THE SECRETARY OF THE TREASURY

0 i WASHINGTON

July 14, 1941

Dear Chairman Eccles:

I am sending you herew1t} g&(
strictest confidence, a copy of a 3

of memorandum for the President.

I would appreciate it very much
if you would studv this draft and meet
with me at my office at 8:30 tomorrow morn-

ing prepared to give me the benefit of your
suggestions and crltlclsms.

Yours sincerely,
: iy

Lion., llarriner S. Eccles,
Chairman, Board of Governors,
federal Reserve System,
washington, U. C.
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MEMORANDUM #OR THE PRESIDENT

1. Ihe Present FPrice Jituation

Since the beginning of the war, September, 1939, whole-
sale prices have risen about 16 percent, of which rise the
greater part has occurred durlng the past five months.

The cost of living index has increased 5-1/2 percent
since the beginning of the war.

The index of 28 basic commodities has inecreased 48 pere
cent esince the beginning of the waé; This latter consti-
tutes & danger signal of inflation which must not be ignored.
The wholesale price index always lags greatly behind the
index of basic commodities, while the cost of living index
does not show anything like the full effects of inflation
until long after the seeds of inflation have taken deep root.

The pattern of price rises summarized sbove roughly
resembles the price movements during the first two years
of World War I -- little rise in the cost of living, a -
moderate rise in the wholesale price index, and & sharp
rise in basic commodities. Apparently we are at the same
point in price history as in 1916 -- on the edge of in-
flation.

The forcee making for further price rise are both

potent and perslistent:
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(1) Estimated Defense spending during the
fiseal year 1942 will be two and a half times as
much ag in the fiscal year 1941, exclusive of any
extension of the Defense Prograz sinee June 1,

(2) More important in its bearing on the
danger of inflation than the figures for expendi-
tures of the coming year are the estimates of
deficlit spending. The net defielt for the ficsecal
year 1942, as estimated by the Director of the
Budget, will be $12.8 billions, compared with
$5.1 billions for the previcus fiseal year. This
acsunes the present tax structure. If the present
tax bill is passed by Congress, the deficit will
be reduced by $2-1/2 billions, (the revenue yleld
in fiscal year 1942 of the $34 billion tax bill)
but 4t will still be over §10 billion, This deficit
does not take account, moreover, of the new defense
appropriation estimstes just submitted by the President,
and vhatever is expended on account of these
estimstes during fiseal 1982 will be added to the
defieit.

(3) During the past year the inflatiomary
force of the Federal deficit has been supplemented
by an expsnsion of bank credit. Total loams of gll
member banks expanded by an estimated $2.8 billions,
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or by 20 percent during the fiscal year 1941. fhia
rise, moreover, has been pr&o»ding at an acceler-
ated pace -- 33 percent of the total estimated in-
crease taking place during the final guarter.
(4) To the fiscsl and monetary factors likely
to cause price increases during the next fiscal year,
the physical factors of reduced shipping space and
other diffioulties in the way of importe should be added.
Though there are factors to check inflationary trends,
such as some surplus stocks of agriocultural commodities, un-

employed labor resources, and partially employed production

facilities, most of these faotors were present in the fiscal

year 1941 in greater degree and yet 414 not serve to rosga;ia
price rises even though the forces making for price rises were
then much weeker. It would, therefore, be unwise to count on
these to any important extent.

Important governmental steps have already biin taken or
are being t aken to check inflation. |

Every effort has been and is b eing made to limit price
rises through voluntary cooperation with OPACS. These meas-
ures to restrain price rises though they have unquestionably
been helpful are inadequate to meet the situation confronting
us. We have gone only a !!!ll.p"t of the way it will De
necessary to go. We must attack the problem on all fronts if
we are successfully to check inflation. ;
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We present below some specific tex comments. The prob-
lem cannot, however, be met by tax measures alone, but must
be attacked on & broad front by a variety of methode. In
addition to these tax proposals, we recommend supplementary
action along the fadllowing lines:

(1) OPACS must be given the power to fix prices
where necessary. Prioce fixing must be regarded as a supple-
ment to priorities and rationing. Without the power to impose
a ceiling on prices of commodities where necessary, the task of
restrioting price rises is made much more difficult. The mere
possession of such power tende to make the exeroclise of that
power unnecessary.

On the other hand, in the absence of an adequpte
fiscal program to mop up excess bu{ln"poy?F, the attempt to
prevent unwanted price inorease by—ftat-1s bound to break down
here, as it has elsewhere, when unacoompanied by these essential

supplementary methods.
(2)
military a vil needs. Increased output is in itself o

major objesctive of our defense program and the most effective

and desirable means of preventing inflation. There should be

further exploration of the possibilities of inducing expansion
of production facilities and labor supply where such response

could not be expeoted to occur automatically.
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{3) Extension of the present system of priorities
to include systematic rationing of searce suppliee to con-
sumers.

{4) Extemsion of the gemeral controls over bank
eredit.

