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STATEMENT OF ELISHA M. FRIEDMAN, CONSULTING ECONOMIST,
NEW YORK CITY

Mr. F r ie d m a n . My name is Elisha M. Friedman, of New York. 
I  am a consulting economist and I appear now in the public interest.

The Chairman. About how much time do you think you will need 
for your statement?

Mr. F r ie d m a n . About 15 to 18 minutes.
The C h a ir m a n . Make it as brief as you can. We shall recognize 

you for 18 minutes.
Mr. F r ie d m a n . I  appear now to plead against the rise in the rate of 

tax on income of corporations, and to supplement the brief submitted 
to this honorable body on April 16,1942. Since then I  discussed that 
brief with officials of the Treasury and of the National Resources 
Board, and pleaded against any further increase in the corporation 
tax rates during the war and in favor of post-war abolition of the 
corporation tax and substitution of the British system as a measure to 
facilitate reemployment after the war.

I  have a supporting memorandum to be filed with your consent and 
a summary. I  shall read from the summary and refer occasionally to 
the memorandum or brief.

The Treasury proposes that the rate of tax on corporate incomes 
be raised from 40 percent to 50 percent. The Treasury theory is 
that—
corporate business will willingly pay additional taxes which will * * * leave 
about the same amount of income after taxes as during the years before 1940.
But, compared to the actual earnings in the pre-war years 1936 to 
1939, the 1942 earnings, after the proposed 50-percent tax, would 
show sharp declines. The declines below the average pre-war earn
ings are striking—for American Can, 42 percent; National Lead, 36 
percent; American Tobacco, 24 percent; General Motors and Mont
gomery Ward, 21 percent; Norfolk & Western Railroad, 36 percent; 
Consolidated Edison of New York, 40 percent; Commonwealth 
Edison of Chicago, 52 percent; and for Public Service of New Jersey, 
73 percent.

I f  you will kindly turn to table I  of the memorandum you will find 
supporting data giving about 20 companies showing typical declines.

We have heard a great deal about inflation; but the corporation tax 
will not help to control inflation. To do so, consumption must be 
checked. But consumers are individuals, not corporations. A cor
poration tax cannot check inflation and rising prices.

A corporation is primarily an employer. The more heavily it is 
taxed during the war, the less the reserves for post-war employment. 
The Federal debt after the war may be $300,000,000,000. This is a 
fearfully huge sum. Huge post-war additions to the public debt 
should be avoided. Therefore the economic transition to peace 
requires strong private credit. The corporation tax weakens private 
credit. (i)
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The corporation tax actually discriminates against the stockholder, 
the ultimate risk taker. The higher the corporation tax, the more it 
takes on the form of a subversive movement to destroy private 
enterprise.

What is the evil effect of a high tax on the corporation itself? The 
corporation is not a real person but a legal fiction. Corporate enter
prise could be broken up by high taxes and American economic 
enterprise would decline.

The corporation tax penalizes the stockholder and favors the 
bondholder. It deters the taking of risks and stimulates the search 
for security. What kind of an America will this create?

As the rate of tax on corporate income rose from 13% percent in 
1936 to 40 percent in 1942, financing by new common-stock issues 
declined from 32 percjent to 3 percent of new bond issues. Under low 
corporate income taxes, both in the active middle 1920’s and the 
inactive middle 1930’s, new issues of common stocks constituted as 
much as 32 percent of the new issues of long-term bonds.

I f  you will be kind enough to look at table I I  of the memorandum 
you will see an amazing picture. You have the active years of 1924 
and 1926, when new bond issues used to run around $2,000,000,000 
and new stock issues around $500,000,000 or 25 percent, roughly. 
Again in the less active years, 1934 and 1936, when the corporation 
tax wasronly slightly higher, 13% percent, new stock issues were about 
28 percent in 1934 and about 32 percent in 1936.

Now, let us see what happened. You raised the tax rate to 22 
percent on corporations, and common stock issues dropped to 12 
percent. Then you raised the tax rate to 31 percent in 1941, and 
common-stock issues dropped to 9 percent. Then you raised the tax 
rate to 40 percent in 1942, and common-stock issues, dropped to 3 
percent. It  is a reasonable assumption that if you now raise the tax 
rate to 50 percent, there will be no common-stock issues. That 
means there will be no risks taken.

Mr. M cL ean. I  wonder if you will yield a moment. When you 
were here last year you made a very favorable presentation and we 
recognized your great ability. I  was wondering if you would give us 
your recommendations and allow us to read the analysis as printed in 
the record.

Mr. Friedman. May I  thank you for your generous comment. Of 
course, I shall proceed as you kindly suggest. I should like to point 
out just two things.

Mr. M cL ean . It  is now 5:30, and we do not want to detain you 
any more than ourselves. Give us a summary of your conclusions, 
and we will read your recommendations in both your large memoran
dum and the other one.

Mr. Friedman. I will do that if you will let me mention one more 
table.

This 50 percent corporation tax is not going to leave the same 
earnings as were available in the pre-war years but will cut drastically 
the earnings available to the stockholders. Dividends to stockholders 
are the only item of the national income that has gone down to less 
than pre-war years. That is a striking fact. Wages have gone up 
about $37,000,000,000. Other items of income have gone up a great 
deal, but dividends went down. Dividends are received not by a few 
people in the United States, but by 9,000,000, mostly small people.
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Mr. M cL ean. Y ou do not favor any further corporation tax?
Mr. Friedman. N o, sir. I  do not. The second point is that you 

are wiping out all risk takers; and table I I I  is significant. I f  you look 
at that table, you will find this amazing fact, that Great Britain has no 
corporation tax, as we have. I f  you saw what happened to the prices 
of shares in New York and London you would get a very clear picture 
of what the corporation tax does to the stockholder.

Will you kindly turn to table I I I  of the Memorandum. In Septem
ber 1939 the London stock index was about 85; today it is 128, or 
about 50 percent higher. But the New York stock index in Septem
ber 1939, was 157, and today it is 136, or 13 percent lower.

Here is an interesting point. The London stock market hit its low 
point in June 1940 when France collapsed. At that time, also, our 
market reached the low point of over 2 years. But worse in its effect 
than this collapse was the Treasury proposal on March 3, 1942 to raise 
corporate tax rates. Speculative bonds rose slightly because bond 
prices are not depressed by a corporation income tax. But the stock 
market tumbled, and the lowest price was reached in New York 
on April 28, 1942, on the very day when your committee announced 
that it had removed the Treasury threat of a 55 percent corporation 
income tax and recommended a rate of 40 percent or 36 percent, as 
advised by Mr. Colin F. Stam, chief of staff of the joint congressional 
committee. To him a debt of gratitude is owed by the country. 
The committee is indeed fortunate in having at its command a public 
servant with such knowledge and understanding, such integrity and 
courage.

The C h air m an  (interposing). What are your recommendations? 
The Treasury laid down a program. I f  you do not agree with that, 
have you any suggestion as to how we should raise additional revenue?

Mr. Friedman. Yes, sir; I have.
The Chairman. H ow  much of the Treasury program do you agree 

with?
Mr. F r ie d m a n . I  do agree with the Treasury program as to raising 

as much money as possible, and I  agree that the individual income 
tax should be raised. Excise taxes, especially on luxuries, should be 
raised sharply. I  think the exemption limits on income tax should 
be lowered and the normal rates raised and corresponding increases 
in surtaxes made up and down the line. I f you took away a good 
part of 1 year’s income from everybody in the country for a short 
while it would not hurt too greatly. We are at war. This is a time 
for sacrifice. I  do not think that it is very just to raise the estate 
taxes sharply, so that a man who is unfortunate enough to die this 
year pays a much higher tax than the man who died in 1936 or will 
die in peacetime, when rates will probably be reduced. Under 
high estate taxes proposed you would be taking away a lifetime of 
savings for a temporary purpose.

The Chairman. Y ou are talking about individuals now?
Mr. F r ied m a n . Yes, sir. I  agree with the Treasury also on the 

withdrawal of the Victory tax, and I  should recommend that you 
substitute a sales tax for it.

The C h a ir m a n . At what rate?
Mr. F r ie d m a n . I  think the rate that has been generally spoken of 

may be a bit high. I  would say somewhere between 5 and 10 percent.
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Ten percent should be the maximum limit, and a lower rate may be 
preferable at first to avoid a tax shock and allow for gradual mental 
adjustment to the tax.

The C h a ir m a n . Any* exemptions?
Mr. F r ie d m a n . I  think you can get effective exemption by passing 

out tax script to people who are in the lowest income brackets. We 
have exprience in issuing food stamps for relief and right now we are 
issuing ration stamps for food, shoes, and so forth.

Mr. M cL ean. Is that in your statement?
Mr. Friedman. N o, sir. The recommendation of a sales tax is at 

the end of my brief. But I  did not expect to be questioned on the 
sales tax on or methods of raising revenue. I  shall give you and your 
experts a separate memorandum on tax script. It  is discussed in the 
London Economist of September 11, 1943, page 357.

The C h a ir m a n . I f  one man had five children or seven or eight and 
another man had none, you would give the two families the same 
amount of scrip?

Mr. Friedman. N o, sir. I  should make some exemption for each 
child, as you do in the income tax.

Suggestions for revenue legislation flow automatically from the 
analysis.

It would be better to raise the excess-profits tax to 100 percent and 
to abolish the corporation tax.

The corporation should be allowed to set up, free of corporation 
tax, increased revenues for wartime depreciation. Corporation 
income tax should permit debt amortization. This would strengthen 
corporate credit, improve its borrowing capacity, and give an in
centive to commercial bankers and invenstors to lend money to 
corporations. The law should exempt from taxation reasonable 
reserves for economic transition to peace.

The law should exempt preferred-stock dividends from corporate 
income tax on the same basis as bond interest. Both are fixed charges. 
The difference in treatment of interest and preferred-stock dividends 
has no foundation in reality.

There is another revenue-producing recommendation. We should 
tax publicly owned corporations so long as we have corporation 
income taxes.

Mr. M cL ean . Y ou mean the T. V. A.?
Mr. F r ied m a n . Yes; every one of the publicly owned business 

corporations. To penalize private Enterprise and favor competitive 
publicy owned enterprise is a sure way to destroy our system.

In Soviet Russia the hydroelectric plant at Dnieperstroy paid a 
40 percent corporation tax. But our T. V. A. and our municipal 
utilities are exempt from our corporation tax. Thé Treasury could 
collect a revenue of $150,000,000 by taxing their corporate income, 
and another fifty to seventy-five million dollars on the income of their 
investors.

Mr. R. W. Peterson, Chairman of the Public Service Commission of 
Wisconsin, in addressing the National Association of Public Utility 
Commissioners in 1941, made that very recommendation. He said:

* * * Legislators might well reappraise our present tax structure as applied 
to utilities, and may conclude to tax the publicly owned utilities as a new source 
of revenue. * * * If public ownership is desired, it should be brought about 
directly, by the vote of the local people, rather than indirectly by a tax bill.
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The C h a ir m a n . H ow much additional revenue do yon estimate 
would be obtained by the sales tax and increasing individual income 
taxes?

Mr. F r ied m a n . The sales tax calculation made by various au
thorities on a 10 percent basis shows $6,000,000,000, and on a 5 
percent basis probably around $3,000,000,000.

