¥ o S | Left with President 5/11/36
! f L i 'xl ple ™™
AL ¥ ,ZT\_\« " 'O m"

In the President's messege to the Congress on Meren 3, 193¢, requesting
ineresned taxation, three of the objsctives laid down were (1) ralsing
$620,000,000 acditionsl revenue; (£) attaiming equality of tam burden
on all corporste Lncome, vhether distributed or withheld froaz the beneficial
ownersy snd (3) simplifying tax progedure, 4 tax on tie wndistribuied sarne
ings of corporations wez recommsended,

In the form in which the proposals were passed by the House there is
serious quasstion whether these aims will be achleved, The following chenges
are euggested se » mesng of lasuring thet the objestives will sctually bve
atteined,

If eufficicnt
additionsl revenue Lz %o be ralsed, necessary exemptions made, snd the form

end edministration of the proposed tax %o be kept eilmple, it appuars
esgential to retein tha present corporstion income tax,

The ergument for repeel of this tex rects on twe grounds, both of
vhich mey be cusstioned, Ian the flrst plece, it iz said that the present
corperate imcome tax constliutes & deduction from the inecome of pres:nt
stockholders, with ne refersace to ability to pay. Thie is true, however,
only on the sasumption thet for all 4he people who heve purchased stock
sinee the corporation imcoze tux waz first enacted the tax Bas mot been
diseounted. in the purchese price, The invariable preactice is to look
upon the corporation income tex es on expense of production snd to caleulste
esrnings per shere gfler texes, If the corporation income teax were ralsed
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100 percent this would be immedistely discounted in the price of stocks,
end hence the burden would fall on present holders, Future purchasers
would buy stocks on the basls of expected earninge per ehare after the
additionsl tex, &imilarly, removel of the tax would gonstitute an
unexpected gain for present holders of stocks, Per share earnings would
be increased asnywhere from 15 percent in the cass of operating companies
with 1o preferred stock mit.atmding to 100 percent or more in the case
of holding compenics that could benefit from the leversge factor,

In the second place, it is seld that the corporation income tex
imposes = burden on the corporste form of business es contrasted with
pertnerships end individuals, Availeble cvidence indiecates, however,
that smell corporations retain a substantizl portion of earnings, on
which no personsl income taxes are 'paid, 80 that the relative tax burdens
are to this extent equsliméd, Moreover, the corporste form of enterprise
has gertain congrete advantages over pertnerships snd individuels.

It would appesr, thercfore, thet it is difficult to meke a strong
case for retention of the corporation income tex on the grounds that it
involves injustice to prosent owmers of corporations. Furthermore, there
is no reeson why an undistributed earnings tex cannot be levied as &
supplement to the corporstion incowe tax, Thers is no necessary comnection
between & tax on umdistributed carnings end the corporste income tax which .
reguires that one replace the other, They can be handled as separate ’ LS
matters, In fact therc are degided adventages in handling them separately
at the present time. The corporation income tex will apply to all
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gorporations, imcluding the great majority of corporetions= for whom
an undistributed eernings tax i: unnegessary, and the undistributed
earnings tex can bs levied on the small nuaber of large corporetions
vhose pragtice of sccumulating esrmiangs gives rise to most of the
prodlems the new legislation is designed to meet,

One advantege of retaining the corporation income tax iz that
such & course would entail mo risk of lessened rovenue, Whatever
additionsl smount an uwmdistributed tax ylelded either directly or
indireetly by foreing hlgher dividends would be 2 net gein for the
Treasury, a8 would be also the additional yleld fros the remowsl of
the exemption of dividends from the normal tax, Another sdventeage
would be thet 1t would permit cesier handling of the necessary and
deslrable exemptions discussed below, shich would grsatly «implify
the tax on wndistributed ecarnings.

