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Marriner Eccles, Chairman
Board of Govermors
Federal Reserve System
Washington, D. C.

Dear Mr. Ecoles:

The enclosure is a memorandum which I have sent this week to the
White House and to the other agencies montioned at the foot of the
summary. It isn't an "open letter™, and no other copies are going
out; though the attached memorandum to the Semate Finance Come
mittee is getting some circulation.

There's no use pretending that the anti-inflation battle is going
well. Even if wages and farm prices can be checked, wa'll soon be
in troudble on account of excess spending power. In fact, trying
to stop the food prices which are now uncontrolled will remove what
has been the safety valve, arnd if anything will make the pressure
harder to handle. Everybody knows that to work price control we
must back it up by really radical taxation. But unless the
Administration is put on record at this time as backing an adequate
tax program, we stand not only to take a defeat on the inflation
front but to teke it in such a way that the public won'!'t learn from
the experience. If a sufficient tax program is put forward and
wins, we ought to be able to hold the price line. If itts put
forward and loses, the Administration can say honestly that the
trouble with the inflation situation is failure to adopt a program
which it put forward. If the tax business is left to go its omm
way, however, the public will simply learn that something went
wrong somewhere in the government, which isn't a very valuable
lesson!

Very truly yours

id Albert Gail%rd Hart,



PLANNIKG-A¥D PRESENTING THE ANTI~-INFLATION- CAHPAIGN

Nemorandum to President P. De Roosevelt
~i{rom AYbert Gailord Hart,
Towa State College

SUIMARY

Introductions If labor Day is made the.occasion for fresh pronounce-
wents on wages and farm prices, the opportunity should be
gseiged to restate the entire enti-inflation programs ps le

What it Takes to Block Inflation, Success abroad ir blocking infla-
tIon rests upon the usé of very heavy taxes and of consumer
rationing to back up price controls In trying to oporate
price control without either of these supporte, we are bluff=
ing our wny through; and this can't carry us very far. ppe l=2e

Taxes and Retioninge The policy of limiting the scope of rationing
Implies heavier rather than lighter taxes than those used in
Briteins While there is some possibility of reducing tax loads
by very extensive rationing, or of limiting rationing by very
heavy taxes, the minimm level for both lines of anti-inflation
work is far above where we are now. pp. S&és

Rovenue }leedge As Secretary Morgenthau told the Semate Finance
Commnittee, we should do a&s well in covoring our war spending
by taxes as Britain and Canadae This implies about $1645
billion of texes besides those now in sight; other rules for
estimating tax yields give similar answerse ps 4.

Possible Rovenue Sourcese Sales Taxes are wuch over=rated and
cennot raise any large fraction of requircments. Profits
taxes cannot be used much more for anti-inflation purposes,
The great untapped source is personal incomesse. If we enacted
the Canndian systeom, for example, we could ranise 2 good deal
more than §10 billion beyond what is now in sight, and very
probably solve our problems ppe 566e

sory loans. Consideration should be given to following Cmmada
by puttin: part of such a tax levy on a postwar-refund basis
{(compulsory savings)e ppe G=Te

Public Presentetion-~The General Problems It is entirely feasible
to get the causes of infiation understood by the man=in-thee
street, The public's wishful superstition that price countrol
alone can block inflation must be combatted; this is whet makes
it essential to stress taxes simltanecusly with wage and farm
price policys The popular belief that it is healthy to "pay as
we go® for much of wgr spending can properly be appealed to--
if only to cemfort the middle~bracket peorle who hold it as
they face realistic taxese ppe 7=8e
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SUMMARY, concl.

Public Presentation~~Types of Taxess Wo mst convey to the public
the noed far eifective incomé taxes--meaning high rates on the
first few hundred dollars of income taxuble and ourrent collece
tion of taxes. Compulsory savings, if introduced must be
interpreted in terms of tho need to assure sach oitiren that
others are doing their share. The sales tax must be shown up
as iwpractical (which it is), and mot merely "unfair", pp8-10.

An Anti-Inflation General Staffs To get the necessary concerted and
contimious push behind an adequate antieinflation program takes
a standing sommittes representing goverrment agenocles like the
Treasury, Be Pe Ae and Qe We Is and preforably also the respondik
ble Congrassional Cormmittoes, This committee should be charged
both with framing the details of policy and with interpreting
it to the publiocs It should have & skeleton staff, praferably
directed by an economist attached to the Executive 0ffice of
the President. ppe 10=1l.

Formmlation of s Policys The general lines of policy, including the
amouncement of & push for a genuine war income tex, can well
be stated in the projected labor Day talk, whioh might also
announce formation of the cormittes proposed above. The
Comaittee should be charged with putting the program on a workw
ing basgis, and particularly with putting together guiokly an
adequate emergency tax bille pe 12.

Copies of this Memorandum Lo

Barold smith, Bureau of the Budget

Randolph Paul (in charge of tax bill) U. So Treasury
M¥arriner Eccles, Federal Reserve

Leon Henderson, Office of Price Administration
Elmer Davis, Office of War Information

Ho copios are being released in any forme
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TAXATION AND THE CONTROL OF INFLATION

Memorandum to the Committee on Finance, U. S. Senate

from Albert Gailord Hart
Towa State College

NOTE: For the convenience of the Committee, this memorandum is summarized
on this sheet and its separate sections are so arranged that they
can be read independently of each other.