'(5) Establishment of controls over the entire

field of consumer credit.
7
{6) Oreation of controls over cepital issues. |

(7) An extenslon of the Soeclal Security program
along lines by vhich greater coverage and mtﬂbutieu,\
would increase the inflow of funds from current income
during the emergency, and would not involve any substantial
increase in the present outflow,

(8) ’A reduction of none-essentisl Federal expendi-
tures and the Federsl lending and undervriting progran, 4
such as non-emergency housing expenditures and mortgage 9
guarantees, :

(9) Promotion of economy in State and local govern- |
mental expenditure and a curtallment of their borrowing for
non-emergency expenditures,

Even with substantial action along all of these lines it
seems probable to us that a substantial amount of undesirable
price inflation will occur in this fiscal year 1f our tax
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program is not carried farther than has as yet been proposed,
We, therefore, urge that the tax prograz nov under considera-

tion by Congress be reexamined in the light of the following
considerations.
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II. Comments on the Tax Bill

It is important that the yidld of the tax bill
shall not fall below ghe $3.5 billion level, 1In
fact, it is apparent from the size of the appropriations
and the pressures of consumer purchasing power on
prices that taxes even beyond this anonntivill have to
be raised not later than next yonr.‘

In formuleting the excise tax progream an important
consideration should be to divert the demand of pro-
ducers and consumers for scarce commodities which com-
pete with the defense program. Thus the tax on passenger
automobliles might well be made much higher than the
7 percent adopted by the Committee. The production of
palaengpr automobiles will undoubtedly have to be greatly
restricted, It would be extremely difficult to prevent
price rises on ears uold by some refiallere or the
setting up of uﬂ'bitok market® in new and slightly used
cars. It is probable that the excise tax will in large
part come out of windfall profits which otherwise would
be secured by profiteers in automoblles, rather than
being passed on in full in higher prices.

Automobiles are mentioned because they are perhaps
‘ho most important example. Other commodities which

may be in the same category should be examined to
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determine whether an excise should be imposed and if
80, whether it should be on the finsl product or on

a2 searce material entering into the product. Through
such taxes the denands for the most soarce commodities
and the large windfall profite which may be made by -
those evading price control would be reduced. ;

A basle revision of the excess profite tax plan
ie aleo very desirable. In some respects the excess
profits tax plan tentatively adopted by the Committee
is an improvement over the present erxcess profite tax.
The revenus will be muoh larger although %o a consider-
able extent this is due merely to higher rates. Some
of the larger defense industries with low rates of
return in the base years will ray excess profits tax,
whereas they sre now exempt.

However, the excess profits tax plan fails to
sorreet one fundamental weakness of the present law.
It exempts from the tax profits in execess of & reason-
able return on invested capital unless those profits
are aled in excess of the profite of the base periocd

years.
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Bubstantial numbers of compsnies make large
earninge. A gtudy by the Tressury Department shows
that one out of five profit-making corroratione with
assete of {1 million and over averaged more than 10
percent net income on their reported egquity cspltal
during the years 1935 to 193 and thst one out of
2% companies averaged more than 30 percent,

The manneyr in which the present lew and the
Committee's tentative plan exempt important smounte
of excese profite is shown in the following examples,

After paying sll texes en sutomobile company
mede during the base period years of 1936 through
1939 approximately 28 percent (on the basis of pub-
lished finanecial statementes, 28 the company has not
filed ite excess profits tex return.) Practically ell
(9% percent) of thie amount can be earned tax free
under the present lsw and under the Committee plan,
After dedueting a computed excess profits tax on the
1940 earninge above the base period averape the compeny,
despite the higher income taxes, will etill have left
approximately 24 pereent of its invested capital under
the present law and 21 percent under the Committee

propoeal,
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The tax returns of a manufseturer of tractors
with aporoximately $43 million of equity capital
indieate that after 2ll taxes it averaged soproxi-
mately 18 percent dﬁrmg 1936-1939, which amount
ccntinuee to be tax-free.

A company which hae praotiecally a monopoly on
one of the importent defense materisls hed earninges after
taxes during the base veriod years aversging aporoxi-
nately 19 percent of the 1940 invested eapital, which it
can contimte to earn tax-free.

A larges manufsetursr of beversges c¢nn continue to
earn free of tax over 25 percent of ite 1940 reported
equity canital.

Thue, large smounte of the kind of profite whiech
are commonly defined as excess profite end were taxed as
such under the 1918 Aot sre free from tax under the
present law and the Committee plan.

Fallure te tax such profite 12 unfortunate for
a number of reasonst

(1) The highly rroepercus, well sctablished
eornoration whieh hae been making 30, 40, 50 percent
or more on ite invested capital has a much larger ability
to pay taxee than a eorporation which has been earning
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enly 3, 4, or 5 percent on ite invested ca-itsl, even
though the dollar incomes of the twe companies are the
game, Texation of corpersticne in accordance with
ability to psy calle for higher taxes con the profits
of corporations in excess of reascnable average return,

(2) The corporation wiich haes been making high
returns in the baese pericd years ies given & competitive
edvantage over newly orgenized coneerns or concerns
which have been struggling te establish themselves.

The latter types are limiged to & much smaller tax-
free return then are the former., The effect is to
confirm monopolies in thelr contrel and to protect
well established prosperous businesses sgainst competi-
tion,

(3) If we are to expect all classes of soclety,
ineluding laborers and {armeres, to cocept the 2acrifices
of the emergency perlod and not to press for every
poesible dollar of advantage, they must be convinced
that sacrifices sre bsing distributed according to
ability and that no one ies making unressonably large
profite, The stabllity of our pricee and wages 1s thus
to 2 consglderable extent dependent on the imposition

and enforcenent of a true excees profite tax,
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