View metadata, citation and similar papers at core.ac.uk brought to you by X{'CORE

provided by U.S. Naval War College Digital Commons

Naval War College Review

Volume 9

Number 2 February Article 3

1956

Economic Potential for War

Edward S. Mason

Follow this and additional works at: https://digital-commons.usnwc.edu/nwc-review

Recommended Citation

Mason, Edward S. (1956) "Economic Potential for War," Naval War College Review: Vol. 9 : No. 2, Article 3.
Available at: https://digital-commons.usnwc.edu/nwec-review/vol9/iss2/3

This Article is brought to you for free and open access by the Journals at U.S. Naval War College Digital Commons. It has been accepted for inclusion in
Naval War College Review by an authorized editor of U.S. Naval War College Digital Commons. For more information, please contact

repository.inquiries@usnwec.edu.


https://core.ac.uk/display/236335375?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1
https://digital-commons.usnwc.edu/nwc-review?utm_source=digital-commons.usnwc.edu%2Fnwc-review%2Fvol9%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://digital-commons.usnwc.edu/nwc-review/vol9?utm_source=digital-commons.usnwc.edu%2Fnwc-review%2Fvol9%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://digital-commons.usnwc.edu/nwc-review/vol9/iss2?utm_source=digital-commons.usnwc.edu%2Fnwc-review%2Fvol9%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://digital-commons.usnwc.edu/nwc-review/vol9/iss2/3?utm_source=digital-commons.usnwc.edu%2Fnwc-review%2Fvol9%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://digital-commons.usnwc.edu/nwc-review?utm_source=digital-commons.usnwc.edu%2Fnwc-review%2Fvol9%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://digital-commons.usnwc.edu/nwc-review/vol9/iss2/3?utm_source=digital-commons.usnwc.edu%2Fnwc-review%2Fvol9%2Fiss2%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:repository.inquiries@usnwc.edu

Mason: Economic Potential for War

ECONOMIC POTENTIAL FOR WAR

A lecture delivered
at the Naval War College
on 27 October 1965 by
Professor Edward S. Mason

Concerning Eeconomic Potential for War, 1 would say that
the most important thing that economics and economists have to
say about this subject has to do with the national income of a
country — what determines the national income and what are the
various dimensions of the national income.

You probably all know that the national income of a country
is simply the value of all the goods and services that are produced
per unit of time, say the value of all the goods and services that
are produced per year in this country or in any other country.
This is a pretty good first approximation of what the country could
be expected to produce in military materiel. If you arranged all
the countries of the world in terms of the national incomes they
produce, you would have a pretty good first approximation of what
you would expect those various countries to be able to produce in
equipment for war. If a country is highly productive (that is simply
another way of saying that its national income is high), it can
usually produce in quantity the goods that constitute the basis for
military power.

The national income of the United States is currently
running at a rate of about 390 billion dollars. This is the esti-
mated national income this year. The national income is roughly
three or four times the Soviet national income. Here, of course,
you get into very difficult questions of price comparisons, which I
am not going into now, But the best estimates which I have seen
that take full account of price differences eatimate that the United
States’ national income is probably three or four times what the
national income of Soviet Russia is. On a per capita basis, it is
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even larger. The differences in the per capita of the income of the
United States and Soviet Russia would perhaps be in the order
of four or five times, Of course the national income of a country

is made up of the value of output per person times the number of
people. The larger the population of a country, other things being
‘equal, and the larger the per capita output, the larger the national
income. Both of these two elements, together, have to be considered.

If you look at the countries of the world, there is a tremen-
dous range of variation in per capita incomes. The statistics col-
lected in 1950 indicate that per capita income in Indonesia, for
example, which was at about the bottom of the scale, was roughly
$27; the per capita income of the United States in the same year
was roughly $1,600 — both stated in dollar terms. Other countries
range in between, with the so-called ‘“underdeveloped areas”
usually showing per capita incomes of lesa than $100, and the highly
industrial advanced countries of Western Europe, the United
States, Canada, and 80 on, running anywhere from $3800 to $1,500
per capita as of 1960,

So much for this first approximation,

In addition to national income, however, one has to take
account of the composition of the national income. The distribution
of products, essentially, as between agriculture and manufacture
would be the most significant characteristic that one would have
to bear in mind. It is true, of course, that to some small extent
military procurement is procurement of agricultural products. But,
overwhelmingly, it is procurement of manufactured products. So
this question of how the economic resources of a country are dis-
tributed between agriculture and industry also has a bearing on
a country’s economic potential for war.

