October 9, 1941

FISCal POLICY IN THE POST-DEFENSE PERIOD

Summag

A study aimed at evolving the basis for & post-defense fiscal
progrem should contain the following elements:

1, A comperative analysis of fiscel policy (foreign finenciel
developments, as well as our own past experience),

2, A presentetion of the type of fiscel structure which we are
likely to have at the ermd of the war (as e working basis in
the consideration of future progroms),

3. A presentation of the essential elements of = post-defense
fiscal progrem (including an exeminetion of the relationship of
post-defers e fiscal policy to the whole netionel and inter-
netionel scene),

4, An examination of the means of translating recommendestions into
policy and metion,

Post-Defense Objectives

The generally sccepted social objectives of the Americaon people may
be trenslated (at the policy level) into s program, for the post-defense
period, which embraces the following:

1., The formulation of a large over-all governmental progrem of
gervicesand expenditures based on our more essential social
needs,

2, The evolution of a Federal tax structure which would meet the
requirements of encowaging economic stability and progress,
as well as those of equity, adequacy, =nd administrative ecse,

3. The development of meens of executing unified and coordimted
fiseal policies at all levels o»f government, the extension of
nationel standerds of service, sand the equalization of fiscal
resources among the various arees of the nation,

A Post-Defense Progrem of Govermmental Services and Expenditures

To be treated in the vroper context, the study must involve

consideration of these factors of post-defense adjustments:
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1. Estimated lebor supply
2, Estimted plant cepacity
3. Estimated backlogs snd deferred demands
4, Estimeted savings
5, Anticipated volume of private capitel expenditures
6, Estimated ghoss nationel product emd netionsal income.
7. A governmental program necessary to maintein full employment
(including programs far the extension of social services; public
improvement projects ~ especially urban redevelopment ond
housing, and developmentel progrems on & regionel basis; and
the integretion of our economic system more closely with that
of the outside world). '
In setting forth the magnitude end charsoter of the probable (and
desirable) governmental services and expenditures for the post-defense period,
what is important is not the accufacy of the estimatoes - which merely provide:
a working basis - but the highlighting of our social needs as well as the
broad expenditure requirements of a fiscal policy eimed at full employment,
The gap which will be left by the dropping out of the larger part of
defense expenditures must be filled by consumption end net capital formation
if we ore to mintein full employment, Thus, govermmental policies will have
to be directed at the expansion of consumption and investment. Furthermore,
the Federsl Government will have to be prepared to play o balanecing role,
checking any temporary tendency toward sn excessive hoom, snd, on the other
hand, prepared to go forward with large expenditures to compensate for eny
strong tendency toward deflation and depression, It is extremely important
to hold in rendiness both a adequate program of useful public improvement
projects end programs for the extension of social gervices,
The limitations upon the taxable resources and borrowing cepacities

of the States and localities mesn thet increcsed expenditures, if left to

State end lacal units, can only be finenced out of regressive taxes. Such
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taxes cen offset almost eIl of the sociel benefits and economic stimulus
that are derived from the expenditures which they help to oover,

It would be useful to drew up ; model based on administrative and
economic considerations alone, aiming at an ideal distribution of governmental

functions,

The Federal Tax Structure

How much reliance should be placed on taxation, borrowing, and
chenges in the money supply as a means of finencing the governmenteal
expenditure program depends upon a variety of considerations, It involves
judgments with respect to the adequacy of the means of payment, adequate
iiquidity, the importance under certein conditions of using relatively
expsnsionist and less restrictive methods of financing, the relative desira-
bility of tepping the savings streem through borrowing or through taxation.

4 decision as to the desirability of reducing the public debt in
the immediete post-defense period (and if it is ?o be reduced, the rate at
which it is to be done), must depend in large pnrt on the vigor of the private
investment boom, Furthermore, if e large part of the public debt is to be
retired, the charascter of the tax structure through which the transfer
peyments (within the community) ere effected becomes all-importeant, If the
effect of the transfer is to reduce consumption end inecreesse savings, a
serious deflatiorary movement mey be started, or encouraged, Certainly, debt
redemption should not precede a proper adjustment of the tax structure, 1In
general, full consideration should be given to the effect of the public debt
(1) upon the distribution of income; (2) upon the provensity to consume;

(3) upon the supply of funds for investment; and (4) upon the banking.system

and the efficiency of techniques of credit control,
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The formulation of tex policy in the post~defense period must be
based chiefly upon cmsiderations of certein desirsble relationships of the
tax structure to the nationel economy. In general, we should aim at a tax
structure which, in the post-defense period --

l, involves a minimum reduction of consumer purchasing power;
2, generally, is highly progressive at all ranges;
3., discourages any tendency to oversaving;

