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-ILs sztAcy *. imoact of a :rotraactec, q:bal war
on t e U. S. Federal =udget and the financia: network as well as
orovi.-ng recmmendec measures which tne ;overnmenot coula take to
.esse0r the imoact.

,ist,:ricall y, tne conduct of war has proven to 6* very
costly in terms ,of men, machines and money; the actual costs have
usually been much. greater than t.e nation's decision makers
anticicated at the onset of the crisis. This certainly has been
the case during our nation's last tmree major conflicts, World
War 11, Korea, and Vietnam. The United States has, in the past,
chosen to finance war expenditures predominately by borrowing

from the public and financial institutions. This oolicy has the
effect of deferring the cost of the war to the future and has
ccntributed in no small part to the existing public debt of over
SI trillion. A protracted world warg similar in magnitude and
length to WW I, could result in defense expenditures in excess
of $3 trillion, three times the current public debt. Defense
soending of this magnitude will obviously recuire extraordinary
increases in oroduct ion throughout the economy, st imulated by.
thougntfully conceived =oLicies which do not throw the nation
into economic chaos.

This study reviews war financing and economic stabilization
measures of WW It, Kcrea and Vietnam with an eye toward the
relevance of past measures in today' s environment. The period of
greatest interest is WW I:. Defense exoenditures in succort of a
future war and attendant Gross National Product (GNP) growth
Would, more than any other example, probably oarallel WW 1: in
terms of exoansi.:n rates. Many differences exist, however,
=etween 1941 an3 the Oresent. The world has shrunk since WW It
and nations are now economically interd eandoent; extorts and
imaorts account for a much :ar;er ortion of GNP today. Foreign
currency exchange rates were fixed in the past; today the rates
f ,at in resoonse to market conditions. The character of the U.
S. ecnomy has sni-ftec from a predominately industrial base in
:Z41 to the oresent day mix of manufacturing and services.
:nterest .ates are much higher today; this has a large imoac, on
caoi:al formation for industrial excansion.

SW Ir data is analy:ed in *his study, temoered by today's

reattoes, and used ,o oredict a hyootetica: WW :1: Federal
zudget. Frem this a .iierarchy of pessible financing measures is
devescec. ,h-s hierarchy includes a a*.x of interest rates
Consicerat i ns. ZuOlic borrtzwing, increased taxes, crecit
c-Dtrcs, wage and zr.ce controls. anc. as a 71ast resort,
,rat L-on i n.

, u,!*,L~Lt. ;ivota" t t.0e success of

1!0li



g.:lernatenz: rrnacinc arc assenti:~. "D tn@ ecorom(,JC oe.-:
na:6*,:n :!ur-,.n a !A.rS mar is, e..:mr aric ex<ac-At:-
sound, c:n.ergri ana ::.:rc,.r"a:." Icl -, s .- :rcer te a.rec' :.:; :.f a

rnarcq 1. rige .4 Ira". Emergency Vlar,acermer, 4qency C:Y.i;)
"asked *.o :,:,-ct-are Ths acti v2 " i-es ,f r.,rner:..s :ecart.er;,s and
a qenc 44 s. rl-. fzz-rmal, o:n-oaoer, o:rgani :at i:n amoears to no tn*e
extent : of ,..:rc"azec anning. Treas.ry, the -ecral Reserve
and Deoartw n: ef fense zCD, in te face .:f ;resent day
*orodlems, accear t-: 'avs gieon scant sta.Lgnt to tl~o orot.&ms :;f
f&nancing a world mar. The olanning that has occurred is far
from coordinated. War financing oanning and coordination wculd
probably be taken over by the Oval Office should WW 1.1 break
out. The President's immediate staff or the Natinal Security
Council should have resoonsibility for such planning rather than
FEMA.

FEA , 7reasury and the Federal Reserve all indicated
considerable interest in molanning for a major war but Could not
because no osti.mates of costs for such a contingency are
fortrlcom.ng from DCD. Again, moesent day oroblems w.thin DCD have
Prevek;ltd tIe 'AS* Of resources for olanning for an uncertain,
major, orotracted war. The conduct of such planning is the
necessary firsz step to sound financing and would provide insight
into the economic effects as well as industrial bottlenecks.

in olanning for 4W rr, action would be requIred to ",hold
the line" or redAuce transfer payments. These payments represent
suc.h a ;ar;e mortion of the Federal budget tnat, wnen coupled
with racidly ncr.easing zefense exoenditures, could precioitate
inflation of extreme arocirtion.

II
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chapter 1

rpNToucT I ON

The ordinary eoxense of the greater part of modern
governments in time of peace being equal or nearly
equal to their ordinary revenue, when war comes, they
are both unwilling and unable to increase their revenue
in proportion to the increase of their expense. They
are unwilling, for fear of offending the people, who by
so great and so sudden an increase of taxes would soon
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
borrowing they are enabled, with a very moderate
increase in taxes, to raise, from year to year, money
sufficient for carrying on the war....

Adam Smith

The Wealth of Nations, 1776

Writing in ne year of the birth of our nation, Scottish

economist Adam Smith accurately stated what has turned out to be

our historic =olcy ,or economic mobili:ation. He went on to

-- ndemn what he called e ro ual financing -paying only the

interest on oebts. f inflat:ion had been a known problem, he

nro~ba=Y wcuI4 also iavo said that," unless crisis financing is

done _-:r-wct.i, i -s 5ghly inflationary, and can disrut a

na-:o.nal econoray f-zr an extenoed zeriod." World War I (WW I),



Wih axtensive to,-rowing and limited (late) controls, caused a

,% i c rease .n i:le c,-st of living in tne United States. In WW 1I

we dd sligntly to'ter; a hiner percentage of expenses were

financed by t.axation, and with implementation of direct controls,

-onssumer prices rose only 29% in the longer period from 1939 to

194Z. WW I1 cost America over S.20 billion and in 1943 and 1944
1

consumed zver 91% zf the federal budget. Today, full

mobili=ation of the economy for a protracted multi-theater war

would cost several trillion dollars! How could such a staggering

amount of resources be diverted from an economy that is

struggling to meet ;rowing social demands while only maintaining

a peacetime force?

Resources ari finite; conequently, the answer lies in

maximii:ation of production through full employment and by

diversion of labor and capital from non-essential portions of the

civilian sector. only through growth in national income and

capital format ion could such enormous expenditures be

%a,-nt a inod. Full ioili~ation would require, massive capital

investment by the government and corresponding real growth in the

zrivate sector. However, without planning, required growth in

;overrment spending of over a hundred percent within two or three

years would result in total fiscal disequilibrium. Even with a

-. 1he statist- s used t"rcughout this recort were taken from the
"Stat'stical Qbstract ,4f the United States," and the "Economic
Reoort of the President," oortions of which are rearoduced as
Aoaencix A.



.a~ne =;ram Of ba.anced revenue measures and stabiliZation

efforts, crisis finance may be extremely difficult in te fiscal

climate .-f the S'a's.

As dam Smitm forecast, in past wars, our government has

historically chosen to borrow a Large Percentage of its war

expenditures, transferring the financial burden to the investment

sector rather than to wag* earners directly. In World War II

borrowing worked quite well because interest rates were able to

he hoeld at about one percent, and only limited competition

existed for investment funds. Present day conditions are

different, with a trillion doLlar debt and budget deficits which

already consume much of the nation's investment caoital.

Consequently, demands for Large amounts of additional capital

could force interest rates up rapidly, bankrupting thrift

znstituti.ioMs, defense sub-contractors, and possibly many of the

developing nations.

For purposes of this paper we define a military crisis as a

multi-thea&ter conventional war of extended duration, requiring

f .Z, mobili:ation. Some liini-eo warning (up to six months) would

-robably preceac tme crisis. Although we have not mostulated any

znysical damage to Me U.S. infrastructure - wnicn would make

tne croblem ever more difficult- we could expect large losses in

zersnnel, ecu: :ment, and shipping. Due to tne cost and

.,mplexity of mocern weacons systems, it is difficult to ervision

building tMe quantities of ecuipment constructed in WW II, but

3



over an ec,.lvajart arn,:u..: :,f firemower in mccern weaons woulc be

.x-u;, 9 'a S .y. ahe exact scenar . o f tIe cr-sis i.s not

;er~iare; any crisis ,;nat reuires doubling the Defense budget

WL L ,one year would have a major impacr. on the financial

syst 11m.

The =uestiors remain. How do we finance a major military

Crisis in te 198's? Will past revenue policies work or will we

see total budget disequilibrium with simultaneous high interest

rates and hyper-laIation? What would be the impact of a military

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

7-n this paper we review finance and stabilization efforts

during the last three wars; cznsider methods of crisis finance in

light .3f ,oday's economic conditions; highlight some of the

iroolems of crisis finance; and review government planning for

such a crisis. This paoer is not intended to provice the final

answers to these comolex zuestions, but to stimulate thought and

Planning to maximize the effectiveness of ,our nation's greatest

woa- n our economy.

7,: 7



Chapter 2

ECONOMICS AND DEFENSE

eore reviewing crisis finance in previous conflicts, a brief

discussion of federal finance and stabilization is in order.

?. I Fggeral Scendj= and Finanr.

With the geometric growth in the federal debt, many private

Ci0ienS as well as federal government agencies are becoming

increasingly alarmed by the current economic conditions and the

prosoects for future growth and prosperity. Proposed solutions,

which are sometimes easily envisioned but difficult to imolement,

include a reduction in federal spending with a concurrent

increase in federal taxes.

In time of war, the conocerns are much the same regarding the

s=e of t he ,ublic debt. However, the soluti ons are Mo: SO

obvious. A clear distinction is tha: a major mobilization will

reVCui-% more, -tot less, ;o.'verrnment smenasng. A primary method to

fi ,Mance i ,Creased de fene es xna i t ures is 0y way of tax

" L .. . . .. " -



revenues. 7axati'.n serves several purooses. Harris indicates

thIat e o~v:,us Zurmose is to, Oay he bills. Taxes, If imoosed

eqiitaoly .n all classes of people and :usinesses, will soread

tne burden among th c, Arrent generati on which, assuming a

"popular war," snuld be willing to pay its fair share. Heavy

t.axes a.so act to stabili:e inflation by reducing consumer

demand. Funds available for private spending are reduced.