Everybody knows that the United States is a highly indus-
trialized country. Currently, about 129 of the total of the gainfully
employed workers in the United States are employed in agriculture
and the rest are outside of agriculture. Despite that very small
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percentage employed in agriculture, we are nearly self-sufficient
with respect to agricultural products. When you look at Russia,
you find that the percentage of the population employed in agri-
culture is much larger. The percentage would be about 40%. If
you look at the United Kingdom, on the other hand, the percentage
employed in agriculture is even smaller than it is in the United
States. So there is not only the question of the gize of a national
income, but there is also the question of the composition of products
as between industrial products and agricultural products. Even
if your industry does not produce war materiel, it is relatively easy
for large segments of industry to divert production from civilian
to military use. 8o the second point which I am making is that
the composition of a national product has a lot to do with the eco-
nomic potential for war.

There is, however, this fact to bear in mind: if a country
is extremely unbalanced as between industrial and agricultural
output, that country may find itself under the necessity of im-
porting heavily from abroad the raw materials and foodstuffs it
needs to feed its manufacturing facilities. As everybody knows,
that is roughly the situation in Great Britain. The percentage of
gainfully employed in agriculture is very small, They only raise
a little over 60% of their total foodstuffs, and, of course, they pro-
duce a not very large percentage of the total raw materials con-
sumed by their manufacturing enterprises. So they are highly
dependent on imports from abroad for this kind of goods. Clearly,
that has some bearing on a country’s economic potential for war
if you raise the question of what is the vulnerability of various
sources of supply of foodstuffs and raw materials. Let me look for
a2 minute at that question, comparing the United States, Ruasia
and the United Kingdom, with respect to their dependence on im-
ports of foodstuffs and raw materials.

With respect to the United States, we are at the present
time a net importer of foodstuffs. That may sound strange to some
of you, considering the trouble we are having in Washington and
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elsewhere with the tremendous agricultural surpluses that are
building up in wheat and various other agricultural products —
a good many of which are foodstuffs. But you have got to remem-
ber some of our imports., The most important of them is coffee.
You might be surprised to know that on the average over the last
few years the annual value of our imports of coffee has been
$1,300,000,000 per year. That is by far our most important im-
port of any material. But, of course, we import various other food-
stuffs, such as bananas, and 8o on. So at the present time if you
take foodstuffs as a whole, the United States is a net importer;
that is, the total value of our imports of foodstuffs exceeds the
total value of our exports. I would expect that over time the
United States would increasingly become a net importer of food-
stuffs, although I do not think that within the next twenty-five
yvears that dependence is going to be very large.

As I have already mentioned, the United Kingdom is ter-
rifically dependent on imports of foodstuffs. Close to 50% of the
total value of the consumption of foodstuffs in the United King-
dom is imported.

Russia, on the other hand, is nearly self-sufficient. The im-
ports of foods that they do undertake are from their nearby
gatellites,

If you turn to raw materials — excluding foodstuffs and
energy sources — the situation in the United States is about this.
We produce domestically about 959 of our total consumption of
raw materials and we export some raw materials, But we are
again, a net importer of raw materials, including some quite im-
portant ones: copper, lead, zinc, iron ore, and so0 on, We are nearly
self-sufficient on an over-all value basig, but we are quite de-
pendent with respect to certain particular materials that are highly
important in the manufacturing process. I do not think that there
is any doubt but we are going to become increasingly dependent
on imports of raw materials over time.

httpsy/gligital-commons.usnwe.edu/nwe-review/volo/iss2/3



Mason: Economic Potential for War

Two or three years ago, I spent a lot of time working on
this range of problems as a member of the President’'s Materials
Policy Commission, which turned out a report commonly known as
the Paley Report (which I think is the best recent source of in-
formation on the raw materials position in the United States, in-
cluding agricultural products, minerals, energy products, and so
on). It was certainly the view of that Commission which I shared,
after a fairly extensive study, that the United States is going to
become increasingly dependent on raw material imports, and, look-
ing twenty-five years ahead, we may find ourselves on a value basis
in a situation in which something like 209 of the total raw ma-
terials consumed by United States’ manufacture will be imported
from abroad. Essentially, the reasons for that are easy to under-
stand. In a number of materials, we have already exhausted the
really high-grade resources, That is true of copper, zine, lead, and
a number of other things. Although our production is not likely
to diminish in absolute terms a lot of it is pretty high-cost produe-
tion, and, since there are cheaper sources abroad, there are economic
reasons to draw from these foreign sources.

