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The prevention of sn undue rise in capital vsiues during the
war and in the jfuzediute post-war period is & proper purt of the sta~
bilization program. To date the rise in cagital values hes not been
exceasive but the dangers of a potentlal infletionery dovelopment be-
come increasingly apparent. A preventive policy is thus called for.
This policy should be directed sguarely at the source of & potentisal
inflation of valuea, thaet is, short-term btransactions undertsken to
capitzlize on temporury wartime profits or to hedge against infletion,
A policy must be devised which will discourage al)l transactions of this
kind whether they be financed by cash or credit, This objective is mst
most effectively by a hewvy tax upon profits derived from the resale of
property purchssed during the remeinder of the war eénd in the iumediate
post-war period, the rate to be the higher the shorter the poriod of
holding.

There follows & more detulled stalement of the ressons way a
heavy tax of this type should be imposed nos zs the busic step in the
control of capitsl inflation.

1. A tux on profits derived from the rmsale of cesitul wsseta
would &pply comprohensively to sll ourchases, however finsnced. It would
be equally effective with respect to cash or credit transsctions. Tals
is of eruclal importance since a drastic inflatlon of carital vaiues
might result even though credit were expanded little. Due to extensive
relisnce on borrowing fron comnercial banks the finencing of ocur war ef-
fort hes led to an enormous increase in the liguidity of individuals end
corporstions. Deposits and currency in the hands of the public now amount
to over §100 billion und, should the war continue for two yours, may well
rexch aporoximstely §170 billion by the middie of 1945. The potentisl
sources of demund aopesr even grester 1f we allow for the fact thal cer-
tuin savings, perticulerly those invested in savings bonds purchased on
& voluntyry basis, sre highly liguid and way be presented to the Treasury
for redemption at sny time. Should the holders of these bulances, indi-
vidusls and corporztions, decide to surchsase caplial sasets us inflation
hedges, a boom in capitsl veluss might result which could in no way be
controlled by credit restrictiona, however tight. Hence, &ll purchsses,
cash as weall as credit, must be made subject to coentrol. For this pur-
pose we nesd not develop eleborete controls whlcn would check euch indi-
vidual transuction. 4 heavy tax on the profits froz capital trunsactions
would do the job wore effectively and more simply.

Cortain difficulties which arise from an inflation of capitsl
values bagsed on credit expansion -~ e.g., the debtors' default in meeiing
their obligations and its effect upon the position of the creditors —-
&re absont if the inflation hus been finsnced largely by cash purchases,
However, the maladjustments in the post-wer economy to »hich & diztortion
of «capital veluss would give rise would remain most serious in either
casa, ®e must therefore be protected sgainst an inflsation in capital
valuee based on either type of financing.
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Z. VWhereas cesh balances heve expanded enormously and promise

to increzse further, credit huas contracted in most areas und has expanded
but. slightly in others. In short, there e¢re no sipns to dote of credit
inflation for purposes of speculstion in caoltsl values.
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g, In the Fleld of farm resl estate the incresse in valuas
has besen most pronocunced snd, in some reglons, has glven indi-
cation of & possible futurs boom in lsnd values. Yet ferm
mortgage debb has declined by $350 million in 1942. A4t the be~
ginning of this year it stood &t $6,350 million, that is &l
billion below ite 1935-1939 level or $£4,400 million below its
pesk in 19zz. This decline which hus continued during the first’
half of the yeur is the net result of two oprosite tendencies,
the demuznd for new mortgages which is more than offset by the
willingness of furmers to apply their increused incomes to debd
reduction. W®hile there is some indication thuat the average size
of new rortgages is increasing relative to the value of the
mortgage property and while total indebtsdness in certain areus
has gone up markedly, it is evident that the behavior of farm
credit ss & shole stands in drestic contrest to its spectzcular
incresse during korld Bar I.

b. Although the present level of common stock prices is
nearly 50 per cent above the 194X aversze, it hus not yset
resched the 1939 peak. Compared with corporate ezrnings (after)
tax) present prices are far from excessive; paorticularly if
viewed in relation to the low level of money rates, Investors
now have shosn little indication to borrow &t & rate of 1 per
cent to purchase sscurities carrying an investuent yield of
about 5 per cent, whereas in the late 1920's they found it pro-
fitable, bacause of rising cuapital values, to borros at a rate
of over 8 per cent in order to purchase securities carrying &
rate of 3 per cent or less.

Such expansion in credit as hus occurred haes been moderste.
Although customer debit balunces with members of the New York
Stock Exchange have risen 50 per cent above their 194 low,
they heve not yet recovered their 1939 level. Prssent balances
are slightly more than one-half thoss of 1937. The incraase
in brokers' loazns hus been similarly moderste particularly if
the incresse in recuirements for Treasury finsncing is allowed
for.

