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In broad terms economic stabllity in am advancing sconomy
depends upon s steadily inoreasing flow of goods and services and
s steadily inoressing flow of purchasing power froa industry and
public bodies. The flow of purchasing power should mot only
inorease but ehould incresse at a steady rate momor less corresd
ponding with inoreasing produotive oapacitys 411l the fauctors which
wvarious writers stress as causes of the business cycle will show
thomselves sventually, if thay are true eauses, in an interruption
or an acoeleration of the flow ef purchasing power,

In an advancing economy s larger amount, and possibly an
increased proportion, of dishursements are made on durable and
producers® goods, and & largesr ssowmnt of income is derived from
the making of durable and producers! goods, ¥For various ressons
the amplitude of the swings in the production of durable consumerst
goods, such as houses, and producers® goods of all kinds, are very
mch wider thauy the swings in the production of less durable con~
sumers? goods, Im fast, the Dusiness cycle is largely a dursble
and producers® goods cycle. This is why highly industrialised
eountries may have worse depressions than less sdvanced countries,
snd why the severity of degransions msy increase iu the courss of
tine,
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The stntenent of the problum of securdng mors atadle
conditions mzy therefore be narrowed gocewhtt withovt losing
anything eusential, If the smount epsnt on dureble producers’
goods inoreuses steadily ond slightly mory rsjldly than the
ourrent savings of the community there will be ifncresasd
1ncome avallabdle to take off the steaully inoreasing flow

of ponsunmerst goods,

Insofar ss- the Rescrve Administratioz can croeeto or
extinguich purchusing power 1t can influence the oupply of
funds avellable for borrowars end hence influcnce interest rautes
and the svadlobility of lonna, Yo ths extent that these factors
influsnce tho coount of monsy borrowed and epsat on duradle
conauerc! and produsers' goods the Rescrve Administration
say influence the currsnt end prospective volume of businezs
disbursements and hence of inmcomes,

The possidilities of sucoess in this direction rest in
part on the existence of felrly stable conditions end the
widespread expectation of thelir continuance. Only under thess
conditions will chunges 4n the availability and the price of
loans be affestive in checking or stimulating a significant
voluse of construction and plant expemditures, This applies
particularly to & downswing when aftoer & certain time, falling
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intersst rates appear to bave little effect in atimulating
expsuditures. Possibilitlies of success slso depend upon the
human factor «- upan praner forecasting, proper timing and
proper segnitude of aation, I{ i3 apparent that both the
material and hwmen conditions necessary for sffogtive monetary
vontrol are diffionlt of attainmmsat,

I conditions are such that changing iho price and tha
availability of loecns is lneffective in bringing about Just

the requinzite inoresse in disbursements anc incomes, recourse
mupt be hnd to fiseal policy. Fiseal policy has two aspestse
releing money end spanding it., I private expenditurcs fall
off the effect on income may be offest by Incremsing public
expenditures without increaping texes, or by maintcining public
expenditures and reducing texes which decrense buying power and
imposing toxes that do not decrsass buying power. If private
sxpenditures incrsane at en oxcessdve rate, this msy be offset
by dacraasing public expenditures or by imposing texes that
degrease duying powsr, Since varistions in public sxpenditure
and taxes 8ffeot the total volume of disbursementa and incomes,
4t is obvious that fiseal policy must be coordinated with monatary
polliay Af relatively stadle aonditions are to be sedured and
maintained,
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Ths annual nationsl income has expanded by around $20
bilidon since 1932.1938, Various investigetions whioh cannot
be entered upon here point to the importancé of the fiscal
policy of the Government, in conjunotion with excess reserves,
in bringing about the degree of recovery experienced to date,
The country &3 a whole has been regeiving more from the
Government than it has pald in taxea, In eddition a portion
at least of the corporate and personal imcome tax revenues
did not decreass spending correspondingly but rather, in the
conditions prevailing since 1985, represented a utiliszation
of what would othorwise have been idle balances,

