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July 16, 1945

Mr. Eccles:
Since your attention may not have been directed to

it, I think you will be interested in reading the article in

Current Comments of May 23, 1945, on Federal taxation of banks,

which not only indicates the trend of profits but also discusses
particularly the gquestion of excess profits and the question of

borrowed capital as a factor in the payment of excess profits

t&XeS. M



¥r, tiew i“-f'» didn't say whether he thousht tris

h w1t on to you, but thoucut there might
me porn‘s in it you might wish to '"meul over"
Georze, et al while out there.
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FEDERAL TAXATION OF BANKS.

by
Caroline Cagle

Introduction
Prewar Tax Position of Banks
Wartime Tax Position of Banks
Total Tax Burden
Factors Responsible for the Increase in Bank Taxes
Differences in the Incidence of Federal Income Taxes on
Large and Small Banks
Effect of the Excess Profits Tax on Banks
Experience of British Banks with Excess Profits Tax
Comparison of Bank Taxes with Those Pald by Other Corporations
Factors Responsible for the Favorable Tax Position of Banks
Differences between Banks and Other Corporations in the Taxation
of War Profits
Should the Excess Profits Tax Be Continued for 3anks after It Has
Been Repcaled for Other Corporations?
Borrowed Capital as o Factor in the Poyment of Excess Profits
Taxes
Taxes nnd the Intcrest Rate Structure

Introduction

Beforc 1940 commercial banks prid only small amounts in Federal
taxes, Since the inaugaration of the defense program and our entrance into
the war, they have been paying prowing amounts into the Federal Treasury.

A rapid increase in Federal taxcs has been common to all corporations but
the rate of inecrease hns been especinlly marked for banks, Nevertheless,
banks have been paying a much smaller proportion of their net income in
Federnl taxes than other corporstions, The reasons are these,

In the period 1936-1932 banks were not subject to all of the taxes
p~id by other businesses, Moreover, for most of this period they were
segregnted and treated ns a “specirl class corporation” for income trx
purposes, Instead of the mildly progressive income tax rates applicable to
most other corporations, banks paid a flat rate on their tnxable income,
While this rate in 1839 was as high as the highest rate in effect for other
corporations, banks escnped the full forece of %he reate because the income
which they reccived from Government scouritics which were fully nnd partinlly
exempt from Federal income faxcs wrs cqunl to more then three-fourths of
their net income for fax purposes, .This mnde the effeetive rate for barks
much lower than the acturl rnte,
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-2 - Taxation of Banks

The inecrensed tax paynents by banks since 1339 have been due in
part to the fact that beginning in 1940 .banks were grouped with other
corporations for tax purposes, Under this' arrangsmrn+ they heve been subject
to all of the taxes imposcd on other corporotions and to the inereasos in
the rate schedules on 2ll Federal taxes, Moreover, the protesction which
banks had been receiving from interest on tax-exempt U, S. Government
seceurities began to decline in March 1941, when the Federnl Government ceased
issuing securities bearing the tax-excmpt privilepe. DBut the most important
rcason for the inorease in bonk taxes is probably the growth in bank income,
This expension in income hns bezen due mninly to the large incerense in bank
holdings of Government sccourities which hes resulted from war finecneing,

As n result, the fortunes of hanks are tied more ond more to the f{iscrl
policies of the Treasury =nd to the interest rate snd general monetary poli=-
cies of the Federal Reserve ECystem and the Treasury,

The large wartime income of banks differs from th~t of nlmost all
other businesses in that it is.likely %o continue after the war, Government
expenditures have inflated the wartime income of manufacturers, fabricators,
rew motericl supplicrs, and cther businesses, but most of these payments
will sensc once the war is over. Banks, however, will continue to be large
holders o the public debt ~nd to receive a grent part of their income from
interest on Government securities. During the vwnr benks have concentrated
their purchases in short-term, low-yvielding securities, If prices of
Government sccourities continue to be supported in the postwar period, the
differentirl between long= and short-term rntes is almost sure to narrow,

In this case bank ecrnings mnyv ¢ xpand even furthor, Furthermore, if the
exeess profits tax should be repenled in the nenr future, this would further
inerease the available income of banks

Both the credit and trx suthorities of the Government shonld give
some nttention te this problem, Benk earnings a2t o high level based on
intercst from the public debd might toke awny somo of %he ingentives for
banks to fulfill their trrditlonnl functions of belnp credit suppliers,
Morsover, if the public should view this as war profiteering by banks, publie
support of the private banking system might wenken,

In the meantime, the credit nuthorities hoave o speciel end somewhat
narrower problem in connectiﬂn with the operation of the wartime excess
profits tax, The provisions of this tax permit one=half of borrowed capital
to.be cdded to the base oapitel figure on which cxomptlon from the tax is
computed, It alrendy eppears that the discounting fecilities of the Federel
Reserve System, .long dormant, are being used by s~me banks as a mesns of
protection ngainst exoess profits texetion, As mire snd more banks come nearer
the mergin of liability for this trx, the problem mey grow more acute,

This memorandum hes no reowmendotions for the solution of these
problems, but it undertakes 4~ furnish the background f-r their consideration,
It presents a brief hist“ry ~f Federal t"xqtiﬂn of brnks befﬂre and during

and ovcdit authorltics,

Confidential

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



-3 - Taxrtion f Panks

Prewar Tax Position of Banks

Prior t~ 1940 hanks prid relatively small amounts in Federal
taxes, 1In the four-year psrind 1936-1932 to%al taxes ~f banks (Federal and
State) were fairly constant both in dollar amount end in reletion to net
current earnings, For meémber banks taxes during this period varied betwecn
£1-86 million, or about 17 per cent ~f'net current earnings before taxes,
The rensons arc that the number of Federal %exes %o which they were subject
was smnll and the rote schedules wore low, Moreover, because of the peculier
nature of tho banking business, banks were able to exclude from their trxable
income substartial amounts of interest received on tax-exempt Government
seeurities, This made the cffcctive income tax rate for banks much lower
then the nctual rate and much lower than the rates in effect ~n sther types
nf businesses,