The C h a ir m a n . And increased individual income taxes would 
bring how much?

Mr. F r ied m a n . It depends on the rates and would require some 
estimating. I  think the Treasury is right, in principle, though some 
details may require reexamination. Our income taxes should be 
raised at least to the level of Canada or Great Britain. The people 
that complain about individual income tax rates do not seem to 
realize that we are at war. We ought all to be willing to make sacri
fices now. Besides that, a higher income tax on the individual during 
the war checks consumer buying, retards inflation, and creates short
ages of consumer goods which everybody will need after the war, and 
thus it should produce active business and employment after the war.

Individual income taxes should be sharply increased. But corpo
ration taxes should be reduced to offset the discrimination against the 
stockholder, because the stockholder pays a double income tax, first, 
50 percent through the corporation, and then his regular income tax 
along with all other income, like wages and salaries.

And here is an interesting point. With a 50-percent corporation 
tax and a 27-percent withholding rate on our individual income tax 
our lowest rate will be higher than the equivalent individual income 
tax in Great Britain. Yet the Treasury states that our rates are lower 
than Great Britain’s. The British normal rate is 50 percent up to 
$8,000. When a corporation pays 50 percent at the source it takes 
away income immediately from the stockholder, although it is not 
called his tax. Then on top of that we compel the lowest income 
bracket to pay 27 percent.

Mr. M cL ean . Are you summarizing now?
Mr. F r ied m a n . Yes, sir. At least the corporation tax should not 

be raised now. After the war the corporation income tax should be 
abolished. Thus the income tax on dividends and salaries will be 
equalized. Even if you abolish the corporation income tax now, 
Treasury revenue might increase in many cases. Certainly dividends 
would increase. The stockholder would therefore automatically 
move up into a higher bracket of income. The proposed individual 
income tax bracket of 40 percent, which is the rate on corporations, 
applies to $4,000 incomes. To the taxpayer in the 96-percent bracket 
it makes no difference whether the corporation first pays 40-percent tax 
or not. The Treasury would get practically the same amount of 
money in the top bracket in either case. But to the little fellow with 
a $500 dividend income, abolishing the corporation tax would be 
justice.

Great Britain actually refunds to the little fellow the normal indi
vidual income tax paid at the source by the corporation. That is tax 
honesty.

The defects of our corporation income tax have been admitted 
publicly by Hon. Randolph E. Paul. Addressing the Detroit Economic 
Club on March 1, 1943, Mr. Paul said:

For the duration the Congress has no choice but to keep the corporation taxes
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at a high level just short of doing injustice and impairing the war effort. Looking 
forward to the years after the war I like to anticipate a complete reappraisal of the 
role of business taxes in our revenue system. The objectives of such a reappraisal 
might well be better integration of business taxes and personal income taxes, and 
increased scope for individual initiative and business efficiency.

The National Resources Planning Board made the same suggestion:
The kinds of fiscal and monetary questions that will require consideration in 

the post-war period * * * and policies then probably desirable * * * 
(will be) retention of progressive graduated tax structure and broadened tax base 
with major emphasis on the individual income tax and less reliance on the cor
porate income tax.

Most significant was the statement by an important tax official of 
the Treasury at a meeting of the National Industrial Conference 
Board, off the record, so I  may not publicly mention his name. He 
said, in answer to my question comparing British and American taxes 
on corporation income,

A continuance of high rates of taxation on corporations means the death of 
private enterprise. After the war we shall have to revamp our entire system of 
taxing business.

Certainly these three general statements, by Mr. Randolph Paul, 
the National Resources Planning Board, and this Treasury tax official, 
do not support the Treasury proposal to increase corporation income 
taxes to 50 percent.

The Chairman. We thank you for your statement.
Mr. Friedman. May I  file my memorandum with the record?
The Chairman. If it is not too long. You have covered the whole 

thing, I think.
Mr. Cooper. I suggest that the matter be left to the clerk.
Mr. F r ied m a n . And then there is a quotation from the London 

Economist of September 18, 1943, on taxing corporate income, which 
should be of interest in your deliberations.

The Chairman. The clerk can boil it down and get the substance 
of it in a little smaller space.

(The documents referred to and submitted by the witness are as 
follows:)

M e m o r a n d u m  o n  t h e  T r e a s u r y  P r o po sals  fo r  T a x e s  o n  C o r po r a te  I n c o m e

(Submitted to the Ways and Means Committee of the House of Representatives,
October 19, 1943)

It is a privilege to appear before this honorable body. On April 16, 1942, I 
had the privilege of filing a brief on the question of corporation taxes. I subse
quently saw officials of the Treasury and the National Resources Board to plead 
against further increasing the corporation tax rates and for abolishing the cor
poration tax and substituting the British system as a post-war measure to facilitate 
reemployment.
7. The Treasury proposes that the rate of tax on corporate income be raised from 40 

percent to 50 percent.
In 1942 the Secretary, defending the proposal of a rise to 55 percent, said to 

your committee: “There can be no fair quarrel with the imposition upon cor
porations of a substantial proportion of the increased load of taxation required by 
our national peril. * * * Incorporated business will willingly pay additional 
taxes which will, after all, leave it in the aggregate about the same amount of 
income after taxes as during the years before 1940.” This basic assumption is 
again this year refuted by the facts.
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7
T a b l e  I .— Earnings of typical corporations

(a) Actual 
earnings, 
1936-39 
average

(b) Actual 
earnings 1942 

under 40 
percent tax 

on cor
porations

(c) Theo
retical earn

ings 1942 
under 50

(d) Resulting 
decrease below 
average (a)*(c)

percent tax 
on cor

porations Amount Percent

Industrials:
American Can ....... ..................... $5.61

5.25
$4.03
3.99

$3.24
3.40

$2.37
2.15

42
A marinan Smelting „ _ 41
American Tobacco___________________ 4.69 4.28 3.54 1.15 24
General Electric................. .............. 1.53 1.56 1.38 .15 10
General Motors_______________________ 4.00 3.55 3.15 .85 21
Montgomery Ward___________________ 3.86 3.65 3.03 .83 21
National Lead________ _______________ 1.16 .87 .74 .42 36
J. C. Penney______________ __________ 6.44 6.58 5.80 .64 10
Union Carbide_______________________ 3.90 4.10 3.56 .34 9
United States Gypsum________________ 4.33 4.27 3.74 .59 14

Railroads:
Chesapeake & Ohio.............. ............. 4.07 4.25 3.60 .47 12
Norfolk & Western___________________ 19.74 15.35 12.65 7.09 36

Utilities:
American Gas & Electric______________ 2.38 2.21 1.78 .60 25
American Telephone__________________ 9.79 8.79 8.15 1.64 17
Commonwealth Edison_______________ 2.15 1.74 1.02 1.13 52
Consolidated Edison............. ............. 2.21 1.79 1.33 .88 40
Public Service of New Jersey__________ 2.64 1.22 .70 1.94 73
Commonwealth & Southern, preferred__ 8.96 7.34 3.99 4.97 56

Prepared by the Value Line Investment Survey of New York. The above material is taken from the 
companies’ own reports as released to stockholders.

Either the Treasury should change its assumptions to square with the facts, 
or change its policy to square with its assumption.

In his statement to your committee on October 4, 1943, the Secretary said 
with reference to “ every conceivable plan to raise additional taxes * * *, 
we have measured these plans against the ability of the plan to raise money and 
its effect on the inflation problem, * * * and * * * the degree of 
hardship the plan presses on people with fixed incomes.”

The proposed rise of the corporation tax imposes a hardship upon aged retired 
people living on income from dividends. In the base years dividends averaged 
4.1 billion dollars, and in 1942 to 3.9 billion dollars, according to the Govern
ment's own figures. A 25-percent lise in the corporation income-tax rate, viz, 
from 40 to 50 percent, will reduce dividends still further below the pre-war aver
age base. Apparently the facts, though they are readily available, have been 
ignored by the Treasury.

Let us analyze the corporation tax from the point of view of war finance, 
private enterprise, and the control of inflati6n, from the point of view of the 
corporation and its credit, from the point of view of the investor, the Treasury, 
the accountant, and from the point of view of the experience of other countries. 
Such analysis should furnish the basis for proposals for legislation.
I I .  W ill the corporation tax increase help to control inflation and preserve private 

enterpriset
The Federal debt at the end of the war may be $300,000,000,000. This is a 

fearfully huge sum. Federal credit should not, therefore, be fuither strained. 
Certainly, great post-war additions to the public debt should be avoided. There
fore the economic transition to peace requires strong private credit. But the 
corporation tax weakens private credit as will be shown below. A low corpora
tion tax is tolerable, even if it is unsound in principle. But a high corporation 
tax is ruinous.

The corporation is a producer of goods. A high tax on the corporation checks 
production. The British realized this. Therefore, they reduced their corpora
tion tax on excess profits from 100 percent in 1940 to 80 percent in 1941. But 
our Treasury plans to increase the corporation tax on income.

To control inflation, consumption must be checked. But the consumers are 
individuals, not corporations. A corporation tax does not check inflation and 
rising prices. It does not close the inflationary gap. Quite the contrary. A 
high corporation tax is actually inflationary. The higher the taxes, the less the 
incentive to control of costs by the corporation. Carelessness and inefficiency

566836—44-----2
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are inevitable if the Treasury bears a large part of the increases in cost of ma
terials and wages.

A corporation tax dries up the reserves for unemployment after the war. Some 
labor leaders have displayed a shocking ignorance of elementary bookkeeping 
when they appeared before the two tax committees of Congress. The corpora
tion is primarily an employer of labor. From the foundation of the Republic 
up to date the overwhelming percentage of American wages and salaries has come 
from private enterprise. Yet a labor leader stated before a congressional tax 
committee: “The House's solicitude for corporations cannot be squared with the 
demands made upon the American people generally. * * * Corporations 
and their stockholders will not want to shirk their duty in fighting the war and 
in safeguarding the economy.”

But the. corporation tax actually discriminates against the stockholder, the 
ultimate risk taker. The stockholder is taxed first heavily through the corpo
ration, and thereafter pays in addition the same tax on his dividends as any other 
recipient of income, wages or salaries. Therefore, private risk taking has dimin
ished as the corporation taxes rose. The end of the road is State capitalism. 
As the Government steadily increased the corporation tax in recent years, it 
added new risks to the businessman and investor. In addition to the economic 
risks, the new risk of unsound Government policy has been superimposed. There
fore, the higher the corporation tax, the more it takes the form of a movement 
subversive of private enterprise. Or as another labor leader, Matthew Woll, 
stated: “I think it is about time we give thought to incentive taxation, rather 
than to taxation for destruction or reconversion of our present society into some 
idealistic state of society.”

III. What is the effect of the high tax on the corporation itself t—The corporation is 
not a real person but a legal fiction. The Government itself holds so in antitrust 
suits. It penalizes directors and officers back of the corporate form. A corpo
ration is merely an aggregate of numbers of partners m an enterprise. Most of 
the stockholders in great corporations are small. Millions of rivulets of capital 
funnel to a central reservoir, the corporation. By this means the corporation 
became the basis of our amazing economic development. The attack on the 
large corporation is a form of romanticism—the reminiscence of simple and 
supposedly happy times of long ago. Legislation and Government policies 
based on such fantasies may furnish an emotional satisfaction, but run counter 
to every practical consideration. If carried to its logical conclusion, corporate 
enterprise would be broken up and American economic progress would cease.

