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Lugust 25, 1943
Chairman Ecules Controlling the Inflation

¥r. Musgrave of Capltal Values

The prevention of an undue inflation of capital velues during
the war and in the lmmediste postewar period is an important part of the
stabiliretion program. Although capital wvalues have not risen excessively
as yet, potentlal dangers of inflation are increasing and effective controls
should bo establishad. The policy to be epplied must be ocomprehaneive,
that 13, furnish s oontrol over all ecurces of caplital infletion. It must
alsoc be selective 80 as to discouraze drestically transactions of a specula-
tive nature with minimum interference with legitimate purcheses. To
achieve these objectives it may be necessary, eventually, to apply various
types of controls., 3ut, es a first step, these objectives are served best
by a heavy tax upon profits derived from the resale of property purchased
during the remeinder of the war and in the immedinte postewar period, the
rate to be the heavier the shorter the pericd of holding. These trans-
aotions would be subject to the spscial wartime tax on ospital profits
and exempt from the reguler capitel gains tax.

1t is urged, for the following resasons, that a heavy tax of this
type be imposed first and oredit controls be applied later:

1. An expansion of oredit is by no means the only source from
which a speculative increase in ocapital velues might be
ganerated, Due to extensive reliance on borrowing from
comrercial banks, the financing of our war effort has led
to an enormous increase in the amount of money held by the
public. Deposits and currency in the hands of the publie
now sxount to over §110 billion, and should the war continue
for two years, may well rise to approximately %170 billien
by the middle of 1945. The potentiel sources of demand
appear even greater if we allow for the fact that certain
savings, partioularly those invested in savings bonds sold
on & voluntary basis, are highly liquid and may be readily
trangformed into cash. Should the holders of thess balances
(individusls and oorporations) deoide to purchase capital
_assets as Inflation hedges, & drastic 34}

"values might reeult even though oredit were expanded Tittle.

Certain aspects of an inflation in capital values
financed by oredit ~~ such s the diffioulties resulting
from inability to meet debt payments ~- would not be present
with respect to an infletion financed by cash purchases. How-
ever, the maladjuetments in the postewar esonomy due to dige
torted ocapltal values would be most serious in either osmse,
A polioy must therefore be designed by whioh both sources of
inflation may be controlled. A tax on profits from resale of
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properties would epply comprehensively to all purchases

However finenoed, whereas & tightening of credit would pro-
vide no oheck whatever 0 speculative purchases rade on &
cash basis. Credit controls, for this reason, will be in-
effgotive unless applied ageinat the background of e broader
measure oovering all types of purcheses.

Although there ms beon some increase in capital values, credit
hgs contracted in most areas and expanded but slightly 4in
others. In short, thero are no signs to date of credit ine
fletion for purposes of speculation in capital values.

és In the field of farm real estate the increase in values
has been most pronvuncsd and, in some regions, has pgiven
indication of a-possible future boom in land values. Yet,
farn mortgage dobt has declined by 4350 million in 1942,
It rnow stunds at 26,350 »iilion, that is, 31 billion below
$ts 1935-1939 lavel or 34,1400 million belur its pesk in
1922, The recent decline is the net result of two
op:osite tendencies, the demand for new mortgages which
is more than offset by the willingness of farmers to
apply thelir inereased incomes to debt reduction, While
there is some indication that the average size of new
nmortzapes is inoreesing relative to the value of the morte
gage property and that totel indebtedness in certain areas
showed a pronounced increase, it is evident that the
behaviour of farm oredit «8 a whole stands in drastic
contrast to its spectacular increase during ¥orld War I,

be. Although the present level of common stook prices is 50
per cent avove that of 1942, i¥ Ig still below the 1939
levels In view of corporate caranings {efter taz) present
prices are far from too high. The oxpansion in oredit has
been similarly moderate. Although customer debit halances
with members of the How York Stock Exchange have risen 50
per cent above their 1942 low, they have not yet recovered
their 1939 level. Present balances srs slightly more than
one~half those of 1557. ‘he incressge in brokers! loans
has besen similarly noderate particularly if the incrsase
in requirements for Treasury fimaneinp is allowed for.

¢. Non-farm real estate values have risen sharply in some
localities where war scetivity is concentrated but have
changed little in others. During 1942 the increase in
war housing was rsflected in incressed mortgages but has
slowed down now while repayment of mortpgepes is inoreasing.
As & result total mortgages ocutstanding are likely to de=
cline for 1943.
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3» It would be unnocessary and undesirable to apply controls
whioh would hamper the accommodation of legitimate credit’
noeds. Thore are oertuin transsotions to whieh there is no
objeotion on grounds of econuoxic pelioy such &s purchases of
farms by tenants, or by other cperator-owners, sales oconnected
with the liquidation of cetates, sales of resl estate due to
ohenges in locality of cocupation, and so forth.

Also it would be mistuken to label all increases in
capital values as "inflation®, Unlees we are to loose the
peace btragleally ws must sucoeod, in the postewar period, to
naintalin ngtlonal incore at a lovel not altogether out of
line with the enormous productive capacity shown by our
enonozy during the ware And 4f nutionsl Income is maintained
at a level of, say, £130 dillion, it is only sound that the
corregpending inorease in the ourning power of cupital assets
ghould be reflected in a level of capital values distinotly
above thot to which we have been acoustored at & level of
natioma) income of, say 270 billion. This is the more so
gince long term interest rates may ba expeoted to contlnue at
& low lovel, Viewed azainct this background the increase ia
capital values recorded so far does not sesm alarmings The
task rhead of us is not so much to ocurtail any and all ine
ocroagas in capital values whatever. Thattask ie to ocurtail
speculative incronges that ie increasos which roflest a
merely tumporary wartime additlon to earning power and not
the rore permanent lovel of highor earnings that will prevail
in the post.war soonony.

Controle must, therefore, be selsctive, A tax of the
propoged typs will drasticslly discourage speculetiveppure
chases mads Wiih the intent of resale after & roletively
short poriod, i1b snould have 1ittle efIfect upon cther Lypes
of purchases rede by bona fide investors who plan on oone
tinued holding of thelr agsets, Credit controls, to be sure,
pormit some selectivity -« if farm crodit were restrioted,
Por instance, purchesos of farm proporties by tenants could
be exempt -- but to & much lesssr dezree.

The speclal wartine tax on geins derived from the resale of
oapital ssgets should be distinot fron the capitel feins tex now in
force. It should apply to the resale of orplital assets purchesed from
the date on whioch ths tax is introduced %o Congress until sone time
after the war i3 ended., Transactions subjeol to the speaial tax should
be exexpt from ths espital gains tax now in force. The tax on profits
derived fron resele should be steep. For instance, if the property has
been held for & short period only, the rate might be GO per cent and
then tapar off to a lovel of sny, 50 per cent for holdings beyond, say,
ton yesars, Detaliled provisions regarding the rete schedule and the
poriod of holding to whioh the schedule applies remin to be worked ocuta
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