In the perind 1936~1939 the principal Federrl faxes 4o which hanks
were subjeet were (1) the income trx; (2) the copital stock tax nﬁ‘(Sg the
excess profits ftax {(new known as*the declared value excess proP1t° tax _/
The income tax retc in effect in 1939 for banks was = flat rate of 16% per
cent of specinl class net income, regnhrdless of amount.' Special class net
inc me was defined as net income for tax purposes minus the credit for
interest on tax-exempt Government oblisations and minus the credit for
dividends reccived from drmestic corporations, In 1939 interest on tex-

exempt Government obligntions mccmunted for 88 per cent of the net income
for tax purposes »f banks,

The capital stock tax and -the declarcd value excess profits tax
are very closely related and in dollar amount theyv are of nnly minor impord
cnes, The declared value exeess profits tax is, in faect, desighe? tn 1nduce
hanks to place a sufficicntly high valustion on tholr ecanital st-ek, ﬂn4
where this is ace-mplished, nn declared value cxcess profits 4tax is pai

e

Total Tax Burden,——Tnx poyments by.-banks have inereased markelly
since 1939, In that venr t-%ol taxes (Federal and State) amcunted to 85 mil-
lion dollars; in 1944 the figure wes 269 milliosn, Taxes represented about
17 per cent of net ocurreny earnings before tnxes in 19393 in 1944 the figure
was about 32 per cent, Foderal ineome tnzes cscount for nearly all cf the
prowth in benk ftexes ~nd they now ¢ nstifute about 63 per cent of all toxes
paid, Stote texes have remnined falrly ¢ nstant over the pust 10 years,
rnlthough State income taxes (in those States which heave an income tex) heve
been increasing since 1942,

During this prriﬂﬁ'the principal tax . applicable %~ other corporations to
which banks were not subject was the undistributed profits tax,
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-4 = Taxnticn ~f Banks

Factors Responsible £or the Incrense in Bank Taxes,~~Changes in
the tax laws account f£or some of the indrense in Federnl taxes, Beginning
in 1940, banks,which had previsusly Been $roated as o specinl class of cor=-
poration for income tnx purposes were grouped with other corporntions for
tax purpnses, In that year the present excess profits tex was introduced
en? the 214 excess profits tax was retained but its neme was changed o
“deglared velue excess profits tax," In 1941 the surtax wns introduced
which wos nimed, In ndditisn %> raising revenmic, 2t taxing income received
from partielly tax«exewpt Government sccurities, Ab present there are five
principal Felernl taxes to which banks are subject: (1) the normal tax;
(2) the surtex, (3) the excess. profits tnx, (4) the Aeclare? value excess
profits tex, ~n? (5) the eapitel stook tnx, M-st benks, however, do nnt
have %2 nny all five of these foxes,

In pdditi~n t~ the new fnxes impesed, the rete schedules for nll
Federal toxes were inorensed, Rates frr thé n-rmal fnx were increased from
a flat rate ~f 16-1/2 per cont in 1939 to present rates which vary from
15 - 24 por cent; rates for the surtax weré incrensed from 6 - 7 rer cent
in 1941 ¢ 10-16 per cent; for the sxcess profits tnx rates in 1940 varied
fram 25+~ BO per cent; ot present the rate may go es high os 95 per cent.J/

Aside from the chenges in tex laws which acc-unt for sme ~f the
increase in bank tnxes, benk ecrnings hove increased substentielly, This
increase is largely the result of the tremendous volume of Government securis
ties henlled by the bankine system, CFross cnrnings »f member banks in. 1939
were 1,296 million end net profits 347 million; ia 1944 the fipgures weret
gross earnings, 1,874 millions net profits, 649 million, Iember bank holde
ings of U. S, Government securities inercased during the same period from
14,328 million 4o 67,685 milli~n,

A third factor in the inecrense in bank taxes ia the decline in
the amount of tax-exempt irnferest received, whiech will be liscussed in a
later sectinn,

Differences in the Incidence of Federsl Taxes on Large rnd Small
Ranks ,~~There is c-nsidercsble ‘1ffﬂv@ncc in the incidence of Federnl income
taxes on large and small banks. The effeot of Federnl income taxes ~n
member benks wos studied’in some detail for the yenr 1943, the lotest year
for which eomplete earnings da%n are availeble, This study hed two primary
objectivess %o compare the cffect of Fedornl ineame taxes -n large and small
banks end to deternine spproxinately how mony banks were subject to the

Y Under the 1343 Revenue Lok, the excess prefits tnx may be the lesser omount
of the f-ll-wings
(1) 95 per cent ~f the entire ajusted cxcess profits net income, or
(2) An =rmount which when alded t1 ths normel tax end surtax equals
80 per.cent of the surtax net income determined without redustion
by the crelit for the ndjusted excess profits net income,
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-5 = Tnxntisn of Banks

excess profits tax, Internal Revenue data »n Federal income tax paymenis
of banks are not aveilsble since 1941;it was therefore necessary %o rely
'n estimates for the yedr 1943, Tws farms of estimating were useds (1)
o study of the estimnted Federal income taxes paid by the average member
bank in seven denosit size groups and (2) a study of the Federal income
taxes paild by a sample of 98 State member banks,

From the study of the everape member banks it appears thats

(1) Relatively few ‘banks peid an excess profits tax in 1943
(see next section),

(2) The average small bank (less then $2,000,000 deposits) had
normal tax net income of $5,000 or less and eonsequently fell int» the
lowest brocket of the tax (15 ner cent), It also had surtex net income of
less then $8,000 and was in the lowest bracket of the surtax (10 per cent),
Banks of this size represent about 48 per cent of all member banks,

