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TAX OH TWDItfPiaaOTHD CQBPORATi

l a the* Preslcteat*» a#s»£g« to the Gongr**« QU mru'u 5 t X05£t

2jtCRrei»ft«d t&xbtioa, three of the objaetiirtMS lulti do^a were ( l ) ra iding

$$£0,000*000 additioni\l

oa i l l eor?K5rmte lucujae, irhet&«r digtri^wtwi or si thh«lo from thct

9«a«rsi} twl (£) n u l l i f y i n g tax prooedura, A tax on Vie «a4i«?tribi2t-s4

tags of MtirpfVfttiflM was

l a HM form in wlii-c

••••stiorx llMflbiff + H

«t t t i i as a BMHH of iBL&urlag tha t tb*» obj««tiv«« wi l l ft

revenue IK ^ be f»t^*d. a«e®asarf *<%^aptictue iaad®* Mid th# form

t l l l t i iw «f ftfci l i i f f t t l %•« ta W kept ©impl<»f i t »yf«tM

«s9«nt l«l Us r e t a i n tins pVWttt corpor-.tle^ iaco,?Re t«x#

rg%»ai'iat for r®pml ®$ %h±® |t4t re-fft« oa two gr«>«4€l«, both of

be ^tiastioaod* l a tfet f ir&t :>lac#f i t

iaooiB6 %&x oon»^At«t#J • u m i ^ t i o n from

etocfe&old*r«i with so V i t a N M i to a b i l i t y to g&j* fhtis, i s t r u e ,

oaly ©a HM muwBLption t ;mt i'or a l l the p?ro.pl# wbo h&v«4 |jttreha@©ti

OB IM •mpMWlliii .laoo;^. t sx waa f i r s t eimete4 th© tex IMS not te

dlseouatei*lm tiie .̂ rc?.bi*,©e p r i c e , lk« l ava r i ab le pr«ot ie« l l to look

•• »*a©© of jKrocttotlon «ad to

s» If ttec
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100 percent this «9ttli be iinraedis tely discounted in tfcc price of stocks,

csnd luttt* th .n ••."joule fall on present holders• Future purchasers

would buy stocks on the basis of ftXpeGtetf earnings per ehexe aft©r the

additional tax* Similarly, reoov&l of the tax would constitute an

tinexyectsd gain for present holders of stocks.. Per share earnings would

b© increased anywhere from 15 percent in the c&s-s of operating companies

with no preferred stock outstanding to 100 percent or more in the ease

of holding coapsnica tfeftt coald benefit from the leverage factor.

In the second place, it ie said that th-a corporation income t&x

i»|K>t I I burden on the corporate fora of business as contrasted with

partnerships and indiYiduals.. A**ll&bl« evidence iadieates, hawG?®rt

that small corporatione retain a s^bstanti:;! portion of earnings, on

TsMeb. no ptqraoa&l lintfUt t.:ro;fcs are paid, so that &m rslttiYe tax biirtien̂

