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March 15, 1941.

POLITICAL, ECONOMIC AND MILITARY SITUATION IN CHINA

I arrived in Chungking February 7 nnd deperted Februsry 27. In this
intervel I had about twenty-seven hours of serious discussion with
Generalissimo Chiang Kai-shek, interviewed most of the cabinet members
and leading generals in Chungking, interviewed a larse number of other
officials and members of the forelgn colony at Chungking and Chengtu,
and studied many memoranda submitted to me by the various ministries.

I was assured by meny that I was given access to materizl never before
made available to a foreigner. I pursued my inquiries along three broad
lines — political, economic and military. In reading this report it
should be kept in mind that in conducting my interviews and investigations
I was not acting as an accredited representative of the American Govern-
ment, but as a guest of the Chinese Government with the understanding
that I would advise and consult on internal domestic matters with that
government.

I - The Problem of Internal Unity and Morale. Your verbal messaze to

Chiang Kai-shek on this general topic was remarkably well-timed and

unquestionably contributed a good deal toward the lessening of the
tension that prevalled jJust before I arrived. It also gave me my cue
and I lost no opportunity to urge, in as tactful and inoffensive manner
as I could, the importance of preserving a united front with the Commun=-
ists against Japan, and the importance of msking progress toward demo-
cracy end the establishment of civil liberties.

I took no position on the truth or falsity of the numerous cherges and

counter-charges made by the National Government and the Communists. What I
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did stress, however, was that the Chinese Communiste have received a very
fevorable end sympathetic press in the United States. I sought continuously
to make the discussion turn on the question of tuctics--on the desirability
of elleviating real grievances and of depriving the Communists of the issues
on which their support wes based., In this connection I took the liberty
of expounding at considersble length what I conceive to be your strategy of
depriving your opponents of issues, and of your Lrosad policy of renoving
grievances rather then attempting to supprees or ignore disaffection. I
think this general line of argument made some impression on the Generalissimo,
perticulerly as he himself has followed such tacties in dealing with disef-
fected groups other than the Comuunists and liberals. I =m afreid, however,
thet my visit was too short to have left ean enduring impression.

His hatred for the Communists is very deep and his distrust of them
is complete. Thig hatred springs not from the ususl snteconism between
"property interests" and "the proletariat." It springs rather from the fact
that the unification of Chinz under his leadership has been a controlling
passion with him for yeers and the Comuunists hnve been the only group that
he has not been able to buy off, absorb, liquidate or suppress. MNoreover,
the Communists heve besen the only perty which has been able to attract mass
support. W¥While the Generalissimo is & true Chinese patriot with a deep end
profound love for his people he has little faith in the ability of the
people to povern themselves. His sttitude toward them is purely pstermalistic.
He remarked again and agein thet they were uneduceted =nd easily influenced
by rumors and that they hed to be more fully trained and educated before they
could be trusted with eny political power. He cdistrusts the intellectuals,

perticularly the returned students with western idess of free speech and
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democracy. He deeply resents any criticism of the governnent, pnrticularly
if made in publie.

I estublished sufficiently cordial relations with the Generslissimo
a8 to feel able to tell him without offense verious elements of diseffec-
tion which I hed observed in China. This disaffection is particularly pro-
nounced among the younger government workers, the university students snd
teachers, and in genersl in what we would call the liberel and progressive
groups. They are definitely not Communiste snd are patriotic and loyal to
the Generalissimo. However, they are disillusioned, discontented snd dis-
coursged. They do not feel thet there is one liberal person among the
ministers close to the Generalissimo. They do not feel that their own
talents cnd patriotism are being svailed of. Their economic status is
rapidly worsening with the rise in prices., They feel thet there is wide-
spread spying going on and that it is dengerous to venture any ceriticleams
of the govermment or government policies. I found thet I #0t virtuslly
nothing from an interview at which there were two Chinese present. I got
very much more when I had one at & time, still more when I conducted the
interview in my bedroom whiech was the most privete room in the house, still
more after a long interview, and that when they finally ventured on certain
eriticlsme they would drew their cheirs close to mine end their voices
would fall almost to e whisper. I submitted that whether or not their fenrs
were justified was not as importent es thet they thought thet they were and
thet the intellectusl stmosphere was definitely not heslthy.

The censorship is =0 drastie that reople have lost & good desl of
faith in the press and the wildest kind of rumors reedily gain credence.
For example, there was = rumor circulating when I was there that I wes strongly

urging on the Generalissimo a policy of eppessing Japan. The Communist paper
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in Chungking ran an editorisl welcoming me, drawing certain things to my
attention. I thought it wos fairly imnocuous but nevertheless it wos
severely censored. Thie censorship took the form not only of crossing

out words end passages but of actually, in ome inatence, changing a word

80 that a sentence which originally rsn "China needs & sound finanecial
system" appecred in print es "Chins hes = sound finencisl system."™ I wnas
informed on good authority that there hrd been two to three hundred srrests
of progressive elements in recent nonths but that all arrcsts had been sus-
pended during my visit. The Minister of Educetion, Chir Li-fu, is per-

ticulerly hated and distrusted by ell the lidersl elenents.

The Nationsl Government-Communist relations.