A. REVENUE NEEDS CF 1942-43. (pp. 1-4)
Secretary Morgenthau suggests we should raise as large a provortion
of expenditures by taxes as Britain and Cancda; this would mean an
additional $15 billion of revenue. (p. 1)

Forelgn experience indicates blocking inflation takes both sweeving
retioning and taxes on this scale. (pp. 1-2)

Study of American experience (table, p. 3) confirms our need for at
laast $15 billion of revenue beyond present Revenue Bill, (pp. 2-3)

In view of uncertainty, we should be in a position to raise at least
$5 billion more if ‘needed; compulsory savings may be ineluded, in
limited amounts. (pp. 3-4)

B. TYPES OF TAXES TO BE RELIED UPON, {pp. 5-9)
Possible sources of funds are reducing civil exvenditures, salocs
toexes, profits taoxes, texes cnd compulsory savings bosed on person-
al incomes. (p. 5)

Moximum expectation from reduction of civil expenditures is $1.5
billion, (p. 5)

Sales taxes are not a practical solution for our needs because yields
are so small (c. $2.5 billion at a 5% rate) and effects on price
control bad. (pp. 5-7)

Profits texes are unlikely to help much against inflation because
there is little room to raise them and because dollar for dollar
they affect consumer spending but little, (p. 7)

Personal income taxes have enormous revenue possibilities (table
opposite p, 8) and should be our main reliance, (pp. 7-9)

C. TRANSITION TO A CURRELT BASIS FOR INCCME TAX COLLECTIONS: (pp. 10-12)
Mr., Beardsley Ruml's plan for skipping 1942 taxes and collecting 1943
taxes in 1943 is sound except for differential benefits to estates
of large taxpayers. For persons with surtzx net income above some
stated figure, 1942 taxes should be deferred for settlement with their
estates, %;;. 10-11) Administrative suggestions (pp. 11-12)

D. ELIMIVATING TAX EXEI®TION: (pp. 13-15)
The defense of tax exemption is the legitimate expectation of security-
holders, which does not extend to war taxes; the solution is to in-
clude such income at a fraction (60% suggested) of face velue.

E. PROFESSIONAL QUALIFICATIONS OF THE WRITER., (». 16)
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(a) 1,
TAXATION AND THE CONTROL OF INFLATION

Memorandum to the Cormittee on Finance,
U. S. Sensate

from Albert Gailord Hart
Iova State College

A, REVENUE NEEDS OF 1942~43

Secretary Morgenthau told your Committee on July 23, 1942 that "Can-
eda, . . in the fiscal yecr 1943, . . expects to raise about 55 percent
of its totsl government expenditures from taxes. The United Kingdom , , .
expects to raise 53 percent from taxes., In the United States, however,
including Federal; State,and local governments, only 37 percent of all
fiscal 1943 government expenditures would be financed by taxation on the
basis of the Revenue Bill now before you, ., . I do not see why we should
not do at least as well as Great Britain and Canada."

Allowing for the balanced budgets of state and local governments,
this standard would imply covering about 50% of federal expenditures by
taxation. ith expenditures estimated at $77 billion, this means more
than doubling the estimated $18 billion yield of present taxes., Since the
present so-called %6 billion revenue bill, allow1ng for delays in getting
taxes into operatlon, can scarcely yield over (4 billion by June 1943,
the Treasury's new view is that the bill is ebout %515 billion short, By
the rule of two-thirds coverase which the Treasury advoczted in 19431,
the deficiency would be $13 billion greater,

Fairness of the Cormparative Standard

While foreign experience is always instructive, it is generally un-
wise to try to anply it too literally., But in this case the comnarison
is unusually cloce. As the Syeretary pointed out to your Committee, the
proportion of national resources being used for war is fairly similar in
all the English-speaking countries for 1942-43., TFurtherrore, all three
countries are trying to fight the wer and block inflation without saerific-
ing democratic institutions,

Down to the present war, there was no instance of a major power fight-
ing a major modern ver without a serious inflation, In this war, howevsr,
several of the belligerents--notably Britain, Germany, and Cenada--have
broken this precedent, and we are trying to do so too, The methods of
Britain and Canada, being clezrly compatible with democracy, ere those we
are most interested in; but it should be remarked that German inflation
controls are in large part the same, The recive in Britein and Germany
is price-control supported by nearly universel consumer rationing and by
heavy taxes. In Czneda there has been much less use of rationing, but
taxes have been comparable to those in Britain, It should be added that
before the recent tax increase in Canada there was a small but ominous rise
in living costs from May to June and ajain from June to July, 1942, nec-
essitating uprerd wage ad3ustments under the Canadian wage-control plan,

As this development suggests, inflation controls without rationing are
alvays somevhst insecure,
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(a) 2,

Contrary to this foreign experience, the United Siates is for the
present trying to bluff its way through the inflation crisis with nrice
control alone., We are neither rationing any large mart of the goods con-
cumers buy nor levying sufficient taxes: where the British and Canadian
central govermments cover more than half their outlays by taxes, our fed-
eral government (allowing for the new tex bill) stands to cover less than
30%. If both rationing and heavy taxes are needed elserhere, how can we
hope to get by without either? Experience says we can't! So does the
Office of Price Administration in its official utterances, The weakness
of our rationing setup suggests we should go further in taxation than these
other countries, rather than lag behind, As a general indication of how
much revenue we need, the Treasury's comparison is very helpful,

Taxes and Excess Spending Power

The need of much heavier taxes is confirmed by examination of the
relation between consumer spending nower and prospective civilian supply
in the United States. The Office of Ppice Administration nuts out estimates
of the excess of spending pover in the neighborhood of #20 billion., While
the calculations behind these estimates are apparently somewhat crude, all
estimators using respectable methods come out with similar figures.,