Thers are now indications that business expenditurss on
plant and private expenditures on houses are increasing, A
considerable expansion in the public debt has occurred, and
the volume of depoelita subjeot to check and outside ourrency
has been built up toja figure in excess of 1920, In these
ciroumptances the qusstion naturally arises whether the Federal
Governasnt¥s contribution to the recovery movemsnt can now dbe
dispensed with, DPata that would permit a precise answer to
this qguestion is lacking, ZThere are, however, warious considere
ations which suggest that the volume of expenditures on durable
and produgera? goods is mot yet of sufficient magnitude to
carry the load of recovery alone, There are various indications

Federal Reserve Bank of St. Louis



that the volume of owrrent privets saving 1s subotenticl, and
1% i» known thet Wusiness end hone bdullders sre currently
borrowing only & smoll portion of thoose savings, There are
eloo Indiestiona thet meny businecses are not disbursing

the full prooeeds of their seles in prymmtes to wags earnsrs,
roe naterdel producers, bond holders, and atock holdera,
Unopent savinga, whether b busingss or individuals, coastitute
o dray on the recovery movemont,

Yhat 18 the proper fiscal policy in thexe oircumstances?

On the onn hand varisus gsonsiderations sugpeat that the Governe
mont?s contridution to the growth in the neticmal income
eanaol a8 yot ba ssfely ldssencd, On the othor hand, other
vonsideratlone point to the desiratdlity of working towerd
8 dalanced budget, A satisfactory aolution would appear to he
the raloing of additional revenne in such & way as not to
decreases privais spending,

¥hile doubtlaas 4t is alfficult to relss additional
vayends in such 8 way as not Yo cause gny dearease in priwvate
spending, &t is obwlous that different tyree of taxes differ
widaly fa this particular, Increased taxez oz the poor, for
sxample, would almost certainly decrssse private spanding to
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& correnponding degroes Taxes ou incwucs, Yotk business and
private, thut would othurwive be saved would, Bowever, degresse
Wodnuga and dndividurl spending very little, This is for
the renson thst in ths present cirenmptsaces business £s not
disburaing 81l the procoeds of Lta sclep, end 3s not borrowing
and respending the sevings of finmnolel Jastitutions snd
wenlthy fn’ividuilse It would mppeur desirrble, thersfore,
from the stnoinry point of vew, to raise sdditionnl rovenue
«i the pregaat tine from texen on income that would othurwise
bs 20vad,
-l ing

It hes been rocornie»d for & long pericd thet a vory
subptantin) nard of the snvingr of the comsumity teke the form
of mdistribnied corporsis enrningre By leaving eurnings undise
tributad sith corporntions, wesltlyy etockhalders are shle 4o
evold the payment of high surtex Talcn, shd sEve & Jerge porilon
of thoir income., From 1925 to 1820 we find newrly $25 billicm
of undistridbuted earnings accumuleted by corporations reporting
net income, exclusive of finsncisl corporationss Yt 1s apperent,
therufore, that betouse of teveixempt securitios emd the practice
of retaining corporste sarnings, high surtax rutes are lurgely
ineffastive in taxing the incoms of the weslthy who contridtute
the talk of tho savings of the coxmmity, Varioua counsequences
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flow from this fact. XIn the first place, savings which are
not used constitute & drag ou the reoovery movem:nt. In the
sesond place, they reprefsat funds that sre available for
uss in the fulure and may be used at a tims wxhun exponditures
are becoming excesplve, The wse of ht.thcrto 1d)e deponits
s Just ms ¥iaflatiloncry® as tic creation and use of new
dogorits,

In ordes, therefore, to relse sdditionel ruwunue without
cappaning tho recovory movemont snd alsq to guard against excessive
®epansion in the futwre, it 1o deslratle to place & haavy tax
on thé undletribuled verainga of corporstions,

LY i Adg:

