THE SECRETARY OF THE TREASURY
WASHINGTON

July 15, 1941,

Dear Chairman Eccles:

In confidence I am enclosing a copy of the
memorandum which we discussed this morning and
which was submitted to the President todaye.

Sincerely yours,

Secretary of the Treasury.

Honorable Merriner S. Eccles,
Chairman, -

Board of Governors of the
Federal Reserve System,
Federal Reserve Building,

Washington, De Ce
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HENORANDUK FOR THE PRESIDENT

I. Ihe Present Price Situstion

Apparently we are at the same point in priee history
a8 in 1918 «~ on the edge of inflation.

The pattern of price rises sumsarised below roughly
resembles the price movements during the first two years
of World War I ~~ little rise in the cost of living, a
uoderate riss in the wholessle price lndex, and s sharp
rise in basic commodities.

Since the beginmaing of the war, September, 1989, the
wholesale price index has risean from 76 to 67, or about
16 percent. The greater part of this rise has occurred
during the past {ive months.

The cost of living index has ineressed 5-1/2 perceant
since September, 1940, Haell of this inereass has ccourred
in the past two momnths.

The index of 26 basic commodities has inereomsed 48
percent during the same peried, despite the faet that the
prices of many basic raw materials have been controlled
by the Office of Priee Adulnlstration and Clvillen Supply.
This incresse constitutes & major danger signal of inflation
which must not be ignored. The wholesals price index
always lage greatly behind the index of basic commodities,
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while the cost of living index dces not show snything llke
the full effeots of Inflation until long after the seeds
of infletion have taken deep reoot.

The forces making for lurther price rise sre both
potent and persistent:

(1) The Budget estimates Defense spending during
the fiseal yoar 1942 will be $15 billion, er two and a
half times as much as in the fiseal year 1941, This
increased estimate does not take account of extemsion of
the Defense Program made after June 1, and of additional
sums needed for Lend-lLease.

(2) Hore important in its bearing on the danger of
inflation then the {igures for expenditures of the coming
yoar are the estimates of defliecit spending., The net defleit
for the fisesl year 19048, es estimated by the Director of
the Budget, will be $12.8 billions, compared with $5.1
billions for the previous fisesl year. This assumes the
present tax structure, If the present tax bill is passed
by Comgress, the defisit will be reduced by $8+1/2 billiens,
(the revenus yield in fiseel year 1942 of the §8-1/2
billien tax bill) but it will still be over $10 billioen.
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Again this estimated deficit does not take sccount of
the expansion of the Defonse Progrsm after June 1, 1041,

(8) The inflatiomary foree of the Vederal defieit
hes been supplemented during the past ysar by an expan~
sion of bank eredit. Total bank loans expanded by en
estimated {3 billlions, or about 20 percent during the
fiseal year just psst. This rise, moreover, has been
proceeding at sn sccelerated pace.

(4) Prices will be inecressingly stimulsted by
(a) the shortage of raw meterials for civilian goods,

(b) ineressed sbsorption of idle capacity in many indus-
tries, (¢) further increases in sgricultural prices and
wazes.

Alse making for further price ineresses are the
heightened cbstacles to imports, such as reduced ship
space, higher shipping costs, and cutiing off of normal
foreign sources of supplies.

Though there are some factors in the situstion opera~
ting to check inflationary trends, such as surplus stocks

~ of some sgricultural commedities, unemployed labor re-

sources, and partially employed production facilities,
most of these fectors were present in the fiseal year
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1941 in grester degree and yet did not serve to restrain
price rises even though the forees meking fer price rises
were then much weaker,

Important steps have already been taken or ere belng
taken to cheek inflation. Congress has mede provision
for the Tressury to sell defense savings bonds and stampe
and 80 to absorb, for the Defense Program, funds whieh
wight otherwise be used for olvillan purchese of goods,
This program is well under way.

The Treasury Department has also lsunched a plen for
selling tax antieipstion notes which will facilitate the
prepayment of inoome taxes und will more promptly withdraw
purchasing powsr represented by sueh taxes.

