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\
y/ We hope the attached memorandum will serve as the basis
for further work on your tax ideas for the next year,

Of course, this manuscript is still preliminary and the
economic outlook is such that the 5 billion dollar tax reduction
which the memorandum discusses is indeed of doubtful wisdom as a
matter of economic policye Quite possibly the inflation problem
will continue such as to make tax reduction at least in the early
part of 1948 as inadvisable economically as it was this year.
Since politics in the election year will require that something be
done, there are two alternatives: (ne may be to propose a detailed
progrem in the January 1 message but not to be specific as to when
the reductions are to become effectives It might even be possible
that this legislation be enacted in early spring, the date of its
becoming effective to be decided later. Another and perhaps more
feasible alternative would be to recormend the enactment of legis-
lation to become effective on January 1, 1949« This line of think-
ing «- which was mentioned to me by Louis Shere ( now Acting Direc-
tor of Tax Research) might meet the political needs and at least
postpone the economic issues

As you may have read, the Secretary of the Treasury has
appointed a Committee to work out a tax program which includes Carl
Shoup, William C, Warren and Harold V, Amberge Profe Shoup who is
also Tax Advisor to the Economic Council has of course worked with
the Treasury for a long time and may be expected to produce a
reasonable if conserwative programe The other members of the group
I do not knows, Mre Enutson has also appointed san Advisory Committee
including Mr. Magill and Mr. Hanes. This Cormittee may be expected
to take a piecemeal approach beginning with sharp reductions in the
corporation tax,
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I. The Outlook for Tex Reduction in 1948

Substential tex reduction and tex reform should be undertaken as
soon as general economic oonditions and ourtailment of Government expendi-
tures will permit., It is still too early, however, to deoide how much, if
any, tex reduction oan safely be made in the calendar year 1948. The program
here presented must therefore be regarded as tentative and subjeot to revision
or deferment should economic conditions and budget developments differ sub=~
stantially from those assumed,

Eoonomic Outlook

(1) Continued inflationsary pressures in 1947 prove that tex re-
duction this year would have been & mistake, The period since the end of
the war has been charaocterigzed by a suoession of booms, first in non-durables,
then in durables, Inventories and now in net exports. Demend for durebles
is expeoted to remein strong with further expansion of consumer oredit and
oonstruotion activity has not yet reached antioipated levels. On the other
hand, the inventory boom has run its oourse and demand for soft goods is
beginning to weaken. Alsc, the level of net exports is likely to decline,
in the near future, perhaps wvery sharply. Moreover, there is serious gquestion
whether oonsumers may be able to keep up with rising prices, The annual
rate of profits before tax is ourrently at 29 bdillion dollars and profits
after tax are at17.ibillion, To date, the extraordinarily high level of
oorporate profits end savings has been more than offset by an unusually
high level of investment and consumer demand, based upon bascklog needs and
acoumlated seving. After these factors have leveled off, the rate of sav=
ings will tend to inoresse and the present rate of profits will tend to

oreate a shortage of oconsumer demend, which mey well contribute to & downward
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Table I
ESTIMATED BUDGET FOR 19l8-49

(In billions of dollars)

19L7-L8 19l8-19

National Defense $10,8 $ 9.0
International Finance 346 3¢5
Veterans! Benefits Te5 7.8
Interest on Public Debt 5el 5e2
Tax Refunds 2,1 1.5
Other 8el 840
Checking Accounts of Gove Corporations - 0.2 -
Total 37,0 3540
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movement, Finally, the large oash surplusof the Govermnment which is expected
for the first quarter of 1948 will be a substantial deflationary factor.

In short, inflatiorary pressures are still strong and may well
oontinue strong for another year or so. At the same time, enough weaknesses
are evident to oreate possibility that the calendar year 1948 (end more likely
the fisoel yeer 19l8-L9) mey bring e recession suffioiently severe to ocall
for tax reduction, Whetever the precise timing of its application, & tax
reduction program should be developed now to meet this contingenoy. A more
detailed disoussion of the outlook for the next fiscel year is given in
Exhibit I.

Budget Outlook

While the oase for tax reduotion should depend primarily en the
trend of economic conditions, the level of Government spending will also have
to be teken into acocount, In the political setting of 1948 the soope for
tax reduetion without inourring defieits will be a major feotor,

It appears fairly certaein at this time that the 1948-L9 budget
will be at least 35 billion dollars, or not more then 2 billion dollars
below this year's budget. To come down to this level of 35 billion dollars,
as shown in Table I, national defense expenditures would have to be reduced
$0 9,0 billion or 1.8 billion below this year's level, International
finance and relief expenditures (Marshall Program) have been placed at
3.5 billion dollars or at ebout this yearts level, Veterans' benefits
most likely will be somewhat higher in the oeming year. Tax refunds will
be lower and other expenditures including interest on the publio debt
should, in the aggregeate, remain at about this year's level. The more

detailed disocussion of the budget outlock as given in Exhibit IX¥ indicates
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Table II

ESTIMATED SURPLIS WITH 35 BILLION DOLLAR BHUDGET

Income of 180 Billion

Yield
Budget Surplus
Cash Surplus

Income of 185 Billion

(In billions of dollars)

Yield
Budget Surplus
Cash Surplus

Income of 195 Billion

Yield
Budget Surplus
Cash Surplus

Federal Reserve Bank of St. Louis

Present law Proposed law
$3843 $3340
363 - 2,0
5¢3 -
3900 3’400
Leo - 1,0
640 1,0
42,0 3640
Te0 1,0
9«0 340
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that the estimate of 35 billion dollars is on the low rather than on the
high side.