The writer .of tihis memorandum has recently made a specizl study of
the excess of spending power, now in nress =t the Review of Economic Stat-
isticg, and scheduled to anpear before the end of August, The vriter tried
to resolve all doubtful decisions in cstimation in such a way as to under=~
state rather than exaggerate the excess of spending power, In the follow-
ing table, which sums up the results of the study, an estimate in which
figures tend toward the alarmist side is shown for comparison in the right-
hand column,

To remove the $11 billion of excess spending power presumably calls
for more than $11 billion of additional taxes; for additional taxes are al-
ways naid vartly with money which was destined to be saved rather than
spent, How much the needed taxes must exceed $11 billion will depend on
the type of tax levied and on how people react to taxation, But the fig-
ure of $15 billion beyond the existing revenue bill, obtained below by
applying the Treasury's comparaiive standird bescd on British and Canadian
practice, should not be wide of the mark,

v —

1. The present writer stated before the Tays and Means Commitiee on Marsh
18 (Heerings . . .on Revenue Revision of 1942, p. 704) that the situ-
ation called for at least $12 billion of additional revenue--perhans
as much as %20 billion--including the amount to be raised by the 1942
revenue bill., FExpenditure estimates then stood at about $60 billion
for 1942-243, but were in course of upwurd revision. The $12 billion
minimum figure, with the $12 billion in sight from existing texes, was
thus a proposal for somevhat less than 50% coverage of expenditures
from texes, In short, the writer's position of last Merch and Sec-
cretery Morgenthau's position now check very closely, The larger
tax figures suggested in this merorandum are adjusted to the higher
expenditure egtimates,
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(1) 3.
Table 1. Rough Estimetes of Excess of Consumer Spending Powar
over Supplics of Consumer Goods

(billions of dollars)
Calendar year 1941  Fiscal yr.42-43, Mar, )2

Estinmate In 1941 In Mecrch This writer's Alarmist
dollars 1942 dollars ecstimate estimate
1, Incore received by consumers $94.5 . $119 $125
2. Less personal taxcs 6.2 11 10
3. Disnosable income 88.3 95.9 108 115
4. Normal savings 10.4 11.3 14 16
5. Spending power 77.9 84.6 94 99
6. Consumer goods supplies:
a. Dureble goods 10.3 11.2 3 2
b. Nondurable goods & services 65.5 71,2 68 65
c. Total 75,8 82.4 7 67
7. Excess of spending vnower 2.1 2.2 23 32
8, Existing offsets--reduction of snending through:
a., 1942 revenue bill 0.0 0.0 2% 2
b, Added sociel security proposed
last January 0.0 0.0 YA 3
¢, Reduction in installment debt ee. 0.0 0.0 4 2%
4. Savings sbove "normal® 2.1 2.2 5 3
e. Total, approximately 2.1 2.2 12 8
9. Excess after all allowances 0.0 0.0 11 24,

Source: ITowa State College Study of War Finance. For dotails see A, Q. Hart,
"hat it Takes to Block Inflstion," Review of Economie Statistics,
Angust 1942,

Allowance for Fisegl Uncertainties

In the face of wartime uncertainties, nobody can hope to lay down a
specific figure for the needed revenue which will be finally correct.
We are uncertain how fast consumers! disvosable incomes will rise, how
ruch of those incomes consumers will voluntarily save, how fast and in
what directions consumer supplirs will shrink, and how fast and how far
consumer rzbioning will be extended., Accordingly we need a flexible sys-
tem under vhich revenue can be adjusted .in the light of experience,

Both foreign experience and American statistics indicate that taxes
in addition to those now contemplated should amount to about $15 billion
for 1942-43, a8 a minimum, It would not be at 211 swurprising if this
estimate turned out to be over-optimistic. The revenue system should there-
fore be so set up that collections should be increased by $5 billion or
more (annual rate) on -very short notice,

For the sake of holding down the public debt, it is desirable to
get revenues as high as possible., This is the reason why economists in
general do not seem to sunport Professor Fisher's scheme for exempting
savings from texation, The present writer would hold that war destroys
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(a) 4.

to match with consumer goods) but of much of nrivate saving(which we can't
afford to match with fine new houscs, factories to produce consumption
goods, railway equipment, etc.). Consequently it is desirsble to levy taxes
to cut heavily into savings: if our attempnis to cut spending power by
$11 billion also reduced saving by $10 billion, this would be good public
policy, But from the standpoint of inflation control as such the crucial
cuestion is spending and not saving., GConsequently compulsory savings-=-
i,e., refundable taxes, for which the taxpayer gels bonds repayable after
the war--may renlace plain taxes in a minimum anti-infletion progran to
some extent, It is urgent, however, to put compulsory savings chiefly on
low income brackets (so that they will consist of money otherwise spent,
not just require relabelling of funds which would be saved anyhow), and
to 1limit their total amount so that postwar release will not produce in-
flation then,
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(B) 5.