I received the complete rovernment story of the ovents leading up to

the Fourth Group Army ineident. I also, with the Generelissimo's Imowledge
and consent, interviewed Chou-en-lai end received, as I expected, a story
with an entirely different slent. My owm conclusions, for what they are
worth, are as follows:

The Communists had expanded both in number and in sress unauthorized
by the centrsl government. Their introduction of progressive texstion on
landlords, of local village democraey, their anti-Jopsnese propuganda, =nd
their erdent advocacy of a rapid carrying out of Dr. Sun's Three Prineiples,
heve all proved populer with the peasants. The centrsl government has
become inereasingly slarmed at the growing stremgth of the Communists.

It has sought to meet this strength in various ways. One was by ceasing
to glve the Communists any military supplies. The second was by enforeing
& militery end economic blockade sround the northern Communist sress.

Finally, they adopted = legalistic attitude toward orders to the Communist

armies, tcking the poeition that these nrmies were no different from any
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other Chinese armies and thet any failure to earry out eny orders immedistely
constituted mutiny and insubordination. It was cleimed, thoush I am not able
to confirm this, thet tho Chinese cormender who precipitated the pitched
battle that occurred exceeded his orders. Thersafter, a very tense situs=
tion prevailed for a time when the part of the Fourth Route Amy thst hed
crossed the Yangtze was surrounded by Japsnese snd Chinese Covermment troops.
Chou-en-lai told me, however, that the Fourth Route Army hed succeeded in
making a junetion with the Eighth Route Army s0 that that partieular denger
8pems to have passed. Just before I left China, Pai-Chung-hsi, the Deputy
Minister of War, told me guite frankly that the Communists hsd suspended

all guerills activities and that the government hsd Tifty of their best
divisions immobilized in watchinz the Commmnists. When I msked him if there
was any hope of e ressonable settlement being arrived at which would permit
both armies to devote their full attention to the Jopanese he rsplied that

he was "hoping sgainat hope."

In other words, the situstion remesins serious and = very important
segnent of Chinese military strength is not being used to prosecute the war
ageinst the Japanese. MNevertheless I do not think that actual hostilities on
a large scale will cccur in the near future. Chieng Eal-shek asked me in a
most earnest and confident tone to assure you that he had the situstion well
in hand, thet he knew exactly how far he could go end that there would be no
civil war. Judging from the attitude of Chou-en-lai, the Communists sre equelly
desirous of avoiding a showdown at this time. Given this will on both sides,
I think thet while the central povernment will continue to apply pressure
to restrict the areas in which Communists operste, and while the Communists

will resist such pressure and while they will both talk as if o showlowm
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were imminent, mctuslly it probably will be svoided. I think your verbal
message thet I conveyed, together with independent evidence of widespread
concern in this country, the pressure that hes Leen applied by the Eritish
Ambassador, Sir Archibald Clark-Kerr, and lastly, the importance of coatinued

aid from Russia, will all combine to dissuasde Chieng from precipiteting
actual conflict. When at one of our last meetings Chieng esked me pointblenk
what my impression was as to the prospects of mainteining internal unity
I told him that there were many things that disturbed me end meny things
that I did not kzow, but that I was clinging faast to the assurances he had
given me and the attitude evidenced by Chou-cn-lsi. He replied that it was
a very confused ond involved situation, but that I had put my finger on the
one essentlial fect.

In conpeotion with the growlng disaffection of the liberal elements
within the ecentral povernment areas of free Chins, I argued ez strongly as
I dared for a policy of coneilistion rether than suppression. One of the
argunents I used for my proposal for drastic lend texetion reform was that
it would hearten the libersls and steszl some of the thunder of the
Communists, and this argument seemed to attract him. The central sovermment
has recently begun to introduce some mild reforms in the hsiens, or counties,
which prﬂvid; among other things for popularly-elected advisory councila.
I praised this extravagently and sald that it was one of the most exciting
things I had heard and that it should be widely known in Ameries. Chiesng
was very ple=sed and sent three or four people to tell me sbout it. Actually
it n;nnmts to very little, but I thought that I could not give too much
encouragement to even amall steps in the direction of democrzey. I ventured

to sﬁgsﬂat that the appointment as e minister of somebody who would be
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regerded as a representative of the younger and more libersl groups would
do much to resssure those groups =nd to reconcile them to such people es
Ho=Yin-Chin and Chin Li-fu. At this point Mndame Chieng interjected that
we had in a walk that very alftermoon been discussing the desirability of
Hadame Sun returning to Chungkinz. The Generslissime then said that he
would like to have her in Chungking where she would be z corpletely free
egent, that he needed & good Minister of Heslth, end thet he would like
Mademe Sun to nccept that position and would I plense bear that messsie to
Madame Sun when I saw her in Homg Eong on my return. Medame Sun seid she
could not meccept such a post when I saw her, and I did not urge it upon her,
as I felt that she wes not fitted for aduinistrsative work snd would be
stepping out of character. I may be doing him an injustice, but I camnot
help having the suspicion thet the Generalissimo knew she would not accept
the post.

My general conclusion is thet while internal confliet will be held to
& minimum during the war there is a wvery dubious prospect of meinteining
politicel stability in the post-war period. My own experience has led me
to believe that an American libernl adviser, becked by his povernment and
oble to deliver or withhold dollers snd technicisns in the post-war period,
end finally temperamentelly congeniel to the Generslissimo and able to hold
his confidence, might be able to exert enormous influsnce in instituting
thorough-going political and economie reforms and so prevent the clash that

now appears inevitable between the left and the right.
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IT - The Fconomic Problem, A good part of my time was spent on

the economic problem. The rem~inder of this section is the brief
discussion of my impressions and suggestions which I submitted to
the Generalissimo =t his request at the conclusion of my visit.