Soope for Tax Reductions

Assuming a 35 billion dollar budget for 19L8-49, the question
is at what level of income this budget should be balenceds The present tax
struoture would yield 35billion dollars at an income level of about 170
billion dollars, (Reference is to the level of "personal® incame, which is
the new Department of Commerce term for income payments.,) At current levels
of income (195 billion dollars) the yield would be 42 billion dollars.
That is, the 35 billion doller budget ocould be balanced after a yield re«
duotion of 7 billion dollars, If the balancing requirement is ampplied %o
the oash budget whioh includes the net receipts of trust funds rather than
the conventional budget, the permissable yield reduction would be about 2
billion dollars higher or 9 billion dollars., It does not seem likely, however,
thet conditions during fisoal 1948-49 and especially during the calendar
year 1948 will be suffiociently deflationary to make it desirable to devote
this entire surplus to tax reduoction. To maintain stability and to provide
for debt retirement, it would be betier to retain some surplus at present
Jovels of inocome and to plen for balencing the budget at some lower inoome
level such as 180 billion dollears. This lewel, which is about 8 per cent
below the ocurrent annual rate of 195 billior dollars might be thought of as
& more "normel" prosperity level, to be established after some downward
adjustment of prioces.

The present tax struoture at the 180 billion dollar inocome level
provides for a yield of 38,3 billion dollars. With a budget of 35 billion

dollars this would permit a tax reduction of 3.3 billion dollars while
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Table III

TAX YIELD URDER PRESENT ARD FROPOSED LAW
PERSONAL INCOME LEVEL OF 180 BILLION DOLLARS

(In billions of dollars)

Present law Proposed law Rbdvction

Personal Income Tax }/ $19.0 $15.3 $-3.7
Corporation Income Tax 2 9.0 8.6 «0uly
Miscellaneous Internal Revenue 8.1 649 -1.2
Customs, Etce é/ 2.2 2.2 -
Total 38 e3 3340 =53
Noet Receipts of Trust funds, etc. 2,0 24,0
Total Tax Receipts Li0e3 353

1/ Includes baeck taxes and current overwithholdinge Refunds from over-
withholding are accounted for under budget expendituress On a
liabilities basis, income tax yleld would be about 2 billion dollars

less,
g/ Including back taxes.

2/ Exeludes 2,5 billion dollars of surplus property receipts and 1
billion dollars of other nomrecurring miscellaneous receiptse
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Table IV

PROPOSED CHANGES IN YIEWD 1/

(In billions of dollars)

Personal Income Tax

Increase in per capita exemption from $500 to $600 $-1.6
Optional income splitting between husband and wife -0.7
Decrease in tentative surtax rates by two points =1l.

Corporation Income Tax

Increase in basic rate from 38 to LO per cent +0.5
Decrease in rate on dividends paid from 38 to 25 per cent =-0,9
Excises
Elimination of gasoline tax =0.5
Miscellaneous excise adjustments =0s7
Total =5e3

y Note: These estimates of change in yield were based on a
personal income level of 180 billion dollars, but should not
differ significantly at other levels of income around 180
billion except at very high levels of income, see Table I1I.
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maintaining the budget in belance. Our recommendation, however, is for a
reduction of 5.3 billion dollars. At the 180 billion dollar income level
this will result in a budget defioit in the conventional sense of 2 billion
dollars, but the oash budget == which is the signifiocant factor with respect
to inocome flow and debt retirement -~ will still be in balence. At the
prosent level of income (195 billion dollars) the recommended tax reduction
will still leave a budget surplus of 1 billion dollars and e& oash surplus

of 3 billion dollars. These figures are summarized in Table II.

II, Summery of Program

The yield under the present and proposed revenue structuresis
shown in Table ITI and yield costs of the proposed provisions for tax
reduction are shown in Table IV, When the time for tex reduction arrives,
the major need will be for strengthening consumers' buying power. To meet
this need, the benefits of the proposed tax reduction program should be
made to acorue primarily to the middle and lower income groups which spend
a large share of their income for consumption. This means that priority
for rate reductions goes to low bracket income taxes and excises and our proe
gram accordingly provides for inocome tex reduction of 3.7 billion dollars,
two-thirds of which goes to incomes under $5,800, and en exoise out of
1.2 billion dollars also acoruing mainly to these groups., Corporation tax
yield is reduced by LOO million dollars only. This small reduction refleots
the simple faot that within the limitations of a 5 billion dollar program
a substantial reduction in income tex rates is possible only if the ocorpora-
tion tax yield is maintained at a fairly high level. This ocen be done

without imposing a ssvere deterrent to investment if at the same time certain
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Table V

PRESENT AND FROPOSED INCOME TAX LIABILITY

(Married person, no dependent)

Net Income Present Reduction due to Total Proposed
before Reduc~ )
mcenpoios | 1av 3/ | B T T T T | " | ity

$ 1,200 | & 38 $ 38 - - $ 38 --

1,500 95 38 $ 6 — Ly | § 51
2,000 190 %8 15 - b3 137
3,000 380 38 3L -- 72 308
5,000 798 L2 72 $ 3l us 650
10,000 2,185 é5 167 127 559 1, 626
20,000 6,391 101 347 1,67h 2,122 h,271
50,000 24,795 137 927 6,046 7,110 17,685
100,000 63,128 165 1,877 12,826 | 1,,868 18,260
250,000 191,340 170 L,727 22,001 | 26,898 164,41
500,000 Lo7,L65 170 9,L77 23,925 | 33,572 375,893

y Assumes one spouse has all the incomes

Source:
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Table VI
COMPARISON OF TAX FURDENS UNDER FRESENT LAW, PROPOSED CHANGES
AND THE REVENUE ACT OF 1940

(Married person, no dependents)

Net Income Present law 1/ Proposed law 1/ Revenue Act of 1940

$ 13200 $ 38 it bk

1,500 9 $ 51 -

2,000 190 137 -
5,000 280 308 $ 31
5,000 798 650 110
10,000 2,185 1,626 528
20,000 6,394 L,271 2,336
50,000 21,795 17,685 1,128
100,000 13,128 18,260 43,476
500,000 407,465 373,893 330,156

1/ Assumes one spouse has all the income.