The bill pessud by duc Housc, which incorgornted the
Trenawyfs prosouvuldis, oslled for & rapesd of ¢11 existing
Fodorsli texse on corgoretlions sad ths impasition of gruduxted
rates sccordiag to buv sisze of corporsiions end the proportion
of sarnings reteined, 4 speclal woic of 288 peroent spplisd
to earninge reiiinsd becauss of legul prohiddiions or to retire
certain types of debt, The excmption of dividends from the
noraal 4 perdent purasonel incone tax was repealed,

Thase proposals wers Opun to severel objesctions, The
repeal of the existing corporate income tax would incresse the
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por shere earnings svallable for sozmon stockholders snd would
constitute in effect a windfell gsim for prosent bolders of
ptocks, In the courge of the Hearingas it vas brought oat that
@miny corporations and their stockholders would have their
incone increased without having to pay mora texes, Moreover,
the rooeel of the exiating corporstion tax forced ths impositiion
of a tox on the undistributed earnings of the hmdreds of
thousands of emall corperations, whose serminges emount only to
& #mall portion of the totsl, to provent th:ir stockholders
escaping all texation, This not only complicated the tax but
it would meke 1te audmlnietration very difficuls., Norcover,

even vith a lower gradustod rate than was spplicable to large
gorporatione 4t was etill unfair to snall corporetions who have
not the accesa to the cepitel markets awvailsble to large corpores
tions.

Another objection to the House bill is that 1% would have
laposed a tux of £8) peroomt on ths ‘earnings devoted to dedt
retirementi, wherces othor corporciionx in a poeitfon to pey out
all eernings would mot have hed to pay anythings Finelly, the
rates proposed in the House bill were too low, From 1928 to
1929 non=finamcial corporatlons reporting net income pald ocut
57 percent of their saraings in dividends, Undor the Houne
schedulaas the tax on corporetions that msy out 87 percent of
adjusted met income i dividends would amcunt only to 14} peroent
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of adjusted met income,

The majordty of the Senate Commitive proponsd to retuoin
the sapital stock anl excess profii taxes and to reise the
corporate incoms tox from & range of 12, = 15 percent to

<15i == 18 perceaty to impose o flat tax of 7 percent on undise
tributed sarnings after various exemptionvy to repeal the
éxemption of dividends froa ths 4 percent normal income texj
snd to raise the surtsx rates applicsble to brackets Lrom
$8,000 to $50,000 by cne perecent,

From the monstary polat of wvlew two objections may be
taken to thape proposels, In ths first place they provide
for & higher porcentegs inoreass in the taxation of small
corporstions than of large, snd for people of moderete msans
than for the wealtlyy, Apart from the social injustice of such
& course it means that more of the additional rovenue would
have otherwise baen spent than would be the case if the tuxes
had borne more heavily on the weslihy,

In the second place & rots of 7 percent on undlstributed
earnings would be totally ineffective in forcing out any more
dividends, Since it was proposed to repeal the sxempiion of
dividends from ths ¢ peresnt normal income tax, the sdditicnal
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{ncentive to pay oubt dividends es contreated with wilsting
law would be only 8 pereent, Whan thir ratc L8 ccapcrod with
surbex rates ranging wp to 78 percent, it i: obvicus timt
1% would be couwpletely inefleetiva,.
Za Chadsmen Eacles? Prosomels,

Sholrman ¥celes proposed to rotzin the prepent corporate
&incons tax rates of L2} to 16 poraent; o vopsul the espitel
#tock and oxcass profits texer, and the sxsaption of dividends

from the wndiatributed eprninpgs tayy to 4ux carninge sithhald
begause of logal probibitions or nsecd for thy rotircmend of

dedt ontotanding en Meareh 3, 19%8, &t 8 10 porcont ratep sud

15 tox the remsindny wndistrimted ecrninge od high retes rengling
up £0 60 percent, 4ll three proposrls uxempbtcd donks snd
insurance companies from the mpdietrituted ¢ernlngs tax, although
Chzlrnon Ecclas wonld limit this exempilon %o bunis whoae cuplisl
and surplus 1s lesp tham 16 parecat of deposits.

