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of these municipalities is required to file annually with the State
comptroller a sworn statement coveriug in detail the financial opera-
tions of the g)revious fiscal yoar, In addition, expert auditors from the
State comptroller’s office examine the books of these various muniei-
palities to verify the correctness of these statements and offer con-
struoture guidance in their financial management. So that we have
a constant and intimate association with, and expert knowledge of,
the fiscal problems of the States governmental subdivisions,

I speak of experts, because the business world frequently comes in
and takes these men because of their complete knowledge of the

situation, :
About 2 weeks ago I considered it my duty as the State’s chief fiscal
officer to communicate to these 1,800 fiscal officers some of my
thoughts—purely from an economic standpoint—concerning the legis-
lation now under consideration by your committes. With your per-
mission, and with the thought that you m.i%zlt like to have theso views
before you on the record, I should like to take this opportunity to read

that letter at this time. I quote:

Dear 8ir: You are, of course, aware of the current proposal in Congress to
remove by statute the tax-exempt feature on future issues of Federal, State, and
‘muniolpal seourities. You also know that our attorney general has organized
some 40 other State attorneys general in opposition,to this proposal on constitu.
tional and legal grounds, \

' do not consider myself competent, nor do I propose to discuss its consti-
tutional or political aspeots. But, as chief fiscal officer of tho State of New
York, I do consider it mly duty to forewarn erou of the serious financial burden
such a statute would infliot upon your munioipality. .

Marx I simply remind you of these facta:
1. Existing tax exemption makes a price diffcrence of about three-fourths of

1 percent on bond interest per annum. Therefore, on the basis of a 3-percent
ooupon, this obviously means a 25 percent inorease in interest charges—with
‘nothing in the wair of jobs or serviges to show for it.

2, Bonds totaling agproximatel $5600,000,000, atill unissued, have been
authorized by vote of ¢ e£eople of this State, Assuming an average life of 20
years for these bonds, an additional three-fourths of 1 petcent in interest charges
:could obviously add as much as $76,000,000 to the ultimate cost of completing

this financing,
t {s not the only serious aspeot. Under the proposed statute the

| h? But tha
States “theoretioally’” would be given reciprocal powers to tax Federal scouri-
"ties. + While such “‘reciprooity,” éven as concerns the States, is largely one-sided,
‘the very theory of reoiproocity would not extend to municipalities. To them the
%té?aregsed in?terest costs would mean a dead loss, Are they prepared to assume
. urden? | ‘ .

4, It‘fs estimated that by doing away with the tax exemption on State and
munioipal bonds the Federal Government’s revenue will ultimately be inoreased
'thereb{ RI: approximately $300,000,000 annually. Evon assuming the correote
.1ness 0! estimate, nobody evet\:' colleots mongly without somebody else paying
fts equivalent. A Who pays it in this instance? The ordinary local taxgayer upon
;xho%gi' p:m)erty the tax différential would have to be assessed by the issuing

un yo o S :

- 5.;83me authotitics argue that taxing Publlo bonds would force capital to
enture more into private enterprice. But it s difficult to conceive how the mere
addition of a tax handloap to the one type of security would of itself reduce the
risks inherent in the other, Certalnly such a tax would not alter the relative
‘msﬂeam B e oposal in modern timos has been ao feaught with d

) b norally, no pro n modern {imog has been so fraught with danger
to the Amg oan ﬂno{ 8 aptam or to the fundamental Amerioan prlgoi le of decen-
tralised powers. Certainly, no legislator, eithor State or Federal, who ¢an truly
clalii to represont the conatituonts who elected him, can possibly favor a statute
-of suoh serfous oomeciuenoea. : B L .

- It you l%rce with these observations, I hope Yx?“ will 10ake it t\onur business
personally to convey your views in no uncertain terms to the United States
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Henators from New York State and to the Representative in Congress trom your

triot,

Very truly yours
y ruly yours, Mornis 8. TREMAINS,

Complroller of New York Slate.

The views expressed in the foregoing communication are based
upon conclusions reached after mature and careful consideration and
upon long years of experience in the practical business of public

ance.
I might add, there is no spot in the world where lz'ou can get greater
knowledge of the fiscal affairs of a munieipality than you can get in
the comptroller’s office,

In formulating them I have had available studies made by the able
staff of fiscal experts in the comptroller's office at Albany, and also
an excellent and most competent reporbgre{)lared ab mﬁv request, and
after months of research and study, by Dr. Harley L. Lutz, Professor
of Publi¢ Finance at Princeton Un{versit,y.

On behalf of the State of New York, I would like to submit Dr.
Lutz's report to the committeo, with the request that it be made &
part of the record of your proceedings. The report is, quite naturally,
rather voluminous, but I believe we have sufficient copies to satisfy
the requirements of the committes.

In the letter of transmittal, which you will find at the beginhing of
the report, Dr, Lutz has summarized his principal conclusions, both
fiscal and economic, I suggest that the Senators will find it a con-
venient summary of the points made in the report itself. .

However, we have asked Dr. Lutz to come here today, and, if it
please the committee, I request that at this point he be given an
opportunity to place before you a brief review of his studies and
methods of analysis, and an explanation of the conclusions to which
those studies led him.

