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PSF: T'a7L

Miss Ls Hand:
Pleass read this yourself
::\ll ;;-::t the President reads PS F.«' -T_'ﬂj-
B.O'C.

|

MEMORANDTM FOR F.D.H.

I haven't met anyone who does not feel very strongly that the
proposed tax publieity after March 15th is not only particularly dangerous
in these times but a grave politiosl blunder on our part.

Ir it results unfortunately, esa I personally believe it will,
it will be pinned on the President, the Seorstary of the Treasury and
Congress. Inasmuch as all three of these happen to be Democrats, and in-
asmuch as the measurs was passed by a Damocratic Congress and signed by &
Democratic President, any attempt at buck passing emong these three will
only afford smusement to others.

I am certain that casusl reflection on this matter will show
ita tremendous seriouaness, and I em equally certain that somsthing should

be done between now and March 15th to prevent this law from becoming ef-

factiva.

I am told thet the Tressury Department's attitude is onme of '

neutrality, and I am informed that the slightest word from you to Congress

will put Congress in line to repeal this Act.

I told you some time ago that when there was publicity of taxes
bef'ore, the howl came not from the successful but from the little fallowa
who resented the Government's publishing their lack of success to thelr
naighbors and their creditora.

Apart from this, howsver, one or two kidnappings ss a result
of auch publicity will put the White House, Treasury Department and

Congress dsfinitely "on the spot™ and they are kidding themselves if
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any of them thinks that it cam molve its particular difficulty by
pointing its finger at the others.

Why spend a whole week in Washington on crime prevention and
then permit a thing like thia to happen?

B.0'C.

2/4/35
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INTERCORPORATE DIVIDEND TAX

(1) There has not yet been incorporated in the new tax
bill the principle, originated in the tax legislation of last
year, of taxing intercorporate dividends so as to discourage
holding companies.

(2) Such a tax is important not only to contimue
pressure on holding company structures but also for its rev-
enue potentlelities in lieu of processing taxes which the
Ways and Means Committee may wish to drop. Robert Jackson,
formerly Genersl Counsel of the Bureau of Internal Revenue,

stimates thaet for each 1% of the rate of such tax, the yield
The tax in the leglslation of last
year — lost in the new draft — was 1i%.

(8) An amendment to effect this tax has been carefully
drafted in the Department of Justice and is ready for presen-
tation to the Ways and Means Committee by Jackson. LaFollette
and Jackson have talked to Oliphamt, West has talked to
Doughton; Doughton has called but not reached Jackson.
Jackson seems to want more direct assurances than he has had
to date that he will not be embarrassing the Treasury by
going ahead.




ESTIMATE OF INCREASED REVENUE TO BE DERIVED
DURING FISCAL YEAR 1937 FROM AN INCREASE OF
ONE DOLLAR PER GALLON IN THE EXCISE TAX ON
DISTILLED SPIRITS, ONE DOLLAR PER BARREL IN
THE RATE ON FERMENTED MALT LIQUORS, AND SUB-
STITUTING A BOTTLING TAX FOR THE RECTIFICA-

TION TAX.
Distilled Spirits

At $2 rates N
Imports 8,250,000 gallons $ 16,500,000
Domestle 120,000,000 gallons £40,000,000
Total $ 256,500,000

At $5 rates

Imports 7,425,000 gallons $ 22,275,000
Domestic 108,000,000 gallons 324,000,000
$ 546,275,000
Increase $ 89,775,000

Fermented Malt Liguors

At $5 rate, 51,300,000 barrels $ 256,500,000

At §6 rate, 48,735,000 barrels 292,410,000

Increase 55,910,000

Bot Tax Substi for Rec atlo

%0¢ Rectification Tax $ 6,500,000
50¢ Bottling Tax 52,400,000 ]

Increase $ 25,900,000

Total Increase $ 151,585,000

Note:

Above estimates assume s 10% decrease in consumption of distilled
spirite and a 5% decrease in consumption of fermented melt llquors, &s
the result of the suggested rate increases.

It is believed that over a three year period the average annual
inereased revenues which would result from the suggested rate increases
slone would aproximate $140,000,000.

The figure for the increase to be derived from substituting a
30¢ bottling tax would be subject to further enlargement when the
gellonage of imported distilled spirits bottled in this country 1s
ascertained.




THE SECRETARY OF THE TREASU
WASHINGTON
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My dear Mr. President:

The investigation of the income tax returns for each successive
year reveals the increasingly stubborn fight of wealthy individuals and
corporations againet the payment of their fair share of the expenses of
their Government. Although Mr., Justice Holmes said: "Taxes are what
we pay for civilized soclety," too many citizens want the civilization
at a discount. We are eliminating, one by one, devices for tax avoid-
ance and evasion and loopholes in the law, but each one eliminated seems
to cause an increased use of the remaining schemes. Sales between hus-
bands and wives are no longer papﬁlar, since the Mitchell case; legis-
lation following the Pecora investigation largely stopped tax evasion
through security partnerships: and educational truste of the pictures
kept in one's house had too much publicity in the Mellon case to com-
mend them to further use. But we still have too many cases of what I
may call moral fraud -- that is, the defeat of taxes through doubtful
legal devices which have no real business purpose nor utility, and to
which a downright honest man would not resort to reduce his taxes.

Your Administration has been notable for demanding a higher stand-
ard of morality in commercial dealings. We need a higher standard of

morality in the dealings of the citizen with his Government.
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To give point to my statements, I want to list below some of the
devices which have caused our 1937 revenmues to be less than they should
have been, and the names of the taxpayers employing them. Our audit of
the 5,500,000 returns for 1936 is only beginning, but our initial check
has revealed these facts, which I believe you ought to mow at once.

1. The creation of multiple trusts for relatives and dependents.-
Splitting income two ways, between husband and wife, reduces income taxes,
and leaves the family income intact. Splitting the family income by means
of many trusts may effect a greater saving, while leaving the money ac-
tually in the same hande. Thus, Mr. Louis Blaustein of Baltimore has
established 6l different trusts in favor of his wife and three children.
The beneficiaries thereby claimed a tax saving in one year of $485,257.
Mr. Charles E. Merrill and Mr. Edwin C. Lynch of Merrill, Lynch & Company,
40 Wall Street, New York, have 40 trust funds, as well as 23 personal
holding corporations. They operate & great many numbered brokerage ac-
counts and only at the end of the year identify for whose benefit the ;c-
count has been operated. In this way innumerable transactions are car-
ried on between the different corporations and trusts which have no effect
upon the beneficlal interest of Merrill and Lynch, but which are designed
to reduce their tax liability very greatly. Grenville Clark of Root,
Clark, Buckner & Ballantine, and his wife, have 16 trusts. There are
undoubtedly a great many more instances of the same smort which will be
disclosed in our audit of the 1936 returns.

2. Foreign personal holding corporations organized in the Bahamas,

Fanama, and Newfoundland, where taxes are low and corporation laws lax.
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Americans have formed 64 such companies in the Bahamas alone in
the last two years and 22 more were organized ﬁy Americans in the Bahamas
during the past six weeks. Panama and Newfoundland seem to be even more
fertile territory since their corporation laws make it more difficult
to ascertain who the actual stockholders are. Moreover, the stockholders
have resorted to all manner of devices to prevent the acquisition of in-
formation regarding their companies. Thus, Mrs. Dorothy Whitney Elmhirst
originally organized her personal holding company in the Ieland of Guernsey
and then moved it to Panama; and the corporate books are kept in Newfound-
land, George Westinghouse, Jr. has a $3 million Bahamas corporation and
in an attempt to prevent the Burean of Internsl Revenue from catching up
with him, moves his home address from one small hamlet to another each year.
He reported from Saanichton, Vancouver Ieland, British Columbia one year;
the year before he reported from Seabold, Washington. The Burean having
secured access to the records of the International Corpnﬁatinn Gumpany.of
New York, which is active in forming Bahamass and Panama corporations, it
now organizes such corporations through its Paris subsidiary, International
Corporation Company S. A., free from the possibility of our investigations.

Wallace Groves of the General Investment Corporation has two Bahsamas
corporations with a nominal capitalization. Eis General Investment Cor-
poration, which is reported to have cost the public a loss of $67 millions
between 1932 and 1936 out of total assets of $77 millions, is under in-
vestigation by the SEC, and Mr. Groves seems to have left the country.

One of the transactions disclosed by the investigation was the sale of
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the Buenos Aires subway, on which one Fhilip De Ronde was paid a com-
mission of $250,000. De Ronde caused the commission to be paid to his
Bahamas Company and 1is defying us to collect the tax upon it. By way
of insult he has offered to compromise his admitted tax liability of

$33,000 for past years by a payment of $1,700.

Another indication of the magnitude which this avenue of tax
avoldance may assume is afforded by the case of Jules S. Bache of

New York. Mr. Bache's personal return showed no taxsble income for 1936.

We have discovered, however, that Mr. Bache, his two daughters, and truats

in favor of the dsughters own the Wenonah Development Company, Ltd. of

Canada, which had income from Americen dividends in the amount of $1,606,000.
No return has yet been filed for this corporation.

It 1e interesting to
note further that Mr. Bache deducted $89,400 on his personal return as

interest on a loan made to him by his personal holding company.

The most flagrant case of this character is perhaps that of Jacob
Schick, formerly a Lieutenant Colonel in the United States Army. 8Schick

wag the owner of all the stock of the Schick Dry Shaver Company of

Connecticut. On December 18, 1935, he became a British subject through

to draw his pension.

naturalization in Canada. He had been drawing a pension from the United
States Army and he inquired from the Secretary of War if he ecould continue

The Secretary advised him on February 5, 1936 that
he was no longer entitled to a pension and he was directed to return the

retirement pay checks he had received after December 18th.

On December 24,

1935, six days after hie naturalization, Schick formed Schick Industries,
Ltd. in the Bahamas and transferred to it his stock in the Connecticut
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company. He thereby evaded the provision of our laws imposing a 25
percent tax on transfers of securities to foreign corporations. He

owns the stock of three other Bahamas corporations, the purpose of which
ie not yet clear. The Intelligence Unit is now investigating Colonel

Schick's case with a view to fraud charges. ’ -

3. Bahamas insurance companies

A New York insurance agent caused the organization of two insurance
companies in the Bahamas with a view to enabling taxpayers to secure fake
deductions for interest through an ingenious scheme for the iegsuance of
large 1ife insurance policies. Americans who went into the scheme pur-
rorted to pay a large single premium for their policies, tut immediately
borrowed back practically the entire sum. Under the plan, the so-called
"policy-holder" sought to obtain a large deduction for interest on this
loan, although the fact was that no interest was really pald. By this
means six Americans, Mr. Richard E. Dwight, Henry W. Lowe, Mr. Jacod
Schwab, Mr. Lawrence Marx, Mr. George Thoms, and Dr. Winfield Ayres sought
to evade nearly $550,000 in'income taxes in the years 1932 to 1936. The
fraud was discovered by the Special Intelligence Unit and all of the
taxpayers have now submitted offers to pray the full amount of taxes
evaded, plus interest. Mr. Dwight is a senior partner in the law firm
of Bughes, Schurman & Dwight, 100 Broadway, New York.

4. Domestic personal holding companies

The rates of tax applicable to personal holding companies were re-
duced in 1936 and are not now sufficiently high to diecourage the use of

such companies as a valuable means of avoiding the surtaxes. The personal
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holding companies that we have examined would have paid 81.7 percent

more in taxes on their 1936 returns if the applicu.‘hl:- tax rates had

not previously been reduced. Thus, the personal holding company owned

by the late Mr, Charles Hayden distributed none of its income in 1936;
and Mr. Hayden thereby saved $322,958 in taxes. Mr. and Mrs. Alfred P.
Sloan had their personal holding companies distribute & portion of the
corporate earnings; but the use of the companies saved the Sloans
$791,054 in 1936. Mr. and Mrs. Roy W. Howard have employed a personal
holding company to great advantage in the purchase of additionsl news-
paper properties. In 1936, their personal holding company reported over
$500,000 of net income but the total taxes paid by the two Howards were
less than $60,000. If the personal holding company were not in existence,
they would have had to pay over $200,000 in additional taxes. The
Schaefer Brewing Company of Brooklyn, an operating company owned by two
brothers and their wives, showed an increase of net income from $1,050,204
in 1935 to #1;825.350 in 1936; but distributed only $300,000 in dividends
in 1936 as against $500,000 in 1935. If the dividende had kept pace with
the increased earnings, the Treasury would have collected $246,073 addi-
tional in taxes.

Another favorite device is to organize a considerable mumber of
personal holding companies for the sake of reducing the tax and of in-
creasing the Treasury's difficulties in auditing transactions between
companies. I have already referred to the 23 personal holding companies

of Mr. Charles E. Merrill and Mr. Edwin C. Lynch. According to our last

o
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report (for 1933), Mr. William Randolph Hearst was interested in some
96 companies scattered all over the United States and England. We have
not yet been able to discover how many companies he now utilizes, for
their returns are filed all over the country, and the job of aunditing
their tangled transactions is tremendous.

5« Incorporated yachts and country Elac;;

Mr. Alfred P. Sloan's yacht is owned by Rene Corporation, one of
his personal holding companies, along with $3 million in securities. He
rents the yacht from his company and the company uses its income from se=-
curities to pay depreciation on the yacht, the wages of the captain and
crew, and the expenses of operating the yacht. None of these items would
be deductible if Mr. Sloan owned the yacht personally. A great nany
wealthy taxpayers are utilizing a similar arrangement for the operation of
their country places. Other wealthy taxpayers using this method, the value

of their country places and the tax savings they are effecting, are:

Value of Tax
-country place savings

Alfred I. Du Pont (now deceased) $1,039,521  $59,000

Mr. & Mrs. Myron C. Taylor 1,000,000 15,000
Wm. H. Crocker & family 750,000 40,000
Wilhelmina Du Pont Ross 421,000 80,000
Harvey D. Gibeon 978,000 20,000
Jacob Aron 1,166,457 20,000
Mr. & Mrs. Henry Ittelson 565,000 30,000

Mrs. Ross has improved on the general plan by causing her personal hold-
ing company which owns her country place to pay her husband a salary for
managing it. She thereby supplies him with pocket money, and in effect
secures a deduction for the expense of maintaining him.

6. Deductions for non-business interests, losses, etc.

Taxpayers are still taking large deductions for interest on loans
to them by their own personal holding companies or on loans to them by

their family trusts. I have already mentioned the deduction of $89,400




which Mr. Jules 8. Bache took on the loan to him by his Canadian cor-
poration, Mrs. Nathan L. Miller, wife of former Governor Miller, took
& deduction of $35,639 in her 1935.raturn for a loan to her by her hug-
band as trustee for their seven daughters.

T« Percentage depletion

Thie is perhaps the best example of legalized theft from the United
States Treasury which the revenue laws still permits Since 1928, the
large oil and mining corporations have been entitled to deduct from
5 to 272 percent of their grose income as an allowance for the depletion
of their mines or wells, and the deduction may be taken even though the
cost of the property has been completely recovered. Thus, in 1936, the
Homestake Mining Company deducted $2,922,722 under this provision, al-
though it had already completely recovered the cost of its property.
The amount of the deduction was a sheer gift from the United Stetes to
this texpayer, and the revemue that we lost thereby was $818,517. The
similar loss of revenue in the case of the Gulf Production Company
of Pittsburgh was $564,955 (1935); Texas Gulf Sulphur Company, $413,009
(1935), $557,467 (1936); Shell 0il Company, $512,452 (1935); Sun 011
Company, $272,041 (1934), $267,091 (1935); Stenolind 0il & Gas Company,
$202,244 (1934); Amerada Petroleum Corporation, $152,025 (1935). I
recommended in 1934 that this provision be eliminated but nothing was
done, presumably because of the heavy pressure from the large oil and

mining companies which are profiting immensely at the expense of other

taxpayers.
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€. Division of income between husband and wife, particularly in
the & community property states

This 1s another legalized fraud on the revenues at the expense of

taxpayers in the 40 states which do not have community property laws.

A New York resident with a salary of $100,000 pays about $32,525 Federal
income tax; a Californisn with the same salary may cause one half to be
reported by his wife, and the Federal income taxes payable by the two
will be only $18,626. The loss of revenue due to the refusal of members
of Congress from the community property states to permit the taxation of
their citizens on the same basis as citizens from the other 40 states
runs into the millions.

The existence of this legalized discrimination has stimulated the
formation of fake partnerships between husbands and wives and their
children in other states. Thus, at the end of 1935, Granberry & Company, a
New York brokerage firm, took into vartnership the four minor children
(two boye and two girls) of C. K. Reynolds, one of the partners. The tax
saving to Mr. Reynolds in 1936 amounted to $55,000.

9. Increasinz purchases of tax-exempt bonds by wealthy citiszens

The last statistics which we have show enormous holdings of tax-
exempt state and municipal bonds by our wealthiest citizens. Our records
are very incomplete since these individusls do not report fully what
their actual holdings are, but our last compilation shows that John D.
fockefeller, Jr. owned over $32 millions of state and municipal bonds:
Frederick W. Vanderbilt, $28,700,000; H. Sylvia Wilks, $31,895,000;

Mary G. Thompson, $17,778,000; the late E. H. R. Green, $14,254,000. Such

returns as we have been able to check for 1936 indicate a gradual increase

in these holdings.
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One of the most disheartening facts disclosed by our investigation
is that lawyers of high standing at the ber are advising their clients
to utilize devious tax avoidance devices, and they are actively using
them themselves. Mr. Dwight and Mr. Clark, prominent New York lawyers,
are mentioned above. Among the New York law firms which have formed
Panama, Bahamss, or Newfoundland corporations for their clients, are:
Sulliven & Cromwell; Palmer & Searles; White, Sims & Houston: end Davie,
Polk, Wardwell, Gardiner and Reed.