Cons uently, buying and prices are also kept down.

Taxes can be levied in various ways: on commodities (excise,

sales, and stamp taxes), on corporate profits, and on personal

Income. Personal income taxes account for the largest portion of

tax revenues.

While some economists would argue that taxes could and

shoul&.d te the sole 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 Il for example,

taxes accounted only for approximately 40% of the total war

outlays. The reasons for this are numerous: First, heavy taxes

are politically unpopular, and may be a disincentive if applied

incorrectly or at the wrong time. Before economic growth (which

nor-nally accompanies mobili:ation) begins, increased taxes would

eat into current spending and effect standards of living. But,

2. Seymour E. Warri S, M2 n Lj_, =2 il izat .. WSJ
, (New YorK: .w Morton, 951),. L.

-6
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in an exoand2.ng economy, ooople arm less affected since taxes are

aCP4.O to acditional income. Sconc, the American oolivical

process is often slow and c, anersome. Ary meaningful tax Crogram

Coulc be long in coming. Long delays would inhibit tne

,obil.:ation effort. Lastly, if corporate taxes are too severe,

business will have littlo or no incentive to produce more goods;

and the economy will not cantinue 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 economy while

still providing enouqh incentive to corporate enterprises to

insure expansion of the economy.

In satisfying these Criteria any tax program will come up

short. Therefre, whna outlays exceed government income, the

alternative is to borrow. Federal deficit spending has numerous

Implications for the ecoomy, depending upon the method of

borrowing employvd. unds may be obtained by borrowing from the

non-bank public, by borrowing from the commercial banking system,

or by borrowing from the Federal Reserve System. The Treasury can

a.so "print money," however, this is an alternative which is

visibly inflationary and politically infeasible as well as

unnecessary, since borrowing from the Federal Reserve has the

same efect. But, since t.e latter is more complicated ad less

uncorstooc my the public, the, process is lss criticized. The

least -.. flationary process is orrowing from the nonbank public.

alit tnis fflet ,:C is nor without problems since interest rates must

-7-
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I
to sufficiently high to entice the public to buy Conds rather

than spend ney on available goods. Borrowing from commercial

tanks !is somewlhere between thie two extremes. The choices are

varied and di'ficult and cannot be predicted in advance of a

major crisis. The choice or combination of choices must oe fully

integrated with cooriated monetary and fiscal policies.

2 .a-onomic Sa ilizatio"

In time of national emergency, the federal goveritent is

generally called to realign national priorities. At the same

time, it must be responsible to assist in the regulation of

ecnonoic activity to create an environment for economic growth

and to increase the overall standard of living. Within these

broad guidelines, a primary goal is to utilize various

stabilization measures to insure wage and price stability and to

guart against an unnessarily high rate of inflation which is so

often the result of a major mobilization effort.

The government has at its disposal two br-ad catagories of

sta ilization controls: indirect and direct. Indirect controls

inc.lude various monetary and fiscal molicies. Fiscal oolicies

not only produce revenues and finance a crisis, but also they may

serve as a s-aoiLizing meoc.anism by lowering soendabie income and

reducing aggregate Cemand in -.e private sector. policies wmich

I 1  -8-
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allow for ceficit sgeno,.ng, on the otner hana, put More money

I nto the economy anc significantly ada to aggregate aemand.

Fiscal policy can be extremely effective, yet it cannot be relied

1Pon exc1usively because Of tmalementation lags and ocause it

can discourage ne incet ive to produce if taxes become

excessively harsh.

Monetary policy, which is administered by the Federal

Reserve System, regulates the money supply and the cost of

credit. Monetary policy is often preferred, but it is limited in

its extent of control because it relies on the free, market,

utilizing the interaction of suply and demand.

The Federal Reserve can regulate the money supply by several

methods. It can regulate the amount of reserves that banks are

required to maintain. it can change the discount rates

(interest) it charges on reserves that it loans to commercial

banks or, most importantly, the Federal Reserve can buy and sell

government sec.4ritos in Open Market Operations.

Of the three Options, changing bank reserve requirements is

perhaps the most powerful, but it is seldom used because it is so

power f1. Changes in the money supply and the magnitude of the

change are difficult to control or fine tune.

Discourting is the oldest option available to the Fe and,

alt .oun it is used often, it is usually used in conjunction with

Other policies. it "s normally used only to replace deficient



tank reserves anc nct as a mecmanism ': create or ceolete excess

reserves. .Iscouri g i.s, I ,'nrefor, a seconCary metnod of

a' 4 ect:ng the money suoply. The initiative lies with the member

bank and net with tne Feceral Reserve which cannot force a obemoer

bank to borrow if .t chooses mot to.

Coen Market Coerations are the most commonly used of the

Federal Reserve's monetary tools. By buying or selling

securi:ies the Board can directly expand or contract the money

supply. The imitative is theirs and they can affect the money

sucply in small or large dozes as they see fit for purposes of

controlling interest rates and/or the rate of inflation.

Monetary policy is prefured by some economists because it

does not interfere, with nrmral market forces. Howoever, like

fiscal policy, there are delays between recognition of a

particular problem and the effect of the corrective action. By

the time it is implemsetea it may lag behind the economy and, in

effect, be destabiliing because the policy is out of Phase with

actual conditions.

Although very effective in Peacetime, monetary policy by

itself .as little effect on inflation during a major mobilization

Unless Money iS so tigMt that total economic outzut is severely

rd',cec. For that reason fiscal and monetary policy is normally

combined with various tyes of direct controls.

Direct measures include fecera.'y imoosed ceilings an wages,

4- 1.-



prices. arc rents: rationing of consumer goods; allocations of

raw Materia-s; a•  Mandanory settlement of laoor disputes. These

veasures are crastc, effective, and called on only when normal

:narkots cease to function in the face of uncertainty during a

nat:oral crisis. Direct measures are often thougnt of as "tools

of last resort" and are employed for a snort duration to achieve

a desired effect. They are extremely difficult to administer

equitably. Extensive fanpowe is required and the administrative

costs are high. AaditionalLy, over time compliance erodes and

enforcement costs rise prgressively. Selective credit controls

occupy another separate but related category. Although direct in

their application, they are usually considered to be an adjunct

to monetary policy. Credit controls, however, are no longer the

exclusive domain of the Federal Reserve. In any event, their use

during war-time has assisted in the reallocation of resources

away from the private sector so they could be used in the defense

effort. Recent experience indicates credit controls can have a

powerful braking effect on the current economy.

* In attempting to stabilize, the economy in war-time, history

has shown that while direct or indirect measures both tend toward

the same result, neither tyme of measure is totally effective by

itself.

Each national emergency was unique in that it required a

different set of tools to so lve a different array of problems.

.n general, mowever, it is interesting to note tnat the measures

~- 11~ -
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qmCi-,.yvc .s. Along a continuum from tre least severe monetary

Controls. The cifaL cty is in c€termining wnat economic

conditions requ.ire what combination of tools along that

continuum, and whlen and hov. long thesy %houla be imalemonted.

- ,La -
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Chapter 3

MOBILZATICO IN PAST CONFLICTS

3.__erg- licy 1 Q7-1939

Before discussing economic mobilization in World War Two (WW I),

it is important to understand existing Policies and conditions

prior to Pearl Harbor. As early as 1937 the Federal Reserve began

to take direct action to maintain a stable market in government

securities. By buying or selling relatively large blocks they

were able to stabilize the yields on both long and short teri

government securities, and to 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 both member and nonmember banks at a oreferental

ra&te of 1%.

On the day after Pearl Harbor the Board of Govenors assured

the country that they could and would supply the Treasury with

a. t.e .Vi ey it neede":

The existing sumoly of funds and ank reserves is
fully adecuae to meet all present and orospective
neem s of .,Me government and of private activity. The

- 13 -



Fedora. Reserve System has powers to add to these
resources to whatever extent may be reouired in the
f' .L:rs. The System is prepared to use i-s powers to
assure that an amo.e supply Of funs is available at
all t).es for financing tne war effort and to exert its
influence t.-,ward maintaining conditions in the United
States Government security market that are satisfactory
from the standooint of the Governments requirements.

3. 2 War!I it-jd-

In April 1942 the Federal Reserve banks began a policy of

pu.rchasing at a 0.38% discount rate, all of the Treasury bills

offered to them. By August 1942 they also offered sellers the

Option to buy back equal quantities at the same rate. This

effectively fro=e the yield on Treasury bills at 0.38% and made

them nearly as liquid as cash. Similar action was also taken for

longer term government securities, but the slightly higher rates

were noT as precisely fixed. Chandler called such a policy a

"low-yield governmae: security standard," and felt that the

Federal Reserve not Only lost control over the money supply but
4

als.: Over the types and maturities of its government holdings.

. oard Of GovernorsenrUal Reg (Washingtons 1941), p. 1.

4 *ester V. Chand,
ktz2AL(e York.: Harper, 1951) p. 191-142.
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it :s important I.o note that the nation hac niot yet fully

recoverc fr om he deoression by 1939. The GNP was 090.9 oillion,

still only S8 % of tne IS29 GNP. More than 9 million Americans

emained unemoloyed. Finally, due to increases in defense

spending, and tne start of the lend lease program the economy

started to grow. Federal expenoitures grew from $8.9 billion in

1939 to a maximum of $*5..5 billion in 1944. This huge growth in

government spending was of course the largest contributor to the

growth in tne economy and to inflationary pressure. Per capita

income grew from s515 in 1939 to $1215 in 1945. In the same

period, personal consumption nearly doubled. The shortage of

durable goods caused personal savings to increase from $2.2

billion to a high of $36.6 billion in 1944.