I, myself, do not think that this is a really serious strategic
problem. I do not view with any great alarm the increasing de-
pendence of the United States on imports of mineral products.
The reason for that is that it is relatively easy in most cases to
make adequate provision againat a curtailment from these over-
seas sources. Of course the traditional ways of doing that are
obvious. Most of these mineral products can be stockpiled in quite
large guantities, or you can develop additional sources in less vul-
nerable areas — even though they are outside the United States.
You can asgist in the development of sources in Venezuela, Mexico,
Canada, and so on. If we do not get into war, an effective process
of priorities, rationing, and so on, is likely to assure military
production of all the quantities that it needs. Then, finally —
apparently by reason of military developments and military tech-
nology — we perhaps will not have to look forward (I do not know
whether this is a hopeful or a pessimistic statement) to wars that
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are very heavy raw-material consumers, So for all of these reagons,
although I foresee an increasing dependence of the United States
on foreign sources of raw material supplies, I am not very much
alarmed by it if adequate precautions are taken.

With regard to the U, S. 8. R., they are much less dependent
than the United States on foreign sources of supply, and, in gen-
eral, their mineral position seems to be very good. The best thing
that I know on that subject is a book by Dimitri Shimkin, who
was in Military Intelligence during the war and, later, in the
Russian Research Center at Harvard. He has written a pretty
exhaustive study of the U. 8. 8. R.’s mineral position, putting
together all of the information on it that is likely to be available.

Leoking at energy resources — here, of course, you are
talking about coal, oil, gas, and hydroelectric power if you are
talking about primary energy resources — the United States is
more than self-sufficient with respect to coal. We are a fairly
large net exporter of coal, perhaps to the extent of about 20 million
tons now. We are a net importer of oil, and I do not think that there
is any doubt about it that our net imports as a percentage of our
total consumption are going to increase quite substantially over
the next twenty-five years — imports not only from Venezuela,
but probably from some extent from the Middle East (I will come
back to this matter presently).

With respect to the United Kingdom, you get again a picture
of extreme vulnerability of external sources of supply. The United
Kingdom now produces all the coal it consumes, but it used to be
a great exporter of coal. It now produces just about the quantity
of coal that is consumed in Britain, and all evidence indicates that
that quantity of output is not going to increase. Britain, of course,
is completely dependent on oil imports for all of her oil consump-
tion, and it looks as though as energy requirements rise in Britain
she has got to meet these energy reguirements either by oil im-
ports or by the development of atomic energy sources at home.

https:/@{ital-commons.usnwc.edu/nwc-review/volo/iss2/3



Mason: Economic Potential for War

Let me say a word or two ahout that. I spent a little time
this summer as one of the U, S. delegates at the Atomic Energy
Conference in Geneva, and there was a good deal of discussion
concerning the British Atomic Energy Power Program. As most
of you know, they are now going into the production of atomic
power on a much larger scale than the United States and on a
far larger scale than almost any other country. As far as I can
see, the reasons for doing that are essentially strategic reasons.
So far as we know anything about the present costs of producing
power from atomic sources, they are still substantially higher
than what they would be even if oil were used as a fuel —as it
probably will have to be used increasingly in Britain. But, of
course, there is no other source of energy other than coal, and,
with the output of coal being pretty strictly limited, Britain will
become in an increasingly vulnerable position with respect to its
energy sources unless she does develop some kind of an alternative
to oil. She will go on increasing her imports of oil, but I am sure
that we are going to see a very rapid development of atomie sources
of power in Britain.

