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July 19, 19L6.

Dear Captain Clifford:

In acoordance with your suggestion following the
meeting in the Cabinet Room last week, I have prepared an
informal memorandum cutlining my own general opinion on
what can most appropriately be done now to deal with the
inflation problem. A8 you know, I feel that whatever the
future of OPA may be, it cennot do the job and the only
alternative is to present a most vigorous fiscal program
coupled with economy and deferment of all needless ex-
penditures, public and private. I am fully eware that
Congress will be cold to any tax plen, but if the President
should put it up to the Congress, I feel confident that the
leadership would be universally approved end the responsi-
bility for feilure to act would not be on his shoulders.

Anyway, I have outlined this general viewpoint
in the informal memorandum whioh you suggested I send di-
reotly to you. Aoccordingly, enclosed is a brief note to
the President as well es the memorandum.

Sincerely yours,

M. S. Beeles,
Chalrman.

Captein Clark M. Clifford,
The White House.

Enclosures

ET:b
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July 19, 19L6.

Ky dear Mr. President:

It was suggested, followlng e conference in
the Cebinet Room lest week among your advisers who are
particularly concerned with the inflation problem,
that I prepare an informsl memorandum outlining in a
general way the views I expressed at that time.

Aocordingly, I have wentured to do so and I
enclose & momorandum for whatever ald it may possibly
be to you in dealing with this most pressing and diffi-
ocult problem.

Reapectfully yours,

M. 3. Eccles,

Chal reman.

The President,
The White House.

Buclosure

ET:b
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As a result of the war, the country is confronted with an
inflatiomry danger which could have very grave consequences, War
finance, chiefly because of heavy reliance on borrowing from the
tanking system, expanded public holdings of liquid sssets from about
75 billions in the middle of 1941 to more than 220 billions by the
end of 19;5, At the same time a huge volume of baoklog demend mo-
awnlated, Inflation was awoided during the war years only beocause
the econtmy was hamessed in & system of direet controls, Sinoe the
war, the presswes of demnd have inorsased still rw‘ahtr; Consumer
incomes after taxes are above the wartime peak and the rate of savings
has fallen sharply, Corporations are in a highly liquid positien and
large, smply finanoed fareign demands competes with domestic duying,
At the saws time, dirsct alloocations, bullding permits, wage axd
price controls, and rationing have bsen abandoned or greatly weakened,
No adequate flseal adjustments dave been made to compensate far the
impairment of direct controls, As s result, inflation presswres have
beens rising axd prise eontrols lmve becoms inereasingly wmequal to the
task of holding the line,

Conditions lave thus been oreated under which no price
cortrol measure, much less & weskened bill, can now be expested to
fumtion effestively, Direct controls, enumerated above, whioh are
necessary to reinforoe price controls eamot be effectively reestab-
1ished, The months of weertainty preseding the current leglslation, the
long delay by Congress in getting the bill emcted, and the drastio
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outting of appropriations to administer such controls s might be ex-
tended, all compound the difficulties o continuing effective prioe
controls, Unworkable price controls would be worme than none,
Produoction is the ultimte answer to the inflation problem,
That takea time, It is imperative meenwhile that ways be found to
cheak the excessive damand, Since effective direot controls cannot
be reestablished, other means must be found for dealing with the
problem, The three most important are:
(1) Reduction of public expenditures and
raising of taxes to achieve as large a Federal budget
surplus as possible;
{(2) Elimination of unnecessary expenditures,
private, state, and local;
(3) Cuwrtailment of oredit and disposal of
Govermment swplus,
FISCAL POLICY
During t he deflation of the 'thirties, fisocal policy re-
quired a buldget deficit, putting more purchasing power into the soonomy
through public expenditwres than was taken out through taxation, How,
under reversed conditlions of inflation pressure, & budget poliocy is
oalled for which will take more purchasing power out of the eoconomy
through texation than is returned through public expenditures, A
fisoal policy which brings about a substantisl budget surplus is by
far the most effective means left at our dlsposal to meet inflation
pressures, Unless the Goverhment sets the example in greatly reducing
its expenditwres and inoreasing its savings, the people cannot be

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER

-3

expected to follow the Covernment's admonitlion to postpone their pur-
chases and to maintain their savings,

(1) Redustion of Expenditures, The expenditure outleek in

the budget has deteriorsted during recent menths, Expenditures far the
fisoal year 197 are now estimted at a little over L0 dillion dollars,
without allommnos for the terminel leave b1ll, This is an inorenss of
5 billion over the January budget estimate, Nsarly one-half of the
budget is for mtional defense expenditures whish have continued at

a very hizh level, despite the faot that the war ended nearly a year
age, that large supplies of every kind were left after V-J Day, snd
that the armed foroces have been reduced te sabout 20 per cent of their
wartime strength, ILarge sums are still being spent far construetioen
that ocould bs postponed and further supplies vwhioh are not wgently
needesd, Soarce material and labor are thus being diverted from
scutely pressing oivilian needs, To remedy this situation, all pro-
ocuremsnt and construotion setivities under the natiomal defense pro-
gram should be soreened, All those which are not of an immediately
urgent oharaacter should be postponed, 7o this end, it is recommended
that a committee be appointed, to include prominent representatives

of sivilian groups, and that this committee be instructsd to reoon-
mend reductions or deferments of national defense expenditwres,
aggregating not less than 5 billion dollars, These expenditures

should be deferred for the reminder of the ocurrent fisoal year or

wntil dangerous inflation pressures no longer exist,
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While it is evident that major budgetary savings will have
to come in the defense program, other non-urgent Faderal expenditures
should also be deferred or reduced, especially thoss on publie works,

