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October 28* 19k$ 

inflationary bmkjbhs in the pheseh? buboot 

The Federal Government budget figures for fisoal year IS&jMik* 
according to the latest official published estimates* are as follows* 

Expenditures (Billions of dollars) 
War activities (including Government corporations) 100 
Interest on debt 3 
Other 6 
total 109 

Receipts (net) 
Individual inooae taxes 18 
Corporate income and oxesss profits Ik 
Other (net) 7 J £ 

Deficit to be borrowed 70 

Assuming continuance of the war, on the present scale and no change 
taxes the budget nay bo roughly of this sane order of magnitude* 

Shis hugo anount of expenditures adds trensndously to individual in* 
ooiaes* while the gopds being producod are for war purposes and cannot be 
purchased with these incomes* This is an inherent and unavoidable result 
of war* and the reaeon why wars aro generally aoconpenied or followed by 
inflation* fhe -only way to bo sure that inflation will be avoided is to 
balance Oorerxussnt expenditure® by taxes* But it la difficult* if not 
Impossible* to inoreaee taxes as rdpidly as expenditures* there oust in* 
suitably be a lag* it should* however* bo the aim of public policy for 
taxear gradually to approach that level* although perhaps never reaching It* 
So far our taxes equal only a third of our ea^endltures* 

fhe effect of this situation on individual incases* expenditures* and 
savings is indicated by the following estimates* which have been presented 
by the treasury* for the fiscal year and which are here given in 
round nuxbersi 

Individual inodms will bo about 150 billion dollars 
Personal taxes 20 * * 
Goods and services available 
for purchase by oivUlane 9 0 * * 

Balance avallabl* fbr savings 
or for bidding up prices 1)0 11 * 

If this 1*0 billion dollars la all saved* there should be m inflation 
thia 
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But, to this I4O billions should be added about 3k billions saved 
last year, 16 billions the year before, and another 1*0 or 50 billions 
that may be saved next year and possibly the year after, should war ex-
penditures and Jraxes continue at around present levels* 

Most of these savings are being accumulated in liquid forms— 
currency, bank deposits, and war savings bonds—• and are readily avail-
able for spending. Holdings of currency, bank deposits, and war savings 
bonds by individuals now total close to 90 billion dollars, or about 
twice as much as in prewar years• At present rate of expansion they may 
be close to 150 billions at the end of the war* In addition, businesses 
hold 50 or 60 billions of li<juid assets—3 or k tiiaes the prewar level. 

These funds represent a potential of buying power, that could be 
added at any time to current income and thus oreate a demand for goods 
and services in excess of current production* 

Rationing, inability to get goods, patriotism, and other wartime 
influences may prevent inflation now, hut dependence on these influences 
is risky, The figures indicate that people are saving a large part of 
their income3; the record also shows that they are spending more than they 
should and that this is interfering with the effective prosecution of the 
war; 

Consumer expenditures have been larger than earlier estimates had 
indicated they would be—90 billions compared with estimates of 
about 80 billions—this is due in part to higher prices and in 
part to increased production. 

This means that scarce facilities and manpower, needed for war pur-
poses, have been used to maintain consumer living standards at 
above prewar levels. This should not be. 

Price control programs are running into great difficulties in keeping 
prices and wages from rising, and some increases are occurring. 

All of these figures are admittedly rough estimates, but it is believed 
that they refleot conditions in a broad way and can be used safely 
as guides to policies* They present in simple symbols the reasoning 
that should form the basis of policy decisions* 

Suppose they should be wrong? What are the possible errors? 
Government war expenditures have been running at a rate of 7 billion 

dollars a month, cochared with a budget estimate of 8 l/2 billions, 
but it was expected that expenditures in the earlier months would be 
less than in later months, and some further increase is scheduled* 

Any reduction in expenditures, therefore, will depend upon revisions 
of schedules, and this is a matter on which there is no published 
information* 
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Receipts are running close to schedules* it is yet too early to judge 
the full effect of the taxes imposed last summer* but it is not 
likely that final results will vary from estimates by more than one 
or two billion dollars. 

But suppose* to take an extreme example, the defioit should be as much 
as 10 billion dollars less than current estimates* -what effect would 
this have on the estimates end how should this affect tax policy? 

Either national incomo would be less or consumer goods available for 
purchase would be more and personal taxes slightly more* with the re-
sult that the balance available for saving might be reduced from 
around 1*0 billions to around 30 billions. 

this would still be tremendous, especially on top of all the savings that 
have been accumulated. 