With reapect to the U. 8. 8. R., it appears to be completely
gelf-sufficient regarding energy sources. Their goal resources are
large. Their oil production has not been very large — certainly
it is very small compared with that of the United States —but
their oil reserves seem to be quite adequate.

All of this discussion of dependence on overseas sources of
supply has a relation to our problem of what is the economic po-
tential of a country for war in this sense: in order to realize the
economic potential for war, a country has to be able to continue
to produce. If it cannot supply its own requirements for raw ma-
terials, foodstuffs, and energy sources, and has to import from
abroad, then, obviously, the question of how vulnerable are these
foreign sources has a bearing on this problem.

I have talked about the size of the national income, I have
talked about the composition of the national income in respect to
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industry and agriculture, and that has led me into a consideration
of the extent of dependence on foreign sources of supply. The next
aspect of the national income which I want to consider that bears
on this question has to do with the rate of growth of national in-
come,

So far as one can see, the annual rate of growth or the
frend of the United States’ national income has been pretty con-
stant now for a period of about seventy-five years. The U. S.
national income on the average has increased at the rate of about
8% per annum on an accumulated basis. That means a doubling
of national income about every twenty-five years. Everybody knows
that the U. S. economy has not been an awfully stable economy
in the past, so there are large variations around that trend. But
I am talking about the trend of growth.

During recent years, the rate of growth of the Canadian
national income has been slightly higher than ours,

The rate of growth of Western Europe as a whole has been
definitely lower, or perhaps 2% per annum, although certain coun-
tries in Western Europe — for example, Sweden — have shown a
rate of growth as large as the United States.

So far as one can see, the rate of growth of the Soviet
national income is very much larger, If you are looking for the
trend over the last couple of decades and a half, it appears to
be somewhere in the neighborhood of 69%-8% per annum, The
Soviet statistics say that it is very much higher than that: they
say that it is 1495-159% per anhum. I am relying on the estimates
of colleagues of mine at the Russian Research Center at Harvard
and on estimates by Professor Bergson at Columbia because these
are the best people that 1 know of in the area of Soviet economic
statistics. They say: “Squeeze down these statistics as you want,
you cannot get them much lower than 69-8% per annum.” All
of you having had an engineering training, it doesn’t take any argu-
ment to convince you of what difference this makes if you are
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talking about exponential growth rates. If you are talking about
growth at an exponential rate over time, it does not take very long
for a difference of that sort in accumulated rates of growth to make
a great deal of difference.

I pointed out that a 32 rate of increase would lead to a
doubling of the national income in about twenty-five years. A 6%
rate of growth would double the national income in, say, about
eleven years; an 89 rate of growth would double the national in-
come in maybe six or seven years. So, although from the point of
view of economic potential for war the United States looks pretty
good vis-a’-vis Russia with respect to the size of the national in-
come, with respect to its composition, and even with respect to
vulnerability of raw material supplies, this problem of the dif-
ferential in the rates of growth is a very serious problem indeed.

Why is there this difference? Of course the things which
account for the rate of growth of & country are extremely num-
eroud. There iz the raw materials situation; there is the man-
land ratio; there is the question of organization; there are all
kinds of questions of public policy, and so on. But, so far as I
can see, the two central issues, or the two central questions, that
might explain this difference between the Russian and the U. S.
rate of growth have to do with: (1) the rate of capital formation
— the rate of savings and investment in these two different eco-
nomies; and (2) the rate of technological change — the rate at
which productive processes and products are being improved. I
think that those are the two main factors.

When you look at the first of these factors — the rate of
capital formation — the Ruassian rate of capital formation is very
much greater than in the United States. During the last fifty or
gixty years, the United States has tended year in and year out
to invest on a net basis something like 109-129% of its national
income. The figures are no higher now than they were fifty years
ago; on the other hand, they are not much lower than they were
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fifty years ago. The U.S. economic process, as a whole, seems
to generate year in and year out at a savings rate of about 109-12%
of the national income — and those savings are normally invested
in productive enterprise.

We don't know much about the savings rate in Russia, but
it cannot be less than 259. The rate of capital formation is really
very high. Of course one of the reasons that makes it high has to
do with the dictatorship-totalitarian-terroristic structure of Rus-
gian society. The government itself can determine how much of
the annual output is going to be consumed, even though it means
that consumer incomes are not raised at all from one year to the
next, and it can determine what share of the national output is
going into investment. Totalitarian economies in this respect have
a tremendous advantage over liberty-loving democracies.

