
THE SECRETARY OF THE TREASURY

WAS H I NGTO N

July 14, 1941

Dear Chairman Eccles:

I am sending you herewith... i
strictest confidence, a copy of a. drzit
of memorandum for the President. "

I would appreciate it very much
if you would study 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 criticisms.

lours sincerely,

hon. Marriner S. iiccles,
Chairman, Board of Governors,
Federal Reserve System,
Washington, D. C.
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/O.t THE FRESIPEKT

I. The Present Price

Since the beginning of the *rar# September, 1939, whole-

sale prices have risen about 16 cercent, of which rise the

greater part has occurred during the past five months.

The cost of living index has increased 5-1/2 percent

since the beginning of the war.

Tht index of 28 be ale cosa&o&itleg has increased kB, per-

cent since the beginning of the war. this latter consti-
A

tutes a danger signal of inflation which must not be ignored,

the wholesale price index always lags greatly behind the

index of basic commodities, «hile the cost of living index

dies not ehow anything like the full effects of inflation

until long after the seeds of inflation have taken deep root.

the tjattern of price rises summarized ebove roughly

reseables 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 a sharp

rise in basic commodities. Apparently we are at the

point in price history as in 1916 -« on the edge of in-

flation.

the forces making for further price rise are both

potent and persistent:
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(1) Estimated Defense spending during the

fiscal year 19*2 will be two and a half tines as

much as la the fiscal year 19*H, exclusive of any

extension of the Defense Program sines 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

defloit spending, fhe net deficit for the fiscal

year 19^2, as estimated by the Director of the

Budget, will be #12.6 billions, compared with

$5.1 billions for the previous fiscal year. This

assumes the present tax structure. If the present

tax bill Is passed by Congress, the deficit will

be reduced by 12-1/2 billions, (the revenue yield

in fiscal year 19^2 of the #3* billion tax bill)

but it will still be over $10 billion. This deficit

does not take account, moreover, of the new defense

appropriation estimates just submitted by the President,

and whatever Is expeaded on account of these

estimates during fiscal 19*& will be added to the

deficit.

(3) During Hie past year the inflationary

force of the federal deficit has been supplemented ;»

by an expansion of bank credit. Total loans of all

member banks expanded by m estimated $2.g billions,
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or by 20 percent during the fiscal year 19^1 • fhls

rite, moreover! has been proceeding at an acceler-

ated pace — 33 percent of the total estimated in-

crease taking place during the final quarter.

(K) To the fiscal and monetary factors likely

to cause price increases during the next fiscal year*

the physical factors of reduoed shipping space and

other difficulties in the way of imports should be added.

Though there are factors to check inflationary trends,

such as soae surplus stocks of agricultural commodities, un-

employed labor resources, and partially employed production

facilities, most of these factors ware present in the fiscal

year 19*H in greater 6.%gre9 and yet did not **rve to restrain

price rises even though the forces making for price rises were

then much weaker. It would, therefore, be unwise to count on

these to any important extent*

Important governmental steps have already been taken or

are being taken to cheek inflation.

Every effort has been and is belng 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 small part of the way It will be

necessary to go. We must attack the problem on all fronts if

we are successfully to check inflation.
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We preeent below some specific tax comments. The prob-

lem cannot, however, be met by tax measure a alone, but unset

be attacked on a broad front by a variety of methods. In

addition to these tax proposals, we recommend supplementary

action along the fallowing lines:

(1) OP ACS mint be given the power to fix prices

where necessary. Price fixing must be regarded as a supple-

ment to priorities and rationing. Without the power to Impose

a celling on prices of commodities where necessary, the task of

restricting price rises is made much more difficult. The mere

possession of such power tends to make the exercise of that

power unnecessary.

On the other hand, in the absence of an adequate

fiscal program to mop up excess buying power, the attempt to

unwanted price increasesbyHfftefr-is bound to break down
<lUL • »™

here, as it has elsewhere, when unaccompanied by these essential

supplementary methods.

(2) increase tfte supplies of goods required for

military and civilian needs. Increased output is in Itself a

major objective of our defense program and the most effective

and deeirable 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 expected to occur automatically.
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(3) Extension of the present system of priorities

to Include systematic rationing of scarce supplies to con-

sumers*

(k) Extension of the general controls or*r bank

credit.
1 (5) Establishment of controls orer the entire

field of consumer credit*

(6) Creation of controls over capital issues*

(7) An extension of the Social Security program

along lines by which greater coverage and contributions

would increase the Inflow of funds from current income

during tiie emergency ând would not involve any substantial

increase In the present outflow*

(S) A reduction of non-essential Federal expendi-

tures a«t the Federal leading and underwriting program,

such as non-ei&ergency housing expenditures and mortgage -,

guarantees*

(9) Promotion of economy la State and local gprern-

mental expenditure and a curtailment of their borrowing for

non-emergency expenditures*

Even with substantial action along a l l of these lines I t

teems probable to us that a substantial amount of undesirable

price inflation will occur in this f iscal year If our tax
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program Is sot carried farther than has as yet been proposed.