B. TIPES OF TAXES TO BE RELIED UPON

The upshot of the first section of this memorandum is that we need
for 1942-43--as Secretary Morgenthau has indicated--revenues equal to
about half the contemplated $77 billion of expenditures, Beyond the $18
billion in sight from present taxes and the $4 billion or so which the
Fevenue Bill as passed by the House of Representatives would raise in
19/2-43, this indicates a need of around $15 billion, of which part might
consist of comnulsory savings. The revenue syster should be so adapted
that revenue could be further increased on short notice by $5 billion
per annum o more,

Posgible Revenue Sources

Four types of revenue sources are widely mentioned:
(1) Reduction of civil exmenditure (eruivalent for inflation-control
purvoses to a tax of equal amount);

(2) Sales taxetion and further excises;
(3) Taxation of corporation profits;

(4) Taxation of personal incores and compulsory saving.

Of these, the first two are at best srall relative to the ragnitudes of
war finance, and possibilities under the thirdé head are largely exhausted,
The fourth should be our main reliance,

Reduction of Civil Expenditure

It is widely held thet economies of up to £2 billion over the budget
could be secured in federal civil expenditure withoul serious impairment
of essential services. The writer of this memorandum hes not had oppor-
tunity to survey the cuestion himself, and is not entitled to express a
vrofessional judgment, Bul it is safe to say that if genuine economy
prosvects amount to %2 billion the most we may hope to get within a measur-
eble period by volitical processes is $1 to 314 billion. This is enough
to be morth a great deal of effort; but it is smell in the perspective of
war finance, At best it would reduce revenue needs by a tenth,

Sales Taxation

Anong journalists it is poprular to pretend ti:t the chief fanlt of
the tax bill reporited by the Vays and Means Commitiee and pessed by the
House is its failure to include a general sales tax, The sales tax is
being held forth as a panacea against inflation, and the onposition to
a sales tax is being branded as merely sentimental,

A1l this is bosh, If the objections to a sales tax as the means
of war finance were merely sentimental, the MNazis certainly would have
preferred extending sales taxation to their actual policy of war incone
texes far sbove our level, The Canadians would heve raised their pre-
war sales tax rate, instead of letting that rate stand and werely extend-
ing coverage somewhat, The English would have made their "surchase tax!

bite deep into rass consurption, (For 1942-43 it is expected to raise
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(B) 6.

80 million pounds--less than one-{welfth as much as the income tax and
surtex,) The reason that sales tax is not the heart and soul of the war
revenue system in each of these countries is not sentimental but practical,

In herd-boiled terms, the practicel difficulties with sales texa-
tion are as follows:

(1) More than any other tax--unless a tax without any exemntions
levied on payrolls--a sales tax creates difficulties for wage
control, It enters into living costs, and under the Jar Lebor
Boerd's formula is therefore ground for a wege increase,

(2) The base of a sales tax is the flow of goods to consumers,
This base necesscrily shrinks in wartime, so that sales taxes
become less and less effective., (The opposite is true for
income taxes, which are bzsed on money incomes,) Canada ex~
pects a decrease of sales tax revenue in 19/.2-43 on account
of this shrinkage of base.

(3) A sales tax levied above the retail level mixes bedly vith the
enforcement of price ceilings, Retailers vill refuse to item-
ize to their customers a tax which is based on the wholesale
orices of all goods purchased, To meke separate adjustments
in all orice ceilings to help retailers shift the tex to con-
sumers would m-:an an intolerable overload of extra work for
OPA, On account of the widely varying spreads of rctailers, a
blanket adjustment of retail ceilings would create huge wind-
fall geins snd losses for retailers, If no adjustment were
made at retail, the purnose of the tax would be frustrated--
it would fall upon nrofits instead of consumer spending power,
and would become only a messy way of collecting nart of the
present excess profits tax revenue,

(4) If levied st retail to evoid these difficulties, the salss tax
would be & big administrative problem, WYith the same effort in
~laming end administration, imch more could be addod to income
tax revenue,

Besides these arguments against the sales tax, there is alweys the tradi-
tional argument that sales taxes are heaviest for people with small in-
comes and lerge families, while it is vweople with large incomes and small
fanilies who are best able to pay taxes., This argument may be entimental;
but it is none the less correct, and the heovier sales taxes we consider
the more important it grows,

It is well known that both the Treasury and the staff of the Joint
Commnittee on I,ternel Revenue Taxzation estimate the yield of a retail
sales tex in this country at the present time et about $500 million per
point of tax~-~$2.5 billion for a 5% levy. Nobody responsible hes come
forward, so fer as the writer knows, with proposals for an effective rate
noticeably higher than this, allowing for the fzct thet 1% at the manu-
facturer's level is roughly emuivalent to 0,5% at retail,
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(B) 7.

4 yield of this magnitude scarcely makes a dent in the nroblem, If
one seriously believed that the Treasury's. original reouest for 7.5 bil-
lion was. just the right size, of course, a contribution of $2 or 32.5
billion might look like the solution of the problem. But. by the Treasury's
own stand.rds, the revenue bill as it now stands is not $2 billion but
$15 billion too small, Take away $2 or $2.5 billion from this, and we
still need $12,5 or.$13 billion of further.revenue. Even with the most
ontlmlstlc ellowances for civil ecodomies, a sales tux could not reduce
the need for extra revenue below $11 billion above the present bill,
Another billion might be raised by further excise levies, But a $10 bil-
lion problem is much the same as a $15 billion nroblem--either one cells
for drastic action on the income tax front,

Profits Taxcs

Taxation of profits is one of the most technicel fields of publie
finance, and the writer of this memorandum does not profess to understad
all of its ins and outs., But on the surface of things it is plain that
not much can be done te stem inflation by raising taxes on corporate oro-
fits to higher levels, The reasons:

(1) British 2nd Canadian experience suggesits that to preserve in-
centives for economical operation the maximum excess profits
rate should not much exceed 80%--though more may be collected
as compulsory saving, subject to postwar refund, as in Canada,

