financial regorting
- system.... (16)granting of lcans (including
participation in or guarantees of loans) for the
expansion of capacity, the development of technological
arnocesses, or the production of essential ﬁ
material.....

Section 302 Einangial__Ceoordination. The Secretary

; shall assume the initiative in developing plans for
i imolementation of national policy on sharing war losses
and for the cnordination of emergency monetary, credit,

, anc Federal bernefit ocayment programs of those
E departments and agencies which have responsibilities
i . deserncent on the policies or capabilities of the

; Decartment.

Secticon 170! tasks the Federal Bank Supervisory RAgencies !
for:

Financial flarns and Programs. The Board ot
Governors of the Federal Reserve System, the
Comotro.ler of the Currency, the Federal Home Loan Bank



Board, the Farm Crecit Adminigtration, and tne Federal
Degosit Insurance Cor2ocration shall participate with
the Fecera! Smergency Management Agency, the Defartment
of he Treasury, anc other agencies in the formujation
of smergency firnancial and stabilization oolicies. The
heacs of such agencies shall, as aporcpriate, develoo

emergency olans, programs, and regulations, in
consonance with naticnal emergency financial and
stadilization plans and oolicies, to cooe with
sotential economic efrfects of mobilization or an S |

attack, inmcluding, but not limited to the following:

(1)Money _and _gredit. Provision and regulation of
money arnd credit in accordance with the needs of the
economy, including the acquisition decentralization,
and distribution of emergency supplies of currency; the
collection of cash items and non—-cash items; anc the
conduct of fiscal agency and foreign operations.

(2) Einangial _ingtiiutiong. Provision for the
centinued or resumed operation of banking, savings and
loan, arnd farm credit ingtitutions, including measures
for the recreation of evidernce of assets or liabilities
destroyed or inaccessible.

(3)gigyidity. Provigion of liquidity necessary to
the continued or resumed operation of banking, savings
and locan, credit union, and farm credit institutions,
including those damaged or destroyed by enemy action.

(&) Gash___withdrawls _angd sregit trangfers.
Regulation of the withdrawal of currency and the
transfer or credits including deocsit and snare account
balances.

(S) Insurance. Provigion for the assumption and
discharge of liability pertaining to insured denosits
and insured savings accounts or withdrawable shares in
banking and savings and loan institutions destroyed or
made inscolvent.

Section 1702. Gharing _2f _war__losses. Head of
agencies snall, as sopropriate, Darticipate with tnhe
Federal Emergency Management RAgency and the Desartment
of the Treasury in tne develooment of policies, plans
and procedures for implementation of national oolicy on
sharing war losses.

L

Section 2272 tasks the National Credit Union Aaministration:

Eungtiang. The Administrator of the National
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Crec.t Union Acminigstration shall:

(LYgregit_nign Qoerationg. Provide instructions
t2> all State and Federally chartered credit unions for
the cevelooment of emercency Dlans to be aut into
effect as sSoon as oossidle after an attack upon the
United States in order to guarantee continuity of
credit union coerations.

(2) Egoromic_stapnilizatign. Frovide guidance and
; funds as necessary L~ credit unions that will
’ contribute to stabilization of the nation’'s economy by
helping to estadlish and maintain a sound economic base
for continuing operatiocons, + combating inflation,
maintaining confidence in public and private financial
institutions, and promoting thrift.

The Securities and Exchange Commission’s responsibilities
are as follows:

Section 2501. Funct ionsg. The Securities and
Exchange Commission shall collaborate with the
Secretary of the Treasury in the develooment of
smergency financial control plans, programs,
procedures, and regulations for:

(1)gtegk _trading. Temporary closure of security
exchanges, suspension of redempt ion rignts, and
freezing of stock and bond prices, if required in the
interest of maintaining economic controls.

(2) mMogified trading. Development of plarms
desigred to reestaplish and maintain a stable and
orderly market for securities when the situation
permits under emergency conditions.

(3) Protegtion _2f _securities. Provision of a
i national records system which will make it possible to

! establish current ownership of securitiies in the event
i major trading centers and depositories are destroyed.

(4)Ejlow of capital. The contrel of the formation
and flow of agrivate capital as it relates to nrew
securities offerings or expansion of prior offerings
for the ourpose of establishing of reestablishing
industries in relation %o the Nation's reeds in or
) following a national emergency.

