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I am afraid that this is longer than I had saticipated, T felt, however,
that you should have as many aspects of the matter us possible brought
to your attention before you approached the Treasury. In particular I
hope you will consider carefully the question of exempting debt retire~
ments from the tax., It would be very helpful if you could find time to
run over this and either mark the sections or make comaments that will
sexve a3 a gulde for the preparation of the short memorendum.
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MFMORANDUE ON FISCAL POLICY /

The Board of Govermors hse a pecullar i.atereet?nd responyibility
for general dbusiness condiiions. 8ince the fiscal policy of the
Govepnment hes such a dirsst and importent besring on genersl business
conditions the Board of Qovernors has, perforce, & keen interest in
the fiscel policy. During the past three years the Federal Governaent,
Yy diaburaing sors in the form of income to people than it hes collested
from Sncomes in the form of texes, hss been incressing the mationel money
incose snd hep been ths chief fuctor in bringing about the degree of re-
covery echieved to date, In the fiscal year 1053 we eatimats the Governe
mentts net contribution to the mationsl Ancome at §2 billioni in fiscal
31954 at $2.5 billionp and fiscal 1055 at $3.5 billion, With ths loss of
processing taxes and the puydent and partisl spending of ths bonus the
contribution for fiscal 1938 will be the lergest yet. These¢ figures are
ainima, They do not include sny secondary expenditures u-s.sing&'fron
Government expenditures, and all taxcs, with the exception orm
taxes, have been dedusted from expenditurss in arriving at these figures,
even tho there are good grounds for beliaving thet much of the corporate
end individual incoms tax revenus would pot have been spent if it had
been leoft in private hands,

There are numerous indiecations that the effoot of the net incomew
{noreasing expenditures of the Federal Government are &t last resulting
iy & stimulation of net income~increasing expenditures on private scoount.
Expenditures for plant,equipment snd conatruction are increasing. It is
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highly questionable, however, whetber such expenditures are ilncresse
ing at a sufiiclently rapld rate to carry the whole load of recovery.
Idguidation is still proceeding and the flow of money is still being
pbstructed by the piling up of idle cesh in the accounts of large
corporations. More specifically, it 1s doubiful if recovery would
not be serlously impeired If the Federal fovernment balanced ite
budget in fiscal 1037 snd made no contridution to the incresse in
the national income, On the other hund, the private net income~increassing
expenditures have inorsaped sufficlently to permit the Govermment to
reduce ite contribution, Thus, from the point of view of gensral
business rscovery the proper course would appesr to be a reduction
of the Federal deficit &n fiseal 1837, and not a balanozd budget,
This should be achieved through an inoreass in revenues rether thaa
& decreass {n expenditures,
- A and etio:

The srgument moat frequently urged against a continuence of &
Federsl deficit is thst such a condition leeds to *inflation®, If
inflation i@ oharacterized s & period when the monetary demsnd for

goods and services of all kinds outatrips the comsunity s ability to.
produce more 80 that costs and prices rise, it 1a obvious how a deficit

st such a time would increase inflation, Vhen, however, there is
storacus slack in the productive mzohine as &t present a deflcit
merely suables some of the sleck to ba taken up. From this point of
view Fodears)l Dorrowing ana spending in a depresslon 1s very little
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different from private borrowing and opending. It 4s apparent,
therefore, that 4t is not a deficlt in depressed times that is
to be feared but rethsr only in prosperous times, Bince it appears
beyond the bounds of probabllity thet full productive capacity
w11l be utilised in 1857, Government borrowing in that yesr would
be no more infletionery then privete borrowing.