It is interesting to note that due to the Federal Reserve's

policy, interest rates remaited constant at a prime rate of 1.5%

througnout this entire 1939-1945 period. But, by 1941 once

industry started to approach capacity and unemployment had

drooed, inflat.on started growing, reaching 10.6% in 1942.

Ten days after Pearl Harbor, the President brought labor and

management together to formn a no-strike, no-lockout agreement

Which would last. tmr0,oughout the war. To implement this

-1.5 -



u.nderstanding, Executive Order 3017 estaolisned the National War

.. abor Board (NWLS). The board was given authority over wage

issues under its ,uri.sdiction, but no soecific mention was made

of wage control or svabili=ation.

After an initial delay, and considerable political haggling,

a price control bill was passed in January 194a. This bill, the

Emergency Price Control Act of 1942 authorized the establishment

of "generally fair and equitable" price ceilings based upon

existing prices in October 1941. Unfortunately wages were not

included and farm price ceilings at a 110% of parity were to

prove ineffective.

In April 1942, in an effort to increase controls, the

President sent a "seven point anti-inflation" message to

Congress. It called for: 1. heavier taxation, both persomal am

corporate; a. an overall ceiling on prices and rents; 3. wage

staoili:ation; 4. stabilization of farm prices, and restoration

of parity instead of 110% of parity as the ceiling; 5. an

expanded war savings program; S. rationing of essential

commodities; and 7. discouragement of credit and installment

buying and encouragement of debt retirement. Of these only farm

price ceilings and tax Policies required congressional action.

To imalement the price ceiling, the Office of Price

Administration (CPA) issued tne General Maximum Price Regulation

and a series of rent control orders by area. The "General Max"

~- IS -



apliec to ;zoas (anc services conr, ectec 9o commodities) a% all

Levels unless coversc -y secarace regulation or specifically

exempted. Prices -more fren a'* tn* highest levels for similar

,:r izentical gzods as of Marcn 1942 Again tere wee important

exemotions, mainly salaries, "ages and natural farm products.

"General Max," was foLLowed by numerous other individual

regulations wnich Put most coodity and consumer service fields

under controls.

However, without a roal f-vez on wages and without control

of food and farm prices the fre=e was not effective in stepping

inflation. There was cantinua pyessure for wage increases and

in July 1942, the NWLS issued a decision allowing wages to

increase 15% to match Cost of living increases which had occured

since January 194t.

There was considerable efaort at cross purposes among the

various agec .0es. For example, the NWLB was interested in

providing an adequate supply of labor to the defense industry,

regardless of cost; wnile OPP was trying to control prcduction

costs and consumer prices. CPA was forced to jum frqom crisis to

crisis and it became obvious that additional action was

recuired. :n Septeeoer !9'P the president requested authority to

stabili:e the cost of living including the price of all farm

commc dties. Congress responded a month later with tne

.tabili:ation Act of 1942. This act cir-ectea the President to

.$sue a ;enra, brir liring prices, wages, and salaries

- 17-



Ist cst of living at tne level of 15 Seotemoer 1942,

as aar as practicacle. The NWLS was given authority over wage

rates, and aut or,.=atJ ion was finally granted to control

a;rcu1Al-ra1 prices at parity.

The President immeiately created the Offic2 of Economic

Stabili:ation (OES). The OES was tasked to develop a

comprenensive national economic policy relating to the control of

Civilian purchasing power, prices, rents, wages, salaries,

profits, rat:oning, subsidies and all related matters. In order

to carry out his tasks, the Director of Economic Stabilization

was granted authority to issue policy directives to federal

departments and agencies. Even this act did not halt the

inflationary spiral, and in April 1943 the President issued a

"Hold the Line" order directing all stabilization agencies to

take action to estaclis more aefinite policies and better

coordination of wage and price controls. In May 1943 the Office

of War Mobilization was established to provide top level

coordination for a.l economic mobilization efforts. Finally,

nearly a year and a Malf after Pearl Harbor the administrative

apparatus, the political will, and the controls were in place to

nold the line on inflation.

Unfortunately, *Men the war ended, controls were viewed as

par-. f the war effort and were removed too quickly, long before

,he economy was caoable of Iteeting the pent uo demand for

consumer goods. This resulted in another inflationary cycle

-18-
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worse than that ex=wrianced during the war.

"The Korean Conflict was the last of the long line of Amrica's

wars to grove an unquestionable plus for the economy. But it was

also the first of America's wars not needed as an excuse for
5

economic management." Unlike WW I, the Korean War began at a

time when the goverrment was trying to achieve full employment

(the unemployment rate mas 5.4%) and the economy was operating at

80% capacity. Although it was only a limited local war on a

single front, it was revertheless a full scale economic war in

which the full economic strength of the Nation was brought to

bear. Initially, the proGuction capacity of war materials far

outstripped demand. Inflation was quickly out of control as

there was no precipitous calamity like Pearl Harbor to force the

Country into immediate wartime controls.

There was strong resolve to show that the American economy

could simultaneously support the high standard of living that was

achieved in the wake of WW It and the high costs of the Korean

War. Pri,:,r to t!e ,outbreak of hostilities the defense budget

s-,ood at $!A s DiClion and it was being threavened with a reduction

r.£1lot Taneway,
u (New York: Weyorigmt and Talley, 19643), ". &2l
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of CE li bi'i,.. inr Setember 195O, the President asked Congress

for a $1.7 billon supoiemental and filtwwet h win another

request ,or $'9 billion in Novemoer. Between 195a and 1953 the

consumer orice index (CPt) rose ij%, witn over a 6% rise in the

first year of the war. Also, in that same year, wholesale orices

rose by Va%

The Defense Suport Pro am, which was designed to broaden

the bass of the economy to support guns and butter, created a

backlash wnich added to inflation. The psychological impact of

controls increased the, demands for more money, men, and goods,

which in turn reqiuired the implementation of more controls. The

incentive was to expand first without really worrying about the

actual demand. The amount of mwony in circulation inceased

similar to t.at during WW It. The excess liquidity enablea some

neople to buy and hoard Many goods as a reaction to each new war

scare.

The effe .ts of inflation in tne U.S. were felt world wide.

The U.S. tavcraoie balance of trade enabled an almost unlimited

purc.hase of necessary goods from foreign markets at almost any

* i price.

r Initially the position of the Federal Reserve was, as in WW

, ,o be the financial agent of the Treasury. Early on, only

indirect controls were :ried. Selective credit controls imoosed

- t
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iy .he Federal qeserve cn consumer credit, were ineffective. The

Federal Reserve amandoned its traditional wartime role and, with

the Fed-Treasury Accord -if Marc. I951, establisned some

independence in its efforts to combat inflation. The imoosition

of direct controls was delayed several months by numerous

bureaucratic deoates discussing the relative merits of various

controls. Similar lengthy debates between Congress and the

Administration resulted in raising only half of what the

President desired in taxes for revenues and control of

inflation. However, evemtually all forms of emergency centrol

were utiliced; including pic* and wage controls; a Controlled

Materi'als Plan which limited industry to specific quantities of

steel, aluminum, and copper; accelerated taxes; and excess

profits tax; success was met achieved without some problems and

lessons for the future.

The indirect and credit controls took too long to work and

were easily circumvented by the public who went on buying sprees

and hoarded excess goods. Low interest rates were a disincentive

to save and the large savings were quickly spent. Buying was not

related to government demand for weapons systems. The initial

surge of inflation occurred without any large increase in

3roduct ion. And as t.e market place began to return to normal

temoorary direct controls were a necessary assist to allow

indirect :ontrols to .ae effect. However, by the time the

6. Albert 3. .a.t,"fr 2 a New York: Twentieth
centuzry '.nc, !52), P. 41'It



C.rc c taro fd be*n imposed, the wage-rice so ral f
:nulati,:n was already well underway.

The end result was not all negative. During both WW 11,

with a slack economy, and Korea, where the economy was operating

at a peak and the production of war materials was at the expense

of civilian goods, a mixed system of monetary and fiscal controls

was able to stem the rising tide of- inflation. The economy

remained vital and healthy. But the problems which remained

unresolved were those of timing of the various controls, planning

and coordination by the various agencies, and the delays caused

ty the reluctance of Congress and the Administration to take

necessary action in advance before, inflation was out of cntrl.

Over a decade later many of these problems were still unresolved

and were further exacerbated when the U.S. had to cope with

another limited war which was competing for resources not only

witm the demands of a civilian market but with a President's

strong desire to bui3.O a *Great Society."

,he Vietnam war experience was uniQue. Not only was the

C-untr.y divided in its supoort of the U.S. commitment, hut also

ihe ambivalence was reflected in public policy that was

adminstered by the feCeral government. President Johnson set

" r'l ~ ~ , i i---



:he C!'.ntry o:n a Course wmicnl was dooflmec 'o faLlure from the

Start. e

i.... bet tnat guns could coexist~ not only with
Sut t or: but also with. f'eecom from controls, with

progress in tne war against ooverty, and with the
enjoyment of stability."

7

In the aftermath of the Korean War the combat readiness of

the United States had significantly deteriorated. Concurrently

there was a similar reduction in the country's economic and

financial strength. The five years immediately preceding the

Vietnam escalation were barely enough to allow the U.S. to catch

up and be able to fight a war which consumed much of the decade

of the 1960's.

The Vietnam War did not cause anywhere near the economic

impact and disruption that occurred during the Korean Conflict,

and certainly less than that of WW I. Unlike WW II and Korea,

Vietnam followed on the heels of a period of high productivity

and prosperity. The economic and financial policies that were

f,2L.owed during Vietnam, however, resulted in significant changes

to te U.S. economy and they were felt long after the last shot

was fired. Many ba ieve that some of today's problems of

inf'ation and recess-on are attributable to the Vietnam era.

