Considering the size of our country and the wide distribution
of our population; considering also ths distance from actual military
oparations, it is not surprising that it has taken a year for the public
to appreciate the seriousness of the wa: that is now being waged, and to
form some adequate conception of what it is all about; but thanks to the
operations of the draft law, and to the three campaigns of education in
connection with the sale of Government bonds, there can be no doubt in
any one's mind today that the titizens are solidly behind the Congress
and The President in supportiag any measures that may be deemed necessary
to the successful prosecution vf the war.

The subject of financing the war is not a simple one to deal
with; it does not lend itself readily to popular cratory, 8o because it is
dry, and because it is ccmplex, it ig largely left to the specialists.

On the other hand the effects of bad financing are so serious that it is
highly desirable that the subject be better understood; and for that rea-
son it will be ny endeavor to state as briefly as I can, and in as simple
phraseology as I can comrand, the principles involved and the probable
rosults of various measures already adopted or in contemplation.

WHAT THE GOVERNMENT NEEDS IN PROSECUTING THE WAR.

To begin with, as will be readily conceded, war is essentially
wasteful, and therefore, to counteract the evil effects of the war, there
must bo great economy.

When a nation goes to war, the Government as the representative
of all the citizens must take many men out of productive cmployments and
use them as soldiers. It must take other men and women from their various

occupations or avocations and employ them in making munitions and equip-
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ment, or building ships, docks, and all sundry things which are required;

and finally the transportation system of the country must be taxed to the

utmost to collect, distribute and forward the men, the munitions, and the
equirment.

In othor words, tho Nation requires, using a phrase which is al-
ready hackneyed, "goods and services". It must obtain the services of the
msn and women, those who fighit and thoss who serve in other capacities. But
in order to obtain this service or thesu wz.terials, the Governmont must
accumulate monsy, bscause that is the common denominator to which goods and
services may be reduced, or tne tarms in which their value may be expressed.
Hence, it is for this reascn that the first att of a nation at war is to pass
laws authorizing its fiscal or Treasury officlals to raise money by taxation
or b¥ borrowing/both. It is clear that the greatest financial errors ever
nmade in attacking such pro»iems have vsually boen due to a failure on the
part of a nation's leadsrs tc arpresiate the sericusness or magnitude of the
matter. Thus at the beginoing of our Civil War, Pregident Lincoln called for
seventy~five thousand voiuntes: scldiers for three months service, and the
financial plans then rade wers based upor the thoery that the number of
goldiers that would be reguired would not be very large, and that the dura-
tion of tho war would be short.

Even with tho limitad perspective we have of the present contest
in Europe, which began loss than four ysars ago, it is apparent to us already
that all of the Europecan nations groatly underestimated the magnitude of the
struggle, and if wo have been more forchanded in this country, it may be
attributed in great part to the fact that the immense scale of European
operations has bocoms apparent to us and we have thus been saved from making .

scme of the mistakes that were made by the nations of Europe., However, it is
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explained, it is certainly a fact and an interesting one, too, that the
exponditures by our Nation the first year of the war have been actually less
than estimatod, because the ability of the country to provide goods and ser-
vices has actually lagged behind the appropriations made by Congress and the
ostimates of the fiscal officers of ths Governmeni. .

RAISING MOXLY,

There are two ways, a=ma perhaps o4ly two ways, in which the
governwent of a nation can sccure furnds frem its people. It must do it
either by taxation, which may take any one of many forms, or ii must do it
by borrowing from the people and issuing its bonds or "promises to pay" in
exchange. Furthermore, wheun ths nccessities of a Government aro as great
as they are with us in the present crisis, every eoffort to obtain funds must
be employed. On the other hani, irrespective of how funds are raised, the
ultimte source iLs the savinga of the peopls, existent or potential. If the
existont savings of a wealthy netion like tho United States could be tapped
to any large extent, there would be little difficulty in financing even so
great a war as this; but the @i{ficully is tha* peoprle's savings are non-
existent in the form of currency or cein, tut are representcd by investments
in Government and minicipal improvements; in collegss, schools, churches;
in hoxes, facteories, railways and steamships; or as the phrase usually goes,
in "bricks and mortar". A large percentape of these investmenis may be
termed productive. that is, investmonts of such a nature that they yield
a return in the form c¢f interest or profit, and even those pormanent ex-
penditures which do not yield monetary returns, may be rightly claimsd to
yield a compensation in the form of greater comforts or enduring satisfac-
tion in some form.