It i8 often held thet a deficit engenders further deficits.
This, again, is only trus a2t a time of rapidly rising prices. In
& time of depreasion tha reverse is true for two rexsons, In the
first place, a substentisl part of the expenditures ars attributeble
to the depraession and will deorease as business revives, Becendly,
by increasing the nationsl income tax revenuss are inereased, The
lag, which may be scricus if Government costs are rising repidly,
4s not ssrious when recovery is orderly snd he cheracterized by the
absence of repid price rises,

One further point remains, A deficit entails borrowings end,
in so far ss banks subscribe for pew bonds out of ldle reserves,
now deposits ave orseted, It is couceivable that e volume of deposit
currencj say be built up dn this wey thet will be excessive at & loter
date., . The danger of this in the present olrcumetances does not
appear great, Bo far o the effect of Government finsnoing has been
to eontribute to a restoration of the volume of means of payment
wiped cut in the course of the depression. In view of muny factors
which »i]l not be entered upon here a further expansion of three or
four billion dollars of deposit owrremcy should mnot prove to be
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excessive for & period of relatively full employment. Horeover, if
necessary the volume of excess reserves gen be cut dom and the benks!
portion of subsoripiions to new lssues be reduced,

As opposed to these arguments, however, must be set the psychologe
fcal one. If people believg thet e succession of deficits is inflation.
ary then it gannot be doubted that they furmish & background agsinst
which a succesalon of inflationary incidents may precipitete s runawey
situation. This danger might be lessened if it were clear thst
progresp toward & belanced budget wae belng steudily mede,

For the Iiscal year 1887 resceipis, exclusive of grocessing and

soclal seourity texes, are sstiusted to amount to $4.4 bL1lllon, This
represents a conservative estimate and probably underestimates the
revenue, It seems probable that socisl socurlty texes will be the obe
Ject of litigation and if psid will be held in esorowr pending s Suprens
Court decision, On the oxpenditure side the picture 4s not clear.

If benefit payments of $577 million, social security peyments of $500
aillion, sand rellef payments of §1,1 billion are included snd debt
retirements are excluded, the expenditure would umount io §6.2 btillion,
or a deficit of £1.8 ddlllon, It seems logical that benefit payments
or their egquivalent will not aggregate such a high figure on o revised
basis, since for one thing farm prices and farm incomes have incrsesed
substentially from their low points, It is also possidble that an
sdverse Supreme Courd declsion would lesd to no peyments on socisl
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security sccount. In any caee it is unlikely that cocinl mecurity
payaents would continue %0 bo made wumless spacific and earmurked
taxss ere poid, If, therefors, we deduct social insurance payments
the deficit #ill be $1,5 billien,

Provision for rolief, on the othar nd, 1s unquestionsbly too
low at §1l.1 billdon, In fiscel 1955 the amount spent on ordinury
and drought relief sggregatad §1.9 billion, Taking into accownt
the intervening period of recovary, it would sppear rsasonable to
assuite the cost of relief in fiscel 1957 will be no greatoer thun in
fisenl 1885, If, therefore, we add sn additionn) $800 million to
rollef payments, our estisated deficit would then become $2.1 bdllion,
0f the anticipated expenditures of $6.5 billion, roasipts would amount
to $4.4 dillion, or 68 per cent. If theuw gusssce are approximately
accurete the budget could be balunced in the succeeding yesr or yoars
by an increase in raceipts of §1 bHillion and a reduction of rollef
oxpenditures of §1 dillion,

Although tize has not been avnilable to make 2 careful estimate,
such work as vwe have been able to do indicates that on the tasis of
a nationsl income of $80 Million the prosent tax rates would yleld
at least §53 Mllion dollars, Probably ths yield would be larger,
This figure excludes suy revenues from processing taxes or thelyr
squivalent, social security taxes, or peyments wnder the Guffey Act,
It slso excludes the reveaue from miscellansous toxes shich is estimsat-

od will amount to §160 million in fizcel 1837, and tekes mo account
of repeymcats to RFC or other Government lending agenoies whose active

Digitized for FRASER  3t1e8 enter direotly into the budget. 8ince, with the metionsl income

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



ot $80 billion the cost of relief should be at least cut down by
$1 billion from our estimated $2 billion for fiseal 1837, it would
seen & conservative guess that over $1 billion would be availsble
for debt retirement,

One factor thzt should be kept in mind in discussing fiascal
policy in an upswing of business activity is the lag in Govsrsuent
revenuss. Thus in any fiecal ysar returns from individusl and corpore
ate income taxes arise from incomes eerned from six months to & yeur
previously.