(3) The nverage lerge bank (aver $50,000,000 denosits) had
normal tax net income in exeess »f $200,000 on which it paid a tax of
24 per cent ~nd hno? surtax net ineome in excess of 31,500,000 on which n
tax of 16 per cent was poid, A few of these bhanks naid the excess profits
tox., Banks in the lorgest size group constitute less than 4 ner cent »f
all member banks but they hold abcut 70 »ner cent of Aenosits,

(4) Botween the very small ond the very lerge banks are a group
of banks with deposits between §2,000,000 ~ $50,000,000, Such bhanks con=
stitute almost half »f the Hotal number, The average bark in these three
denosit size groups hed net income for the normsl tax between §8,000 -
50,000 on which the income tax rates varied between 15 = 31 ner cent,
Surtax net ineome for this group veried between $15,000 - $100,000 and was
taxed ot rates varying from 10 - 82 per cent. A small number of these
banks paid an excess nrofits tax,

Estimntes of Federnl inc~me tax payments by size of bank for the
years 1944 ~nl 1945 in?icnte thnt the principnl differences between 1543 and
later years aret (1) The average bank with dencsits of less thon 5 million
mey pay a little more in Federnl income taxes.in 1944 and 1945 than in 1943,
Smell banks experiecnced n decline in sverage gross earnings in both 1943
and 1944, probably as a result ~f o shift in type of earning ~ssets from a
large volume »f assets with fairly high yield o »rimerily Government
securities, Small banks hove been rble tn maintain their good profits'
experience largely bécause ~f sizable recoveries and profits, (2) The
average bank of over 5 million dencsits will pay much higher Federal income
taxes in 1944 ~nd 1945 then in 1943, This is portly begause a larger number
~f banks in these size grouns will pry an excess profits tax in 1944 and
1945 than in 1943 (sec the following sectinon),

Aside from the reletive amounts »f esrnings of small v, large
banks whieh rlaces small banks in the lowest income tax brackets and
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-5 - Taxeoticrn ~f Banks

largze institutions in the highest, there arc certain differences in the
manner in which investments nre vsunlly hamiled which ¢ ntribute to the
Aisparity in amount of *taxes paid,  Small bonks heve, in the nast, held

sn unusually large proportion of their eorning sssets in the form of longw
term, tex-exempt securities, Their income 1s small at the start and the
credit for inceore received on tax—exemnt securities mekes it possible to
curtneil substantinlly their taxable income., Large benks, on the other hand,
have usually held a relntively smaller proportion of earning assets in
tax-exomnt securities than smell banks sc that the benefits which they have
derived from this socurce have been much smaller,

Othcr factors bearing on the rolative amounts of taxes pold by
large an? small banks are the yiel? on and the utilizntion of earning nssets,
Small banks have usually held n lerger nrovortion of thelr portfolio in
lorns than big banks, With the decline in loans in recent years small banks
heve not been s~ quick rs large banks %> reinvest their funds in short-ternm
fully-texable G-vernment seocurities, Furthcrmere, even when funds have
been fully utilized differenses in the yiclds: on the two types-of earning
assects have resulted in reducing the gross crrnings ~f small banks,

1

Effsct of Bxcess Profits Tox on Banksy==From the study of the
average bank it awredre? that in none of the seven dewosit size groups
stuied Aid the nvornge brnk in 1943 earn enocugh t» "ny an excess profits
tax, This we-nssumed indicated thot there must be a relatively small
minmber of banks affected by the tax, It wes clear from this study that few
if. any snnll banks (with ds-osits ~f unler $5,000,000) earned ensugh
to.pay the sxcéss .profits tax, With duc allowance for errors of estimating
and for brnks whose earnings are fgr in-excess ~f the avernge, the protec-
tion nfforded from the excess profits tax by the invested ganital credit and
the s»ecific exemnti-n (45,000 in 1943) was sufficient to eliminate these
banks, For larger banks (over 75,000,000 deposits) the narrowing margin
between excess nrofits net ineome ond eredits indicated that some of thesc
banks night pay the tax,

To explore this situction more fully, a sample of 98 State member
banks was drawn from the banks in the three den~sit size groupns over
#5,000,000 and a stuly of their enrnings nn? expenses was node to Zctermine
how many of them pnid the excess profits tnx.ﬁ/@ased on the study of taxes
paid by the 98 banks in the samnle, it is estimated that the following number
of banks mey have prid the excess profits tex in 194 3:

L Estimates of the excess profits taxes raid by banks ore based on the

invested erpitnl method of e~moutation,
2 The number of banks in the scmnle from each denosit size group was groduated
in relotisn £~ tho prohability of the »rynnt of the tax, For example, for
very large brnks (with devosits of 150,000,000 and6ver) the number of banks
wes largest, 583 this sonnle constitutes nearly ~ne=frurth ~f all member
banks in thls size gromo and 70 ver oent of all State nembders,
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\ Banks ‘in sample "Estimated no,
Tumber | Number af-] E, P, T,! of banks nf=
°f | Total |Pected bylbanks as | fected by
! o
|

4e-

b?nks, num= | excess % of som-lexcess profits
| ' per profits Inle (Col.3!tax (Col, 4 =
I group | tnx 1% Col, 2)! % of Col, 1)
Py b (2) 3) I (&) ! (5)
Banks with dennsits ofe | ! ’ ! ! I
5 - 10 million doliars | 777 1 10 1 10% | 78
10 = 50 milliron dollars | 665 | 30 5 17% 113
Over 50 million Aollars ‘ 230 | 58 | 13 23% 53
l ! onL
! l ! {

Gross earnings of member banks were 1,650 million Jdollars in
1243, 1,874 million dellars in 1944, and will nrobably be larger in 1945,
Net rrofits were 649 millicn 4dllars, or 9,7 per cent of nverage cnnital
aceounts in 19443 they may be as high as 10,0 per cent of carital acc-unts
in 194;5,.];/

Federal income trxes prid by member benks in 1943 amounted to
103 milli»n doll~rs, This represents about 52 por cent of total tnxes and
about 14 per cent of net profits before taxes, In 1944 Federnl income teoxes
201d by memher banks were 169 million dollars, or about 63 per cent of total
taxes and 18 per gent of net profits before taxes, In 1946 Federnl income
taxes will probably exceed 200 millinn Aollars and represent 65 per cent of
total taxes.