We, therefore* urge that the tax program now under considera-

tion by Coagress he reexanined in the light of the following

considerations.
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II. Commenta on the Tax Bill

It |i Important that the yldld of the tax bill

shall not fall below |he $3.5 billion level. In

fact, It la apparent from the eize of the appropriations

and the pressures of consumer purchasing power on

prices that taxes even beyond this amount will have to

be raised not later than next year,
.—1

In formulating the excise tax program an important

consideration should be to divert the demand of pro-

ducers and coneumere for scarce commodities which com*

pete with the defense program, thus the tax on passenger

automobiles might well be made much higher than the

7 percent adopted by the Committee. The production of

passenger automobiles will undoubtedly have to be greatly
0

restricted. It would be extremely difficult to prevent

price rises on cars sold by some regallers or the

setting up of a *black 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 automobiles, rather than

being passed on in full in higher prices.

Automobiles are mentioned because they are perhaps

e most important example. Other commodities which

may be in the same category should be examined to
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determine whether *tn exolfite should fee l*$osed and If

so, whether It should be on tha final pro&BOt or on

a soaree arterial entering info the produot. Tarough

such tmxts tht dtmmadi tor the ao^t «oaro«

mid th# larg# windfall profltft vhioh may b

thofi* eradlng prl0« eontrol would b» reducad.

A bpsie rurielon of the exctie profits tax plan

1« aleo rary dtalrmbla. In soa« ra»p<wte th© txoftss

profits tax plun taatativtly adopted by tha Comalttaa

Is an improvamtRt ovtr the presant «?o«ss profits tax*

Ths rsvtnits vlll ba saoh largsr although to a consider-

able extsnt this Is du« merely to higbur ratss. 8o»a

of tht largsr dsfenae Industrlss with low ratos of

return in the base years will pay exeess profits tax,

whereas they are now exempt*

However, the excess profits tax plan falls to

oorreet one fundamental weakness of the present law*

It exempts from the tax profits in excess of a reason*

able return on invested eapltal unless those profits

are also la excess of the profits of the base period

years*
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Substantial numbers of MBfftftitf »&*« lerge

earnings. A study by the Treasury Department shows

that one out of five [pFifi • sjafclig ©or porations with

a®§eta of |1 million and over averaged more than 10

percent net Income on their reported equity capital

during the years 1935 *• 193* *»A th#t on® out of

2£ eoispaniss averaged siore than 3^ p#r©ent.

Tht manner in which the present law &n& the

Committee*i tentative plan MsMBjtt Important amounts

of exctsa profits Is shown in the following examples.

After paying all taxes BT\ automobile oompany

made during the base period year® of 1936 through

1939 ®ppr0£lmat©ly 2B percent (on tht b&sle of pub*

llshed flnanclel etsteaiente, ®s the eospany has not

filed its excess profits tax return.) Practically all

(95 percent) of tfttl amount can be earnei tax free

under the present lsw ana. under the Committee plsa.

After deducting* a oo®puted excess profit© tair on the

19^0 earning© above the base period average the company,

despite the higher Income taxes, will still have left

approximately H percent of its invested capital under

the present law and 21 percent under the Committee

i f Pi Ml«
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The tax returns of a aamif*ettu>er of traetors

approximately $hj million of equity

indicate that after a l l t«re$ i t emtejfei

pMNKl during 193 -̂1939# vhleh

fttNMi to b# tax*frta«

A eoapany Khlĉ i has plaitItillJ i monopoly ©0

oat of thm Important dtf^ncit » t t t r ia l s h i ! tai'ulagi sf t t r

duriag th# bag© period years araragiiig anproxi-

19 p#r©«nt of the 19^ lRir#st#d eapit^l, % l̂ali It

continue to • « » |>P"ff ii

A lutrgs annof«.etttr«ir of tafftMgtt ê .® contimi© to

«Arn fr»« of tax OTtr ^5 P«r©®nt of i t* 19^0 reported

# l«rge flaMramt# of th# kind of profits

are mmmnly defined a^ tieoe®©- profits mn& vare taxed as

be 191S iet «re fre« fi?«a tax ra£er the

and. tlte Committee plan,

Pnllure to tax euoh nrofttn Is unfortunate for

a number of reasonst

(1) The highly nrocperotic, well established

©0Ft̂ oretlon whloh ha« been asking J0$ bo, §0 p*r©@nt

or sore on i t t invested o^pitml has a ffiucia larger ability

to pay taxes than a oorpor&tion wfeloh has been earning
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only 3, k$ or 5 percent on Its invested ca ital, even

though the doll&r incoi.es of the tsrc co&panlee &re the

scrae. Taxation of corporations In accordance with

ability to p©y calls for higher taxes on the profits

of corporations In excees of reasonable average return.

(?) The coroor&ticn vr..lcr» has been zs&kln*. high

returns In the beee period ytare Is giver* & competitive

ftdvAnt&ge over newly organized concerns or concerns

which have been etrugrlinj. to establish the&eelvea.

The letter %7P#i ere llatftii to a mucn sifialler t&x*

free return then art the former. The effect is to

confirm ajonopolles in their control and to protect

wall established prosperous businesses against competi-

tion.

(3) If m are to expeot all classes of society,

including laborers and farmers, to accept the sacrifices

of the e:?erganey perio i and not to press for every

possible dollar of advantage, they must be convinced

that sacrifices are being distributed according to

ability and that no one ie making urrreirsmH^i-^ large

proflte. The stability of our prices and wages le thus

to 1 considerable extent dependent on the Imposition

f>nd enforcement of a true excess profits tax.

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