I also submitted a statistical appendix to this report, on which
the impressions and suggestions were largely based.

The economic situation, in my view, has reached & danzerous state
and, if no drastic remedial measurcs are adopted, will probably become
critical this year. After makins full allow:nce for the e”fects of
the economic blockade and tronsportation difficulties, China is con-
fronted with & condition in which the volume of money (notes and
current deposits) aveilsble to buy goods has inecressed repidly while
the supply of goods for sale is not increesing., The only possible
conseguence is a rise in price. On the basis of firures furnished me
by the Ministry of Finence, znother large expansion of money is in
prospeet for this year, amounting to nearly a doubling of the money
in ecirculation in Free Chine. This cen only lead to further inflstion.
The anticipated revenue this year from taxation 1s negligible and
there is little hope in these circumstances of selling more than a
negligible amount of bonds to the public. Taxation of land and
income from land is left entirely to the provinces. Much of the land
escapes any taxation and the part that is taxed pays only nominal
rates.

The socizl and political effects of continued inflstion are more
serlous than the purely eccnomic effects, Important seetions of the

population are finding the buying power of their incomes reduced while
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other sections are mrking windfall profits. This i= bound to be
damaging to national morsle and will be exploited by opponents of
the Government. Moreover, a continued policy of drift and the
continued absence of any serious effort to correct the siturtion
cannot fail to ereate a bad impression abroad of China's finsneciel

instability end will thus militate z=gainst other than purely military

aid.
Sugigestions;
1, Lend Tex, The first, snd in my view, absclutely indis-

pensible step to be taken is the reform in the character and
edministration of the land tex by the Central Government.
China, particularly Free China, is an sgricultural country,
The basic source of wealth is in lend, and the bulk of income
is from land. Unless the Centrnl Governuent can draw its
revenues from the real wealth and income in the country, it
can never hope to cover more than a negligible portion of its
war and post-wer expenditures through taxation. The resulting
borrowing will cesuse further inflstion and repidly increasing
debt charges.

This reform is not only desirable on budgetary grounds,
but it would also serve to emphasize to the people that this
Government was determined to proceed along the lines of sociel
justice and equelity laid down by Dr. Sun. It would cut the
ground out from under the Cormunists and they should be forced
to applaud it. The tax would fall lergely on the well-to-do

landovners who are now profiting by the inflation. In Szechuan,
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& small proportion of the landowners own the bulk of the land and
recelve the bulk of the rice. Much can be mede of the faet that

the Government is not only prepared to conseript men in the war
against Japan, but also wealth, The opportunity to use the patriotie
and emergency appeal should meke the tax easier to introduce now
then in the post-war period. It can also be intimsted thet such

e step is a prerecuisite to obtaining foreign credits in the post-wer
reconstruction of China.

Needless to say, this proposed far-resching reform requires
en honest, pstriotic and efficient administration possessing the
full support #nd confidence of the Generalissimo.

Assuming proper administration, the tax can be mede very
productive of yleld. Professor Buck estimates that the leond aveil-
able for taxation in Free China smounts to two hundred million
acres, which, at an average of four dollars per acre, is now yield-
ing provinces and districts about six hundred million dollars. At
twenty dollars an acre, the yield would amount to four billion
dollars. It should, therefore, be possitle for the Centrzl Govern-
ment to secure in the first year twenty-six hundred million dollars
or, after rebate to the provinces and districts, two billion dollers
net,

This figure, in conjunction with the estimste of non-boirrowing
receipts for 1941 of $§1,220,000,000, would amount to £3, 220,000,000
out of total estimrted expenditures of nine billion dollars, and

total domestic expenditures of seven billion dollars. Moreover,
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I am convinced that more vigorous administration would result in

& substanticl increase in the yield of existing Government taxes.
2. Sale of Bonds to the Public, The assurance of greatly
increased tax receipts, by increasing confidence in the
finaneial soudness of the Government, would facilitate the
public sale of bonds. Given this favorable psychological
background, a greet popular campaisn could be launched.
Quotas could be assi:ned each district, tom and village;
the a2id of all cnllle,t;a students and prominent eitizens and
returned and wounded soldiers could be invoked to spenk =t
mass meetings and canvass indivicduel people; suitable badges
could be given every person subseribing; and the patriotic
appeal stressed throughout. Failure of well-to-do people to
buy their proper share of bonds would be regarded as unpst-
riotie. The appeal could be extended to Shanghsi and Hong Kong.
A goel of §1.5 billion could be set for the year with, soy,
three or four popular drives.
3. Aid from Stabilization Funds, As foreisn exchanse is
sold to meet an adverse balance of payments, the Stabilization
Funds convert their U. 8. dollars into fapi. The fapi,
whether in the form of notes or deposit, is thus withdrawn from
circulation. Consequently, a corresponding amount can be
borrowed from the benks by the Government without entziling
& net inerease in the volume of money in cireculation. In
other words, the inflationary effect of borrowing from the
banks can be offset to the extent that stabilization fund

dollers are converted into fapi.
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4+ Increasing the Supply of Goods, Various sucgestions have

been made for increasing the production of sgricultural goods.
Among those that appear to merit consideration ere:

8. OSuspend recruiting at planting and harvesting time
and, when practicable, grant furloughs to men near their
homes.

b. Release a number of men now engaged in bullding
operations.