Sources Semate Finance Committee Hearings on H. R. 1 and Treasury
Bulletin, February 1947,
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teohnical changes are made in the way in which corporation profits are
taxed,

Porsonal Income Tax

The two proposals considered by Congress in the last session were
H, R. 1 and the Lucas Bill, The former provided for a flat 20 per cent out
in liebilities over most of the inocome range whioch results in a distribution
of tax relief excessively favorable to the very top income groups and ine
adequate for the very lowest inocome groups (under $1,000 of net incomse).

The Luoas Bill, whose provisions had been given tacit Administration support,
(even though the Administration opposed its enactment at the time) gives

a more equitable and progressive pattern of adjustments for about the same
yield oost. It is adopted as part of this program since it has already been
extensively disocussed and could therefore probably be enacted with greater
speed than an entirely new program.l/

The ILuocas Bill provides for amn inorease in per capita exemptions
by $100; a two percentage point reduction in surtex rates and an option to
split family inocomese The burden distribution under the present law, the
relief obtained from these three provisions and the burden distribution
under the proposed lew are shown in Table V. A ocomparison with the prewar
burden level of 1940 is shown in Table VI,

The three inoome tax revisions ocontained in the Luecas Bill
supplement each other and result in a fair distribution of tax relief, The
increase in exsmptions is desirable because it is the most effective way
of giving relief to the lowest inoome brackets, The proposed inorease of
$100 involves a yield cost of l.6 billion dollars and is estimated to lower

the number of texpayers from 48.5 to L3.8 million, A more drastio

1/ Some minor variations of the bill are under study.
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inorease in exemptions is not recommended. Sinoe the personal inoome tax
mast remain the major tax source, it is necessary, in view of ocontinued high
yield requirements, to retain a broed inocome tax base, If some further re-
duotion in inoome tex burden for the lower inoome brackets should become
possible later on, it might be preferable to provide suchmlief by splitting
the present first surtax bracket of $2,000 into two brackets and reducing
the rate on the new first bracket.

The two point reduction in surtex rates all alomg the secale is
estimated to ceost 1l.ly billion dollars.l/ If a yield reduction in exvess of
5 billion dollars were possible, some further out in, say, the first three
surtex bracket rates should be given a high priority since these middle
inoome groups are not benefited as decisively by the inorease in exemptions
or reduction in exoises as are the lower groups nor do they gain as decis-
ively from the income splitting device as do the upper groups.

The present scale of surtax rates over the upper ranges of the
incoms soale is very steep indeed, and it is redused but slightly by the
two point out here recommended. However, the upper part of the surtax soalse
mast not be taken at its faoe value. The effective rates actually paid, if
releted to a proper definition of inoome, are considerably less in most ocases
beocause of (1) the tax exemption of interest on State and local bonds; (2)
the privilege of a preferential rate for capital gains; and (3) the use of

inoome splitting devicese The economic case for discontinuing tax exemption

1/ In the Luocas Bill the 5 per oent reduction in liabilities under the

enue Act of 1945 is retained. It is suggested that the surtax schedule
be revised to consolidate the 5 per cent liability reduction and the pro-
posed two polnt rate reduotion inte a single schedule,
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State and loocal
on/ gocurities is overwhelming and recammendations for removal of the privilege

should again be made at least as far as new securities are ooncerned. Com-
plete repeal of the exemption privilege would increase yield by about 200
million dollars bubt this item is not here allowed for beocause there is little
ohance that Congress would adopt such a provision. Some proposals for ade-
Justment in ecapital gains texation are oonsidered below,

With respect to inoome splitting, it is proposed that the problem

be met head-~on by giving taxpayers the option to split inoome equally between
husband end wife. This relief whioh is estimated to cost 700 million dollars
is signifioant especially in the $20,000 to $100,000 income range and is
designed to take the place of further rate reductions in the upper surtax
brackets. Under this provision, a married texpayer with no dependents and
with en income of $50,000 who pays $2l1,795 under present law will find his
tax ligbility reduced to $18,72!4.. The reduction will of oourse be less where
splitting already ocours. The income splitting option here proposed makes
the best of a baed situation. With respeot to capital inoame, various devioes
such as trusts and inter-femily gifts of property already meke for widespread
income splitting. In the 10 community property stetes splitting of earmed
income is possible as well and there is prospeot for early commnity preperty
legislation in other states. Technioally, this problem of income splitting
could be met by providing for campulsory joint returns er by applying
different rate sohedules to single and married taxpayers, but suoch proposals
would meet with insurmountable opposition in Congress. In the ebsence of

a more satisfaoctory solution the general option of inoome splitting would

be preferable to the present situation. However, it should be made olear
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thet this option in effect corresponds to a substantial reduction from present
surtax rates and that this provision is in lieu of a sharper reduotion in
upper bracket re.tes._];/ Given the inoame splitting option -~ and keeping

in mind the lower capital gains rate and the tax exempt interest == the
actually effeotive level of rates is not too severe under present ciroum=-
stanoes.

The combined effeot of the three provisions is shown in Table IV.
The teble shows a quite substantial reduction in lisbilities for the very
low incomes up to, say, $2,500 and a more moderate reduction of approximetely
20 per cent in the $3,000 to $6,000 range. JAbove this level, the magnitude
of reduction depends greatly upon the extent of inoome splitting which al=
ready exists, Assuming that there has been no inocome splitting previously
and that all income is received by one spouse, the reduction for ineomes from
$20,000 to $50,000 is in the 30 per cent range. Above this level, the re-
duotion rate falls off sharply, but it should be recognized that this is the
income range where the bulk of income is in the form of capital income which
is taxed at rates substantially below the nominal surtax rates.g/

As shown in Table V, the proposed reduoction will leave lisbilities
throughout the income range (except for the group exoluded by the increase
in exemptions) much above prewar levels, This, of course, is an inevitable
result of the greatly inoreased yield requirements of the postwar budget.