(2) Fedpral Reserve statistics on corpmoraie profits show that the

1942 tex rates now forecast, combined with efforts to rewrite

war contrects where costs fall, heve pulled corvorete nrofits
below 1941 levels in neerly all fields, '

(3) A further rise in corporate profits is not likely unless zs in
World Yer I we heve a substantial orice boom with wages lagging
behind~-~thet is, unless the anti-inflation campaign collapses.
Pregent price-conirol and wage policy is unfavoreble te rising
nrofits,

(4) Doller for dollar, taxes on corpcrate profits are ineffective
in reducing consumer spending. These taxes fall largely on
undistributed profits, Even when they affect distributions,
they still fall 1arge1y on consumers' savings rather than on
consurption snending,

If more revenue from this source can be found, it should be regarded chiefly
as a way for checking the growth of the nostﬁar nublie debt problem, not
for reducing consumer apendlnv power, The size of the svending-power prob-
lem cannot be much affected.

Personal Income Texes

Contrary to a sedulously cultivatecd popular belief, the vossibilities
of personal income tax are not exhausted. On the contrery, they have barely
been tapped. An easy way to verify this is to calculete the additional
revenue which could be raised by applying the new Canadiesn income-tex-end-
comuulsory-sav1ngs system to the United States, An estimete of this sort
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Table 2. Estimated Revenue Yield of Present Canadian Income Levies Compared with Actual
and Proposed United States Rates, Assuming Income Payments of $110 Billion*

(millions of dollars)

*d s3t1soddg

‘g (g

Income Range of Incomes included Canadian levies U, 5. Taxes
group Femilies Single Normal Un- Total Compul- Total 1941 1942 Treasury
Psrsons plus earned tox sary levy Revenue Revenue Proposal
graduva-  income proper saving Act Bill as of spring
ted tax  bax passed 1942
jy/ fy/ ly/ by house

A $0- 2,125 $0- 850 69 0 69 68 137 0 0] 0

B 2,125~ 4,260 850~ 1,7C0 1,453 0 1,453 1,383 2,841 113 568 675

e 4,250~ 8,500 1,700- 3,400 2,828 45 2,884 1,781 4,665 702 1,670 1,873

D 8,500~ 17,000 3,400~ 6,800 2,189 62 2,251 742 2,993 657 1,218 1,436

E 17,000~ 42,500 6,800~17,000 2,449 87 2,536 369 2,805 1,018 1,481 1,694

F 42,500-170,000 17,000~€8,000 2,870 113 2,783 103 2,886 1,615 2,026 2,275

G 170,000 upward 68,000 upwerd 1,566 69 1,635 9 1,644 1,163 1,399 1,608

A1l groups combined 13,234 377 13,611 4,460 18,071 5,266 8,362 '9,561

Source: Iowa State College Study of Wer Finance.

* Calculated by-H. P. Greenirood and A, G. Hart by computing liabilities of average taxpayer in each
of the 28 income brackets shown in C. G. Hildroth, Estimation of Income Tax Reverue and Incidence,
(Research Bulletin 300, Iowa State College, Ames, Iowa, April 1942), Teble 5, and multiplying by
the number of taxpayers shown in each bracket, Families and single persons are treated separately
in computetion,

a, "Income" includes non-cash items, Corrceted to "net income" for tox calculations by subtracting

non~cash income, assumed underctatement, and deductions (including state taxes).

b. 4% on interest and dividends, One~helf excess of net income over #3000 is assumed to consist of

such itums,
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(B8) 8.

The estimates of the Table assume a total consumer income of $110
billion (ebout that forecast for calendar 1942), and allow for a consider-
able amount of understatement of income on tax returns, On the whole they
prohebly underestimate substantially the yield of the taxes analyzed., They
show & yield of $5.3 billion from the 1941 rate and exemption system, com-
pared with vhich the income tax structure embodied in the House bill of
1942 would yield $8.4 billion--a gain of $3.1 billion or 59%, DBut Can-
adian rates would yield $13,6 billion--a gain of $8,3 billion, or 159%.

In addition, the Canadion system would raise $4.5 billion from compulsory
savings, putting the totzl receipts $12.8 billion, or 243% above the 1941
rates, The totel gain of receipts above those to be eimected from House
rates is about $9,7 billion. This in itself is cnough to make a major
contribution to the $15 billion needed,

The secrct of the greater yield under the Canadian system of rates
and exemptions is chiefly the substantisl rate applied to the first few
hundred dollars of taxable income, The lowest tax rate (including com-
pulsory savings) in the new Canadian system is 37%, as compared with 13%
under the House bill (the rate which applies to the amount of earned in-
core credit), Furthermore, the Canadian rates rise 3 or 4% for each $500
of net income ne:ur the bottom of the tax scale, instead of for each $2000
ag in the House bill, In consequence much of the revenue gain is in the
low-middle income brackets which include what Time calls the "new rich,"
Of the $9,7 billion excess of the Canadian levy over the House levy, as
may be seen from the first few lines of the table, $2.4 billion is below
the $4,250 family income level, end another $3,1 billion between $4,250
and $8,500, This is where consumer svending can be most effectively cut
by taxation.