A recent case decided by the Sixth Circuit, Morsman v. Commissioner,
illustrates the same point, and also the long strugsle which the Treasury
confronts in ferreting out tax evaders and in collecting from them. One
Morsman, desired to sell two lots of stock in 1929 at a large profit.
Advised by his lawyer brother, he transferred the stoclk to himgelf as
trustee to accumlate the income for his own benefit for five Years, and
thereafter to distribute it to himself. He wae, therefore, not only
settlor and trustee, but sole benuficiarr.. Having sold the stock during
the next week as "trustee" at a profit, he contended that the trust, not
he, was taxable thereon. The court has just now, eight years later, de-
cided in favor of the Treasury, and we can now collect the tax and
interest. Even so, one dissenting circuit judge could not see Morsman, |
the individual, behind the legal mask of Morsman, the tru;tae. for Morsman
the sole beneficiary. ‘

In conclusion, I have two observations to meke from the evidence

before me. In the first place, the instances I have given above were

disclosed by a quick check of comparatively few returns. Most of the
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large corporation returns have not yet been filed. The general audit

of 1936 returns is just beginning., I regret to say that I am afraid the
cages I have digested above are symptomatic of a large number of others,
which will be disclosed by a careful audit. In the second place, the
ordinary sslaried man and the small merchant does not resort to these or
gimilar devices. The great bulk of our 5,500,000 returns are honestly
made. Legalized avoidance or evasion by the so-called leaders of the
business-community is not only demoralizing to the revenues: it is de-
morelizing to those who prectice it as well. It throws an additional
burden of taxation upon the other members of the community who are less
able to bear it, and who are already cheerfully bearing their fair share.
The success of our revenue system depends equally upon fair administre-
tion by the Treasury, and upon completely honest returns by the taxpayers.
We have a right to expect higher standards of maraiiir in high places

than the 1936 returns disclose.
Faithfully,

Ve 2/ 1857 S Z |

The President,

The White House.
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(1) In & confidentiel conversation which he hoped could be somehow
indirectly relayed to the President, X told me today that—

(a) he had been observing very closely the working out of
the Administration's proposal for taxes on corporation earnings
in the House Ways and Means Committee;

14X BILL

(b) he had a number of conversations on the subject with
Senator LaFollette, Oliphant, Helvering and Arthur Kent (Act-
ing General Counsel of the Burean of Internal Revenue who is
working daily with Oliphant before the House Committee);

(e) LeFollette, Helvering, Kent and X are convinced that
the original proposals have already been so riddled with exemp-
tione and exceptions which cannot now be eliminated that it is
very likely that taxes received from corporation earnings under
the new legislation will aggregate less than taxes received
from corporation earnings under present tax legislation;

(d) Oliphant is so absorbed with the idea of establish-
ing the prineciple of taxation on surpluses and so harrassed
by the multitude of original problems involved in the working
out of the new scheme, that he seems impractically oblivious
to the manner in which the exemptions and exceptions are gutting
both the application of the principle and the expected revenues;

(e) both the prineiple of the intercorporate dividend tax
to discourage holding companies eand the prineiple of graduated
corporation tax on size established in last year's tax legis-
lation are likely to be lost in the shuffle.

(2) X proposed as a way out of the difficulty the adoption of a plan
which seems to be LaFollette's idea for the proceedings in the Senate Finance
Committee — leave the present corporation taxes as they are, possibly rais-
ing the intercorporate dividend tex from 1} to 2% and add a new surtax on
undistributed corporation profits.

X pointed out that this plan would—-

(a) establish the principle of taxing undistributed cor-
poration profits, which Oliphant is trying to do with the more
complicated plan;

(b) assure the raising of the amount of revenue required
without teking risks on complicated and unpredictable new
proposals;

(e) retain the principle of the intercorporate dividend
tax with its salutary effect upon complicated corporate struc-
tures and the principle of the graduated tax on size, both
of which risk being lost in the present confusion before the
Committee;

(d) give an opportunity for & year's study of difficulties
not clearly foreseen at the time the proposal was first made in
the application of the principle of taxing undistributed profits.




Excerpt from P, C. 531 -Ir; March 21, 1939. W

Q l?hura is a great deal of-afscussion about a long-
range tax program; that is, one that would be
at least for five years, the idea being that
. some curtailment of the government revenues would
' undnubtqdly.zhaultff}on-suah-aﬂpragrnl-in;tha
_first year or two but that over a five-year
peridd the revenues would at least prebably equal
and possibly exceed those we receive today from
the present structure.  Would that, in your
opinion, be Bgrrad as a possibility in view of
your statement that no reduction in corporate
taxes 1s contemplated?
/. THE PRESIDENT: Again, if you will read ‘the annual
message to the Congress you will find the answer.
In other words, quite slmply, we have the
choice of following the policy recommended in
the annual message or 4@ adopting the ebiwer
policy which has been advanced by perfectly well-
meaning peopl?)'.-i that ia“ cutting down
certain expenditures of the Government, which,
as I pointed out in that annual messag?;musﬁg
in order to be substantial come out of certain

obvious items which can be readily cut.
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Hu-/k/h elief for the unemployed, all forms of publie works,

social security for the aged, slum clearance and
various other items vhichrié‘f*;?mrk in large volume
-- all of those being predicated on the guess H
Agall—sive—gwews Of many well-meaning people W that
thereby, taking away 4NN ciployment »ad from '
several mill:l.on workers, business will automatically
pick u?wiig;t‘ egire slack plus the other large number
of panp“ie who are out of work but not in any way belng
helped by the Government.

If there was some guarantee that this would

happen, it would be M. worth considering.
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This

I doubt, however, whether J» would meet with popular
approval if it were tried and tne result§were not
attained.

There is the answer. R

It is purely extewporaneous but I think I said a
mou thful.

an we quote that, too, Mr. President
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FOR THE PRESS IMMEDTATE RELEASE MARCH 21, 1939

The following is an excerpt from the President's conference

with the press of Tuesday, March 21, 1939:

Q: There is a great deal of discussion about a long range tax

program; that is, one that would be at least for five years "
the idea being that some curtailment of the govermment
revenues would undoubtedly result from such a program in

the first year or two but that over a five-year period the
revenues would at least probebly equal and possibly exceed
those we receive today from the present structure, Would
that, in your opinion, be barred as a possibility in view of
your statement that no reduction in corporate taxes is con—
templated?

A: THE PRESIIENT: Again, if you will read the annual message to

the Congress you will find the answer,

In other words, quite simply, we have the choice of
following the policy recommended in the annual message or
adopting the policy which has been advanced by perfectly
well-meaning people; that it, cutting dowm certain expendi-
tures of the Govermment, which, as I pointed out in that
annual message, must, in order to be substantial, come out of
certain obvious items which can be readily cut. They include:
relief for the unemployed, all forms of public works, social
security for the aged, slum clearance and various other items
which today give work in large wolume — all of those being
predicated on the guess of many well-~meaning people that
thereby, taking away employment from several million workers,
business will automatically pick up and employ that entire
slack plus the other large mumber of people who are out of
work but not in any way being helped by the Govermment,

If there was some guarantee that this would happen, it
would be worth considering, I doubt, however, whether this
vwould meet with popular approval if it were tried and the
results were not attained,

There is the answer, It is purely extemporanecus but
I think I said a mouthful,




THE SECRETARY OF THE TREASURY

WASHINGTON WJP—
June 3, 1939 gu[/ '

My dear Mr. President:

In compliance with Migs Le Hand's
request over the telephone, I am sending
you herewith the statement of E. C. Alvord,
presented to the Ways and Means Committee
on June 2nd.

Yours sincerely,

The President,
The White House.




STATEMENT OF ELLSWORTH C. ALVORD

(Presented to the Ways and Means Committee of
the House of Repreeentatives at hoarings on
revenue proposals, June 2, 1939)

Mr. Chairman, Gentlement

I am Ellsworth C. Alvord, an attorney, of Washington, D. C., appearing
as the Vice Chairman of the Committee om Federal Finance, of the Chambor of Com-

merco of the United States.

Introduction

It 18 always difficult to dlscuss a revision of our revenus laws in the
absence of specific proposals. It is additionally difficult this morning, for we
are fully appreciative that the limitations of time necessarily restrict your
Committee and the Congress and prohibit extensive changes in existing law.

We are attempting a two-fold classification of our suggestioms: (1)
those which we think can be coneidered and enmacted prior to June 30th of this
yeer; and (2) those which we believe should be considered a part of a more far
reaching and more permanent revieion, to be considered, for exemple, during the
ed journmant of the present session and prepared for the consideration of the
Congrees during the next session. We hasten to assure you, however, that our
suggeated classification is tentative indeed.

We sre very happr'to endorse and approve (with two minor exceptions,
of perhaps no immediate importance, which will be discussed briefly hereinafter)
the objectives and the program of the Sooretary of the Treasury in hie opening
statement to your Committee last Saturday. We commend his comstructive approach
to the fiscal problems confronting the Congreses and the country. It merits the
support of every citizen. Differences of opinion with respect to the application

of the principles enunciated and urged by the Secretary of the Treasury are, of
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course, to be expected. But there can be no serious differences upon the objec=

tivos and principles he has advocated.

Fiscal Objectives

In the opening statement of these hearings, the Secretary of the Trers-
ury presented the following basic objectives of a fiscal program:

(1) The maintenance of public finances in a sound and unassailable
position;

(2) The promotion of free enterprise and private investment;

(3) The attaimment of full business recovery;

(4) A just distribution of tax burdens, and & more equitable distribu-
tion of national income.

L]
To accomplish these ends, the Secretary recommended the following pro-

(1) A definite approach to a balanced budget;
(2) A Congressional Joint Committee on Fiseal Policy to coordinate ex-
peniiture and revenue programs;
(3) A non-partisan commission to examine the problems oreated by
Federal-State tax conflicts;
(4) Revision of the Federal tax laws to remove manifest inequities or
other defects, including
(a) provisions likely to hinder business expansion and
investment,
(b) provisions constituting "tax irritants", and
(e) provisions raising quostions of tax equity.
The Secrotary correctly stated that the foregoing objectives are essen-
tial to the succesaful operation of our democracy; that full recovery and a sound

fiscel position are imperative for an adequate national dofense; that fundemental
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objective of sound finance is a balanced budget; and that m- in our fiscal
progran must conform to this end. The Secretary might have added that they should
guide not only fiscal decisions but all activitiee of Govermment.

One of our reservations is directed toward the fourth objective in tax
policy, namely, "a more equitable distribution of national income". Our reserva-
tion is based upon the fact that we do not understand the statement. We merely
make the point at this time, not for purposes of dobate, but solely to avoid mis-
understanding of our position.

The second reservation is directed toward coupling a reduction in indi-
vidual surtax rates (which seom, we believe, to be admittedly far too high, and
which must be reduced substantially if ome of the most serious deterronts to pri=-
vate investment and industry is to be removed) with the taxation of future issues
of Federel, State and municipal securities. We have advocated measuresto reach
both objectives. But we can not agree that they are so closely interrelated that
neither should be brought ebout unless both are, and that the former should awalt

the attainment of the latter.

Magnitude of the Problem

We are very far from the fulfillment of our objectives at the present
time. In the years eince 1931, we have "bought time to think", perhaps, but we
have made little progress towards a permament recovery.

(a) Maintenance of Sound Public Finances. -- On June 30, 1940, we
shall have completed & ten-year period of continuous deficits, since the deficit
of 1931. The books of the Federal Govermment will shew the followlng results of
operations over the period:

(1) Total oxpenditures of $72 billions, or $7 billions annually (in
the last two years, $9 billions annually);

(2) Total deficits of $31 billions, averaging $3 billions a year;
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(8) Gross Federal debt which will approximate $45 billions, excluding

guaranteed obligations of about $5 billions;

(4) Oross Governmental debt, including State and local debts, of about
$63 billions;

(6) An increase in the per capita debt, Federal, State, and local, from
$289 to $482, in the space of ten yoars;

(6) An annunl intorest burden on the Federel dobt of more then a billion
dollars,

Tebles marked (1) and (2) indicate tho receipts, expenditures, deficits
e: 1 d*ht, by years, from 1931 to 1940,

(b) Fromotion of Private Investment. -- While public expenditures have

mor: than doubled in tho last decsdo, private investmont has dwindled even more
rapidly. In faet, new private investment seems elmost to have disappearod.

At least two positive indications of this tremd are at hand, Teble (3)
ahcwaltha decline in the volume of corporate security issues, Table (4) indicates
the extaﬁt of the shift from privete to public construction.

Professor Adolf A. Berle, in his recent testimony before the Temporary

National Economic Committee, sumuarized the situatlion as follows:

"The flow into capital construction may be said to have
found its norm at a lavel of somewhere betwaen eight and ten
billione of dollars during the decade from 1920 to 1930, Of
this, at loast six billions went through the public markets --
that is, occurred by sule of stocks and bonds, The balance
went into construction through the mortgege markets or through
privaete placement. By 1931, the amounts going through the
public markets nad fallen to approximately half that omount;
then withered to a mere fraction. At a maximum, since 1931,
not more thian two and one-half billions of true cspital money
hes gone through the mochenism of the public markets. The
avorege 1le conslderably less.

"The conclusion 1s obvious: Amarican privato markats
are not funnoling cepital funde into capital construection at
more then (rovghly) ono=third to one-half the rato they were
doing in tle 1920-1930 decede. This means that private activity
in heavy industry is not being continuously gencrated in suf=
ficlent voluae to keep those industiries busy, or to keep the
country continuously on an even econonic keel,"
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To some extent, Governmont expenditure has taken up the slack in
private financing, But it hes been estipatod, aleo in testimoney before the
Tamporary National Beoonomic Comnittee, that in the years 19301937, inclusive,
there was an accumulated deficit of $17 bdillions in now purchasing power,
despite the billicns expended by the Federal Government, If, as Chairman
Eccles recommends, the Government had.attempted to make good this shortage
of private investment, it wauld.}la?a roquired an additional Federal deficlt
of more then $2 billions in each of these eight years.

(¢) Attainment of Rocovery. — Our rocovery goal may be stated

as the sum of the followingzt

(1) The maintenance of a democratic form of government;

(2) Adequate provision for national defensej

(3) Reduction of unemployment, at least to 1929 lavels}

(4) 4 valenced budget, including provision for orderly debt
retirement;

(6) A substantial increase in our national income -- $o $80.
billione to $100 billions annuelly.

How close are we now to this goall

There are now between 15 and 20 million persons receiving public
asslstance financed by Federal, Stato, or locel funds., The cost of relief to
the Federal Governmont alone this year espproximates $3-3/4 bdillions.

Industrial production last month was only 92% of the 1923-5 average;
factory payrolls only 85% of weges peid in the period 1923-5, more than fifteen
yoars azos

The fational income has not approached $80 billions since 1929 — has
not, in fact, in all the intervening years been within $10 billions of our
minimm objectives

The indexes of businses recovery, and the statistice of relief, glven
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in tables (5) and (6) tell their own story of our failure to achieve recovery.
They will repay studye
FPe nt Fis Program

It secems clear that a full, healthy and permanent recovery requires
a transition from Government spending to private investment, a sound construce
tiv«: fiscal program for the Federsl, State, and locel governmente, a decrease
in the demends for Federal asslstance, & reduction in relief rolls with a
corresponding incresse in private payrolls, and a substantial increrse in
the national income.

Those results can only be attained by the encouragement of private
industry, private investment, and private employment.

In terms of a genorsel fiscel progrem, thie meanst

(1) Adjustment of tax rates to the point of maximum bueiness mctivity
and hence maximum produectivity;

(2) Removal of tax barriers to private enterprise and investment;

(3) Agsurance of stability end certainty in the rovenue system;

(4) Simplicity and oase of administration;

(6) 4&n effective control expenditures, so that they may be kept
within the revenue yieldes of a roasonably permanont tex system enacted to

carry out tho foregolng progrom,

Control of Exponditures
We commend for tho consideration of the Cungress, the recormendation
of the Secrotary of the Troasury that Congressional procedure be devised for
the consideration of revemues and expenditures together ge two interrclated
aspects of a single problem. Stability and cortalnty in our fiscal program
cennot bo maintained without offective leglslative control over expenditures

an® coordination of roceipts and expenditures.
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We are confident that the Copgress can readily devise legislative
procedure to improve the existing control. For example, a special Budget
Committee of the House might be created, to consist of the BSpeaker, the
Majority and Minority Lesders, and the ranking members of the Committee on
Ways and Means, Lpprnpriu.tiunn. and Ruless This Committee could coneider
the Budget as a whole -~ that is, the estimated revenues and the proposed
expenditures =- and report to the House its recommendation as to the total
appropriations to be made, The Committee's report could be subjected to
full debate and the House decide upon a total for all appropriations, thus
placing an effective "ceiling" below which they must be kopt. The Approprias
tions Committee would then adjust ite various gppropriation bills end keep
them within the maximum thus fixed. No appropriation could exceed the
"eeiling", unless speclally approved by the Budgzet Committee. If the Budget
Committee concluded that the appropristion was eesential, despite the previocusly
fixed agzrogate total, it could epprove a Special Rule permitting ite consider-
ation; otherwise the appropriation would not be consldered.

A similar committee, suitable to Senate procedure, might be developed
for the Senate, which, of course, could act independently of the House.