Thus, the yield of the 1940 inoome tax at an income level of 180 billion

1/ One serious objeotion to this plan is that it disoriminates severely
against single taxpayers who oannot split their inoomes, However, these
taxpayers receive somewhat less than 15 per cent of the inoome in the
$20,000 to $100,000 range, which is the reange primarily benefitted by
aplitting.

This, however, leaves the question whether it might not be desirable to
provide for a surtax limitation of, say, 60 per cent on earned (as distinot
from oapitel) inocome, Such a provision would involve a yISId cost of less

Digitized for Frohteak 100 million dollars.
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



-9 -

dollars would be in the neighborhood of 8 billion dollars, whereas the tax
here retained is to yield 15.3 billion.

Corporation Income Tax

In view of the limited scope for tax reduoction end the priority
of other adjustments, no substantial reduoction in corporation tax yleld will
be possible. Corporation profits after tax are now at an annual rate of
17.]; billion dollars or nearly twice the highest wartime yeer. Over two=-
thirde of profits after tax are retained by the ocorporations, In view of
these facts no oonvincing case for reducing the corporation rate can be
mede at this time..].'./ Given & proper handling of the corporation tax struo-
ture a rate of, ssy, 4O per cent will not result in e serious impairment of
corporate investment as long as there is adequate consumer demand to take
the goods off the market.

Certain chenges may be made in the corporation tax, however,
whioh will not involve a substantial loss of yield but whioh will reduoce
possible deterring effects upon investment. Such effects are most likely
t0 result beocause of the double tax burden on dividend income, Dividend
income, under present procedure, is taxed first under the corporation inoome
tax and, after distribution of dividends has been made again under the per-~
sonal inoome tax, While these two rates are by ne means fully additive,
especially for dividend reoipients in the high surtex braockets, this double
taxation In oertain ocases results in excessively heavy taxation of dividend

inooms.

1/ A case ocould be made if it was argued that the corporation tex was
shifted ~= largely or wholly -~ to consumer or wage earners. Our argument
is based on the assumption, whioh seems more reasonable although it is diffi-
cult to prove, that the bulk of the tax is not shifted.
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To provide some relief, it is proposed that the corporetion rate
peyeble on distributed earnings be reduced from 38 to 25 per oent., This ad=
Justment whioch will involve a yield cost of approximately 900 million dollarsy
will further supplement the personal income tex reduotion previously proposed.
It is recommended advisedly that the dividend relief be given in the form of
a preferential corporate rate on distributed earnings rather then as an in-
come credit under the personel income tax as in the United Kingdom. While
both approaches may be fashioned so as to be formelly similer, the first
approach is preferable: (1) It avoids the need for refunds which is likely
to arise under the other epprosch; (2) It exerts some pressure for distri=-
bution of earningsy (3) To the extent that the corporation tax i._s_ shifted,
it is better not to oollect from the oorporation in the first place.

In order to recoup part of the 900 million doller loss of revenue
due to the dividend credit, it is proposed to reise the basic corporation
tax rate from 38 to 4O per cent, This is estimated to provide a yield gain
of sbout 500 million dollars. Some teohnical chenges in the oorporation
tex structure are also recommended and will be oonsidered below.

Excises

The program allows only for a reduction in excises by 1.2 billion
dollars. This leaves excises at a multiple of the prewer level but the
limiting feotor is the permissable amount of total tax reduotion and the
fact that some income tax reduction is Yo be given priority.

It is recommended that the Federal gasoline tex be eliminsted

and this field be left to the States, This will involve a revenue loss

1/ Without regard to its effects on dividend policy or to the higher level
of individuel income taxes under higher dividend payments.
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of 1400 million dollars. It is also suggested that the tax upon the trans-
protation of property and of persons be eliminated. These texes, whioch now
provide a yield of 440 million dollars, are reflected directly in increased
cost of production and tend to be pyramided., The remainder eof 350 million
should be applied to the elimination of certain other excises whioh are
pyramided or regressive sucheas the eleotrical emergy tax.}../

11T, Timing and Flexibility

In presenting the tax program for 1348, there should be frank
recognition that public policy for income stebilization must be flexible.
Prosent techniques do not permit income forecasting for a 12 or 18-months
period with sufficient acouracy to mske it possible for the Government bo
commit its fiscal polioy in advance for such a pericds The ides that ade
mission of uncertainty in a public policy statement (such as the State of
the Nation message or the Economic Report) is a sign of weakmess and therefore
not permissable is foolish., Thus, it will be desireble for the Administration
to develop a tex program for 1948 but it is quite unlikely that the outlook
will permit recormendation of a tax reduotion progrem for the entire fiscal

year in terms whioh will be oompletely definitive ms to timing and emount,

With respeoct to timing, it now seems quite unlikely that a sube
stantial tax reduction will be in order for January 1, 1918, Whether the
outlook by the end of this year will permit & definite recommendation for
June 30, 1948 remains to be seen, If there is insuffioient certainty, even

as to the direoction of economic development, it may still be desirable to

1/ The excises recommended for removal end/or reduction are: (1) taxes on
electrical energy, (2) taxes on telsphone service, telegraph, etoc., and
(3) taxes on light bulbs.
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come forth with a conerete reduotion program but the timing should then be
left opon.y

Changes in the economic outlook by the end of the year may meke
it desirable to recommend either a smaller or & lasrger program than the one
here discussed, If the scope for yield reduotion is less, the proposed re-
visions should be oconsidered in the following sequences (1) increase in in=
come tex exemptions;g/ (2) redustion in excises; (3) reduction in retes;
(4) income splitting; (5) dividend relief. If a more extensive reduction
progrem is possible, these additional revisions should be considereds (1)
splitting of first surtax braeket and 50 per cent reduction in first bracket
rate; (2) reduction of surtex retes in $4,000 to $12,000 range and possibly
on earned income at the top end of the income soale; (3) further excise re=-
duotion,