Ths terminmal leave bill if framed to provide for oash pay-
ments will be highly inflatiomry, BEvery effort should be made to
provide for payment at such time when deflatiomary pressures are
developing, This will help to stabilize the econcmy and will be in
the interest of the veterans who will be able later on to obtaln more
and better goods for their money,

Public agencies, finelly, should defer for the time being
all food purchamses for relief purposes, I undsrstand that foods ocur-
rently purchased will not add to deliveries to foreign countries prior
to thelr harvest, Accordingly, temporary postponement of purchases
until more smple suppliss are awvailable in the American market would

not lmpair the relief program,
(2) Increase of Taxes, Tax reductions provided for in

last yearts legislation have produced e revenue loss of about 5 bil-
lion dollars, Had rates been mainteined and expenditures deen kept
within the limits of the Janumry budget sstimte, a budget surplus
possibly of 10 billion dollars could have been achieved for the our-
rent fisoal year, Instead, no surplus is in sight and a deficit is
in prospeet, To correct this situation, cwrtailment of expenditures
will net be enough, To provide additiomsl revenue, and particularly

a8 a moans of reducing pressures for higher prices and increased wages,
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the excess profite tax shoculd be reinstated. In addition, texation
of capital geins should be tightensd,

(a) Excess Profits Tax. It is now being widely

recognized that repeal of the excess profits tax was pre-
mature, The repeal came at & time when it was expscted
that other controls would be centinued and when there

was widespread fear of impending unemployment and defla-
tion, Since these assumptions have proved to be unfounded
and present conditlons are entirely different from what
was expsoted, there 1ls every reason for restoring the tax.
The annual rate of corporation profits before tax may in
the course of this year reach the wartime peak, which would
leave mrofits after tax greatly in excess of the wartime
high, As reconversion is completed and as prices continue
to rise, profits will inoresse gemerally., Since they are
sssentially wartime profits, they should be subjeot to ex=
cess profits taxation, Based on inflation prices, they
are paid for by the public for whose benefit they should
bs recaptured through the budget amd used for debt reduc~
tion, The exoess profits tax would not only asslst in
creating a buigetary surplus but it would exert a power-
ful influence in discouraging excessive priecing by cor-
porstions, and in helping to reduce industrial unrest and

demands for increased wages during the inflatiowry period,
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{b) Capital Gains Tamation. The present tax

treatment of capital gaina, under the individusl income
tax, encoursges spsculation, Ceins from sasets held for
only & months are treated as if they were long-term pgains,
They are texmed at a preferential rate of 25 per cent in-
stead of at the much higher surtax reates applioable to
agthar inoorme, The spsoulation thus engendered is es-
pecially harmfual in driving up the prices of homes and
farms which are at highly inflated levels, Accordingly,
it is proposed that long-temm gains, taxed st the prefer=
ential rate, be redefined to mean gains from the sal« of
asssts held for two years or more, The new provision
should be wede applicable to gains from the sale of as~
ssts purchased after July 1, 1515, This would diseour=
age speculative purchases for the short-term and would
thus reduce demand, As the new provision would not apply
to ausgets acquired prior %o this date it would not reduse

supply.

If inflation pressurss continue to ineoreass after curtail-

mort of buiget expenditures and application of these tax measures,

an incresse in exeise and persomal income tax rates should be con-

sidered, In making thess tax recommendations, I reocognize that

there is little likmlihood of Congress secepting them at this tine,

but it is the responsibility of the Administration to recommend

what is needed,
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ELIMIHATION OF UNNECESSARY EXPENDITURES
Having shomn the way by carrying out & drastic retrenchment
of its own expenditure program, the Federal Government should appesl
to all other spending wmits--States and loocalitiss, businesses, and

oonsumers-=to follow sult,

State and looal gowernments should be urged to postpone
all possible public works and construstion projecte until the ine
flationary danger hms passed, They should also be urged to mmintain
State and loosl taxes at a high level in order to bulld up a surplus
for a later period of need, After the necessary adjustments in the
Federal budget are made, the President misht ocall a sonference of
State Governors to promote cooperative astion,

Businesses rshould be called upon to defer oapital expendi-
tures wherever this is practiocable and to refrein rrom bullding up
unnosessary inventories, Non-residential construction should be
curtailed more vigorously and high-cost residential construction
should be deferred altogether, Only if construction expenditures
and capital formation ars thus curtailed will it be possible to
neet the wrgent needs for veterans end low-cost housing,

Finally, every appeal should bes made to consumers to
exarcise the greatest self-restraint in their purcheses, and not

%o follow prices up,
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CURTAILMENT OF CREDIT

Public agencies whilch extend credit directly, or gusmrantee
or regulate oredit, should be requested to do whatever they cen to
bring about eurtailment of eredit except as it nay be essential to
mintain or incrsaase production, At the same tie consumer oredit
controls should be maintained at full strength,

In addition, the situation would be further helped by
expediting as far as possible diasposal of surplus Government
property and inventories, This would not only help to rslieve
shortages but would also bring in revonue to the Government and

thus improve the buiget situwation,

RE S S S Y O e S

I am aware that the program herc proposed is drastioc and
diffioult to carry out, The alternative, howevor, :uy well be an
inflationary spiral which would undermine the basis for prosperity
at homs and the foundations we have lald for international reconstruc-

tion,

O P T Y o oA G e SR
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