Starting with tho assumption that we can finance the war only from

people's savings, eithor already existent (and not appropriated to other uscs)
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or prospective, wo may go on to consider and discuss the best method of
diverting those savings to the coffers of the Government. To that end let
us first consider thse subject of taxation.

TAXATION.

As already stated, taxation may take many forms; for example, we
may have direct taxes against ths individual, such as the income tax or the
real estate tax; or we may have an indirect tax in the form of taxes on pur-
chages or upon merchandising, menufacturing, or other entorpriscs, whether
corporate or not, which, while direct in one sense, are in their final
incidence indirect upon the individual.

Tho oxtent to which taxes may be applied, of course, varies greatly
with the conditions under waich the taxes are levied, but it is generally
recognized that in war, a loyal people will sustain its Governmsnt, and will
cheerfully bear a far more hLsavy burden of taxation than in ordinary times.
There is naturally a wide diversity of opinion as to how taxes should be
levied, as to the inequality cf taxation, etc.} and while it is at best a
subject upon which it is excesdingly difficult to soecurs a complete agreo-
ment, it is safe to say that ihe people will, in such times as these, accept
the decision of The President and the Congress.

While it is out of the guesiion to attempi to cover the whole
field of taxation in a few brief reragraphs, it is at least proper +to set
dowvn some principles which aro to be generally agreed upon by the experts.

First: It is very desirable that the taxes shall be so applicd that
they will causo poople to economize, for, as already stated, tho only source
of funds is savings and the only one way to neutralize the wastefulness of
war is by tho most rigid econony.

Second: Direct taxes, such as the income tax in the United States,
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or the real estats tax, used in most of our cities, have a distinct morit
because thoy can not be evaded, and the individual knows exactly what he
is pmying.

Third: Indirect taxation, which may take sny onoe of several forms, is
highly desirable in some respects, though objectionable in others. In so far
as it oporates as a tax on consumption, such for examplo as a tax on tobacco
and spirits, or on articles of fcod and luxury, it is very valuable both
bacause it is casily collectible, and because by adding to the cost of the
article it tends to reduce its use, ana thersfore rosults in economics.

Indirect taxes arc popular with tho legislators, because the tax
is included in tho price of tho article, and is paid by the public without
grumbling, and in so far as this form of taxation does not fall upon the bare
necessities of life it is desirabtle.(*)

Other forms of indirect taxatior are more open to criticism,for
example, taxos againsgt corporations, knovm as taxes at the source. These
taxes, such as excess profits taxes and %he like, yicld large revenue and
in so far as they arc a check on cxcess profits, arc desirable. At the same
timo, they are in the ond largely paid for by the consumer without his know-~
ledge, for the reason that every individual pays taxes on everything he buys
bocause taxes ars necessarily included in the cost of production and sale and
hence must be included in cvery paymort whother it be for ront, for the

butchor'’s bill, the moerchant®s bill, or anything celse.

Taxos on the consumption of nocossitics of life are objectionable but
evon fuel, meat, bread, sugar, cetc., should bte taxed if used in more than
nocessary quantitios - Just how such taxes can be applied and not be ¢vaded
is a mattor worthy of somg study. -
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Taxes at the source when applicd against public service or public
utility corporations (e.g., gas, electric, telephone, telegraph, or trans-
portaticn) which are under contract or law required to furnish service at a
fixed cost can not be thrown upon the consumer, except (and that is an impor-
tant consideration) in the form of diminished quantity or quality of service,
and must therefore come in part if not wholly out of the profits or dividends
of the owners. This sort of taxation is unequal and undesirable chiefly because
it results ultimately, if not at once, in the impairment of the service which

the public desires.
THE LIMITATIONS ON TAXATION.