IV, Techniosl Recommendations

The effect of a corporation income tax on the level of corporate
investment depends to & very lerge degree on the extent to whioh losses
inourred can be offset against profits in computing the tax base. Present
law, whioh allows a two-year cerry-back and a twoeyear osrry-forward of
losses, represents & substantial improvement over the prewar situation,
but even further liberalization is desireble. The carry-forward period
should be increased to at least five years. A two=year period is seriously

inadequate for most new businesses which typiocally suffer losses in the

1./ If fiscal polioy is to become an effective control instrument, authority
as to the timing of tax and expenditure adjustments will have to be dele=-
gated to the exeoutive branch, However, this is herdly the time to reocom=-
mend such legislation.

_2/ It may be advisable to recommend suoch an exemption increase even with
continued inflationary pressures as & "oost-of-living®™ adjustment for the
lowest income groups.
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first few years of their existence and which, of course, oannot avail them-
selves of the additional relief provided for established businesses by the
carry-back. Moreover, it is doubtful whether the present ocarry-overs cover

a period long enough for the offsetting of losses over a mejor business oyole.
The two-yesr carry-back, despite its administrative compliocation, should be
retained (along with the speeded-up refund provisions) in view of its contri-
bution to business liguidity at the omset of a depression. The proposed
lengthening of the carry-over period will not result in any considerable
reduction in yield for the ooming fiscal yesr as such revenue loss will ocour
only after a period of extensive losses.

Reexamination of Exemptions from the Corpergstion Income Tax

Taxpeyers cannot be expeoted to bear the extremely high tax burdens
necessary for msny years to come without assurance that no olass of profit-
making business is being allowed to esoape its fair share of these burdens.
At the present time, there are many types of business enterprise earning
substantial profits but meking no contributions or disproporticnately small
contributions to the cost of Govermment. Most of these are being allowed to
escape tax liebility beocause they cen claim a specific exemption under one
subsection or another of Seotion 101, Internal Revenue Code. This Section
dates from the very beginnings of the income tax and has never been over=-
hauled despite the faot that the problems which gave rise to it, the level
of taxation and the oharacter of the exempt orgenizations themselves have
chenged drastiocally over the past thirty years. Continuence of these old
exemptions at the present time is not only undermining taxpayer morale,
but preventing, by the revenue loss they produce, desirable tex reductions

olsewhere in the system.
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Foremost among the necessary changes should be a repeal of the
exemption now extended to sbout half of the farmers' marketing and purchas-
ing ocooperatives under Section 101 (12). This section exempts from oorpora-
tion tax income whioch is added to ocertain reserves or paid in dividends to
stookholders., Both thsse privileges are not availeble to corporations or
non-exempt cooperatives, Farmers' cooperatives now have an annuel business
volume in excess of 5 billion dollars of gross inoome. Many are engaged
not primarily in buying and selling but in menufecturing and even petreleum
production end refining on a large soale., Several organigations ere known
to have sales of more than 100 million dollsrs each and their tax advantages
can be presumed to account for a signifioant pert of their growth to this
size, Clearly these organizeations no longer merit special privilege and it
is recommended that it be removed. The restlting gain In yield will hardly
exceed 25 million dollars,

Also, it must be recognlzed that the repeal of this special
privilege still leaves the taxatlon of cooperatives in a rather unsatis-
faotory oondition., Under present lew, patronage dividends are deductible
from the oorporation inoome tax; while this provislion is available to all
corporations, it is of use only %o cooperatives and in certein ocases may
tend to give ocooperatives competitive adventages., These arise primarily
because patronage dividends are frequently peid in the form of stook rather
than oash or reinvestment is reguired on & compulsory basis. While it is
not recommended thet patronege dividends as such be made taxeble to the
cooperative, it will be necvessary to tighten up the provisions of the law

with regard to non-oash distribution. If no satisfactory solution ig found,

& special tax on cooperatives based on invested eapital may be preferable,
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This tax oould then be adjusted to egualize their taxes over the long run
with those of their corporate competitors. Such a more extensive change in
the tax status of cooperatives might be expected to increase revenues by as
mich as 100 million dollarse

A ochange should also be mede in the stetus of those schools,
oharities and similar organigations exempt under Seotion 101 (6) which are
deriving all or part of their funds from the operation of business enter-
prises in competition with taxable firms, Profits earned from such ventures
should be segregated from oontributions and ordinary investment income and
taxed in full under the corporation income tax., Steps should also be taken
to disoourage the use of eduoational and chariteble foundations for the
purpose of avoiding estate end inocome taxes and for meintaining family oon =~
trol over business enterprises. 4s a minimum, such foundations should be
required to disburse annually for educational or charitable purposes all
their net inoome or forfeit the right to exemption on amounts retained.

Modification of the Trestment of Cepital Geins and Losses

The treatment of capital gains and losses represents one of the
most unsatisfactory features of present income texation. The main defect,
of course, is the fact that the flat rate maximum tax of 25 per cent on
long~term gains is far too low in ocmparison with the burdens on other
sources of income. As a metter of principle, it would be desirable to
subject all capital gains to the regular surtax sehedule and allow full
deduction for eall net losses but 4o do so it will also be neoessary to apply
some averaging device for oapital gains and losses. Such an averaging pro-
vision might woll be introduced before averaging for inoome in gemerd is
considereds To close a further loophole of tax avoidance, it will also be

desirable to consider the death of the taxpayer as vonebituting a realization
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of his gains and losses for income tex purposes.