May I say in introducing him to the committee that Dr, Lutz has
been professor of economics at Obelin College and Stanford University,
and professor of public finance at Princeton since 1928. He was an
advisor to the Washington Tax Investiigatin Commission of 1922, a
member of the Commission on Financial Advisors to Chile in 1925,
and to Poland in 1936, He was an advisor also to the Tax Investiga-
tion Commission in Utah in 1929, and the director of the New Jersey
Tax Survey Commission of 1930. He is the author of many works
on economics and taxation, including the standard text on public
lligggce, and was the president of the National Tax Association in

It is now my pleasure to introduce Dr. Lutz.

Mr, TosiN, May we ask that the economio report of Dr. Lutz
be printed as a part of the record of this committee?

t is very important, we believe, and it is a very voluminous study
of this matter. ,

The CHArrMAN, It is voluminous, I have read the letter of trans-
mittal, and scanned through the rest of the report. I rather think
we can put it in, but I want to leave the matter in abeyance until I
have an opportunity to consult with the rest of the members of the
committee before we decide.

(Subsequently the fiscal and economio study prepared by Dr, Luts
for Hon. Morris Tremaine, Comptroller of the State of New York
and submitted to the committee by the comptroller was ordered
incorporated in the record.)

oo
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THE FISCAL AND ECONOMIC ASPECTS OF THE TAXATION
OF PUBLIC SECURITIES

LETTER OF TRANSMITTAL

Hon, Morrisg 8, TREMAINE,
Complroller of the Stale of New York,
Albﬂﬂy’ N Y.
8ir: 1 transmit herewith a study, made at your request, of the fiscal and
eoconomio aspeots of the taxation of public scourities. As the report {s somewhas
voluminous—necessarily so beocause of tho ramifications of the subjeot—the
prinoigal findings and conclusions are listed below for your convenience:
1. Federal taxatfon of Btate and local sdourities would cost the States and
municigalitles a minimum of $113,000,000 annually in inoreased interest eoe&)%p
114). 'The Federal revenue from such {axes is estimated at an average of $05,000,+

000 (p, 122).

2, ?f taxation of securities now exempt were made reofprocal, so that the States
could tax interest on Federal securities, the conolusion is reached that the States
could not collect, on the 1987 basls, more than $17,000, from that source
(p. 123), as against their loss of $118,000,000 above. ,

8. Btate taxation of Federal interest would cost the Federal Governmen§
$80,000,000 annually lnol(n)lgher interest costs (p. 125), as compared with a yield
to the States of $17,000,000 from that source, ‘

4, Furthermore, if the net gain to the States from a tax on Federal intereat is
$17,000,000, and if the loss to the States from higher interest on their own debt
is 311321000,000, then reciprocity would cost the States a net loss of $96,000,000

. 125). 4 .
5. The Federal Government would not fare much better, If it should derive
the averaged fl
%&ln $100,000,
e total apparent
would be a Federal loss of $1567,000,000 in added interest cost due
taxation of Federal interest (p, 139), plus a Federal loss of $30,000 I
State tax on Federal intorest &a . 8 above), a total Federal 1oks of 8f87,000,
wigln out nearly all the: total apparent %a n of $204,000,000 (p. 140).- ~ "’
. Thus, using the averaged figures, the proposaﬁ now recommended to the
gggoial Committee of the Senate on Taxation of Governimentsl Securities by the
asury Department. would indicate a combined net 10ss to thé Federal and
State Governments of $79,000,000—tho excess of the net loss to.the States oyog
,thg’ net gain to the Federal Government (p, 140), RS
. The Treasury’s nssertions that wealthy péople aré loading their estates withi
exenipt seourities are erroneous, For example, capital stocks of ‘corporations
6xoeed by several times the total amount of exempt securities in estatos of every.

size. Astudy of 3,044 eatates over $1,000,000, with a total value of 810,588,
000, 0.‘sht§lyed“o'nly $1,088,000,000, or 1éss than oue-w&%ht; in State and 1ocal
17). If we inolude in ud‘va 105,409 siialler estates gatin

State and local exempt bonds In tn&m

ro of $05,000,000 from the taxation of State interest, and alsd
%y removing the exemption of Federal securities (p. 138),
ederal gain would be $204,000,000. But offset ago nst ¢

000 due"tq‘
‘l

bon 6p. the at
$21,900,000,000 we find $708,820,000 in :
estates, or 3.81 percent of tho total, Taking both the laﬁ,e and small es

he ratlo of tho State and local exempt securifies to the total gross eatate is only

.68 pereent (p. 117). . o ;
8. Plehe reia(f!v‘e number of people in’the high surtax Erouns who could benefit
from the ownership of tax-exempt securities fs small. It i8'onily above an income
level of approximatelg $60,000 a year that the fnvestor of tax:froe séourities
begins to gain on the basis of the avérage yleld spread i&\ 1088 (p. 142z. Yet all
tgf'evldence (par. 7 above) {s that the persons who conld benefit from the owners
ship of tax-free seourities have not‘sought complete esoape in the'haven of the
tax exempts. Ownership of these seourities in large eatates is deﬂ_nlte}y‘ inoldental
to their corporate and other private investments (. 117). i ~
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9. The proposal would brlug about gross disorimination as between the States
because of the uneven distribution of Federal security holdings (p. 126), In
only a few States {s the revenue from State incomo taxes substantial in amount
(p. 127), and 12 States have no income tax at all (p. 120). For example, in Dela~
waro the income tax ylelds 6.40 percent of total taxes whereas in Arkansas, {4
ylelds but 1,09 percent, in Alabama 1,66 percent and in South Dakota, 0.30

eroent—but asm n, in New York, it yields 10,83 percent. ‘There was no income

x in 1937 in 12 States: Florida, Illinois, Indiana, Maine, Michigan, Nebraska,
Nevada, New Jersey, Rhode Island, Texas, Washington, and Wyoming (p.