Every small stockholder furnishes the funds for employment of labor. Yet 
the corporation tax penalizes the stockholder and favors the bondholder. The 
corporation tax deters the taking of risks and stimulates the search for security. 
What kind of America will this tax create? It favors the financing by bonds 
and penalizes the financing by stock. Therefore, it creates an unsound capital
ization fraught with danger of bankruptcy.

The record is clear. With the rise in the rate of tax on corporate income, the 
percentage of stock financing to bond financing declined.

T a b le  II.—New issues of domestic corporations]

8

[Source: Commercial & Financial Chronicle!

Year
Long-term

bonds
(a)

Common
stocks

(b)

Batio of 
common 
stock to 
bonds 

(c)

Tax on cor
porate 
income 

(d)

1924..............................................................
Millions of 

dollars 
1,924 
2,418

112
818

589
865
499

Millions of 
dollars 

511 
578

31
262

74
79
15

Percent
26
24

28
32

12
9
3

Percent
12.50
13.50

13.75
13.75

22.00
31.00
40.00

1926..............................................................

1934..............................................................
1936..............................................................

1940..............................................................
1941..............................................................
1942..............................................................

What do these figures show? Both in the active middle twenties and inactive 
middle thirties when the rate of tax on corporate income was around 13 percent,
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new issues of common stocks constituted one-fourth to one-third of the new issues 
of long-term bonds. But in 1940 when the i;ate was raised to 22 percent, the ratio 
of common stocks declined to 12 percent. In 1941, when the corporation tax was 
raised further to 31 percent, the ratio of common stocks declined further to 9 per
cent. In 1942, when the corporation tax was again raised to the present 40 per
cent, the percentage of common stocks declined to 3 percent. If the corporation 
tax will be finally raised to 50 percent, the new issues of common stock will prac
tically cease. Why should any investor take risks when the Treasury shoots at 
the risk-taker?

The tax discriminates against the corporate form of doing business. As the 
tax was raised, it virtually prohibited small business from incorporating. Indeed, 
the high tax caused a shift of many small businesses from corporations to partner
ships. I called this aspect to the attention of the Treasury officials last year, 
shortly after my statement on corporation taxes before this honorable body on 
April 16, 1942. They asked me for statistics, and I referred them to any account
ing firm handling small .clients. Indeed the experts of the joint committee might 
well ask the National or State societies of. certified public accountants for some 
rough figures on this subject. A partnership that shifts to the corporate form 
would immediately lose one-half of its earnings. Indeed, the market value of the 
principal would therefore shrink in half. Does such a tax policy make sense?

The proposed corporation tax of 50 percent is far higher than a small stockholder 
would pay as individual income tax if he were a partner in the business. He pays 
directly but the stockholder pays by subterfuge through the corporation. A 
partner does not reach a 50 percent rate on his entire income until he has a net 
income from a partnership of $20,000, under the new Treasury proposals, and 
$44,000 under the present law. But a stockholder receiving $500 in dividends, 
and therefore not subject to any income tax, will have paid, through the corpo
ration, a tax equivalent to more than 100 percent of his total dividends.

Although the tax favors the borrower as against the owner, yet the corporation itself 
cannot borrow money easily.—A small corporation has credit only if it seems likely 
to be able to repay at maturity its long-term loans or bonds. Since the corpora
tion tax has been raised, the small corporation has increasing difficulty in trying 
to get credit. The problem has become so acute that small corporations have 
had to appeal for Government aid. Would it not be wiser to tax them less 
heavily and dispense with Government aid?

But even large corporations suffer under the present high corporation tax rates. 
A high tax on corporate income is no incentive to efficiency. Between the high 
corporation tax and the virtual complete elimination of excess profits, most of 
the increase in corporation costs is paid by the Treasury. For example, for the 
first half of 1943, United States Steel Corporation showed a rise in wages of about 
$75,000,000, but a decline of Federal taxes of about $64,000,000. But this diver
sion of Treasury taxes to wages has evil effects. It is this wage increase, virtually 
paid by the Treasury, which creates the inflationary gap. It widely distributes 
increased purchasing power, while shortages of goods becomes critical. If this 
wage increase were paid in Treasury bonds, redeemable after the war, it might 
be an unemployment reserve for the workers. But being paid in cash it aggra
vates the inflation problem. Certainly, increasing the corporation tax will not 
close the inflationary gap. In fact, it creates the gap and causes a decrease in 
efficiency. Therefore, an increased rate of tax on corporate income may not 
produce a corresponding increase of revenue. The theoretical estimate of tax 
may be dissipated in increased costs.

The corporation is a producer. Too high a tax checks production.—The British 
perceived this clearly. The British excess-profits tax was originally 60 percent, 
and then in response to demands of labor was raised to 100 percent. This was a 
political sop. But the results were so adverse that in 1941 the Government, 
with the Labor Party's blessing, enacted a provision to refund 20 percent of the 
tax after the war. Of course, the British corporation, unlike the American, does 
not pay any tax on corporate income, distributed in dividends. It merely pays, 
at the source, the normal rate on the individual income tax, now 50 percent. 
Nevertheless, the principle of an incentive might well be recognized. Our Gov
ernment, instead of raising the rate to 50 percent, might well follow the Biitish 
procedure and lower the rate, particularly since the individual income-tax rates 
on the dividends are being sharply raised.

The position of corporate bonds and preferred stock is weakened as the value 
of the common stock shrinks. A preferred stock which looked perfectly safe from 
1913 to 1936, when the corporate income-tax rate was low, suddenly becomes un
safe or defaults when the corporation tax rises to 40 percent. Even bonds held
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by insurance companies or savings banks which were once high grade, may be
come marginal, because the corporation's power to meet its amortization require
ments is impaired. Furthermore, corporation credit becomes weak when tax 
policy encourages the issue of bonds and discourages the issue of stock.

A  high, corporation tax reduces the reserves for post-war transition.—Many com
panies will thus be left weakened when exposed to post-war declines in inventory 
prices and to other readjustment demands. Is it not a penny-wise policy to 
bleed the corporations during the war and impair their capacity to give jobs after 
the war?

Intelligent labor leaders recognize the force of this argument. In the words 
of Matthew Woll, “American workers have no more inclination or desire for 
dependency on Government relief payments, doles, or made work than they would 
relish being supported by their neighbors or by organized charity. What the 
American worker wishes is the opportunity for honest employment in private 
industry. To attain these ends, the worker knows that free enterprise must 
be safeguarded and that industry must be encouraged by Government, not 
crucified on the cross of punitive legislation.”
IV .  The corporation tax is a new risk which confronts the banker.

The credit of a borrower either at a bank or with investors depends on his 
capacity -to repay the debt. A high corporation tax prevents such repayment. 
The tax really constitutes a prior charge, a sort of prior mortgage ahead of amorti
zation of debt. In the post-war transition, a high corporation tax will accelerate 
bankruptcy of marginal companies. Then proposals will be made that the 
Government extend Reconstruction Finance Corporation loans. Then our 
private industries will become State-owned enterprises.

We thus have a paradox. The Secretary of the Treasury stated before this 
committee, March 3, 1942, “We are fighting for the maintenance of the very 
system which makes corporate profits possible.” And then the Treasury proposes 
so high a tax on corporate income that it makes the continued existence of many 
corporations doubtful. Instead of high corporate taxes now, offset by Recon
struction Finance Corporation loans later, would it not be wiser to have lower 
taxes now and no Reconstruction Finance Corporation loans later? The threat 
of continually rising corporation taxes constitutes a new risk to the banker who 
must gamble on what unsound tax measures will confront the borrower in the 
future. Therefore, bankers become more reluctant to lend, particularly to small 
companies, even at a high rate of interest, because the repayment of the principal 
becomes doubtful.

The liquid position of corporations will become impaired.—With prices rising, 
inventories cost more. Already the rise in prices and the increase in taxes have 
left their mark on corporate balance sheets. Current liabilities, chiefly reserves 
for taxes, rose sharply. The ratio of current assets to current liabilities declined. 
Obviously, owing to rising prices the corporations are in a less liquid position. 
Therefore, corporations which lose cash by the drastic tax proposal will have to 
turn to banks. Interest rates may rise. Government bond prices may fall. 
On a $200,000,000,000 debt, a 5 percent decline in bond prices is $10,000,000,000, 
a sum exceeding the total revenue anticipated from this tax. Besides, the revenue 
anticipated may not be actually collected.
V. The corporation tax is evil from the point of view of the investor.

The property and earnings of a business belong to the corporation stockholders 
in exactly the same way as to the partners of a business. The corporate form 
has become essential in modem industry because of its flexibility, its permanent 
life, tranferability of ownership, and limited liability. The corporate form has 
been evolved as a matter of business necessity. Partnerships would be impossible 
in modern industry because partners may die, ownership cannot be transferred, 
and the liability of a partner is unlimited. The difference in ownership however, 
is one of form, not of essence. Therefore, to impose a steep tax on the earnings 
of a corporation and thereafter another increasingly steep tax on the stockholder 
constitutes severe double taxation. This is a flagrant violation of a basic 
principle of taxation.

The corporation income tax is a concea^d levy on the real taxpayer. The 
Treasury picks the pocket of even the smallest stockholder, including the aged 
pensioner. He is unaware of this tax. Every report to the stockholder should 
show the dollars per share paid on his account via the corporation income tax. 
Expose the evil to public scrutiny.

A tax of 50 percent on corpoiate income followed by a 27 percent withholding 
tax on the stockholder's income is equivalent to a tax of more than 60 percent
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on the small stockholder's interest. This rate is higher even than the British 
normal tax. In Biitain the corporation pays 50 percent, or the normal individual 
income tax before surtaxes. The large stockholder then pays a surtax. The small 
stockholder, if he is exempt, gets a refund from his Treasury. Yet only recently 
our Treasury issued a public statement showing that our individual income 
taxes aie lower than British. This may be true for wages and salaries but is 
decidedly untrue for stockholders' income.

A rise" in the corporation tax from 40 to 50 percent constitutes an increase of 
25 percent even to the smallest stockholder. Is this just or reasonable? Mind 
you, this increase comes on top of startling increases in the individual income tax. 
The proposed surtax rates in the income bracket of $2,000 to $4,000 rises from 16 
to 35 percent. Therefore, on net income of $2,000 to $4,000 the stockholder 
will have virtually paid from 57 to 64 percent of his share of the corporate income.

The stockholder carries the entire risk. He has the last lien on income. Out 
of the corporation receipts from the sale of its merchandise, the first charge is 
wages and salaries. Even a bankrupt corporation must pay these. Then come 
expenses like depreciation and maintenance and insurance. Then come the 
merchandise creditors who supply the raw materials, the tax collector, and the 
bondholder. If there is anything left it goes to the stockholder. When the tax 
collector increases his “take," who will dare to assume risks?

But most of the stockholders in  the big corporations are small.—On the Temporary 
National Economic Committee figures (Monograph 29, p. 10) over 90 percent 
of the stockholders have a dividend income of less than $5,000. Why should they 
be subject to a 50 percent tax before any dividends are declared? In the American 
Telephone & Telegraph Co. about 80 percent of the stockholders own less than 25 
shares and receive a dividend of less than $225. In the General Motors Cor
poration, over 80 percent of the stockholders own less than 50 shares and receive 
a dividend of less than $100. The Treasury now proposes to tax the small people 
at a 50 percent rate on the corporation. But a salaried taxpayer would have to 
earn $20,000 before he pays a 50 percent tax on his entire net income, under 
existing law.