It may bo asked with a good deal of force, to what limit may a nation
go in fixing its taxes? That is indeed a difficult question to answer, and one
in which experience and education are the only safe guides. It was not many
years ago that a national tax of two hillion dollars seemed very high in the
United States, whereas we camr nuw 1ok at national taxes which will yield
possibly twice this figure, with considerable eguanimity. It may be said about
taxation, as about many other things, that "oms does not know what one can do
until he tries". It is prcbarle that if the public were thoroughly informed
ags to the advantages of the "pay as you go" policy, and appreciated the com-
parative results from raising funds by taxation and raising them by issuance
of bonds, it would submit with cheorfulness to a more sevore form of taxation
than any yet suggested, but much educaticn is needed to bring our people to
the proper frame of mind.

The individual, whether in private life or in the conduct of his
business, must not feel that taxes are so severe that he can no longer endure
them, or that his business is to be ruined. He must be convinced that the
winning of the war and the future safety of the nation depends on sound war

finance, and that that involves heavy taxes, because 'woe must pay as we go'.



It is an undeniable fact that all forms of taxes are unpopular, that almost
every individuwal who pays taxes has a deep rooted conviotion that some other
individual has managed to evade his share, or 'is paying less than he should.
At the same time, tho payment of taxes, whether national, State or municigpal
tends to bring home to the citizens the importance of an efficient and good
governwent and contributes to good goveramont bty impnsing upon the citizenry
the necessity of watching public expenditures.
SECURING FUNDS BY RODRONING.

The only other alternative for raising money to pay for the war is
by borrowing it frem the citizens through the issuance of Government bonds.

Borrowing money frem the public is the usual way of financing a war.
One obvious reason for it is that the machinery for borrowing is simpler and
can be put into operation morc speedily and easily than the machinery for
taxation. As coon as a nation detormines vpon this course there is compara-
tively little room for differcncss of opirion, erd it is only among the experts
and the economists that ths evil effscts cf borroving are appreciated. However,
‘it should be obvicus to any ons that the source of supply, whether the funds te
borrowed or whether they be taken by taxation, is the same, to wit, thevsavings
of individuals. In one case these savings are contrituted by the individunal
to the Governmont once and fcr all, in the other case they are loaned to the
Government with the promise of rerayment., It is the common understanding that
in one case we make the presant goneration pay for the war, whereas in the other
case wo think we are putting the turden vpon the future generation; but this
statement, in the opinion of may economists, contains a fallacy which should be
carefully studied and analyzed. The economists who believe this statement to
be fallacious maintain that there is no way in which the cost of a war can be

deferred; that the reason the war must te paid for at the time and not by
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posterity can perhaps be best explained by pointing out the essential fact
that what the Government requires is, as we have already said, "goods and
services"; that the services of the soldiers and the services of the men and
voomen behind the lines, to make the munitions, clothing, etc., and to supply
transportation by land and gsea, must be paid for when supplied.

The conception tha a government could wake posterity pay for present
day expenditures seems to have becoms fixed in the public mind from the analogy
of every day corporate finance. Thus when a railway, or a mining or manufac-
turing corporation, or a merchandise undertaking raises capital it borrows
from the public today with the expectation of paying the money back from the
accruing profits. In such/iase, if the enterprise is successfully administered,
the public has contributed to it and so has borne the burden as well as enjoyed
whatever profits the undertaking may have yielded. In that case the funds
originally contriduted are not sgent for goods and services, which are there-
upon consumed and wasted, bu’ are spent in creating and developing an organi-
zation which will produce gocds or services for sale 1o the public, and which
will from the profits from future saleg repay the investors. On the other hand,
when a nation borrows money from its people the morey is at once spent for
munitions of war, for food, clnthing, blarkets and a multitude of other things
which add nothing to tho wealth of the nation, and which are soon consumed.

The further fact which soems constantly to be lost sight of is that
the same people from whem the money is berrowed by the nation, must be taxed
to ray the interest and repay the principal; for the money has been spent
for the conduct of the war and not to create new or added earning capacity.