It seems unlikely, however, that suoh an ambitious progrem of
reform in eapital gains texation is politioally feasible in the near future
and more modest recommendations might therefore be preferable, For 19.8,
an effort should be made to raise either the meximum rate eor the percentage
of long~term gain taken into soccount, The holding period should be raised
from the present six months %o one year, This is the minimum period cone
sistent with the idea that long~term gains should be taxed at & rate more
nearly compatible with the time dlistribution of their acoruals Finslly, the
loss provisions should be modified to reguire the offsetting of a net short-
term capitsl loss egainst a net long-term gein m rather than after the
gain is reduced by the statutory percventage. The present treatment has the
effeot of allowing one dollar of short-term loss to wipe out two dollars of
taxable long-term gains, While these provisions would bring the taxation
of oepital gains more in line with the taxation of other income, it 1is almost
impossible to estimate their precise yleld effect but in any ease, it will

not be substantial,
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EXHIBIT I

Incoms Outlook for the Fiscal Year Ending June 30, 1949 &/

The Gross National Product for the second quarter of
1947 was the largest in history, measured at current prices. Its
further upward movement from the very high level reached at the end
of 1946 has been accounted for primarily by two factors: (1) an
increase in net foreign investment from an anmial rate of $5.2 billion
in the last quarter of 1946 to $1046 billion in the second quarter
of 1947, and (2) an increase in personal consumption expenditures
from an annual rate of $15440 billion to $159.0 billion. Thus conw
sumption expenditures continued the advance that began in mid-1945,
but at a considerably reduced rate. Likewlse, business inventories,
which had expanded rapidly, especially toward the end of 1946, are

now increasing very slowlye.

The Outlook for the Remainder of 1947

At the moment the critical factors in determining the level
of activity for the balance of 1947 appear to be exporits and the
cashing of veterans! leave bonds. It is estimated that net foreign
investment (in the absence of action by Congress) will probably decline
sharply from the second quarter rate of $10.6 billion to a fourth
quarter rate of $7.0 billion. Data released by the Department of
Commerce indicate that exports for June and July of this year were

down from preceding months. This deflationary factor, however, will

;7 Prepared by Kenneth B, Williams
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probably be largely offset by the cashing of veterans'! leave bonds,
which we have estimated as contributing to personal income at an
annual rate of about $2 billion in the third quarter and $3 billion

in the fourth quarter of this yeare It should be pointed out, however,
that the magnitude of net foreign investment is at present particularly
difficuvlt to predict, since the urgency of the need in Europe may
force action under the Marshall Plan at an earlier date than was con-
templated in the estimates. In any event, it appears likely that for
the balance of this year, activity will remain fairly close to the
second quarter level.

Although the two factors mentioned above now seem to be
most critical for the next few months, changes in other variables
may exert considerable influencee.

(1) The removal of the remaining credit curbs on November 1
may not have much effect at this time, but such effect as it does
have will be on the expansionary sidee.

(2) Prices are likely to remain close to current levels if
expenditures are meintained. A decline in exports might have some
effect on farm prices, but could hardly do more than stem the present
upward trend during the remainder of 1947. A reduction in exports
of capital goods would probably not affect prices in this country
materially, because of the continued pressures here on the available

supply of such goodse
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(3) The rate of inventory accumulation is another unknown
factor. As mentioned above, business inventories are now increasing
very slowly. The ratio of stocks to sales in deparitment stores is
still low, however, in comparison with prewer relationships. Con-
sequently, the possibility of further expansion in this area must be
considered.

(4) The dollar volume of construction has held up well
this year despite high costs. New industrial construction, however,

has been sliding downe

The Outlook for the First Half of 1948

The critical factors for the first half of 1948 appear to
be the same as those operating for the last half of 1947. It has
been estimated that net foreign investment will have dropped to an
annual rate of $5.0 billion for the second quarter of 1948. At the
same time, the stimlus to business resulting from the cashing of
veteranst leave bonds will be considerably reduced--we have estimated
that the increase in personal income from this source will amount to
only $1.0 billion each in the first two quarters of 1948, In the
absence of any offsetting factors, there may well be a mild dip in
activity for the first half of next year. We need not elaborate
again, however, the umcertainties associated with our foreign aid
program and the possibility that such aid may be forthecoming fairly
early in 1948, Unless this decline in business activity is sharper

than now appears likely, it is doubtful whether it will have very
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mich effect on prices. Prices of farm products and foods will
depend in large part on the extent to which such commodities are
shipped abroad. If exports of such commodities are sharply reduced,
we may well have some reduction in farm prices. It is unlikely,
however, that commodity prices other than for farm products and
foods would decrease much in these circumstancess

Many important labor-management contracts expire in the
first half of 1948. Demand for additional wagse increases will be
strong if living costs continue to advance. No attempt will be made
to predict the outcome of the bargaining, but the nature of the final
agreements may have a considerable effect on the course of business
for the next year.

We assume that construetion activity will continue high in
the first half of 1948 as it has in 1947, in spite of high costse.
Costs may be reduced somewhat, but this--if it should happen--seems
likely to influence the duration of the construction boom more than
the level of activity in the immediate future.