7).
he unfairness and discrimination as between States is also fllustrated by the
faot that in Louisiana the added cost of interest would amount to 99.4 percent
of the total income taxes colleoted, while in Wisconsin it would be 8.2 porcent

. 128). .
10. .&nﬁ revision of the existing dootrines of intergovernmental immunities
should take into consideration the loss which tho States now suffer as a result of
Federal real-estate holdings. There are many hundreds of millions of dollars’
worth of Federal property located in the States, the exemption of which from tax-
ation causes the States and the munlclpalitfea a huge tax loss. The States
and the ofties might properly resent the exclusion of this factor from consideration
in any reciprocity scheme.

11,1 have mentioned the gross diserimination that such a Proposal would en-
tail as betweon the individual States. The effeot upon the cities would involve
not only disoriminatfon, but irreparable fiscal injury. Municipal debts total
zzzral{ 0 billion as compared with State debts of only a little over 3 billion,

overnmental subdivisions of the United States are limited, in their exercise
of the taxing power, very lariel{ to the property tax. A pergetual struggle goes
on, between the ofties and their taxpayers, on the one hand, and between the
olties and their respective Btates, on the other. The taxpayers resist inorease
of the property tax, and the oities are pressing for larger participation in the
State-colleoted taxes.

The extent to which the oities might share in any income-tax receipts is prob-

Ematioal. In a fow States the yleld of the income tax is shared, in others {t is &
tate revenue., In all of the latter States such gains as would be realized from
ths %tate tax on Federal interest would go into the State treasury, while the oner-
us. of meeting the higher costs caused by the Federal tax on local bond
nterest would, fall, without even the hope of compensating advantages, on the
local governing bodles (p.181). The amount by whioh the groperty tax levy would
have %gen inoreased, under the conditions prevailing in 1936, would have ranged
rom 42 oents per $1,000 in Milwaukee to $2.10 per $1,000 in Detroit (p. 132).
;,- :kmxld be noted£ furthermore, and as a typical example of the ‘“piling up”

fons, that Detroit would have no opportunity of recovering
al I

of these disorimina
nterest, since Michigan

gny part of this increase through the taxation of Feder
as no State income tax, .
12, You will be interested in the effeot upon your own State, The increased
fnterest cost on the State degt of New York would be $4,412,000 and upon munic-
ipal and local debts $22,838,000, a total inoreased burden on New York State
aad its munlolplitics of $27,246,000. This burden isso large that it would of course
require additional taxation {o make uﬁthe losa, Asamatter of faot, the Federal
wow use, an inorease of New York's debt cost greater than the increase v%ause
by. %ﬁ onal b‘o{rowlng during the period of 5 years from 1082 to 1037, What
mean § this is that in 1032 the State of New York and its munioipalities paid
$145,743,000 in interest charges and in 1937, $160,066,000, a gain of $23,828,
in interest'ol;ar‘geq, due mahﬂy to rellef and other expenses caused by current
economio oconditions. But the ingreased cost regg})tin from Federal taxation
would be $27,245,000, which is aggroximawly,s:i, ,000 in exce? of the heavy
inérease in interest cost during the 6-year ﬁerlod mentioned, - The additional -
interest burden on the m’é’@:&“ of New York State alone would be equt to the
amount which all of the oombined could expeot to receive from the taxas
tion of Federal securities (p, 134), . -

18. ,Takln%a neighboring Stato, New Jersey, we find that New Jers%was able
&o geduog ita Btate and local intevest oharfee by a {»;oxlmately $1,000,000 between
032 and 1937, thus !mprovlgg its finanofal condition to that extent. - This savin
;{;& d be wiped out more than seven times by an inoreased interest burden .o
970,000, resultm% from Federal taxation, To be more spcogio Now Jetsogy’o
total interest, Inoluding both Btate and munlolpalitics, was 5 870,000 in 1932
ahd $58,769,000 in 1087, a saving of $1,101,000, but the additional interest caused
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by Fedoral taxation would be $7,070,000. The inoreased burden on New Jorsoy
taxpayers would be almost half the amount, namely, $17,000,000, which all States
combined might oxpeot to derive from the {axation of Federal interest (p. 184).
14, As to partieular cities, New York City alone would have an added interest
cost of $14, 83,000 as compared with tho sum of $10,607,000 which it received in
1037 as its share of the State personal income taxes and as compared with $5,675
000 as Its share of the State busincss corporation tax. Buffalo would pay 3876,006

in additional interest as compared with $620,000 as its shara of tho State personal
p 700 as fta share of the State business

income tax and ns compared with $628
corporation tax. Rochester would pay 8463,700 in additional interest as compaved

with $401,000 and $365,000. Syracuse would gtzy $248,200 as compared with
$238,000 and $143,600. Yonkers would pay $215,400 as compared with $203,000
and $35,400. Albany would pay $234,100 as compared with $149,000 and $87,300.
Utica would pa{ $252,700 as compared with $84,100 aud $34,500 (p. 133).