Part of the lerge incrense in Federal income tax »ayments in
1944 nnd 1945 will be excess nrofits taxes, The number of banks paying the
excess profits trx, it is bolieved, will be much lrrger in 1914 and 1945
than in 1943, Fron a.study of estimated taxable "inecome for the average
bank in four denosits size groups: Yunder 5 million denosits," "5-10 million,"
“10-50 million,"™ and “over 50 million," it avpears that, as in 1943, very
few s=n1l banks (under 5 million denosits) will eorn enough o pay the
excess »rofits tax, The stecific exemption allowed 2ll cerporations for the
excess rrofits tax was raiscd by the Revenuc Aot of 1943 from $5,000 to
+10,000 effegtive far incomes enrned in the toxeble yeor 1944, This exemption
plus the invested capital credit should provide most smnll banks with
andequate preotection from the excess profits tax,

L In the Seventh Yer Loan Drive the maximum coupon ronte of interest has
been reduce? on new issues avallable for swnership by banks, This will
be an important frnetor tending to diminish the growth in hank earnings,
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-8 = Taxntion of Banks

The aveorage bank with deposits of over 50 millien, however, will
pay an exccss profits tax in 1944 and 1948, his probably means thet at
least 40=-50 per cont of the total number of banks in this group will be af-
feeted in 1944 esnd probably as meny as 65«75 per cent of the totnl may
pay: the tax inm 1945, The proportion of banks in the two size groups from
5 million to 80 milliecn deposits paying an excoss profits tax will also be
larger in 1944 rnd 1945 than in 1943, The nceompanying tabulation hazards
n rucss ns %o the maximum nunber of banks in the three size clesses which
will pay tht cxeess profits tax for the taxable vears 1943, 1944, and 1945,

The am~unt of excess profits toxes peid by banks in the last
three vears is difficult t» estimnte because we have no offieial figures
sinee 1941, A roush gouge as to the totnl amount can be obtained hy using
the estimated maximum number of banks affectedby the tax in 1943-1915 and
pssuming an average amount of excess profits taxes paid by each bank in a
particular deposit size group. The average number and amounts for 1943 wore
estimated from the sample of 98 State member banks studied, For 1944 and
1945 we have arbitrarily sssumed o ceortain rate of increase, These estimntes
are shown in the nccompnnwin~ table, It should be borne in mind thet the
number of banks used is believed tn be the maximum number affected by the
excess profits tax,

Estimated Excess Profits Tax Liability
of Member Banks irn 1943«1045 «= Number and Anount

Member banks with deposits ofl/
ML 17E 500,000 [, 16,000,000 [ 760,000,000
Yenr member to to and
ornks 10,000,000 ,50,000,000 over
1943
Number of bhanks 244 78 113 53
Averapge excess profits tax 3,000 10,000 100,000
Total excess profits fax 6,664,000 234,000 1,130,000 5,300,000
1944
Yumber of banks 465 140 198 127
Average excess profits tnx 5,000 15,000 150,000
Totnl excess profits tnx 22,720,000 700,000 2,970,000 19,050,000
1945
Humber of banks 720 205 310 2058
rvernge excess profits tax 8,000 20,000 200,000

Tatal excess profits tnx 48,840,000 1,610,000 6,200,000 41,000,000

1 It was determine? from a orevisus stuly that even with a lorge incrense
in esrnings benks with deposits of under 5,000,000 would not be offected
by the excess. profits trx,
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-9 - Taxntion 23 Banks

In 1941 the last official figure by the Internal Revenue shnws
tatal excess profits tax payments by benks ond trust ¢ mpanies of 1,430,000,
I 1943 it is fstlﬂqtod that the excess profits taxés paid Hv a1l member
banks may amount to 6 millinn dollars; in 1944 %o 22 million; and in 1945

to 48 milli~n “Anllars.

Experience of British Banks with Excess Profits Tnx,—I% appears
that banks in Grent Britain have -hod rmugh the same experience s Amerienn
banks with the' excess profits tnax, that is, thot through 1943 none ~f thén
were affected, The reesons advanced in the Bonnomist (London) are thrt they
were able t9 claim mond stnnaurds owins to the speecinl profits on renlizd-
tion of’ 1nves+ments which fell during the EPT standard perio?, Another
reason is that the banks were able to write off the whole of their Gérman
standstill commitments ns o set-off agninst taxable profits, . Another fecotor
1s the su’den fall in taxahle profits during 1939~1941 befare the banks

had begun to feel the effect ~f increasing credits, lMoreovgr, certain items
makin~ for lower net earnings were experienced, such as loss of foreipn ex-
chanme ani new issue enrninre, hlgher staff costs, ete, It is snid that
deficits accumulated in these years have been carried forward % reduce
profits in later years, It is nlso state? that perhans in 1044 for some
banks, and in 1945 for nthers, the deficits w111 be used up and the hanks
will 'start to pay excess profits taxes,

