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In the President's message to the Congress containing the suggestion

of a tax on wndistributed esrnings three of the objectives lald down

were the ralsing of $820,000,000 additionsl revenue, atteining equality of
tax burden om all corporste lncome, whether dlstributed or withheld froam
the beneficial owners, and effeeting simplification in tsx procedure, In
the form ia which the propossls were passed by the Houze there is serious
gusstion whether any of these sims will be sehieved, The following chsages
are suggested for the purpose of sttelning these objectivest

In order to be

cortain that revenue will be ralsed, after msking necessary exemptions,
snd that the form and sdainistretion of the proposed tax will be kept
cimple, it sppesrs essentisl to retein the present corporstion income tex,
The srgument for its removsl rests on two grounds, both of which
may be guestionsd, In the first place, it is sald thet the prasent cor-
porate income tax is inconsistent with the primeiple thet texation should
be in sccordsnce with abllity to pay because 1t texes rich and poor stock-
holders alike, This statement disregerds the fact thet the grest majority
of stoeckholders, all those who have sequired the stock aince the ennct-
nent of the corporate lncowme tax, heve purchused the stock at & price
based on the prospects of dividends after the tex has been pald, The
invariable praetice iz to look upon the corporstion income tax as an
expense of production snd to cslculete e:rnings per shere after taxes.

If the corporstion income tex were ralsed 100 pereent this would be
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{mmediztely dlscounted in the price of stocks, with & consequont
lose for present holders. In the future, howewer, purchasers would
buy stocks on the besls of expectsd earniags per share «fter the
additional tex snd would suffer no loss, Similarly, & removal of
the tax, in the absconce of other equivelent taxes imposed at the
same time, would congtitute an wmexpected gein for present holders
of stocks, In cas-s where the compeny would distribute its earnings
and not pay the new tex on retained lncome, per shere earnlngs would
be inersased unywhere from 1B percent in the ecase of operating
companies with no preferred stock outstanding to 100 pereent or more
in the cmse of holdimg compsnies that could benefit from the leversage
fuctor,

In the second place, 1t i: seid that the cvorporstion income tax
imposes s burden om corporations ss contrasted with partnrships and
individusls, This ean de true only of smell corporations because
large ones certainly pay less tax then would individuel reeiplents of
gimiler incomes mnd owners of stock in smell corporstions, under
existing lew, benefit by the faeol that & portion of the earninge is
reteined in the business and, therefore, escspos the personsl income
tax which 1t would have to pey if it were received by the individuals,
Horeover, ths corporete form of entsrprise haes certain conerete sdvant-
sges over partnesrships end indlviduels,
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It would sppeer, therefore, thet the retentlon of the corporstion
income tax involves no injustice to present owners of corporations,
There is no reason why sdoption of the primciple of texing undistributed
earnings should resuit in elimination of the preswnt corporite incoume
tax, There is no necessary connection between the two matters, In faet
it 1o eaglier to schieve the desired objectives by retention of the
corporste income tax, This tex could remein applicadle to 2ll corpors-
tionsg, incluiing the amall corporutionz which constitute the great
majordty snd for vhich an umdistriluted esmrnings tax is umnceessary,
while the undistrivuted esrnings tex codd b= levied on the small number
of large corporstlonz whose practice of aceumuleting earnings glves
rise to most of the probleme the new leglslation is designed to meet,

One advantage of retaining the corporation Incowe tex iz that such
& gourse would eliminate the riek of losing revenus, If the normel tox
is reteined, then sny edditions]l amount produced by ths tax on undistribduted
sarnings would be a net goin for the Treasury, Thls would be true,
wh_atkwr the esaraings wers distribuied and becamne subjeet to persomsl
mo taxes or retained and cubject to the mew tex, Another adventape
would be that 1t would permit the necessary and desireble exemptions
discusesd balow, 8till another advastege would be that 1t would permit
the tax on wmdistributed earnings to be grestly simplified,

The propesal to remove the exemption of dividends from the normsl
incone tax should be retelaed. Corporstion sarnings heve beem ilnersasing
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repldly snd the bulk of the dividends go to well-towdo peopnle., 4
partisl compensstion for removing this cxemption will be afforded

by the remowvsl of the exeess profite sad cepital stock taxes,

gsernings tax, In 1985 only 14,818 corporate returns out of 446,848
returns for setive corporations repgorted net carnings of §15,000 and
over, snd thig small group of returns accounted for over 80 pereent
of the net income for that year, the latest for which figures are
svailsble.