In ssacnce Cheimasn Eeolon proposznd te confine the laix,
sfter midng provision for resronrtle nseds, to a few thousund
blg¢ corporations, In 1633 only 14,815 corporstion roturns out
of 446,842 returna for uetive corporstions reportsd aet earnlags
of K16,000 sud over, and this small group of retums accounted
for over 30 purcent of wvorporate nat income for that yeer, I3
is desirsble to axcupt amall corporatioas since they slresady pey
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s high tax relative to individuals and pertnerships, they have
no aotess to the oapitel markets, and their inclusion would
enormously complicate the administration of the tax,

A rute of 10 percant on enraings withhold 1o retire debt
would mot be wnduly onerous for those corporations whoe could mot
raise money for this purpose in other weys, while 4t 4. sufficlently
high to encourage recourse to other means of dedt retirement if
thay are aveiloble,

The bigh rates on undistrituted earanings sre designed to bs
prohivitive rather than productive of revenue direotly, The
rovenus wonuld come from the surtax poyments on ths increased divie
dendz2 of wealthy stockholders,

It 45 felt that these proposals would maks for a simple and
wderstandable tex, would de productive of revenus, would check
the warious soclol end economic abuses associated with the practice
of rateining earninge, and would emsurs that buainess income would
be passed elong olithsy in dedt repsymentis, taxss or dividends,
and the cuxrent interruption in the monetasry circulation arising
from withheld earnings be thereby lesscned.

In the sourss of the discusaion of the verious proposale, three
main lines of criticism ware doveloped, The first was that the
proposal disgriminated agsinst small corporations with mo access
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to the capital markets. There was force in this oriticiem
when applied to the original Treasury proposels, It can
easily be met, however, by exempting aamings of §15,000
from the tax., This would not only exempt all small corporaw
tions but 1t would permit corporations eaming froa $15,000
to $29,000 to retain more than 60 percent of their earnings
without penalty,

The second type of criticlsm was that corporations had
to retain earnings both for purposes of cxpension and o
provide for pericde of depression and losees, and that they
would be unesble to do this if they had to pay out all earnings,
The answer to thie is simple., Insofar as corporatione really
need money for expansion or warking capital purposes they
may borrow, or, if they are adverse to this, they may issue
rights to eubscribe to new stock in good times. It is precisely
at those times shen corporations cem retein the most earnings
that conditions are most favorable for new stook issues.

This answer was not met by any of the critics of the
proposed tax, George Nay, who gave the best reasoned testimeny
sgainst the tex, could only say with reference to this point
that it seeméd wnrealistic and academic, The United States
Bteel Corporation can hardly be accused of being unreslistic
and academic and yet it issued new stock to pay off its bonds,
Other instances could be cited indefinitely. If investors

bave not sufficient confidence in & corporation to take mp
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vights and subsoribe to new stock, the mansgement schould
not have the power to force thea to invest further in the
sorporation by retaining esrnings.

Aqtually, corporstions have little nced of depression
rogorves, Losses musnt bes very heavy before thsy need resuli
in a reduction in cash, since a substantisl part of coste
need not represent actual out-of-pocket disbursemonts but,
rather, bookkeeping items, These include deprasciation and
depletion allowanices, bad debts, loss on ssle of capitel
assets; Anventory losses, and plant writedowns, From 1920
to 1955 8)) non~finsncisl corporations, deapite & reduction
of $16 billion in the surplue account, actually increaped
their combined holdinge of cash and investmeuts Yy $3.8 billion.
The explanstion is that & substentisl part of the costs that
wers not covered were bookkeeping couts that dld mot eall for
out-ofwpocket disbursements. What corporstions need are
sonservative retios between thelr guick assets and cwrrent
1iabilities snd between their not worth and their indebtedness,
They cen obtein such ratios as well by Assuing new stock as
by reteining earninge,

The third line of ¢riticisa was that the preciice of re-
taining earnings operstes to moderate tyclical swings and that
to foree out all earnings would intemsify the swings in business
aotivity, In answering this eriticisa it &s convenient to
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oonsider different phassa of business sctivity ssparately.