With respect to the rate of technological change, nobody
really knows much about that, But I think you probably could say
(and maybe this is a comforting notion) that the rate of techno-
logical improvement in Russia to date has been high because it
hag been able to borrow very freely from technological and scienti-
fic developments in the rest of the world. A part of this very
rapid rate of growth is undoubtedly due to the fact that Russia
started on a low level and has been catching up, technologically
speaking. Maybe, if you want to take some comfort from that, you
could conclude that this particular source of rapid rate of growth
in national income .in Russia may be tapering off. There is, of
course, this point — and it may be an important one: that measure-
ment of the rate of growth starts in Russia from a very low basis
indeed, and certainly for a few years it was very easy to get a
high rate of growth. The fact that the base is continually enlarging
may mean that there are increasing difficulties with time in ex-
tending this rate of growth.

There is one final aspect of national income that I want to
mention as relevant to our subject: the question of the divertibility
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of production from civilian products to military products, both in
peace and in war. To what extent is it possible to compress the
civilian sector of the economy? To what extent is it possible to
expand the military sector of the economy? Here, again, at least
in peacetime, totalitarian dictatorships have a great advantage
over libertarian democracies. They have weapons of which the
Government of the United States simply cannot avail itself. So in
any kind of a peacetime period, when war does not seem to be
very imminent, there is no doubt but what a totalitarian economy
can divert a much higher percentage of productive resources away
from civilian production and towards military production.

What determines that sort of process in the United Statea?
Could the United States in peacetime spend much more than it does
now for military production? What are the limitations to the amount
that they can spend? Are they economic limitations? Have they to
do with the effect of diversion from peacetime to military use on
economic incentives (of course that diversion has to be accom-
plished by increasing taxes or by public borrowing in order to
put funds in the hands of the military to spend) 7

I, myself, feel quite strongly on this issue that the limits,
such as they are, are essentially political limitations rather than
economic limitations. So far as I can see, looking at this problem as
an economist, there is really no economic reason why defense
expenditures should not be nearly double what they are now.
They are now running at the rate of roughly 35 billion dollars
a year, The United States could spend 60 to 70 billion dollars,
I am sure, without running into what you would call “economic
limitations.” A limitation of the sort of level of taxation required
to accomplish this which would impinge so heavily on productive
ineentives that the total volume of the national income would tend
to decline is what I would call an economic limitation. I do not
think that is the limitation at all, I think it is a political limitation.
It is the great difficulty of persuading Americans to pay more
taxes, and the great difflculty of convincing Government officials
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that balancing the budget is not a law that was handed down
from somewhere in Heaven. It is something about which one can
argue on both sides. I am sure that Secretary of the Treasury Hum-
phrey feels quite different than I do about this matter. I am sure
that he feels you could not spend another billion, two billien, or
three billion without running into very serious economic difficulties
and without running into things that would affect the efficient
functioning of the economy. I do not think that that is so at all. I
think that the difficulties are political difficulties.

Of course those political difficulties affect very seriously
the kinds of taxes you can levy. If you are going to depend
extensively on increasing the rates of corporate income taxes and
individual income taxes, I would say there are some pretty definite
limits and there are some incentive effects that would have to be
taken into account. I think you could raise the lower brackets quite
a lot — although I particularly would not like to see that done,
and I imagine most of you would not like to see it done either. 1
think you run into incentive effects towards the upper brackets
because of the very progressiveness of this individual income tax
gystem. The normal corporate income tax is now 88%. Of course
it has been 529, and during the war it was higher than that.