IV « Are edditionsl teaxes negessary or sdvisadle?

Teaking into asccount on the one hand the mew toxos imposed during
the depression, inc:-eased ratus of taxes, verious administraiige chunges
relating to depreciation sllowances and capital losses, snd repoyments
to the RFC, etc.y and on the othsr hand, the probable decresased need
for expenditures, it eppesrs falrly cortein that & continusnce of
recovory and a rise in the mationsl income to levels spproximating the
late Twenties would bring about not only & balsnced budget but also
peralt substantiel retiremont of debt, even Lf no new taxes ere lmposed,

As opposed to thisg line of argument it may be urged that it 1s
based largsly on guess work and in addition ignores important paycholog-
ical faotors, It msy be years before the nations} income increases
to $80 dllion, ZExpenditures instead of diminishing may incresse,

The paychologlcal effectes of & long-continued serles of deficits may
be very bad,

On the whole it would appsar advisabls to take a middle course,
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on the racovery movement in 1957 and yet would have a resssuring effect
and wonld provide aguinst possible unfavorable developments in exponde
1tures and reteiptz not given proper weight above,
= Pogeible new e
1, Fxclse texep, particulerly on food stuffs, The argumentzs that
can be urged agsinst such taxes are a8 follows:

{e) They are regressive £nd inequitable, They beur most
heavily on the urban populstions, which in meny csses are worase off
than the farmers, Horeover, the poorer a person ic the larger &
proportion of his incone that 1e gpent on the necessitisa of life,

If such nwcoeusities are tuxed, the heavier, proportionately, are tsxes
on the poor than on the rich,

{b) 4 tex on the necessities of life 18 e political liebility,
Ho metier how small 1t is it glves opponents a fine talking point end
becoxes & peapegoat for any rise in prices,

{(c) Excise taxes, of all taxes, have the most dampening effoct
on business recovery., In so far as the Governpent raises money by
excise taxcs it is clmoot cesritalnly decoreasing privste expenditures
by neerly the ssme amount. The zame 15 not so true of corporate taxes
or taxse on ths wealthy since, in a time of sub~normsl business acte
ivity there i3 more prodbability that the money would mot have dbeen
spent, 1f it had not besn paid in taxes,

2, Increased income tax rates, Income tax rates on the very wealthy
are probably s high as they ¢an be made, People with incowmes Irom $5,000
Digitized for FRASER
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to $50,000 could vary well pey higher rates but doubtless the imposition
of additioncl taxes oo such people would not he politically feasible at

present,

8, Tho means which are hers recommgnded to raise edditionsl revenue
are » tex on the undistrituted esrpinge of corporations and the sbolitdon
of suparate income tax returms for husband end wife, There are three
main argusents to be urged in favor of & tox on undistributed earnings.

In the first pluce, muny wealthy individuels cen cut dowm the smount of
thelr teax payments by lesving s substontiel portlon of their income with
the corporations they- control. 4 tex would eithor force them 4o disburce
more of their income in the form of dividencds snd thus subject thes to the
peyment of higher individusl income taxes or, if thay did not follow this
policy, thelr uncollected income would be subject to &8 higher tax than

at present, By meang of such a tax the people who are benefitting the most
from the recovery wonld pay more of the necessary coat.

