September £7, 1941

Chairman Eccles Sceretary Morgenthaun’s
suggestion for & per c¢snt limit
lertin Krost on corporate profits

Information from the Tax Researchk Division of the Treasury
and from other sources indicates that the Secretary's proposal was
made without previous eonsuitation or study of the problem, and that
detrils of the propossl ave 8%ill in & formulative siage., It was
suggested that unless there wefe a direct exchange of views with
the Secretery, it might be desirabls to say that, since the details
of the Seoretary's propossl were not availadle for study, you were
ot in a position to comment upon it,

In the event that you wish to state your views on the
issue, however, the following brief notes might serve as a rough
indication of the general nature of the reply. There are also
attached references to the excess profiis tax in your testinony
before the Ways and Means Committee, in your spesch hefore the
Chanber of Commerce, and in your FORTUKE erticle.

Rl have not hLad =n opportunity to siudy the Secretary's
proposal in detajl., I do not believe that the Secretary nmeant to
propose & rigld 6 per cent limiteiion on profits for each individual
corporation. I think his statement reflected a very general feeling
that excess profits ought to De more effeetively tazed thern they are
under the Revenue Act just passed. Perhaps the Jecretary moant to
suggest that indusiry as a whole should be satisfied with a § per
cent rate of return under present conditions, with an sppropriate
adjustnent of this ratio as between corporations to reflect varias-
tions in operating efficiency. That would be = prectical effect of
placing & ceiling on the amount of base-periocd earnings that can be
claimed by a ocorporation under the present law, Some sllowsnce for
differences in earning power as reflected in base~period earnings
would be made.

*The Government has not requisitionsd industry and placed
corporation executives im a position of hired Govermment employees,
So long &8s it has not dore this, it rust leavs some incentive for
corperetion management to operate efficlently and to avoid waste
in the use of man power and materials., If the Government took
everytbhing above § per cent this incentive would be gone, That is
why, although I em in fevor of very high tax rates on excess profits,
I should be opposed to & rigid snd inflexible upper limit on profits.®
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Excerpts fromt

Stateent before Ways and Means Cormitiee, Mey 7, 1941t

"In my opinion an effective excess profits tex is the keystone
of a well balanced tax progrem. Any tax program will have to include
a subatantisl increase in the rates of tuxation for corporate incones
in general and for individusl incores, You should not impose increased
taxes on the great numbers of business concoerns of small and woderate
size and on millions of individual taxpayers until you have given them
every reasonable assurance that the funde they are being asked to
provide will not go to swell the excessive proflis of some corporations,

*The excess profits tex now on the stetute books doss not
give =ny such assurasnce, If you allow the idea 1o take root in the
public mind that throuzh these vest expenditures a few are being made
rich and a few who are already rich considerably richer, the result
is bound to endenger the success of our defense effort, Iz order to
prevent an inflationary spiral of price and wage inocreasesz, labor
should be willing to moderate its demends for increased wages, but
labor cannot be expected to follew such s course if employers are
permittsed to retain excessive profits,

"% & * The revenue~yleldinz potentialities of en excess
profits tax were well demonstrated by our own experience during the
World Wer. The present statute could be made to realize those revenue
potentialities by chenges ip a few important respects, I shall mention
threat

"l. Restrict the use of the income method of computing the
excess profits credit, either by reducing the 8% per cent of past
asverage earnings now ellowable to V5 per ¢ent, or by any other methed
that may recormend itself to the Committes, I mares with ¥r, Sullivants
view that all excessive profits, es well as profits directly or ip-
directly attributable to the defense program, should be subject to
spocial taxetion,

"2. Increass sharply the rates now applicsble to excess
profits. In the light of the maximum 80 per cent rate in forse in
this ocountry during the last World War, & meximum rate of 7% per
cent 1s not too high, It is e2leo importenti that the tax dbracketis
uzed i{n the present law be revised. I recognize the strength of the
arguments for gradusting ghe rutes according o the percentajze of
excess profits to invested capital, the method ueed et the time of
the World War, but if the present mothod is continued, there i3 no
reason why the maximum rate should not apply io excess profits at e
very much lower level than $500,000, A corporetion with this amount
of excess profits ocannot fairly olaim favored itrestment ss 2 emall
enterprise,