Obviously, the corporation tax is inequitable to the small stockholder of a 
big business.—This was clearly stated in the minority report of the Senate Finance 
Committee in 1935. The graduate corporation tax was opposed because “it 
disregards the number of stockholders in the corporation and their relative 
abilities to contribute to the support of the Government and it discriminates 
against the small investor in the large corporation and favors the large investor 
in the small corporation." Indeed, the higher the corporation tax the more 
regressive it is on the small stockholder. It taxes him in proportion to his lack 
of ability to pay.

Proposals to increase the corporation tax always depress the stock market.—The 
holdings of even the smallest investors shrink. An invisible capital levy is 
imposed. But the Treasury receives no revenue from such capital levy. The 
values just evaporate. The London stock market is now (October 13, 1943) 
about 50 percent higher than the September 1939 highest price. But the New 
York stock market is about 13 percent lower. British shares are not subject to 
a corporation tax. American shares are.

Table III.—Index of industrial shares

London (Finan
cial News)

New York 
(Dow Jones)

September 1939 high.... .. .........................  ̂ L 85.4 157.30
October 13,1943............................................................................. 128.5 136.48
Wartime low.................................. ..................... ..........  . . . 1 62.6 « 92.69

i June 1940, upon the fall of France. The decline was about 27 percent from the top price. The American 
industrial share index also declined at that time to 111 or about 27 percent. This was a new low level since 
the panic low of 99 in 1938.

* Apr. 28, 1942, or about 20 points below the level at the French collapse.

The 1942 decline from 107 began on March 3, 1942, when the Treasury pro
posed a corporation income tax rate of 55 percent. The decline continued to the 
92 level on April 28, 1942. At 92 the index was at the lowest point since 1934, 
when the country was emerging from-depression. Why did the decline end? 
On April 28, 1942, the Committee on Ways and Means announced that it had 
rejected the proposed 55 percent rate and favored a rate between 40 and 36 per
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cent. In its effect on all property value, the fall of France was regarded by in
vestors as a lesser danger than the threat of near-confiscation of earnings, by the 
Treasury.

But speculative bonds are not affected by the corporation income tax. While 
the Dow-Jones stock index broke from 107 to 92, the Dow Jones speculative bond 
index rose slightly from 53.92 to 54.44 in the period March 3 to April 28, 1942. 
Again in 1943, when increases of corporation income taxes were first rumored and 
then proposed and discussed before your committee, the Dow Jones declined 
from 142 to 139. But the Dow Jones speculative bond index rose sharply from 
64 to 66 between September 20 and October 28. The higher the rate proposed, 
the more attractive speculative bonds became, for they escaped the tax. The 
evil effect of the tax on American stocks is thus exposed by comparing their 
action with American speculative bonds and with British common stocks.

On March 3, 1942, the Secretary of the Treasury proposed an increase of the 
corporation tax from 31 to 55 percent. The total value of stocks on the New 
York Stock Exchange thereupon shrank about $2,000,000,000 until April 28, 
1942, when this committee adopted the 40 percent rate. An estimate for the 
shrinkage of value for all property, including stocks listed or unlisted, farms and 
real estate, would be about $10,000,000,000. Is this not a high penalty to impose 
upon the American people for the sake of collecting a relatively small increase in 
corporation taxes? That decision of the Ways and Means Committee marked 
the end of the decline and the beginning of the subsequent rise in the market. 
In 1943 the advance information that the Treasury would propose an increase in 
the corporation tax is likewise depressing the market. If this committee decides 
to hold the tax at 40 percent, or perhaps to reduce it to offset the rise in individual 
income taxes, the stock market will reverse its downtrend. Interestingly enough, 
Great Britain with a burden of taxation far heavier than in the United States has 
followed a careful and rational system of taxing corporations.

The corporation tax is unsound in  principle.—But when the rates are low, the 
tax is tolerable. At the 50-percent rate, it is destructive. The average earnings 
of the years 1936 to 1939 is the base for the excess-profits tax. But in this period 
dividends averaged $4.1 billion and in 1942 only $3.9 billion. If the corporation 
tax is raised, dividends will shrink further and be subject to steeply increased 
individual income taxes. In the base years the corporation tax averaged 28 per
cent of dividends and in 1942 about 314 percent of the dividends. In the entire 
national income account, the dividend of the stockholder is practically the only 
item that shrank below the average of the base years. The forgotten man, the 
stockholder, apparently is ignored. He has no lobby or pressure group. He 
merely squirms and waits for an election year to register his protest. According 
to the Temporary National Economic Committee, there are eight or nine million 
stockholders representing sixteen to twenty-four million voters. The corporation 
tax selects the stockholders for a special penalty. The officials of a government, 
espousing a system of private enterprise, are shooting their shock troops.

Last, but not least, the corporation tax violates the tax exemption of educational 
and philanthropic institutions which are now increasingly owning common stocks 
and which by taw are exempt from, tax on their incomes. Through the subter
fuge of the corporation tax they are deprived of their tax exemption. Every uni- 
veisity, hospital, and charitable foundation owning stock will suffer. These tax- 
exempt institutions become taxed through the corporation. It is the sick poor 
in the privately endowed hospitals and the free poor students of privately endowed 
colleges who will have to bear the burden of the Treasury's proposals for taxing 
corporations.
V I. The corporation tax is undesirable even from the point of vieu) of the Treasury.

The idea of graduating the corporation tax by the size of the corporation was 
reluctantly accepted by the majority of the Ways and Means Committee in its 
report on the Revenue Act of 1935. “This is a new principle which has never 
been used in this country and therefore your committee is recommending only 
a very moderate graduation, 1 percent." The sharply increased graduations now 
reveal the error of compromising on a principle.

The threat of a rising tax on corporate income has actually caused a loss of 
revenue to the Government. When the market value of all property declines, 
the Government revenue from inheritance taxes shrink. The Treasury will lose 
money on inheritance taxes. According to the Annual Report of the Secretary 
of the Treasury for the fiscal year 1940, the gross estates of decedents for 1937 to 
1939 ran between $2.8 billion and $3.1 billion. The inheritance tax collected by 
the Treasury approximated $300 million. The projected Treasury program of 
increased corporation taxes will cause a decline in value of all portfolios. Thus,
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estates of all decedents will shrink by billions of dollars and thus cause a loss of 
millions of dollars in inheritance taxes.

In the United States the rising corporation tax depresses the market value of 
all property. Why should the introduction of a tax bill shake the economic 
foundations of the "country? This is not true of Great Britain. Market values 
do not shrink when the Chancellor of the Exchequer introduces his budget. 
Suppose in your home, when you turned on the steam heat, the foundations of 
your house would shake. How long would you retain such a heating system?

The Treasury attempts to control the inflationary gap, which causes prices to 
rise. But the cause of this gap is not in the income of corporations, but in the 
income of individual consumers. A tax that will check inflation is therefore 
obvious. Tax the consumption of the individual. Do not tax production of the 
corporation. Take away the money where the money is spent. A comparison 
of the base years 1936 to 1939 with 1942 presents amazing facts.

T a b le  IY .— Distribution of national income
[In billions!

Item Base years 1942 Increase

Wages and salaries__________________________________ $46.1
5.1

$83.7
5.4

$37.6
.3Interest__________ ____ ___ _____ ______ ____ _________

Federal corporation taxes____ .______ _____ _____ _____ 1.11 12.1 11.0
Dividends________________ . . . . . . ____________________ 4.1 3.9 -.2

Source: Survey of Current Business, U. S. Department of Commerce.

In other words, the rise in wages and salaries is about $37,000,000,000 for 1942 
and an estimated $41,000,000,000 for 1943. It is on this income that the tax has 
fallen most lightly, and it is here where the inflationary gap begins. But dividends 
actually decreased. They will decrease further if corporate taxes rise. In the 
base years dividends were 8 percent of wages and in 1942 were 4 percent 
of wages. In the base years Federal corporation taxes were 2.5 percent of wages, 
but in 1942 were 14 percent of wages. From the angle of productivity, the 
Treasury's policy should be clear. For the distribution of the national income 
by income groups shows that the bulk of the revenue available for taxation is in 
incomes under $5,000. If all incomes above $5,000 were confiscated the Treasury 
still would not receive enough revenue. The Secretary pointed out the facts, but 
his tax program did not translate the facts into Treasury policy.
V I I .  An accounting analysis reveals the deficiencies of the corporation taxi

The corporation income tax is based on a fallacy. The accountant easily 
exposes this fallacy. The net income of a corporation is not cash. It reflects 
increases over the preceding year in the balance sheet. These increases are book
keeping items. They can disappear and after the war will disappear, when in
ventory prices decline and some accounts receivable may become uncollectible 
and plant and equipment may become useless for peacetime purposes. The cor
poration income tax, however, is paid in cash. Therefore, a corporation income 
tax reduces cash, lessens liquidity, weakens the balance sheet and impairs the 
borrowing capacity of the corporation. The first credit criterion scrutinized 
by the banker or. nvestor is liquidity. The high corporation tax is, therefore, 
a credit evil. In Great Britain, the corporation pays taxes in cash, for the stock
holder, only a percentage of the cash actually available—namely, the dividend.

The fallacy of the corporation income tax can be readily exposed in another 
way. The individual is taxed on his cash compensation. He is not taxed on 
bookkeeping reserves created for old-age benefit by the employing corporation. 
He pays no tax until he actually receives his pension in cash. Under section 165
(b) of the Internal Revenue Code entitled “Taxability of Beneficiary," such 
payment is taxable to him in the year in which the amount is actually distributed 
or made available.

When an accountant prepares an income statement for the year of a business, 
the items are identical for a pertnership or corporation. However, the last line 
showing net income available to the owners is treated differently by the Treasury. 
In a partnership, this sum is apportioned in accordance with the interest of the 
owners. But in the case of a corporation, the Treasury has set up a fiction that 
this money does not belong to the owners but belongs to someone other than the 
owners and proceeds to tax that fictitious someone. This fiction is exposed when
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a small corporation shifts back into the partnership form. This fiction could be 
exposed if some clever lawyer would invent a new form of business organization, 
something like the joint stock association plus limited liability. Such corporate 
form would then partake of the nature of a partnership.

For 80 manufacturers of war materials, each having annual sales of $5,000,000 
or over, the combined balance sheet showed a weakened working capital position. 
The ratio of current assets to current liabilities was 266 percent in 1940, 216 
percent in 1941, and 199 percent in 1942. The couporation income tax was 22 
percent in 1940, 31 percent in 1941, and 40 percent in 1942. As the tax rises, 
liquidity declines. If the corporation income tax is raised to 50 percent this 
ratio of liquidity will probably decline still further. But this ratio of liquidity 
ought to be raised during the period of rising commodity prices, so as to allow for 
shrinkage in the liquid assets, because the liquid liabilities, notes, and accounts 
payable will not shrink.