4, imposes as few obstacles as possible in the way of
investment,

An immediate problem in the postwar period will be to maintecin
consumption levels at ¢ time when there may be a-severe reduction in govern-
mentel expenditures, & drastic reduction in consumer texes would stimulate
consumption end help meintain these levels, It would be helpful to stress
publiecly end constantly the fact that the increeses in consumption taxes
during the defense period have specific purposes -=- to control production of
certein erticles and to wrevent inflation -~ so as to crystallize sentiment
for an immediate reduction in consumption texes et the end of the defense
effort., Attention should a2lso be peid to the possibility of reducing peyroll
taxes,

It is clear that if regressive taxes are to be substentially
reduced, nd if our Federal tex structure is to be progressive from top to
bottom, the relative importance of the incoms tax in the Federal revenue
system will have to be greatly increased. A mere broadening of the income
tax base in terms of reduced personal exemptions snd credlts for dependents
is not enough, Income for incoms tex purposes should be brought into better
hermony with true income, To broaden the income tex bese substentially

would require revisions in severel directions:
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1, Taxation of stock dividends and corporate earnings;

2, Disallowence of the personal sxemption and credit for
dependents in the computation of net income subject to
surtax;

3. Texation of interest from Government securities;

4, Abolition of the privilege enjoyed by husbends end wives
of filing separate returns,

The progressivity of the Federal tax structurs could fﬁrther be increased by
changes in estste snd gift tax provisions,

The question as to whether high #urtax rates, corporate taxes
generally, and the taxation of cepital gains dampen the incentive to invest
requires careful attention., In enalyzing the problem of private cepital
investment, the following deserve full treatment:

1, The encouragement of investment through the expansion
of consumptiong

2. The encouragement of investment in equity capitel;

3. The elimination of discriminaetion egeinst corporations
with highly fluctuating incomes;

4, Incentive taxation,

Due consideration must also be given to examining the proper
balance between personal and corporate texation in fulfilling governmental
revenue needs,

It seems essentiel to know how various types (and rates) of taxes
are likely to affect business decisions, Indicstions to business reactions
might be obtained through & questionnesire survey conducted by the U, S.
Chamber of Commerce, or & similar organizetion, Businessmen would be asked
to indicate their preference for ome of, let us say, five combinations of
texes, each calculated to produce substantially the same emount of govern-

mental revenue,

Federal Reserve Bank of St. Louis



-6 -

Federal-State-lLocal Fiscel Reletions

& study of imtergovernmental relations might begin with an analysis
of the impact of the defense program upon the burdens cnd fiscal capacities
of the Stetes and locslities, On the basis of such a study, an estimste of
the fiscal position of non-Federal units toward the end of the defense effort
could be made, An attempt should nlso be made to estimete the effects of the
proposed service and expenditure program and of the proposed Federsl tax
structure on the fiscal position of States and localitiles,

An exsmination of present trends is helpful in looking toward the
formuletion of policy, in the post-defense period, in the reslm of Federal-
State-local fiscal relations. The following tren@s seem to stand out clearly;

1. The need for continuing governmental expenditure on a
large scale;

2. The greater role of the Federal Government;

3. The inereasing reliapce ol State end local governments
on regressive texes;:

4. The increasing discrepancies of wealth and of governmental
services in various areas of the nation;

5. The increasirg need for coordinated fiscal policies at
all levels of govermment in combating the problems of
our economy,

These trends point to the need for a fundamentel revision in
Federal-State-local fiscal'relafions, 4in absorption by the Federal Government
of those functions which are of direct nationel interest could heve several
beneficial effects: (1) Such services could be verformed on a high standard
level; (2) The field for coordinated end repid fiseal sction would be greatlg
enhanced; the problems of our economy could be met with all the weapons at
the disposal of the nation; (3) The States and localities would be able to

finance the services of a local nature out of their own revenues and without

the pressure to resort to regressive taxes,
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A fundamental revision would require, moreover, that, with very few
exceptions, tax collection should be transferred from the States to the
Federal Government, States would depend chiefly upon shared taxes, State
supplements to Federel taxes, and grants-in-aid, Through the development. of
such finenciel dependence upon the Federal Government, States would become,
in essence, administrative units =-- something which is much to be desired in
the face of modern economic exigencies and populaer demand for more effective
governmental action,

Such revisions do not, however, remove tho necessity for additionel
and more immediate improvements in State and local fiscal structures, and in
Federsl~State~local fiscal relations. Attention will have to be paid to
meny other aspects of the problem, among which are:

1. The improvement in the collection of State and local
financial datag;

2. The equalization of burdens and resources; and

3. The improvement in the meens of coordinating fiscal
policies at all levels of government,
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