Additional Sources_of Galns under Income Tax

The figures just given do not fully cover the revenue vnossibilities
of income tax, To begin with, the Treasury's proposals for closing tex
loopholes remain; and with heavier tax rates they would be much more pro-
ductive than the Tressury now estimc-tes, They should yield at least $1
billion, In the sccond place, the estimetes make allowance for a good
deal of income understatement. 24s e go over to collecting income taxes
at the source, understatcment will be auntomaticelly reduced anong recip-
ients of salaries end wages, This antomatic irprovement in the propor-
tion of texable income reported is capable of yielding 52 or $3 billion
in revenue, though =recise estimotes for obvious rewsons would be hard
to formulate, A further improvement can be achieved by a systematic
effort to get Tull reporting of income from farmers, merchents, and other
self-emnloyed persong, wmeny of whom in the past have feailed to file re-
turns or to revort their incomes fully. Such a cazmpaign should include:

(1) A campaign of publicity to acquaint texpayers with their obli-
gations, and provision of a staff (possibly largely volunteer)
to help texpeyers make out returms, As regards fermers, the
Agricultural Extension Service could be of great assistance,

(2) Simplification of the taxpayer's problems by offering him op-
portunity to use an alternciive tax form (like the wage-earner's
1040A) making blanket allowances for deductions,
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(3) Announcement in advance of a policy of sampling texpayers' re-
turns for accuracy and completeness and carrying the check far-
ther in areas where the sample discloses many irregularities.

(4) Use of information-at-the-source (for example records of ele-
vators, creameries, livestock buyers, and AAA representatives
in the case of farmers; use of sales tax returns in the case
of merchants) to reduce temptations to understate.

Another source of further revenue would be to include in the tax base
non-cash income--the rental value of homes occupied by their owners, and
of farm hores rented by tenant farmers along vith the acreage, plus the
cash value of home-grown food eaten by farmers.

A resolute efforf to meke the most of income tax, using patriotic
incentives and offering the taxpayer more advice and supervision, tapping
all types of income, and applying a rate and exemption structure like
the Canadian, could raise a good deal more than $15 billion in excess of
the revenues now on tap or in prospect.

Current Collection

To get the full anti-inflationary value from our taxes, to help the
taxpayer meet his obligations, and to simplify administretion we must get
personal income tax collections on a current basis, as Canada is doing,
Several means of doing so--having a good deal in common with the pertial
current collection system embodied in the House bill and with the fuller
system now being put into operation in Canada--were sketched in two mem-
oranda submitted to your Cowmmittee a yeer ago by Dr. Walter Heller and
the writer. As a method of transition to prompt collection, the scheme
of Mr, Beardsley Ruml (discussed in the next section of this memorandum)
is reasonably satisfactory,
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C. TRAKSITION TO A CURRENT BASIS FOR INCOME TAX COLLECTIONS

The opinion of American tax experts and the example of Canada both
point to the advisability of getting over to a current basis of collec-
tions on personal income tax--i,e., collecting taxes at the time when the
taxpayer receives the taxed income, The 1942 Revenue Bill as passed by
the House of Representatives provides for a step in this direction--the
withholding at source, beginning Jamuary 1943, of part of 1943 taxes,

But on account of delays in getting the bill framed, no part of 1942 taxes
will have been collected in 1942; and with the entire 1942 tax liability
payable in 1943, there is hesitation over putting any large part of 1943
taxes on a current basis, At this rate it will take years to get collec-
tions up to date,

The Ruml Plan

A more drastic proposal was recently placed before your Committee
by Beardsley Ruml--to cut the knot by skipping 1942 taxes and applying
all payments made in 1943 to 1943 taxes, This permits collecting sub-
stantially the whole 1943 levy in 1943, and offers enormous administra-
tive advantages over a gradual transition.

As Mr, Ruml has pointed out, the sacrifice of the Treasury's claim
to taxes accrued but unpaid is not of great fiscal importance, since the
Treasury's business will go on for ever and need never be liquidated.

But in terms of equity, skipping 1942 taxes has one serious drawback--a
differentizl gain to the estates of large taxpayers., Under present arr-
angements, if (for instance) a taxpayer dies late in December 1943, he
will have just finished paying his 1942 income tax and his estate must
settle his 1943 texes, If the 1942 tax is abolished, the estate gains a
year's taxes (minus, of course, estate tax on the smount thus gained).

A comparable gain accrues if the texpayer dies in a later yezr. On account
of the progression of income tex rates, this gain amounts to the greater
part of a year's incomc for the estates of high-income taxpayers, but only
a small froetion of a yeer's income for the estates of low-income tax-
payers. This conflicts with generally accepted standards of tax equity,

A Simple Solution

e Wt s e —

by a relatively simple device suggested to the wrilter of this memorandum
by Mr. H, Peter Greenwood,

This device is to suspend 1942 taxes instead of abolishing them,
and to meke these taxes (plus compound interest at some such rate as
2% per annum) a first charge on the taxpayer's estate at his death, be-
fore valuing the estate for reguler eatate texes. To keep down the number
of cases involving small amounts, the original enactment could provide
that deferred texes would be collected fror estates cnly in cases where

the surtax net income for 1942 exceeded sorme arbitrary figure (say $10,000).:1

1. It would also be possible to provide thet deferred taxes would be col-
lected at settlement of the estate only when other estate taxes proved
to be due; but this would be administratively more cumbrous, since the
Buresu of Internal Revenue would not know in advance which of the 1942
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On this basis, the inequity could be kept within bounds at small admin-

istrative cost and with a great revenue gain to the Treasury in the long
run,

Administretion of Ruml Plan with Suggested Amendment

Administratively, the Ruml plan with this amendment would work roughly
as follows:

(1) On Januery 1, 1943, as proposed by the Treasury and approved
by the House, taxation at the source of certain incomes should
gtart--including dividends, interest, and the excess of salaries
and wages over stated exemptions. The rate of tax should ex-
ceed the 5% enacted by the House, however, so that most tax-
payvers will keep vayments in step with lisbilities at 1943 rates
(assumed enacted before the end of 1942),

(2) A1l taxpayers should be required to file Form 1040--the present
blank with adaptations--covering 1942 incomes, by April 15, 1943.
This form 1040 should carry 1943 ratos of tax,. and should be
used by most taxpayers to approximate their tax liability by
applying 1943 rates to 1942 incomes. Naturally there should
be a simplified form {like 1040A) for wage-csrners--preferebly
alsc other simplified forms for farmers, shopkeeners, etc.