Such a plan would seem to be flexible emough to allow extreordinary
and emergency oxponditures but it would permit fixation of a definite and well
considered 1limit to expenditures and to leglelation euthorizing expendituress

General Tax Rocommendations
Obviously, it 1s not feasible to complete & revielon of the revenue

system before the end of tho present session. Neverthelese, progress can be
made, A steble, permanent revenue system is sorely necded as a foundation for
maximum bueiness activity, the firet requisite of meximum yield of a revenue

system,
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Ag the first step in such a program, and for immediate action by
Congress, we recommend the following specific changes:

(1) A flat. rate normal corporation tax of 15%, with a specific eredlt
of $2,000 to reduce the applicable rate on emall incomes.

(2) Outright repesl of the 2-1/2% undistributed profits tax.

(5) A carryover of net business losses for three yeare.

(4) Simplification of the individual cepital gain provisions, eliminating
the unnecessary distinction between assets held 18 and 24 monthe and substitut-
ing a shorter holding poriod.

(6) Tho treatment of "long-term" capital gains end losses of .corpuraiiona
as ordinary geins and losses, thus more nearly according to corporations the
treatnent now accorded individuals.

(6))4n annual declaration of capital stock veluo, beginning with the
current year.

(7) Permiseion for affiliated groups to file consolidated returns.

(8) Blimination of double taxation by exompting all intercorporate
dividende from tex, and excluding corporate dividends from individual normal
tax.

(9} Remedying & fow of the oxisting defects in the so-celled technical
-r aiministrative provisions of the present law.

We beliave that a long range program of tax revision should inelude
tly Jollowingd

(1) A reasonably permanent revenue eystam, based upon the principles
above advocatod == that is, a syetom the basic prineciples of which are to
remain in force, for exsaple, for a period of ten years}

(2) Simplification of the present law, which can be effected in large
part by tho elimination of unpecessarily complicated policies and refinements;

(3) The reduction of individunl surtaxes to the point where they will
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not discouraze private investment and individual initiative;
(4) A substential reduction in the tax upon capital gains;
(5) 4n effective earned income credit;

(6) A revielon and simplification of the present estate tax laws, including
a substantial reduction in the proesent confiscatory rates;

(7) A provision for the éatting aside of adequate funds (through insurance
or otherwise), free of estate tax, for the payment of the estate tax;

(8) The repeal of the capital stock = excess profits tax system, as soon
as the revenue requirements pormit;

(9) BRegmoval of the ‘.I.naqu!.tias*nw existing in ocur exclee tax syetem;

(10) A procedure for the collection of exclse taxes corresponding to the
existing procodure for the collection of income taxes.

Attached, as Appendix A, are a series of examples, showing the

effect of existing surtaxes upon the investment of individuals.

Corporate Normal Tax

The normal tax on corporations should not and need not exceed 15%.
It is agreed, of course, that some alldéwance from the maximum rate ehould be
made for corporations having en income, for oxample, below $25,000. A specific =
credit of $2,000 for this purpose is preferred on the ground of eimplificity. |
Such a credit would reduce the effective rate to 9% on incomes of $6,0003 12% on | |

$10,000, and 13.8% on $25,000.
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It is usually assumed that a rate above 15% will produce nore revemue.
With this naauéptian, we can not agree. The fundamental factor in an income tax
ie the unnun; of inoome subject to tax. There ies a point of maximum productivity.
Above that point, increases in the rate diminish business volume and the total
prufits subject to tax.

Prior to the undistributed profits tax of 1936, general corporate
rate fus 1.3-3/4% for the years 1932, 1933, 1934 and 1935, The present normal cor=-
porats tax is 16-1/2%, which in iteelf constituted a very substantial increase —-
attributable solely to the enactment of the undistributed profits tax. Adding
other texes, many corporations today are peying more than 50% of their net in-
come in taxes. In our opinion, this 1is well above the peint of maximum produc-
tivity. Attached is a table (Table 7), prepared from Registration Statements
filed with the Securities and Exchnuge Commission, showing the total taxes
pald and their relation to the net incomes of certain groups of corporations.
It would seem that further proof is unnecessary.

The only way in which more revemue can be realized from corporations
is by stirulating increased business activity. The possibillties are revealed
by the following table, showing the rate of industrial production, the nmqﬁnt
of corporate income subject to tax, and the revemue collected from uarpargtinnu.

by crlendar years, from 1922 to datet
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{ ¥.Ry B, Index Oorporate Rate of
s Industrial Het Corporate Revenue from
Year Production Income . o dax c e tax
: 1922 86 6964 12-1/2 776.3
1923 101 8328 12-1/2 937.1
1924 1 7687 12-1/2 881.6
1926 104 9584 13 1,1 70.3
1926 108 9673 13-1/2 1,229.8
1927 106 8982 13-1/2 1,130.7
1928 11 10618 12 1,184.1
1929 119 11654 12 1,193.4
1920 96 6429 12 711.7
1931 81 3683 12 399.0
1932 64 2153 1334 2865.6
1933 76 2986 1334 416.1
1934 79 4275 133 /4 588.4
1935 90 5149 13-3/4 707.9
1936 105 6732 ( B8-15 1,111.0
(*aurtax
193¢ 110 7160 E.(on undie- 1,160.0
(trivuted
(profits
1938 86 47008 ) 795.0 Est.
1939 )
Jan. 101 - % -— —_—
Feb. 99 -— ) 16-1/3 + 2.1/2%
) undi stributed 1,006, Bst.
Mar. 28 o g profits
Apr. 92 p. ;
May 92 pe ;
Year 98-100 6,200 )

ps+ == Preliminary
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Given an industrial production index of about 106 and a corporate

t:uc hase of §7 billions, & 15§ rate would produce over a billion dollars,
aprrox-mately the amount which will be collected for the current calendar year
at prescat rates. It appears from the table that thig is only a moderate
expe.sion of busipess volume over the present estimates of 100 for the index )
and $6200 millions for the corporate base. _ v
In the recent publication "Taxation and Cepital Investment" issued
by The Brookinge Institution, the author concludesi
"As has been pointed out earlier in this analysis,

the meane of securing fiscal stability ie to be found

in the expansion of total national production, Taxa-

tion revenues will pretty much toke care of themselves

if we can achieve full economic recovery."

We are thoroughly in accord with thie annlyeis.

Undistributed Profits Tax

There is no legitimate excuse for retaining the 2-1/2% undistributed
profits tax. The principle of a penalty tax on earninge was repudiated at
the last sesslon of Congress. The tax produces no substantisl revemie. The
cormputition of a dividend paid credit introduces complexities which are wholly
out of proportion to the importance of the tax.

It hos been asserted that the repeal of the 2-1/2% undistributed
profits tax will encourage tax avoldance by wealthy stockholders, who will
prefer to leave profits in corporatéons under their control rather than to pay
high personal surtaxes thereon. Naturally, every effort should be made %o
prevent tax avoldance in thie or any other form. The whole problem, however,

of tax avoidance by corporate stockholdere has been grossly exaggerated. The

personal holding company provisions, enacted in 1934 and strengthened in 1936

and 1938, are adequate to take care of "incorporated pocketbooks.'! In the

rare case of an operating company being used for tax avoldance, section 102,




imposing penalty taxes on the unreasocnable accumlation of surplus, affords

sufficient protection to the Government, This section can be enforced, as the
H National Grocery Company oase (304 U. S. 282) demonstrates — despite representa-

tions to the contrary before this Committee last year when the Title IB tax on
‘closely-held cperating companies was proposed. It will be recalled also that
section 102 wae purposely strengthened last year to make it more easily enforce-
cule, by putting the burden of proof on the taxpayer to show the absence of &
purpose to aveld surtax. ‘

Net Loss Oarryover

We urge that the privilege of carrying forward net operating losses
be restored to the Revenue Act inmedlately.

The aala;tian of a single year as the taxable period is admittedly

. arbltrary, and results in great hardship to industries and particular companies
in which years of profit oand loss alterpate. If such companies are taxed in
years of profit, without allowance for prior years'! losses, their tax burden
is wholly out of proportion to the income astually earned over the perlod ae
a whole. As compared with businesses haviné;a:atnbla income from year to year,
moreover, they are at a severe competitive disadvantage, There are attached
a seriee of computationi (Appendix B) illustrating the effective rates of
taxation upon corporations sustaining losses during one or more years of a
fivo-year period.

The Reveaue Act, from 1921 to 1933, recognized this hardship and pere
mitted = net loss carryover. The privilege was abolished in the National Indus-
trinl R covery Act in 1933, solely by reason of the urgent necessity of protect-
ing the revenues at that time. It has never been disputed that such a pro-
vieion 18 an essentlal fenture of an equitable tax system.

The determinantion of the carryover period le necessarily arbitrary.

=

The British income tax permits losses to be carried forward for six years. 4




shorter period may be desirable for revemue purposes. In view of the abnormal
conditions of the last ten years, and the wide fluctuation of business activity,
inoomes and values we have expsrienced, a carryover of at least three yoars

ghould be allowed.
Capital Gains and Losses

The capital gain and loss provisions applicable to individuals, as
revised by the 1938 Act, distinguish between assete held less than 18 mnnthé-
taxable in full; amssets held 18 to 24 months, taxable at a maximun flat rate
of 20%; and assets held more than 24 months, taxable at a maximum flat rate
of 15%, The "intermediate" period ﬁf holding, 18 to 24 monthe, appeared as a
compromise provision, for which no real necessity existed. A4s a practical
natter, it greatly complicates the structure of the section, and for purposes
of simplification, 1t should be eliminated.

The dividing line between "short-tern assets" and "long-term assets"
is intended to separate speculative from investment transactions. 8Since assets
bought for speculative purposes are rarely held longer than eix months, a
substantially shorter holding period than the 18 months now preseribed should
be considered. |

Corporate capital gains were ignored in the 1938 revision of the
section. Such gaine continue to be taxed in full regardless of the perlod
of holding; while corporate cepital losses are deductible only to the extent
of gains plus $2,000. There is an obvicus injustice in this situation which
should be corrected. We recommend that "long-term" losses be allowed as a
deduction, without linitation.

Capital Stock and Excess-Profits Taxes

While it 1s undoubtedly desirable tov repeal these taxes, we believe
that it is necessary to retain thenm, as a termporary proposition, for revemue

purposes. The most serious objection to them 1s that they do not impose a tax
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on true excess profits, The iniquitous feature of the present law is that it
requires a corporation to d;ﬁlnrl a valus for its capital stock which will serve
as a basis for the computation of profite for the next three years. Since no
corporation can estinate its profits beyond the current year with any degree
of certainty, the declaration of a proper value is sheer guesswork, and no
proper basis 4 e established for determining excess profits.

Accordingly, we recommend that the capital stock tax be revised to
rermit an annual declaration of value, beginning with the current year, with

ndequnte precaution, if necessary, against any immediate reduction in its yleld.

Coneolidated Returns

The requirement of separate returns for a group of affillated cor-
porations is indefensible. Such a requirement leads to the statement of non-
existent profits and losses on intercompany transactions and distorts the pre-
gentation of earnings of particular units. Accountants, the Stock Exchange and
the Securities and Exchenge Commiseion uniformly require or permlt consolldated
returns to reflect the financial position of the affiliated group. The Treasury
Department has consistontly supported the use of ' consolidated returae.

A mondatory requirement for consolidated returns is impracticable
owing to constitutional and administrative diffiuultlee; An elective provision
gimilar to the one in force prior to 1934 in therefore recormended.

Double Taxation of Dividends

Prior to 1936, corporate dividends were excluded from the individual
nornal tex, since the corporation had already pald the tax upon the earnings
out of which the dividend wase paid to its stockholders. In the 1936 Act,
dividenls were subjected to the individual normal tax, but only because the un-
distributed profits tax, as originally drnftad in the House, did not require the
-

corporation to pay & tax on income which it distributed, With the restoration

of a corporate normal tax, the imposition of & second normal tax upon the stock-
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helders cunnot be supportod.

Intercompany distributions offer an even more severe instance of
double or multiple taxation of corporate earnings. Buch distributions are
subject to taxation in the hands of the originating corporation, again to the
extent of 15%, thereof in the hands of the receiving corporation, and finally
when distributed to its stockholders.

On the other hand, bond interest, as distinguished from dividends,
is allowed as a deduction to a corporation in computing net income and is
taxed only once, as income to the bondholder. This situantion has led the
20th Century Fund to conclude in a recent study that borrowed money is nore
attractive than venture capital, both to corporations and investors, with the
result that a heavy permanent debt structure may be oreated which becomes un-
manageable in times of depression.

We recommend that the exemption of dividends from normal tax be

restored and that the intercorporate dividend tax be repealed.
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Administrative and Technical Recommendations

In addition to the foregoing major recommendations, we bael leve that
cciaglderation of the following amendments of a technical nature should not be

delayed, and should be acted upon at the present sesslon:
(1) Correction of the Effect of the Hemller Decislon. -~ In United

States v, Hendler, 303 U.5. 564 (1938), the Supreme Court held that the assump-

tion and payment of bonded indebtedness by the transferee in a 112(b) (4) re=
organization consgtituted "other property" taxable to the transferor unier sec-
tion 112(d). This deccislon was contrary to the lomg=ostablished Bureau rule
that the assumption of a liability was not "property" of the character referred
to in 112(d), since it was not cepable of distribution to etockholders. It also
gseems contrary to the policy anmi intercst of Congress fto accord similar treat-
ment to reorganizations effected by consolidations or mergers, by acquisition
of controi. or by acquisition of assets. The Hendler decieclon has created great
confusion in the reorganization field, not only because of uncertainty as to the
recope of the Hendler rule for the future, but also because it affects countless
prizr reorganizations, opening the way to claims by the Government for increased
tixes ard claims by tax-payers to stepped-up bases with respect to transactions
long nince closed. In addition, under the definition of a "reorganization" in
section 112(g)(1)(B) of the 1934 and subsequent Acts, there is o serious question
whether reorganizations carried out after that date involving the assumption of
liabilities were not taxable transnctions in their entirety. A general retro=
active amendment confirming the Burean rule seeme to be the only satisfactory
method of avoiding these complexities, both for the Government ani the taxpayer.

(2) Correction of the Effect of the Rosenfield Decielon. -- R.S. 3186

provides for an automatic lion of the Federal Government for unpaid tax liabili-

ties, The lien is not valld agalnst a purchaser for valus unless notice thereof
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is filed in accordance with the law of the State in which the property subject to

the lien is situated. In U.S8. v. Rosenfield, (D. Ct, E.D. Mich., Dec. 8, 1938; 39

C.C.H. 3204), the Federal Court in Michigan enforced such a lien upon negotiable
securities in the hande of a firm of Detroit stockbrokers, who had purchased the
stock wi;huu‘h actual notice of the lien. The lien had been properly recorded
under Michigan law anl the decision obviously conforme to the strict terms of the
statute, Nevertheless, the fears and uncertainties of purchasers and securlty
dealers created by the decielon are apparent, since it is virtually lmpoesible in
the course of normal dealings in securities to determine whether there may be
liens filed againet securities pra-santad. for delivery. It 1s recommended that
the Federal statute be amended to conform to the Uniform Stock Transfer Act, by
providirg that no lien shall attach to negotiable securities unless notice of
the lien is stated on the certificate, or actual notice can be proved.

(3) Correction of the Effect of the Koshland and Gowran Cases. — From

1921 to 1936, the Revenue Act provided that all stock dividends were tax-free.
The Treasury Regulations required, where a stock dividend was declared, that the
basis of the orlginal shares be apportioned between those ghares and the dividend

stock for cump'liti;.-lg gain or loss on the sale thereof, In Koshland v. Helvering,

298 U.S. 441 (1936), the Supreme Court held that a dividend of common stock on

preferred stock was a taxable distribution. The Court further held, contrary to
the Regulations, that where a stockholder had received such a dividend, and had
sold the preferred stock, no part of its cost could be allocated to the dividend

stock in determining gain or loss. In Helvering v. Gowran, 302 U.S., 238 (1937),

the converse situation was presented, where tho dividend stock had been sold, amd
the Court held that the cost of such stock to the taxpayer was "zero'". These
declsions overturning the Regulatlions may adversely affect either the Government
or the taxpayor, depending on which stock the taxpayer may have parted with, a

‘-\
wholly fortultous clrcumstance., It 1s suggested that the proper }amod.y is a
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statutory ratification of the Department's regulation with respect to a taxpayer
who 8till has one of the stocks and in dieposing of the other computed gain or
loss in accordance with that regulation.

(4) Inventory Amendment. -- Section 22(d) of the 1938 Act recormized,

for the firet time, the "last-in, first-out" method of valulnz inventorles, but
scverely limited ite area of application. In accordance with the instructions
of the Senate and House Conferees on last year's Bill, further study has been
given to the manedment by the Treasury Department with a view to action at this
sesslon. It 1s understood that the Department 1s ready to present an appropriate
redraft of the amendment, which should be incorporated in the Bill,

(6) Purchase of Bonds at a Discount. —— There is no specific provision

in the Act with respect to the tax treatment of purchase or cancellation of in-
debtedness, but the Regulations provide that the purchase or cancellation of in-
debtedness at less than par results in taxable income to the extent of the in-

debtedness dilscharged, except where the taxpayer is lnsolvent after the cancel-

lations This regulation, in our opinion, is unsound. The purchase of indebted-
ness at less than par produces no real gain or income. Moreover, the regulation
works extreme bardeshlp on corporations in distressed fimanclal circumstances,
wil~h are unable to reduce unhealthy debt structures becanse of the amount of
t+able galn which would be realized in the transaction. A partial relaxation of
the strict Treasury rule was afforded by the Chandler Act at the last sesslon of
Congces, which contained & specific provieion that no taxable income shall be
realized by virtue of indebtednose cancelled or reduced in a proceeding under

that Acte The sound principle thus expressed, however, ig too limited in applica-
tion, since it does not apply to the purchase of indebtedness generally, or to re-
duction of indebteduees effected without the aid of a Federal bankruptcy court.