Comparison ~f Bank Taxes with Those Pnid by Other Businesses,=—
It has been known for some time that boanks have been affected less by Federal
ineome taxes than nther types of businesses, . The latest yesr for which
enmnlete “fflclﬂl Anta are aveilable is 1941, In that yenr the nocrmpe ny=
ine tAbulation shows thet banks and trust ermnanies naid in Federal incorme
taxes, aumuch smallex propartinn of thelr net ineome thon other types of
businessy .. For example,. Federnlvincwme_taxes were 40 ver cent of net income
for incpme tnax nurncses for oll infustrial groups crmbinedy for the finnncial
zroun of Whlch b r&s ard o nort ard for banks end trust ¢ mnanies the
nronortion wes nnly 15 ner cent,

Ratic of Federal Income Tﬂxc&./tn Met Income for Tax Purnoses
for A11 Business. Enterprises &Grouped by Tyne of Industry, 1?81.“/

Taxes as % of Net Incone

A1l industrinal Jiviisions 39.6
Mininr end querrying 32,0
Manufncturing 46,7
Public utilities 33,9
Trrnde 38,8
Service 29,3
Finanece, insurance, renl estate, ete, 14,7

Banks and ftrust crmhnnies 15,0
Constructinn 41,0
frriculture, forestry and fishery 28,0
Nature »f business not allocated 27,8

I Federnl inc-me t~xes include the normal tox, the surtax, the declared
value cxcess nrofits trx, and the excess prafits tox,

2 Statistlos of Incrome, 1941, Part II,

If recent data werec available for a comparison such as this it is
believed thatbanks would have even more advantage over other businesses be-

Digitized for FRASEfhyuge relatively fow hanks have thus far been subject to the excess profits tax.
http://fraser.stlouisfed.org/ ) -

Federal Reserve Bank of St. Louis



- 10 =~ Taxatioyg ~f Banks

Factors Responsible for the Favorable Tax Position of Banks,=
There are a number ~f reasons for the dlfference in the ingidence nf Federal
income tnxes on banks:

(1) The srurces of bank carnings are different than for most other
tyres »f businesses, For a cnsiderable period banks have received a
sizable porticn of their ineome from Government securities, The nccmnanying
table shows that in 1941, the latest year for which official Internal
Revenue datn are availablc, interest on tox-exempt Government securities
(State and loenl as well as Federal Government) .amounted to 318 million,
or 62 per cent of ea-mpiled net profits (gnoss;incwme less the deduetions
permittedtherefrom for tax nuroeses but before the credits allowed arninst
such income), If boanks hed been' forced %o “ay inoome taxes on the 318
million of tax~exempt interest nt even the minimum rate for. the normal tox
(15 rer cent), the increase in tnxes would have amounted o 48 million as
crmnared With tntal Federal ineome taxes nctually »nid in 1941 of 51 million,
Federnl inc-me taxes ns a percentace of met income for tax -urnnses wruld
then hnve ancunted ‘4o absut 30 wer cent for, hanks as e mnared with 40 ner
cent fnr all” 1nﬂue+r1w1'wr0uns. This ‘is the minimum ingreanse which wmxlﬁ
have rfesnlted bdosuse ‘same banks would undoubtedly have paid a hirher rate
Af tax on this 'ine~me and s me Probably wyld have .been farced lﬁ*“ the ex=
gess profits tax bracket, It is qlear thrt interest on tﬂX“QXPHWt quurltles
has been thec =rincipal factor in the favarable tax nosifion ~f hanks,

Ratio of Interest on Tax«~Exempt Securities to Compliled Net Profits
of A1l Business Entorprises Grouned by Type.of Industry, 1941=

Int, on. tax-ex, Govit seg, [Int, on

Com= Sub.d .t tax=gxm=
» oiled decl, |Subject [Whole jemnt see=
Industrial groups net  fn oy {volue to ly curities

Tota
profits E.P,T, |surtax| tax las % of
& sur-| only jexemnt{compiled

tax net »fis,

A1 industrinl groups 17,999 { 496 293 55 148 2,8%
Mining and quarrying 432 | 2 1 - 1 0.8
Manufacturing 10,457 | 20 11 1 8 0.2
Puhlic utilities 2,054 4 3 - 1 1 0,2
Trode 2,192 4 2 - 2 | 0.2
Service [ 255 | - - - - | -
Finanee,ins,,renl estnte,etel 2,316 | 361 274 53 134 | 15,6
Banksnand trust comoanies 511 | 318 250 51 117 T 62,2
Construotion 196 | - - - - 1 -
Pericultire, forestry,fishery 8o ! 1 1 - - 1,3

Nottire of husiness.not glloe !

eated 16 | - - - - | -

I"Statistics ~f Income, 1941, Part 11,
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- 11 - Taxntion »f Banks

Such henefit as bonks have enjoyed in the vnst from interest on
tax-exenpt U, S, Government securities is now declinins, 2s of March 1,
1941, the. issusnee. of tax-sxenpt securities wns. discontinued and all such
securities -utstanding are.being retired as they become Jdue or calladle,
The volume of fully tax-exempt U, S.. Government securities is declining
rapidly and nearly all will be due -or calleble by the end of 1945,
Partinlly taxuexemwt U. S. Government scourities nre also declining but
much more gradually, .The accompanying tabulation shows the amount of
tax-exempt public marketnble U, S. Government securities outsitanding by
term to nmaturity or .call date as of December 51 1944,

Publio liarketable U. S. Government .Securities Cutstnnding
by Tax=BExcmption Provision and by Maturlty or Call Date, Dec, 31, 1944
{In millions of dollars)

Out=- | Due or callsble by December 31
lstanding I
IDec.31,] 1945 | 1948 | 1950 | 1951 | 1955 l ’feer
) , 1944 | ,1955.
I f l
Wholly #nx~exempt [ 914! 718 - -I -1 -~ 196
Treasury notes | 7181 718 - -1 -1 T =
Bonds I 196l - ~ f -1 -1 196
Partinlly tax-exempt I 22,939] 2,510} 6,049 3,4631 3,500] 4,017/ 3,386
Bonds l 22,170] 1,755] €,049]| 3,463 3,500 4,0171 3,336
Guaranteed issues 1/ | "768]1 755! - -1 -: - -