(3) Any taxpayer should be permitted to file also a supplementary
form (call it 1041) if his income for the first quarter of 1943
is below the 1942 level., Tax liability for the first quarter
may then be based on 1041, Any taxpayer electing this option
must either file a 1041 for each later quarter of the year or
else bring his tax payments up to what they would have been if
based on 1040,

e S ——S A — I ——— S—rrp——— . S———————— | —————— ——

1040 should be reguired to file a third form (1042). Starting
with surtex net income (transcribed from 1040) and applying
1942 rates (say those of the House bill), the taxpayer would
caleulate his 1942 lisbilities. These forms (a copy to be filed
permanently by the Treasury, one to be retained by texpayer)
would be used to determine deferred 1942 tax when the taxpayers
estate is settled. Any corrections from audit of 1040 should

be transecribed to 1042,

(4) All taxpavers with surtex net income sbove g certain level on

(5) Forms 1040 and 1041 should contain spaces for entering the amount
of tex withheld in the first quarter of 1943, The taxpayer
should be required to remit with his 1040 any cexcess of the first
fourth of his approximate 1943 liability (from 1040) over the
amount withheld.

(6) For the later cuarters of 1943 the taxpayer should remit the
same amount for excess tex as in the first quarter unless he
elects to go over during the year to the use of Form 1041 (fil-
ing 1041 also for guariters already elapsed).
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(7) In ecrly 1944, o new 1040 for the income of 1943 should be filed,
From this, 1943 licbilities can be finally determined, Any ex-
cess of liability over payments made during 1943 should be payable
at this time. Any overpayment should be refunded, without other
formality than the filing of the return unless the amount involved
exceeds (say) $20 or $50.

(8) If 1944 tex rates diverge from 1943, an additional form (1044)
taking net income from 1040 will be necded to approximate 1944
liabilities.,

It will be observed that this arrangement permits changing 1943 tax rates
within the year, if the Treasury is willing either to forego complete
current collection of amounts not reached at the source or to call for
new 1040's fearrying new rates) in the sccond, third, or fourth quarter

of 1943.
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D. ELIMINATING TAX EXEMPTION

Ore of the most important loopholes in our income tax structure is
that of tax exempt securities, Of the $68.1 billion of government se-
curities (federal, state, and local) outstanding and privately-held at
the end of 1941, $51.2 billion were wholly or partially tax-exempt, The
Treasury has recently estimated that on the basis of the projected 1942
revenue act, its inability to tax the interest on state eand local secur-
ities ($15.1 billion tax-exempts privately held) represents a loss of
$200,000,000 annually. As the level of tax rates goes up, this revenue
loss naturally increases.

Since the 1939 decision of the Supreme Court upholding {ederal
texation of the wage income of state and local government employees, the
legal right of the federal government to tcox the income from state and
locel securities is no longer in question. {The right of the federal
government to begin taxing the income from its own tex-exempts has al-
ways existed, though never used.) Beyond the lcgal sphere, there are
additional considerations in recent discussion of the tax-exempt loop-
hole which appear to have been overlooked.

Tax Exemption and the Cost of Governmeﬁt

It has recently been asserted that if the federal government begins
to tax interest from state and locel securities, the costs of local govern-
rent will be increased, It is true, of course, thet the taxation of the
future issues of any government unit by another will raise the cost of
government in the future to the issuing unit, It is inaccurate, however,
to argue that the cost of government will be increased if any govermment
unit begins to tax the income from government securities issued in the
past with the tax-exempt privilege. The interest rate on such bonds is
fixed and there is nothing sbout such taxation thet can increase the costs
of the issving government. This is just as true, moreover, in the case
where an issuing and texing government unit are the same (federal govern-
ment taxing bonds of its own previously tax-exempts) as where the issu-
ing and taxing units are different (local and Tederal governments).

In the present case, the imporiant issue is over federal taxation
of interest from stzte and local securities of about $15 billion, since
most federal bonds not wholly taxable arc at least subject to the surtax.
Such an issue is strictly between the federal government and the security
holder and is not related to the present costs of local govermment, But
even for future issues, there is no socisl gein in our present situation
which, by forbidding the federal government to tax state-local securities,
gives a continuing subsidy to those smaller units which choose to go
in debt.

Ethics of the Security-Holder's Claim to Exemption

The claim of the holder of previougly issued securities to exemp-
tion is a elaim of "legitimate expectation," The expectation, however,
was of exemption from income taxes of peacetime character. There is
nothing to indicate that the holders of any govermnment tax-exempts (fed-
eral, state, or local) anticipated the war and were trying to avoid
war taxes. If there were evidences of this sort of behavior, further-
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the present emergency, the holders of all tax-exempts should at least
be subject to taxation representing increases associated with the de-
fense and war effort.