A general principle that the purchase of bonde at a discount does not result in




taxable income should be written into the Revenue Act.
(6) Revieion of Section 820. -- Thie complex ard tochnical provision,

relating to the corroction of errors barred by the statute of limitations, re-
quires revision in secveral important particulars, For present purposes, however,
1t is sufficlient to call attention to one obvious deficiency. The section author-
izos an adjustment against the taxpayer, if a determination establishes the proper
year for a deduction or credit erroneously allowed by the Commiseloner in a
barred year, It does not, however, permit an adjustment in favor of the taxpayer
if a deduction or credit has been erroneously disallowed by the Commiseioner in

a barred year, and a determination is later obtained establishing that fact. Cor-
rection of the section in this respect will not afford relief to the taxpayer who
has falled to claim a bad debt deduction in the proper year, and seeks to correct
the error after the statute of limitations has run; the deduction must have been
claimed and improperly demied to get relief. DPut the ameniment does cover an
impor tant type of case which the Subcommittee recommended should be covered, and
which is necessary to dispense "even-handed justice" between the taxpayer and

the Commisslioner. U

(7) Fﬁreign Tax Credit. -- Bection 131, allowing a credlt for taxes
paid to fnrad.én countriag.,l was designed to encourage anl protect American citizens
engaged in farlei.gn trade or having investments abroad, A recent limitation on
the credit, however, had deprived it of much of its effectivenese., This restric-
tion arises from the chonge in the definition of "net income" made by the IEBIE
and 1938 Acts., For United States tax purposes, the term "net income" now in-
cludes partly-tax-exempt interest and intercorporate dividends, credits against
net income being employed to remove thpse 1tems, wholly or partially, from tax,
For purposes of the foreign tax credit, however, the phrase "entire net income”,
used in computing the limit on the credit, includes both partly-tax-exempt interest
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and intercorporate dividends, wvith the result of distorting the application of
the formula and unjuetly reducing the amount of the credit. We hope an amend-

ment to correct this error will be promptly adopted.
(8) Pension Trusts., -- The pension trust ameniment adopted in section

125 of the 1938 Act, together with the etringent new regulations adopted, threat-
ens the creation and continued exietence of many pension, bonus and profit-shar-
ing trusts for employees, The amendment denies tax~exemption to these trusts,

if there is any poeeibility, however slight, that funds may revert to the employ-
er prior to the satisfaction of all liabilities -~ both fixed amd contingent -
to employees under the trust. The only exception is the possibllity of recovery
of amounts through erroneous actuarial computation. Since this requirement can
be met only by a virtually irrevocable trust, which is usually undesirable, if
not impossible, from a business stempoint, the effect will be to curtail serious-
ly the number of these trusts, to the detriment of employees.

The 1938 amendment unquestionably went too far. The original law work-
ed well, and no convincing reason was advanced for changing it. The amemiment
was based on the assumption that tax avoidance might occur through the use of
revocable trusts. No actual cases were presented in support of this assertion.
It is our recommendation that Congress, at this seselon, should return to the
orizin-l law, If that is impoesible, at least an amendment should be adopted to
corroct the present situation, preferably by limiting the requirement of irre-
vocaoility to that portion of the trust fund which is necessary to satisfy
liebilities which have become fixed and certain, as contrasted with liabllities
which are merely contingent.

(9) Deficiency Dividends. -- A credit was mrovided in the Revenue Act

of 1938, permitting personal holding companies subject to the penalty surtaxes of
Title IA to declare dividends to offset deficiencies determined by the Commission-

er or the courts. All Wusiness corporations, with respect to 1936 and 1937
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incomes, are liable to the heavy penalty surtaxes of the 1936 Act for fallure to
distribute income, if deficiencies are hereafter discovered. In the absence of
a sgimilar credit, a corporation which in good faith distributed all the income
shown on its return for 1936 and 1937 may suddenly be confronted with an unex-
pected increase in ite taxable income for these years and become subject to a
heavy undistributed profite tax. We recommend provision for such a credit in
the pending revision of the' Act.
(10) Capital Gains of Personal Holding Companies, -~ A very large

amount of capital assete which have appreciated in value remain "frozen" in
personal holding companies. Under the 1938 Act, complete liquidations could be
effected at capital galn rates (sec., 115(c)) and, under certain circumstances
(sec. 112(b)(7)), without any immediate tax, upon the stockholders, However,
many of these companiee could not, and can not now, be completely liquidated.

A partial liquidation is prohibited, for it involves full taxation of the cap-
ital gains. 8Sale of the assets is out of the question, since the gain would be
taxable firet ae corporate income and then either as an ordimary dividend at full
normal tax and surtax to the stockholders or as undistributed income of the hold-
ing company at the 65-754 rate.

The personal holding company surtax was 1nten‘1m1 as a rough equaliza-
tion of the taxes which would have been payable by the stockholders if the in-
come had been realized by them directly. In the case of capltal gains, however,
the section goes far beyond J1:h:’m objective, since the stockholders would be en-
titled to the flat 15% rate if they dieposed of the assets directly inatead of
through the corporation.

One solution would be the exclusion of capital gaine from the defini-
tion of "undistributed net income" of personal holding companies. Another
possibility is the extenelon of section 112(b)(7), which would permmit the dis-

tribution of the appreclated assets with the tax postponed until subsequent sale
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by the gtockholders, Other suggestions deserving consideration are to permit

the partial liquidation of such companies at capital gain rates, or with a carry-.
over basis and the tax postponed until the gain is actually realized by the stock-
holder, or to allow the corporation to sell ite capital assets, paying the cor=-
porate rate thereon and thereafter to distribute the gain tax-free to ite stock-
hold ers.

(11) .Surtaxes upon Income from Personal Services Extending over a

Feriocd of Years. -- A very severe hardship under the existing law, which can be

adequately and simply remedied at the present time, exieste with respect to the
taxation of income for personal services remdered over a period of years and paid
for after completion. For example, inventors, authors, engineers, sclentiate, |
lawyers, and others frequently work for years, and receive their compensation
upon the successful completion of their services -- usually all in one year.
Consequently, their entire income, being accumilated and recelved in one year,

is subject to the highest surtaxes, If thie income hlul been received as their
services were rendered, it would have been subjected to the lower rates of tax;
and the aggregate taxes paid would have been substantially less than the amount
payable under the present law, It would seem that the person who investe his
time and services over a period of years should be in the same position as one
who invests his funds in assets which appreciate over a period of years. We
recommend that income from personal services extending over a period of more

than two years should be taxed at the capital gain rates. A reasonably simple

device to prevent evasion will afford effective protection.

Conclusion

We approve the program to revise our existing revenue laws, as exten-

elvely as time permits, in accordante with the principles advocated by the Secre-




tary of the Treasuwry., We urge the Congress to consider seriously other necessary
changes, with a view to their enactment during the next session of Congress,

We always stand ready to asslet the Congreee and the Administration in

ite consideration of revenue 1uimﬁnn.
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1931
1932
1933
1934
1935
1936
1937
1938
19398
19408

Source:

—_— ———— e e e e —— e —— .
Table (1)
bt _an ures, 1931-
Total
Total Receipts Sxpendi tures« Oross Deficits
$ 3,189,638,632 $ 4,091,597,712 901,959,088
2,005,725,437 5,153, 644,895 3,147,919,455
2,079,696, 742 6,142,953,627 3,063,256, 885
3,115, 554,050 7,105,0850,085 3,989,496,035
3,800,467,202 7,375,825,166 3, 575,357,964
4,115,956,615 8,879,798,258 4,763,841,643
5,293,840,237 8,105,158,548 2,811,318,311
6,241,661,227 7,691,287,108 1,449,625, 861
§,520,070,000 9, 592,329,000 4,072,259,000
5,669, 320,000 9,095,663,200 3,426, 343,200
$41,031,930,142 $72,233, 207,599 $31,201,377,462

Annual Report of the Secretary of the Treasury, 1937.

a = ZSstimated, President's Budget Message, January 3, 1939.
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Table (2)
al, 8 b 931«1940

(Millions of Dollars)

Gross Grose Debt, Including
June 30 aderal Deb State and local Per Capita
1931 $16,801 $35,861 $288,94
1932 19,487 38,817 310,460
1933 22,539 . 42,056 334,39
1934 27,053 45,876 362.29
1935 28,701 47,673 373,84
1936 33,779 652,757 410,78
1937 36,425 55,579 , 429.99
1948 37,165 56,165 Zat. 432,04 ,
19392 41,132 60,165 Zat, 459,98

19402 44,458 63,458 Tst. 482.20

Source: Annual Report of the Secretary of the Treasury, 1937.
a == Dstimated, President's Budget Message, January 3, 1939.
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1919
1920
1921
1922
1923
1924
1925
1926
1927
1928
1929
1930
1931
1932
1933
1934
1935
1936
1937

Table (3)

New Capitel Issues in the United Eﬁt‘u ( Government
1

Source:

Total

Sorporate

2,303.3
2,710.0
1,823,0
2,335,7
2,702, 5
3,322,3
4,100.7
4,357,0
5,391.0
6,079.6
8,639.4
4,944,4
1,763.5

326,4

16047

178.3

403.6
1,21649
1,158.5

Commercial and Financial Chronicle.

(Millions of Dollars)

Domestic

Sorporate

2,246,4
2,563.4
1,700, 7
2,211,5
2,635,4
3,027,1
3,604.5
3,754,0
4,656.8
5,346,1
8,022.0
4,484,7
1,550.7

325,4

160.6

178.3

403.6
1,193.9
1,158.5

Foreign
Corporate

5649
146, 6
122,3
124,2

67,1
295,2
49642
60340
734.2
733,5
637, 4
459,7

212,8




Table (4)

PUBLIC AND PRIVATE CONSTRUCTION AND MAINTENANCS IN THE
UNITID STATSS, 1920-1938

Including Part of Work Relief Gonstruction

(Millione of Dollars)

Fercent of
Total Fublie Private public to

Year Construction  Construction Construction total

1920 8,563 2,044 6,519 23.9

1921 8,062 293256 6,737 28.8

1922 9,346 2,358 6,988 25,2

1923 10,920 2,228 ' 8,692 20,4

1924 12,049 2,555 9,494 21.2

1925 13,063 2,819 10,244 21,6

1926 13,770 2,862 10,917 20,8

1927 13,944 35189 10,755 22,9

1928 13,710 r 39330 10,380 24,3 ‘
1929 13,488 3,309 10,179 24.5 ‘
1930 11,6814 3,733 8,081 3146

1931 8,689 3,424 5,265 39.4

1932 6,445 2,539 2,906 46,6

1933 4,044 1,918 2,126 47.4

1934 4,860 L 2,474 2,386 60.9

1935 5,678 2,548 3,030 45,7

1936 7,731 3,496 4,236 45.2

1937 8,440 3,329 5,111 39.4

1938 8,396 3,711 4,685 44.2

Source: Table prepared for Temporary National Sconomic Committee by

National Resources Committee. Basic data from Construction Activity in the
U d States; 1915-1937, Department of Commerce, and Survey of Current

Business.
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Table (5)

Federal Reserve Bureau of Labor .
Board index of Statigtiom index National
industrial pro= of factory pay= . Income
duction. Annual rolls. Annual paid out.
aversage, average. Depts of
% of 19231926 % of 1923-19265 Commerce
Year averagae. average. (Bi1l. $)
1925 104 101 . 69,9
1926 108 104 7248
1927 106 102 73,4
1928 111 102 . 758
1929 119 : 109 7948
1930 96 89 7346
1931 81 67 6246
1932 64 46 49,8
1933 76 49 4749
1934 (4] 63 52+4
1935 90 | 55,1
1936 106 82 6246
1937 110 98 ‘ 6943
1938 86 78 64,0 Zst,
1939 | 6840 Zat.
Jan, 101 g3 —
Feb. : 99 86 J—
Mar. 98 87 ; o
Apre 92 pe 85 P -

r — preliminary
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Table 1{6)
Fedornl Relief Coste (1)
(Figures in millions)
1934 [N N N Y R R S E R R IIEEE
1935 L A T PR 2'351
1935 LR N N P NN a’.m

193? ,ilviili"l'liltll!illitill"!.ii.i|'.|! 2,45?

[

1535 LA AR R R R L R N R A R I N N N A R N D 1.9’53
1939 LA R N N N T A AR R R E.?ﬂi

Source: fActual & Zstimated Receipts and Expenditures of the
Government for the Fiscgl Years 1931«1939 on the Basis of Present
Classification S8hown in Daily Treasury Statementf, published by
Treasury Department, September 15, 1938. Year 1939, cstimatod,
Bulletin of Treasury Department, Apri, 1939.

(1) Includos direct relief, work rolief (W.P.A. and C.W.4.),

and Civilian Conservation Corps.

Number of Porsons and Households
Rocelving Public Assistance Financed From

Foderal, State, or Local Funde

Year Households Persong
Dece 1933 7,000,000 24,800,000
L 1934 B4 547,000 23,475,000
" 1935 5,886,000 19, 851,000
" 1936 5,868,000 18,872,000
" 1937 5,390,000 15, 605,000

. Source: Preliminery Report, Special Committee to Investigate
Unemployment and Relief, United States Senate, pp. 4-5, 8. Rep.
Nos 1535. ?Eth Gﬂ‘ng-; ad Bﬂﬂ!a; *F‘I'il 30] 1938,
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Principal Taxes(1) Net % of
Industry Principal  Oompanies (Exclusive of Income Taxos
Companies and gales, excises, after to net
___subgidiaries etc.) Taxes Income
Steel Froducers 10 316 $149,215,305 $199,742,515 747
Meat FPackers 4 167 21;“5.537 19;%41715 111,.2
Chain Varilety .
Stores 10 30 29,804,997 64,516,968 46.2
Automobile Mfrs. 10 129 152,868,266 251,435,246 -+  60.8
Tire and Rubber
Mfras 16 219 43,934,899 27,178,443 161,7
Agricultural Im- )
plement Mfrs. 10 656 39,410,325 65,918,418 5948
Cigarotte Mfra. B 16 24,786,185 83, 357,751 297
Sugar Refiners 14 53 15,745,628 19,720,972 79.8
Mail Order Houses 6 33 25,327,215 53,479,005 47,4
811 Refinors 19 567 223,581,402 522,722,343 42,8
Office Equipment .
Mfrs. 10 92 14; 965, 832 34" 728,285 430 1
Cement Mfra. 8 21 2,888,433 6,571,240 44.0
Department Stores 27 232 30,758,286 28,940,073 106,3
Container Mfrsa. 10 4g 13;631:3&4 44; 151,586 42,2
Chain Groceries 13 52 15,338,924 9,439,804 162+5
Chemical and :
Fortilizer Mfrs. 21 217 . 56,138,294 193,517,916 28.5
TOTALS 194 2,238 $863,886,93231, 624,755, 381 B53.2

Source: Compiled from published reports sponsored by the Securities and
Exchange Commission.

(1) Above figures on taxes exclude all excises, sales taxes and other imposts
which may be regarded as "consumers! texes®, with the possible oxception of minor
amounts, if anys of such taxes which may not have been excluded from the data is-
gued by the Securities and Exchange Commission. It is understood, however, that
coertain other texes which might properly have been incluced in the total borne

by the registrants were lgnored.
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Appendix A
Examplee Showing the Effect of High Surtax
Rates on Individual Incomes Under the Revenue
Act of 1938

(Amounts of incomes here referred te-are "surtax net in-

come" after allowance for exemptions, etc. Amounts of
tax are combined normal and surtax rates.)

I. (a) A man with $50,000 of net income (taxable at from 4% to
31%) will have a tax to pay of $9,700 (an average rate of 19.4%): He will have
left, after tax, a net amount of $40,300.

(b) An sdditional $1000 of income will be taxable at 35%, so
that the tax will teke $350 of that amount, leaving him net, after tax, $&50, or
65% of such additional income.

II. (a) A man with $100,000 of not income (taxable at from 4% to 59%)
will have a tax to pay of $34,000 (an average rate of 34%). He will have left,
after tax, a net amount of $66,000.

(b) An additional $1000 of income will be taxable at 62%, so
that the tax will take $620 of that amount, leaving him net, after tax, $380, or
38% of such additional income. '

1I1I. (a) A man with $150,000 of net income (taxable at from 4% to
62%) will have a tax to pay of $65,000 (an average rate of 43-1/3%). He will
have left, after tax, a net amount' of $865,000.

(b) An additional $1000 of income will be taxable at 64% so
that the tex will teke $640 of that amount, leaving him net, after tax, $360
or 36% of such additional income.