This important fact was stressed by an intelligent labor leader. As Matthew 
Woll stated, “The financial position of many business corporations has undergone 
marked changes. Many companies, generally regarded as stable and as bulwarks 
of assured employment, have shown declining ratios of current assets to current 
liabilities. In many such cases, while the volume of sales has increased, the net 
income after taxes has decreased, sometimes in dollar amounts, but more often 
in relation to the assets employed. It is important to note that while the total 
current assets may show a substantial increase, the cash position is not materially 
improved and the current assets consist largely of inventory and accounts receiv
able. Such a condition is, of course, extremely precarious. If at the end of the 
war inventories must be sacrificed because of declining values or changed needs, 
and the accounts receivable (being mainly payments due from Government or 
from other firms dependent upon payments by Government) are not readily 
collectible, the firms in question will be faced with the threat of financial collapse. 
This will become all the more real when large cash amounts due Government 
for taxes on past performance become payable.”

The accounting analysis would reveal further facts. The corporation tax tends 
to reduce the corporation reserves. These normally are used for expanding plant 
and thus giving work to masons and carpenters in building additions to plant 
and, later on, to workers in the added plant. But in war, emergency reserves 
are required to take care of the transition to peace. For this, the tax on corporate 
income does not make adequate allowance. Fortunately, the Treasury has the 
benefit of the broad technical tax experience of Mr. Randolph E. Paul, and the 
hardship provisions which he recommended will soften the shock of transition. 
The carry-back credit will give a tax refund to those corporations that suffer 
post-war losses. Would it not give more prompt and more effective relief if the 
corporation would retain some money now paid in income taxes?

All the evil effects of our tax on corporations are significantly absent in  Great 
Britain. There, the corporation has greater freedom of action. The income is 
taxed once only. The investor is not penalized. A parallel column comparison 
of the American and British method of taxing the corporation would reveal the 
superiority of the British method from the point of view of the corporation, credi
tor, investor, banker, Treasury, war finance, control of inflation, and the main
tenance of a sound system of private enterprise.
V I I I .  An international survey of tax policies reveals the deficiencies of our corporation 

tax.
In what other country of the world is the tax on corporations so heavy? In 

what other country of the world is there a surtax on corporate income? The 
surtax theoretically represents an added ability to pay, as in the individual income 
tax. But in a corporation, ability to pay rests in the size of the stockholdings, 
not in the size of the corporation. Our corporate surtax is not graduated upward 
for the rich owner of a moderate-sized corporation, nor graduated downward for 
the very large number of small stockholders who constitute 80 percent of the total 
number of stockholders in our large corporations.

In France, before the Nazi invasion, the corporation tax was under 15 percent. 
In Belgium, the individual' income tax, deducted at the source from the corpo
ration, was included in the total tax due by the corporation. In Holland, the 
corporation did not pay any tax on its earnings. It paid only a tax of 10 percent 
on the dividends distributed. Undistributed profits were not taxed. In Sweden, 
the combined corporation tax and emergency defense tax amounted to 19 percent 
of the corporate earnings. In Italy the tax was levied on dividends, in order to 
check consumption. The excess earnings of the corporations were not taxed but 
had to be invested in Government bonds, of a series whose market was limited.
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In Germany, the corporation tax began at 30 percent and reached a maximum of 
50 percent on earnings over $66,000. But there was no excess profits tax. Cash 
dividends were limited to 8 percent. Earnings above dividends had to be in
vested in Government bonds. Our Treasury proposals would give us a corporation 
tax rate which is the highest in the world, matching the Nazis’ who have no excess 
profits tax. Our Treasury would superimpose thereon the highest excess profit» 
tax, matching only Britain's, which has no tax on corporation income.
IX .  Suggestions for legislation flow automatically from the analysis.

It would be better to raise the excess-profits tax to 100 percent and to abolish 
the corporation tax.

The corporation should be allowed to set up, free from corporate tax, increased 
reserves for depreciation.

The Nation's industries are operating at capacity. Plant is being impaired. 
Maintenance is being deferred for lack of priority on materials. The corpora
tions should be allowed to increase their reserves for depreciation and mainte
nance. This would constitute an excellent employment reserve for the returning 
soldiers.

The corporation's income tax should exempt debt amortization either contrac
tual or as a limited percentage of the total debt outstanding. This would give 
an incentive to reduce debt, strengthen corporate credit, and improve its borrow
ing capacity after the war. It would also given an incentive to banks and investors 
to lend money to corporations, particularly to the small corporations.

The law should exempt reserves for transition to peace.—A surge of invention 
during the wartime has made part of the existing equipment obsolete. A fore
sighted labor leader, Matthew Woll, urges this in the interests of labor: “Clear 
recognition of the need to provide for the crucial contingencies of the shift from 
war to peace seems imperative. It is essential that the general principle of either 
tax-free or low-tax-cost reserves be made a feature of the corporation tax laws, 
reserves essential for stability of enterprise and future expansion, reserves which 
may be used to sustain post-war expansion and post-war security of the business 
enterprise."

The law should exempt from corporate income tax the dividends on preferred 
stock.—Preferred stocks are like bonds in that they have fixed charges. They 
differ from bonds merely in that they have no maturity date. The difference is 
largely one of language. What we call a Government bond is in Great Britain 
called Government stock. Our high grade bonds are called gilt-edged stocks in 
London. The mere fact that preferred stocks have no maturity does not make 
the fixed dividend requirement any less mandatory. True, default in dividends 
does not produce bankruptcy. But shall we press our tax laws so fine? Besides 
many preferred stocks were issued when the corporate income tax was low or 
nonexistent. The different treatment of bond interest and preferred stock 
dividends has no foundation in the realities of corporation finance.

So long as we do have a corporation tax we should tax publicly-owned corpora
tions.—Why should private enterprise be subject to penalty of the corporation 
tax and municipally or federally owned business, competing with private enter
prise, be exempt? This is a sure way to weaken and ultimately destroy private 
enterprise.

In Soviet Russia, the great hydroelectric plant at Dnieperstroy, paid a 40 
percent corporation tax; mind you, 40 percent, not 50 percent. But our Ten
nessee Valley Authority and all our municipal utilities pay no corporation income 
tax. Such a tax on publicly owned business would at the 40 percent rate, yield 
revenue to the Treasury of about $150,000,000.

The proposed sharp increase in individual income taxes constitutes virtually 
an increase in the corporation income tax. Therefore the corporation tax should 
be reduced somewhat to offset the discriminatory tax on the stockholder. As a 
minimum policy the corporation tax should not be raised. During the war it 
might be held at 40 percent. After the war it should be abolished. Thus the 
income tax on dividends and on salaries would be equalized.

Even if you abolished the corporation tax on income, now, you might increase 
revenue. The 40 percent surtax bracket on the individual income begins at 
$4,000 under the Treasury proposals. By abolishing the corporation income 
tax, dividends would increase and the resulting surtax rates on individual income 
tax would rise sharply. Concerning the tax payer already in the proposed 96 
percent bracket, the 40 percent corporation tax makes little diffeience to him or 
to the Treasury. But to the little man with $500 dividend income, the abolition 
of the corporation tax would do justice. Great Britain actually refunds to the
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little man, who is tax exempt, the 50 percent normal individual income tax 
deducted at the source by the corporation. That is tax honesty.

The idea of abolishing the income tax on corporations is not new in Government 
quarters. I discussed the question with the officials of the Treasury and the Na
tional Resources Planning Board last year. They supported this view. One of 
the officials of the Treasury concerned with taxation policy stated at a meeting of 
the National Industrial Conference Board, “A continuance of high rates of taxation 
on corporations means the death of private enterprise. After the war we shall 
have to revamp our entire system of taxing business.” This meeting was not 
reported in the public press. But the Honorable Randolph E. Paul, speaking 
before the Economic Club of Detroit, on March 1, 1943, did state publicly, “For 
the duration, the Congress has no choice but to keep the corporation taxes at a 
high level just short of doing injustice and impairing the war effort. Looking 
forward to the years after the war I like to anticipate a complete reappraisal of 
the role of business taxes in our revenue system. The objectives of such a re
appraisal might well be better integration of business taxes and personal income 
taxes, and increased scope for individual initiative and business efficiency.” The 
National Resources Planning Board Report for 1943, on post-war plan and pro
gram (p. 13) states, “The kinds of fiscal and monetary questions that will require 
consideration in the post-war period * * * and policies then probably 
desirable * * * (will be) retention of progressive graduated tax structure and 
broadened tax base with major emphasis on the individual income tax and less 
reliance on the corporate income tax.” Presumably these general statements 
mean specifically shifting over toward the British system of taxing corporations. 
Certainly the proposal to increase the corporation tax rate from 40 to 50 percent 
runs directly contrary to these three opinions of administration officials.

But the Treasury needs revenue. What untapped source is there? New 
revenue could be obtained from the taxation of Federal-, State-, and city-owned 
enterprises competing with private business. Not only should these publicly 
owned businesses pay a corporation income tax, but the security holders in 
publicly owned business should pay the same tax as the holders of the securities 
of private business. To do otherwise is to stack the cards against private enter
prise.

Hon. R. W. Peterson, chairman of the Wisconsin Public Service Commissions, 
addressing the National Association of Railroad and Utility Commissioners, in 
1941, advocated such a policy. “A spirit of fair play of the American people 
will insist that all participants start from scratch at the same time and let the 
race go to the swiftest. Legislators might well reappraise our present tax struc
ture as applied to utilities, and may conclude to tap the publicly owned utilities 
as a new source of revenue. If they do not, the present abnormal tax differential 
tends to promote public ownership. * * * If public ownership is desired, it 
should be brought about directly, by vote of the local people, rather than indirectly 
by a tax bill. * * * The vast majority of the public has repeatedly demon
strated that it does not favor public ownership of utilities.” Taxation of publicly 
owned utilities would yield painless and productive revenue.

But an additional large source of revenue is untapped. The United States is 
the only belligerent that has no sales tax. The writer was opposed to a sales tax 
when the individual income tax was light. The argument against the sales tax 
that it is regressive, disappears under an income tax reaching a bracket of 96 
percent. The writer was opposed to a sales tax in times of peace. But in time 
of war a sales tax becomes a form of universal service. President Roosevelt in 
an inspiring address, on April 27, 1942, stated: “The achievement of victory in 
war and security in peace requires the participation of all the people in the com
mon effort for our common cause.” Applied fiscally, this principle points irrev
ocably to a sales tax. When the country is attacked there is willingness to serve 
and to sacrifice. Those not at the front can serve by contributing funds. The 
purchasing power of pennies has fallen in terms of materials and commodities. 
But it has risen in terms of ideals and hopes. Of these never could small funds 
buy so much.

A moderate sales tax would produce much more revenue than the proposed 
large increase in the corporation ax. A sales tax would check consumption and 
thus help to close the inflationary gap. The sales tax would bear more lightly 
on such consumers as chose to reduce their consumption. The sales tax is an 
ideal wartime tax. It produces revenue. It checks inflation.

A wartime tax program should bear some relation to post-war employment 
The corporation tax is the most significant fiscal factor affecting such employ
ment. Not to increase the corporation tax now is an important contribution to 
smooth post-war transition.

1/6
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S u p p l e m e n t a r y  M e m o r a n d u m  o n  t h e  T r e a s u r y  P r o po sa ls  for  T a x e s  o n
C o r po r a te  I n c o m e

{Submitted to the Ways and Means Committee of the House of Representatives,
October 19, 1943)

I. The difference in the tax treatment of corporate income by the United 
States and Great Britain is reflected in the yields on stocks and on Government 
bonds.