¢. Reduce rents so that farmers can afford to hire more
help.

d. Guarantee a minimum buying price for rice.

e. Organize smuggling under Government suspices. Thorouch-

going and vigorous organization of smuggling could result
in a significant addition to the supply of certain types
of essentizl goods,

f. Prepare for recapture of Ichang and Canton at the

earliest practicable time.

5. Emergency Forced Rice Loan, If it does not prove possille

to carry out a thorough-going reform in texation, the possibility
of having recourse to a forced rice loan micht be seriously
explored. This, however, should be regarded as an emergency
measure to be resorted to once only. It could take the form

of borrowing a certain proportion of the rice crop from the
landlords and peasant proprietors with a promise to repsy the
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same smount or slightly larger amount of rice, or the
equivalent value thereof, in, say, three or five years!
time. Such & loan would serve the double purpose of
alleviating the Govermment's financirl position and of
ensuring an eguitable distribution of the aveilable rice.

III - The Exchange Probtlem. My discussions of the Chinese exchence

problem dezlt chiefly with the wisdom of continuins to support

fepi in the Shanghai exchange market. The disadvantages of this
policy are well-known. Of the many offsetting advantages which

are made in favor of this policy, the only one which seems to me

to carry weight is the necessity of avoiding a hugh flow of
national currency from the occupied areas into Free China. Such

& movement would serve to bid up prices and to intensify inflition-
ary tendencies greatly. So long as the occupled areas znd the
Internstionsl Settlement remain willing to absorb fapi, Free China
can pay for its essentinl smuggled imports in nstional currency
instead of in foreisn exchange. If the British znd Amerdecezn
Governments can be persuaded to block private Chinese balances
abroad, the chief disadvantage of supporting the black market,
namely the opportunity it affords for privete cavital export, will
be removed. The texation and internal financing meesures sct
forth above should, if adopted, make the task of supporting the ex-
ternal value of fapi considerably less difficult, should lead to
increased use of fapi in the occupled areas 2s a safe place for
savings, and should increase the usefulness of the stabilization

eredits which are being extended to China,



Sugzestions:

1. For the reason indicated above, supporting operations at

Shanghai should not be discontinued for the present.

2. However, because of the military vulnerability of the

Shanghal Internstional Settlement, an open merket in exchance

should be gradually developed at Chungking through the intro-

duetion of supporting operations here. These oper:!ions

should be undertaken on a2 limited seale at first and enlzrged
gradually thereafter. With the development of an open mrrket

in exchanee at Chungking, exporters should no lon-er be re-

quired to sell their excliange at the commercisl rate, and the

so-called commercial market should be discontinued.

3. As suggested elsewhere, smugsling traffic should be
systematically organized under Government suspices to enlarge

the flow of essentisl commodities from the occupied areas

and from abroad.

4. If exchenge supporting operations =t Shanghai have to be
discontinued, the Government should be prepared to impose,

if necessary, drastic restrictions on deposit withirawsls

from Chinese banks at Shanghai in order to avoid excessive

pressure on these banks and to limit the flow of money to

Free China,

5+ Urge the United States nnd British Governments to freeze

private Chinese balances. Such action would greatly restrict

the possibility of further export of Chinese capital., It
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would permit the foreien exchanse resulting from current
exports and from remittances of overseas Chinese to be
applied exclusively to purchasing needed imports end meeting
other expenditures sbroad. Finally, such action would pave
the wey for eventusl sction by the Chinese Government to
compel its nationals to surrender their previously exported
capital for fapi.
IV - The Banking Problem, China, unlike other major countries,
has no central benk of issue. The problem of securing unified
banking operations and policies is therefore difficult of attain-
ment. The Government pays a hizh rete of interest to the banks on
the money it borrows, and the fisures of debt charges sre growing
rapidly.
Suzgestions:
1. Buy out privately-owned shares in the Central Bank.
2. Confine all future jncreases of note issues to the Central
Bank. The growth of other banks would then be restricted to
the growth in their deposits, and their purchase of Government
bonds would be limited by the growth in deposits.
32, Convert profits of the Central Bank into the Treasury.
. Regulate extension of private losns of the banks.

Appoint Government examiners of banks.

G‘-?‘II“*

. Compel filing of statement of profits and loss and tax

profits.

¥ - Road Transportation. Time did not permit a survey of the whole
field of trensportation, Attentlon was directed mainly to the most

erucial route, the Burma Road. There appears to be unanimous opinion
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to the effect that the capacity of the road, now around 2,500
tons a month, could be doubled and even trebled by unified and
efficient control end the more effective utilization of existing
equipment.
Suzrestions;
1. Create a Burma Rosnd Commission of three members under
the Chairmenship of the Director of Military Transport. The
Minister of Communications and Mr. J. E. Baker would be the
other two members.
2. The Ministry of Communications would represent the needs
of all non-military uses of the road,
3. Mr. Baker would be given the post of Executive Director
of the Road, Mr, Francis Pan and Mr. Tan mizht be lozned
from the Ministry of Communications +o sct, for the time being,
#s Mr. Baker's assistant directors.
4+ The Commission would collaborete with the appropriste
Burma commissionor authority.
Y1 - The Yunan-Burme Railrosd, I understsnd thet the Burma Govern—
ment has decided to extend the reilrosd from Lashio to the border,
and that the extension by the Chinese Government of the road to
Kunming is being actually considered. I heve not had an opportunity
to go intc the matter, and I shall confine myself to one or two
observations. The foreign losn recuired would smount to U. 3.
§20,000,000. It would take about two years to build the road.