The retention of the pregent corporation income tax need not
enteil abandoning the preposel to remove the cxemption of dividends
from the mormel income tex, Corporation earnings heve been lnereasing
very repidly and the bulk of the dividends go to welletowdo peoples
Moreover, & pertisl compensation will bs afforded by the remowsl of
the excess profits and espital stock taxes,

- Begmingk tex, In 19585 only 14,816 corporete returns out of 446,842
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returas for aetive corperationz reported net esrainge of §15,000 and
over, and this small group of returns accowated for over 90 srcent
of the net income for that year,
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Even in 188 when corporstiions reported for income tex purposes
the lergest net incomss of the posi~war perdod, only sbout 50,000
of the 456,000 reporiing corporstious would have beea required to
file returns for the proposed tux on wmdistributed earnings if
there were an exemption of §15,000, This small group of corporstions,
furthermore, would have accounted for 94 percent of the corporste
net incose veported for that yeer, With the proposed exemption,
therefore, the tax on umdistributed earnings would mot &pply te
the great bulk oif corporations which account for & small percentage
of totel corporate esrnings.

It is generally sgreed that small corporations must depend for
their growih meinly on ploughing beck earnings, Unlike the large
corporutions, they have no access to the capital msrkets, and banks
are paturelly reluctant to extend capitsl loans. This fael wes recog-
nized by the Govirnment whem 1t provided speeisl losning facilities
for smaller businesses, It weg also recognismed by the House when
it provided that lower rate echedules should apply to the wndlstributed
earnings of corvporations with adjusted net incomes of less then
$10,000, The House wes wneble o exempt them altogether because it
proposed to repesl the corporste income tax, Thie would have mesnt
that the owners of smell ecorporations could escape Federal income
taxation by leaving eernings umdlstributed, It will be seen, therefore,
that & simple end equitable trestment of these ecorporetions depends
upon the retention of the corporste income tax. Under such an arrenge-
ment a tax of from 12} to 18 percent will apply irrespective of whether
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earnings are withheld, or disbursed, and this will be & larger tax in
most cases than the owners would pay under the House bill if all eernings
were distributed,

This exemption would strengthen enormously the public appesl of the
new proposals, since it would limit the opposition to & few thousand big
corporations who could no longer use the argument that the proposed tax
diseriminates against small corporations,

The exemption of small corporations from the umdistributed earnings
tax, while leaving them subject to a well-understood corporate income tax,
will be a mejor contribution toward the simplification of the Tax Bill,

It will permit simplification of the undistributed earnings tax by substi-
tuting one rate schedule for two complicated schedules, each shown in the
proposed law in two different ways, and & complicated method of using both
sets of schedules in some instances, It will also permit the Treasury to
concentrate its administrative staff on a relatively small number of returns,
15,000 or so during the next few years, instead of trying to examine several
hundred thousend, It is, of course, true that this small group of corpora-
tions will include the most complicated corporate organizations of the
country but this mekes it all the more important that the Treasury use its
slready overburdened staff for truly effective administration of a new tax,

It has been suggooted that sn exemption of small corporations would
permit wealthy individuals to continue to evade surtaxes by substituting
a large number of smell personal holding compsnies for existing large ones,
This objection to the exemption could be met by provisions demying this
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exemption to personal holding companies as now defined by law, that is,
to corporations 850 percent or more of whose stock is held by closely
related individuals and 80 percent or more of whose gross income is
derived from property, that is, dividends, interest, and profits from
the sale of assets,

Although the House recognized the necessity of special treatment for
earnings devoted to debt retirement or withheld begcause of charter or
statutory provisions prohibiting payment of dividends, a comparatively
high rate of 284 percent was applied to earnings devoted to such purposes.
If the corporate income tax is retained,this spselel rete applying if core
poretions choose to withhold earnings for repayment or debt could be lowered
to B percent, A rate of B pereent would impose little burden on those core
porations which for various reasons are forced to withhold eeraings for
the above purposes, It iz high enough, however, to encourage the liguidation
of debt through new stock issues in the cases where this is practicable.