The second argument in favor of thias proposal is that 1t would dis~
courage to some extent the umeconomic ellocatlion of the coamunity's pro-
ductive resources. BSslaried exescutives may, in mony cases, be more int
erested in incrsaging the sbsolute pgress sand net return than in increasing
the rate of return on invested cspitsl, It s at presant oxcessively
easy for them to do this by holding beck & substantial portion of the
sarnings of the year, reinvesting thea in pleant facilities. Thers would
be 8 much closer calonlation of probable costa and returns on any new
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investument if menagements were confrontcd with the altarnetives of
elther paying much hesvier taxes or asking the stockholders directly
for new money, or borrowing,

In the third place, if through the imposiiion of a graduated tax
on mdintributed earnin;s corporations regularly disbursed & greater
praportion of thalr sarnings in the form of dividends or taxes, one
source of dipiurbance in genersl business conditions might bde losssned,
It 1a probadle that the flow of money would be more reguler and there
would be fewer obstructions to that flow due to the lessened variability
in cach belances thsi might be expected to follow the penaliszing of

undiegtriduted earnings., OCorporationg could, it is true, atill duila
up lerge cash holdings b borrowing, by the issue of stock, aucd by anot
using cdepreciation reserves for repairs end new equipment, but 1t i a
reasonadbls aspumpilon thet thsy would bes more reluctant to esquire bdel-~
apces in euch weys than by holding back esrninge.

The erpument thot would be urged against such & tax ic that 1t
would militate egsinst sound princlples of business finence. It will de
pald thst & "properly® run dbusiness shoild not disburse all its eernings
but should hold back some in the good years so that 1t will be in & sirong
position to meet ndverse conditions when they erise,

This srgument moy be mot in various weyse In the first plsce, it
regts in psrt on an snalegy to indivjdusl fincnee, vhere It 4s obvicus
that 1f &l income la currently cdisbursed on consumer goods no capital
scoumulation will be pogoible, L corporation, however, ia not en individ-
wal but rather an lastrumsent by means of which a group of individwls
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engage in & productive enterprise, The importsnce of the distinction
from the present point of view is that if more money cen be profiuhly
utilized by a corporation ite owners can be ssked to put it up,
Admittedly thie does not ajsply so well to & privately-owned business,
since a heavy tax om undigtributed earnings or on largs individusl
incomes would lesve loss money nvailabls for investment fn the business,
Thie, however, i3 sn individual and not & soclel disadventage, If the
business 1a vory profitable the individual can either borrow or admit
new stockholders by selling stock. It would be most wnraslistic to
assume that if Henry Ford had had to pay much hesvier taxes the comuwmity
would not have been supplicd with automobiles &8 good and se cheap as
they are st prescnt, There is, in other wordes, no more rcason for ex~
empting incomes from taxation which are not disburssd by corporations
but which ere directly reinvested in plant or meriketable securities than
there 1s for exempting incomes disbursed but used for the purchese of
stocke or the bullding of houses.

In the second placs it is not the cxdstence of a bookkceping surplus
thet enebles & company to withstand sdverse conditions but rather its
1iquid position snd the smallness of its indebtedness in relation to the
oquity. 4 corporation csn rotire indebtedness and put itself in e Liquld
position by iosulng stock as well as by holding back esrnings,

On the mattor of sound corporate financial policy, Dewing, ons of
the lsading authorities in the field, takes a middls ground on the

question of reinvesting carnings, On the one hend he polnts out the

org/
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advantages of this procedure to & young and compereatively unkmomn
compeny and mentione that en mminterrupted dividend regord

enables & corporstion to borrow &t lower rates, On the other

hend, ho discusses the deager of uneconomic overinvestment

end pointe out the possible Injustice to stockholders arising

from this fect. He cltes & study of & mmber of cotton mills,

half of whom depended on eernings for new money and helf expanded

by Lssuing new stock and bonds, In twenty-one yesrs the merket price
of the stock of ths lattor group appreciated considerably more than
that of the former,

81111 another argument that might be urged sgeinst the tax
proposal under discuselon is the inequslity of the burdem it would
impose on different types of companies. On the one hsind are those
vory large companies which alresdy have large holdings of cash end
securities and have In addition ready access to stock and bond
markets for new money if neaded, On ths other hand are thoss smaller
companies whose resources have been severely strained by the de-
pregsion, whose stock bas a small market, who {ind 1t difficult to
borrow, aad hence who have to rely heavily on undistributed earaings
to reduce loans snd duild up their 1iguid resources., A tax on -
distributed earninge would penalise such companies relativs to the
financially strong companies,