; | I | f

1 Includes 13 million of P,H,Y, debentures not classified by maturity or
crll date,

Banks heve shown a tendency in recent years %o incremse their
holdings of fully. ~nd partially tax-exenpt seccurities by purchasing fronm
other investors, Between the e¢nd of Octoher and the end »f Decembeor 1944
cormercial- bank holdings of fully tax-cxenpts - jnoressed 33 million while
the total ~f such securities, utstanding remained unchanged, BRank-h-ldings
of partially tax-exempts relative to the - totnl outstnanding have nlso
increased, Between the end of 1942 and the end »~f 1944 bank holdings of
partially tax-cxempt sscurities declined by only 684 million while the
volume of these sceourities outstanding deelined during the same perind by
ab-out 6,500 million, In terms of rercentages, commercial bhank holdings of
fully tax-exempt securities rélative t» the total outstnnding represented
19 per cent ot the end of October 1944 and 23 per cent at the end of
Decerber 1944, Of partially tax-exempt: securities, banks held 44 ner cent
of the thtal ~utstanding at the end ~f 1942 and 59 per cent at the end
of 19%4,

In addition t~ fax-exemnt U, S, Government securities bhanks may
still escane taxation on their earnings on State and local ~bligations
which c¢~ntinue to be fully tox-exempt, Their dollar holdings' ~f this class
of investment, however, have n»t shown any marked change in recent years.,
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- 12 = Taxantion of Banks

(2) 1In recent yenrs recovéries rn c¢hargedeff mssets have been
an’ important part of the earnings ofmost banks, It is belleved that the
handling of yec~veries permitted by %tax law has helved hanks %t~ reduce their
ineome tax naynments, The wording oft the law permits the exclusion from
gross incomg for the normal tax of all recoveries which 4id not result in
» tax -bepefit in the year in ‘which theywere charged »ff, or, in case a tax
benefit was raceive@ to exclu“e that portion of reeaveries which Aid. not
result in n tax benef1t  This means that many banks have been able to
moke rothor substdntial reductions in their gross inenme, -bécnuse, during
the enrly-1230's hanks were required by supervisory authorities t» charge-
off large losses ond these were yeatrs:in which they rot little or no tax
benefit from the charpge=-offs, Furthermorc, in fipurine the ing me base
for the excess profits tax additional recoveries may be excluded, For
this tAX any recovery which was charged off in o pre-excess~profits tnx
year (before the taxsble year 1540) may ‘be-excluded from excess profits
net inoome, It is quite unlikely that other cornorations charged 2ff losses
to the same extent as banks during the Jepression, since they are not
required %o do so by -sunervisory authority and prodably little or no tax
bengfit would have resulted,

(3) Banks nlso have certnin advantapes aver ~ther businesses in
the handling of losses for tnx purposes, () Banks arc permitted o
Aeduct a net-loss on’ the sale or exchnnye P aanital assets consisting of
b~nds, nctes,’ debentures, eota,, direatly from income, For mast other core
norations capital losses mey be wsed »nly to offset capltel pgains, () As
csmoared with-eornoratisns which are not in the business of granting credit,
banks also have a tax advantase. Credit losses are n-reruler and exneoted
nart of the banking business, Aside from the larcer losses indueed hy the
wide swings ~f the business cvcle, these losses oruld he treated ns virtually
an actuarial risk which shoul? be chargentle as an exnense in the year in
which the credit is granted, But ‘the tax regulations pernit banks to charpe
nff these credit lﬂsees in a later year, In effect, this provides o form
ef loss carry P rd mrovision-for banks,

Differences between Banks and Other Cornorstions
in the Inxntion of Wnr. Profits

The taxatinn »f war‘prﬁfits is'quite a different prohlem for banks
than for most ~ther o~roorctions, TIf the philosophy behind the axcess prof-
its tox is to toke away from all businesses that nart of their wrofits which
is the result of rinﬂnc1n~ sr ‘eontributing o a common stru‘Plc for cur
matunl Ur“tﬁctlip, then the ¢xcass nrofits fax-fails 4o ace mnlish its
cbjeotive in the case of banks, For most businesses the incrense in profits
during the war is the result of 2 hirh level of business aectivity, This
activity is built un ranidly after the beginning of the war, reaches its
penk early in the war peri:zd, and continues at this level until near the
end of hostilities, when there. is a ranid decline, For banks, however, the
enrningsourve is guite different, For them war profits are the result of
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financing the Government debt, This is, of course, hullt up gradually

over the entire period of Hhe war and frequently dnes not reach its poak
until after the war is over, Even then the decline in the debt is guite
sradual end - bank§ ' e-ntinue tn receive war profits for a long period
after the war., It is cleay, therefore, that an excess profits tax in force
only curing the war period will fail to get a larce share nf the war profits
of bonks, This is borne ~ut by the nreceﬂwnr section which indicates that
few banks throupgh 1944 ‘have been affectsd by the excess profits tax,

Should the Excess Profits Tnx Be Continued For
Banks After It Has Been RGﬂ“V@d fmr Other Cornoratlons?