Because the truth of this statement may not be readily conceded, let

mo see if I can make it more plain, Let us suppose that we were a nation of

a million people, each with an annual incoms of ten thousand dollars.
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If the Government should call upon us to subscribe to the Liberty Loan bonds
and we each subscribed the sams amount, say one +thousand dollars, the Govern-
ment would receive a round billion of dollars.and we or our heirs would re-
ceive forty million annually as interest upon our investment. But who wauld
pay back the principal at maturity? Why we, the same people from whom the
Government borrowed the money. In other words, we are the Government. (*)
We are lending the money to ourselves and payirg ourselves the interest and
eventuxlly repaying the principal to ourselves at maturity. PBut, you ask,
"what if some of us do not subscribe to the bonds? Some might do twice their
share and some might do nothing". In that event, what would happen would be
that the man who did not subscribe would still have to contribute in paymrent
of taxes for the repayment of the money. Thus, he would bo required to pay
taxes to meet the interest on his assumed share of one thousand dollars worth
of bonds, even if he had nct subseribed to the honds.

In the case assuwred, each man has contributed ten per cent of his
income, or one thousand dollars and has to pay in taxes each year enough to
ray himself the forty doilars of interest due him, plus enough more to pay
the bonds at maturity. If the hends run for twenty-{ive yoars that would
be, gay, forty dollars a year more as a sinking fund, oy, say eighty dollars
total. If he does not subscribe -and another man takes hic sharo, he receives
no incone from Government bonds wwned by him, tut finds himself taxed for his

share of the interest and sinking fund payrents.

(*) Lincoln expresscd it in undying words: "A Governuont of the People,
by the Pgoplo, for the People".
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INFLATION

The essential difference between raising money from the public by
taxation and caising it by the issuance of bonds, is the resulting inflation.
Inflation is a word that is much used, but not always understood. In its
simpler and most readily comprehended nganing it is that form of inflation
of the currency which was common in cur Civil War, when the Government, in-
stead of printing its promises to pay in the form of investment bonds,
printed them in the form of currency noies. Under that method of inflation
a government wishing to buy a million dollars worih of produce, or to pay a
million dollars in wages, would simply prin£ a willion dollars of its own
“promises to pay", and these promises to pay in the form of currengy would
thereafter pass from hand to hand as money. The oxtent to which this sort
of inflation may go without wrecking the financial structure of a nation
depends entirely upon the wealth cf the naticn, and the confidonce which the
public or other nations have in its ability to keep its promises. The usual
symptoms of such methods of inflation are the disappearancce of metallic monecy
and the genoral advance in the prices of commodities. In this terrific war,
wogt of the Furopean nations have resorted to this or similar methods of
inflation, and becauso the operntions of various governmentis have been
united through tanking transactions and by reascn of interdecgendence and
close international relationshin, even those nations entirely unconnected
#ith the war have felt the effects of inflation. As a result, there has
been in effect in the last three and one-half years, a world inflation the
like of which has never before occurred. To illustrats: Prior to our
ontry into the war, when the European nations wore buying heavily in the
Unitoad States, they paid largely in gold for what they bought, and as a

result about a billion dollars in gold coin came to this country in the
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period of two and one-half years. The reason the European nations were able
to send us their gold was that they printed papsr money for their omm uss,
releasing gold for us. But that gold inflation in this country is one
oxplanation of the general advance in prices of all commodities, although
undoubtedly it is not the only explanation; for it must be frecly admitted
that prices have been effected, first by scarcity, occasioned by increased
demand from Europe for many articles produced by us; second by reason of the
fact that increases in taxes and wages of labor have entered into the cost
of production and sale of all articles, and account for a share of the in-
creagsed prices of commodities. {(*)