The main reason which I have for thinking as I do about
this is that during wartime we devoted to military purposes a
much larger per cent of our national income than we are now
doing. The per cent of the national income now going into defense
expenditures is roughly 102 ; during the war, it approached 6509,
As high as it was during the war, there is no particular evidence
that the level of the standard of living of most of the working
men in American society declined in the absolute gense. Further-
more, other countries have for long periods of time devoted a much
higher per cent than 1025 of the national income to military
purposes.

https@igital-commons.usnwc.edu/nwc-review/vol9/iss2/3
p g

12



Mason: Economic Potential for War

In order to do this effectively, one of the things which
you want to try to do is to limit consumption. You are not par-
ticularly interested in limiting savings and investments. You
want to encourage savings and investments because you have got
to rely on this investment process to build up the facilities that
you are going to need for a higher military production. So your
primary purpose is to limit consumption. One of the best ways of
limiting consumption is to impose a sales tax. The objections to a
sales tax are not economic objections — it is a relatively easy tax
to levy and collect, and it is a very productive tax — the difficulties
are essentially political difficulties. This is all relevant to this final
question: What about the “compreasibility” (if I may use that
term) of the national income in order to divert resources from
civilian to military use?

Summarizing what I have said so far with respect to the
various dimensions of the national income and its determinants,
we have talked about the size of the national income and its rele-
vance to war potential; we have talked about the composition of
the national income — agriculture versus industry; we have talked
about the question of vulnerability of foreign sources of supply
with respect to the manufacturing process; we have talked about
rates of growth of the national income; and, finally, we have
considered what share of the national income might be diverted
to military purposes in peacetime and war. With respect to war, I
would say that war creates a political situation in which you can
take measures that will put a very high per cent of your national
income to military use. We saw that during the war, and Britain
saw it during the war. I do not think that I need to elaborate on
that further, So much for these various dimensions of the national
income,

Let us turn now to the question of how a country like
the United States proceeds to make its economic resources available
for military use. Currently, of course, this is done simply by
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bidding away these resources from the civilian sector of the eco-
nomy. Taxes are levied; appropriations are made to the Defense
Department; and the Defense Department, equipped with this
purchasing power, goes out and bida away from the civilian sector
of the economy what resources it can in the light of the funds
which it has. In some cases it comes in as a competitor when
goods produced are similar to civilian goods; in other cases, it
attempts to secure the allocation of producing facilities to military
purposes rather than eivilian purposes. Currently, this bidding-away
process is not leading to any serious kind of inflationary consequence.
I would say there is a slight inflationary tension in the economy
to date. The price level is going up infinitesimally, but it has been
extraordinarily stable for the last two or three years — deapite
the fact that military expenditures have run from 85 to 40 billion
dollars per year. The turning over of these funds for expenditure
purposes has not produced any noticeable inflationary trend.

Of course when you look at the factors that do tend to
produce inflation you have got to look not only at these military
expenditures, You have got to look at the rate of consumer expendi-
tures; you have got to look at the percentage of disposable income
{disposable income is individual income after taxes), What is the
per cent of disposable income that is being apent rather than saved?
This tends at the present time to be running very high in the United
States. You have also got to look at the total volume of investment
expenditures. These are the three sources that impinge on prices
and which will make the price level go up if the combination of
them is extraordinarily high. If military expenditures are high, if
the rate of investment is high, and if consumers are spending a
very high per cent of their total disposable income, you are in for
an inflationary situation.

The combination of all those elements at the present time
is not produecing a serious inflationary situation. If the military
situation should change, however, and we would find ourselves with
the necessity of doubling military expenditures, we would run into
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a serious inflationary situation — and we would run into it almosat
immediately. There would be not only the increase in mililary
expenditures, but it would involve an increase in private invest-
ments in the process of converting capital, equipment, and plants
to military purposes. Also, during a wartime period it is pretty
clear that the consumers' tendency to spend is intensely very
high unless it is held down.

That raises the question: How rapidly could you increase
military expenditures without running into this inflationary diffi-
culty? The primary factor that bears on that question is thia:
How much unemployment have you got in your economy?