Personal consumption expenditures on nondurable goods and
services have been fairly stable since the fourth quarter of 1946.
Consumption of durables has not shown a much greater relative increase,
largely because of the limited availability of such commodities, par-
ticularly automobiles. Nonetheless, the volume of deferred demand
will have been considerably reduced by 1948, and it is unlikely that
expenditures on consumer durables will increase appreciably unless we

have an increase in the production of automobiles,
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In summary, it appears that there may be a minor re-
cesgion during the first half of 1948 but its occurrence is largely
econtingent upon the timing of aid abroad. It is unlikely that any
me jor price readjustments will occur during this period unless the

recession is very much sharper than now appears likelye

Outlook for the Fiscal Year Ending June 30, 1949

The chief additional influence that we can now see operating
in fiscal 1949 is the probability that taxes may be reduced somewhat.
We assume that personal taxes in fiscal 1949 will be about $3.5
billion below the 1948 level and that excise taxes will be reduced
about $1.0 billion a year. It also seems very likely that regardless
of the timing of foreign aid, net foreign investment will be forth-
coming at a fairly high level in the last half of calendar year 19/8.
These two factors of themselves will exert a considerable influence
on the economy. It is possible that the stimulus will be strong
enough to lead to fairly rapid inventory accumulation in contrast to
the present situation. If these possibilities are realized and if
the volume of construction remains high, we are likely to have high
levels of business activity in fiseal 1949. Under such circumstances,
Gross National Product of about $215 billion, personal income of about
$185 billion, and disposable income of about $166 billion are quite
reasonable possibilities. These would compare with a Gross National
Product at the annual rate of $226 billion, personal income at $191
billion, and disposable income at $170 billion in the second quarter

of 194,70
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Exhibit I

KIDGET CGITLOOK TFOR FISCAL 1949
by
Halter P. Stotiner
Cutlook

The attached table shows & tentative estimate of the expondie
ture budget for fiscal 19L9. The 35 billion dollar total is two billion
below the rovised budget ecstimates for 1018 due primerily to a lower
estinate of expenditures for national defense and a reduction in tax re=-
funds. Like in the budget for 198, four items, national defense,
voterans® services and benefits, intorastional affairs and finance, and
intercst on the publio debt account for mors than 70 por cent of total
budget cxpenditurife Any sipnificant drop in the future budgets is there-
fore dependent primarily on reduetions in theso four items.

The estimate of 35 Lillion for fiscal 1949 in peneral ussumss
the conticustion of prusent programs and with the exeeption of foreign
aid does not make sllowance for any new programs which Congross might
vote fore 7The mein assumplion is that expenditures under the Marsimll
Flan wiil keep the outlays for internstlonel effuirs at current lovela
tué that thero will be s substantial reduotion in national dsfense outlays.
It ie quite doubtful, however, whether thuse reductlions will materialize.
docordingly, the table mlso shows & higher budget estimate of LO billion.
In wdditicn to & somewhat hirher allowance for forelgn aid, this budget
holds naticnsl defense expenditurces at this yearts Iével snd assumes alsc
that somo of the expenditure programs now under active sonsideration by

Congress will be enacted in time to allow a nmodest siart in fiscal 1649,
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Both the 35 billion end the LO billion dollar tudgets assume
eontinued prosyeriiy, & high nationsl income and substantially full
snploymente They do pot include sny cutlaye designed primarily to cope
with unenploymente The higher estimete also masumes that both the
labor and materieal situsticn will have eased sufficiently to permit
the carrying cut of construction snd certsin other projects at & some~
what hirher rate, yob still substantially within the limita of the
present program.

The 35 billiom £ollar budget, slthough not & rocebotton budget,
appears to be the minirum that csn be sxpected. Aside from further wutis
in natione) defonso sxpenditures (which are wholly urlikely) othar expend-
itures could hardly be reduced by more than a half or ut the most by ane
billion dollers. The asssumptions underlyiny tho estimates Por 19L9 ere
discuesed in some detail below,

1. Y¥atlonal Defenss

The higher figure.of 11 billion sasumes & slight reduction in
the oooupation forces end some sdministrative scononmiem dus to the con-
solidation of the %ar and Xavy Departments into & single depsrtment of
national defonse. The slight inercase over ths current rats of expenditurca
refleots inorvased cost under universal military training legielatior which
is likely to be adopted. The lower figure of 9.0 billiocn is not an estie
mate but merely roflects the levol to which these expenditures have to be
reduced if the udget is Lo be kept at 35 billion. Az fer as csn be
learned from available sources, thore ers no major fteng in this year's

earmed forces budgot which will be nomrecurring.
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£+ Voteraps' Services and Bexofits

The slight incresse (500 million doliars) in veterana' oxe
penditures for ISL9 is the net result of & change in vericus garts of
the program ay sunparad Yo tho prosent yosre JThe sptinmaté assumes an
inoroase in pensions which will continue for several years. With row
gard to readjuatnent banefits s decrcase in unenployzent benefite i
asaumed whioh, howevar, will be offwet by grester sxponditures fop
sfuoatioml snd training henofitee 4Alvo included in tha estimte is a
alight increase in azpendibturca for hospitel senstructica and adninise
tration duo to the larger numder of hospltals whick will be in operatlon.
The vetersns® program le sufficiently prodictadle to say that out ssblmmte
ig not far off the nark.

Y« Intarsational Xffwirs and Finange

The sstimats of 3.5 billlen dollare for interantional affairs
is ¢f course o mors oesanpiion sinoe no dofinite proposals for subalasion.
%o Congress have been formaluted as yet. Some of the L{igares whioh have
been mentioned for inplexenting the Harshall ¥lan sre amsidersbly above
the 2.5 dbilllion which are hare aseumed. It fs azsumead thmt 2,5 billion
dellars 42 the ninimum which Congress eould appropriste within the Lranee
wark of the ¥arshall Plan. It is aleoo wssuxed thet the sost of ihe
garshnll Plan »111 avpenr as an sxoonditure item in the mudget Wt eonside
eration might be given to varicus technigues by whiesh this item night be
kapt sut of the formal ndget.

The ramaining expenditure of we Yillion Jollsrs nssuxes sone
reduction in the wst of cscupation of Gormsny aud Japan and ths ccutinum~
tion of relief %0 ths extent ef sbout 200 million dellars te a few ocountries
smaeh A8 Austrin, Jtaly anéd Oreeess 7The hizhsr wstimate ¢f L.5 ®illien
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sszumesd an incrcagse in the oocupatien coot of Gersany due to & change im
the present arranyoment with Sreabl fritain, and a sowewhat larger oxrendis-
ture under the larshall ¥Flan.