15. As to oltics in New Jersey, which has no income tax, the inereased interest
cost would be as follows: Newark, $885,000; Jorsey City, $553,000; Paterson,
$107,000; Trenton, $126,000; Camden, 5168,060; Flizabeth, $106,000 (p. 133).

16. Tho immediate effeot of the Treasury ;l)‘roposals on the refundlng programs
of the Btates and munioipalities is oritical.” Thus Detroit has outatanding $118,-
000,000 of honds at 4 percent or higher, of which $74,000,000 bear 43¢ percent or
higher. The oity has $80,000,000 addltional which it called for payment in recent
years out of the proceeds of refunding bonds sold at much lower interest rate, and
8s a result the oity is saving $1,142,000 in interest annually, It desires to continue
this refunding which promises to save an additional $1,000,000 each year, The
entire State debt of lchiqan matures in 1944, some of which must be refunded
because certain bonds held in the sinking fund will not have matured at that time,
and these bonds cannot be sold except at a heavy discount (p. 162).

17, 'The gross disorimination as between States is further shown by the fact
that the majority of the States, and also of the important counties and eities
have very little prospect of fiscal advantage from the suggested waiver of Feder.
tax immunity., The total State revenue from the taxation of Federal interest
would be small in any caso and it ma{ vanish entirely under the soolal-security
})mgram. Such revenue as ma{ bo collected will be heavily concentrated in the

ow States in whioh the bulk of the individuals and corporations that own thege
bonds are domiciled. Elsewhere, the interest cost will greatly exceed the possible

revenue gain (p. 127).

18, In vlew of the importance of the housiug problem in New York State,
recently forwarded by the amendment to tho State constitution, you will, I am
sure, find helpful the analysis on pages 163-164, whioh indicates that the advance-
ment of low-cost housing will be seriously interfered with if the Polioy of tax
Immunity is to bo altered, Here again the loss to the States and cities is obvious
for the States will have to find the monoy for additional subsidies or grants.

19. The figures shown in this report, and those submitted to the special Senate
commitiee by Mr, John W, Hanes, Under Secretary of the Treasury, relative to
the ownership distribution of Federal and local seourities, are in substantial
agreemeont (p. 170). My estimate of total Federal revenue, namely, $204,000,000,
is within Mr, Hanes' estimates, which covered the wide rango of $170,000,000 to
$387,000,000. My estimate of $113,000,000 as the increased interest cost to the
Btatea and their subdivisions is to be compared with Mr., Hanes' upper estimate
of $105,000,000. Our figures are far apart as to the effeot of the removal of tax
exempt{on upon the cost of the Federal debt, but Mr. Hanes' estimate of this
cost does not reconolle with his statement that interest rates, except on the
Treasury bills and certificates, will be inoreased by one-fourth to one-half of 1

reent, M(i; estimate of the increased Federal interest cost allowed no effect on

he floating debt, and assumed interest rate fnoreases of one-fifth of 1 percent for
the short-term debt, and of one-half of 1 percent for the long-term debt. Mr.
Hanes' acceptance of one-half of 1 percent for the effect of a Federal tax on the
interest cost of long-term debt glves eupgort to my assumption that the average
ingrease for State and local debt will be 60 points, or three-fifths of 1 percent.

20, It is sald that the Immunity of State and local bonds must be ended to
ourb extravagance. To be effective as a curb on loeal borrowing, the tax must
materially inorease interest costs. But Mr, Hanes’ statement before the speoial
Benate committee emphasizes the view that only a moderate inerease of interest
rates will oceur. The main purposes of State and local borrowing have been the
%vieion of services required by the people or by the forces of socinl change.

ile a real, or an apparent, necessity for such improvements exists, the horrow-
ing will go ont regardless of the interest costs. Taxation will stmply add to the

burden of debt financing (pp. 1568-164),
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21, The olaim that tax immunity diverts funds from enterprise also ignores the
faots, Virtually the whole of the existing State and local debt was oreated before
1030, & porlod in which there was no lack of entorprise capital. ‘Total State and
local debt increased by less than $150,000,000 from 1032 to 1037, If enterptise
oapftal has been Incking during these years, one must look elsewhere for the
reasons (pp. 158-164}.

22, As an economio and soclal question, the taxation or exemption of publie
seourities 8 not altogether one of so-oalled tax justice, The Congress has author-
izod other excoptions to striot progression, in the belief that both the publie
intorest and the publio revenue would be better served by such a policy, Ixam-
{les of these excogtlons are the treatment of long-term capital gains and the dedue-

fons for charitable econtributions. The exemption of public securities involves
also a balancing of different interests, including those of the public revenue. The
effeots of removing this exemption cannot be confined to the few individuals moat
direotly involved in the issue of tax justice and progressive taxatfon. 'These
effecta extend to all tax%ayere, who stand to lose more, through higher taxes for
debt intereat, than the Federal QGovernment will gain in additional tax revenue

. 146-147).