It is not accurate to say that there. is no difference between a flat
22} percent rate on the one hendj and & corporate income tex rate of 15%
percent, and an additional rate of 8 percent on the other. In the former
case & corporation which is legelly prohibited from peying out earnings or
has to devote them to debt retirement has to pay 284 percent more than other
corporetions that can pay out all earnings, In the latter case it would
only bave to pay 8 percent more, The difference appesrs in a comparison
with other corporations rather than in & comparison for & single corporation
of payments before and after the proposed changes,
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In addition to requiring s rate high in comparison with that corpora-
tions with no debt would have to pay, the House Bill specifies that this
rate apply to earnings withheld for certain types of debt only, and is
limited to the excess of such debt over accumulated earnings. All debts
outstanding on March 5, 19856, were incurred with the expectation that
they could be retired out of earnings without penaltyj it would appear
equitable to make this provision apply to all debts outstending on that
date, There would appear to be no economic justificstion for limiting
this provision to the excess of debts over sccumulated earnings, The task
of determining the amount of accumulated earnings is almost insuperadle,

In any case, furthermore, it is 2 bookkeeping item that has no reference to
current or future ability to repsy debt, Fernings sccumulsted in the ssst
do not represent cash funds. They mey very well have been invested in plant
which is now worthless.

One of the

most significant phenomena in connectlon with discussion of the House bill
i# the lack of intensive opposition by big corporstions. The explanation
can be found in the fact that the House bill proposes & relatively low sesle
of rates on undistributed earnings in place of the corporation income tax
rates, It is widely appreciated that many corporations, perticularly the
large ones, can retain as large & proportion of thelr ssrmings as they have
in the past and still pay no greater tex, From 1923 to 1929 non-financial
corporations reporting net income retained about $26,000,000,000 of earninge.
Their dividends agg-egated 87 percent of their esrnings awveilable for divie-
dends, Under the House
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§7 percent of its adjusted net income in dividends will amount only to

14} percent of its adjusted net income., If corporations find 1t
adventageous to retain ae large a proportion of their earnings as they
have in the past, four of the major objectives which the bill could
achieve will be jeopardized, In the first place, wealthy individusls

will still be enabled to avoid high surtax rates by leaving incomes
undistributed with corporations. Secondly, the revenue yielded by the
mns?d changes will be lessened., Thirdly, the growth of uneconomic
bigness will not be discouraged and consequetly the trend toward lessened
competition will not be impeded., Fourthly, the tax will fail to discoursge
the aceumulation of cash on the part of large corporations, a practice which
lessens the effectiveness of monetary control.

In order to attain the objectives of the tax it iz lmperative thst
higher rates be applied to undistributed earnmings in excess of the specific
exemption of §15,000 and the earnings used to meet contractusl obligations
or to repay debt., It is suggested thet the sesle of gradustion be along
the following liness

Not more tham 50 perceat 40 percent

More than 50 percent 80 percent
Two other suggestions sre made in connection with applying these retesg
(1) It is suggested that, following British practice in levying
estate taxes, the highest rate applicable shall apply to all the wndis-

tributed earnings. pop example, if 55 percent of sarnings are undistributed,

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



the 80 percent tax would epply to all undistributed earnings rather thes
a rate of 40 percent on the first 50 percent undistributed and a rate
of 60 percent only on the balance,

(2) It is also recommended that, in determining the percentage
of umdistributed earnings, preferred stock dividend re uirements be
excluded from dividend disbursements, that is, that dividend requirements
for preferred stock be included as a deduetion in computing adjusted net
income end be excluded from the dividend oredit.