Let me say a word or two about the situation that existed
within the United States roughly from 1938 to 1942, This was
a period when military expenditures were increasing very rapidly,
indeed, and where there was a concomitant increase in private
investment. The price level did not move up with any terrible
rapidity during that period. The main reason that it did not rise
iz that even in 1938 we had 9 or 10 million unemployed in the
economy. This increase in expenditure from all sources tended
simply to reemploy into productive use workers that were un-
employed, and so we could expand our volume of output without
gerious price difficulty. Even so, we did have some measure of in-
flation. You are bound to have some measure of inflation, even if
you have got a sizeable volume of unemployment, if the rate of
increase in expenditures is very rapid. You are bound to run into
bottleneck situations of one sort or another. After all, it takes time
to adapt your plant and equipment from civilian to military pro-
duction. When you have a heavy pressure of military expenditures
on facilities that are not now completely adapted to the kind of
production they have to undertake it takes time to create them,
and you get more spending impinging on this particular area
than the area can absorb. So, even under those circumstances
you are apt to get some kind of a bottleneck inflation. But if you
have a large volume of unemployment, you can increase military
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expenditures quite rapidly without running into an inflationary
danger.

Now, we are obviously in exactly the opposite situation:
we are at full, or over-full, employment. If military expenditures
were suddenly increased quite sizeably at the present time, you
woul inevitably run into a serious inflationary situation. That
raises a question that may seem silly: Why should we be afraid
of at least some inflation? I would say that the answer is that we
need not be afraid of some inflation, but inflation has a way of
quite easily getting out of hand. After all, we have gone through
a lot of wars in the United States' history and we have never gone
through a war without a sizeable measure of inflation. So, ob-
viously, the economy can stand some inflation. But inflation can
get out of hand. It is a kind of cumulative process, and if that
cumulative process once gets into motion it is apt to have two
very serious effects that bear on this question of war potential.

In the first place, inflation can affect production incentives
quite seriously —and, particularly, saving incentives, If a man
sees that the value of a dollar is falling very, very fast indeed,
he is not likely to put his money in government bonds or in various
other kinds of investment where he is going to receive a fixed
return in dollars at the end of that period of time. So there can
be no serious effects on production incentives — particularly, saving
incentives.

Even more important than that, an inflationary process
creates a tremendous amount of political instability that is very
difficult to deal with. In any period of increase of the price level
in any country there is no possible way of maintaining an even
rate of increase for all elements in the population. Some elements
in the population will have relatively fixed incomes; others will
have incomes that move up rapidly. Profits tend to move up rapidly.
Wage rates do not move up that rapidly, but under the impact
of labor organization they have to move up fairly rapidly. Of
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course all of the pension receivers in the soclety are on fixed In-
comes and most of your Government employees are on relatively
fixed incomes. But in any process in which the price level is moving
up rapidly, and in which the value of money is being lost, you are
going to find developing in that society tremendous political ten-
siona that will affect the whole morale of the country, and this
will in turn impinge fairly seriously on military potential.

So it is necessary to handle the problem of Inflation. How
do you go about doing that? How do you in general, through
public policy or action, go about seeing to it that the resources
which you want for military production are made available to
that military production? There are really two kinds of classes
of controls that are designed to assure that end, One are so-
called “general controls” (they are called “general controls’” be-
cause, by and large, they impinge fairly evenly on broad classes
of income receivers). In that category is fiscal policy (which is
governmental policy relating to expenditures and taxation) and
monetary policy (which is policy relating to the terms under which
money can be created and borrowed in the system). In general in
a democracy the further you can go with these general controls
the better. These general controls permeate over the whole economy.

When you are talking about direct controls, you are talk-
ing about price controls; you are talking about rationing; you
are talking about allocation of materials, and so on, and those

. impinge quite directly on some fairly specific interest groups. In
a price control system, you can tailor the rate of increase to the
particular industry that you want to affect. You have in that in-
dustry, however, a well-organized group of interests who are pre-
pared to squawk in infiuential political quarters if you impose
that kind of a control. Of course the squawks are going to be heard
with respect to any kind of controls, but they tend to be less in a
democracy with regard to general than to direct controls. This is
a matter of serious concern the more broadly the effects are apread
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throughout the economy, and, in general, fiscal policy and monetary
policy belong in that broad category.

Obviously, what you want to do with the fiscal policy is to
see to it that less money is put in the hands of the civilian sec-
tor of the economy, and, in particular, what you want to do is to
gee to it that less money is put in the hands of consumers. You
have, therefore, to increase taxes and to devise a tax system which
will accomplish that result. The best possible kind of a tax system
for this purpose would be a sales tax, or a tax on wage incomes,
You can obvicusly see how politically difficult it is to impose those
kinds of taxes. But, looking at it from an economic point of view,
that is exactly what you want to do. You want to cut down the
amount of money in the hands of consumers for expenditure
purposes. Of course that raises a revenue that can be used then
for military production.