53. The estimates of large revenue loss from tax immunltﬁ aro & product of
wishful thlnklnq. They rest on the assumptions, (1) that a huge proportion of
the publio seourities are owned by wealthy individuefs, and (2) that these persona
will ‘continue to hold large amounts of such securities ater the tax is imposed.
The first assumption {5 not suﬂ)orted by any avallable data (pars. 7 and 8 above).
While no prediotion can be made as to the second of these assumptions, the present
ownership distribution of the partially exempt Federal securities does not support
it. It is quite likely, therefore, that the actual revenue loss would lpmve to be of
small proportions, The present interest saving, caused by the holdings of indi-
viduals with large incomes, is a real saving to all other taxpayers “ggp. 148, 149),

You will note that for the purposes of this study I have considered it necessary
to make the following basio assumptions—they are simply the establishment of a
fixed basis upon which to formulate estimates:

a AnF change of tax polioy to be made will apply only to future debt issues.
b) Exfsting tax rates and other taxation provisions are used in formulating

estimates,
(c? The caloulations are made on the assumption that substantially the present
level of national income will prevail,

(d) A refunding {ssue is deemed to be a new issue, and hence taxable, although
it may mersly replace an issue that was originally exempt. Furthermore, 1t is
assumed that the volume of State and Nattonal oblliatlons will remain constant,
and that they will not be further withdrawn from the Federal and State taxing

wors, ,
pc"l‘hese assumptions mean also that it will require more than 40 years at the
normal rate of refunding for the effects of the tax lpmpmmlsx to become fully real-
ired,  During the interim period the results will gradually approach the final -

oaloulations herefn submitted,
The assumptions made ((a), (), (c), and (d) above) will also be affected by &

variety of unprediotable cireumstances. If, for example, the Government were
to put & larger proportion of its issues into the soolal-scourity fund, naturally, the
States could colleot no revenues from such holdings; and since it s the polioy of
the Federal Government to put more and more seourities into the social-security
fund, the promise of additional revenues to the States might turn out to be illusory:
It would certainly be less than I have shown in my caloulations. In using these
figures, therefore, you will bear in mind that they are caloulated upon assumptions
that niay turn ouf to be very much worse for the States in thelr realisation than

the figures would otherwise show.
.+ I have summarised here only some of the more important conclusions to which
the study bringsme, ' :
- Respeotfully submitted, - .
AN : : “Harrwy L, Luts.

T
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INTRODUCTION

This report deals with some of the fisoal and economio aspeots of the question
of tax exemption as it relates to the income from Federal, State, and local seou-
‘fties. The whole field of tax exemrtion and tax immunity is a wide one, and the
iraotices that have developed within it, in the application of Federal, S{ate, and
iooal taxation, are so diverse and involved as to produce an exceedingly compli-
cated sttuation, The asgeot of the subject to be considered in this report has
received more attention than any other, yet the consequences of some other phases
of tax immunity under the Federal-State relationship are of fully as much impor-
tanco us are those which involve the income tax, They include such things as
Federal taxation of State trust-fund revenues, muniofpal utility revenues, and
other receipts. All Federal property is Immune from local taxation. To the
oities, which depend so heavily upon the property tax, this fact looms larger than
any privlleﬁe of taxing the interest received by those who may hold Federal bonds,
Federal vehicles need not carry State motor-vehicle licenses, which means that
the license tax is not paid. Nor is the State gasoline tax paid on the fuel which
is used to operate these Federal vehicles. In the sales-tax States, sales that are
made directly to the Federal Government or its agencies are not taxable, In
short, the problem of intergovernmental tax relationship is large and complicated.

Moreover, it is, in many respeots, an integral problem, hile certain phascs
of the subject can be isolated for discussion, as is done here, it is l){ no means
certain that an acceptable solution can thus be found. On the surface it may
seomn to be a simple mattor to dispose of the immunity of State and local bond
interest from Federal income tax, But in fact, even this one aspect of intergov-
ernmental immunity raises complex and far-reaching issues. Such & tax change
would imply a termination of the rule of State immunity from Federal taxation,
But if this rule of State immunity goes, does it follow that the other part of the
same rule, namely, Federal immunity from State taxation, may also go? The
principal argument for holding that the particular taxation chan%e which is
desired, from the Federal ’goint of view, namelg the extension of the Federal
Income tax, can be accomplished by statute is that the reciprocal immunity rule is
a court-made doctrine, and hence it can be unmade by the same court that

oreated it. .

A very important issue is at once ralsed. If State immunity is gone, or if it
can be ended by court decision, what will happen to Federal iinmunity which is a
part of the same rule? If the termination of the reciprocal immuniéy dootrine
can be evidenced by Federal taxation of State and local bond interest, will it
'ollow that the cities are to be free to tax post offices and other Federal property
inder nondiscriminatory property taxes? If not, why not? Can the doctrine
&t intergovernmental tax Immunity be both discarded and retained at the same

me
The Department of Justice suggests that Federal immunity must remain, but
offers as a palliative a congressional permission to the States to tax Federal
seourities, It is immediately obvious that such a permission could be withdrawn,
and indeed might have to be withdrawn, by a subsequent Congress.