are to this extent equalised* Moroover, the corpor?.;te form of enterprise

has certain concrete adventsges W**t partnerships tad individuals*

It would apperr, th^-cfore, that it ia difficult to aske ^ strong

ca^e for retention of the corporation income tax on the grounds that it

involves injustice to present owners of corporations. Furthermore, there

is a© reason why an undistributed earnings tart cannot be levied as a

supplement to the corporation income tax* There is no necessary connection

between a tax oa undistributed earnings Mid the corporete incoae tax which

requires that one replace the other. They can fct handled &0 separate

matters* In fact there are ceoided advantages in handling them separ&telv

at the present time, The corporation incoae tax fdll apply to all

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



corporatiom> including the gMfct ffi&jori+v of corner- ; " •-. for

aa undistributed • m t a p IftX 1* WMMfWMQfi tftti the

f 8 can IM levtod ©?i tha M i l l iimber of large

pra t t l ao of accuaulatiiig €&ziiliigs glvc?i; r i M to sos t of

y© ths" Mm leg i s l a t ion \;- ciHii^n^d %$ neet*

One idfl i l l igf of retainiiig til© MffMPMUUM UltMii l U If

a course would e a t a i l a© r i sk of l«»a«ttttd raT^au^i

n̂  I NNMRt M uadistr ibut^d tax / i« lded tl^tMT <ttri i l l |" or

by forcing higher diTidcaos: wo- ? ««t ft&i for the

A VK&d N also th$ adiiitional y ie ld f)HM th . r U B U l o

of dividends fi?o« th« a o r m l t&at« iMMlMV aoYsntegft

b« t t e t i t *-ould permit l i t i l .T Irm^itwg of Ifen noceafi&r^ and

;; exostptione; cliacuaa^d balosr, which Wfl&d vTBatl

tax an imdiatributed MTl l im^

e rete&lio:tt of the pr&ssst eorpor&tioa i&ecKugi t&x

ltt£: th-v pro4>csel to reaov^ th© ONpt t iM if divld«ada

fro:s the norael incoaja t ax . Corporation ovrnifigs tev« b^ea

rapidly tad tht. bulk of t&a oivid^nda go to vell^to«Kio

IW, a pftriiAl eois|K!asatiori wi l l b« ailordeu by tae

the c«zo«i33 p ro f i t s and cap i ta l stoo«c ItgMMki

2, , The e.2C |̂ifftlo.n. o|~ ^.rniri^s w> ̂ o $15̂ QQQ fron t,^

55 only 14#81S cofpWftit re turns oat of

< for ac t ive corpCKratlonct re^ort^d net MflttUlgf of |1S#OOO and

&nd t h i s small group of returns accounted for OTer 90 .n

of the net income for tha t year*

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



Sveu in 19£Q «hs6 corporations reported ior tWMMMI t&x purposes

UMI Itfg—t lEMrt iMMMMl 0if thu po^v-^ar period^ only about SQjQOG

of the 456fGGQ reporting corpoi*?-t,ions would IMTHI been required to

* returns i'or &hu proposed tws on uadictrlbut&d MunlLagc i f

ija MBH t̂lOB of $15#000. This small group of corpora

Pill llwni>r«j, JMOUIU fewa Mwrattvd Tor 94 percent of thu corporate

jaet inao^at; imported fojf thjt-.t year* jfith the proposed ^xeciptioa#

therefore, tkm tax on yauiatributed cmrnings would no% £pply to

IJM (pPM̂ I bulk oi coi'porfctiaria which account i'or i Biafill percentage

01 total corporate e^raings#

I t i gftam&SLy î T̂Md tt»t assail coi^porations must depend for

thteir | H l t l fflvini/ on ploughia^ i i |H earniagu, UnliiC'. th' large

ftfffftr>Vitmi| HM9 iaave no MNMMNM to the capit&l markets# and b.»ak@

ai-fc i j t w H j f rftlBOtf t to ©xtemi cap i t a ! l o a a c Tills f t c t M i reeog

ais@a |p tlui Gov rn&ent. when t t provided special loaaing f a c i l i t i e s

for 6amll&r IwslMMHMMKi I t VM al&o recognised by the Souse when

i t proviued tbat lower r a t e echedulat- should apply to the

earaing& of eorpor&tiaas with adjusteci net Incases of 1©SB

$10|,000» Tilt. Houee k&s unable 1.0 exempt tlMMi a l together IMMHHMMI i t

proposeci to i*ep&&l tlm corpor<-»̂ &e income tax , Thi.fi would bâ ve meant

tha t the MMMM if -mall eorporutiOii^ coula tMPpi federal lacazie

by l&aviiag ttTHHgf uacsi^tributed. I t wil l be MMK« therefore,

a simple and tqpitablc ti*6ttfflv.nt of t'lee^ corjw»tioo« dtcpofeif

upoa the re tent ion of the eorporete income tax* Under such an arrange-

aent a tax of from 1 2 | to 18 pereent « i l l apply i r respect ive 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 earnings

were distributed*

This exertion would strengthen enormously the public appeal of the

new proposals* since it would liait the opposition to a few thousand big

corporations who could no longer use the argument that the proposed tax

discriminates against small corporations*

The exemption of small corporations from the undistributed earnings

tax, while leaving them subject to a well-understood corporate income taxf

will be a major contribution toward the simplification of the Tax Bill.

It will permit simplification of the undistributed earnings tax by substi-

tutiag one rat© schedule for two ©©©plicated schedules, each ehoim in the

proposed law in two different ways, m i ©. complicated method of uaiag 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*

l§f000 or so during the next few years, instead of trying to examine several

hundred thousand* It isf of course, true that this small group of corpora-

tions will include th& most complicated corporate organisations of the

country but this m&kes it all the more important that the Treasury use its

already overburdened staff for truly effective administration of a new tax*

It has bee© M|gge*%*4 that an exemption of assail corporations would

permit wealthy individuals to continue to evade surtaxes by substituting

a large number of small personal holding companies for existing large ones*

This objection to the exemption could be met by provisions denying this
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exemption to personal holding coapanies as now defined by law, that isf