It is questionable whether materials from the United Stetes will

be available. I suggest study by qualified experts of the feasibility
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of putting in a light Diesel engine cos or reck reilroad which would

be much cheaper and quicker to build. It could then be laid along-
side the Burma Road and could, I am informed, earry 30,000 tons a

momnth.

VII - Adr Freight Transport., In rucged regions in northern Canada

énd Central America air transports have been used for heavy frei-ht
with conspicuous success. Chins appears to offer the same possibility.
With regard to the danger of Jepanese reprisals, it might be pointed
out that the planes can fly by nisht and be afforded some protection

on the ground by the new pursuit ships.

In view of the possibility that the Burma Railroad micht be bombed
or subject to blockade, it would appear desirable to bend every effort
to build up an adecuate reserve stock of aviation gasoline and other
most urgently needed articles. For this reason, the transport of
things like refining equipment that camnnot be put in operstion for
two yesrs should be vigorously restricted for the time being.

VIII - Ecoonomic Mission, I have siven considerable thought to this
matter. Provided certain conditions are met, I should think that
such a mission would be of benefit to China. These conditions are,
however, of extreme importznce. The first is thot under no ecircum-
stances should the appointment of a mission be used as an excuse to
postpone obviously needed action. The second is that extreme care
should be used in the selection of personnel. At the British
Ambassador's invitation, I have discussed the matter with him =nd he

is perfectly agreeable to a joint British and Americen Mission under

the cheirmenship of an American. The problem of securing first-class
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men (and only first-class men should be appointed) is difficult now
that Britein is at war and America is engared in a mighty defense
effort. Possibly some outstanding men may be available in America
during the long summer wvecation,

Sucpestion:

I suggest that a final decision be delayed until after I
have had a chance to see if first-class men are aveilable in
America and England., If good men are not available for a mission,
and if good men ean be found to act as politieal snd economie
advisors, it might well prove the wiser course to postpone the
appointment of an economic mission to & period immedistely
following the conclusion of actuasl combat.

IX - Post-War Economic Problems, I have hed little time to study
these, but I cannot fail to be impressed by the enormous need for
materials and skills. In this connection I might venture a few ten-
tative obscrvations of a general nature.
g, Trade in the post-war world will probably be subject to
much greater control than in the past. Therefore, the problem
of servicing foreign debts cannot bte left as readily to the
free play of international trade. Trade may be carried on more
in terms of barter arrengements. Hence, in securing foreign
credit, particular care should be given to the expansion of
foreign trade industries and arrangements for repayment.
b. In genersl, it would be desirable tc secure forelgn govern-
ment credits rather thm privete credits. In the pest private

loans have too often led to graft, bribery, and excessive
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meddling in internal affairs.

¢. I should hope that China will avold the dancers sssocicted
with privete exploitation of her natural power resources.

d, The three most essential needs for post-war reconstruction are
(1) political and financial stability, (2) avoidance of borrowing
abroad beyond the capacity to repey, (3) an honest and efficient public
service.

e. I most earnestly hope that all the gains of techniecal progress
in industry and agriculture will not be used up solely in supporting
more people at a subsistence level of living., I feel thst one of China's

greatest needs is more widely diffused knowledge of birth control.

This concludes the very hastily-written report I sutmitted, Most
of the materisl was covered at some length in discussion. The report
and the statistical appendix were requested largely as asids to MEMOTY «
The Generalissimo professed himself to be very pleased with my diag-
nosis snd suggestions. He immediately put into effect my suggestion
for the reorganization of the Burma Road, although the sugrestion of
appointing Baker as Director General came from the Chinese., I under-
stand thet he has also since my departure appointed a commission to
undertake the trensition of l:end taxes from the provinces and districts
to the central govermment., The foreign financisl measures which he
favors are discussed at the conclusion of this report. I am not sure
that this report conveys a proper impression of the completely chaotic

condition of the Budget., There is no semblance of budgetary control
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and no significant effort has been mede to date to finance expenses
other than by borrowing from banks. Large lump-sun psyments are

mode to the military, and the Ministry of Finance had no idea how
they are spent. I was informed that some of the meteriel I requested
had never before been collected and presented in the form I wanted it.
I did not meet one person whom I considered competent in the whole
Ministry of Finance. Fortunately, I hed previously known the head

of the Farmers Bank, Y. C. Koo, who is an able economist with fiscal
experience, and through securing his services, I was able to obtain
what I think was a fair approximation of the budget picture. I have,
therefore, little hope that the Ministry of Finance as now constituted

can carry out any far-reaching budgetary reforms.

X - The Military Situ-tion,
1. The Army Strength and Eguipment. From some points of view

China's military strength is greater today than at the outbresk of
the war. In comparison with 176 regular divisions at the outbresk
of war China todsy has an army of 308 regular divisions, comprising
3.8 million men. A substantial portion of these men hove had combat
experience and are relatively well trained. In addition are some
500,000 recruits, 600,000 guerillas and over 500,000 transport and
other auxiliary troops. The regular army is well equipped with
rifles, mechine guns and ammunition. There are not, however, nearly
enough rifles for the recruits and guerillas. The gravest defects
of the regular army are in field pieces (it has about 650 mountain

guns, of which only 100 are modern type), anti-tank and anti-aireraft

guns, and aircraft.
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The particular arsenal I inspected was excellent, beinz mostly
equipped with modern automatic Garman mechinery with German-trained
Chinese technicians, The arsensls are, however, hampered by a
shortage of raw materdzl and are operating &t less than h=lf capscity.
Conseauently, it is felt that the reserve stock of small arms
ammunition, rifles and machine puns is inadequate for a vigorous
offensive. A program has been prepared which calls, if possible,
for the expenditure, meinly in the United States, of $77 million for
raw materials, gasoline, etc., and $130 million for armements. If
this materisl can be obtained, and if air superiority can be wrested
from the Japanese, the Chinese are confident that they can assume
the offensive with excellent chances of success. At present, they
feel thet any large-scale offensive would have to be undertaken
under conditions involving too heavy loss of effectives.