Thelatest phase of the discussion was opened by the President’s message of April 28,
1038. This message was followed, a few months later, by a study published by the
Department of Justioe, and by a statistical summaryof the volume and ownership of
public-debt obligations prepared by the Treasury Department.! While the above

.1 The Immunity Rale and the Bixteenth Amendment, by the Department of Justice, and Securitios
¥ Toome Tax a8 of une 30, 1637, by the Traamirs D. nt. Forconvenlen
gﬁ?%ﬁ%ﬁgaﬁ%%&mm O18 ectihed herg oo the White ook and. the Trestary Gray
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doouments have suggested that the States may also tax Fedoral ifiterest, it is
olear that the discussion of intergovernmental immunity which they present is
limited to the Federal viewpoint, and it is further limited to the income tax,
as if this wero tho only matter involved in the dootrine of reciprocal immunity.
It Is necessary to point out that if the major premise s valid, thon many other
things may follow than a mere oxtension of the Federal and State income taxes.
This m:i!‘or premiso is that reciprocal immunity is gone but gono only far enough to
})ermit ederal taxation of the States. But if reciprocal immunity is gone, then
ar-reaching questions at once cmerge with respect to the tax jurisdiotion of the
States. It is not simply a question of making a sufficient crack in the wall of
intorgovernmental immunity to let the Federal income tax through. It is a
<question of tearing the wall down,

No one has considered, as yet, all that can happen under elther Foderal or
Stato taxation, if the immunity wall is entirely destroyed. No attempt is made in
this report to deal with all of the issues that are obviously involved. The objec-
tive here is that of examining the various aspects of the taxation of the income
from publie securities, from the standpoint of the States and oities as well as from
that of the Federal Government. Every effort has been made to weigh, carefully
.and objectively, the gains and losses that may be experienced on both sides.

The subject of tax exemption was aotively discussed in the oarl{ twentles, but
the problem was belioved to be limited to the narrow field of the tax-exempt
seourity, An amendment was disoussed but it was not submitted to the States.

.This amendmeont aimed simply at a reoiprocal waiver of tax inmunity as regards
the taxation of public-debt interest, It did not contemi)law complete elimination
-of intergovernmental immunity, One of the Princlpa influences in support of
the amendment was said to be the private utility interests, which saw in the tax
immunity of State and local bonds a factor that would be favorable to the spread
-of municipal ownership.*

It would be possible today to narrow the subject to the same field of public-deb$
interest, if action were to be taken through an amendment. But if action is to be
-sought bﬁ' statute, on the only ground that would support statutory aotion,
namoly that the immunity rule is gone, then it is hardly Ioasiblo for the develop-
‘ments to be restricted to the field of income taxation, Pandora’s box of taxa-
tion possibilities and taxation mischief will be opened,.

Ezremption or immunily.—It seems proper to rafse, at the outset, a question of
terminology. The expression, ‘“tax-exempt securities’” has been applied without
-disorimination to all dobt fssues which have not been subjected to the Federal
incomo tax. The question is whether or not it is strictly correot and proper to
-gpeak of State and local seourities as being “exempt’’ from the Federal taxing
power, Exemption means a deliberate remission of a tax which government has
power to impose, It is an act of grace, an indulgence which {s granted for such
purposes, and which {s motivated by such considerations, as may have seemed
adequate and proper. A government cannot exeinpt those ‘hlngs or persons which
it has no power to tax, ey are immune from {ts taxing authority, Deapite the
Fosltion taken by the Department of Justice, it is impossible to concede that the

mmunity rule has entirely disappeared. In any event, it has been settled con-

-stitutional doetrino for a long time that the States, and their instrumentalities
and agenoies, are immune from the Federnl taxing power.# Until this matter has
been oﬁnlwiy determined, it is still trus that the State and local debt obligations
are immune, rather than exempt, from the Federal taxing power.

This technically correct terminology has been used in the following report, ex-
-cept for occasional lapse into popular usage in order to aveid misunderstanding.
It is fundamental to recognize that with respect to Federal taxation and the whole
field of publio securities there are two distinot problems, namely the exemption of
Federal bond interest from Federal income tax, and the immunity of State and
local bond interest from that tax. One is a matter of statute, while the other in-
volves t; constitutional issue that goes to the heart of the Federal system of gov-
-ernment,

In one respeot this difference is vital, for it means that the two problems must
be dealt with in different ways. That fa, the exemption of Federal interest from
Federal tax is a matter of statutory change, whereas the removal of the immunity
hitherto accorded to State and local bond intorest i3 & matter of constitutfonal
change. In another respect, however, the two issues have &4 common denominator,
which makes it possible to disouss them together, That common denominator,

10, 0. Hardy, Tax-Exempt Securities and the Surtax (1029), pp. §7-20. : )
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with which this report doals, is the comparative gains and lossos, fiseal, economio
and ipolltlosl that are involved.