. 8a y, -
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The Vietnam war ^as fou n in .solat ion. -he war olanners

soarated tnemselves from he rest of r.e American colitical

sc,.omy and ignored the ties with the rest of the world. The

outcome of trne divisiveness among the actors and the failure to

covelop an overall plan for financing the war and maintaining

stability was inevitable. Although the costs of the war were

considerably less than eietv- WW 11 or Korea in terms of percent

of SW (WW I: 41.5%, Korea: 13.3% and Vietnam: 9%), the American

economy still struggled uwer 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 through Vietnam was paved with many similar

mistakes which had occ ' u"vd in the past. From the outset,

Secretary of Defense McNamara. underestimated the extent of the

U.S. involvesent. This uncertainty and the lack of national will

foresltalled many decisions which hould nave been made.

Additionally, president Johrson's desires for a "Great Society"

diverted his attention from other equally important issues. He

felt strongly about not letting the war interfere with his

plans.

Stablization efa.rts wer* apolied piece-meal - more often

too l .ttle too late. Cnemuently, the wage-rice spiral was

zuscQ.y out :-f cotrcl. The economy was already at or near full

emfcioy"et. Sovernment spending "as high because of the aemands

,. Great Society programs, and consumer soending Nad been sourred

-24-



on my the !964 tax cu.Lt. The rapid increase in aggregate demand,

without adecuate fisca: and monetary restraints, caused an

equally rapid rise in prices at the beginning of the buildup in

6'Z5 and 1966. The initial reluctance of the administration to

increase taxes or reduce federal soending shifted the burden to

monetary policies. Credit was tightened whoen the Federal Reserve

raised the discount rate from 4 to 4.5%. By the time Johnson

retreated from his position and Congress approved a Ila percent

tax surcharge and 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 outflow of U.S.

dollars to foreign markets. With a high rate of domestic

inflation, the formign markets were especially attractive and

caused an additional strain on the U.S. economy.

In 1969 President Nixon initiated his program of

"gradualism" to attempt to 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

cont nual strong demand pull. Congress enacted the Economic

Stabili:ation Act Of' 197a in spite of Nixon's oposition to any

income Po, icy or direct controls. Within a year, however, the

acministration was !',:rced to change its mind becaue of the

demands of freign economic policy. The U.S. balance-of-payments

- a5 -



I
account had cloter i ,,rat d and inflarion was Pr.cing U.S. goods out

ofthe fo:rvign mar-kets. The o':11ar, occupied a tenuous position
in -neinternaticna. money markets.

ccording.y, N:xon itroduced his phased program of wage and

price controls in August "971. However, the programs "ere not

rigidly or equitably emforced since only 4,00 administrators

were employed compared to over 60,00* during WW It. More,

stringent controls were implemented in 1972 but mandatory wage

and price controls wer* tateinated altogether in early 1973. With

only monetary and fiscal controls remaining, the inflationary

pressures continued. Nixon again ordered a 60 day free:e of all

prices in mid-1973. With the expiration of the Economic

Stabilization Act in the Spring of 1974, the final phase ended

without having really achieved its objective. A period of

"stagflation" then ensued - a combination of inflation and a

stagnant economy.

The failure to keep inflation under control was de to many

causes. Some that have boen identified includes

1. The inconsistencies in the administration's commitment to a
contro ls program.
2. The uncertainty in the aoplication of programs - on again,

off again.
3. The inability to make changes and adjustments even though

the nature of the economy was changing drastically between L971
anc !973.

8. Harold J. Clem, 12al., , .f.a i.Ai.L (Wasnington D.C.
i National Defense University, 1976), p. 1I1..
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4. The inaoility to adjust Policies for individual industries
-.rder tno guise of consistancy.

5. The Iailure ,oNf the acministration to integrate th.e c-2ntrols
.nto an .verall Program which would suoport economic
;rowt.h and adjus- to .he ncange in the availaoility of resources.

The stagflation of the Vietnam era combined with the 1973

OPEC oil Price increase resulted in economic conditions which had

not boee equalled since WW :1. A pattern had been established

which would have far reaching impact on the peacetime economy for

the next decade. more importantly, even though Vietnam exacted

less costs than WW 11 or Korea, the outcome of the impact on the

economy has ma.or 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 national and

international economic turmoil and a major recession, what will

be '.e result if the U.S. must again enter into a war the size of

WW I!? Furthermore, with the large increases in the national

debt, continued high linemlployment, and the steady growth in

transfer payments that are essentially untouchable, will the

federal government be able to exercise any control at all even

with all the tools of fiscal aid monetary policy at its disposal?

2_7-



Chapter 4

ECONOMIC MILIZATION IN THE 19,0' S

While similarities exist between now (1983) and the late 1930's,

e.g. high unemployment, and Low industrial caoacity utilization;

many key factors have changed in the financial sector.

Economically, the world is much smaller and more interdeoendent;

the U.S no longer ,ccuptes a position of total dominance or

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

First, he 1.45 trillion dollar national deot and its resultant

debt service are often citod as cause for concern. Actually, the

debt is smaller now in relation to the gross national oroduct

th-an 1". was Ln 1939 ('7% vice 44% of GNP) and much smaller than

19'A6 (1as% of GNP). However, due to higher interest rates, deot

service now :onsumes nearly I.% of the federal buoget and 2.8% of
I'i

. .............



tn. 'NP. Contrast that w:th 1946 when aett serv.Cs only required

2.-% of 'I. GNP. Pr',:ected dage ceficits totalling over $500

billion in fiscal years 19S3 through 1.986 will great ly increase

debt service and more imoortantly, increase g:vernment

comoetit ion for investment capital. The effect of this projected

succession of large budget deficits on top of the existing debt

is likely to increase interest rates and substantially reduce the

rate of capital formation. The seriousness of this situation

should not be overlooked. Over the past 20 years tne net savings

of U.S. nouseholds and businesses have averaged approximately 7%

of the GNP. Current projected deficits of over 6% of GNP will

leave little capital for real growth, further reducing the

mobilization base.

Since 1973, currency exchange-rates have been allowed to float

rather than being tied to the gold standard. The effect floating

exchange-rates might have on crisis finance varies from positive

-- a strong aollar would reduce needed import costs; to extremely

megative-collacse of the dollar due to fear for the survival of

the U.S. government. Historically, the former has happened,

investors have moved Veir money to the U.S in times of crisis,

strengrening the dollar. What would actually hapoen depenas

2rimarily ,ion te Perceived outcome of the crisis.



I 1392 the nation was still coming out of the deoression, and

transfer payments represented 36% of the federal ex0enditUres and

3.5% of the GNP. :n 19q 2, after a relatively prosperous decade,

transfer payments- wers, U.%o eoaex card it urej andg 12.4% of

th _N E . While this indicates a concern for the welfare of the

pocr and the old, it also represents a growing and largely

untouchable percentage of the budget which is no longer available

for mobil.ication. Additionally these social insurance programs

tend to add rigidity to wages, orices, and even structural

unemployment.

4. Trade.

Another significant cons iderat ion is international trade.

Excor-s and imports now coro rise a significant portion of our

GNP, totaling 22% in 1982. The orimary reasons for this growth

are a reduction in trade barriers, and

transoortat ion/communication economies. Most major coroorat ions,

inc d:ng banks, are now international in scoo and depend

heavily on foreign trade for much of their growth and a large

zercentage of thetr Crofits. While exoanded trade increases

L



coim=e"t : and allows national special i=at ion in areas of

c'moa.irive advantage, it alsz tencs to eliminate firms in the

less oroductive sectors. This has haopened in several key U.S.

incustries, such as steel and snipouilding. The effects

increased deoencence on t race would have on financial

mobilization are difficult to oredict. However the effects on

domestic Production arm staggering. In many cases essential

;oods are no longer produced in the United States.

Along with the increase in world trade, has come another very

significant change in the financial sector: international debt.

Throughout much of the 197%'3s, develooing nations were able to

maintain hL;h growth rates by borrowing. Rapid growth made loan

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

inflation rates, real interest was negative. Unfortunately, the

recession of the early 1980's drastically reduced the demand for

basic commodities and prices fell as much as 25%.

Si.nuiltaneously, high interest rates in the U.S. drove up the

price of the collar while driving down inflation. The result for

nations like Mexico was a large amount of smort term debt at real

interest rates of 9 to 10%. to be paid back with dollars that

cost twice as many pesos. The banking crisis of 1982 gives some

idea of the problems that would occur if borrowing to finance a

-. 31-



M11.1tary cr'.sis *ere to drive interest rates ,O rapidly to

treater than .0%, a very real Possibilty.

As noted earlier, at the start of WW 1I the nation was still

recovering from the depression. Many qeople viewed the economic

benefits of mobili:ation as only a temoorary lull in the

depression. Inter es t rates were constant at about I. 5%,

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 opportunities anc billions

of dollars in extremely liquid accounts such as money market

funds.

Additionally, taxpayer attitudes have changed; after Vietnam

and proposition 13, it is hard to envision a rush to buy savings

bonds instead of scare consumer goods.

- 3-



Chapter 5

FINANCING WAR IN THE 1980's

5-1 Baseic_ASS, M110

In order to address possible financing methods for WW III, an

attempt should be made to define the magnitude of the prmblem.

Liaison with numerous comoonents of DOD has revealed that

22i te_2r22Mt Lv exisat for-t he~ 2....4.sotra..w

*ar. Results from Exercise Proud Saber indicate an increase of

S233 billion for the FY83 defense budget but this value was

derived in a hasty manner with no planning for costs beyond FY83.

The following budget scenario is a simolistic and intuitive

aporoach to the definition of the budget associated with a world

war in the 18e's.

While World War IrI would certainly not unfold and develoo

as did World War rI: the scope and magnitude of financing W1W III

would probably parallel W1W 1: more closely than any other

c:nflict i our natLon's his:ory. Many would oe quick to point

out that weaoons systems are much more costly today than 40 years

ago. that develooment and przduction lead times are much longer

-. 33 -
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t-zday, that many war material production facilities do not exist

and that many resource nottzlerecks do exis%. All of this is

t r, .e. It -s also true that the same conditions existed prior to

4W I; in many respects even more so. While the complexity and

sooistication of weapons systems, with attendant prod 'ction

difficulties, have increased, so have the oower of the

technological and managerial tools available today to cope with

increasing production in a crisis. Discussion of planning and

coord nat ion necessary to increase production to the levels

indicated in the scenario below would fill volumes and are far

beyond the scope of this paper. This is not to blithely dismiss

the herculean effort required to increase defense production as

* was done during W1W 1I but, rather, to state that if it was

i possible then, it is probably possible now.