¢. Hon-farm real estate values huve risen sharply in some
localities where war activity is concentrated but have changed
little in others. During 1942 the increase in war housing was
reflected in incressed mortgages but construction nas slowed
down now while repayment of mortgages 1s increasing., 4s a
result total mortgsges outstunding are likely to decline in 19.3.
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If & heavy tax on profits derived from ci ital transactions were
{mposed, any murked change in the picturs in the direction of credit ex-
pansion woéuld be very unlikely. Hather, woe should expect sn accentuu-
tion of the present tendencies for credit to contract. If indicetions
of credit inflation should develop, notwithstending the retarding effects
of & tax on capltal profits, it will then be necessary to tighten credit
in those asreas in which the danger arises. In psrticular, the terms
granted by Government credit agencies should be tightencd.

3. & btax on profits derived from the resule of capitsl asuets
will drastically discourasze speculetive transactions but interfere littlg

with legitimste purchases.

In controlling capital transactions u distinction should be drawn
bebweon transactions of « speculative kind and others shich are econcaic~
ally sound, It would be undesirabls, for instince, to interfere with such
transactions as purchases of furms by tenunts or by other opersior-owners,
szles connected with the liguidation of estates, sales of rezl cstate due
to changes in locslity of occupubtions, and so forth.

Also, it would be mistuken to lsbel all increases in capltal
velues as ®Pinflstion®™. Unless we zre Lo lose the peacwe Lragically we must
succaed, in the post-war period, in masintaining nubional income al & level
not altogether out of line with the enormous productive cspucity shown by
our economy durlng the war. &nd if nationsl income is meinbalaed at s
leysl of, say, $130 billion, it is only sound that the corresponding in-
creesse in the earning power of capitsl assebs should be reflected in a
lsvel of capltal values distinctly asbove that to which we have been ac-
custoxed at a level of nstional incoms of, say, $70 biilion. This is
the more so since iong-teram interest retes may be expected to continue ab
a low level. Viewed against this background the increase in capiisl
values recorded so far does not seem slarming., The task ahead of us is
not to curtail any and all increases in capital values shatsver., Shat
must be curtailed are those incresses which sres of & speculative nature
and reflect a mersly temporary wartime addition to eaurning powsr rather
than & mwore permunent level of higher eurnings wiich muy be expected to
prevail in the post-war economy.

The control of capital values, therefore, must be directed
specifically st those transactions shich are of s speculative sort.
Unless checked, speculative purchases, sven shore small in value rele-
tive to legitimate purchases, will inflste prices and thereby force the
legitimate buyer to psrtake in a4 genersl inflation of values. & heavy
tux on profits derived from capital transactions will curtell or eiimincte
the incentive for speculative purchasers but it will interiere little mith
bona fide investments made with the intention of & continued holding of
the asset., & drastic curtailment of credit, on the other hund, would
interfere asverely with credit transactions of all kinds without par-
ticular discrimination sgainst the specuistive buyer.
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he A tex on profits derived from the ressle of cupitel asvets
is the most esuitable method of controlling capitsl transsctions.

A tax of this kind would make it impossible for anyone to prof-
iteer from an incresse in capital velues. «nd, since the current increzse
in values iz but a reflection of the enormous war activity financed by
Government expenditures, it is fair thet nobody should be permitted to
profiteer from it. If & restriction were applied on credit purchases only,
speculators would be 1eft free to profiteer through cash purchases. Jhis
would be highly ineguitable since people in the higher income groups are
in a bstier position to finunce their purchuses by cash payments., Under
-the proposed tax all buy'rs would be restrained egually.

4 heevy tax on the orofits obtsined from cspital transactions is
the mors desirable since the taxation of capital gains under the present
jncome tax law places a premiust on income In the form of capital gains and
grunts a special sdvuntage to the taxpayer in the higher income brack:ts.
So-culled long~term gains, defined as gaina from the sale of assels held
for six months or over, zre taxwble &t & top rate of 25 per cent only,
that is, abt a2 rate mucn below the marginsl rates of iancome tax applicsble
in the upper income brackets against income derived from other sources.
It need be emphasized that ths tax here proposed would apply only where
the purchase wae made within a stipulsted period, Lerminating es soon as
the economy has returned to & peacetime basis. Khatever the morits of
the contention that & high tex on capitsal gains will be a deterrent to
investment in the peacetime economy, it does not apply to the tax here
proposed. 45 a wartime policy it is sltogether desirable that specula~
tive capitsal expansion be dizcoursged.

The wartime tax on profits derived from the ressie of canital
sasets should be cocnsidered as a control device only, the more successful

the lower its yield. The tax should apuly to the resale of caritcl ascets
purchased from the date on which the tax is introduced to Congress until
some time sfter the war is ended. Thereby, speculetors would be prevented
from rushing into purchases prior to the date when the tax becomes effsc-
tive. Transactions subject to the war tex on cajital profits ehould be
exempt, from the capital gains tax now in force snd both taxes should be
kept sepurszte. Under the war tax steep rates should be imposed. For
instance, il the property has been held for & short period only, the rate
might be 30 per cent and then taper off to a level of say, 50 per cent for
holdings beyond, say, ten yeurs. Deteiled provisions regarding the rate
schedule and the periods of holding to which the schedule applies remain
to be worked out.

4ugust 31, 1943
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