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THE PROPOCED GRADUATED CORPORATION TAX

The recent tax proposels of the Adminietration include a
recommendation that the principle of gredustion or pruogression
be applied to the corporsation tex, It is propoged im this memo-
rendum to discuss briefly the srguments for and against the adopt-
ion of this principle and to offer am altmative.mgesuon.

Arguments for the Progogel, The theory underlying & gred-
wated corporztion tax iz thet of taxing according to ability to
pey snd according to bemefits reeeived, It is cleimed that the
larger the corporation, the better able is it to pay and the more
protection and adventages 1t regeives, Mere size gives the cor-
poration an sdvantage over & smeller concern, perticularly im
tines of depression. Just es incomes and states are subject to
different tax retes &ccording to sige, so also should be the in-
comes of corporations., Moreover, the larger the corporatlony
the more it engages in interstate comusrce snd the less subject
it 1ia to state texation and regulation, The differences in com=
petitive power arising from differemces in the sise of corporstions
should bs compensated for by differsnces in tax rates or met in-
cozes, On gemeral socizl groumnds "bigness®™ should be discouraged,
Size begets mzynd conc ntrates vast economic powem in &
few hends, It is believed that both om socicl and esenomle grounds
it 1s desirable to discourage "bigness® and to encoursge the per-
petuation and growth of smell concerms,
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Argwments agsinst the Proposal, Although the srguments for
progressive corporation tex sppear plausidle, they will not stand
up wnder smalysis, Let us first consider the sbility to pay argumcnt,
The weskness here lies in the assumed idemtity of the income or
property of a wealthy individwsl asnd the income of & large corpors-
tion, The incomes of & wealthy iandividual is eveileble for use by
him, The iacomeof z large corporation, however, represents the
income of very maay people, soue wealihy, some well-towdo, and some
comparatively poor. A small corporation, om the other hsnd, may be
ovned by wealthy individwrl:., To tax the incoue accruing to the
wealthy et & low rste smnd the income of the lower aiddle-class at
a2 higher rete ic obviously the reverce of taxing sccordiang to ability

£ to pay. In order to tax according to reasl ability to pay, recourse
shoulc be had to the income tax and to the estate tax.

The argument thnt‘a largé corporation has speelsl sdwentages
which justify 2 higher tax rate iz likewise wesk. Insofar ss the
sdvantages are those ariszing from the economiecs of largeescale pro-
duction they offer no justificetion for speeisl toxation. Im faei,
if a tex prevented utilisstion of such eeonomies, it would result in
an impoverishment of the vhole commumity. There would be Justification
for higher texation of profits arising from monopoly and wnfeir trade
practices, but the tax propossl under consideration mekes no attempt
to discriminate between profits arising from efficliency, frem mono=
poly, or from the mere magnitude of the capital assets of the corpor-
ation, The fect, of course, that profits are large ebsolutcly is mo
indication of the profitability of money iavested in the concorne

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



e

A net income of tweaty million dollar: may represent & return of one
pereunt on eapitsl, or & retura of fifty perecnt.

It 15 cometimes said thet a large corporstion sugsged mainly in
interstate commerce 1z proteeted to & considerable extent from the
tax and regulatory powers of the States. There does mot & pear to be
much substance in this contention, A stale mey tax the real property
of a corporetion doing busineszs within its borders, end slso that
portion of income which iz derived from operations within the atete,
Out-of-state corporetiions must zlso conform to the state industriel,
health snd labor laws, It &= quits true thst corporztions in sone
ptates ere subject to less taxation and regulation than corporations
in other stetes, But this is due to differsnees in state laws and not
to differences in size of corporations,

The socisl and economic bemefits to a country aricing from a
lerge number of smaller corporetions is 2 metter of come dispute,
Neny writer: maintain that, on the whole, large corporsiions are better
employers, and are easior to deal with and regulste, than small core
porstions.