The fol lowing projections are based upon several

assumptions, to be discussed in turn, which utilize exparsion

factors similar to W1W 1 tempered by today's realities. WW 11

data, taken from Aooendix A, is in "then year" dollars unless

otherwise indicated. Projections of W1W III dollars herein take

inflation into account by using the inflationary nature of Othom

year" W1W :1 dollars to aroduce an implicit inflation in the

caic-.lations. The scenario will result in a hypothetical table

of Gross National Product(GNP), Federal Expenditures, Federal

.Rece its, defi-it and National Deot for tne period 1963 to 1986,

o:e years of the Lma;:mary WW III. Data for 1983 will consist of

L



I)S8ai cat& adjusted for a projected Z-% growth in GNP. WW II years

selec:ed for comcarison are 1941 through 1944, from tne start :.f

the war through peak expansion. For the purooses of this paper,

Federal Expenditures are divided into four major categories;

cefense, transfer payments, other (all other government

functions) and national debt service.

Increasing production to support the demands of world war

requires extraordinary increases in GNP. Our nation, in 1941, had

a 9.9% unemoloyment rate, down considerably from the 17%

unemployment rate that existed in 1939. This large decrease was

largely attributable to Lend-Lease and and other war preparation

measures. Aporoximately 76% of the mation9s industrial caaacity

was in ue in 1941, a percentage rate not too far afield from the

aporoximately 63% industrial capacity utilization rate existing

today. On the basis of existing unused capacity and

,4"employment, t.e U.S. economy, with proper stimulus, has the

potential of expanding at rates similar to WW I. Camoarable

exoansion, interpolated for the 1980's, would yield the following:

Table I
WW I GNP, Predicted WW III GNP

1941 1942 1943 1944

GN (b i 1' 1 ions) 125.13 1 a. 5 1 WE.. 210.3

- 3! -
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* ncriase - 126.a% 153. 6% 1a.
over 1941

19a.3 1984 1985 1986

GNP 3118.1 3953. a 4789.4 , 20. a

Manoower and unwneolayment is addressed next in sequence in triat

it bear-s irectly on the estimates of defense spending and

transfer payments. The labor force expanded rapidly during WIW II

for several reasons:

i - The untemployed found vork easily as the nation geared up for

war.

- Many women entered the work force. Women, over 14 years old

and over, comprised 25% of the civilian work force in 1941.

The same category of people comorised 34% of the civilian

labor foe in 1944. alt should be noted that women, 16 year's

old and over, reap4ented 43% of the civilian work force in

1982. There were, however, 6.2 million men and 4.5 million

women "actively unemployed" in 198U, a significant manpower

- Many retired e. tle rw-oined the work force during WW 11

fo2r patriotic and monetary reasons. 'he same Ohenomenum

-6-



w.uaLC r-oaoly ,icc,-r today. This is a key point; transfer

payments a.clinea dur-.ng WW 11 partly for tnis reason. A

rapidly exoanmding economy with even a relatively small

percentage (15% or so) of social security recipients

returning to work would have a dramatic imoact on transfer

payments.

With thne above in mind, the following is the WW e1 laoor

force distvibution:

Table 2
U. S. WW rz Labor Force

1941 1942 1943 1944

(mill ions) -

Civilian 55.9 56.4 55.4 54.6
Labor Force
Act € ive 1.6 3.9 9.0 11.4

*~Prm:ed Forces

Unemployed 5.5 2.6 1. 1 0.7

Total Force 63. a 63. 1 65.5 66.7

Unemployment 9.9% 4.7% 1.9% 1.2%
Rate

Active military personnel in 1939 numbered only 0.3

milIion. The rise to 1.6 in 1941 reflects the rapid expansion of

the military arior to Pearl Harbor. Pay rates during WW I were

comoarably smaller than today; military may represented only 32%

of: trne :1 befe de udget as opposed to 54% today. Active

military forces excanded to a peak of 11.7 •mi'lion in 1945. WW

zz: of tnree or fo,-r years duration could recuire a ceak of L2

I' - 37-



m=-:n men in uniform (eornaos even more). Should WW III start

':day, ;.t illion men arv alreacy in unifornm, a greater starting

3,:int an WW It. -he average cost of a man in uniform in 1941

was s8-I60, tne average cost tM-ougnout WW I1 was $9340 (defeme

xpen aitures divided by number of active military personnel).

The similar cost today is $69ft and forms the basis of estimated

defense expenditures for WW III in table 5 - 4. Another element

of tMe prodiction below is the structural resistance of

unemployment going bielow 3% in today's environment. Should the

unemployment rate go below 3% during the hypothesized war, then

the WW III manpower estimates below are conservative.

Table 3

Predicted u. s. WII III Labor Forc*

1983 1984 1985 1986

Civilian Ll.I.a 11.. 1 14w . I 116. 1
Labor Force

Ac4ive .i 5.1 11.6 12.e
Arme Forces

Uneuloayed 1.7 5.8 3.9 3.4

"otal L3.0 123. a 125.6 1.36.
Labor Force

Unemployment 16.8% 5.a% 3.5% 3.1@%
Ratoe

Given the oo vGP growth and wanoower distribution decicted in

38a
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-&'o n - - , t-,following is a comcarison of WW 11

data and W !!T. arojections:

Taole 4
WWII Defense Expeditures.
Predicted WW III Defentse Exortditures

1I4.1 1942 1943 1944

Defense 13.7 49.3 79.7 87.4
(billions)

%Federal 66.8% 87.9% 92. 9% 91.5%
Expend itures

%GNP 11.M% 31.1% 41.5% 41.5%

1963 1904 1985 1986

Deferse 197 510 1144 1257
(bill ions)

%Fedwa 1 2S. 3% 53.9% 73.5% 76. 7%

%GNP 6.3% 12.8% 23.8% 23.9%,

Oth~er gvenment *xperaitures represented 15.6% of Federal

Exoarditures avid 2.6% of GNP in 1941. This category of spending

raidly declined during WW Il. It is not unreasonable to excect

other oxcenditures to lik*wise diminish during WW IZI. Therefore:

Table 5

Qther U.S-GyrStFucin
Exoe"ditures for WW I, Preicted
for WW 1:1

I - 39-
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194 194z2 4 1944

Otner 3. a 2-. 6 1. 6 L. 0

Expoendit ure
(~bi 11 i ons)
%Federal 15.6% 4.6% 1.9% 2.1%

EX piend i t ures

%GNP Z. 6% 1.6% fa.a% 0.9%

I936 1984 1985 1986

Other 77.9 63.2 47.9 52.5

%Federal 10.4% 6.7% 3.1% 2.9%
Expenditures

%GP2.S% 1.6% 1. t%' 1. 0%

6 Tr .fi. PaymrtS.

This category of spenoing accounted for 12.2% of the Federal

budget and 21.% Of GNP in 1941. This contrasts Sharply with 5a. 1%

of the Federal Oudget and 12.4% of GNP in 1982. Transfer oaymetnts

fell 24% from 1944 to 1941 as a result of a 32% reduction in

unemployment (from 14.1% to 9.9%). Transfer payments remained

essentially constant in current dollars during the period 1941 -

1943 and then rose in 1944 as veteran's benefits began to

increase for returning war casualties.

Current Department of Treasury estimates are that a 1%

reduction in 'nemaoymenc transl-ates to a S25 Zillion reauction

in budget deficit as tax revenues increase and transfer oayments

-0-
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cecrease. if a rec.uction of 1% in unemployment equates to a $1.

01.7Lion r-ecuction in :ransf'ev payments and this is apoll.ec in

ccnjunct. on w,.th aroected unemoloyment razes as well as the

return of retired me.Dle to the work force, a prediction of

transfer mayments wouLd te thus:

Table 6
WW I Transfer Payments, Predicted
WW III Transfer Payments

1941 1942 1943 1944

Transfer 2.5 2. 9 2.7 3.5
Payment s ( b i I ions)

%Federal ~ 2. Z% 5.2% 3.1% 3.7%
Ex pend i t ures

%G N P 2.0% 1.8% 1.4% 1.7%

1983 19e4 1985 1986

Transfor 386.6 261.6 228.6 285.9
Pay ment S

%Federal 51.6% 27.7% 14. 2% 16.1%
Ex oerd i t ures

%G2NP 12.4% 6.6r% 4.6% 5.4%

Even within this simale analysis debt service is most difficult

, credict. It is a function of total Feceral expenditures,

Federal reC*,De: , the size of he national *debt and prevailing

interest rotes (wlich are a function of Feceral Reserve colicy

L . . ..-.41-
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and a host of marxet variables). The national dect reoresented

M7. of GNP in 1.341. It represented 37.3% of GNP in 198 , hence

the dect is slightly lower YeLative to GNP now than at the start

of WW I.. There are sever-al si;nificant differences between 1941

and 198."l owever. Specifically, 76.9% of the debt in 1941 was

privately held; non-inflationary borrowing. This percentage

contrasts with 69.2% of the debt privately held in 1982. Of more

significance, tne Federal Reserve Discount Rate was held at a

steady 1% during WW 1r, a far cry from the 11% rate existing

today. These vastly cifferent discount rates account, in large

part, for the differences between the portion of Federal

expenditures required to service the debt during WW 1I and

today. In 1941, debt service accounted for 5.4% of Federal

expenditures and .S9% of CP_=N. While dollars of the day

expenditures for debt service rose 36% during the period 1941 -

9544, as a percentage of Federal excenditures it declined 5 % and

as a percentage of GNP, it rose only 33% (contrasted with a the

266% increase in total Federal expenditures). Debt service in

IMP- accounted for 11.6% of Federal expenditures and 2.a% of GNP,

over twice the proportions of 1941. It is interesting to note at

this ooint that the percentage of the National debt privately

held increased from 76.9% in 1941 to an average of 81% during

19422 - 19344 even though the debt increased 311%. Also of note is

the zortion ,.--f ebt held by foreign interests. Sxact figures for

WW 1: are difficu.t to determine taut the amount was Something

less tMan 03.7 cillion of the 046.9 billion debt in 1941, les

m-2



n.-art. .S%. 7he anoujrit of tr~e VB&B deot of 5S1140.3 billion he1 by

o're-Mnco'~roscs was slat.! Zillion -,r !.a~%.