A repenl of the excess profits tax in the next yenr »r s~ could
have important eonsequerioces on bank earnings, It misht put banks in a much
better earnings position fhan many nther cormorations, It is anticipated
thet banks will have net profits of absut 10,0 ner cent on' their eapital
accounts in 1945 assuming no change in tox legislation eand no change in the
level of interest rates, This is the highest return in almost 25 years,
Repenl of the excess nrofits tax would make available o large additional
sum,

-There is now.little prospect for any sir-nificant chanpe in cor-
poration taxation aﬁyllcahlo t~ the calendar year 1945 but there is consider=
able possibility thet some tox reduction may ocour in 1946, In the preceding
section it was estinated that excess profits tax liability in 1945 may he
as hirh as 48 million dollars It is a foir essumntion that earnings and
tax payments will he atleest ns preat 1n 1546 os in 1945, If that is the
onse, a repeal of the excess profits tex in 1946 mirht increase member bank
net profits by s-mething like 48 million, or 0,7 of 1 per cent of estinnted
cepital accounts,

The exeess »rofits tax is, of eourse, viewed .as a temporary measure
and there will undoubtedly be considerahle nressuare t» c¢liminate it afte
hestilities cease. It hns already heen indicated in the nrecedinr scction
thnt it is not fensible tn tax the war »rofits ~f banks in the snrme
way as ~ther cor»orations hecause of the difference in timing of receint of
these profits., Other methods gnould he used, however, %o sccmnlish the
same results,

The excess profits tax m banks euld be retained after it is
renenled for other cormorntions nr an pdditional levy mi-ht be placed on
hanke durins the war period, Perhaps the most important obiection tn these
methods 1s that they would telke away the incentive ~f Yonks to enpage in
risk lending, Banks should be encouraged to fulfill their traditional role
of finaneing commerce, industry, and srriculture, if we are %o have a private
bankins system, If nll excent a minimum of their profits is 4~ be taken from
them by additionsl tax levies, there will be no incentive for hanks. to

npare in anything except riskless Government financing, Banks would then
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be scarcely more then an arm of the Treasury Depnrtment, in effeet, a
Government agency, Why should they nhot then be naticnallzed?

Aside from the objéction just mentioned, there dis the additional
criticism that speceial levie# on bhanks alone would be inequitalile, Other
proups of cornorations may have fared as well as banks from a tax stand-
point, but becnuse they are not sn ensily sesrepnted, they woul? be exempt
from the ndditional tax levies apnlied ¢ banks,

The suprestion hes been mnde that the excess. profits trx mirht he
retnined for banks ~fiter it hns been renenled for other sorvorations in
order t~ e ntinue the incentives for mnintaining a differentinl betweon
lons and shert-tern interest rates, " This nronaesnl can be ~hiected to on
several rrounds, If its purnosc is simply 4o apply indirect nressure to
keep banks in hortor term: Government securities, why shouldn't the same
thln* be done by direct dotion? It is pemerally admitted that the fin~ncing
of Government debt by the banks is quite o different nrodlem than other
such finnncinr and the idea »f special issues for banks is certainly
reasonable, The arcuments for this rosition have been developed elsewhere,

There nre, roresver, valid rens-ns why banks micht be nllowed to
retain a part of their nrofits from war finoncing, They 0111” use these
funds to strensthen théir canital w»osition, DurlnT the war verlwﬂ banks
have nnt increased moterinlly dividend payments but have retnined their
increased earninrs £t~ strensthen their oapital position, It has been esti-
nated that banks have in the past few years been paying ocut in dividends

only nbout one-fwurth of net nrofits; three-fourths hnve been retnined
as additions t“'cq;ltnl funds, It shoul? he noted, however, in this con-
nection that there is considerable difference of opinion amons banking
anthorities as %2 the need for incrensed bhank cawltal.' Banks mifht, on the
other hand, increase wares of biank nersonnel whish for the rank and file of
bank emnloyees have been very low, TE s broupht ~ut very foreefule

ly by. the war period when banks are 1¥f§§11ty in maintaining adequate
staffs becnuse they are not comneting with the salarfes paid by other
husinesses, Banks mirht also use their inereased earnings t~ reduce service
charges on depaksit acé~unts °r nerhans to incrense interest on %ime deposits,
From all of these uses the nuklic as well as the bonkines system would
benefit,

Borrowed Canital ns a Factor in the Payment of Excess Profits Tnxes

The s»ceial provisions »f the Federal excess »rofits fax moy make
for an anprecinhle chanre in the torrowin~ nt Federanl Reserve Banks in the
near future, Until 1944 relatively few banks were affected by the excess
nrafits tax, Becnuse of the increase in earnings and the decrease in
exemntlons more banks will probably pay the excess nrofits tax in 1944 and
1945, Efforts by banks tn avoid the tax will undoubtedly be made, Since
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banks 4dre nermitted to count ~ne<half ~f borrowed cavital in their base

for commting exemntion from excess vrofits taxes, there nre certain cir-
cumstrncos in which horrowine becomes definitely adventageous, For example,
if a rank's invesked eanital credit for the excess ~rofits tax rlus ifs
5nc¢eific exemption and any unused excess profits credits from the two previous
years are no Sufficient to"offset its excess profits net income, horrowing
will ennble a bank to build up its avernrc daily invested capital oredit
sufficientiy o caver ‘its excess profits net income for the year and thus
avoid payment of the excess profits tax, The tradition arainst horrowing
may very well be sharply reduced if borr-winrss are res-rted tn very ruch

in ~rder to build up exemntion to taxes, Since it is the larger banks that
are. mainly faced with the linbility for excess -rofits taxes, the leader-
ship of thesé bhanks mirsh% have a bearing n the dispesition nnd willingness
of other hanks t- horrow,

The situation presents n rather delicnte issue o the credit
anthoritics of the System, There ate many who have been hng1n« that the
digseount privileges of the System mirht be used and considered nvailable
so . that ekcess reserves could he allowed o dwindld without creatine any
feellnﬂ nm~n“ anks of eredit tishtness, The Systen, howgver, would hardly
want to he n pnrtv to nromoting a channel ~f tnx evasizn, The difficulsdy
ariges bocnuse nf the very thln marsin that separates Yle~itimate" horrow-
ins from that which is unnecessary, The Federal Reserve uystem has within
its han-s the “ower tn crente the credit eohditions that would make horrowing
either more or less “leritimnte", For examnle, if the System should tighten
roserves, there would be mare enses in which member. banks could Aen~nstrate
a real need for borrowins,