Even in 1929 when corporetions reported for income tax purposes
the largest net incomes of the postewar perlod, only sbout 50,000
of the 456,000 reporting corporstions would heve been recuired teo
file retwras for the proposed tex on wmdistributed cormings if there
were an sxemption of 15,000, This smell group of corporstions, further-
®n re, would have sccounted for 84 pereent of the corporsie met income
reported for that yeer, With the proposed axemption, therofors, the
tax on wdistributed ecarmings would mot wpply to the grest bulk of
corporstions which account for s small percents e of total corpornte
carnings,

It 15 generally agreed that small corporeticns must depend Sor
their growth meinly on ploughing bsck eernings. They do not bave the
same aceess to the cepitsl merket 25 have corporstions, snd they hsve
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difficulty in obtaining loens for eapitel purposes from bunks, It is
for these reagons thet the Covernamsat provided speclsl fecilities

for espital lozas for small concerns, through the R. F. C. and the
Federal Resorve banks. In the House b1l the needs of smsell corporations
are recogaised by the provisions thet lower retes should apply to the
undistributed earmiags of corporstions with seraings of less them
$10,000. The House was uneble to exempt them altogether sinee, with
the proposed repeal of the corporete lncome tax, this would have mesnt
thot the owners of samell corporativas could eseape sll income taxation
by leaving eernings undistributed, Retentlon of the corporate incose
bax makes 1L possible without revenue loss to sxempt smell businesses
altogetiwr from the new tax, Bvea 1f all mings were reteined by
these corporations they would etill pay a tax of from 128f to 18 percent,
which in most cases would be more then would be peld by the stockholaers
if the caraings were distributed.

This exemption would bave & goreat publie appesl, It wo.ld remove
the opposition of anine-teaths of the corporstions, sad would meke it
necessary for the few thousend large corporetions te show how taxing
their wndictributed esrnings would be undesirsble, rather than to plesd
the eause of the small corporations, &s they have shrewdly done,

The exemption of amell corporations from the umdistriduted earnings
tax, while leaving them subjeet to & well-mnderstood corporate Llncome
tax, would be a major contribution towsrd the slmplificstion of the Tex
Bill., It would permit simplificativm of the undistributed esrnings tax
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by substituting one rete schedule for two complicateud schedules, esch
shown ia the proposed law in two differsnt ways, snd & compliceted
method of wsimy both sets of schedules in some instences, It would
alse permit the Treasury to concentrate ite sdministrative stelfl

on & relatively small awaber of returns, instesd of trying to axsmine
seversl hundred thousend. It i¢ true thet this swall group of large
corporations includes the most compliceted corpopstse orgenisations

of the country hut this mekes 1t the move importent for the Treasury

to have the use of its entire avellable staff for the effective adainis-
tration of the new tax on these complex compuniea,

It has been puggested thet sm exemption of small corporations would
permit wealthy individuels to continue to ewvade surtexes by substituting
& large nuamber of small personsl holding compenies for existing large
ones, Thir objeetion could be met by provisions demylng this exemption
to such personsl holding companiss, that is, %o corporations BO percsnt
or more of whose stock 12 held by clesely relsted individumls snd 80
peresat or more of whosme gross lncome iz derived from property, thet is,
dividends, intersst, rents and royslties, and profits from the sale of

asgeta,

comes to the tax on undistributed earmings the House DLlL preoposcs @
relatively low seale of rates, Under the terms of the bill many corpor-