With respect to the monetary policy, presumably you want
to make it more difficult for non-essential activities to be carried
on. So what you do essentially is to raise the interest rate, seeing
to it that the kind of production that you want to maintain in
operation can find sources of capital — but raising the interest
rate against those borrowers whom you do not want to see in-
creasing their output. In particular, you try to raise the interest
rate in those areas in which it will affect consumption expenditures,
and that really means in the field of installment-buying or house-
buying. You increase the amount that has to be paid down for an
installment purchase, and you increase the interest rate that has
to be paid. Essentially, those are the fiscal policy measures that
are designed to take money away from consumption and put it
into military production, and those are essentially the monetary
measures; in other words, those are the general measures.

With respect to the direct measures, you are talking about
price controls, rationing, allocations, and —if you can do any-
thing about it — you should also talk about wage controls. These
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are specific measures and they have a particular advantage in that
they can hit quite directly the area of the economy you want to
hit. On the other hand, there are tremendous political difficulties
involved in the use of these measures. So in general I would say
that in a democratic society which has to take account of political
repercussions the government should go as far as it can with these
general measures — with fiscal and monetary measures — but, of
course, in a war emergency it will find it impossible to limit itself
to that kind of measure.

Obviously, the purpose of rationing is to state the quantity
of consumer goods of the particular sort which you are going to
allow to be produced, and then gee that they are equitably dis-
tributed as among the various consumers. Obviously the purpose
of price controls is to assist your fiscal and monetary measures
in preventing an upward movement of the general price level. Let
me 8ay this about it. An upward movement of the general price
level can come from two main sources: it can come from the
expenditure side or it can come from the cost side. I have talked
about the expenditure side—'you are going to get inflation in the
economy if consumer expenditures plus investment plus military
expenditures increase very rapidly as against an inability to in-
crease your output of goods very rapidly.

But inflation can also come from the cost side if labor is
so organized as to take advantage of any opportunity of increas-
ing wage rates, which increase in wage rates then necessitates
an increase in prices, which increase in prices then gives a justifi-
cation for a further increase in wage rates, and se on. It can come
from this wage-price spiral, too. So one of the purposes of your
dlrect controls is to try to handle that wage-price spiral and to
prevent inflation from that point of view.

Furthermore, you can accomplish by direet controls much
more rapidly a shift of resources from civilian to military uses,
If we had relied in 1941-42-48 merely on fiscal policy and mone-
tary policy, we would still have found that there were plenty of
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civilian cars being produced in the United States even though
consumers had less income by reason of these fiscal measures. At
some stage you have got to step in and say: “No more cars
produced!” That is a direct control — and a very vigorous direct
control. I am saying that in time of emergency those direct con-
trols are necessary if you are going to divert to military production
what you need.

I see that the end of my time is coming —I would have
liked to have had a little more time to have talked about this gen-
eral problem of how you shift resources in war emergency from
civilian to military use. Let me now in a few minutes summarize
what I think I have told you.

The first subject which I talked about was the various di-
mensions of the national income and how they impinge on war
potential — the size of the income, the composition of the income,
the rate of growth of the income, the vulnerability to external
interferences, and, finally, the extent to which in peacetime pro-
duction can be shifted from civilian to military use and what are
the essential limitations. Here, again, I would emphasize that in
the United States those limitations, as I see them, are essentially
political rather than economic.

The second range of questions which I talked about was
what is needed in the area of governmental policy in time of emer-
gency if you are going to bring about this shift from civilian to
military use. Here, you get into the question of whether it is really
important to prevent inflation. I would say that it is not too im-
portant if inflation is held within certain limits. But your emergency
infiation is not going to be held within those limits without some
implementation from the field of public policy. Here, you run into
your major general controls — fiscal policy and monetary policy
—and those are going to do part of the job. If the job is not
too big, they probably can do the whole of the job. But if the job
is too big, then you have got to rely on direct controls. In a country
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like the United States, it is only during wartime that these di-
rect controls in any vigorous application would be found to be
politically tolerable.

Thank youl
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