The ¥ays snd leans Committee is holdling firamly to
the goal of $#3.5 billion from the tax bill,

The Offiece of Price Administration snd Civilian Supply
is making every effort to cbteln the cooperation of pro-
ducers and distributors in limiting priee rises.

These measures to restrain price rises though they
have unquestionably beea helpful ere inadequate to meet
the situstion confronting us. ¥e have gome only a small
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part of the way it will be necessary to go. We must
stteck the problem on all fronts if we are successfully
to eheck inflation.

Certain tax matters relevant to the problem of
inflation are discussed later. The preblem, however,
csnnot be met by tax messures salone. There should be
edditional setion slong the following lines:

(1) oPa be given the statu

fix prices where necessary. Priee rises csanot be con-
trolled when inflationary forces sre at work without

effective power to impose price cellings with direct
peaalties, The mere possession of sueh power tends to
make its exercise unnecessary.

The attempt to prevenl uaweated price inereases by
fiat, however, is bound to bresk down here, as it has
elsewhere, unless it is sccompanied not omly by en adequate
fiseal progrem to absorb buylag power, but slso by
the sdditional methods listed below.

(2) Increase the supplies of goods required for

militery end elvilisn needs. Ineressed output is Ia
itselfl a major cbjective of our Defense Program and the
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most effective snd desirsble means of preventing inflationm,
There should be further exploration of the possibilities

of induelng expsnsion of production feseilities sad laber

supply where such response could not be expeeted te scour
sutomatieally.

(28) Delegation to OPACS of priority suthority te
provide systematic rationing of searce supplies to indus~
tries making eivilien goods. In order to obtein & falr
distribution of scaree supplies among consumers it may
later prove necessary to extend the rationing to ultimate
consumers.

(4) ZExtemsion of the genersl controls over bank
eredit,

(6) Establishment of controls over the sntire fleld
of consumer credit.

(6) Creation of controls over capitel expenditures,

(7) An extension of the Soelal Seeuwrity progranm
slong lines which would inerease the flow of funds to the
Treasury from current inecome during the emergeney asnd would
ineresse the outflow of funds when needed in the post-
defense perliod,
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(8) & reduction of the Federal lending and under-
writing progrsm, such &8 non-emergeney housing expenditures
snd mortgage guarantees.

(8) Heduetion of non-essentisl Federal expenditures,
elso an sppeal for sconomy in State end loeal govermmental
expenditure snd for ocurtallment of their borrowling for
non-emergency e¢xpenditures, thus building s back-log for
the postedefense period.

Even with substantial setion aleng all of these
lines it seems probable to us thet some undesirable
price inflation will cecour in this fiscsl year. Other
methods must be sought to comtrol it., The prinelipel
mechanism for divertiag this rising streem of buying
power {rom inflationary ocutlets is taxation. It is the
umost effective of all the broad powers st the command
of the government, The tax system should be designed
as far a8 possible to reduce econsumer demand for goods
of which the supply is inedequate. %e therefove,
urge thet the tax program now under consideration by
Congress be reexamined in the light of the following
eonsiderations.
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II. Comments On The Tex Bill
It is important that the snnual addition to the

Tressury revenues provided by the new tax bill shall not
fall below the $8.5 billion level. In faect, it is ap-
parent from the size of the appropristions and the pres-
sures of consumer purchasing power on 'm... that further
inoreases lu rates or oxtomhil of taxes are necessary.
In formulsting the exeise tax program an important
consideration should be to reduce the demend of producers
and consumers for searce commodities whiech compete with
the Defense Program end to absorb windfall profits resulting
from seareity of supply relative to demand, Thus the tax
on passenger sutomobiles might well be msde much higher
than the 7 percent sdopted by the Committee. The pro-
duotion of passenger sutomobiles will undoubtedly have
to be grestly restricted. It would be extremely diffiscult
te prevent price rises on cars sold by some retallers or
the setting up of a "black market” in new end slightly
used cars, It is probable that a sufficiently high excise
tex will prevent laeressed prices from resulting in wind-
fall profits for dealers and middlemen and will not
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increase prices of sutomebiles to consumers beyond
what they otherwise would be.