2. Adrcraft, The Chinese have recently rs=celved from Russia
50 new bombers snd 50 pursuit ships. They have on order about 200
more but are not sure that they will get them. The new pursuit
ship, the "l32", was said by the Minister of War to be 50 kilometers
an hour faster than the old E-15's and E-16's, had considerably
greater firing power and also was able to climb 5,000 meters in ten
minutes. I inspected one of the new Russian bombers, which unusual
privilege, I am afraid, meant little to me. According to the
General in charge, it can fly 320 miles an hour, has a T-hour rance,
and can carry a bomb load of 1% tons. The Chinese were pleased
with the accuracy of the bomb sight. I observed that it had two

water-cooled improved Hispano-Suiza engines, a three-man crew, a
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machine gunner in the nose and one in the rear (in front of the
rudder) who operates one machine gun from a menually-driven
turret at the top and one gun that can be pushed down through
the opening of the compsartment anl ean shoot below. The Chinese
pllot said the bomber was remarkably sensitive to the controls.
There were only five Russians at the Club in Chengtu where
they and we stayed. However, 300 Russians were expected shortly.
The Chinese are mokinz pgreat efforts to build a number of
eirfields that can carry the weizht of our flylng fortresses.
I inspected one at Chengtu which was being built by 75,000
peasants with no power-driven machinery of any kind. The man
in charge was a Chinese civil engineer trainsd at the University
of Illinois, It was a2 marvelous Job of organization and, =o far
g8 I could Judge, completely adequate from tﬁe point of view of
foundation and drainage. I was assured that a number of such
fields were belng built near the coast.
I guestioned the Generalissime and the vardous generals
I met closely on the specifi:c need for airplanes. It developed
that the most pressing need is for pursuit ships and a few very
long-range bombers. While medium-rance bombers would be useful,
they are not so essential as the others. Pursuit ships are
essential to proteet troop concentrations in an offensive and
to machine gun opposing troops.
The Generalissimo is very anxious to secure a few flying
fortresses. He is under the impression, vis T. V. Soong via
Secretary Morgenthau, that you promised some in March or April.

If you did not, this matter should be cleared up.
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I inspected an aviation basic treining school, where an air
show was staged for my benefit by the more advanced commissioned
pilots, There was formation flylng, landing and teking off without
stoppinz and a dog fizht. The cadets were a fine-looking group.

I saw no evidence of any slackness and I was told that they were
vigorously selected and trained. One defect I noticed is that they
receive no training in motor mechaniecs.

My opinion on these technical matters is entitled to little
respect. Therefore I would stronsly urge “het 2 high-ranking naval
aviation officer be dispatched on an inspection trip to check (a)
on the extent to which the Chinese air force has corrected its
deficiencies, (b) on the adequacy of facilities in China as a
possible base of operations, (c) to check on the gualities and tactics
of the Japsnese air force, (d) and to convey to the Chinese the
impression that we regard them as important potential allies. Such
a visit would, I am sure, be welcomed enthusiastically =nd be of
great tanzible and intangible benefit. A young air attache at the
Embassy cannot hope to achieve the same results there and here.

3, Stretecy. I received the very strong impression that the
Chinese will not assume the offensive until they have more pursuit
ships, more artillery end more small arms ammunition. On the other
hand, they have little fesr of sny further offensive action by the
Japznese, The Indo-China -~ Chinese border is now very strongly
defended and the General Staff is confident that the Japanese cannot

penetrate there. It is believed that apart from the release of
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troops from Manchuria, Japan camnot put many more effectives
in the field. I was cited many insteances of the decline in the
morale of the Japanese troops, — how at first they would commit
suicide rather than be taken prisoners, and would recover and bury
their dead,while now they would even desert and leave their dead
unburied., The sizht of the officers living riotously and enrich-
ins themselves through "squeeze" is likewise not helplul to the
morale of the common soldier.

By all accounts the morale of the Chinese soldier is good.
Certainly, in the Military Academy I visited, I could not hove

to see a harder-workins nor more serious-minded groun of men.

XI - Foreign Policy and Peace, The generalissimo expressed the
hope that relations between America and the U, S. S. R. would

become closer. He gave it as his view that the Russians could
not be influenced or swayed by diplomacy; but that if they wanted
a thing badly enoush in their own interest they usually found a
way of getting it. He felt that the Russians were preparing for
an inevitable clash with Germany and needed American seience =and
technology. Hence Russia would make efforts to secure closer
reletions with America,

On China's relations with Russia I received some interesting
sideliphts from Chiang and from Sun Fo. Chiang said that Dr. Sun
and Lenin had worked out an agreement whereby the communists
would confine their appeal to Dr. Sun's Three Principles in China.
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Since that time, and particularly since 1935, the Russian attitude
toward the National Government has been serupulously correect. The
Soviet Govornment made it clear that it regarded the Fourth Route
Army Incident as a purely internal affair, However, he mede & sharp
distinetion between the Soviet Government and the Third International
which latter, he claims, determines Chinese Communist policy. He
said thet the Soviet Government had ziven a great deal of aid solely
for the purpose of fighting Japen but had not given one cent for any
non-military purpose.