While* in view of other controls and influences* all of this may be saved 
during the war* it would add to the store of trouble for the future. It should 
be kept in mind that in a balanced economy current income equals current produc-
tion and that the spending of accumulated savings would increase buying power 
beyond the available supply of things to buy. This may be desirable at times* 
but if in large amount it may create inflation* 

lax programs proposed by the ̂ resident and the Treasury and those enacted 
by Congress have at no time since the beginning of the defense program in 19^0 
been adequate to forestall inflationary dangers inherent in the war program. 

In fact* the expansion in expenditures has been so rapid that it was no 
doubt inadvisable and certainly inexpedient to impose the necessary 
amount of taxes on the public. It has been necessary to approach the 
objective gradually* but -that objective is still far away and this is 
no time to falter. 

Ho amount of curtailment of expenditures* short of seriously restricting 
the conduct of the war* can remove the necessity for a considerable 
further increase in taxes* if inflationary dangers are to be avoided 
now and in the future. 

It is the task of statesmen to look ahead at the possible consequences 
of their present actional to exeroise foresight and vision. 

The potential dangers in the present budget situation are unmistakable; 
the way to reduce these dangers is clear* and the country should and* I believe* 
is prepared to follow that road. It iwuld involve no great personal sacrifices* 
certainly less than would result from inflation* and would greatly benefit the 
war effort• 
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October 28, 1943. 

COMPULSORY SAVINGS 

There is a disturbing tendency in some quarters to underestimate 
the importance of strong fiscal action at this time. One reason would seem 
to be that, despite a serious and growing inflationary gap for more than a 
year, no inflationary torrent has yet gushed through it* The explanation 
of tills fortunate but highly unreliable result is that individuals have 
refrained from spending the full amount of their incomes* They have done so 
on a scale that is entirely without precedent ~ and as a result have immo-
bilized for the time being a huge volume of funds that could have swamped 
the markets for goods. 

This circumstance suggests a fact of crucial importance. The im-
mobilization of those funds is not assured. It remains a matter of discre-
tion with the public. And some day the public can and may well change the 
pace of its buying. 

Considered from this approach, a strong and positive case can and 
should be made for compulsory savings. 

The most common objection to compulsory savings is that voluntary 
investment by individuals in government securities would tend to be reduced. 

The answer rests on the fact that tax increases operate in the 
same manner, and that voluntary lending is not the primary goal of a fiscal 
program. 

The first aim of a fiscal program is to provide the Treasury with 
assured sources of revenue by compulsory means — heretofore, taxes. If it 
were practicable to do Hie whole job this way, no one in authority would 
wish to rely on voluntary contributions. Since that is not practicable, 
compulsory measures are used in so far as the judgment of Congress and the 
technique of writing equity into tax legislation permit. Then these mea-
sures are supplemented by a sustained effort to absorb additional amounts of 
private funds through the salecf government securities on a voluntary basis 
(in order further to reduce the need for the Treasury to rely on bank credit). 

Compulsory savings are proposed as part of the business of provi-
ding the Treasury with assured funds by compulsory means. By definition, 
they should take precedence over voluntary lending to the government. 

This leads to the most important point, the fact that compulsory 
savings provide the Treasury with an opportunity to correct at least par-
tially the trend toward the accumulation in private hands of an excessive 
volume of virtual demand obligations in the form of savings bonds (now about 
|26 billion). 
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Compulsory savings can and should be restricted as to redemption 
so as to afford the Treasury some measure of discretion in timing repay-
ments, So long as we are committed to the present form of savings bonds for 
voluntary purchasers, there would be a positive advantage in shifting sub-
stantial amounts of private savings into some form of compulsory savings 
thus restricted as to redemption. This point is of tremendous importance in 
connection with postwar problems. 

Prevailing conditions require that a disproportionate amount of 
purchasing power be drawn away from the lower income brackets. In the face 
of this necessity, the requirements of equity will be better served if the 
burden on these groups is coupled with arrangements for repayments after the 
peak of wartime payrolls has been passed, 

A corolary point is that compulsory savings could be arranged so 
that they could be made available at times when individuals and the econony 
of the country would be most benefitted. 

The attitude of some people toward even the mention of compulsory 
savings suggests a feeling that there is something positively sinister about 
the idea* Doubtless, this stems from an instinctive reaction against any 
association between compulsion and the act of saving — which some still 
regard as an entirely voluntary procedure. But the government's systems of 
unemployment and old age insurance are forms of compulsory savings — and 
meet with general approval. Or put it this way: compulsory savings, like 
taxes, do interfere with the individual's program of voluntary savings — 
but they do have the advantage from the taxpayer's point of view that he 
gets them back ~ they are savings• 
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October 28, 1943. 