While preferred stock is called glogk, it ressmbles a junior debenture
much more closely then it does an equity, With few exceptions, preferred
stockholders do not share in incressed earnings. Preferred stockholders,
therefore, do not bave income on which they cen evade taxation by lesving
it with corporations., Under the House bill, common stockholders may
point to a 60 percent distribution of their corporation earnings when
actuelly & much smeller percent of theip earnings (i.e., met availeble
for common) is distributed, This is perticulerly importent at the present
time when many corporations have cumulsted preferred stock dividends to
pey before psyments cen be made on common stock,

The Government should, of course, direct its tex toward the realities
of the situstion and mot ellow itself to be ci cumvented in its objectives
by the legal usage which confers the name stock on both preferred and coamon.
In this particular case the reality of the situation is the evacion of
taxation by common stockholders, By determining the tax on the besis of
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earnings avallable for equity holders and undistributed to them, equality
of treatment would be assured stockholders of corporetions heving preferred
stock outstanding snd those not heving preferred stock outstending.

This provision should apply only to non-psrticipaeting preferred stock,
8ince it is proper to regard cumulative preferred stock as a junior deben-
ture it would follow thatl arrears of dividends on preferred stock could
be considered as & debt of the corporation, and be subject to the same
treatment as other debte of the corporstion. That is, esrnings devoted to
the peyment of preferred stock dividend errears should be subject to the
8 to 10 percent tax,

(1) It is recommended that the House provision be eliminated
which permits a speciel low tax of 15 percent on the retention of current
earnings which only serve to wipe out an sccumuleted deficit., Thie provision
was apperently based on the theory thet a corporstion with an sccuwmulated
deficit is in & straitened condition and should be accorded specisl treut-
ment. But a bookkeeping figure of accunulated earnings or deficit has
little reletion to the financisl coadition of a corporation, nor to its
current or future corning capecity. The retention of the provision will
permit widespread evasion because of the extreme difficulty of determining
the figure of accumulated earnings.

(2) It is recommended that the provision in the House bill
relating to dividends paid to holding compenies be eliminated, As has
been pointed out in the Press, thie provision may result in & multiplication
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of holding compenies, rether than & reduction, when the dividend regeivers
take steps to imsure that less than 50 percent of the dividends be pald
to & single company, In those cases where this cannot be done grave in-
Justices will be suffered by existing holders of holding company stocks,
which include not only holding companies but minority holders, It is one
thing to seek to remedy the sbuses connected with holding companies.

It is snother to wresk great herdship on existing stockholders by edopting
mexp-cted provisions in a tax bill in which so much depends on the purely
arbitrary peresntages selected.

It is seid that the purpose of this provision is to prevent evasion
whereby a chain of holding companies would pey neither taxes to the
Government nor dividends to individusls., This would result from the defini-
tion of the dividend year which would pernit the lower holding company to
pey ite dividend in the psriod Januery 1 « March 15 to the next holding
compeny, which in turn may pay its dividend in the corresponding period
of the next yesar to the next holding compeny, &nd so on, But in the bill
ag pagsed by the House this definition of the dividend year wes finally
amended to coincide with the texable year for earnings. This perticular
explanetion of the holding company provision becomes, therefore, irrelevant.

(3) It is also suggested that for the purpose of the undistributed
sornings tax, dividends reeceived by a corporstion shall be included in
income, as propoged in the House Bill, but thet they be exempt from the
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corporate income tax to the extent provided by existing law,

(4) With the present corporsticn income tex retained, it is suggested
that the cpecisl exemptions for certein classes of corporstions, banks,
insurance companies, and compsnies in receivership be handled meinly by exe-
empting such corporations from the undistributed earnings tex. In the
cese of banks, however, it is suggested that the exemption of esrnings from
the undistributed earnings tax be permitted only so long as the unimpaired
eapital and surplus, as determined by the supervisory suthorities, is less
then 15% of deposits.,

Sonelusion, If these suggested chunges are adopted, the objections
to the new tex proposals will be greutly lessened and the purposes of the
proposals more surely achieved. There will be more assurance that the
wealthy will pay their shere of income taxcs then under the present proposals;
there will be more assursnce that money will aetually be foreced out of
corporations, either in the form of debt repayment, or in dividends, or in
taxesy and, finally, these suggested changes would make for e tex far less
complex then thet passed by the House, which could be more easily explained
and defended,
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