(¢) Coneidering the $160,000 net income by $50,000 blocks, the

result is as followss
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Het Income ___Average % = Amount $ w'mt
Tirst $50,000 I(a) 19.4% $9,700 80.6% $40,300
Second $50,000 48.6% 24,300 51.4% 25,700
$100,000 II(a) 34.0% 34,000 66.0% 66,000
Third 50,000 62.0% 31,000 38.0% 19,000
$150,000 111(a) 43-1/3% 66,000 56-2/3% 865,000

IV. Considering 4% as the rate of intarut which a reasonably safe
industrial might yield, 6% as the rate for a bond or loan which carried a
reasonable business risk, and higher rates of 8%, 10%, 15% and 20% as the
possible ylelds which might be expected as greater elements of risk might be
involved; then we find the net yields, after the federal income tax (but without
considering state income or other taxes), if these represented additional income
t0 A who already had $50,000 of net income, to B who already had $100,000 of net

income, and to O who already had $1560,000 of net income would be as followe:




Tncome ¢ »
Rate 1 Net Yield
1 To & after _ To B after To O after
t 368 tax 62% tax 64% tax
4% 2.60% 1.62% 1.44%
6% 3.90% 2.28% 2.16%
8% 5.20% . 3.04% 2.88%
10% 6.50% 3.80% 3.60%
15% 9.75% 5.70% ‘ 5.40%
20% 13.00% 7.60% 7.20%

Possibly A might feel that the net ylelds which he could hope for
would be sufficient to justify such investments if conditions were reasonably
satisfactory., B and O could hardly be expected to make investments which in-
volved such buslness risks as would normally call for ﬁ‘j‘. 8% or 10% returns
to meke them attractive investments when B and ¢ would only have 2%, 3% or 4%
net left to themselves from such inveetments.

V. (a) If A, a man who already has $50,000 of net income, is conteme
plating investment of $100,000 in & business which he hopes will yield 10% a
year, he finds that the $10,000 he hopes to receive will be subject to
$3,660 tax so the net yleld to him from his $100,000 investment will be $6,340,
or slightly more than 6%, He may feel that this is sufficient to justify the
investment. |

(b) If B, a man who already has $100,000 of net income, is contenm-
plating investment of $100,000 in a business which he also hopes will yield
10% a year, he finds that the $10,000 he hopes to receive will be subject to

$6,200 tax, 8o the net yield to him will be only $3,800 or less than 45 He
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can hardly feel that such & net return is sufficient to Justify him in making

f_t the investment.
VI. The high surtaxes work out to place excessive penalties on
variations in income from year to year.
' ' (a) A man with $50,000 a year net income pays $9,700. For 2
«  years on $100,000 of income thus received his tax would be $19,400, leaving
to hin a net amount, for the 2 years, of $80,600.

(b) A man with $20,000 net income in one year, on which he has to
pay $2,060 tax; and $80,000 net income in the next year, on which his tax
would be $22,600; would also have $100,000 net income for the two years, but
hie taxes thereon would be $24,660, leaving hin a net amount, for the two years,
of $75,340. Because of the irregularity of his income, he has to pay 27% more
tax than if his income had been received in egqual anocunts in each of the two
YOATEB.

(e) If a man had $50,000 loss in one year and $150,000 of income
in the next, he also would have a net income of $100,000 for the two years,
Jbut hia-tu would be $65,000, leaving him net only $35,000. His tax will be
over 3 times the amount of tax payable on $100,000 realized in equal amounts

each year.
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The Effect of Net Losses Upon Business Investment

Any man considering a new investment will be faced with many possible
conditions which may develop. He must consider poseibilities of success and
posribilities of failure; possibilities of losees in some years and gains in
others. He muet btalance the probability of a final result with gains to out-
welgh losses.

The man who would make & substantial busineses investment is probably
a man who already has a substantial amount of other income. In measuring the
advantages to him of making the investment, he will take into account the net
result of the new venture to him, applying to it the rates which would be applied
to it on top of his other income. Manifestly, unless this will yield to him a
return in addition to his other income which is sufficient to cover the risk, he
would be better off to be contented with his present income and not make the new
investment, or possibly to make the investment in some conservative low-yield
gecurity.

In trying to determine the net result of the business the investor
should take into account the poesibility, or even probability, of having one, two
or three years' losees before the new business could get on ite feet and really
start its earnings. Even after it has reached a point where it can show earn—
ings in good years, he must still consider the possibility of some years of loss
falling in any extended period of years. Of course, if he can feol well assured
of the absence of serious risk in the investment anl the reasonable expectation
of steady income from it, he can make his investment with little regard to pos-
elbility of loes. Only rarely, however, will this condition exist with regard
to any new enterprise.

A mon may consider the results of the investment if he engages in it
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individually (or through a partnership) so there will be no corporation tax to
pay tut only the individual income tax. In that case he can figure the additlon-
al tax he would have to pay on income from the enterprise received in addition to
his other income, and may count on being able to apply losses on the enterprise
in yeare of loss againet his other income, with reduvction of the amount of tax
he would otherwise have to pay.

If, however, he makes an investment through a corporation, then the net
amount remaining to him will be what is left after paying the corporate tax in
any years in which the corporation hae a gain (with no corporate tax to pay in
years of corporate loss) and after paying his individual income tax on any net
profite the corporation distributes to him,

We bave set up certain rather typical examples of how this situation
would work out as to tax and net gain from investments. First, as to a man with
$100,000 of other income, so that any taxes he would have to pay on additional
income would be at a rate of at least 62%; ani second, for a man who had such
income that the average rate of tax he would have to pay on additional income
would be 31%. (This latter computation cannot be related to specific amounts of
income ;L the 31% falls at a point where the gradations between rates are quite
rapid. However, we are Jjustified in making the computation on an assumption that
a man might happen to have this exact rate to pay on additional income, or that
he right be one of a number of men who were participating in the investment so
that he would have an average rate of 31% to pay.)

For convenience of computation, we have assumed earnings of $100,000 a
year in years of profit, with posasibility that there might be a year or years in
which there would be losses of $100,000. (Computations could, of course, be made
ag to fluctuating amounte of income in various years and fluctunting amounte of

possible loes, but the computations are at best so complicated that the simple
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case seems sufficient to illustrate tho tendencies involved.)

For simplicity also we are agsuming that the investor bas a steady in-
come from other sources which does nmot fluotuate from year to year. Perhaps the
real tendency would be for hie other income to be higher in the years when the
new enterprise hod income for distribution, and be lower in years when the new
enterprise was sustaining loss, with the effect, as hereinbefore noted, thatthis
would serve still further to increase the average rates of tax which he would

have to pay.

On these assumpiions we have pet up various examples which in each
case show the resulte for a five-year period:

(A) If the enterprise had steady earnings of
$100,000 a year, with no years of losses;

(B) 1f the enterprise had earnings of $100,000
a year for four yeare of the five-year
period and had one yesr of loss of $100,000;

(C) If the enterprise had three years of earnings
of $100,000 a year, and two years of loss
of $100,000 a year;

(D) If the enterprise had two years of profits of
$100,000 a year and three years of loss of
$100,000 a year each,

Some of these may seem rather extreme figures, but they are by no
means beyond the poseibilities with which an investor may be faced with regard
to a new busineess,

The computations show how this would work out -

I(a) = For an individual conducting the businese
directly.

I1(b) = For an individual who bad the Business
conducted by a corporation under exlsting
provisions whsre taxable income of each
year was computed without deduction for
lossee of another year.

I(e) - For an individual who conducted the business
through a corporation if the net income
of one year was computed after allowance
for deduction of losses of other years.
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As a final computation we have figured what would be the average net
return under the various conditions which would remain to the investor after pay-

ing the income taxes involved -

(1) On the assumption that a $1,000,000 investment
was required to yleld the estimated earninge
(s0 that in years of profit the business would
be earning 10% on ite invested capital); and

(2) On the assumption that a $6500,000 investment wase
was required to yleld the estimated earnings
(so that in years of profit the business would
be earning 20% on ite invested capital).

First, theee are presented on the assumption that the individual has
other income of $100,000, so that on any income from this enterprise he would be
taxed at 62%.

As to computation I(a) if the business were conducted individually,
it is assumed that the losses in any years of loes would have the result of off-
setting $34,000 of tax which the individual would otherwise have to pay on his
$100,000 of other income. |

On computations I(b) and I(c) it is assumed that even though the cor-
poration might have to pay tax on the full amount of income which it earned in
years of profit, it would not be penalized for fallure to distribute earnings
to the extent that it was necessary to apply mich eaminge to offset the losses

of other years.
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Such computations, briefly summarized, show as follows!:

A B C D
5 years Fo Iosses I year 2 years 3 years
I(a) Business conducted by individual loss losses losses
having other income of $100,000 $200,000 $300,000
$100, 000,
Business earmings $100,000 per
year except for losses as
iﬂiﬂﬂtua
H'Bt mﬂimﬂ.-.liijjt'iililjiI $H}DIDGU $3‘U‘D|mﬂ ‘1%.00{] -'slm..'m
ot VaXisrssvnisnssannanstssne 310,000 214,000 118,000 22,000
Hﬂt‘ gﬂinliiiliitilvrivil $1gn'.ﬂm ‘ Eﬁpmn -'$ 15-000 -*1%.@
Average net galn per year.,... $ 38,000 § 17,200 -3 3,600 =§ 24,400
Percentage of earnings
remalning to represent
net gain to investore.e.css. 38% 28,67% ~18%
Average annmuial net return
on capital: ’
(1) on $1,000,000 investment, 3.8% 1.72% - -
(2) On & 500,000 investment, 7. 6% 3,44% - -

There is here, of couree, no inducement for investment if two yearse' losse-

es8 or three years' losses are a probability, as in Columns C and D.

Even an

assumption of one year's loss in five would certainly leave no inducement for
investment of $1,000,000 in such an enterprise. There is practically no induce-
ment for the results in Column B to be obtained on a $500,000 investment.

If the bueiness could reasonably be expected to make 20% a year on a
$500,000 investment, with no years of losses, as in Column A, the poseible 7,6%
return on the inveetment might be sufficient to offset the probability of loss.
There would hardly be sufficlent inducement if it was necessary to make a

$1,000,000 investment to obtain these resulte.
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If, however, sich & business is to be conducted by a corporation, under
the existing law which denies right to apply loeses of one year as deductions from
profite of other years, and all earninge in excess of taxes anl losses are to be
promptly distributed to a stockholder (or to stockholders) taxadble thereon at
62%, such computations briefly summarized show as follows: '

7 ]

: A B C D
I(b) 5 years No loeses 1 year 2 years & years
loes losses losses

Corporation sarnings $100,000 per $100,000 $200,000 $300,000
year except for losses as
indicated.

Net earnings distrituted to stock-
holder taxable ® 62%.

Net earnings.c.cienvvcisnnnnnns $500,000 $300,000 $100,000 -$100,000

Total tax (corporation and indi=-
vidual) 341, 350 211,080 80, 810 33, 000

19,190 ~-$133,000

Hﬂt‘ mn------ttll--o-loul $1EB'EED $Ba-9m

$
$

Average net galn per year...... $ 31,730 § 17,784 3,838 -§ 26,600

Percentage of earnings remaining to
represent net gain to investor.. 31.73% 29,649  19.190%4 -

Average annual net return
on capltal:

(1) on $1,000,000 investment... 3.173% 1.778%  .3838%  ~-.
(2) on § 500,000 investment... 6.346% 3.567%  .7676% -

This gives some variation from the results under Example II1I(a) where
the tusiness is conducted by the individual. In Column C (2 years losses), the
tax would take substantially all the net earnings under I(b) but would not
actually exceed the net earnings as it would under I(a). |

Probably the only basle which would make such an investment reasonable
under these conditions would be the assumptiod that the corporation could each

year earn 204 on its invested capital, with no years of loss.
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If, in computing taxes, losses of one year could be deducted from

profits of other years, a somewhat better result would be shown, but at least
the element of loss due to taxes would be minimized. Making this computation
under the conditions of Example I (b), the results would be as follows!

A B o D
I (c) 6 years Ho losses 1 year 2 years 3 yeaors
loes -+ losses lossges

$100,000 $200,000 $300,000
Corporrtion earnings $100,000 per
year except for losses as
indicated.

Losses deducted in computing tax
on profite

Vet earnings distributed to stock-
holder taxable @ 62%

Net 08rningBessassesesviverarosnns + ++++$600,000 $300,000  $100,000 ~$100,00
Total tax (corporation and individual) 341,350 204,810 68,270 -
Net 2ain,esssvescssssecess 158,650 $ 95,190  $.31,730 -$100,000

Average net gain per HHI'--------'-:--I.-‘ 31,730 LII_.?.DEE $ 61346 -$ 20,000
Percentage of earnings remaining to

represent net gain to investor..... 31.73% 31,73% 31,736 -
Average annmual net return

on capital:

(1) On $1,000,000 investment..... 3.173% 1.903% .635% -

(2) " 500,000 investment..... 6.346 3.807% 1.269% _ =

The results in the first Oolumn A (no losees) remain the same as in
Exemmle I (b) but the poseible return under Columne B and C, while not an induce-
ment in itself, ie substentially better than in I (b). If the Column D situation
should exist, the investor does not have to stand taxes to the Government in

addition to a net loes of the business. 2
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The foregoing Examples I (a), I (b) and I (o) are all on the basis
of results to a stockholder (or stockholders) taxable at 62%.

Ve may assume an individual (or individuals) taxable ® 31%, without
attempting to say exactly where in the tax scale that average result would
come. Also we mey assume that if the businese were individually unnﬂ.unt.ad. any
lossas would result in a tax saving to the individual of 15% of the loss. On
thot baeis, with conditions otherwise the same ms in Examples I (a), I (b) and
I (e¢), we may make the respective computations of II (a), II (b) and II (e).

A B C D

11 (a) 5 years
No losges 1 year 2 years 3 years
loss losses losses
$100,000 $200,000 $300,000

As in Example I (a) except that
individual is taxable & 31%
and losses give tax saving of

15%.
Hot @a8rningB,asec.cvvvseeneaees..oe..$600,000  $300,000 $100,000 =-$100,000
Hat taxl-.{-ittillliilitotiiitiltii“'llsa'.m lﬂgsm Eslma 1?I0m
Not gaiBeuceeesrreenannnss...$346,000  $191,000 $ 37,000 -$117,000
Average net gain per year..s........ .$ 69,000 $ 38,200 § 7,400 =$ 23,400

Percentage of earnings remaining to
represent net galn to investor... 69% 63.67% 3% -

Average anmual net return
on capitals .
(1) On $100,000 investment...... . 6.9% 3.82% 743 -
(2) ™ 600,000 investment....... _13. 7.64%  1.48% -
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A B . D
II (b)se 5 years No losses 1 year 2 years 3 years
loss losses loseas
$100,000 $200,000 §300,000
As in Example I (b) except that
stockholder is taxable ® 31%.
Net 0arningfeseessvesees -cvseeess $600,000  $300,000 $100,000 =-$100,000
Potal $8Xsessescsnnssasansonseseve SELLI0ED 138,540 65,156 33,000
Heb galnieorevssnsnnssves . $288,076  $161,460 § 34,845 -$133,000
Average net gain per year,........ § 57,615 $ 32,202 § 6,969 ~§ 26,600
Percentage of earninge remaining to
represent net gain to investor.. 57.61% 53.82% 34,848 -
Average anmual net return
on capital:
(1) On $1,000,000 investment... 5.762%  3.229% .697% -
(2) " § 500,000 investment...  11.528%  6.458% 1.394% -
II (e)
Ag in Example I (c) except that _
stockholder is taxable ® 31%. ;
Net @APNINEB, seesrrrnreerersrranss .. $500,000  $300,000  $100,000 ~$100,000
Total tAXiecivsssars i ssrsabanasgsss 211.935 12?|155 13.335 -
Net ZBIN,assenceenerassanes .$288,075  $172,845 § 57,615 -$100,000
Percentage of earnings remaining to .
represent net gain to investor,.....  57.61% 57.61% 57.61% -
Average annual net return on
capitali
(1) On $1,000,000 investment ......... 5.762% 2.457%  1.155% -
(2) On $§ 500,000 investment ........ o 11.5 6.914%  2.311% s
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Only a brief review of these is necessary to show how mich more of
an inducerent for investment is offered to the man taxable at 31% than is offered

to the man taxable at 62%.

Adrittedly, the computations here made deal with certaln special
gituations which are adopted as assumptions for these computations. The results,
however, are generally represontative of the tendencies which exist in the present
law, as will appear from even more extended computations of this kind which can
be nade.

While it is not perhaps the ordinary contemplation that a singke in-
vestor will make the complete investment of $500,000 or $1,000,000 for financing
an enterprise of this kind, computations made in this way will show the same
tendencies as would face an investor if he were contemplating putting in only

a part of the total amount, with the balance to be supplied by others.



No. 1. BSubdbstitute for the eorporetion income tax ﬂ F
applicable to eorporstions with net imoomes of over §885,000.
flat rats of 184. '
Leave corporetions with met incomes of under $25,000.
subject to the rates provided for in existing law,

Bo. 2. Allow corporations a three yesar carry-over of
net losses, excluding capital losses.

No. 3. Repeal the $2,000. limitation on the deductionm
by corporations of capitel met losses from other income, inséfar as
suweh losses result from assets held over 18 months.

FMo. 4. Allow a corporation to increase its declared value
for eapital stock tax purposes for the fiscal years ending Jume 30, 193 ,
and June 30, 1940, but do mot permit them to decrease such valus for such
Years.

Estimates of revenus for the calendar p-:!-ﬂlll Junder such a

plan.
’ Gains from (1) #59,000, 000, .
Losses from (2) and (3) 83,000,000,
Losses from (4) | —3,800,000.

ot gain 2,500,000,




No. 1. Substitute for the corparation income tax applicable to corpora-
tions with net incomes of over $25,000. a flat rate of 18¢%.

Leave coarporations with net inoomes of under §25,000. subject to the rates
provided for in existing law.

No. 2. Allow corporations a three year carry-over of net losses, excluding
capital losses.