Plan of the repori.~—The report is divided into two main seotlons. Part I

resenta such evidence and argument as it has been possible to assemble relative
the comparative revenue gains and losses that can be traced to the exemption
and the taxation policies, respectively, Part II will reviow some of the pertinent
considerations of a broader and more general economic charaoter that may have
influenced, in Part, the development of the exlatlng polioy and that should be held
in lx‘nlnd in arriving at a judgment respeoting the change, if any, to be made in this
polioy. .-

Some basie assumplions.—The caloulations and estimates that are offered in this
report are based on certain assumptions as to legislative polioy and general eco-
nomio conditions. This is in no sense an attempt to forecast either polloy or
oonditions, but simply the establishment of a fixed basis upon which to formulate
estimates. 1n the degree to which legislative policy or general economic con-
ditions should vary from those now prevailing, corresponding modifications of the
oalculated reaults of a given taxation policy would be implied, The principal
assumptions made are the followlng: -

(1) Any change of tax policy that may be applied to the interest on publie debt
obligations, whether by statute or by constitutional amendment, will affect only
those obligations to be issued in future. In other words, retroactive taxation is
not dealt with here as among the praotical possibilities.s

(2) Estimates of future effeots involve a projeotion of existing tax rates and
other statutory provisions, into the future,

(8) The estimates indicate results which might be expeoted, in future, from the
operation of the existing tax law upon a national income of substantially the
present volume.

(4) Since the interest on future debt issues only is to be taxed, all estimates and
calculations purport to show the ultimate effects, after there may have come into
existence a mass of debt obligations equivalent to that now outstanding. This
does not imply, necessarily, an indefinite continuance of State or Federal indebted-
ness for precisely the same purposes or services, in the performance of which the
existing debt was inocurred. It merely assumes that eventually, whether for
renewal of wasted assets or in the performance of other services requiring the
provision of lmErovements a volume of new debt issues may emerge in an amount
equivalent to the present debt. Shoul this not be the casge, thon all estimates of
revenuo and increased interest cost would be modified correspondingly.

(6) Under a normal process of retiring presently outstanding debt and creating
new debt for the same, or for new and additional publiec purposes, it would require
upwards of 40 years to transform a mass of debt equivalent to the existing total
into taxable securities. This process will be considerably hastened, howover, by
the refunding which must ooour with respect to a large proportion of the Federal
debt, and to a smaller, yet substantial proportion of the local debt. It is necessary
to clear up very definitely the tax status of refunding issues,

In some direotions it has been contended that the refunded debt is merely an
extension of both the obligations and the privileges attaching to the original issue.
An example is the question of legality for savings-bank investment. If the
or}gin:ll issi;;e had this privilege, {t might be deemed to be carried over to the
refunding issue,

Does the tax exemption or immunity of existing issues likewise carry overinto such
refunding as may ocour? In this report it has been assumed that the tax prlvile%e
will not be extended forward, but there has been no declaration of polioy on this
point. The subjeot is of sufficlent importance to require express clarification in

advance of any promulgation of polioy.

PART 1. THE FISCAL ASPECTS OF TAX IMMUNITY AND TAX
S EXEMPTION

g - Bummary

The fiscal u&eots of the taxation of public-debt interest are considered in part

1. Thefollowing optional approaches are d!atin%:ished:

(1) - Federal taxation of S8tate and looal bond interest, with no reciprocal walver

of Federal immunity from State taxation, and with contfnued exemption of Federal

intercst from Federal taxatfon. =~ o

" €1¢ should b dvted; howsvér, thiat I thé recent study made by ths Department of Yustios (suprs, p. 100

it % 1d }m thoa?d m%ov‘ nt has the power o tax outstanding State an {octl securlm we
'&1. . 'bo‘ r‘futm. Wuudy“ re‘oomplgend:f, a?: matter o? ﬁ‘o’llo;. that the suggeated legislation

o 0 o fsued In futu
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(2) Reolprocity of taxation between Federal and State Qovernments, but with
continued exemption of Foderal interest from Federal taxation,

) Elimination of the exemptions now granted to Federal seourities under
Federal law. This option mlqht be applied alone, as the only step to be taken,
or it might be applied in comblnation with options (1) and sz). Federal taxation
of Federal jnterest is a matter of atatutory change only. It can be done at any
time, and it involves no constitutional questions, such as are involved in any
ohange of the rolationship between Federal and State Governments.

Option I. Federal taxation of State and local inlerest.

1) The States would get no rovento, aa they are assumed to have no privilege
of taxing Federal interes 3) 100).

(2) The effeot of tho Federal tax on State and looal bond interest would ho to
cause some change or adjustment of yleld basis on these securities, Agreement
{?.c‘ult?‘ general on this point, but opinlons differ as to the amount of the yield

asls change.

A canvass of export opinion, consideration of existing market differentials, and
a deduction as to what would impven it investors succeeded in shifting the tax to
the debtor governments lead to the conclusion that an average yield basis of
adjustment of 60 points would result in the case of the long-term State and local
debt. For the short-term debt, the corresponding adjustment would be 20 points,
This means that a oity which might borrow O,g ag; on & 3-percont basis, would
ml:gll)lﬂ have to pay about 3.6 percent after t| x became fully effeotive (pp.