Yields on British securities

Securities

(a)

Aug. 29, 1939 

(b)

Aug. 31,1943 

(c)

Change in 
yield

(d)

2J>i percent British consols_______________________________ 3.92 percent.. 
5.96 percent. . 
1.52 times___

3.14 percent.. 
4.30 percent.. 
1.37 times___

—20 percent. 
—28 percent. 
—10 percent.

159 industrial shares ___________________________________
Ratio of stock yields to bond yields______________________

Source: London Economist, Sept. 11, 1943; p. 372, Actuaries Investment Index.

Yields on American securities

Securities Aug. 26,1939 Aug. 28,1943 Change in 
yield

(a) (b) (c) (d)

United States Treasury 12-year bonds___ ________________ 2.27 percent.. 
4.12 percent.. 
1.81 times___

1.82 percent.. 
5.13 percent..
2.82 times___

—20 percent, 
-f 24 percent 
+56 percent.

Barron’s 50 stocks.. ___________________________________
Ratio of stock yields to bond yields______________________

Source: Barron’s Weekly.

What do the figures show? In both Great Britain and the United States, 
money rates eased during the war. In both countries the yield on Government 
bonds in August 1943 declined 20 percent below the yields in August 1939. But 
for the yields on common stocks, the tendency was different. In Great Britain, 
yields of common stocks declined in sympathy with easy money by about 28 
percent of the pre-war level. Stock prices rose. Confidence held. But in the 
United States, although bond yields eased by the same percent as in Great 
Britain, the yields on common stocks rose by 24 percent above the pre-war level. 
Stock prices declined. Confidence fell.

Let us now compare the yield on common stocks with the yield on the best 
bonds, viz: Government loans. In Great Britain common stocks yielded 1.52 
times as much as Government bonds in August 1939, and only 1.37 times in 
August 1943. Despite the easing of bond yields, our stock yields rose, from 1.81 
times to 2.82 times the yield on Government bonds. In Great Britain, the yields 
on stocks declined faster than the yields on bonds. But in America, the yields 
on stocks actually rose while the yields on bonds fell. This is a very significant 
fact. The British Government does not tax corporate income. The American 
Government does. And our corporate income tax rose sharply in this period.

What is the meaning of this phenomenon? The high yield on American shares 
compared to highest grade bonds, United States Government bonds, reflects the 
feeling of danger and of risk by the American investor of reckless and unreasonable 
Corporation income tax policies, the entire impact of which bears on the stock
holder. The American investor fears his Government and takes refuge in bonds. 
The whole concept of private enterprise is challenged by our methods of taxing 
corporation income.

What is the meaning in terms of expansion of plant and creating employment, 
when the yield on American common stocks is 2.82 times yield on Government 
bonds and only 1.37 times in Great Britain? Our Government is penalizing such 
expansion. The cost of manufacturing is raised because of the burden of high 
cost of raising money by issuing common stocks.

Therefore, it would seem advisable not to raise corporation income-tax rates 
now. After the war we might effect a gradual transition to the British system.

II. It is also reported that the committee is considering raising the excess- 
profits tax from 90 to 95 percent. This would be not an unreasonable proposal 
if we had not changed the order of deducting the tax. We used to deduct the
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corporation tax first, and then for the purpose o : removing excess profits, tax 
the increase in net income after taxes. This procedure still prevails in Canada. 
(See Senate hearings, Revenue Act of 1942, H. R. 7378, vol. I, pp. 1296 and 1294.) 
But we shifted the sequence. We now deduct the excess-profits tax from gross 
income before taxes first, and then on the balance impose a sharply increased 
corporation income tax. The obvious effect must be that the net income after 
taxes is lower for all corporations that use the average earnings base.

Of course, the companies in heavy industry which use the invested capital base 
and which were showing little or no earnings before the war, on account of inactive 
business, now do show substantially increased net earnings after taxation.

The Treasury figures are incomplete and therefore misleading. The unrevised 
hearings of Monday, October 4, 1943, part I, page 128, shows table VII, “Index 
of net income after taxes of the average corporation, 1940, 1941, and 1942, com
pared with 1939.” The figures cover manufacturing companies, but not trade, 
finance, or utilities. You will notice that the large increases in net earnings are 
in the heavy goods industries, such as iron and steel, metal-working machinery, 
electrical machinery, and transportation equipment. These businesses were sick 
before the war. The increase therefore is misleading. For example, the United 
States Steel Corporation in the 10 years 1930-39, showed an average earnings 
of 1.8 percent on the net investment. Of course, the earnings do rise during the 
war when the plant is operating at 100 percent of capacity.

But why did the Treasury omit from its table so many groups of consumers- 
goods companies which use the average-earnings base? It cited only one group, 
foods and kindred products. This group is about even with the pre-war years. 
If you want to round out the picture, get the Standard and Poor's Earnings 
Bulletin, and then you will see the evil effects on net income after taxes of the 
present rates of tax on income of consumer-goods corporations.

(a) Banks.—Most of the banks listed show a decline in net income in 1942 
below tt*e pre-war years.

(b) Containers.—Both American Can and Continental Can, the biggest in the 
field, show marked declines.

(c) Finance companies.—Practically all show declines in net income—Associ
ates Investment, Beneficial Industrial Loan, Commercial Credit, Commercial 
Investment Trust, and Household Finance.

(d) Food products.—The important leaders show declines—Standard Brands.
(e) Household products.—Congoleum Nairn, Simmons, Florence Stove—all 

show declines.
(/) Printing and publishing.—Declines are shown by Columbia Broadcasting, 

General Outdoor Advertising, General Printing Ink.
(g) Retail trade {chain store).—First National Stores, Jewel Tea, S. S. Kresge, 

F. W. Woolworth—all show declines.
(h) Retail trade (department and mail order).—Best & Co., Spiegel, and others 

declined.
( i )  Tobacco.—American Snuff, G. W. Helme, Liggett & Myers, Mac Andrews 

& Forbes, R. J. Reynolds, United States Tobacco, Universal Leaf Tobacco—all 
show’ declines in net income.

0) Utilities.—Practically all the utilities show marked declines and some 
show sensational declines. For this reason I appeared before the Senate Finance 
Committee to plead that utilities, a specific industry, receive specific treatment 
(1942 hearings, pp. 1254-1283).

For the consumer-goods industries which use the average earnings base, 
the twisting of the order of excess-profits tax and corporation income tax con
stitutes not a tax but a punishment.

Therefore, if we would raise the excess-profits tax, do you not think we should 
go back to our original sequence? If we retain the present sequence, our tax 
rate on excess profits, really a misnomer, should not be raised.

In Canada, the corporation tax rate is 30 percent, the excess profits tax is 
75 percent, and the sequence is sensible. Our sequence shows either a lack of 
knowledge of bookkeeping or a deliberate attempt to punish private enterprise.

T h e  F u t u b e  of I n c o m e  T a x — T a x e s  o n  B u s in e s s

[Extract from the London Economist of September 18,1943, page 3891

The classical British income tax, now winning its third world war, is really 
three taxes in one—a universal proportional tax on virtually all incomes; a steeply 
progressive tax on larger incomes; and a tax on the profits of business.jjc 5fc sjc iff

It is in the field of the taxation of business profits that the greatest change in
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current practice is required. * * * the main importance of budgetary policy 
is as the chief instrument for influencing the development of the national economy

a whole. It is in the light of this new doctrine that the taxation of business 
profits should be regarded.* * * * * * sje

It is very important to emphasize that a plea for lower taxation on business 
profits is in no way a plea for leniency to the rich man. He would pay income 
tax and surtax on all income that reached his pocket, * * *.

The real question relates to the taxation that ought to be levied on profits that 
remain in the business. It will be argued that sums put to reserve are at present 
taxed only at the standard rate, though the owners of a company may be subject 
to surtax; but this is very cold comfort when the standard rate is 10 shillings in 
the pound. The question is whether profits retained in the business should not 
be taxed at a rate below the standard rate—or at least below what the standard 
rate seems likely to be in the future.

It is evident that the economic system that is going to prevail in this country 
for as far ahead as can be seen will be a mixed system in which, however, much 
public management may grow, very large areas of the national economy will be 
left in the effective control of private enterprise. Over these large areas it will 
remain the case that the decisions to increase or to diminish activity will be the 
decisions of private persons. If one of the community's major preoccupations 
will be to maintain a high level of activity, and if the responsibility for deciding 
the level of activity lies, over a wide area, with the private entrepreneur, it is the 
merest common sense that the state should attempt to create the conditions in 
which he will decide upon a high level of activity. * * * But an income tax 
of as high as 50 percent [on undistributed profits—Ed.] almost certainly exercises 
•some deterrent effect upon the businessman's willingness to take risks in expanding 
his business.

The chief deterrent effect may well be indirect. The classical method by which 
a business can expand is by “ploughing back" its profits. If there are no profits to 
be ploughed back, the entrepreneur has to raise capital from outside which, at 
best, involves waiting for a favorable moment in the capital market or persuading 
a professionally cautious banker and, at worst, involves saddling the enterprise 
with onerous fixed-interest debt. “Ploughed back" profits are equity capital, 
available when it is wanted; and it is only at the rarest and shortest periods that 
capital is forthcoming from the market on equally encouraging terms. If the 
solution of the full-employment problem is to be found in an equilibrium of savings 
and capital investment, it is obviously in the public interest to stimulate “plough
ing back.” At present, every second row of profits is ploughed under before it has 
a chance to seed. * *- *

* * * Any sums needed for maintaining intact the existing productive 
power of the business should be free of all tax. These sums, properly speaking, 
are not profits at all and should not be treated as such. * * * The system 
needs to be liberalized by the raising of depreciation allowances and by the widen
ing of the definition of obsolescence. The aim should be to secure that firms 
pursuing a careful and progressive obsolescence policy are not penalized as a result, 
and that less far-sighted firms are encouraged, rather than discouraged, to keep 
their equipment up to date.

Secondly, at the other extreme from depreciation allowances, profits that are 
merely put to financial reserve, kept in cash or invested in securities, without any 
intended reinvestment in the same business, should continue to pay income tax 
at the standard rate, as at present. There is no reason of economic policy why 
they should be treated with any particular leniency.

* * * There are the reserves that are “ploughed back" into the business.
* * * These profits might be taxed at a rate of, say, half the standard rate. 
It should be remembered that one of the purposes of this concession is to advance 
the interests of general economic policy. The community's desire that firms 
should spend their reserves on capital extensions varies from year to year; when 
unemployment threatens, it is great; when full employment is tending to merge 
into inflation, it is at a minimum. Consequently, the rate of tax on “ploughed 
back" profits might vary from year to year according to the state of the trade 
cycle. * * * It might be provided that every firm should have an “Extension 
of business account” * * * on all funds withdrawn from the “Extension of 
business account," and spent in such a way as to increase the capital employed in 
the business, a rebate of tax would be paid. Thus, if the standard rate were 
10 shillings in the pound, any sums placed to the extension account out of annual 
profits would be taxed at, say, 7 shillings 6 pence. But in a year when unemploy
ment threatened, the p̂loughing back" tax might be fixed at 3 shillings 6 pence,
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and a rebate ot 4 shillings paid on all sums brought out of the extension account 
and spent on an approved purpose. This is, of course, only a sketch of the way 
in which such a principle might be applied so as to convert it into a weapon of 
trade cycle policy. The principle itself is more simple: It is that all profits 
genuinely “ploughed back” into the business should bear taxation at a compara
tively low rate.