Sun Fo, who acts as special envoy to Russia, stated that in the
early part of 1937 the Russian Ambassador proposed & non-aggression
pact, to be followed later by & mutual assistance pact. The Chinese
Government did not take sdvantage of this offer. After the invasion
by the Japanese Sun Fo was sent to Moscow to revive the mutual assis-
tance prct idea. Stalin told him that the whole situation had now
changed, that the whole point of a mutual assistance prct was to
prevent aggression, and now thst aggression had occurred, the con-
elusion of such a pact would be tantamount to a Russian declaration
of war on Japan, and this Russia was not prepared to do. However,
he was prepared to conclude a non-aggression p=ct, and to meke 2
loan. Stalin then told him to take the matter up with the
Leasue of Netions, and if the leading powers in the League of

Nations were prepared to employ economic sanctions, Russia would
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apply military sanctions. In June 1938 Russia extended a credit of
§50 million which was increased in September by another $50 million.
This one hundred million dollars wes used largely for the purpose
of purchasing about a thousand airplanes, employinz aviation
personnel, and acquiring some field pieces and mochine gzuns., Of
the last credit of one hundred and fifty million dollars extended
in September 1939 a s bstantial sum is still unexpended,

On the relations of the Soviet Government with the Chinese
Communists, Stalin said that he regarded the Nationsl Government's
dispute with the Chinese Communists as a purely internal affair.

He had urged the Chinese Communists in 1935 and 1936 to attempt

to make a united front with the National Government and to prepere
against Japan. He did not think thst China was ready or would be
for a long time for the Russian type of Communism. He assured

Sun Fo that Russia had no territorizl ambitions in Chinz, end that
Just as soon as the National Government was in a position to assert
adequate authority in outer Mongolia the Russiesns would sive up
their tutelage. OSomewhere along in 1935 the Russians supported
the loeal Chinese leader in Siiiang in the form of two divisions
dressed in Chinese uniforms in a conflict with a Moslsm leader who
was prepared to be a Japanese puppet. This was the only oceasion
of Russisn deslings with anybody except the National Government.
It was Sun Fo's conviction thet the Third Internstional is now

quite insctive.
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Chiang is a vigorous supporter of the view that the Jap~nese
invariably take advanteore of eny signs of werkness and back down
when met in 2 determined menner, He wes positive that there would
be no danver of a Jepanese soutlward move if America hed an adequate
base in the Far East, He was enthusiastiec over the proposed fortifi-
cation of Guam and, naturally, laid great stress on the deterrent
effects of bombing of Japan from China. All of the people I tolked
to who had been trained in Japan or who claimed to know the Japenese
thousht thet, being so methodical, they would consolidate their
positions in Indo-China and Thailand, construct air and supply bases
before moving on Singapore, and would move on Singapore hefore ventur-
ing to take the Dutch East Indies.

Vith reference to peace or appeasement, I personally heard
nothing. Hollington Tonz, Vice Minister of Informstion, who acted
as interpreter and with vhom I became intimate, told me that there
were people in the Government "who were weary of the war® but that
none of them ever dared speak to the Generalissimo along these lines.
The Generalissimo himself assured me thet he would not moke a
separate pence with Japan no matter how attractive the offer. The
only peace in which he would participate would be one arranred by
Americs, Britain, Soviet Russia, China and Japan, under the chair-
menship of an American. The mein objective of the peace should be
peace for one hundred years. He was prepared to be generous and
not vindietive to achieve this end. Parenthetically, I misht remark
that engraved on the ceremonial dagger he presents to each general

is a motto thet runs something like this. "It is a disgrece to 2
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military m°n so long as any Chinese soil is under foreirn domination."

I think that Chianz cen be held in line with a little cere snd
attention from Amerien, His attitude toward America is compounded
pertly of sentiment and partly of self-interest. He admires America,
and particularly you, tremendously, and to be treated ms an ecusl or
ally would mean a great deal to him., Shortly before I arrived he
complained to Clark-Kerr that Britain never treated China as an ally,
not even according her the treatment accorded Turkey. He is most
anxious that China be regarded as a "democracy", takinz pert in the
common world struggle of democracies. From the point of view of
self-interest he is relying almost entirely on American help in the
great work of post-war reconstruction. He reverted to this topic
agrin and sgain. He bears much more resentment toward the British.

I think it most important, in addition to giving material aid,
to go out of your way to szy nice things about China and to spezk of
her in the same terms now used toward England. MAlso, as something
to be kept in mind, the surrender of our interest in the Shanghai
Intern-tionel Settlement in the post-war settlement would enormously
enhonce our goodwill in China. Chiang resents deeply the Treaty Ports.

One further topic may be mentioned under this general heading.
Chiang is afraid that the Japanese may invoke their belligerency
rights in order to extend the blockade to ships carryin: cargo
destined for China. In such circumstances he hopes that you will not
recognize such rights and that you will be prepared to embargo Japan
and provide convoys for ships to China. This matter is outside my

province but it cccurs to me that a judiclous "leak™ to the effect
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that America was considering possible reprisals should Japan
invoke her belligerency rights might have a wholesome restraine-
ing effect. This possibility also sucgests the desirability of

rushins materials to Rangoon and India.

XII - Suspestions end Recommendations.