The problem of determining how much this tax liebility should amount
to is a knotty one, Ideally, the following solution is attractive: Cal-
culate everyone's tax liability in the following ways on the current year's
incone,

(1) 4t current rates including previously tax-exempt interest,

(2) At the rates of the year in which he bought his tax-exenpis,
including tax-exempt interest.

(3) At the same rates excluding tax-exempt interest.
The excess of (2) over (3) would represent the taxpayer's legitimate ex-
pectation of tax exemption, and this could then be subtracted from (1).
But obviously this solution is too complex, verticularly since many
holders have made purchases of tex~exempts at scveral past dates,

A Practical Solution

As between subjecting the entire amount of tax-exempt interest to
present taxes and letting the entire amount escspe war taxes, the former
is preferable, But it should be possible to strike a compromise roughly
representing the "legitimate expectation" of the holder, The writer
is inclined to propose that interest from federal, state, and local se-
curities previously exempt from both normal tax and surbex be entered
at 50% of total amount under taxable income, This figure is arbitrary,
but offers rough justice without cornlications., Federal securities ex-
empt only from normel tax and privetely-held amounted to $31.2 billion
et the end of 1941, In eguity, holders of these bonds should also be
subject to the 50% rule with rcspect to the normal tax, In view of the
relative unimportance of the normal rate, however, those securities can
be fairly treated aos at present,

Symbolic Importancc of the Tex Exemption Issue

From the revemie stendpoint, of course, o gain of $200 million is
not of the first order of importence; and st the rates of tax now in
prospect the adjustment proposed above would yield a good dezl less than
this, Bven if we enazct rates on the Canadian scale, as proposed earlier
in this memorandum, the revenue gain can scarcely exceed $250 billion,

The reason for including the removal of tax exemption in this mem-
orandum, which otherwise deals omly with first-wagnitude issues, is the
symbolic importance of tax exemption. If we are to defeat inflation,
we have to ask the ordinary map to accept taxes which push him below his
ordinary standsrds of consumption., His willingness tc accept such taxes
will be enhanced if tax exemption is ended, for two reasons:

(1) A conspicuous method by which high-income taxpayers avoid
war texes will be elimineted, assuring the public that there
are no exceptions to the rule that all income above bare
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(2) On account of the character of the agitation against removing
tax exemption, it stands as a symbol of the "business-as-usuall
mentality in civil government,

Sinilar argurments apply to the closing of the other "loopholes" of which
the Treasury complains; but in terms of the public's willingness to face
heavier taxes this is the most important of the loopholes,
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E, PROFESSIONAL QUALIFICATIONS OF THE WRITER

Following the custom of witnesses before the Committee, the writer
of this memorandum subnits evidence of his qualifications.

Professional Connections:
Associate Professor of Economics, Iowa State College.

Member of Editorial Board, American Economic Review.
Member executive committee, Conference on Research in Income and Wealth,

Previous Connections:

University of Chicago, 1932-1939.

University of California, 1936,

Twentieth Century Fund (Director of Research, Committee on Debt
Adjustment) 1937-38.

U, S. Treasury, 1934.

Major Publications:

Boolks, ete,:
Debts znd Recovery (New York, Twentieth Century Fund) 1937.
Anticipations, Uncertainty and Dymemic Plenning, Chicago (Uni-
versity of Chicago Press) 1940.
Paying for Defense (with E. D. Allen and others) Philadelphia
(Blakiston Company) 1941.

Pamphlets:
Economic Meaning of the Townsend Plan, 1936
How the National Income is Divided, 1937
Econonmic Policy for Rearmament, 1940
All in Public Policy Series, University of Chicago.

Articles Dealing with Public Finance, etc,.:

S ————

Paper in symposium, Review of Economic Statistics, May 1941.

"Consumpticn Taxes s Economic Regulator," Law and Contemporary
Problems, Summer, 1941.

"Forced Loans and Social Security Texes s Inflation Remedies"
in J. W, Martin (ed.) Financing the War, Philadelphia (Tax
Institute) January 1942, pp. 156-67.

"Flexible Taxes to Combat Inflation,'" American Economic Review,
March 1942, pp. 87-102.

"Fhet it Takes to Block Inflation," Review of Economic Statistics,
August 1942,

Also numerous popular articles, mimeogrephed reports, ete,
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September 3, 1942,

Nr. Albert Gailord Hart,
Associate Professor of Roonomios,
Jowa State College,

Ames, Iowa.

My dear Professor Hart:

On bshalf of Chairman Bocles who is out of the
city, I wish to soknowledge receipt of your letter of
August 29 enclosing the mamorandum on taxation and the
control of infletion in which I am sure he will be
interested, as I was, because of your effective presenta-
tion of the over-all picture.

S8incerely yours,

Elliott Thurston,
Special Assistant
to the Chairman.

ET:b
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IOWA STATE COLLEGE

OF AGRICULTURE AND MECHANIC ARTS
AMES, IOWA

September 2, 1942

EPABTMENT OF ECONOMICS AND SOCIOLOGY
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Marriner Eccles, Chairman
Board of Governors
Federal Reserve System
Washington, D. C.

Dedar Mr. Eccles:

Due to a misunderstanding the attached memorandum,
referred to in Mr. Albert Hart's letter of August 29,
was not enclosed. I am sending it now in the hope
it still may be of use.

Very truly yours,

e

7
(Mrs.) Irma F. Disney
Secretary to T. W. Schultz

Enc