SALES TAX VERSUS INCOME TAX 

It is agreed that a substantial amount of the additional tax 
revenue must be drawn from the lower income groups if taxes are to be an 
effective check to inflation. More specifically, a good part of the addi-
tional revenue should be drawn from taxpayers with incomes of §2,000 or 
less* But this still leaves open the choice between taxing the low income 
groups through a sales tax or through aa income tax. 
Political Aspects 

The sales tax is much more likely to result in demands for higher 
wages and possibly farm prices. Should this be the case, a sales tax may 
well result in a net loss rather than gain in the fight for inflation control* 
Equity Aspects 

Equity considerations remain important in tax legislation, even in 
times of war* They become particularly important if, as is the case now, 
taxes must be collected from the very low income groups. There is as much 
or more difference between the taxpaying ability of a family with a §2,000 
income and a family with a ̂ 1,000 income-than between a family with a $10,000 
income and a family with a $5*000 income* In the low income groups, personal 
exemptions are the most important factor in obtaining a fair distribution of 
the tax burden (progression is more important for the higher income groups). 
On equity grounds, the income tax, however low the exemption, is thus greatly 
superior to the sales tax. The smaller a raanfs income, the heavier is the 
burden of the sales tax. 

Administrative Aspects 
If the income tax approach is taken, it will be necessary to lower 

exemptions for families to $1,000, or perhaps even §800. This would add from 
5 to 10 million taxpayers to the 40 million already covered, and would un-
doubtedly create an administrative burden. However, this burden should not 
be exaggeratedt 

1. As the Treasury en$>hasizes, the retail sales tax by itself creates 
a most serious administrative burden. It is altogether unlikely that a sales 
tax could be passed which is sufficiently high to penait a substantial in-
crease in income tax exemptions and thereby offset the administrative burden. 

2. The experience with the Victory Tax and with collection at the source 
has greatly improved our ability to deal with the direct taxation of low 
incomes. If the income tax applicable to lower income groups were simplified 
radically, the administrative task would be quite manageable. Surely, it 

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



would be less than that of adding a general sales tax to the present income 
tax. 

3. To simplify the income tax, taxpayers with incomes up to perhaps 
|2,500 or $3,000 should be relieved from hairing to file returns. The tax 
should be collected on gross income after exenptions and the withholding 
tables used by the employer should set the final tax. 

4. Bather than a general sales tax, we should have sharp increases in 
many existing excises as well as new excise taxes on broadly consumed but 
not really essential commodities. 
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THE B3FUTIQKAEX GAP 

The gross inflationary gap is the amount by which the income which 
people have left after taxes exceeds available goods and services at present 
prices. If this excess is saved, no net gap is left, and prices do not rise. 
Item 5 in Table A shows for the current fiscal year the excess of income 
that must be saved to avoid a price rise, that is, §40 billion. Table B 
shows the forms which these savings might take. 

If a part of the excess is not saved but spent, prices will rise 
to balance available goods with money demand. 

Note that the whole 11 gap approach11 refers only to the use of cur-
rent income and leaves out possible spending from accumulated funds. 
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October 28, 1945 Strictly Confidential 

It Use of Iaco%H* Payments by Individuals * 
(Billion Pollers). 

Fiscal Tear 
1942 1045 1944 

1. 
2-. 

Inesm Payments to Individuals 
- Personal Taxes 

108.8 
St7 

129.9 
9.9 

150.0 
20.0 

S. Dis posable Inmnf 
~ tu to private industry 

97 a 
T 

120.0 
85.9 

150.0 
90.0 

I5« Personal S&vta** 
Savings m per cent of disposable Lncm® 

18.4 
18.9 

84.1 
28.4 

40.0 
80.8 

B* Types of Persons! Savinis ** 
(Billion Boll&rs) 

Personal savings 34.1 
1. Allied SsvlfiKS 

7. Securities 6.2 11.0 (18.0) 
8. Savings end Loan ̂ ssoeiBticna .8 .4 ( .5) 
S. Privait Insurance t.O S.O C S.l) 
10. Liquidation of debt , 1.1 £.0 (2.0) 

Total M ie.4 (2St6) 

11. B. Incres.8® in currency and bank 
(18.0) deposits held by itidivi$htel» 4.7 14.7 (18.0) 

12. C. Adjustment lt«» 2.1 8.0 ( 8.4) 
Total 16*4 34.1 (40.0) 
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Table A. * 

Figures for 1942 end 1945 by IT* 8. Treasury Division of 
Itesearch and Statistics* Figures for 1044 are estimated. 