* * * It is true that, so long as any of the means of production, distribution,, 
and exchange remain in private ownership, an expansion in the national wealth 
will bring benefits to individuals. But it would seem an extreme remedy to 
discourage any increase in the national wealth until such time as the socialist 
revolution has been consummated. * * * So long as private enterprise plays 
any part in the national economy (and it is going to play the preponderant part 
for as far ahead as can now be seen), it is essential that its facilities for expansion 
should not be crippled. Both the tax-gatherer and the politician of the “left'5 
will be very short-sighted if they ignore this principle. For if industry is stagnant, 
the revenue will wilt and the condition of the poor will not improve*

E l is h a  M . F r ie d m a n .
O c to b e r  18, 1943.
(The following letters were submitted for the record:)

D ist ill e d  Spir its  I n s t it u t e , I n c .,
Washington, D. C., October 18, 1948.

Hon. R o b e r t  L. D o u gh to n ,
Chairman, Ways and Means Committee, House of Representatives,

Washington, D. C.
D e a r  M r .  D o u g h to n : On behalf of members of the distilled spirits industry 

we respectfully submit the following statement for incorporation in the record of 
the hearings on revenue revision of 1943.

We express no judgment on what the rate of tax on distilled spirits should be in 
the present bill. The distilled spirits industry's position should and must be and 
is one of acquiescence in whatever excise tax rate on distilled spirits is deemed by 
the Congress to be necessary. While the United States is at war, the Federal 
Government's revenue needs are the paramount consideration. In times like 
these, whatever excise tax appears likely to produce the maximum revenue for the 
Federal Government will best serve the national interest. The revenue which 
must be raised, the form which the various taxes may take, the prospective na
tional income, and the impact of the different taxes on the industrial economy of 
the country, all are factors with which the committee is much more familiar than 
are we, and further your committee is much better able than others can be to* 
appraise the effect of the imposition of additional taxes on the people of this 
country. The tax on distilled spirits is a manufacturer's excise tax which is 
collected at the point of production and therafter is passed on through the channels 
of trade to the ultimate consumer. Distilled spirits are already heavily taxed and 
we are confident the committee will give that fact full weight in arriving at a de
termination of the rates for the proposed bill.

Having in mind the foregoing, we respectfully suggest that provision be made 
in the proposed revenue bill for the following:

1. That the excise tax imposed on distilled spirits terminate with the cessation 
of hostilities between the United States and Germany and Japan.

2. That upon such termination the excise tax on distilled spirits then in bond 
or thereafter produced or imported by a tax of $4 per proof gallon when with
drawn, to be collected under the provisions of existing law.

3. That there be refunded under regulations promulgated by the Commissioner 
of Internal Revenue with the approval of the Secretary of the Treasury the 
difference between the tax imposed by this law and $4 per proof gallon as to all 
distilled spirits held for sale on the day the $4 rate becomes effective.

4. If a retail or wholesale sales tax is imposed, consideration should be given 
to the excise burden already imposed upon distilled spirits or any other product 
now subject to excise taxes.

post -w a r  r ate

We suggest a $4 per proof gallon post-war rate for the following reasons:
1. National income post-war is sure to drop below the gigantic war income. 

Lay-off of thousands of employees in war plants during the periof of plant conver
sion to peacetime operations and the demobilization of the armed forces, no* 
matter how scientifically that is accomplished, is bound to result in large unem
ployment and consequent depression of national income.
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2. Excise rates so high as compared with purchasing power as to make it 

impossible for the average person to purchase a normal supply of distilled spirits 
are injurious to the industry and to public morale. A tax rate making it impos
sible for the average citizen to meet his normal requirements with a tax-paid 
product is as to him identical with prohibition on sales. The effect of pro
hibition on sale on the public morale is a matter of record. Certainly there 
should be no tax rate which would post-war make it impossible for the average 
citizen to purchase tax-paid distilled spirits.

3. We suggest a $4 per proof gallon tax post-war, not because we are sure the 
purchasing power will justify such a high rate but because taking into considera
tion the past peacetime rates we feel that post-war possibilities do not justify 
a rate above that figure. Aside from extraordinary conditions, such as war on 
prohibition, the high rate for the past has been $2.25 per proof gallon.

Historically, the excise tax on distilled spirits has been at the following rates 
during the periods stated:

Federal excise tax rates

Aug. 1, 1862, to Mar. 7, 1864________ ______________________________$0. 20
Mar. 7, to July 1, 1864____________________________________________  . 60
July 1, 1864, to Jan. 1, 1865_____________________ __________________ 1. 50
Jan. 1, 1865, to July 20, 1868_________ _____________________________ 2. 00
July 20, 1868, to June 6, 1872______________________________________  . 50'
June 6, 1872, to Mar. 3, 1875_______________________________________  . 70
Mar. 3, 1875, to Aug. 27, 1894_____________ ________________________ . 90
Aug. 27, 1894, to Oct. 3, 1917.____ _________________________________  1. 10
Oct. 3, 1917, to Feb. 24, 1919:

Basic rate___________________________________________________  2. 20
Withdrawn for beverage use____________________________________ 3. 20

Feb. 25, 1919, to Jan. 1, 1927:
Basic rate_________________ __________________________________  2. 20
Withdrawn for (from Nov. 23, 1921, if “diverted to”) beverage use.. 6. 40 

Jan. 1, 1927, to Jan. 1, 1928:
Basic rate___________________________________________________  1. 65
Diverted to beverage use______________________________________  6. 40

Jan. 1, 1928, to Jan. 11, 1934:
Basic rate___________________________________________________  1. 10
Diverted to beverage use (prior to repeal of prohibition, Dec. 6, 1933) _ 6. 40

Jan. 12, 1934, to June 30, 1938_____________________________________  2. 00
July 1, 1938, and thereafter________________________________________  2. 25
July 1, 1940, and thereafter________________________________________  3. 00
Oct. 1, 1941__________________ ___________________________________  4. 00
Nov. 1, 1942_____________ ______ ________________________________ 6. 00

As appears from the above table, the rate suggested would exceed any normal 
peacetime rate. The $6 rate came on the verge of our participation in the present 
world conflict. The $6.40 rate as shown in the above table was imposed during 
the last World War. It became effective in February 1919 and was left in effect 
during the period of wartime and national prohibition as a punitive tax on pro- 
hibition-law violators. It was in fact a punitive tax when imposed, and it was 
repealed with the repeal of prohibition. Prohibition on beverage sale became 
effective July 1, 1919, so that under the $6.40 rate which was applicable only to 
beverage spirits, the tax was collected on beverage sales only between February 
25 and June 30, 1919. At that time no State imposed a gallonage tax on distilled 
spirits. Today every State has such tax superimposed on the same spirits as to 
which is paid the Federal tax. The State tax runs from 40 cents to $1.92 per 
gallon. The average is $1.03 per gallon. A $4 Federal tax is therefore equivalent 
to more than $5.03 preprohibition tax.

POST-WAR RATE SHOULD BE FIXED IN THIS BILL

It is necessary that the post-war rate be now fixed for the following reasons:
1. Legislation of necessity moves slowly. If post-war rates are not dealt with 

until after the war, the war rate will carry over into the peace economy for a con
siderable period. That would develop all of the business hardship growing o.ut of 
oppressive taxation. In order that the future may be planned and that there be 
a minimum of unemployment, all industry should know as far ahead as possible 
what the post-war tax problems will be.
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2. This is particularly true of the distilled-spirits industry. The tax herein 
•dealt with is a manufacturer's excise tax. Whisky should be produced several 
years before it is marketed. The consumption of tax-paid whisky under war 
excise tax rates will obviously be much below consumption at proper peacetime 
Tates. Unless peacetime rates are now fixed the industry cannot properly plan 
its production. Obviously, the distillers should not have to forecast demand 
several years after the war with only wartime tax rates on the statute books.

3. If the wartime rate carries over for any considerable period after we hit 
peacetime economy, the country will suffer from the injury to public morale 
incident to the inability of a large segment of the people to buy normal supplies 
*of tax-paid distilled spirits.

FLOOR STOCK REFUND

Congress has consistently recognized the necessity for keeping the tax rate the 
same on all spirits offered for sale. When the tax rate has been increased, the 
new rate has been made applicable to distilled spirits in bond and the increase 
has been made applicable to tax-paid stocks held for sale. Conversely, when the 
tax is reduced a refund should be made to those holding for sale the product on 
which the higher tax has been paid. Those products on which the higher tax 
has been paid must compete when sold with the lower-taxed item, and less the 
tax is adjusted, the vendors would have to absorb the differential. That would 
mean bankruptcy for many industry workers.

PRECEDENTS

There is ample precedent for the proposals herein suggested.
The Agriculture Adjustment Act imposed a processing tax on the processing of 

•certain commodities. It also imposed by section 16 (a) a floor-stock tax on 
articles held for sale into which the taxed commodities had been previously 
processed. The processing tax, like the war tax, was a temporary tax. There
fore the act (48 Stat. 40) enacted May 12, 1933, provided for a refund of the tax 
paid on the processing of commodities into articles which were still held for sale 
when the tax terminated. By an amendment of August 24, 1935, the refund 
provision was made to read as follows:

“(2) Whenever the processing tax is wholly terminated (A) there shall be 
refunded or credited in the case of a person holding such stocks with respect to 
which a tax under this chapter has been paid, or (B) there shall be credited or 
.abated in the case of a person holding such stocks with respect to which a tax 
under this chapter is payable, where such person is the processor liable for the 
payment of such tax, or (C) there shall be refunded or credited (but not before 
the tax has been paid) in the case of a person holding such stocks with respect 
to which a tax under this chapter is payable, where such person is not the processor 
liable for the payment of such tax, a sum in an amount equivalent to the processing 
tax which would have been payable with respect to the commodity from which 
processed if the processing had occurred on such date: Provided, That in the case 
of any commodity with respect to which there was any increase, effective prior to 
June 1, 1934, in the rate of the processing tax, no such refund, credit, or abatement 
shall be in an amount which exceeds the equivalent of the initial rate of the 
processing tax in effect with respect to such commodity."

There is also a specific precedent for imposing a temporary tax on distilled 
spirits. By the act of June 25, 1940, a defense tax was imposed on distilled 
spirits. The act specifically provided that the tax would be effective for only 5 
years. That act amended section 2800 (g) of the United States Code to read as 
follows:

“(g) Defense tax for five years: In lieu of the rates of tax specified in such of the 
sections of this title as are set forth in the following table, the rates applicable with 
respect to the period after June 30, 1940, and before July 1, 1945, shall be the rates 
set forth under the heading ‘Defense-Tax Rate':

Section Description of tax Old rate Defense tax 
rate

2800 (a) (X)....... Distilled spirits generally _ _____________________________ $2.25
2.00
2.25

$3.00 
2.75 

«  3.00
2800 (a) (1)_____ Brandy____________________ ____ -_______________________
2800 (à) (3)....... Imported perfumes __ ____ ________________________
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While no provision for floor-stock refunde was provided for in that act no harm, 
came from the oversight and the industry had no opportunity to present the prob
lem to Congress because war developments made it necessary that the tax be 
converted from a temporary to a permanent tax very shortly after it was 
imposed.