Alternative Suggegiion, In place of the graduweted corporation
tax it 1s proposed thet the present tax be applied solely to net
incoue which ie umdistributed in the form of dividemds, The theory
underlying this propossl is as followss

Taxations should as fer as possible be levied om individusls
according to abllity to pay. The ineone of corporations is really

_~ the income of the owmer: of the corporations, or im other words the
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stockholders, Hence, to tax the income of corporations by the corpore
ation tex, and the dividends puild its stockholders by the surtex,
means taxing incomes twice with little reference to ability to pay.
This mey be evoided by exempting from the corporatiocn tax the income
of corporations peid ovt in dividemds. The income which is mot peid
out ia dividemds likewise belongs to the omers of the corporstions,
Theoretieslly, it should be included in the total income reported by
individuals, end taxed sceordingly. This, howewer, is difffcult sdmine
istratively., It iz proposed, therefore, thaet a flat rate of taxation,
say twenty pergent, be levied omn wmdistributed esraings of corporaztions.
This, sdmiitedly, would be more than most, and less than & few, stocke
holders pay om their reeeived inecomess It is expected, however, that
this form of inequelity will be minimized by the incemtive for corpor-
ation: to pay out a larger proportion of their income in the form of
dividends, Some wealihy individusls who control ecorporations mow pay
enly 18} percent om the large part of their income which is laft with
the corporations. Under the proposed chenges the rate on undistributed
earnings could be comparatively high. Im this way the tax burden would
be distributed more equitebly, Three companies controlled by Mellon, ==
Gulf 011, American Aluminum, and the Union Trust Compeny, - retained
$117 million of their sarming: of $148 million in the years 192729,
or 80 percent, The bulk of Ford's income in the past has probably
been subjeet only to the comparatively low corporstion tax,
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Not only would the adoptioan of this propossl work towsrd
greater justice in taxatiom, but it would also afford other sdvent-
eges, In the first plsce, it should lead to & better zllocetion
of the commumity': capital resources. Although legslly the corpor-
ation belongs to its stockholders who sre reprssentsd by slected
directors, actuslly the management snd peoplec in control may be
sotiveted by considerations other than these of serviag the besi
interests of the omers, Salaricd executives, for example, mey be
more interested im incressing the absolute groes and net retum
then in incressing the gate of return om invested eapital, It is
very sasy for them to do this by helding back & csubstantial portion
of the samings every year and by reilavestiag them in plant feeil-
itizs, There would be & much cloger ecalculation of probable eosh
and retwrms on sy new luvestmsat 17 the mepsgement had alweys to
borrow or to ask the stockholders directly for mew mwoney, Similarly,
the separation of omership snd control facilitates the bullding wp
of large llcuid resources, perticulerly im the form of ecash. The
imposition of & fairly high tex on wmdistributcé ecrnings would
disgowrage uneconomic "higness® resultiag from the excessive case
of relavesting eamrnings sad wold alse discourege the sceumulation
of large 17le balsnces and of large surplus sccounts, From 1926 to
1929 thirtyesix of the lergest imdustrisl corpor:tions held beck
$2.2 villion of their ecarmings. This smounted to 42 pergent of the
sarnings awvellsble for the commom stockholders. The umdistributed
o~ sernings of all eorporstions from 192¢ to 1929 asounted Lo nesrly
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$15 bvillion., This was 25 percent of the earnings available for
preferred and comnon stockholders,

It 1z often urged that the practice of distributing only a
portion of earnings permits steadiness in the dividend rate,
which 1s ecnsldered desirable. There aru, however, objections
to a steady rate of return on equlties, Experionced lavestors
realisc, of course, that the curremt snd prospective sarminges are
the importent things in appraising the worth of e stock. Inexper-
fienced investors, however, mey be misled into giving too much
welght to the dividemd rather tham the earmings, If dividends
were varied frequently in =ccordance with wariestions in esraings,
the importance of the trend of esrmings would be mor: gemerslly
apprecizted, This, incidemtelly, is the wswsl practice in Pagland,

If corporstions regulsrly disbursed their sarnings in the
form of dividende, onc source of disturbamce {0 gemeral business
conditions would be lessemed, It 1: probable that the flow of
money would be more regular smd there would be fewer obstructions
to thet flow due to the lessemed varisbility in cash balances thet
might be expected to follow the pemslizing of umdiistributed eormings,
Corperations could, it is true, still build wp large cash holdings
by borrowing, by the issue of stock, and by not using depreciztion
reserves for repairs and mev equipment, but they would be more
reluctant to agquire balsnces im such ways then by holding back
earaings,

= At the present time the remowel of taxes on distributed esrn~

ings enc the imposition of a tax on wadistributed earmings would
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"eid in the process of recovery, since it would probably lead to

the declaration of hijher dividends and thus dlscourege the piling

wp of large 1dle corporation bslances that hes been taking place

since 19385, The met effect would be a desirsdble increase in spending,
Since the restriction of the corporation tex to wmdistributed

earnings would be in the moture of spm unexpected windfall to present

stockholders, it is suggested thet mot only should dividends ceace

7 to be exempt from the mormal tex but that the surtax be higher than
originally contsmplated,

LC:em July 23, 1935
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