This objestion, which appeare to be & legitimate one, might de
met at least in part by gudmting the tax according to the absolute
amount of wndistributed earninge rather than sccording te the
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percentage of net earnings wadistributed, For exsaple, ths first
hundrsd thousand dollars of undistributed serninge could bs excmpt
or subject to & lower tax and progression could prooeed rapldly
therezlter,

It would appeur thut e graduated tox hag severel argments in
ite favor., In the first place it would compensate Por the grestor
diffieulty the pmall men has In ralsing now money foxr expension,
Seoondly it would meke the tax polltlcclly more populsayr while dimine
{ahing very Mittle ite oifectivoness. A3 oppoted to this ia the
faet thet geadustion would make tho tax mors complex end difficult
to admintster, This objection iz not a3 strong ag it would b 4
the principle of graduntion were not & pplicd to 2o meny othar taxes,
including the corporate incons tax itself,

To levy it on undistributed fncoms in 1955 would be to meka it

rotrooctive, which is slways unpopulsr. This, howsver, could be
avolded in part by lovﬁgg the tax on the esrnings of 1975 which were
undiatribuﬁad by the end of 1936, Thle, however, wonld entail further
difficvities, If repuyments of debt were Included in distributod
{ncozz certein companies swhich hed retired debl would grin, Thore
would slec be inducement to retirve further debdt in ths latier part of

1028, If deh rotirements were not included in distributed lncome

there would &gein be inequality of treatment in the case of companies
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$hat retired debt but would not have done so if the tax had been in

force.
= Should earnings devoted to re; ent of de in exists
on the tex is tia ed) be exemptsd from e tsx on umdi bu
gargingsl

Ar, ts £
a, By encoursging the reduction of indebtedness one of the factors
contrituting to the glolence of & depreasion would be diminished, A
heavy volume of indebtedness contributes to the violence of a depression
in two different ways. JIn the first place it mesns a eorrespondingly
heavy volume of fixed chargea, which in twrn entalls an inability to re-
duce costs 2s prices and volums fall, In the second place, a heavy volume
of indebtedness forces the adoption of very conservative policles on a
downswing, Efforta are made to aceumnlate cash to meet maturities end
all expenditures that gsn be are postponed.
be Sound financiel policy salls for ths retiremsnt of debt out of
earnings. Unless debt is retired out of sarnings it iz doubtful whether
it will ever be retired., An adegquate depreciation poilcy merely maintains
the property intact. It does not enable the property to be kept intact
and also posy off the indebtedness outstanding ageinst it. Unless pro-
vision {2 made for retirement of dedt the corporation cumnot borrow om
as advantageous teras and moy even find it difficult to borrow at all,
Comasnty If the property is being fully maintsined presumably
thers fa no impairment in the security of the debt, If ths
debt 45 retired out of net earnings tde stockholders are increase
{ug their equity just ea though they had used net earnings to
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extend plant. 8ince equity is being increased in both cases earnings
should be subjset to the same tax. If a corporation'a business is
deolining po that it does not need as much capitel plent 1% can devote
its depreciation allowances to the reduction of debt, If a corpore-
tion can use all the plsnt 4t has but no more it can ask its stock-
holders for new money if it wishes to reduce its debt rather than take
the stockholders! undistributed earnings for this purpose. In the case
of holding companies where there are no depreciation allowances, and
stockholders wish to increase their equity by restiring corporate debt
out of earnings, euoh earnings should be subject to the same tax as if
they had been distributed and used by the stockholders to pay off personal
security loans, In both cases stockholders? equity has been increased.
Since the debt in both wases was incurred for the purchase of stocks it
can be liquidated in both caszer by the sale of stocks,