There is also a specific precedent for floor-stock refunds. In fact there was a 
condition immediately following Prohibition practically identical with that herein 
discussed, i. e., distilled spirits on the market taxpaid at two rates. Congress 
recognizing the problem specifically provided for refund of the differential paid on 
the spirits at the higher rate.

As hereinabove pointed out the Revenue Act of 1918, passed February 24, 1919 
imposed a tax of $6.40 per gallon on beverage spirits and a tax of $2.20 per gallon 
on nonbeverage spirits. On July 1, 1919, beverage sale was temporarily prohibited 
by the Wartime Prohibition Act. Before that expired, and on January 16, 1920, 
such prohibition was made permanent by the National Prohibition Act. Due to 
the rush of preprohibition buying the distributing trade had practically no tax- 
paid beverage spirits on hand when the prohibition on beverage sale became 
effective. However, in 1925 Congress found that some of the distillers did have 
such taxpaid stocks on hand and had held them for some 5 years, being unable to 
dispose of them except at a terrific financial loss.

On February 11, 1925 (43 Stat. 860) Congress corrected the oversight and passed 
an act reading as follows:

“That the Commissioner of Internal Revenue may, pursuant to the provisions 
of section 3220, Revised Statutes, as amended, allow the claim of any distiller for 
the refund of taxes paid in excess of $2.20 per proof gallon on any distilled spirits 
produced and now owned by him and stored on the premises of the distillery where 
produced, but no refund shall be allowed unless such spirits are contained in the 
distiller's original packages in which they were taxpaid, or in regularly stamped 
bottles and cases in which they were placed when bottled in bond, or in stamped 
or unstamped bottles into which they have been placed while on and without 
removal from the distillery premises: Provided, That the Commissioner of Internal 
Revenue may direct that any spirits on which refund of tax is claimed under this- 
section shall be removed to and stored in a warehouse designated by him."

In the instant case relief on floor stocks simultaneous with the reduction in tax 
is necessary if bankruptcy of many concerns is to be avoided.

BRITISH AND CANADIAN TAX

There has been discussion in the public prints of the British tax and the state
ment has been made that our tax is low as compared with the British tax. It 
must be kept in mind that we are here discussing peacetime and not wartime 
taxes.

The normal peacetime British tax was 72 shillings per Imperial gallon. Their 
Imperial gallon is larger than our gallon and they measure with a higher alco
holic content than we do. Seventy-two shillings per Imperial proof gallon is 
equivalent to approximately $10.51 per American proof gallon. That, of course, 
is higher than we deem proper for peacetime tax in this country and higher than 
any peacetime tax in this country has ever been.

The conditions in ths country, however, are not comparable with conditions 
in Britain.

In fixing peacetime tax rates on distilled spirits at least three things must be- 
kept in mind—

1. Effect on the morale of the country.
2. Effect on the industry.
3. Effect on the revenue.

Britain is a small compact country. Law enforcement is a much simpler prob
lem in Britain than it is in this country. There has never been developed in 
Britain an organized illicit liquor industry such as we developed during national 
prohibition. The American illicit industry will remain dormant only so long as 
the tax subsidy does not make operations worth while. Pievention of moonshin- 
ing in Britain, a small thickly populated island, is an entirely different problem, 
than is the prevention of moonshining in this country in peacetime, with ingredi
ents, materials, and transportation readily available. A high tax rate on distilled 
spirits, therefore, does not create the same problem for Britain as it does for this 
country. The greater number of people there are whose incomes make impossible 
the purchase of normal supplies of tax-paid distilled spirits in this country, the
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more difficult is our whole law-enforcçment problem and the more difficult the 
maintenance of public morale. Tax rates in this country must be kept at such 
level that no large number of people who want it are unable to buy legitimate 
distilled spirits.

Obviously every effort should be made to protect industry post-war. That is 
particularly true immediately post-war when the problem of finding employment 
for so many men will face the country. We do not believe it necessary here to 
detail the beverage distillers' contribution to the war effort or the plight that the 
country would have found itself in if there had been no beverage distillers. Their 
contribution to synthetic rubber, smokeless powder, chemical warfare, and other 
aspects of the war effort is a matter of public record. A wartime rate carried into 
peacetime might destroy a large part of the industry.

British consumption shows that high tax rates have been used to depress con
sumption. The British tax rate is a punitive one. Obviously our taxes should 
not be at rates intended to bring about indirectly prohibition on sale.

The American distiller differs from the British distiller in that he must depend 
entirely on domestic consumption to survive. He has had only a short time to 
develop an export business. With many years' start the British distillers have so 
captured the world markets that, try as they have, the American distillers have 
been unable to break in on it. Only one-fifth of 1 percent of the American product 
is exported while approximately 50 percent of the British product is exported. 
Thus the suppression of home consumption by a high tax in Britain still permits 
the distilling industry to survive. That would not be true in this country.

In Canada, where the population is more nearly like ours and despite the large 
export business enjoyed by Canadian distillers, the pre-war tax rate was equivalent 
to $2.92 an American proof gallon.

It will be apparent from the foregoing that the suggestions for post-war treat
ment of the tax on distilled spirits are highly important to the welfare of the 
-country and are vital to the industry, and we trust therefore that these suggestions 
may be adopted.

Respectfully submitted.
D is t i l le d  Sp irits  In s t itu te , Inc., 
H o w a rd  T. Jones, General Counsel.
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S u ggest io n s  o f  Com m ittee on  F e d e r a l  T a x a t io n  op th e  I l l in o is  M a n u 
f a c t u r e r s ' A ssoc ia t ion  f o r  Submission to  W ays  and M ean s  Com m ittee
o f  t h e  H o u s e  o f  R e p r e s e n t a t iv e s

The committee on Federal taxation of the Illinois Manufacturers' Association, 
comprising executives of Illinois manufacturing firms, large, small, and middle- 
sized, and engaged in a variety of manufacturing activities, submits the following 
suggestions to the members of the Ways and Means Committee of the House of 
Representatives for consideration in connection with pending tax legislation.

The committee recommends:
(1) That the Federal revenue laws be amended to provide for the adoption of 

a provision for the creation of cash reserves, the use of which would be limited 
to paying for the cost of reconversion to a post-war production basis. Such 
reserve funds should be set aside out of earnings and be deductible for tax purposes 
at a rate of from 10 to 25 percent of net earnings.

During the last few years it has been necessary for most manufacturing cor
porations to tremendously expand their production facilities to meet the demand 
for war production. Many corporations have invested their entire cash surplus 
in additional factory space, machinery, and equipment, and are often encumbered 
with bank and Government loans. Present high taxes will not permit a corpo
ration to set up cash reserves to meet reconversion costs. Upon the termination 
of the war many manufacturing corporations will find their entire assets tied up 
in plant facilities, machinery, and equipment, and will not be in a position to 
provide employment for production of products temporarily suspended during 
the war.

(2) That proposals for an increase in the Federal income-tax rates be opposed 
An extensive study of all types and sizes of companies throughout the country 
indicate that the rates of tax on individual and corporate income are now excessive.

(3) That the Federal capital-stock tax and declared-value excess-profits tax be 
repealed. These taxes are of little value as revenue measures and only serve to 
add confusion to the present system of taxation.
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(4) That the present complicated tax laws on corporations, as well as upon 
individuals, be simplified in every feasible manner. The unduly complex char
acter of our present laws imposes severe and unnecessary hardships on all taxpayers.

(5) That Congress assumé the initiative in making a thorough inquiry into the 
expenditures of the Federal Government with the purpose of eliminating waste 
and extravagance and effecting real economy in the conduct of governmental 
activities. It is a matter of common knowledge that many billions of dollars can 
be made available to the Federal Treasury through the adoption of a strict pro
gram of governmental economy, the elimination of unnecessary employees, and 
a businesslike conduct of the various governmental agencies.

(6) That the 2-year loss carry-forward or carry-back which allows companies 
to offset the losses of the 2 immediately preceding and succeeding years against 
the taxable profits of the current year be extended to a 3-year carry-forward or 
carry-back ifr order to give more adequate protection to these companies.

(7) That îîie present relief provisions as provided by section 722 of the Internal 
Revenue Code be extended to give adequate and necessary relief to all companies 
unfairly penalized the excess-profits tax and to clarify the language of the 
existing tax law.

(8) That if after a thorough inquiry has been made regarding ways and means 
by which waste and extravagance in governmental expenditures and economy in 
the operation of the various governmental activities has been completed, it is 
necessary to impose additional taxes, a Federal tax on the sale of all tangible 
property through retail and other channels, except sales for resale, at a flat rate 
up to 10 percent, without exemptions, be adopted.

(9) That the 1942 law should be clarified to specifically include, for the purpose 
of loss deductions, real property which may have been used in the past or bought 
for the purpose of use. The law provides that real property used in the business 
may be sold at a loss and the loss deducted as an ordinary loss. The Commis
sioner has construed this to mean property actually in use on the date of sale. 
Only property bought for investment purposes should be excluded.

(10) That section 102 which relates to the unreasonable accumulation of 
surplus beyond the reasonable needs of business, be reconsidered in the light of 
•existing conditions as well as those likely to arise by reason of post-war adjustment.

At the present time, internal revenue agents are directed to make specific 
recommendations as to whether or not a corporation may be considered as having 
an unreasonable accumulated surplus. Corporation taxpayers are under the 
uncertainty, until all returns are examined and accepted, as to whether or not they 
may be compelled to pay a substantial penalty by reason of being held in violation 
of this section of the code. In the light of present problems, particularly with 
respect to proper refunds as a result of renegotiation provisions, for reserves 
necessary to adjust to post-war operation, for reserves as a result of loss in value 
of inventories, reserves incidental to termination and cancelation of Government 
contracts at the will of the Government without notice, it is virtually impossible 
for any corporation to make a determination as to what its reasonable needs are.

(11) That the present provisions of the statute with respect to the collection 
of interest at the rate of 6 percent on any deficiencies of taxes should be modified 
so as to provide that the interest rate shall be reduced to 3 percent for the first 
year following the due date of the return, 2 percent for the second year, and 1 
percent for the third year.

The purpose of this modification is to encourage the prompt examination of 
returns and not unduly penalize taxpayers by reason of examination of returns 
being delayed unnecessarily.

The C h air m a n . The committee will adjourn until 10 o'clock 
tomorrow morning.

(Whereupon, at 5:45 p. m., the committee adjourned until tomor
row, Tuesday, October 19, 1943, at 10 a. m.)

o
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April 1, ISUU

Mr. Elisha M. Friedman,
40 wall btreet,
New York 5, New York.
Dear Mr. Friedman:

In accordance with your letter of March 
30, I take pleasure in enclosing a copy of my re
cent statement before the Tax Institute of stock
holders.

I am glad to have a copy of the brief you 
presented to the ways and Means Committee, as well 
as the copy of your letter to the New York Sun, and 
appreciate your kindness in sending this material 
to me.

Sincerely yours,

M. S. Eccles, 
Chairman.

Enclosure

ET:b
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