(S) Elighs__2f _capital. The prevention of the
fL.ight of capital outside this country, in coordination
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with che Secretary »f Commerce, and the impouncing of

securiscies irn the hNands of eremy aliens.

More recently, NATICONAL SECURITY DECISICN DIRECTIVE Number
47 (NSDD-47) restated the naticnal policy for emergency
mohilization presaredress and proviced general orincicles for .
aragram planmnming. ARAdditiornally it set forth specific policies
and arograms;s including a program for economic stabilization and
sublic finance. This program is amoung other things, to:

. s+ inCcrease capabilities to: provide the
goverrment with efficient and egquitable financing
sources ancd payments mechanisms for emergencies; and

provide fiscal authorities with adequate
revenue-raising powers to stabilize the economy in the
face of any additional rescource requirements needed to
deal with or recover from an emergency; available
fiscal measures should be selected to provide maximum
efficierncy ard equity, preserve incentives, and
minimize administrative burdens.

NSDD~-47 alsc directs the Emergency Mobilization Prenaredrness
Board to orepare a plan of action ¢to imolement these programs.
It further directs all cescartments and agencies to manage their
cersornnel and financal to develop the reguired capability.

Funging s t¢to be accomplished within the normal budgeting

arocess.

§.. Eg2nomic Stabilization fgergy

‘Jnder curvent slanning, when war is 1mminent, <tne Director of

EEMA will forward a draft Defensae Resources RAct and Proposed




ax@cutive Jrcars o the White House and the UJffice of Management
arc ZFudgets. The Defansa Rescurces Act ~nen sassecd woulag, among
ota@r things, authorize the Fresident to establish the Qffice of
Jefanse Resources (CDR) and tne Economic Stabilication Agency
(ESA). At the same time, FEMA will recommend that the Fresident
impose a 3@ day freeze and possibly a wage—-price rollback te hold

the lire until the ESA is fully functional.

The Economic Stabilization Agency would initially be staffed
by FEMA perscnrel, Natiornal Defesnse Executive Reservists,
sersonnel detailed from cther Federal agencies, emergency hires
from the privatae sector, and volunteers. Its functions would be
t> establish a national emergency stabilization program to:i
maintain a stable price and const structure; prevent excessive
growth in  income; and assure equitable distribution of essential
civilian goods. ESA would hopefully have a nationally recognized
acdministrator who woald probably regert directly ¢to the

resicent.




Chapter 7

SUMMARY

Z.1 Conglysiong and Recommendations

Clearly there is no easy solution to the problems of trying to
finance the next war or to dealing with the impact of that crisis
on the U. S. financial network. Equally certain is the fact that
there is rno singular policy that can adequately cope with all
exigencies as they unfold. What is gererally agreed is that, as
ceeurred in WW II, all methods ofFf avaiiable finance would be
employed, and the full gamut of indirect and direct controls
would Se employed in an effort o contreol inflaticon and stabilize
“he economy. This was a basic assumption at the beginning and
has been further reinforced during the research that was

undertaken for this paper.

Although the corystal dall would not reveal the conduct and
ducceme 2F Wk III, trnere are, nevertheliess, several issues which
surfaced tra: are >f zarticular interest anc snoule be acdressed
%2 be tetier 3recared $: ceal with the uncercainties as they

Jecome ascarent,
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Qivotal to the success of the feceral goverrmment's oolic:es
ang assantial To tne acoromic healin of the Nation gduring a major
1 . crigsis is the ceveiopmant and sxecution of sounc coordinated
seonomic plamming wnich is under 2he direction of a central

agency. There is still a longway £o go toward this end.

Chapter Six discussad those agencies that have specific
tasks for ecCornomic preparedness plaming and mecbilization in the
event of a national emerjency. Qur studies indicate that this is
essantially the extent of any coordirated planning. Preocoupied
uith.oxig-ncios of today’'s problems, little attention or thought
is being applied to plamming for a world war, which may never
happen (We hope). The Federal Emergerncy Management Agency (FEMA)
is the executive agent for mobilization mattere and is actively
angaged in studies and exercisas to the limit of its resources.

?Ehé’s resources are finite and the direction and contr&l that it

sxercies are, for the most part limited to Joint exercises.