to corporations 60 percent or aore of whose stock ie held by closely

related Individuals and 80 percent or more of whose gross income is

derived from property, that is, dividends, interest, and profits fro®

the sale of assets•

5. A low rate should apply to .earnings withheld for debt retj.reâ entlt

Although the House recognised the necessity of special treatment ior

earnings devoted to debt retirement or withheld because of charter or

statutory provisions prohibiting payasnt of dividends, a comparatively

high rate of 2%fe percent was applied to earnings devoted to such purpose©•

If the corporate inoo?a® tax is retained,this special rate applying if cor-

porations ehoosn to withhold earnings for repayment if d«bt could be lowered

to 8 percent* A rate of 8 percent would impose little burden on those cor*

poratlons which for various reasons are forced to withhold earnings for

th above purposes* It is high enough, however, to encour&ge the liquidation

of debt through new stock issues in the cases where this If practicable*

It is not accurate to say that there is no difference between a flat

H2-§ percent rate on the one hand) and a corporate Income tax rate of 15§

percent, and an additional rate of 8 percent on the other* In the ffMMV

case a corporation which is legally prohibited from paying out earnings or

has t devote them to debt retirement has to pay EEJjt percent more than oth©r

corporations that can pay out all earnings. In the latter case it would

only have to pay 8 percent more. The difference appe&rs in ft comparison

with other corporations rather than in a comparison for a single corporation

of payments before and after the proposed changes*
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In addition to requiring a rate high in coapa;iaon with that corpora*

tlons with no debt would have to paj, the House Bill specifies that this

rate apply to earnings withheld for certain types of debt only, and is

limited to th© excess of such debt over accumulated earnings* All debts

outstanding on March 5, 1956t were incurred with the expectation that

they could be retired out of earnings without penaltyf it would appear

equitable to make this provision apply to all debts outstanding on that

dat«* There would appear to be no economic justification for limiting

this provision to the excess of debts over accumulated earnings* The task

of determining the amount of accumulated earnings is almost insuperable»

In any case, furthermore, it is a bookkeeping item that has no reference to

current or future ability to repay debt* Earnings accumulated In the past

do not represent cash funds. They may very well have been invested in plant

which !• noss worthless*

4*, Higher tag rates than those adopted by the jJousef One of the

aost significant phenomena In connection with discussion of the House bill

is the lack of intensive opposition by big corporations* The explanation

can be found in the fact that the House bill proposes e relatively low scale

of rates on undietributed earnings in place of the corporation income tax

rates* It is widely appreciated that mny corporations, particularly the

large ones, can retain as large a proportion of their a&mings as they have

in the past &n& still pay no greater %*x$ Fros 1925 to 1929 non-financial

corporations reporting nst income retained about |25f000,000*000 of earnings.

Thill dividends aggregated S7 percent of their earnings available for divi-

dends . Under the House
scheduler the tex on a corporation which pays out
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57 percent of its adjusted net income in dividends will aaaoimt only to

14j percent of its adjusted net income. If corporations find it

advantageous 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 Individuals

will still be enabled to avoid high surtax rates by leaving incomes

undistributed with corporations* Secondly, the revenue yielded try the

proposed changes? will be lessened* Thirdly, the growth of uneconomic

bigness will not bo discouraged and consequently the trend toward lessened

competition will not be impeded. Fourthly, the tax will fail to discourage

the accumulation of cash on the part of large corporation*, a practice which

lessens the effectiveness of aon&t&ry control.

In order to att&in the objectives of the tax it is imperative that

higher rates be applied to undistributed earnings in excess of the specific

exemption of $15,000 and the earnings used to meet contractual obligations

or to repay debt. It Is suggested thet the scale of graduation be along

the following linesf

Percent of earnings undistributed Rate of tfcx on unatBtrlbitted

Hot sore than 50 percest 40 percent

More than 60 percent 60 percent

Two other suggestions are aaae in connection with applying tft>M re test

(1) It li suggested that, following British practice in levying

estate tatefc, the highest rat© applicable snail apply to at|̂  the undis-

tributed earnings• wQT tarawai* ** R C v , „
K *or exaaple, if 56 percent of earnings are undistributed,
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the 80 percent tax Mti&6 &pply to all undistributed earnings rather then

& rate of 40 percent on the first 60 percent uadistribiited and a rate

of 60 percent only on the balance,

(£) It la also recommended that, in determining tha percentage

of undistributed earnings, preferred stock dividend re Juireiaenta be

excluded from dividend disbursement©, that is, that dividend requirements

for preferred stock be included as=> a deduction in computing adjusted net

e £.na be excluded from the dividend Gi'ecit*

While preferred stock is called ft topis. It res&iableu a junior debenture

more closely than it ifflti an equity. Wit::: few tiiwipfltnmii,, preferred

stockholders do not share in increased e&raiags. Preferred stockiiolder^j

thex^cfore, do aot Iiave- Income on l̂iicli they iftH evade taxation by leaving

it frith corporations* Under tfe§ House bill, conaion stockholders may

5̂ >oint to a 60 percent distribution of their corporation earnings when

actuelly a much smaller percent of the;-ic earning a (i.e., net available

for comaon) la distributed* Thlci if particularly important at tfca present

ti®e i?hea m&ny corporations h£-ve ciMul^tsd preferred stock dividends to

pay before payments can be made on eoaion «tock.