No. 3. Repeal the §$2,000. limitation on the deduction by corporations of
capi tﬁmm:ummm,m“mm“luﬂhhnlmmw
over months.

No. 4e Allow a corporation to inorease its declared wvalue for capital stock
tax purposes for the fiscal years ending June 30, 1939, and June 30, 1940, but do not

permit them to e such value for such years.
Estimates of revenue for the calendar year 1939 under such a plang
Gains from (1) $59,000,000.
losses from (2) and (3) 53,000,000,
Losses from (4) 3,500,000,

Net gain 2,500,000,




capital net losses from the
This w1l prevent corpora-

spply as
months or less.
to reduce their ordinary inoome. Unless this
on shart-term capital losses applied to

tation
formation of personal holding companies and the

speculative losses.

will
held 18
losses

tal stock value
loss of revenus
stock tax to be
dollars.

Therefore, to avold any loss of revenue
that for the fiscal years ending June 30, 1939, and
their capl
slight
capital
million

tion to declare a value for capltal stock tax
sach year.
be permi
This
because
wll

that loss in revemme would result, especially with those
s ending shortly after the close of the capital steck
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BOARD OF GOVERNORS f?

OF THE
FEDERAL RESERVE SYSTEM

WABHINDTON

OFFICE OF THE ODHAIRMAN

April 11, 1941.

My dear Mr. President: -

In response to your request, I have gone over the Currie tax
memorandum which you gave me, The memorandum herewith attached was
prepared in consultation with Dr. Currie, Dr, Hansen, and staff members.

I wish particularly to call attention to the mein points stressed,
as follows:

1, blic C bt elt d
A hudgat defiuit of $13 billions, with existing tax system,
is indicated for fiscal year 1942. The public will be much concerned un-
lese this gap is closed by a substantial emount, With respect to infla-
tion, specific price control measures are of primary importance, but the
public will not be reassured without substantial tax increases,

2. War Profits and Labor Trouble

Corporate profits in 1941 will rise rapidly. Unless these
profits (mainly incident to defense expenditures) are taxed away, labor
demands are almost certain to get out of hand. Without an honest program
to take the profites out of war, we cannot hope for socisl and labor stabil-
ity. :

3. essive Taxes as

Interested groups are pressing for a sales tax, If corpora-
tions are allowed large profits and sales taxes are imposed, inflammatory
labor disturbances will be fed from two sources: (1) large corporate
profits, and (2) rising labor costs.

4, Corporate Profits 8 =) e T
Excess defense profits must be taxed away. But this is not
enough, Everyone above a basic minimum income must contribute to defense.
Only by broadening the income tax base and raising the normal rate can we
head off a regressive sales tax,

5. Xleld
The proposals made will yield about $2.5 billions additional

revenue for fiscal 1942, The memorandum also calls attention to the
prodigious yileld of a strong excess profits tax when the national income
reaches $100 billions. It is not only the most equitable tax, but it is

also a great revenue producer.

The Honorable, M, S. Ecoles
The President,of the United States, A

The White House.




April 11, 19l

A TAX PROGRAM

Excess Profits Tax - The present statute, falling far short of the in-
tention stated In your message of July 1, 1940, "to see that a few do not gain from
the sacrifices of the meny" in the task of arming for national defense, should be
drastically revised, Labor can not well be asked to moderate its demands if em-
ployers ere permitted to retein huge profits. After paying taxes refleoting in-
creases already made end in prospect, many individuels will have less money left
than they hed before the defense progrem got under way, while corporate earnings ‘
after taxes are sharply higher and many corporations are meking more money than |
they have ever made before. In contrast to individual earnings, these corporate
earnings escape the full force of the individual surtaxes because they may be re= .
tained without penalty., An effective excess profits tax is the best wey to make |
them bear their falr share of the tax load.

Specific Proposal = Fix the excess profits base at not more than 10
per cent or less then © per cent on invested capital, the exaot figure within
these limits to be determined by past earnings experience. Eliminate borrowed
capital from the statutory invested capitel base. Retain the present specific
exemption of $5,000. On excess profits over this exemption, levy rates as

follows:
(Per cent)
First $20,000
Between $20,000 & 45,000 50
over §45,000 75

Reteln the provisions of the present law allowing personal service corporations
to escape excess profits tex if stockholders are taxed on their appropriate share
of corporate earnings under the individual income tax.

An alternative plan would be to establish a uniform excess profits base
of 6 per cent return on invested capital. A tex rate of 10 per cent might be
epplied to earnings between 6 and 7 per cent of invested capital; a rate of 20
per cent to earnings between 7 and 8 per cent; end the same scele of graduation
continued until a rate of 100 per cent would apply to earnings in excess of 15 per
cent on invested capitals. A modification of this plan, beginning the rates at a
level somewhat higher than 10 per cent and fixing a meximum rate of somewhet less
than 100 per cent, might meet the objections that the schedule of rates first
outlined would produce relatively large differences in taxes for corporations with
relatively small differences in earnings, that fiscal productiveness would be impaired
by a schedule taxing the very large volume of earnings between & and 8 per cent on
invested capltel at relatively low rates, and that a 100 per cent rate would deprive
business of any incentive for efficient management.

Normal Corporation Income Tax -~ The maximum rate of normal corporation
income tex should be inoreased Irom 25} to 30 per cent, a step generally antiecli-
pated and already reflected in corporate policy.

Personal Income Tex = This is the most equitable of all taxes and

should be made the Dackbone of our tax structure. Up to now, however, we have
falled to make as full use of the personal income tax as other demooratic countries
heave done, with the result that it yilelds only about 20 per cent of total Federal
revemue. FPressures on the Congressional Committees have resulted in an income
statute shot through with inconsistencies, inequities and immunities for minority

groups of taxpayers.
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Specific Proposal =~

(e) Disallow the personal exemption and credit for dependents for pur=-
poses of surtax, Present practice emounts to granting a subsidy that increases
in value as income increases.

(b) Tax the incomes of husbands and wives es & single income. The
privilege of filing separate returns is a tax-avoidance device that in practice is
veluable only to wealthy couples, and practically all wealthy couples make use of
it. Professional services of a high order at the Govermment's disposel are ade=
quate to remove the legal obstacles to this proposal if the use of those services
is not blocked by objectors whose opposition rests basically on political cone
servativism rather’ thah on legal grounds,

(6) Lower the surtex exemption to $3,000 and increase surtex rates.

(d) Increase the normal tax rate from l, to 8 per cent, The comparable
British rate is now 32 1/2 per cent. Lower personal exemptions for married persons
from $2,000 to $1,600. This exemption should not logically be more than double
the present exemption for single persons of $800. Recognizing all the disadventages
of sharply increasing taxes on large mumbers of comperatively low-income citizens,
it now seems imperative to increase the number of citizens participating by the
payment of direct taxes in the financing of the defense program.

Estate and Gift Texes = On June 19, 1935, you said "The transmission
from generation to generation of vast fortunes by will, inheritance or gift, is
not consistent with the ideals and sentiments of the Americen people. Such
inherited economic power is as inconsistent with the ideals of this gemeration
as inherited political power waes inconsistent with the ideals of the generation
which established our govermment." The task of bringing lew into conformity with
popular ideals, begun in the Revenue Act of 1935, ought to be finished now.

l. Establish a single schedule of rates appliceble to the cumuletive
totel of gifts during 1ife plus estate passing at death. Under present practice,
gifts subject to tax in the lowest brackets of the pgift tex can be used as e means
of avoiding taxes in the highest brackets of the estate tax. Great accumulations,
of weelth can be transmitted by gift as well as by bequest, and s consistent
public policy would tax both types of transfer at the seme effective rates. But
1f 1t were thought desirable to leave an incentive for the making of gifts, the
total tex assessed on a gift might be arbitrarily reduced by ten per cent from
the tax assessed on a transfer of the same emount made at death. Raise the now
unduly low retes_applicable to estates under $10 million,

2. TFor the present exemptions of §,,0,000 under the gift taex, $L0,000
general under the estate tex, and »000 insurance under the estate tex == a
total of $120,000 =-- substitute a single exemption of $25,000, applicable to

- insuraence proceeds or property in any other form.

3« Limit the right to make tax-exempt gifts and bequests to educational
and charitable institutions either by limiting the smount of such transfers or by
requiring the glft or bequest to be certified as truly in the public interest
by qualified expert opinion. Such transfers often merely reflect the whims of

the donor and serve no useful public purpose.
L, Broaden the legal concept of "gifts" and "transfer at death" to

include all transfers of property that transmit weaelth from one generation to
the I:I.Exta




Revenue Yield - The yield of these proposals in the calendar year 1942
may be roughly estimated as follows:

(Millions of dollars) ;

1, Excess profits tax revisions 800

2, Normal corporation tax 600
3. Individual income tax: 1/

(a) Disallow credits against surtax 200

(b) Tax incomes of couples as single income 200

(¢) Reise surtax rates and lower exemption 250

(d) Raise normal tex rates end lower exemptions 500

4, Estate and gift tex 2/ —

2,550

With a national income of $100 billion, the proposed changes in the
excess profits tex would result in an addition of $1,750 to the yield of the
present lew or a totel revemue from excess profits tax of $3,500 million,

1/ In the estimates of individual income tax yields, full account has been
taken of the effect of increased corporate taxation on dividends.

2/ Because of the long lag in collections, no appreciable yield is to be
expected in calendar 1942, but about $500 in revenue would be
realized in 1943 and subsequent years.
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§
THE SECRETARY OF THE TREASURY gﬁ i

WABHINGTON

April 11, 1941,

MEMORANDUM FOR THE PRESIDENT:

Public Debt Act of 1941, I expressed the hope that two-thirds
by
thuathnronn—thirdbeﬂnlm&dthroughbomingm If this
is tobeucolpusheditﬁnhmuurytomtltthu
session of Congress a tax bill yielding an additional $3.5
billion per year.
Estimated expenditures for fiscal 1942 . . $19,000 million
f} Tlo—'bh:i:dsﬁi‘axpenditms-....-.- H,%?ﬂﬂian
Estimated net revenue fiscal 1942 . . . 9,223 million

-Balance to be raised by new taxes . . . 35444 million

Testifying before the Senate Finance Committee on the ‘

The attached schedule presents a suggested plan for raising
approximately $3.5 billion. This amownt represents new tax
liabilities which would acerue during the fiscal year of 1942,
However, because of the lag in collections in the case of income,
excess profits and estate taxes, the actual collections in fiscal
1942 w11l be substantially less than the total of $3.5 billion.
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Tax changes aggregating approximately an additional $3,600 million of revenus 1/

3o iEstimated increase
Eas ! i Efn millions)

Individual income t $1,517.1
Increase surtax rates, adopting attached schedule (with defense tax)
Estate and gift taxes 353.0

Estate tax 8t (1) reduce exemption to $25,000;

Ie; adopt attached estate tax rate schedule (with defense tax)
(3) reduce insurance exclusion to $25,000

Gift tax c st (1) reduce exemption to $25,000;

tEj inecrease the gift tax rates to three-fourths the rates

in the estate tax schedule "

Corporation taxes 933.5
ilj Surtax on normal tax net income, 6% 533.5

(2) Excess profite tax: Reduce the average earnings credit
from 95 to 75 percent and the invested capital credit

from & to 6 percent 400.0
Tobacco 200.8
Cigarettes: Additional 75 cents per 1,000 125.2
Cigars, tobacco and snuff: Double rates 75.6
Other excise taxes 1,056.0
Gasoline, 2 cents per gallon additional 400,0
Soft drinks, 1 cent a bottle and equivalents 132.5
Automobiles, parte and accessories, double rates T8.3 |
Check tax, 2 cents per check 56.0 |
Admiesions, reduce exemptions from 20 eents to 9 cents 55.0
Jewelry, 10 percent of retail sale price 0.0

Tires and tubes, increase rates from 2% and 4% cents to 5 and 9 cents 35
Telephone, telegraph, cable, etc., lower exemptione and increase

rates 37.0
Telephone bill, 5 percent 30.0
Passenger transportation, 5 percent of amount paid 30.0 ‘
Candy, chewing gum, 5 percent 20.0
Furs, 10 percent of retail sele price 15,0
Photograchic apparatus, etec., 10 percent 13.0
Toilet preperatione, revise basis 12.0
Clocks, watches, etc., 10 percent 11.0
Club dues, initiation fees, lower exemptions and redefine base 9.5
Mechanical refrigerators, increase rate from 5% to 10 percent 9,0
Matches, 2 cents per 1,000 8.0
Cabarets, change base and impose occupational tax 15
Dentifrices, tollet soap, etc., 5 percent E.E
Sporting goods, 10 percent 5
Radio sets and varts, increase rate from 53 to 10 percent 5.0
Musical instruments, 10 percent 5.0
Bowling alleyse, $15 per alley, billiard or pool table E.D
Trunks, suitcases and other luggage, 10 percent .0
Pleying cards, increase rate from 11 to 15 cents 2.0
Safe deposit boxes, increase from 11 to 20 percent 2.0
Phonogrephs and phonograph records, 10 percent 2.0

Summation of iteme ( ] E.EEG.E
Less: Allowance for interrelated tax bases (approximate Q.
Total 3,600, 0
Mreasury Department, Division of Tax Research April 10, 1941

_.f_\.f, Estimates for individusl income taxes are on basis of calendar year 1G4l levels of
income; all other estimates are at business levels estimated for the fiscal year 1942,
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Individnal surtax rate schednle

Burtax net income 1 [
Bracket rate Total surtax
{I: MI H:' : (percent) : cusulative
$ 0= 2 11 $ 220
2~ & 1% 500
4} - 6 16 820
b - g 19 1,200
8 - 10 21 1,620

10- 12 23 2,080

12 - Ih 25 2.5”'

- 16 27 3,120

16 - 1B 29 a.m

18- 20 31 +320

®: 8 : i

2- 26 3 6,

26 - 32 Eg 8,760

R 45 137580

E . g ug E.sﬁo

. ® 2 5.0

g0 - '

90 - uﬁ’g Z?. %,oﬁo
100 = 150 62 »060
B2 6 -
B & i
:’.’2 - 500 70 zm.
500 - 1,000 72 70,

1,000 - 2,000 q 1,400,560
2,000 - 5,000 7 3,620,
Over = 5,000 75 -

Treasury Department, Division of Tax Research March 31, 1981
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Oomparison of surtax rate schedules under
present law and proposal

Surtax net 1 Bracket rate H Total surtax
income 1 H8r'C 3
($000) 1 I 3 ¥
$ 0= 2 -
2 - 4 -
T 6 4
6 - 8 6 19
g - 10 8 21 360 1 Gaa
10 - 12 10 23 560 2,080
12- 14 12 25 800 2,580
M- 16 15 27 1,100 3,120
16 -« 18 18 29 1,460 E.'mu
0. = A 3 2360 1’360
- 2 3 2, 980
22 - 26 27 32 3.3:«: G.Eeo
26 - 32 30 Eg 5,240 u.rso
32 - EE 32 7.220 11,280
aﬁ - EO l"j' 9-380 z
- gg ug 11,780 16,860
0 - Ll 51 16,180 21,960
- 70 47 54 20,880 27,360
70 - 80 50 57 25,880 33,060
80 - 90 53 9 31,180 ag,g&o
90 - 100 56 1 35.?50 ,060
100 - 150 8 62 65,780 76,060
150 = 200 Eﬁ 95,780 107,560
200 - 250 62 " 126.75& 139,560
250 - E: 6l 66 158,780 172,560
an - 66 68 224,780 240,560
- 500 68 70 2,780 E;g.ﬁio
500 - T50 ?D 72 7+780 »560
750 = 1,000 12 647,780 670,560
I.ODD - 2,000 Ta Tﬁ 1:37711?30 1 lml5&)
2,000 - 5,000 7 3,597,780 3,620,560
Over - 5,000 - -
Treasury Department, Division of Tax Research March 31, 1941
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Comparison of present and proposed individual income taxes
on net incomes of selected sizes 1/

Married person = no dependents

l t Increase in tax
befors : Amount of tax 3/ Effective rates, . aor proposal

personal 3 Present | Proposal ’F‘““'“Prnpnnl’ Raoent l Yorosnt
w

exemption 2/ law 1 la
2,500 § 11 § 712 U4 a.aﬁ $ 61 554, 5%
E.nm 31 152 1.0 5ol 121 390,3
,000 70 312 1.8 7.8 2y2 31+5 7
5,000 110 506 2.2 10,1 396 360
6,000 150 700 2.5 b 550 366.7
8,000 317 1,131 14.1 814 25648
10,000 528 1,628 2 16.3 1,100 208.3
12,500 858 2,316 a 18,5 1,458 169.9
15,000 1,258 3.073 20.5 1,81 44,3 |
20,000 2,336 , 800 11.7 24,0 2, 1a5.2 |
25,000 843 6,824 15.4 27.3 2,981 y i |
50,000 1l,128 19,540 28.3 32.1 5,412 38.3
15,000 27,768 35.127 7.0 .8 1,359 26.5
100,000 43,476 EG 3.5 5 8,998 20.7
500,000 330.156 346,122 6640 9.2 15,966 4.8 ‘
1,000,000 717,5 738, ‘086  71.8 73.8 20,502 2.9
E'WD'Im 3.916|5l"s 3!93?!05‘0 73'3 TE"T ml‘ﬁoa '5
Treasury Department, Division of Tax Research April 9, 1941

1/ Under the proposal the attached surtax rate schedule is substituted for
the present scheduls.

2/ Maximum earned income assumed.

3/ Includes 10 percent defense tax.




Estate tax rate schedule

Net estate after !