The ciffc.Lity of !inancing expansion caoital of the

"lagituce recured for WW 111, the inflationary pressures of

allowing the market place to determine interest rates (which

would urdoubtedly rise in the face of such expansion) and the

difficulty of financing a rapidly exoanding national debt leads

'he authors to believe the Federal Reserve would eventually

resort to pegging the discount rate as was done during WW I! or

allowing it to float within a narrow band. Therefore, the

prediction below is based on such a pegging (in the vicinity of

11%) whic*1 would result in debt service expenditures risig

relatively slowly as a roughly constant percentage of GNP. The

deficits upon which the predictions are based will be discussed

: n a subsequent section.

Table 7
WW I&! National Debt Service,
Predicted WW III National Debt Service

1941 1942 1943 1944

National Debt 1. 1 1.3 1.8 2.6
Service (bill ions)

%Federal 5.4% 2.3% 2.1% 2.7%
Ex endi t ures

%GNP 0.'% *.S% 0.9% 1.2%

1983 19e4 1985 196

Nat ..al Debt 87.3 110.7 143.7 193.&
Service

1..-43-
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%Fe¢e-al II o 6..7% 9..% 113.3%
Ex e, c tures

%GNP 2.8% 2.8% 3.0% 3.5%

Federal receiots, for this portion of the analysis, will be

treated in aggregate rather than by receipv category (income

taxes, corporate taxes, other taxes and revenues, and social

security). Specific categories will be addressed in section 5 -

11. Federal receipts in 1941 accounted for 12.3% of GNP, rising

rapidly to about 20% in 1944. Federal receipts have varied

between 17% and 20% since WW I1, running about 210% for the past

15 years. it would not be 'unreasonable to expect the Congress to

increase taxes to support a war effort - the question is - how

much? The Federal governments "take" as a percentage of GNP

increased 32% 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 IS, indicated percentages as high as

30% to 40% could be feasible in a war environment. The

Congress would probably be loathi to consider such rates (this was

certainly the case during WW 1I). The assumption that the

1. George A. Encoln, Economics of Nat ional Security, Second
Edition. Prenti=e -all .nc., 19E4, oc 444

144



Congress would arefer to Cefer the bulk of tne financial cost of

te war to the future oy boro ,wing as well as immosing marginal

tax increases amounting to 1% - 2% of GNP would probably be

sa f. Such tax increases would yield:

Table 8
WW 11 Federal Receipts,
Predicted WW III Federal Receipts

1941 1942 1943 1944

Federal 15.4 22.9 39.3 41.0
Receipts(billions)

%GNP 12.3% 14.5% 20.5% 19.5%

1983 1984 1965 1986

*Federal 33a.8a 842.2 17. 1181.4
Receipts

%GNP 21.3% 21.3% 22.5% 22.5%

The following is a suuuary of the hypothetical WW III Federal

budget:

Table 9
Hypothetical WW III Federal Budget

1983 1984 1985 198G
~~~~( i i ;ions) ...

Federal 748.6 945.5 1556. 2 1779.2
Exmed it Ures
Fedveral 63.0 84z.2 1077.6 1181.4

Receipts -5Rtct =I45



Def i. 6 It. a I Oz. 3 478.6 597.8

%GNP 3.7% 2.6% 93.9% 11.4%

Nat ional 1256.7 1360.0 188.6 2436.4
Debt

%GNP 41.3% 34.4% 38.4% 46.4%

Note: The projected tax increase of I% in 1984 from
Table 8 in conJnction with projected growth
in GNP from Table I results in a dip in the deficit
for 1984. This would be a questionable phenoevum
in the real warld.

Ho o Finance?

Any beginning economics student could take exception to the

pre ictions above. as previously stated, the simplistic

predictions are not 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 budget for one year would cause apoplexy on Capitol Hill

and the forecaster to be labeled a madman. One need only look at

the Civil War, WWI and WW 11 to realize such exorbitant amounts

are not only possible in today's dollars but also probably

conservative. Given the magnitude of the problem, how does the

nation finance such an effort? This is discussed in the next

sect i on.
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he ti ming ancd degree of te proposed financing actions discussed

below are highly inte-deoendent and variable. A primary

consideration is the velocity of the crisis onset. rf WW iri

hegan unexpectedly, many of the actions would occur hard upon one

another or simultaneously. A gradual building of tensions over

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

Federal ftre OiLijgcun. Rate, Early on in the crisis, and

in the absence of tax increases, the Federal Reserve would

let interest rates rise in response to market pressurs, for

expansion capital. This would begin forcing marginal or

non-essential firms out of the capital markets. Def.ense

contractors, wrile facing the same high interest rates,

would be armed with profitable contracts for war materials

enabling 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 of 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 terd to reduce inflation. Results from the recently

completed Readiness Exercise U 3 indicate interest rates

-47-



womule: creak the ZO% mark L-m a matter --:f months if this were

the only finance action tak.en. Such interest rates would

obvious.y throw the market into cnaos. For this reason, tne

Federal Reserve would consider pegging or bounding the

discount rate. This would lead, in the absence of other

financing measures, to defacto money printing and the next

step in the hierarchy.

-_j _3easia FergIal Lr-rg2Mg__Tj3L Congress would initially be

hesitant to take this step but, if history is a guide, would

eventually r,ali:. its necessity. Personal income taxes

represent the largest portion of Federal receipts, 48.2% in

19a2, and a source where a relatively small incremental

inerease 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 2-1.4% in 1941 to 46.1% in 1344. This corresponded, in

the same period, to an increase in percentage of personal

income paid in Federal income tax from 3.3% to 11.5% (in

aggregate). Federal income taxes paid as a percentage of

personal income in 1382 was 11.9%. Restructuring income tax

rates or imposing a surcharge to raise the aggregate rate to

16% would increase Federal receipts by about 6115 billion,

an amount roughly equal to the fictitious 1983 budget

deficit zredicted above. This increase to 16% reoresents

the 32% increase in tax rates discussed earlier. The

-o48 -
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thought of an increase of this difiension would again cause

acoalexy on :aoital i-: an increase to, 13% - 14% seems

politically more feasible. This would leave a ficticious

1903 deficit of about S60 billion (it should 'e rememb*ere

that this deficit is predicated on an aggregate income tax

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

leads to the next step in the hierarchy.

Increase Other _Ta ,._ Corporate taxes in 1941 repres eted

49.4% of Federal receipts. Other taxes (not including

social security) represented 22.7% of Federal receipts. The

dollar of the day value of these two sources doubled by 1944

but represented, by virtue of the rapid growth of income

taxes, 31.5% and 17.1% of revenues respectively. Corporate

and other taxes comprised 8.03% and 11.2% respectively of

Federal receipts in 1982. Should war occur, windfall profit

tax legislation would be enacted with vigor if the past is

any indication of the future. Other taxes would also be a

fruitful area for several reasons. Increasing taxes on

cigarettes, new car sales, durable consumer goods, alcoholic

beverages and gasoline for private vehicles, to name a few,

would bring in more revenue, discourage purchase of

non-essential goods (leading in turn to the redirection of

resources to war production) and, in the case of gasoline

taxes, ecourage energy conservation. .creasing other

taxes by ZZ% would bring in about 017 billion. Increasing

-49-



rPorate tax by ,.% woulc bring in aoout Si b llion more.

.sn 2sr. a~Jrjg a errs~zri. Assuming the economy was

aporo4chi.g fu&ll employment (3 - 4% unemoloyed) by this

point Ln the war, the next stop in the hierarchy of actions

would be t.z reduce or rescind import tariffs. This would

serve two important functions:

I. If cosuomwer goods are available from abroad for the

public's purchase, then more domestic resources can be

diverted to war production.

2. The availability of these goods from abroad would

dissipate some consumer demand.

while expansion of world trade was not listed as a result of

rescinding tariffs; it would certainly be a beneficial side

effect. Commercial exports remained practially contant, in

dollars of the day, at about S5.5 billion from 1941 to 1944.

As a percentage of GNP, commercial exports declined from

4.8% to 2.6% in this period. -xports, including Lend-Lease

material, rose from S7.5 billion to S21.9 billion during the

1941 - 1944 period, an increase from 6.6% to 10.4% of GNP.

Imoorts in the 94l -I944 period rose from s4.7 billion to

S7.2 billion, representing a constant 3.4% of GNP. By

comoar4son, v38. exports were $349.7 billion, 11.4% of GNP,

and .oorts were 5323.2 billion, 10.9% of GNP. Imports

SMOUIC be expected to rise in resoonse to demands for war

r- Se-



Mate.rals and consumer goods (providing merchant snipoing

ana o en sealines o communications continue to exisc).

Sxnorts of war materials to allies likewise could be

expected to increase.

t ak21 As preyviously> stated,

rising intresat rates will prevent many would-be borrowers

from making sizable purchases. This in turn will reduce the

demand for homes, cars and major apliances with attendant

re-direction of resources to war production. Intervet

rates, if cegged, would only partially accomplish this

goal. Credit controls are the next stoep in the hierarchy.

These controls are an administrative burden but are vey

effective in diminishing demand for norn-essential goods.

Credit controls can be imposed over a wide range of goods in

a variety of ways. Banks and other financial institutions

can be reatricted from making loans over soecified amounts,

require significant deposits toward the loan or be

restricted from making a loan at all in the case of home s,

cars, vacations and other targeted goods. This, again,

allowos re-direction of resources to war production and acts

as a form of forced savings. Credit controls, lack of

durable consumer goods and excansion of the economy during

WW ZZ resulted in personal savings as a per-cant of peVsal

income rising from 10.8% in 1941 to 22.2% in 1944. Savings

as a percent of personal income Vs 5. 6% in 192. It is

- SI'-



otvious -. a much could be cone in this area.

- ia-L., enLd These controls form tne next steo

in the hierarchy of actions as the area of last resort is

approached. Wage and price controls are intended to reduce

or control inflation and provide stabilization in the labor

market. These controls are anathema to a free market

economy; the market is not allowed to perform its function

of allocating goods and services on the basis of supply and

demand. Wage and price restrictions, however, can be very

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

people holds sway over normal demand patterns. Wage and

price controls are net recommended unless absolutely

necessary. The administrative costs to the Federal

government of operating a contol organization similar in

size to WIW I (60,'M personnal) would be considerable.

Rionn., 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

hope to be. The us* of transfer payments for the truly

mody would to more cost effective than trying to decide who

gets how many llaves of bread or gallons of gasoline. The

administrative costs would be tremendous and such a system

would be fraught with opoortunity for graft and favoritism.

A ra i.ning system should only be considersd for unusual

situations sue a geographical area wnere war damage has

-5



!3een sustained.

Assuming the Federal government 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.

Personal income as a percentage of GNP has been relatively

constant over the past 45 years, varying from a high in 1946 of

84.8a% to a low of 70.5% in 1964. This percentage has averaged 81%

during the past 40 years. GNP, in constant 1972 dollars, has

risen from *461.4 billion in 1941 to $1475.5 billion in 1982, an

increase of 36a%. Per capita income, in constant 1972 dollars,

has risen from S292.16 to $5196.2t3 in the same period, an

increase of 226%. Taxes paid (Federal, state and local), in

constant 197. dollars have risen from $10.6 billion to S191.6

billion in 1941 - 19S2 period, an increase of 1816% or 44% per

year.

Personal consumption as a percentage of income has remained

r-latively constant since WW I, hovering around 77%. tn the

years prior t o WW I, consumption was 92%.of income, reflecting

the effects of the deoression. Personal savings likewoise
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"Mf !acted the ceoression Pro to W.W It; rcresont *ng about 3% of

:.tc'me. The *.'fwc-ts -.-n the c:nsumer .:f t.e racid eoxansion of

ne seonffmy C'ir~.ng WW :1 w i h direction of resou.rces to war

zr,.nuct Lon, imaroved wages, Credit controls and emohasis on

savrgs are MOSt v v vcly il UaStrated by consumption and savings.

As previously stated, personal savings increased from 10.8% in

941. to Z.l% in 1944. Personal consumption as a percentage of

income fall from 84.7% to 65.8% in the same period. This is all

t. e more fascinating in that consumption, in constant 1972

dollars rose from SaS9.Z billion to $292.4 billion in the s

period. -he consumer was spending proportionately less, saving

proportionately mre and still had more money to spend in real

terms. Application of these trends, with moderation, to the WWi

IL'U GNP predictions in section 5.2 will provide an estimate of

consumption and savings. Assumptions utilized are:

- The increase in aggregate Federal income tax would be from

L11.9% to 14.6%.

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

prsona income.

- The decrvase in personal consumotion as a percentage of

income from 1941 to 1944 was 18.9%. This rate seems rather

precicitous (although zrabably possible if the Chips were

down) ; hence a decrease of t2% wi 1l be EAsed.

- Existing 1982 level of Mercent of income paid to business

{i -54-
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fnr imteresc, Consumer credit, will decline to 1.5%. This is

an arbitrary aecline but considered conservative.

Wit the aoove assumpt ions, WW III Mersonal income

d.stribution would be thus:

Table 10
Predicted WW III Personal Income
Distribution

1983 1984 1985 1986

Personal 2494.4 3163. 0 3831.5 4200. 6
In -ome ( billions)

Consumotion 1920.7 2277.4 2605.4 2730.4

% Income 77% 72% 68% 65%

interest Paid 57.3 63.3 73.8 63.0

% Income 2. 3% 2.0% 1.9% 1.5%

Taxes Paid 391.6 531.4 682.0 747.7

I ncoMe 15.7% 16.8% 17.8% 17.8%

Savings 124.7 290.9 471.3 659.5

% Income 5.0% 9.2% 12.3% 15.7%

A coiwarison of crevious estimates of budget deficits and

personal savings for WW III with WW II follows:

Table 11
WW I Budget Deficit versus Personal
Savings, Predicted WW III Budget
Defic t versus Personal Savings

19416 1942 1943 1944

Deficit 5.1 33.1 46.6 54.5

Savings 10.3 27.2 32.9 36.6
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8

9884 985 1986

Deficit 115.8 103.3 478.6 597.8

Savings 1.24.7 290.9 47..3 9.5

The WW III projections, when comoared with WW Il data, are

obviously optimistic. It does reveal, however, a glimmer of hope

for financing a large portion 'of the war deficit with

non- i nflat ionary personal savings. The increase in the

parcentage of the national debt privately held (from 76.9% in

1941 to 88.8% in 1944) in WW II indicates the government was

relatively successful in this effort. This success in conjuntion

with artificially low interest rates, wage and oice controls and

tremendous growth in arocuctivity lead to the astounding growth

of GNP during WW rr. Even more astounding is the fact that the

consumer's lot imroved. Durable consumer goods were not

available but, in general, the man on the street was better off.

He had more non-duraole goods available, more money in his pocket

and more money golg into savings for the day the war, encled. One

dramatic difference which must be borne in mind by decision

naiers is tne zsychi.ogy of the consumer in WW 11 and the

r-esent. The deoaressn prior to WW II, oaeoly stcned in

everyone's memory, :ead tne ajority of oeooe to believe the

- 6 -
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ecantzm*c excarsion coo would burs't as soon as tne war was over

and caoressiv economic conditions would r!-rurn. This caused

many ooIle to hold their money for purchases after the war when

it was generally expected prices would decline. The present day

consumer is not imbued with such an outlook; this has far

reaching consequences. In the words of a noted economist of the

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

Large sections of the population postooned
purchases to wait for the widely preaicted downturn.
It is frightening to Contemolate what might have
happened in the absetce of widesoread fear of an early
postwar deprss ion.

2. Lester Chiandlecr, r f

64arper, New York, !,po4!5

'i
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Chapter 6

PLANNING FOR ECONOMIC MOBILIZATION

Mobilization of the industrial base and subsequent production of

war materials will be highly dependent upon the availability of

financial resources and the stability of the financial system.

Consequently, economic preparedness planning and interagency

cooperation are critical issues for national mobilization. To

th9is end, several legislative acts and executive orders provide
3

guidance for current economic planners: The NATIONAL SECURITY

ACT OF L947 requires the Executive branch to

"advise the President concerning the coordination