It is sald that in the downswing corporations that were
previously able to retain & large portion of earnings are
in a position to msintain dividends and other disbursements,
and this operates to maintain the purchasing power of the
community, Fortunately, informstion 1s available with which
to test the validity of this contention., From 1928 4o 1989
non-financisl corporationsrreporting net income retained $26
billion of earnings, From 1930 to 1958 the payment of unesrned
dividends by corporations reporting deficits amounted to only
$5.8 Mllion, Moreover, during the same period non~financial
corporations reporting net incoms withheld esrnings amounting
to §2 billion, This retention of earnings operated to counterw
act the increased buying power arising from the payment of
unearned dividends, The net figure, therefore, was $2,7 billion.
In 1930 the net figure was only $4£20 milliutn and in 19535 retained
sarnings actually exceeded the peayment of wnearned dividends, When the
figure of $2.7 billion 48 compared wiih the eum of the declines
in the national income from the 1929 level for the years 1l980-10385, -
$120 billion « it will be seen that the sustaining effects due
to the payment of unoarned dividends were of an exceedingly
ninor character, It has already been noted that the decline
in ths surplus account did nmot arise from disbhwrasements to the
factors of production but from uncovered charge-offs and deprecis=
tion allowances,
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The pericd of upawing may be divided into a poriod of
recovery, which is desiyradle, and a period of boom, which ia
udesirsdle.

In a period of recovery such as we have been experiencing
in regent years tho retention of earninys by ecorporstions
operates as a restrictive fsotor, The bulk of the increase
in deponitas in rseent yoers appesrs to have gone into business
acgounts snd 43 oxplsinable on the grounds that business has
bean disbureing leps to the factors of produstion than it hea
besn receiving 4n the sale of products to tonsumers, (See
Report on the Lerge Deposit Study, pegsa 35-37). Had corporations
disbturscd 81l thelr earnings, buying power would have been inoressed,
tax revenues would have becn greater, end the Goverament would
have had to borrow less. It may be ssid, therefore, that the
practice of retsining sarnings mnkes recovery mors difficnlt and
forces the Government to carry more of the load,

A boom is charscterigzed not by excessive consumsr purcheses
but by exceseive plant inveotment. Expenditures on producerst
goods inoresse. much more rapidly than the cmrrent savings of the
soexwiity, It seems obvious that the utilisation by eorporations
of cash accumulated doth out of previous &nd ocurrent retained
earnings 1s an important contridbutory faotor in excessive investment
in producerst goods, Bow the paying out of earnings would moderate
& boom is discussed In the mext section,
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1. One of ths frotors msny writers stress as & cause of &
domturn in business i specific meladjustment, If cortein
$adustiries ars unduly expended s sudden cesgation of growth
moy bs importunt enough Lo ceause o net decline in business
disturseaents, Our presest tax aystem, which offers an induce

nent to retaln enrnings to avold taxes, tends to mske for
overwgispansion in verioug lines, If enrnings were paid out
and axpanslon was fineansed through niw stock issuss clossy
ecelouletions of prodable coste and returas wo:ld result, This
would lead to a detter sllocation of the comaunityts savingse

2. HNeny writers have strasged the fact that one of the
roasons the past depresszion wns po savers 1s that our aystem
do losing much of its flexibility, MNonopolirs snd sgrecwents
botwasn & few big corporations im sn industry often rasult
in increased price inflexiidlity, While it ia true that many
fagtors have gontributed to the growth of monopoly, und
large~scalo wnita, it csnnot be doubted that this process has
been snoouraged by our tax system, Both the laterests of
worlihy stockhivlders and of wansgements are served by the
vatention of earnings for the purpese of sxpansion either
directly or}w buying up smller competing converns,
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8. An important factor contributing 4o instability is spsculation,
While corporations are no longer permitted to make loana to brokers,
the retention of earnings encourages seourity speculation in snother
way. If expension of plant {s financed through reteined esrnings,
earnings per share will be imcresssd and the price of stocks will
rise in roflection of thie, IXf, howcver, expansion is finenced
through naw stock issues, the price of individual shares will be kept
down, The profitebility of the investment for en individual stockholder
will not differ in the two cases, but there is an important psychologlcal
difference between e stock doubling or tripling in price and one whose
price remains relatively stable bectuse of frequent new issues.
Noreover, earnings reteined beyond the needs of & business may be
used to buy publicly listed sccurities, rosl estste, or other compenies
outright, thus contributing to & gemersl bidding up of values,