H
Cumulative
specific exemption ! Bracket rate :
(in thousands ¢ (Percent) : tax on h:‘h"
of dollars) $ ! o
$ o0-% 5 4 $ 200
5 - 10 & 600
10 - 20 12 1,800
20 - Eg 16 3,400
ag - - 20 5,400
- 60 23 10,000
60 - 80 26 15,200
g0 - 100 29 21,000
100 - 150 32 37,000
150 - 200 35 54, 500
200 - 250 ] 73,500
250 - 300 1 » 000
300 - 500 g 182,000
500 - 1,000 47 417,000
1,000 - 2,000 Lg 07,000
E.Dﬁﬂ = Erm 51 1- 1?lm
arm i tum 53 1- 7.@
,000 - g.nm 55 2,497,000 |
5-000 -~ ,mu 5? 3-06?rm ‘
6luﬂ'D = ?lmﬂ 59 E-GST-W
7,000 - 8,000 61 ,267,000
8,000 - 9,000 63 4,897,000
gl{m - 10,000 55 51 ?lm
10,000 - 20,000 67 12,247,000
20,000 - 50,000 69 32,947,000
Over - 50,000 70 -

"’I'Lrulu.rr Department, Division of Tax ‘Hesearch April 9, 1901




G/~ s

Proposed estate tax rates compared with
Present estate tax rates

Net estate after :__ Proposed rates 1/ !
specific exemption: ! Cusulative 1@ t Cumulative
(1n thousands =1 5ooK®® a8, ) on nigneriBTOCKet Tate, N her
r dollars) i (percent) L smount 3 (percent) \

amount
$ 0-% 5 4 $ 200 2 $ 100
6 - 10 8 600 2 200
10 - 20 12 1,800 4 600
20 - 30 16 3,400 6 1,200
30 - 40 0 5,400 8 2,000
40 - 80 23 10,000 10 - 12 4,200
60 - 80 268 15,200 12 - 14 8,800
80 - 100 29 21,000 14 9,600
100 - 160 32 37,000 17 18,100
150 - 200 36 54,500 iy 26,600
200 - 250 38 73,600 20 36, 600
260 - 300 41 94,000 20 46,8600
300 - 500 4k 182,000 20 - 23 89,600
600 - 1,000 47 417,000 23 - 29 222,600
1,000 - 2,000 49 807,000 32 - 36 557,600
2,000 - 3,000 51 1,417,000 38 = 41 952,600
3,000 - 4,000 63 1,947,000 44 - 47 1,407,600
4,000 - 5,000 55 2,497,000 50 - 63 1,922,600
5,000 - 6,000 67 3,067,000 66 2,482,600
6,000 - 7,000 59 3,657,000 59 3,072,800 ~
7,000 - 8,000 61 4,267,000 61 3,682,600 |
8,000 - 9,000 63 4,897,000 63 4,312,600 |
9,000 - 10,000 65 5,547,000 65 4,962, 600 |
10,000 - 20,000 67 12,247,000 67 11,662,600
20,000 - 50,000 69 32,947,000 69 32,362, 600
Over 50,000 70 - 70 -
Treasury Department, Division of Tax Research April 9, 1941

1/ Exclusive of temnorary defense tax.
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Comparison of proposed estate tax with present estate
tax on net estates (before exemption) of selected

:

Hoet estate:

Rfective rate Increase in tax
Percent

Amount of tax 3/

Amount

tPresent:
i law Ih-npoul

t Proposal

Present
_Aav

before
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Treasury Department, Division of Tax Research

», 000

schedule and the specific exemption is reduced from

»000.

present

to $25

1/ Under the proposal the attached rate schedule is substituted for the

Includes 10 percent defense tax.

2/




Gasoline
Soft driaks
Auntomobiles

Check tax
Adnissions
Jewelry

Tires and tubes

Telephone, telegraph,
cable, sto.

Telephone bill

Passenger transportation

Candy, Chewing gum
Jurs

Photographic
apparatus, etc.
Toilet preparations

Clocks, watches, etc,
Cludb dues,
initiation fees

Mechanical refrigerators
Matches -
Cabarets

Dentifrices,
tollet soap, etec.
SBporting goods
Badio sets and parts
Musical instrumentd
Bowling alleys
Trunks, suitcases and
other luggage
Playing ocards
Safe deposit boxes
Phonographs and
phonograph records

Qther excise taxes

Increase rate 2 cents per gallon
additional

1 cent per bottle with equivalent taxes
on unbottled drinks and fountain syrups
Increase rates on automobiles, etc., from
34 to 7 percent and on parts or accesso-
ries from 2§ to 5 percent

Re-enact the 2-cent tax, Act of 1932
Reduce sxemption from 20 cents to 9 cents
10 percent of retail sale price

Increase rates from 2§ and 4% cents to

5 and 9 cents

Lower exemptions and increase rates
Impose 5% tax on amount paid

5 percent of the amount paid

5 perceat

10 percent of retail sale price

10 percent
Increases rate and revise basis for
sale price
10 percent

Tax amounts in excess of §10 per year
and extend scope of tax

Increase rate from 5% to 10 percent

2 cents per 1,000

Change rate to 4 percent of amount paid
for refreshments, etc., and impose tax
on operators

5 percent

10 percent

Increase rate from 5% to 10 percent

10 percent

$15 for each alley, billiard or pool table
10 percent

Increase rate from 11 to 15 cents

Increase rate from 11 to 20 percent

10 percent
Total

15

Estimated
increase
(In millions)

%00.0
132.5

78.3

56.0
55.0
50.0

43.5

37.0
30.0
30.0
20.0
15.0

13.0

12.0
11.0

9.5

9.0
] 8.0

Te5
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Treasury

Department, Division of Tax Research

April 10, 1941




INDIVIDUAL INCOME TAX RATES
1940 AND PROPOSAL

Combined Normal and Surtax Rates

PERCENT PERCENT
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EFFECTIVE INDIVIDUAL INCOME TAX RATES WITH DEFENSE TAX

Married Person, No Dependents

PERCENT PERCENT
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ESTATE TAX RATES, WITHOUT DEFENSE TAX

Bracket Rates
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WASHINGTON

May 12, 1941.

MRMORANDUM FOR THE PRESIDENT:

Re: Tax Testimony of Eccles and
Henderson.

The reaction to this testimony
has been almost uniformly favorable.
I am sorry, however, that Secretary
Morgenthau has taken affront. I asked
Minton to speak to Doughton as he
knew him personally, and I thought
that the matter could then be handled
more informally. Unfortunately, under
pressure, Doughton apparently acknow-
ledged that the suggestion had emanated
from the White House. I think the
whole episode illustrates the possible
usefulness of the proposed Fiscal-
Monetary Advisory Committee, though
probably the present 1s not an auspicious
time to inaugurate it.

f"i..zc:.\_._‘.
uchlin Currie
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The statement calls for putting a ceiling on the average
earnings exemption basis of 10 percent of invested capital and
for lowering the other exemption option from the existing
8 percent of invested capital to 4 percent. Rates, to be
graduated in accordance with the rate of return rather than the
exlsting absolute amount of excess profits, are not specified.
A possible alternative mentioned is the reimposition of the
undistributed profits tax. ({l/

F_STA

Comments

1. ©Suggest deletion of sentence on page 12, reading,
"It should be possible to raise the desired revenue with a lower
rate scale on the average than under the present law because
of the larger amount of profits that will be subject to tax",
as this may convey the impression that no revenue over and above
that ylelded by the present law is desired.

2.  Question the desirability of subjecting any profits
below /4 percent on invested capital to an "excess" profits tax.
Page 11, .

3. Statement is completely silent on rates in mind and
revenues anticipated. These were supplied for the other parts
of the Treasury program and the Committee will doubtless expect
them in this case.

4. Statement proposes shifting the basis for graduating
the tax from an absolute earnings basis to a rate of return basis.
Thus smaller semi-service corporations earning a high rate of
return will be doubly hit: (a) by the sition of a ceiling of
10 percent on average past earnings and (b) by being subject to
the higher tax brackets. This might be met in part by raising
the exemption from $5,000 to $10,000 or $15,000.

5. OStatement is confined to excess profits tax. It would
be desirable to have the Treasury suggest shifting the emphasis
from consumer non-durable excise taxes to consumer durable excise
taxes. (The reaction to the Eccles-Henderson proposals along
these lines was very favorable.)
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July 9, 1941

MEMORANDUM FOR

THE SECRETARY OF THE TREASURY

I am ready to make a strong statement to
Congress on the tax bill whenever you think the
time is appropriate. I would lay particular
emphaslis on the excess profits tax.

Will you consider also the means which I

should employ to give expression to this matter.

F.D.R.
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fwgé! SECRETARY OF THE TREASURY

WASHINGTON

July 10, 1941

My dear Mr. President:

I am simply delighted at receiving your
memorandum of July 9, and learning that you are
prepared "to make a strong statement to Congress
on the tax bill".

In the light of this memorandum, I asked
Speaker Rayburn's advice, in strictest confidence,
as to how he thought we had better proceed. He
informed me that the Ways and Means Committee will
not report out the tax bill until a week from Tues-
dai. Both the Speaker and I feel that before you
make any statement, it would be golitic to send for

Bob Doughton, Jere Cooper, John Sullivan and me, and

‘review the whole matter.

Not later than Monday, I will have in your
hands the pros and cons of the excess profits pro-
visions of the bill as it is now written.

I am sending you herewith a summary that I
have had prepared for myself on the status of the
tax bill. You might like to glance through this.

Yours sincerely,

Moh =7

The President,

The White House.

A e e e naI




July 8, 1941

MEMORANDUM FOR THE SECRETARY
From: Mr. Blough
Subject: Status of the Revenue Bill of 1941,

History

Congressional action on the measure might be said
to have begun with the conference with congressional
leaders in Secretarg Mbr%enthau‘s office, Thursday,
April 17. The Hearings before the Ways and Means Com-
mittee began with a statement by the Secretary on
Thursday, April 24, followed by a more detailed state-
ment by Mr. Sullivan. The Treasury was again heard on
Monday, Mh{ 19, when Mr. Sullivan presented the Treasury
recommendations on the excess profits tax. The public
hearings were concluded Wednesday, May 28, and the
executive sessions of the Committee began Monday, June 2.
A tentativel% adopted measure was turned over to the bill
drafters on Wednesday, July 2. It is not likely that the
bill will be ready for further action by the Committee
before Monday, July 21.

Summary of bill as tentatively adopted
_y%aa and Means Committee

The additional revenue from the measure for the
first full year of operation is estimated at $3,502.1
million. Changes are made in individual and corporation
income taxes, excess profits tax, capital stock tax,
estate and gift taxes, and numerous excise and miscellan-
eous taxes. :

Personal income tax

Existing personal exemptions are retained. Com-
pulsory filing of joint returns by husbands and wives
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is provided. Surtax rates begin at 5 percent on the

first dollar of income above exemptions and are much

higher than at present. The additional annual yield from
individual income taxes is estimated to be $1,154.5 million.

Corporation taxes

An additional corporation income tax in the form
of a surtax is imposed at rates of 5 percent on the
first $25,000 of net income and 6 percent on the balance.
The existing plan of excess profits tax was retained with
the following modifications?

The excess profits tax is computed with-
out deducting the income tax and is deducted
in computing the income tax;

The percent on invested capital allowed as
a credit is reduced from 8 percent to 7 percent
for invested capitel in excess of $5,000,000.
New capital is included in invested capital at
125 percent;

Rates of tax are increased by 10 percentage
points, and a sgecial tax of 10 percent is placed
on the amount of current profits in excess of the
average earnings credit and not exceeding the .
invested capital credit.

The increased revenue from corporation income and
excess profits taxes is estimated at $1,384.0 million,

Capital stock tax

The rate of the capital stock tax is increased
from $1.10 to $1.25 ger $1,000 declared value of capital
stgik. The estimated additional revenue is $12.5
million.




Estate and gift taxes

The existing estate and gift tax exemptions are
retained and the rates increased. The estate tax rates
be%in at 3 garcant instead of the present 2 percent.
Gift tax rates are correspondingly increased to equal
three-fourths of the eatage tax rates. The estimated
additional revenue is $102.6 million from the estate
tax and $11.1 million from the gift tax.

Excise and miscellaneous taxes

Excise taxes are increased on numerous items and
imposed for the first time on other items, as indicated
on the attached detailed lists. The additional revenue
from such taxes is estimated at $887.4 million.

Differences of bill from Treasury
~ recommendations

In its general structure and in a large number of
details the measure in its present form fellows the
recommendations of the Treasury Department. However,
it differs from the recommendations of the Treasury
Department in a number of respects, chief of which are
the following:

(1) Additional individual income taxes are lower
than asked for by the Treasury, surtax rates bein
lower then in the Treasury pr;gusal on the first %12,000
of income. A married couple without dependents and with
$5,000 net income would pay $506 under the Treasury
proposal and $308 under the schedule adopted by the
Committee.

(2) The Treasury Department made no recommenda-
tion regarding joint returns of husbands and wives.

(8) The Committee rejected the Treasury excess
profits tax plan and voted not to tax excess profits
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except when they were greater than the profits received
during the base period. For most of the profits subject
to the tax the rates adopted are much higher than were
recommended by the Treasury. The total increased revenue
from corporations is exﬁacted to be substantially greater
than was asked for by the Treasury. :

(4) The Treasury opposed increasing the capital
stock tax.

(5) The Treasury grngnsaﬂ lowering the exemgtions
under the estate and gift taxes from $40,000 to $25,000
and proposed substantially higher rates so that the yield
of those taxes would be increased by approximately $347.2
millign, instead of by the $113.7 million provided by the
Committee.

(6) The Committee rejected the Treasury proposals
to increase the excise taxes on beer, tobacco, and gasoline.
It refused to impose the recommended tax on bank checks.
It imposed a $5 annual use tax on automobiles, yachts and
airplanes, which was opposed by the Treasury. It adopted
the original Treasury prngosal to double the excise tax
rates on passenger automobiles, voting not to adopt the
revised proposal to increase the tax to 15 percent. The
rates adopted on soft drinks are one-sixth of those pro-
posed by the Treasury. The Committee imposed a number of
other excise taxes not recommended by the Treasury, but
not opposed by the Treasury.




July 14, 1941

o

My dear Mr. President:

I am enclosing herewith a,draft of
e memorandum which we have preparea in the
Treasury.

I have sent copies, in strict con-
fidence, to Chairman Eccles, lir. Sidney
Hillman, Mr. Lauchlin Currie, Mr. Lubin and
lir. Henderson. They are coming to my of-
fice, at 8:30 tomorrow morning, to give me
the benefit of their suggestions and criti-
cisms. Therefore, when I see you at 11
o'clock, I will give you a second draft
which will incorporate wherever possible
the suggestions of these men.

Yours sincerely,

The President,
The White House.

2 .THE SECRETARY OF THE TREASURY / e.s
wIL’ WASHINGTON ﬁy
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II, Comments on the Tax Bill

It is important that the yield of the tax bill
shall not fall below the $3.5 billien level. In
fact, it is apparent from the size of the lpprupriittnnl
and the pressures of consumer purchasing power on
prices that tlxil even biyand this amount will hirt to
be raised not later than next 7|ir.

In formulating the exclse tax program an 1lpurtnni
consideration should be to divert the demand of pro-
ducers and consumers for scarce commodities which com—
pete with the dir;nln program, Thus the tax on passenger
automobiles might well be made much higher than the
7 percent adopted by the Committee, The production of
pnluungif nutn-ubilil Iili undoubtedly have to be greatly
restricted, It would be extremely diffiocult to prevent
price rises on ocars sold by some retailers or the
setting ﬁp of a "black market" in new and ulightly used
cars, It 1s probable that the excise tax will in large
part oome out of windfall prefits which otherwise would
be secured by profiteers in automobliles, rather thanm
being passed nﬁ in full in higher prices,

Automobiles are mentioned beoause they are perhaps
$he most important example, Other ocommodities which
may be in the same ocategory should be examined to
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determine whether an exoise should be imposed and if
80, whether it should be on the final produect or on

a soarce material entering into the product. Through
such taxes the demands for the most scarce commodities
and the large windfall profits which may be made by
those evading price control would be reduced.

A basio revision of the excess profits tax plan
is aleo 1!51 desirable. In some respects the excess
profits tax plan tentatively adopted by the Committee
ia an improvement over the present excess profits tax.
The revenue will be much larger although to a consider-
able extent this is due merely to higher rates. BSome
of the larger defense industries with low rates of
return in the base years will pay excess profits tax,
whereas they are now exempt.

However, the excess prnfiti ;II plan fails to
correet one fundamental weakness of the present law.
It exempts from the tax profits in excess of a reason-
able return on invested ocapital unless those profits
are also in excess of the profits of the base period

years.
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Substantial numbers of ocompanies make large
earnings. A study by the Treasury Department shows
that one out of five profit-making corperations with
assets of §1 million and over averaged more than 10
percent net income on their reported equity capital
during the years 1935 to 193% and that one out of
25 companies averaged more than 30 peroent,

The manner in which the present law and the
Committee's tentative plan exempt important amounts
of excess profits 1s shown in the follewing examples.

After paying all taxes an automebile company
made during the base period years of 1936 through
1939 approximately 28 percent (on the basis of pub-
lished finanoial statements, as the company has not
filed its excess profits tax return,) Practioally all
(95 percent) of this amount can be earned tax free
under the present law and under the Committee plan,
After deducting a computed excess profite tax on the
1940 earnings above the base period average the company,
despite the higher income taxes, will gtill have left
approximately 24 percent of its invested ocapital under
the present law and 21 percent under the Committee
proposal,
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The tax returns of a manufaeturer of traotors
with approximately $43 million of equity capital
indlcate that after all taxes it averaged approxi-
mately 18 percent during 1936-1939, which amount
continues to be tax-free.