¢s Xf repayments of debt are taxed it may discourage borrowlng.
At present an investment will be undertsken if it promises to pay bond
intorest end amortisation plus something for the owner of the equity.
If repayments of debt out of incomewere tsxed, smortized investmonts would
have to yield enough to pey intereszt and the tax as well as the amortiza-
tion of the loan itself, or else enough te enable it to be finsnced bty
the pale of stock, A large volume of savinge is restricted by law or
custom to investment in highwgrade bonds, & conaiderable portion of these
funds s now uninvested because of the scarcity of such bonda, If the
supply of such invectments wers further reduced 1t would mean that an even
larger portion of such savings wounld remsin uninvested,
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(d) In tho cs2se of outstanding bond issues whoce indsntures
‘call for sinking fund provisions injustice would be dome by not
exempting earnings defoted to this purpose,

Sonments The objeoctions ralsed in c. and 4, might be

avoided 1# the corporation distributed in dividends all of ite
n net earnings and then raised new money for sinking fund purposes

by issuing stock. The stockholderst equity would bs inoressed along

with the issue of the now atock,
1y Arguments apeinst,

a, BEncoursges liquidation and militates mgzinst full recovery,
Exemption of earnings used for debt retiremont from the undistributed
earnings tsx would encoursge liquidstion. ¥ealthy individuels could
add much more to thoir equlty by csusing corporations to retire their
debt in this way than by using esrnings for the purpose of expansion.
Dlaburssgents of corporations on wages and materiels must incresse very
greatly if we are to achieve full recovery snd yet such an exempiion
82 1» here discussed would militate aguinst such an incresse in dls-
bursements. It mey very wall be the case that our chief difficulty
in the future will be to get people to borrow enough to absor) curremt
savings,. A very large portion of eavings can only be invested in
fixed-incoze ylelding securities but the mumber of issuers of such
securities may steadily decline. BEven in the '20%s most business core
porations were retiring rather thsn increesing indsbtedness, In a few
yoars the Federsl Governmeat will doubtlese be retiring rather than
{ncreasing debt. Nany States and municipelities have reached their
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debt limits or are in other waye prohibitsd from borrowing, After
the experiense of recent years utilitiea may very well rely more on
stock issues than bond 1ssues for new money. There will be many
wore obstacles in the way of an increase in gecurity loans than exe
iatcd in ths past. At the present moment it would appesr that the
one big fleld for an sxpansion of borrowings is in construction, and
it is doubtful vhether the demand will be suff{icient to absorp the
steadily incremsing supply of savings., The eventual solution of this
condition 1f 1% should arise would be the contimuence of very low
interest rates which would both encourage borrowing and cut down
parings, It will take some time, bowever, before lenders become
reconciled to low interest rates and they may hold idle cash and weit
for & riss, Although doubtless the tranaiiion can be mede it will take
time and in the meantime no sdditional incentive iz necessary or should
be provided to encourage business to reducs indebtedness. I earnings
are taxed heavily when held in the bueiness or disbursed to individuals
there 45 a better chance that such earnings will be spent oa current
goods and services than if thsy are turned over to investors in a
lusp sum in repayment of debt.

b. An exsmption for retiremsnt of debt would be inequiiable.
It would enable those individuals who own shares in companies at present
heavily indebted to incresse their equity and, hence their principel,
to a wuch greater degree than 1f they were in cmpaniéa baving no
isdedbtsdness, It is irue that on the domswing the existence of heavy
indebtedness moant greater losses, On the upswing, however, the ex-
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meke the net sarninge of such corporations incresse more repidly than
those having no debt. Thus lnvestors inm heavily indebted corporstions
will gain on two counts in tho upswing. In the first place, thelr net
sadnings will incresse more rapidly and, in theesecond place, more of
their income will Ea evailable for increasing their equity. In effect
the sxemption would penelize componies which have been conservative in
the past and give a bounty to those which heve gone heavily into debt,
e, If retireacnts of debt wers exempted from & tax §n undiptributed

earnings this would reduces the resultant increcse of Government revenues
to & negligible smount. Instesd of paying out earmings in the form of
dividends which would be subject to surtax, corporations would simply

retire debt whenever they could do so,
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