ationas, psrticulerly the largs ones, could retein as large & proportion
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of thelr carnings ss they have In the past snd still pay no lsrger
tex, Prom 1928 to 1920 non~finunclal corporstions reporting not
incone retoined $24,887,000,000 of earnings. Their dividends
eggregeted 87 pereent of thelr cornings svailable for atoskholders
efter toxes, Under the House schedules the tax on a corporstion
which pays out 87 percent of 1ts adjusted net income ila dividends
will amsunt only to 143 pereent of its adjusted net income. Efrgorpere-
tions mder the mew tax will find it sdventagecous to retain as lerge
s proportioa of their sarnings o8 they have in the past, the me jor
objeetives of thes DALl will be Jeoperdized, In the first plece, weslihy
individusls will still be ensbled to evold high surtex rates by leaving
inconmee wdistributed with corporeations, Seeondly, ihe rovenue
yield-d by the proposed changes will bs lessened, Thirdly, the growth
of mmeconomic bigness will not be disconrsged and consequently the
trend toward lessened competition will not be impeded, Fourthly, the
tex will fail to discourage the sccumulation of essh on the purt of
lerge corporstions, a pragtice vhich lessens the e¢ffegtiveness of
nonstary ecatrol,

In order tc attain the objectives of the tex 11 1o imperstive
that higher retes be applied to undistributed eeralngs in excess of
the specific exemption of §l8,000 and the carnings used to meet
sontractusl obligetions or to repey debt, It 1o suggested thet the
sesle of ;redustion be along the following liness
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Hot more then 5O Qﬁ:‘Oﬁnt 40 percent

¥ore thaan B0 perceut 80 percemt

Two other suggesticns are mede in ¢omnection with applying these
reteat

(1) It is suggested thet, following British prectice in levying
estete to es, the higheset rete spplicable shall anply to gll the undige
tributed carnings., For «xample, Lf 55 jercent of sernings ars umdistriduted,
the 80 seresnt tex would &pply to all wndistributed esraings rather then
& rate of 40 perocnt on the first 50 percent undistributed end a rets of
80 pereent only on the Wlaunce,

(2) It 1s slso recomamendsd that, in determining the pergentage of
undistributed carnings, proferred stock dividend requirements be sxmeluded
from dividend disbursoments, that le, thet dividend reguiremenis for preo-
ferred stock which is in effect & junlor lien rether then sn equity be
inglnded 28 & Jeductlon in computiang sdju-tsd net incoms sad be sxeluded
from the dividend credit.

With few smeeptlons, preferred stockholders de not share in incressed
esrnings und, therefors, do not have income om which they csn evede taxa~
tion by lesviag it with corporstions. Under the House bill, common
stockholders muy point to & 80 pereent distediution of theilr ecorporation
eernings when sotuslly o much smeller percent of thelr earnings (l.e.,
net avallsble for common) ls distributed. This 1s particularly importunt
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at the pregent time when meny corporations heve cumulsated preferred
gtock dividends to pay before psyments can be mede on coumon :tock,

The prososed law should be dirscted towsrde the prevesntion
of tax evasion by gommon stockholders, snd pertiehpsting preferresd
stockholdars, By determining the tex on the bagls of earninge svallable
for egulty holders snc wmdistrimted to thes, equslity of {raataent
would be assursd stookholdars of corporstions heving prefe-red stock
outatunding and thoze not having preferred stock outstemding,

This provision should spply only to none-perticlpe ting preferred
atock. Since 1t is progsr to regard cumuletive preferrsd stoek &g &
Jundor debenturs 1t would follow thet arresrs of dividends on preferrod
ptock conld be convldured s & debt of the corporstion, sad be subjeet
to the sums trestment as other debts of the corporation, Thei ieg,
sarnings devolted Yo the payment of oreferred stock dividend srrescs
should be subjsct to tae 8 to 10 porcsnt tex.

Although the House recognlzed the neeessity of eccording speclsl Lieate

mcat to esrninge devoted to debt retirsment or withheld bdegsuse of
gharter or stetutory provisioans, the omiselon of the corporate lacome

tax negessitetod the adoption of a 22% percent tax rete on earnings
devoted to such purposes, Such s rste would in many esscs be prohlbitive,
I{ the corporate income tex ie rotelned 1t would be squitedle to lower
this rste to 8 perecnt, A rete of 8 percsnt would lmPose little burden
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on thoue corporntionz which for wvarlous reesons ere forced to withhold
esraings for the szbove purposes, It would be high enough, howsver, to
eacourage the liquldeticon of debt through new stock issu-2 in cases
vhere this is precticable. There is & great differsnce betwsen a flat
22% poreeat rets on sarmings used for dsbt retlirement, and & corporste
Income tex rete of 1§  percent plus an sdditional rate of 8 percent on
earnings used for thls purpose., In the former case a corpornion which
iz legelly prohdbited frox paying o1t saraings or hes te devete them to
debt retiremcnt hes to pey 225 percent more then other corporctions that
sre in a position to psy out &ll esrnings., In the latier cese a company
which is obliged to repey debbt would only have to pay 8 pereent movre then
one thet 1z nct. The differsnce sppesrs in 8 comparison wlth othor
corporations rather thon in o comparison for » single sorporation of
payments before and «fter the oroposed changes,