of military, industrial, and civilian mobilization,
including programs ... for the maintenance and
stabilization of the civilian economy in time of war,
and for 'he adjustment of such economy to war needs and
conditions. "

Executive Order 11490 provides detailed agency guidance for

economic mobilization preparedness: For example, section 306

charges the heads of federal agencies to

3. Portions of this section are auoted directly from: "Direct and
.ndirect Emergency StabiliSati.on Measures and Controls." an
uncublished background paper for use of the Working Group on
Economic Stabilization and Public Finance of the Emergency
mobilization Precardness Board. Washington: PV4A, 194I.
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"coooerate with tne Fedora! -- aer~encj Management
A;ency (=E.Mv) anc ihe federal 'financial agencies in tn
develDament of emergency preparedness measures
involving emergency financial and credit measures.,,, "

Sections ZOI and 30. direct the Secretary of the Treasury

... develoo policies, plans, and procedures for the
performance of emergency functions with respect to (1)
stabili:ation aspects of the monetary, credit and
financial system; (2) stabilization of the dollar in
relation to foreign currencies; (3) collection of
revenue; (4) regulation of financial institutions; (5)
supervision of the Federal depository system; (6)
direction of transactions in government securities; (7)
tax and debt policies; (8) participation in bilateral
and multilateral financial arrangements with foreign
governments; (9) regulation of foreign assets in the
United States and of foreign financial dealings (in
consultation with the Secretaries of State and
Commerce); (10) dvwelopment of procedures for the
manuf act ure and/or issuance and Ydem pt ion of
securit ieas, stamps, coins, and curre"cy; (I1)
develo ment of systems fo" the issuance and payment of
Treasury checks; (12) maintenance of the central
government accounting and financial reporting
system.... (16) granting of loans (including
participation in or guarantees of loans) for the
expansion of capacity, the development of technological
processes, or the production of essential
material.....

Section 392 Fi n __Q22rSniUin2. The Secretary
shall assume the initiative in developing plans for
imolementation of national policy on sharing war losses
and for the coordination of emergency monetary, credit,
anc Federal benefit oayment programs of those
departments and agencies which have responsibilities
dependent on the policies or capabilities of the
Department.

Section 1701 tasks the Federal Bank Suoervisory Agencies
for:

Financial Plans and Programs. The Board of
Governors of the Federal Reserve System, the
Comptroi)lor of the Currency, the Federal Home Loan Bank
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Board, te Farm Credit Administration, and tne Federal
Deposit insurance Cormoration shall oarticipate with
the Feceral cmer;ency Management Aqency, the Deoartment
of Vie Treasury. and other agencies .n the f.ormuiation
of emergency financial and stabilization oolicies. The
4eads of such agencies shall, as aooroprtate, develoc
emergency Olans, programs, and regu lat ions, in
consonance with national emergency financial and

stabili:ation plans and policies, to coca witn
ootential economic effects of mobilization or an
attack, including, but not limited to the following:

_ Provision and regulation of
money and credit in accordance with the needs of the
economy, including the acquisition decentrali:ation,
and distribution of emergeNcy suoplies of currency; the
collection of cash items and non-cash items; and the
conduct of fiscal agency and foreign operations.

(2) Fn~nSj41 i1L .2M2. Provision for- the
continued or resumed operation of banking, savings and
loan, and farm credit institutions, including measures
for the recreation of evidence of assets or liabilities
destroyed or inaccessible.

(3)6 i t. Provision of liquidity necessary to
the continued or resumed operation of banking, savings
and loan, credit union, and farm credit institutions,
including those damaged or destroyed by enemy action.

(4) gain ---- --- =2= --IrAfe.
Regulation of the withdrawal of currency and the
transfer or credits including deoosit and snare account
balances.

(5)ja a:nu . Provision for the assumption and
discharge of liability pertaining to insured deposits
and insured savings accounts or withdrawable shares in
banking and savings and loan institutions destroyed or
made insolvent.

Section 17t. ai0fI L,2131. Head of
agencies snall, as appropriate, marvicipate with the
Federal Emergency Management Agency and the Department
of the Treasury in the develooment of policies, plans
and procedures for implementation of national oolicy on
sharing war losses.

Section "*2-Z tasks the National Credit Union Aaministration:

.. io5. The Administrator of the National

-60-
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Cr c t Unio-n Administration shall:

(L=2 u~Z.Iti2I. Prov i ce nutruct ion*
to a-I State and Federally chartered credit unions for
the Ceveloomen"t of emergency olans to be ut into

effect as soon as oossiole after an attack uon the
United States in order to guarantee continuity of
credit union ocerations.

(2) Provi±de g ui±dance, and
funds as necessary to credit unions that will
contribute to stabilization of the nation's economy by
helping to estaolish and maintain a sound economic base
for cont inuing operat ions,. combat ing inflat ion,

maintaining confiderce in public and private financial
institutions, and promoting thrift.

The Securities and Exchange Commission's responsibilities

are as follows:

Section 250I. anc D _n. The Securities and
Exchange Commission shall collaborate with the
Secretary of the Treasury in the development of
emergency financial control plans, Orograms.
poceduries, and regulations fort

(I)Jt k tr&"L n. Temporary closure of security
exchanges, suspension of redemot ion rights, and
freezing of stock and bond prices, if required in the
interest of maintaining economic controls.

(2) m 29f __ -_agig- Development of p I ans
designed to reestablish and maintain a stable and
orderly market for securities when the situation
permits under emergency conditions.

(3) e~sr li-2L-..fL!rA:kn. Provision of a
national records system which will make it possible to
establish current ownership of securities in the event
major trading centers and depositories are destroyed.

(4)_ lof Ai. The control of the formation
and flow of private capital as it relates to new
securities offerings or expansion of prior offerings
for tNe purpose of establishing of restablishing
industries in relation to the Nation's needs in or
following a national emergency.

(S) _ The prevent ion of the
flight of capital outside this country, in coordination

" " . .... ... . . . - -- 7 6,i - , " ... I l. . .



with -he Secretary of Commerce, and the ifoouncing of
securities in tne hands of enemy aliens.

More recently, N0T.CNAL SECURITY DECISION DIRECTIVE Numbr

47 (NSDD-47) restated the national policy for emergency

mobiiization preparocress and Proviaed general orinciples for

program planning. Additionally it set forth specific policies

and programs; including a program for economic stabilization and

public finance. This program is amoung other things, to:

... increase capabilities to: provide the
government with efficient and equitable financing
sources and payments mechanisms for emergencies; and

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

NSDO-47 also directs the Emergency Mobilization Preoaredness

Board to prepare a plan of action to implement these Programs.

It further directs all decartments and agencies to manage their

oersonnel and financal to develop the required capability.

Funding is to be accomplished within the normal budgeting

process.•

'nder current planning, when war is I.mminent, thne Director of

U-MA wiIl forward a draft Defense Resources Act and proposed



exec.tve orCers -.o the White House and VIe Office of Management

arc 34udge. The Defense Resources Act Wnen passed woula, among

otner t..ngs, authori:e the Prosident to estaolish Pne office of

:efnse Resources (CDR) and tne Econom:c Stabi i:ation Agency

(ESA). At the same time, FEMA wi.l recommend that the President

impose a 90 day freeze and possibly a wage-price rollback to hold

the line until the ESA is fully functional.

The Economic Stabilization Agency would initially be staffed

by FEMA personnel, National Defense Executive Reservists,

personnel detailed from other Federal agencies, emergency hires

from the private sector, and volunteers. Its functions would be

to establish a national emergency stabilization program toi

maintain a stable price and cost structure; prevent excessive

growth in income; and assure equitable distribution of eu4sntial

civilian goods. ESA would hopefully have a nationally recognized

administrator who would probably report directly to the

President.

63



Chapter 7

SUMMARY

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 no singular policy that can adequately cope with all

exigencies as they unfold. What is generally agreed is that, as

occurred in WW 11, all methods of avaiiable finance would be

employed, and the full gamut of indirect and direct controls

would be employed in an effort to control :nflation and stabilize

the 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 crystal ball would not reveal tne conduct and

*.,Iucem* of WW 1:1, tnerme are, nevertheless, several issues which

surfaced :a: are of particular interest and smoula be addressed

* :be tetter zreoared t.: deal WIV the -Ancervanties as they

'20Come accaront.
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~vota ~o6he su&ccess D~f .,, feceral government's ~lC@

am€ *ssetia! : o tn*e economic heallt of te Nation during a major

crisis is the t*VeOopmWVn and eXec'tion of soun =2ovrdinateIecommic planning wricn is under the direction of a central

agency. 7here is still a longway to go toward this end.

Chapter Six discussed those agencies that have specific

tasks for economic preparedness planning and mcbili:ation in the

event of a national emergency. Our studies indicate that this is

essentially the extent of any coordinated planning. preoccuQpied

with exigencies of today's problems, little attention or thought

is being applied to planning for a world war, which may never

happen (We hope). The Federal Emergency management Agency (FEMA)

is the executive agaet for mobili=ation matters and is actively

engaged in studies and exercises to the limit of its resources.

"YPs resources are finite and the direction and control that it

exercies are, for the most part limited to joint exercises.

Thore is considerable difference of opinion among :te

agencies regarding thods of finance and stabilization. The

reasury advocates free-market financing with little or no

controls. F--MA prefers an imaediate wage and price freeze at the

onset alt hostilities., and te Federal Reserve favors letting
* I

interems rates rise to some ,rdetermined level and then imaose

C-edit controls as recuired. Nszne 'zf tbIese policies can be

imalemented w44thut tie zoocoration of several agencies. FVA

-I!-, *



lacws tne clomu irsurs : a, =o 11c 4. s are we! 1 ccorainated.

• ',rv.:ver, in time of war. =SA's aut,:;y , unco:ubtedly te

,Lsurzed =y -ne Cva. Cffice. There,,re, all central planning

C"IrIng =*&cea±rne shou.ld also~ me the diect responsibility of the'

,:foi=e .:f .- e prsicsent. To insure efect ive planning and

='orcination a-',I direction shou.ld be initiated by the President's

immediate saff or the National Security Council rather than

expect FV4A ",z manage the divers* impu :s that originate from the

numerous federal agencies.

A common mmoplaint was that the Department of Oefense had

not adequately done its homwork. Without even a rough estimate

of rsquir*m ts and dollar cosvs for a WW 111, it was difficult

for any of the agenocies to hypothesi:e the methods of finance and

controls that would be required. Again it is most difficult for

DCD t2 be thinking in STAR WARS terms wner all its time is

onsumed wit. today's budget problems. However, it is a

necessary steop if effective planning is to be developed and,

se ondarily, it could provide more insight to the economic

eafects of the exorbitantly high costs of weapons systems and the

long lsad times that are required for their developmeMt.

Althe ugn the circumstances of W1W III may be entirely

different 7man any of the other major wars in which the U. S. was

-nvolvee, it is safe to assume that a large portion of defense

exoenoiture ill be financed by an extensive and vigorous tax

" crogram. A war that requires full mobili:atLon presumaely would

V6



s~Zrasen,6t n e. same aOffloia as occ'irrtc during V 4 t nam when

s.'zcial =r',;rams c=etec mightii.y 4or tne existing facral1

co1lars. More tax dottars could be scuee ed out for defense as

the amaylsis of WW 11 indicates, however, there would still be a

s,-,cr-fal in excess of SZO =izjlton. To overcome that shortfall,

;Over."uMn borrowing would be necessary. To prevent the

dangerous expansion of money and income, specific fiscal and

monetary policies will have to be applied. Interest rates will

have to be closely monitored and maintained no higher than 16 to

e %.. Securitis sales to the nonbank public should te maximlzed

and sales to commercial banks and the Federal Reserve should be

avoided or at least minimized. Credit controls are particularly

powerful and should be used to this end.

Direct ontrols should no longer be considered only as

Otoals of last "sort". They way be required at the outset to

give indirect contr.ls the ooportunity to beccme effective. In

order to effect a timely initial 'general ftree: it is essential

to have legislation in hand. Accordingly, the Congress should

=nsider enactment of standby legislation to enable the President

to take immediate action.

When faced with the uncertainty of another World War and

=rowing tne high cost of modern weacon systems, the high cost of

vi* 'standing arfay", :m* large zrocortion of federal exaoenditures

c=msumec ty transfer paymerts, and the reluctance of the general

zublic to give up social "**as for defense, it is very easy, to

ii ,.67



:ecomeSSI-MiStiC, kumo zur heads buri:ed irn tn sand Arnc ignors

O, rob:.eot. Xver-.ie lass, ir s cZause r6 :'r Acusn S 1.3

-ril lion defenSe audg4et for1 d omrrfw SnDu1 be MO more

inconceivad.e, ".anr a 8e7 tillion defense budget was in 19344.

man - has said tat american primacy is he result of its
4

economic Vigor,, not i ts political Wisdom". The economic

strength of the nation will determwine the outcome, of WW III,

should it avai- oc-=w. Without a sound and expanding economy, the

margin -of Victory will be severely diminished. In order to

incurs a healthy economy, we must increase our proiduct ivity today

and proceed with coordinated economic planning for that war which

we all hope never comes to pass.

A
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