A company which has practically a monopoly on
one of the important defense materials had earnings after
taxes during the base perlod years averaging approxi-
mately 19 percent of the 1940 invested capital, whieh it
can continue to earn tax-free.

A large manufacturer of beverages ean continue to
earn free of tax over 25 percent of its 1940 reported
equity capital.

Thus, large amounts of the kind of profite which
are commonly defined as excess profits and were taxed as
such under the 1918 Ae¢t are free from tax under the
present law and the Committee plan.

Fallure to tax such profite is unfortunate for
a number of reasons:

(1) The highly prosperoue, well established
corporation which has been making 30, 40, 50 percent
or more on ite invested capital has a much larger ability
to pay taxes than a corporation which has been earning
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only 3, 4, or 5 percent on its invested capital, even
though the dollar incomes of the two companies are thﬁ
same, Taxation of corporations in accordance with
abllity to pay ecalles for higher taxes on the profits
of corporations in excess of reasonable average return,

(2) The corporation which has been making high
returns in the base periocd y;arl is given a competitive
advantage over newly organized conoerns or concerns
which have been struggling to establish themselves.,

The latter types are limited to a much smaller tax-
free return than are the former, The effect 1e to
confirm monopolies in their control and to proteot
well established prosperous businesses against competi-
tion,

(3) If we are to expect all classes of soclety,
including laborers and farmers, to accept the sacrifices
of the emergency period and not to prese for every
posslible dollar of advantage, they must be convinced
that sacrifices are being distributed acocording te
ability and that no one is making unreasonably large
profits. The stability of our prices and wages ig thus
to a considerable extent dependent on the imposition

and enforcement of a true excess profits tax,
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MEMORANDUM FOR THE PRESIDENT

I. ZIhe Present Price Situation

Since the beginning of the war, September, 1939, whole-
sale prices have risen about 16 percent, of which rise the
greater part has ocourred during the past five months.

The cost of living index has increased 5-1/2 percent
since the beginning of the war,

The index of 28 baslic commodities has increased 48 per-
cent since the beginning of the war. This latter consti-
tutes a danger signal of inflation which must not be ignored.
The wholesale price index always lags greatly behind the
index of baslc commodities, while the cost of living index
does not show anything like the full effects of inflation
untlil long after the seeds of inflation have taken deep root.

The pattern of price rises summarized above roughly
resembles the price movements during the first two years
of World War I -~ little rise in the cost of living, a
moderate rise in the wholesale price index, and a sharp
rise in baslic commodities. Apparently we are at the same
point in price history as in 1916 ~- on the edge of in-
flation,

The foroces making for further price rise are both

potent and persistent:
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(1) Estimated Defense spending during the
fiscal year 1942 will be two and a half times as
much as in the fiscal year 1941, exclusive of any
extenslon of the Defense Program since June 1.

(2) More important in its bearing on the
danger of inflation than the figures for expendi-
tures of the coming year are the estimates of
deficit spending., The net deficit for the fiscal
year 1942, as estimated by the Director of the
Budget, will be $12.8 billions, compared with
$5.1 billione for the previous fiscal year., This
agssumes the present tax structure. If the present
tax bill is passed by Congress, the deficit will .
be reduced by $2-1/2 billions, (the revenue yield
in fiscal year 1942 of the $3% billion tax bill)
but it will still be over $10 billion. This deficit
does not take ﬁuuonnt, moreover, of the new defense
appropriation estimates Just submitted by the Presi-
dent, and whatever is expended on account of these
estimates during fiscal 1942 will be added to the
defleit.

(3) During the past year the inflationary
force of the Federal deficit has been supplemented

by an expansion of bank credit. Total loans of all
member banke expanded by an estimated $2.8 billioms,
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or by 20 percent during the fiscal year 1941, This

rise, moreover, has been proceeding at an acoceler-

ated pace -- 33 percent of the total estimated in-

crease taking place during the final quarter.

() To the fiscal and monetary factors likely

to cause price increases during the next fiseal year,

the physlical factors of reduced shipping space and

other difficulties in the way of imports should be added,

Though there are factors to check inflationary trends,
such as some surplus stocks of agricultural commodities, un-
employed labor resources, and partially employed production
facilities, most of these factors were present in the fiscal
year 1941 in greater degree and yet did not serve to restrain
price rises even though the forces making for price rises were
then much weaker, It would, therefore, be unwise to count on
these to any lmportant extent.

Important governmental steps have already been taken or
are being taken to check inflation.

Every effort has been and ie being made to limit price
rises through voluntary cooperation with OPACS, These meas-
ures to restraln price rises though they have unquestionably
been helpful are inadequate to meet the situation confronting
us. We have gone only a small part of the way it will be
necessary to go. We must attack the problem on all fronts if

we are successfully to check inflation,
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.We present below some specific tax comments. The prob-
lem cannot, however, be met by tax measures aleme, but must
be attacked on a bread fromt by a variety of methods. In
addition to these tax proposals, we recommend supplementary
.Illfiﬂl along the following lines:

(1) O©OPACS must be given the power to fix prices

where necessary. Price fixing must be regarded as a supple-
ment to priorities and rationing. Without the power to impose

a oelling on prices of commodities where necessary, the task eof
restricting price rises is made much more difficult. The mere
possession of such power tends to make the exeroise of that
POWer uURnecessary.

On the other hand, in the absence of an adequate
fiscal program to mop up excess buying power, the attempt to
prevent unwanted price increase by fiat is bound to break down
here, as 1t has elsewhere, when unaccompanied by these essential
supplementary methods.

(2) Inorease the supplies of goods requiréd for

mllitary and civilian needs. Inoreased output is in 1tself a

major objectlve of our defense program and the most effective
and desirable means of preventing inflatien. There should be
further exploration of the possibllities of inducing expansion
of production facilities and labor supply where such response
could not be expeoted to ocour automatically.
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(3) Extension of the present system of priorities
to inolude systematic raticning of scarce supplies to cone
sumers.

' (4) Extension of the general controls over bank
credit,

(5) Establishment of controls over the entire
field of consumer oredit.

(6) COreation of controls over oapital issues.

(7) An extension of the Bocial Seourity pregram
:lhng lines by which greater coverage and contributions
would inecrease the inflow of funds from current inocome
during the emergemcy and would not involve any subatantial
increase in the present outflow,

(&) A reduction of non-essential Federal expendi-
tures and the Federal lending and underwriting progras,
such as none-smergency housing expenditures and mortgage

guarantees,

(9) Promotion of economy in State and local govern-

mental expenditure and a ourtailment of their borrowing for

non-emergency expenditures.

Even with substantial action along all of these lines it
seems probable to us that a substantial amount of undesirable
price inflation will ooccur in thie fiscal year if our tax




-f -

program 1s not carried farther than has as yet been proposed.
We, therefore, urge that the tax program now under considera-

tion by Congress be reexamined in the light of the following
considerations,
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MEMORANDUM FOR TH$ PRESIDENT ;62222‘9

I. The Present Price Situation

A
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Apparently we are at the same point in price history
a8 in 1916 =-- on the edge of inflation.

The pattern of price rises summarized below roughly
resembles the price movements during the first two years
of World War I -- little rise in the cost of living, a
moderate rise in the wholesale price index, and a sharp
rise in basic commodities.

Since the beginning of the war, September, 1938, the
wholesale price index has risen from 75 to 87, or about
16 percent. The greater part of this rise has occurred
during the past five months,

The cost of living index haé'increased 5-1/2 percent
since September, 1940, Half of this increase has occurred

in the past two months,

The index of 28 basic commodities has increased 48
percent during the same period, despite the fact that the
prices of many basic raw materials have been controlled
by the Office of Price Administration and Civilian Supply.
This increase constitutes a major danger signal of inflation
which must not be ignored. The wholesale price index

*
always lags greatly behind the index of basic commodities,

e
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while the cost of living index does not show anything like
the full effects of inflation until long efter the seeds
of infletion have taken deep root.

The forces making for further Prica rise are both
potent and persistent:

(1) The Budget estimates Defense spending during
the fiscal year 1942 will be $15 billion, or two and a
half times as much as in the fiscal year 1941l. This
increased estimate does not take account of extension of
the Defense Progream made after June 1, and of additional
sums needed for Lend-Lease. |

(2) More importent in its bearing on the danger of
inflation than the figures for expenditures of the coming
year are the estimates of deficit spending. The net deficit
for the fiscal year 1942, as estimated by the Director of
the Budget, will be $12.8 billions, compared with $5.1 |
billions for the previous fiscal year. This assumes the
present tex structure. If the present tax bill is passed
by Congress, the deficit will be reduced by $2-1/2 billions,
(the revenue yfald in fiscal year 1942 of the $3-1/2
billion tax bill) but it will still be over $10 billion.
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Again this estimated deficit does-not take account of
the expansion of the Defense Program after June 1, 1941,

(8) The inflationary force of the Federal deficit
hes been supplemented during the past year by an expan-
sion of bank credit. Total bank loans expanded by an
estimated $3 billions, or about 20 percent during the
fiscal year just past. This rise, moreover, has been
proceeding ﬁt an accelerated pace.

(4) Prices will be increasingly stimulated by
(2) the shortage of raw materials for civilian goods,
(b) increased absorption oi idle capacity in many indus-
tries, (c¢) further increases in agriculturel prices and
wages. :

Also making for further price increases are the
heightened obstacles to imports, such as reduced ship
space, higher shipping ca;ts, and cutting off of normal
foreign sources of supplies.

Though there are some factors in the situation opera-
ting to check iniflationary trends, such as surplus stocks
of some agricultural commodities, unemployed labor re-
sources, and partially employed procduction facilities,

most of these factors were present in the fiscal year
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1941 in greater degree and yet did not serve to restrain
price rises even though the forces making for price rises
were then much weaker.

Importent steps have already been taken or are being
taken to check inflation. Congress has made-prnviaian
for the Treasury to sell defense savings bonds and stamps
and so to eabsorb, for the Defense Program, funds which
might otherwise be used for civilian purchase of goods.
This program is well under way.

The Treasury Department has also launched a plan for
selling tax anticipation notes which will facilitate the
prepayment ol income texes and will more promptly withdraw
purchasing power represented by such taxes.

The Ways and ieens Committee is holding firmly to
the goal of $3.5 billion from the tax bill.

The Office of Price Administration and Civilian Supply
is making every effort to obtain the cooperation of pro-
ducers and distributors in limiting price rises.

These measures to restrain price rises though they
have ‘unquestionably been helpful are inadequate to meet

the situation confronting us. We have gone only a small
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part of the wey it will be necessary to go. We must
attack the problem on all fronts if we are successfully
to check inflation. ,
Certain tax matters relevent to the problem of
inflation ere discussed later. The problem, however,
cannot be met by tax measures alone. There should be

additional action along the following lines:
(1) OPACS should be given the statutory power to

fix prices where necessary. Price rises cannot be con-

trolled when inflationary forces are at work without
effective power to impose price ceilings with direct
penalties. The mere possession of such power tends to

make its exercise unnecessary.

The attempt to prevent unwented price increases by . @
fiat, however, is bound to break down here, as it has
elsewhere, unless it is accompenied not only by an ade-
quate fiscal program to absorb buying pnwar,bbut also by
the additional methods listed below,

(2) Increase the supplies of goods required for

militery and civilian needs. Increased output is in

itself a major objective of our Defense Program and the




most effective and desirable meéans of preventing inflation.
There should be further exploration of the possibilities
of inducing expansion of production facilities and labor
supply where such response could not be expected to occur
automatically. \

(8) Delegation to OPACS of priority authority to
provide systematic rationing of scarce supplies to indus-
tries making civilian goods. In order to obtain a fair
distribution of scarce supplies among consumers it may
later prove necessary to extend the rationing to ultimate
CONSUMETrS «

(4) Extension of the general controls over bank
credit.

(5) Establishment of controls over the entire field
of consumer credit.

(6) Creation of controls over capital expenditures.

(7) An extension of the Social Security program
along lines which would increase the flow of funds to the
Treasury from current income during the emergency and would
increase the outflow of funds when needed in the post-

defense period.
)
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(8) A reduction of the Federal lending and under=-
writing program, such as nonramefganuy housing expenditures
and mortgage guarantees. _

(9) Reduction of non-essential Federal expenditures,
also an appeal for economy in State and local governmental
expenditure and for curtailment of their borrowing for
non-emergency expenditures, thus building a back-log for
the post-defense period. |

Even with substantial action along all of these lines
it seems probable to us that some undesirable price infla-
tion will occur in this fiscal year. Other methods must
be sought to control it. The principal mechanism for
diverting this rising stream of buying power from inflation-
ary outlets is taxation. It is the most effective of all
the hauggifihwers at the command of the government. The

tax system should be designed as far as possible to reduce

consumer demand for goods of which the supply is inadequate.
We, therefore, urge that the tax program now under considera-
tion by Congress be reexamined in the light of the following

considerations.
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II. Comments On The Tax Bill

It is important that the annual addition to the
Treasury revenues provided by the new tax bill shall
not fall below the $3.5 billion level, In fact, it is
apparent from the size of the appropriations and the
pressures of consumer purchasing power on priceé that
further increases in rates or extensions of texes are

Necessary.
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In formulating the excise tax program an important
consideration should be to reduce the demand of producers
and consumers for scarce commodities which compete with the
Defense Program end to absorb windfall profits resulting
from scarcity of supply relative to demand. Thus the tax
on passenger automobiles might well be made much higher
than the 7 percent adopted by the Committee. The pro-
duction of passenger automobiles will undoubtedly have to
be greatly restricted. It would be extremely difficult
to prevent price rises on cars sold by some retailers or
the setting up of a "black market" in new and slightly
used caés. It is probable that a sufficiently high excise
tax will prevent increased prices from resulting in wind-
fall profits for dealers and middlemen and will not increase
prices of automobiles to consumers beyond what they other-
wise would be.

Automobiles are mentioned because they are perhaps
the most important example. Other commodities which may
be in the same category should be examined to determine
whether an excise should be imposed and if so, whether
it should be on the final product or on & scarce material

entering into the product. Through such taxes the demands




-B%—

for the most scarce commodities and the large windfall
profits which may be made by those escaping price control
would be reduced.

A basic raviaiu:u: of ' the excess profits tax plan is
urgently needed. The excess profits tax plan tentatively
adopted by the Cormittee is in some imporfant respects an
improvement over the present excess profits tax. - However,

it fails to correct one fundamental weakness of the present

law. It leaves exempt from the tax profits in excess of a
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reasonable return on invested capital to the extent
that those profits are also in excess of the profits
of the base period years,

Substantial numbers of companies are in this category.
One out of five profit-making corporations with assets
of $1 million and over averaged more than 10 percent net
income on their reported equity capital during the years
1935 to 1988 and one out of 25 compenies averaged more
than 30 percent. These companies can continue to earn
profits at virtually these rates without paying excess
profits tax under either the present law or the Committee's
tentative plan. |

The way in which the present law and the Committee's
tentative plan leave exempt large amounts of excess profits
is illustrated by the following actual examples.

A. After paying all taxes an automobile company
made during the base period years of 1936 through 1939
approximately 25 percent. Practically all (95 percent)
of this amount can be earned and yet be free from excess
profits tax under the present law and under the Committee
plan. In 1940 the earnings of this concern, after the pay-
ment of taxes, will be approximately 26 percent of its
invested capital, under the present law,

Be The earnings of a manufacturer of tractors with
nearly -$50 million of invested capital averaged, after all
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taxes, approximately 18 percent of invested capital
during 1986-1939, which amount will be free of excess
profits tax under the present law and the Committee's
tentative plan, : |

C. Similarly a company which has practically a
monopoly on one of the important Defense materials had
earnings after taxes during the base period years
averaging approximately 19 percent of its 1940 invested
capital, which it can continue to earn free of excess
profits tax,

D. A large manufacturer of beverages can continue
to earn free of excess profits tax over 25 percent of
its 1940 reported equity capital.

Thus, large amﬁunta of the kind of profits which
are commonly defined as excess profits and were taxed
as such under the 1918 Act are free from excess profits
tax under the present law and the Committee plan.

Failure to apply excess profits taxation to such
profits is unfortunate for & number of reasons:

(1) The highly prosperous, well established corpor-
ation.nﬁich.han been making 30, 40, 50 percent or more
on its invested capital has a much larger ability to pay
taxes than a corporation which has been earning only 3,
4, or 5 percent on its invested capital, even though the
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dollar incomes of the two companies are the same. Tax-
ation of corporations in accordance with ability to pay
calls for higher taxes on the profits of those corpora=
tions which have the higher rates of return.

(2) The corporation which has been making hiéh
returns in the base period years is given a competitive
advantage over newly orgenized concerns or concerns
which heve been struggling to establish themselves. The
latter types ere limited to a much smaller rate of
return free of excess mwrofits tax than are the former.

The effect is to ¢ onfirm monopolies in their control and
to protect well established prosperous businesses against
competition.

(3) If we are toexpect all classes of society,
including laborers and farmers, to accept the sacrifices
of the emergency e riod and not to press for every possible
dollar of adventage, they must be convinced that sacri=
fices are being distributed according to ability and that
no one is meking unreasonably large profits. The pr evention
of inflation is thus to a considerable extent dependent
ont he imposition and enforcement of & true excess profits

taxe.
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