Furthermore, the House bill permits exemption with a flat rete omly
for certain types -7 debt, aand limite 1% to the excess of such debt over
scoumulated caraings. Since, in the case of sll debts outstanding
March 3, 1986, thars wars cxpectatlions st the time they were incurred
thet they eonld be retired out of esrnings without pemelty, it would
appear squitebls to meke this provision apply to all debte outstending on
that date, There would sppesr to be nme economlc Justificetion for limiting
this provision to the excess of deble over vcowmulsted esraings, It would
be an almost impossible task to determine sccumuleizd esrnings, #nd in auy

case it is a bookkeeping item and hssz no reforence to surreat or future
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abllity to repay debt, Accumulated earmings do not represent cash
funds; they may be represented by plent which is now worthlees,

(1) It ie recommended thet the House provision be elimine
ated which permits = speelel low tax of 15 percent on the retention
of current csrnings which only serve to wipe out sn accumulated
deficit, This provision wes epparently based on the theory that a
corporstion with an mcousulated deficit is in & straitened condition
snd should be accorded special trestment, But & bookkeepin; figure
of scommulated earnings or deficit hes little relation to the finsn-
eisl condition of a corporstion, mor to ite curremt or future earning
capacity, The retention of the provision will permit widespread
evasion because of the extreme difficulty of detarmiuning the figure
of scocumulated sarnings,

() It is recommended that the provision in the House
bill releting to dividends paid to holding compenies be elimineted,
Ae hes been polnted out in the Press, thisz provision msy result in s
multipliestion of holding compemies rather than e reduction, when the divie
dendv regeivers take steps to insure that less than B0 percent of the divie
dends be peld to a single company. In ceses where this cannot be done grave
injustices will be suffered by exlsting holders of intermedisate holding
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compuny stocks, which imclude not only holuiag compumies bul minority
holderse The stocks scquired st prices bosed om exiloting tex luws
ghould nmot be suddenly made Yo euffer covers depreciztion by & change
in the besls of taxmtisa, particoulerly vince the inclusicn or sxelusion
of s company from the elfecis of the tex must depend on erbitrarily
selaected peremmtagee,

It 1s said thet the purpose of thls provislion ies to prewvsai
avaplon whereby o cheln of holding companles would pey neither taxes
to the Goweram-nt nor dividends to J‘.n;;.i?idu&lb'. Such sn swvasion might
have resulted frow & definition of the dividend yeer (incorporated in
an early dreft of the bill) shich would permit the lower holding company
to pay its dividend in the poriod Junuery 1 - Mscch 18 to the next holding
company, which in turn wryr oy 1te dividend in the corresponding period
of ths mext yesr to the next holiing vompany, snd so on, But in the bill
a8 passed by the House this defindticn of the dividend yesr wes smended
to colnclde with the texebls yeer Tor saralags. This perticulsr explena-~
tion of ths holding coupeay provision is, therelore, no longer relevsnt.

It is slso pugpested tiet for the purpose of the aumdistributed earnings
tax, dividends reeelived by s corperatiocu shall be included la-dNcons, s
propossd fa the House bill, but that ‘they b sxempt from the corporete
incene tux to the extent prowvided by exzlcoting law,

Coneluaton, If these puggested chunges are soopicd, the objections

to the new tax proposals will be grectly lessened end thelr purposes
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will bs mure surely achieved, Adedtionsal revenus will be ralsesdj there
will be more sgsurence then wader the pressatl proposuls that the wealthy
will pay thelr shocve of lncome texesj the purpose of lorelng funds out
of corporatiens, clthcr in the fora of debt ropayment, or in dividends,
or ia texes, will be better servedy and, finally, these suggested ehanges
sould meke for o tax far less complex then th&t mssed by the Hounep a

tax that could be more easlly explained snd defended, '
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