The following suggestions and recommendations are based on
the assumption that it is to America's interests (a) that China
should continue an intensified campaion against Japan, (b) that
America should participate in any peace, (c¢) thot poldtiecal and
economic stability in China be meintsined, (d) that goodwill
toward America be built up in China and (e) that we participate
in China's reconstruction after the war.

1. Financinl Meacures,

a. The freezins of nes snces in the United

States, The Generalissimo has very strong feelinzs on
this matter and, after urging the necessity of the setion
verbally on me several times, gave me a strongly written
appeal to you. I earnestly hope that you can comply with
his wishes in this matter.

b. 2 stab atio
These h:ve been hansing fire for a lonz time., The General-
issimo hopes that they can quickly be coneluded. He would
prefer a single board under the Chairmanship of K. P. Chen,

to administer the various stabilization funds. I think,
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hovever, that he could be shown the desirability of sepsrate

Sino-British and Sino-Ameriesn Bosrds since it appears that the

hendling of the funds will be for guite distinct purposes. He

hopes that the $5 million a month limitation on the availability

of the American funds will be waived. I think also that we would

gain by making this gesture of full trust =nd confidence in him,
2. Military Aid,

I was given a complete list of the ertillery, ammunition end
ordnsnce raw material needs of the Chinese Army, amounting to
$207 million, 1In addition, the Chinese would like s many pursuit
ships and leng-range bombers as we can spare. It was stressed
continually that all these items were necessary in order to assune
the offensive. I think that, in releasing meteriel =nd pilets,
you could arrive st a more definite understanding th-t en offensive
will actually be undertsken, A first-cless military diversion
in China should hove a decidedly deterrent effect on any contem-
plated Japanese move southward.

In addition to the more purely military supplies, the Chinese
want and need help in trensportation material. The Generalissimo
asked me to convey to you his desire for help in (a) financing
a railroad from Kunming to the Burmese border to connect with the
Burma Railroad which the British have agreed to extend from
Lashio to the border and (b) securing about 35 new or old transport
plines that could be used for air freight, together with civilien

pilots to fly such plenes.
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Military eid to China has hitherto been on rether a sporadic
and ad hoc basis., I venture to suggest the desirability of meking
certein orgenizational chenges that would ensure that Chinese
needs be considered along with and weighed ag=inst the needs of
Britein, Greece, and our own defense. This might be done by
extending the terms of reference of your new Cabinet Committee =nd
by attaching me to it in some capacity to ensure that Chinese needs
for materiel, priorities, etc., are given proper consideration.

Finally, I would repeat the surcestion mside earlier that one
or two high-ranking nevel aviztion and perhaps rrmy staff officers
be dispatched on & flying inspection snd consultation trip to China.
In addition to the information secured, which I think would be
valuable, such a visit would have excellent psychologicel reper-
cussions in China and, I believe, in Japen,

3. General.

a, Politicel and Economic Adviser

The Generslissimo is most enxious to secure &n American
political adviser and an economiec adviser recommended by you.
b. Economic Mission.

He is also arxdous to secure a joint Anglo-American
economic mission under the chalrmanship of an American.

I should like to discuss both these requests with you

verbally.
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¢. Necessary Administrative Chances in China,

During my visit I beerme convineed thet the tudgetary
reforms necessary to check a very serious inflstion and to
ensure some measure of finsnclsl stability during and after
the war cannot and will not be carried through by the present
Minister of Finance. A chenge for the better here is
absolutely essential., Unless this is done economic advisers
or economic missions will be able to accomplish little,
This, again, is a matter I should 1ike to discuss more fully
with you verbally.

d. Post-Wa ol

As I mentioned earlier, Chizang is relyin-s very
heavily on American assi tence in the post-war reconstruc-
tion of China. He hopes that arrangements can be worked
out whereby we will be able to dispose of much of our older
and "surplus® machinery to China, together with supplying
skilled techniciszns. He conceives that the Eeonomic
Mission he proposed would concern itself largely with
post-war problems.

He sald that in the post-war development of China
the State would assume a predominant role, that he was
opposed to the privete exploitation of naturasl power resources,
that he wished to avoid great inequality in incomes and
wealth, and that he was determined to carry out land

reforms so that those who tilled the soil would owm it.



e. Publicit alstions with Ch

One of the most effective ways of encouraging China
end deterring Jepan would be to go out of our way in giving
evidences of friendship, close collaboration end admiration
for China. This can be done both overtly and through
"inspired® stories coming out of Washington. Since China
is really a diectatorship, the charscter of Chiang Kai-shek
himself i:= & prime desideratum in our foreisn policy. I am
convinced that his sentimentel atteclment and admiration for
America and for you in particuler could be greatly inereased
through care on our pert to sccord the same treatment to
China as to Britain, rnd by more personal evidence of friend-
ship from you. As I told you, he reads evcry word of your
speeches and considers you the greatest man in the world.
The extreme consideration I received in China was solely
attributable to my officiel relztionship to you.

The great influence America now has in China can be
exerted not only to further our ovm interests in a narrow
sense, but also, if we have sufficlient wisdom and goodwill,
to guide China in her development as a great power in the
post-war period. Chines is at & crossroads. It can develop
as a military dictatorship or as a truly democratic stete.
If we use our influence wisely we may be able to tip the

scales in the latter direction and, through the inauguration
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of political, socisl and economic reforms and the enhance-
ment of the efficiency and honesty of the buresucracy,
contribute toward the well-being of hmdreds of millions

of people, and indireectly to our ovn future well-being.
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