4, In the previous section it wes srgucd that & boom was
cheracterised by excessive investment in producers* goode &nd
thet retained earnings, both current snd previously accumulated,
faoilitate such overeinvestment. If the earnings werc distributed
in dividends & portion of them would bo spent, and less money
wonld bo availeble for inveetment and interest rates would be higher,
This would operate 28 a chock on over-investmont.

8. In order to evmde the payment of personal income taxes
a corporation's owners mey let cash accumulate fer beyond the
current needs of the business, snd far beyond the awount that
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would bo carried if new stock lssucs had to be resorted to.
This not only interrupts ihe monetary olroulation dut in
addition it cauvasce difficulty in our banking gystem on the
domaswing, It is believed that a major part of the diffi-
cultieon of banka in smaller citles in 1950-1935 rose from a
shird of large corporate belences into metropolitenm benks,

€s Il corporeto esrnings were distributed 28 earnsd
thers would bs moroe assurance of msiateining & period of
widely diffused prosperity with relatively full mmployment,
One of the difficultles in muintsining such a pericd 1lievs in
finding outlets for a repidliy-increasing volume of eavings
on the pert of corporations nnd wealtly individucls, sné hence
in meintedning en increesiong monetary clreulation and the
demand for conuumcr goods, It would appsur that the diatridu~
tion of corporate earnings would retsrd the increase in savings
and would inorease the buylna power of the masses in different
ways. In the firet plece, & portion of tho inoreased dividends
that would result would be spent by the dividond rscelivers
rathar than saved, Sscondly, Af Federal reventes were derived
more lergely from taxes on the incozes of thé weslthy this would
permit & lowerdng of tsxes on the poor &nd in thls way inaresse
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the demond for conrumcr ghodz, Tavofer a» the Covernment
retired 1ty dobt {hrough tanes on the wealthy this would
not Increase the volume of szevings in the community to any
extent, since the funds put lute tho hands of holéers of
Sovernuent cecuritizg would ba offzet by the reduction of
funds in the hunde of individusls who sove lees beosuse of
tex peywomnts. IS, howevor, the Govorzmemt retires fts debt
through texcs on the poor, this Increnscs the savings of
the commmndity, The Dinde put into the hands of holdwrs

of Governaunt securitios wonld be aveileble for investnsnt;
the texpeyers® demond for conpumers® goodn would be decrsased
below vhat it would othervise bs.

It 15 clear that the timing, cherscter, end msgnitude
of Govurnmont revonnes and oxpenditwres exercise & profound
iaflurnce oz genersl businasn conditlions, It follows, thoree
fore, that 1f ths Reacrve Admianistrstion is going $o mssune
sny responzitility for gecuring more stabls business conditicas,
3t auzt ho vitally intcrested in and congorned with the
Govermmeant?sa £iacel policles, -

In the presmnt ingtence it &3 desirable, in the Iight
of the longetora abjactive of monstary policy, to incrsose
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Fedaral revonuas without docresving the coummity's exaenditures,
It Ls 2lso desirable to ehuck, so fer as possidle, the rapid
sccuxulution of business belsaces which mey beooms & source

of dangor in the future, Both thess slms will be surved by

a prohibitive tax on the unilstributed earnings of big corpora-
tions. In general, 1% would eppesr that & reform of owr tax
systaa fn the diveciion of forcing the distribution of currut
corporate sarmingsd and ralelng a lerger portion of Fedorel
rovenuod frou tsxes on the weulthy, would m:ke concitionn

more favorsble for the successful uxercise of moneisry controle

Jme 8 1036,
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