There is considerable difference of opinion among the
agencies regarding methods of finance and stabilization. The
Treasury advocates free—market financing with little or no
controlis. FEMA prefers an immediate wage and price freeze at the
omget 2F hostilities, and the Feceral Reserve favors letting
interest rates rise 0 some urdetermnined level and then imoose

aredist controli as recuired. None of GSthese Bsolicies can be

imclemented without the coooeration of several agencies. FEMA




lacus e claus 23 insure That Solicies are well ccorainatsd.
Morecver, im Sime oF war, FEMAR'3 authority wiuig unccubtedly be
4ysursed 2y <ne Cvai (Cffice. Trherefore, all central planning
curing Ceacetime shoulld also De the direct rescongibility of ¢he’
2ffice oFf 2ne Presicent. To insure effective plamming and
coorcination all direction should he initiated Sy the President's
immecdiate starf? or the National Security Council rather than

expect FEMA L2 marage the diverssa imputs that originate from the

numersus federal agencies.

A common complaint was that the Department of Defernse had
not acdequately come its homework. Without even a rough estimate
of requirements and dollar costs for a WW III, it was dgifficult
for any of the agencies to hypcthesize the methods of finance and
controls that would be required. Again it is mest difficult for
DCD to be thinking in STAR WARS terms wnen all ite time is
consumed  with tocday’s Budget oroblems. However, it is a
necessary stes i1’ effective plamning is o be developed and, !
saconcdarily, it could provide more insight ¢to the economic
effects S the excrilitantly high costs of weapons systems and the

long lead Simes that ars regquired for their development.

Althnugn the circumstancas ofFf WW [II may be entirely
different shNan arny o2f the oSther major wars in which the U. S. was
irvoived, 1% is safe to assume that a large portion oOf defense '

exJengitures w»ill be financed by an extensive and vigorous tax

srogram. A war that requires full mobilization presumably would




ACT Jresant the. same Jilemma as  occurred during Vietnam  when
s:Qial 2rograms comoetee mighzily for tne existing feceral
eollars. More tax dollars could 2e sgueezed cut for defense as
the araylsis of WW [I indicates, however, there would still be a
sner<fall in excess of 8353 dillion. To overcome that shortfall,
government J0rrowing would be necessary. T prevent the
dangervnus sesxpgansion of money and income, specific fiscal and
sonetary policies will have tc be applied. Interest rates will
have £33 De closely momitored and maintained no higher than 16 to
18 X. Securities sales to the nonbank public should tbe maximized
anc sales to commercial banks and the Federal [esserve should be
avoided or at least minimized. Credit controls are particular;y

powerful and should be used to this end.

Direct controls should ne longer be consicersd only as
"4ools of last rescort". They may be reguired at the outset to
g:ve indirect controls the ooportunity to become effective. In
orcer to effect a timely initial "general freeze" it is essential
t> have legislation in hand. Accordingly, the Congress should

consider smactment Sf standby legislation to snable the President

to take immeciate action.

When faced wi:th the uncertainty of ancother World War and
“rowing the nigh cost 2f modern weatocn systems, the high cost of

tne "standing army”’, Tne large aroportion of federal expenditures

sronsumea 3y Trangfer payments, and the reluctance of the gereral:

suglic %29 give up social mnescs for defense, it is very easy to

r 687 -
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Secome zess:mistic, Me®3 Jur heads buried (n the gsand anc ignore
tme Srcglen. Neverthe.ess, There® 13 Taus@ For cotimisim, A 31,3
trillion cefensa >BSucget for TOoMOrrow snoulc be no> more
inrconceivacie Zham a $87 Rillion defensa bSudget was in 1344,

8

caneway has saic that "american 2rimacy is the result of ifs
ecConomic vigor, nrot its political wisgom". 4Tho economic
strength of the nmation will determine +the sutcome of WWw III,
should it ever occzur. Without a sound and expanding sconomy, the
margin of victory will be severely diminished. In order %o
insure a healthy ecoromy, wa must increase oSur productivity today

and procsed with coordinated ecovnomic planning for that war which

wa all hope never comes to pass.

4. Janeway,The _Zgonomicy of Crisig: War, _Solitics. apg  _She
2sllar, 2. 3ol
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