iutomobiles sre mentioned because they are perhaps
the most important example, Other commodities which may
be in the same category should be examined to determine
whether an exelse should be imposed and if se, whether
it should be on the fimsl preduet or on a sesree materisl
entering iato the product. Through lﬁh taxes the demands
for the most searce commodities snd the large windfall
profita which may be mede by those eseaping priee control
would be reduced.

4 basic revision of the excess profits tex plan is
urgently needed. The sxcess profits tax plan teatetively
sdopted by the Committee ls in some important respects an
improvement cver the present excess | profits tax. However,
it feils to correet one fundamentsl weskness of the
present law, It leaves exempt from the tax profits in
excess of & ressonable return on invested capitsl to
the extent that those profits sre also in exeess of the
profits of the base periocd years,
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Substantial numbers of companles are in this categery.
{ne out of five prefit-making corporations with assetls
of £1 million and over averaged more than 10 percent net
ineome on their reported equity capital during the years
1985 te 1938 and one out of 25 companles averaged more
than 30 percent. These companies cun continue to earn
profits at virtually these retes without paying execess
profits tax under either the present law or the Committee's
tentative plan. |

‘The way in which the preseat law and the Committee’s
tentative plan leave exempt large amounts of excess profits
is illustrated by the following actual examples.

A. After paying all texes en sutomoblle company
sade during the base period years of 1986 through 1939
spproxinately 25 pereent. Practically all (95 peresnt)
of this amount can be earned and yet be free from exocess
profits tax under the present law and under the Committes
plan. In 1940 the earnings of this comcern, after the pay--
ment of taxes, will be approximstely 26 percent of its
m;:td capital, under the present law,
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8. The earnings of a menufacturer of tractors with
aearly $90 million of invested capital sveraged, after all
taxes, approximately 18 percent of invested capital
during 1986~1985, which amount will be free of excess
profits tex under the present law and the Committee's
tentative plan.

¢ Simllarly s company which has practically a
monopoly on one of the importsnt Defense materials had
earnings alter taxes during the base period years
sveraging approximately 19 percent of its 1940 invested
capital, which it csn continue to earn free of excess
profits tex.

De A large manufacturer of bLeversges ocen continue
to earn free of excess profits tax over 25 percent of
its 1940 reported equity capital.

Thus, large smounts of the kind of profits which
are commonly defined as excess profits and were taxed
as such under the 1018 Aet are free {rom excess profits
tex under the present law and the Committee plan.

Failure te apply excess profits taxation te such
profits is unfortunate for & number of reasons:
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(1) The highly prospercus, well established corpora-
tion which has been making 30, 40, 80 perdent or more
on its lnvested capital hes a much larger abllity to pay
taxes than a corporation which has been esraing only 3,

4, or & percent on its invested capital, evea though the
umrmaumgucmlummm. Taxa~
tion ef corporetions in secordsnce with ability to pay
ealls for higher taxes on the profits of those corpors-
tions which have the higher retes of return.

(2) 7he corporation which hes been making high
returns in the bese pericd years s given a competitive
sdvantege over newly organized comcerns or conoerns whish
heve Leen struggling te establish themselves. The latter
typos are limited te s much smeller rate of return fres
of excess profits tax than are the former. The effect
is to confirm monopolies in thelr contrel and to protect
well established prosperous businesses ageinst competition.

(3) If we are to expeet all classes of soeclely,
including lsborers snd farmers, to accept the sacrifices
of the emergency period snd not to press for every possible
dollar of sdvantage, they must be evamvimcedthst sserifices
sre being dlstributed secording to abllity and that no one
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is meking unreasenably large prefits. The preveantion
of inflation is thus to & considerable extent dependent
on the imposition end enforcement of & true excess

mﬂu tax.
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