Item One equals national Income dIus transfer payments sinus cor-
porate saving® and employment taxes• (national incase equals 
gross national product minus depreciation reserves and business 

Itea T*ro equals incoaa tax, Victory Tax, estate tax, gift tax, 
and 'certain excise taxss. 
Ite& Four includes outlays on residential construction* 

Table B. ** 
Based on S*E*C* estimates for liquid savings* The 

estimates for 1944 ara necessarily rough* 

Itg& Seven includes purchases of United States Government, Sifcte 
and local governments, as well as private securities. 
Item Eleven based on S • £ • C&fcfestiaates and information obtained 
from Federal Reserve Deposit Survey. 
Item Twelve• If th© statistics ustd in Table A and B were entirely 
comparable, the total of applied tavings and increase in currency 
and deposit holdings should equal total personal savings* The 
figures do not check completely* partly because of conceptual dif-
ferences and partly because of differences in statistical sources* 
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October 28, 1943. 
POSTWAR LIQUIDITY 

X. Ownership of P. 8. Government Securities 3/ 
(In billions of dollars) 

Estimates 
June 30, June 30, Jane 30, June 30, 
1941 1943 1944 1945 

Total Interest-bearing Securities 54.8 139.5 206.1 270.6 
0. S. Government Agencies 14.2 13.7 24; 5 
Federal Reserve Banks 2.2 7.2 14.0 19.5 
Commercial Banks 20.1 52.1 65.3 74.8 
Jfutual Savings Banks 3;4 5i3 6.8 8; 3 
Insurance Companies 7.0 12.8 17.3 21.8 
Other Investors 

Marketable Securities 9.4 19.4 34.2 49.7 
Nonsarketable Securities 4.2 23.4 49.7 72.0 

XX. Total Boney Supply 3/ 

(In billions of dollars) 

All Banks 
Deposits 
Demand 3/ 
Tim 
Total 

Currency Outside Banks 
Total Money Supply-

June 30, 
1941 

37,317 
27,879 
65,196 

Jane 30, 
1943 

55,952 
30,328 
86,230 

June 30, 
1944 

( 68,000) 
( 34,300) 
(102,300 

Jane 30, 
1945 

76,000) 
37,300) 

(113,300) 

8,204 15.800 ( 19.800) ( 23,800) 
73,400 102,030 (122,100) (137,100) 

2/ Purchases of U. S. securities by the coisaercial banks and the Federal 
Reserve Systea are estimated at $20 billion for the fiscal year 1944 
and $15 billion for 1945. 

2/ Excludes float, 0. S. Government deposits, and interbank deposits. 
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III. Liquid Holdings of Individuals and Businesses i/ 

(In billions of dollars) 
Dec. 31, June 30 
1930 1943 

Businesses (except insurance) - total 15 53 
Demand deposits and currency 32 
Tine deposits 1 1 
U. S« Government securities X 20 

Individuals - total 44 86 
Demand deposits and currency So m 
Time deposits 26 23 
U. S. Government securities 3 30 

June 30, 
1944 
(73) 

(117) 

June 30, 
1945 

(103) 

(1471 

1/ A H figures are estimated. Businesses include both incorporated and 
unincorporated concerns. Estimates for 1944 and 1945 assume $55 billion 
borrowed each fiscal year from individuals* non-Insurance businesses and 
banks. The resulting gross in liquid assets is allocated to businesses 
and to individuals, roughly*on the basis of the past year»s experience. 
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October 28, 1943 

The Inventory Situation 

Inventories, except perhaps in the manufacture of war products, 
declined sometihat in the last half of 1942 and the first half of 1943, but 
in recent months seem to have increased a little. Inventories are still 
large compared -with prewar levels, but not large relative to the volume of 
sales. 

Data on Inventory 1/ 

(Billion dollars) 

Dec. 1939 June 1942 Dec. 1942 June 1943 Aug. 1943 
Manufacturers* total 10.7 17.2 17.7 17.2 17.6 
1, Durable 5.1 9.0 9.7 9.8 9.9 

Nondurable 5.6 8.2 3.0 7.4 7.7 
2. Raw Materials 4.5 7.9 8.3 8.1 8.2 

In process 1.9 4.3 4.8 4.8 4.9 
Finished 4.3 5.0 4.6 4.3 4.4 

Wholesale 3.5 4.6 4.0 3.9 3.9 
Retail Total 5.1 7.5 6i4 5.7 6il 
Department Stores 0.7 1.4 liO 1.0 0;9 
Apparel 0.7 1;1 0;9 0.8 0.9 
Other 3.7 5.0 4.5 3.9 4.3 

1/ Department of Commerce, Bureau of Foreign and Domestic Commerce. 
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