*3. Reduce ths rate of return allowed under the invested-
capital method of computling the exoess profits eredit from the present
figure of 8 per cent 0 6 per cent, The figure of 8 per cent was used
during the days of the World War, The rate of return that investors
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could reasonably hope to realize on investment in securities has been
materially reduced since that time., We should mske a similar adjuste
ment in our ifdeas about an appropriste rate of return on equity capital,”

¥ % & ¥

Spgech before Chamber of Comrerce, May ), 19413

"The first source of defense revenus should be the corporation
tax and the excess profits t=x betause, in general, corporetions are
the greatest beneficiaries, dirsetly and indirectly, from defense
expenditures, In other words, the surplus accruing from the expanding
national income tends to becoms concentrated in the first instance in
the possession of business corporations. The nmost certain wey te
insure ageinst inflation is for the Government to levy on these earn-
ings and divert the proceeds directly into the defense program before
they are distributed into the general income streem through higher
wages and higher dividend payments,

*Thus, the most direct way to attesck the inflestion problem
is through heavy corporete income end excess profite taxetion., If
these surplus funds are not thus collected in the first instence at
the source, but are later distriduted through large wege increases
and large dividend payments to the cormunity, it becomes necessary
subsesuently for the Government to absiract excess incomes through
the personal income tex, excise taxes, and other forme of mass taxa-
tion. The prodlem is not avelded but only delayed =nd made more
dairficult by fallure to tap the profitz at the source,.

"Hizh texation of persoral incomes snd excisze taxation will
be netessary in eny event, but the amount neesded from theste sources will
be reduced by a prior collection at the points where the profits
originate, namely, in the business units. If excess profits are not
tapped, they will lead to demands for higher weges., Apart from the
question of gquity and the problem of allaying industrial unrest, is
the question of going directly to the source of the increased flow
of {nocome and diverting it into the defenss prozram hefors it spreads
out into the comvmmity and adds privete mass purchasing power on top
of the Govermment's demands springing from the defense program.

"With greatly fncreased surtax rates, sspecially in the middle
income brackets, and in the absence of an undistridbuted profits tax,
there will be a tendency on the part of soms corporations to hold back
disbursements of dividenda, This i1s a further reason for heavy normal
and axcess profits tsxes on corzorztions,®
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FORTURE ¥Yapazine, "Price Fixine 2ot Fnough®

"During the emergency we shall hsve to rely lbeevily upon the
excoss~-profits tax and the tax on corporate incomes, This is true
bec¢cause, generally spesking, business units are the greatest bene-
ficiaries, directly and indirectly, Ivom defonse ezpenditures, The
profits accruing from the expandimg national income tend to becowe
conoentrated here in the iirst instance, Conseguently, one of the
surest ways to safeguard ageinst price inflation is for tioe government
to levy on such profits and divert them directly into the defense
progran before they are distributed into tie general incomo strean
terough higher wages s=nd increased dividends,

"Perhaps the most compelling reason of all For the imposition
of the excoss-profits tax is 4hat, 4 not taken by the govermmeni, such
profits will lead to further demerds Jor hisher wazos. I wene increeses
continue to be frecly granted to those who have slresiy reccived substane
$i2l ineremges, they will swell unduly tae voluws of private purchasing
power, Labor should certalnly be willing to moderaie it demands for
increased vezges, but it cannot be expocted Vo follow such & course if
enployers are permitted to retaln excessive profits, Horeovsr, with
inersasing personal income taxes, many corporaiions uay be cxpected
to leave s larze propvortion of their profits undissributed, In the
ebgence of an undlstrivuted-prorits tax, thererore, thesc will bs
beyond the reach of the govermment, uniess recovered throug: heavy
taxes on corporations,

*The corporute form: of ownorsilp ie the principal institution
tirough which capitalism functions, Owners and manugers of corporations,
vitelly interested as they are in preserving capitslism, heve every
renson to favor, not oppose, heavy taxation of their profits, for thereby
they will help to protect the country azaiust the iaflationary dangzers
that would undermine the foundetions of czpiteliss, They have the
greatest steke in democracy--the most te preserve. They should not
expect those who have the smallest stoke to pay an unjust sherae of
texation,

"During the cmergency the sexcesse-profits tax shoulld in xy
epinion, be the keystone of & well bslanced progran, Incressed tszes,
however, should not be imposed on tne grest musbors of snzll dusiness
concerns and on millions of' individusl texpsyers until they heve been
given every reangonable assurance thai the funds they are beipg asked
to provide will not go to swell the profits of wealthy individuals znd
corporations,®
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