The Gov&rtimerit sfaould, of course, direct its tax toward the realities

of the tltvatloa and act allow ltg»lf to be ci ciuaveiited in tti objectives

by the legal usage which coafers tb© n&au stock on both pr^fexxed and co^amon*

In thia pfertievilar case the reality of the situation is tht- ev&cion of

taaBtion by qoaaion stocklioldcr^. By aetGrtainini, the oax BM UMI becis of
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-10-

ing^ available for equity hoi or:.; and undistributed to thea^ equality

of treatment would be m i n i stockholdere of corporation© Imping preferred

stock outstanding tad those not having preferred stock out&ttndi:ig»

This provision should apply only to non-participating preferred stock.

Since it is proper to regard cumulative preferred stock ©s a junior deben-

ture it would follow that arrears of fllTtfliWii on preferred stock could

b© considered M e. debt of tfee corporation, sad be isabjeet to the same

treatment as other dMMi of thi corporation. That is, earning3 devoted to

th© payment ox preferred stock dividend arrears should be subject to the

8 to 10 percent tax.

J>f, Swgficgtea chs.n£?̂ g of a less important naturet

(1) It is reeosuaended that the House provision be eliminated

which peroi-fe • ^peci^.1 low tax of 15 percent on the retention of current

earnings which only sarre to wipe out sn eceuaulsted deficit. This provision

wms apparently based on the theory thst t corpcr«tion. with an accumulated

deficit iis in & straitened conriition and should be accorded special tre&t-

MVt« But a bookkeeping figure of acctaaulated earnings or deficit has

little relation to the financial co.idition of ^ corporation, nor to its

cwraat or future earning capacity. Tlie retention of the provision will

permit widespread evasion becaus* of the extreme difficulty of determining

the figure of accumulated earnings.

(2) It is recommended tbat the provision in the House bill

relating to uivicends paid to briUtlttg S6ftpftal«i la. -.limineted. As has

been pointed out in the Pre&s, this provision may result in a aultiplication
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of holding compa.al.es, rather than i reduction, when the dividend

take rWyi to insure that less than 50 percent of the dividends be p&id

to • single company. In those cases where this cannot be done grave in-

justices sill be suffered by existing holders of holding company stocks*

which include not only holding companies but minority hold&rs* It If one

thing to seek to remedy the ebuses connected with holding companies.

It |i another to wresk great hardship on existing stockholdc-rs by adopting

wiexp cted provisions in a tax bill In which eo araeh depends on the purely

arbitrary oerc&nt&ges selected*

It is said that the purpose of this provision is to prevent fffM&Mi

jftlifilf' a chain of holding companies would pay neither taacee to the

Govcrnra*nt nor dividends to individuals* This would result from the defini-

tion cf the dividend ys&r which would pernit the lower holding company to

pay Its dividend in the p-riod January 1 «• March IS to the next holding

cospeny, which in | M | may pay its dividend in the corresponding period

of the Mart pmr to the nex-t holding company, tnti so on. But In the bill

as passed b;.
! the BtMM this definition of th@ dividend year was finally

MmAttf to coincide with tlie taxable yemr for earnings« fills p?:
j.rtic-alar

©xplan&tlcm. of the holding corao&ny provision becoses, Ut»refirtj irrelevant,

(5) It li also suggested that for the purpose of the

•nin;TS texf dividends received by a corporation shall be included in

income, as proposed in the House Bill, bat that they be exeapt from the
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corporate income tax to the extent provided by Misting law*

(4) With the present corpora lion income tax retained, it Is suggested

that the .special exemptions for CGrt&in olaaees of corporations, banks,

insurance companies* and companies in reoeivwrship be handled lit illy by ex-

empting such corporations fron the -undistributed earnings tax. In the

case of b nicsj however, it %M suggested that the exemption of earnings from

the -undistributed earnings tax be permitted only so long M the unimpaired

capital end surplus, as determined by the supervisory authorities, is lee a

than \Q% of deposits*

If these suggested changes* tPi adopted, the objections

to the new tax propoe&lg viU be greater lessened and th-c pMipMNNI of the

proposals more surely achieved, Thei-o will be more assurance that the

wealthy will pay tlfclr share of income te.xt© ilMI under the present proposal si

there will be more assurance that money will actually be forced out of

corporationa, either in the form of debt repayment, or in dividends, or la

t&xes| and, finally, these •ttgjg»ftt$d conges would sake for a %tX far &MHI

complex than tlist passed by the Houre, which could be. tgi easily explained

and defended.
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