Taxes and the Interest Rate Structure

Durin; the war not only have interest rates heen kent low, tut
even further, short-ternm interest rates have been meintnined well helow
lon#=tern ones, This pattern of rates has been enforced on hanks to a
considerable extent by the character of decurities availerle t~ them, If,
however , bonks had been disposed t5 resist the imposition of this pattern
of rates, they c¢ould have renderc? it larrely nugatory by buyin~ anly lonp-
term securities, The Federnl Reserve System would then wresumably have bheen
forced t~ take up the slack. This.occurred to a considerable extent with
the bill rate, The pattern of maturities and rates estahlished hy the
Treasury has certeinly operated with resnect to certificates and notes,

The dis»osition »f hanks o accept the rattern has no doubt reen influenced
by the prospect thet marsinal &dditions tn earnines would te taveﬂ awny hy
the cxoess wrﬁflts levies., As lons as the future »f interest rates and
security nrices was in doubt, the'small amount of net gain retained from
lon~er-term rates was hardly worth the risk,  The ncute nhase of this
arablem would arise if the excess profits taxes were repealed., Bven if the
reneral averare ~f interest rates shoulﬂ rewnin low, 1% is »ossitle that the
extreorlinarily low short-term rates mi-ht lose market sirmificance while

the lnn=cr-tern rates mirht he heaten down hy the strons demand,
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There is some reason %o helieve that the nctive buying of the
longer ﬂqturltlea *hnt hrnks the recentlv been engoared in- stems,. in Hart,
from.a-desire %~ he sire of vettinn an’ Adequateé portfelis of lonssr-torn
vaernm@nt securities (nnﬁnﬁ those eliri~le for: Hnnk investment).. ~Such
strons- buy1n~ hnsed mn antlciﬁatznn $1ludtrates the pressure an 3rlces -and
yields thoy might come with an nssureﬂ rémoval.of excess ﬁrofits toxes.
And.in the postwar period the issue of lnnr-terﬂ interest rates with its
inol;cqtirn% for investment institutions such’as insurance aenmmanies. will
take. on evewm ~reater importance, This i8 apart from the evem troader
nutlic interest. in the influence of interest rates on business activity,

An effort has heen made to estimaté the effect on hank earnings

should inereases. varying from 1/16 per cent’ to .1/2¢per cent ocour in gach

of the short=term rates nn U, S, vaernﬁent securltles While sim=mificant
changes in interest rates mey not occur in 1945, ‘¥t ismossible. that s me
increases will ocour in 1946 To show the minimum effect that mirsht be
exneoted,. ‘the estlmntes ArG based on earnines at 1946 levels nnd on averare
merber bank holdings of U, 8, GOVernmcnt seouritics equal ta those egfimated
for. 19&5 that is p?l OOO 000 000, Al'sa, 4o Keen the nrohlem as.simple as
nossible and to show’ “rim&rily the effeot ~{" this.ene ehange, 1% hes heen
assume thnts (1) some 1ncreases in shoft=term rates can cceur without
affeeting the’ 1ntereqt rates on ' longer~term securities, .and (2) the ratio

of Hllls, certificqtcs, 9n‘ nﬂtes to total U, Sy Governments ‘held by member
banks-would be about th@ 5AMG qs ote'the end nf 1924, Under. +heso conditions
an increase 1n~y1e143 ~f 1/16 ver cent far each: of the three clnsses of
short-tern securities would increase enrnines’ by aroutr 21 millian, 2/@6 yer
cent by 42 million, 3/&6 per cent by 84 million, 1/4 per cent by 85 nllllon,
5/@ per cent by 127 nillicn, and 1/2 ner cent My 169 million,

These . increnses in earninms would not be net increnses, however,
It is estimated that taxes (wssuﬂJnr the ! present: tax % structure) would take
ot lenst 30 per cent of the incrense, Nnvorthelos s net vrofits in 1945
#s -a nercentage of cavltal ncé unts would increase fromi10.0 at nresent
yields %5 10,2 per cent with an incrense >f 1/16 per cent in short-term
yields; to 10.4 per cent with an increase of 2/16 per genty to 10,6 per
cent with 3/16 per cent* to 10,8 per cent with l/l per centy 11,7 per cent
with 3/8 per cent; and 11,6 per cent with an increase in vields of .as much
as 1/2 per cent, In cther words, should short-term yields increase by ns
much 28 I/L per cent the return on invested capital would be akhout 1.6 per
cent hirher than at present ylelds,

The 0reccd1n~ estinates show the possihle effect nf an increase
in short=term yields on bank earnings before the repeal ~f the excess nrofits
tex, Should these increases oocur alons~ with or immediately after the repeal
af the exoess orofits tnx, which is very probarle, there mirht be an even
Freater increase in the net profits of barks, It has already been estimated
that excess nrofits taxed will arsorb about 48 million dollars. of bank
earnings in 1945 Asquminn that these taxes will he at least ns sreat in

Confidential

.org/

Federal Reserve Bank of St. Louis



- 17 - Taxntisoh »f Banks

1946 or later as in 1945, this nlone could increase net profits by 0,5 4o
0,7 of 1 per cent »f estimated capital acecrunts, Furthermore, in the
prreceding paragraph it was estimated that taxes would arsorb at least 30 per
cent nf the incrense in earninss resulting from inecreased ylelds on shorte-
term securities, If the excess nrofits tax is repealed, this percentage
would undouhtedly te smeller, Ogcurrine in the same taxable year, a repeal
of the excess profits tax an? an increasc of as much ns 1/2 of 1 per cent

in yields n~n short-term U, S, Government securities could incrense net
profits of banks hy 2 ver cont or more of capitnl aecounts, assunine, of
cnrurse, that the increase in ylelds was felt for an entire yenr,
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