It is doubtful if we in our ccuntry could have avoided inflation,
ne matter how hard we had stuck to the plan of higher taxation or the "pay
as you go" policy, tut we may as well frankly admit that wnhile our financial
policy has been conservative, the great increase in cur currency issues has
centributed to the general inflation. True, we have not issued currency or
Government promises to pay in the form of circulating notes. but we have

issued bondz, and we have psrmitted - and indeed could not have forbidden -

(*) The oxtent to which inflation has accounted for the general rise in
prices is of course debatatic. These who dispute it, point to the rapid
advanco in wagcs since 1914, due to the increased denand for labor and

the withdrewal of many soidiers from irdustry. Tne increased demand
or diminished supply of rary conmodities is also peinted to. As

against these arguments we have the increased index number of more than
two hundred corrodities, the increased depcsits and loans and discounts
cf our btanks, the increase in the volums of currency per capita and the
increase in the national debts of all the great nations.
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the use of these bonds as collateral for bank credit. Thus while the
Government has not paid for "goods and services"™ with its own circulating
notes, it has issued its promises to pay in the form of bonds and it has
permitted theso bonds to be hypothecated for currency; and thus, through
our tanking system, has created a uz5hinery under which the owner of Govern-
ment bonds might secure bank crodit wi:h which he mighit ray by check or in
currency for what he bought. Ws have thus far in this country been able

to hold down the issuance of currency by maintaining a high gold reserve
against it, and there is no national currency that is on a streagor basis;
but to deny that the issuancs of Government bonds to raise funds to pay for
goods and services result in inflation, would exhibit an unwillingness to
look the facts in the face.

How raising o6f funds to pay for all but pernanent improvements
results in inflation might well be illustrated by the analogy of corporate
firance familiar to most peoplo. Tf a rzilway corporation or a manufactur-
ing concern were to issue itg bends or notes to pay for wages or fuel, it
would at once te recconized as doing a reckless thing, the common rule with
all honestly managed corporaticns being that money raised by sale of bonds,
notes or added capital can onlv b spent for permanent beiterments, or for
those forms of exponditures which ircrezse the earning cagacity of the
corporation.

THE COOT AND EVII, EXFEZTS OF INFLATION.

¥hile the effects -of inflation are manifestly bad, it would be
unfair not to admit that inflation has some good effects. In so far as it
increases the prices of commodities generally, it results in compulsory
economigs, and in this sense operates as a sort of tax on consunpticn.

Honce, if it be true, as wo have contended, that economy is necessary in
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war times, it might be urged that a heavy consumption tax was a most desirable
method of bringing about enforced economiss. A just answer to that suggestion
seoms to be that such a form of consumption tax falls with great severity
upon the citizens in general, because it adds to the cost of the necessities
of life, upon the wage earner it falls heavily - unless and until he is
able to get his wages advanced in proportion to the amount of the inflation -
and upon those dependent on moderate fixed incomes or fixed salaries it is an
unduly heavy burden. It affects, of ccurse, all corporations or individuals
engaged in manufacturing and other industrial enterprises, but it may in nany
cases be passed on to the consumer in the shape of increased prices. With
those corporations who, by reason of contract or law, are required to accept
a fixed compensation, it is very bturdensome. Perhaps the most serious in-
dictment against the results of inflation is the fact that it dislocates all
the delicate inter-relations between wapes, compensation, payment for services,
pPrices of conmodities, etc., and although troucht about by the operations of
the Governmont itself, its effect is to raise prices against the Government,
thereby increasing tho nzcessity for still further taxation or borrowing.
In other words, it establishes what may be termed a vicious cycle,in that it
first raises prices, and by so doing creates the necossity of raising more
wmonoey, and so 9till further reises prices again.
CONCLURI NS,
Cur conclusion nust thercforo be:
First: That the Governzent neecds rigid eccnomy ¢f all its citizens

to win the war; that it requires it not only because it neecds money to
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comrand and pay for goods and services, tut because every self denial will
release some goods or some service which the Government can use to good
advaniage.

Second: It is clear that taxation is not only the best way for
citizens to support their Governuent, ut taxes intelligently applied
will do much to produce ths very savings ¢f which we have been speaking.

Lastly: Taxation and the resultant savings are the only ways to
mitigate the perils and pitfalls of inflation.

F. A. DELANO.

May 24, 1918.