Le Intervst on the Fublip Debhd

The ostimmte for intorest pavments for 1049 is mlizhtly hicher
than for the currsnt {iscal yoar despite & possible »mall reducstion in
the total public debt. Tho incremse is due primsrily to & lurger secrual
of intercet on savings bonds and a possible slight furthor incrsase in
short-tern rates.

Be Coeoial Yolfere, Hualth and Segurity

The lower eatimate of a billion dollars under this hosding assumes
ne change from the present fisoal year; however, it is somewhst larger than
the originsl January hudget estimnte due rriparily to luorsssed payments
for public smsistance grants to the siotes. These expenditurcs roflect
present cuntractual ollipations end could not be roduosd without legislatiecn
for retrenchment aof the socinl security and sseistance prograrmse The
hirher eztimate of 2.5 tilllen assumes & further slight iccrvase in the
assistance bonelits and a possible liberalization of the eligidllity
provisiong. It nlso m9sunes evaoctment of either & national health insur-
wi¢s program e reoccmrended by Mresident Truman or of some substitute
meRsure such a# thal sponsored Uy Scuator left providing for nediocal eare
for low income lemilies and exranded maternal and child hexlth banefits.

6. Apricilture. end Aprienltural Rescurcss

The 1.3 billion estimate for 1049 assumos & conbinustion of the

Goverrment Price Support Program at the rresent level and a eontinued high
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level of farm prices. This program is due to expire in Desember 198
but it is expested that it will be oontimied. The estirmts also assumes
s spall reduction in expenditursa for conservation and use of farm lands
snd » szall reduction in losns granted by the Rural Elestrification
Administration. The higher estimate of 1.5 billion dollars is based n
an assumed inersase in expenditures for programs for the development and
inprovement of agrimltural resources.
7. Yntural Resources Mot Primarily Azrisultural

The 100 millien dellars inorsase in the 15l9 estimate of 1.3

billion dollars allows:: for some incroase in outlays for £lood control
snd the Atomio Energy Commission. The higher estimate of 1.8 billiom
dollars assumes that the Corps of Engineers of the irmy and the [ureau

af Reelasstion of the Uspartment of Interiom will szarry cut ihe present
baoklog of suthorized programs at & somawhat fastor rate and that the more
sdvanced stage of many of thease projeots will require a scaewhat larzer
oatlay.

Be Transportation and Comemnication

Ihe tentabive estimate of 1.7 Billicy is 200 million above this
yearts figure. It assushes a ocontimintion of Fedeoral sudbsidies to the
Morchany) Marine snd u Fost Offies Depariwent defioit at approximately the
present rate. It alao assumes a slight inorease in the cutlays under the
Pederal Ald Higlway Program and the Yederal Airport Frogram. With rezard
to Pederal nid for airport construection, Congress this yoar substituted
& contract suthorisaticn far the appropriation recomasnded in the Fresident's
Nudget. By this deviee appropristions for this year were held down dut an
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inoresse in apyropriations noxt year ayupesars very likely. - The higher
ostimate of 2.1 billicn srswmes thet hoth the highway and airperd con~
struction work will be onrried out st about the rate foreseen in the
current proprams,snd that there will also be some expansion in river and
harbor work.

9. Houaing, Bducabion, Commerce, labor, Etc.

The eatimate of 500 million inoludes comparatively small cutlays
for a nuxsher of different purposes. It is esgeunsd thet expenditurces will
be kept at the prusent level but that wery likely there will be some off-
sobbing adjustments within the compmusenta. For instance, there may be
some ineremse in subeidies for low income publlo housingy on the other
bhand, repaymunts to the Home Ownor’s loan Corporstion willlihave ended
by that time, The higher cetimate of 700 million assunes that sowe
kind of long~range housing program will have been pusssd by Congrees,
cealling for s moderate inercame in expenditures. It also assunes that a
modest program for Fedoral aid to education will have been put on the
statyte books. The remainder of the increase is acctunted for by the
antiolpated ostablishment of a Fational Ecience Foundation.

10. Goneral Covarnment

Tho reduction in the wstimated expenditure for general Govern-
ment from 1.4 to 1.2 billion is the result of a deciine in expenditures
for war liguidatiun from the current lsvel. It is ovident thet no wajor
savings oan be made in this item which is only a small frastion of the
total., The higher «stimmte of 1.4 dillion assumes that there will be

soe inorcase in the rate of construction of publie Wuildings,
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1l. Tax Refunds

the reduction in sxrenditure for tax refunds is due primarily
to the virtusal terminatiocn of tho exesss prafits tax refunds irn 1949,
On the other hand, refunds, both under the poersomal snd corporate ineomo
tax will oentinus.
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THE 1949 DART OUTLOCK
{In billione of dollars)

Revieed 1948 | Low 1LY IBigher 199
Pudget Estimate Estimate
1, Eational Defense Jo.8 G0 11.0
2. Vetarans’ fervices & Benefits 75 7.8 T8
3. Intermational Affairs & Finanoe 3.6 35 L5
L« Interest on the Mublie Debd 5.1 5.2 5.2
Subtotel 1 h 27.0 35.5 2.0
Se. Social Yelfaure, Hoalth &
Seourity 2.0 2.0 2.5
6o  hgriculture & Agrioultural
Rescuravs 15 1.3 1.5
Ta ¥atural Hescuroes 1.2 i3 1.6
B8s Traasporistion & Communioation 1.5 1.7 2.1
9. Housing, Eduoation, Commeros,
laber, Ete. 5 o5 o7
10. Ganersl fovernment 1.4 1.2 1.4
1le ERefunds of Tax Reweipts .1 1.5 1.5
12, Ohecking Ascounts of Govarue - .2 e we
ment Corporaticns
Total 37.0 35.0 Lo.0
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