On this basls, the cost of earrying a volume of State and local debt as large
as that now outstanding would be $113,000,000 above the present interest cost of
that debt, If the yield hasis adjustment should prove to be 76 Soints, the cost
to the States and cities would be ap roxlmateg $140,000,000, and if it should be
?a nlnixg)h a8 100 points, or 1 percent additional, the cost would be $185,000,000

p(3? The Federal revenue from the taxation of State and local bond interest
would depend, first, upon the amount of interest Bald. and second, upon its dis-
tribution among categories of investors, As of 1937, the total State, local, and
torritorial interest was $803,000,000. The distribution of this amount is estimated

to have been as follows:

Amount
in millions
Publie trust and investment funds. . ...« oo, 8180.0
Institutions exempt from Federal taX. .o .. cocreoucanacanncccamnnnn. 60. 6
Total excluded from Federal tax. ... oo oaae o aeaaaaas 240. 6
Taxable corporations. .o v oo ccuicaiciccnmcacrcncnean. 200. 0
Individuals with net income under $5,000.._ ... . o oo cee o niiaan 25,0

Individuals (including partnerships, estates, and trusts) with net income
of $3,000 ANA OVer . v cvccvce e e e cmcecnccamcactn e 337. 4

Total taxable State and looal interest. ....occeoooamaaaaoauas 562, 4

Total State and local interest. . .ceceeeeea-. cmemmemccmnnmma—a. 803. 0

(4) On the basis of the corporate record of the 10 years, 1027 to 1838, inclusive
it is estimated that as an average, only 80 percent of the State and local intems‘
received by corporations will be received by those corporations having net income.
Hence, only 60 percent of the amount imputed to the corporations would be tax-
able, Assumin&)this interest to be taxed at 16} percent, the Federal revenue
would be $10,800,000 (p. 120). ‘

() 'The State and local interest received by individuals with net incomes under
$5,000 would be mingled with the vast pool of income received by these taxpayers,
and subject to such deductions and allowances as they are permitted to make.
In 1936 the highest effective rate of income tax paid by persons in these net in~
come groups was 0.84 percent. (The effective rate is obtained by dividing the
taxable income into the amount of tax paids This part of the tax would therefore

be $210,000 (p, 120). . ‘
The tax onptlmt part of the State and local interest lmguted to tho net incomes
of $5,000 and over will depend upon the ownership distribution of these seourities
after tho tax 1s imposed. Reports of such intere?t received are made, for {nfor-
mation, with income-tax returns, but the reporting is incomplete since no tax
Hability s involved. ) - , : ‘
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A speolal examination was made of all estato tax returng filed in the period
1026 to 1036, inolusive. The details are shown in appendix D, and a summary is
given in table V, on pave 117. This analysis disolosed:

(1) A tendenocy for tie proportion of gross estate invested in State and loocal
bonds to rise as the estate became larger. But there was no uniform tendenoﬁ
toward such concentration, as many large estates evidently held quite smal
amounts of such seourities.

(ERHA definite preference for oo%%rats bonds over all classes of tax exempt
bonds in the net estates below $1,000,000, and a definite preponderance of cor-

rate bonds over Federal bonds in all estates.

(8) The capital stocks of corporations exceeded, soveral times, the amounts of
all classes of tax-exempt bonds in estates of every size., Theroe are individual
exceptions, but the gencral pioture obtained from the estate tax data does not
reveal any strong or marked tendenoy for wealthy individuals, taken ag a whole,
to convert their entire estates into tax-exempt scouritiea.

No satisfactory evidence exists to indicate just what the ownership distribution

attorn for State and local bonds would be after their subjection to Federal
t:con;el 3ax The two clues to this distribution that were used in estimating the

x yleld were:

(a) The existing distribution of partially exempt Federal gecurities, and (b) the
present_distribution of taxable corporate bonds as revealed by the estate tax
data. The detalled caloulations of tax yleld are given in apg‘endix Q. A com-
posite result of these calculations, inoluding the estimated Federal tax on the
additional State and local interest to be paid as a result of the tax, produces an
estimated Federal revenue of about $120,000,000 (p. 121).

This estimate §s probably too high, for it rests on the assumption that all
State interest not otherwise accounted for in the available surveys is received
bg the individuals with net incomes of $5,000 and over, An estimate madoe In
1037 by Dr. Roswell Magill, then Under Secretary of the Troasu? placed the
probable revenue at 870,000,600. An average of these results woul be & Federal
revenue of $05,000,000, which is to be set againat the ostimated increase of State
and loeal interest cost of $118,000,000 (pg. 21, 122),

Option II, Reciprocal Slate and Federa tazalion of bond inleresl.—This option
introduces State taxation of Federal interest, with its revenue results for the
States and its probable effeot on Federal interest costa,

(1) Not all of the States have income taxes and the raten used by those which
do apply this tax are quite variable. Itis estimated that $839,080,000 of Federal
{nterest was paid, in 1937, to taxable investors the remainder going to publie
investment funds and to exempted institutional {nvestors. The corporations are
estimated to have received $565,000,000 of which 60 percent is assumed to be
taxable, through beinﬁ reported by corporations having net income. The remain-
der of the taxable Federal interest was received by individuals.

Using a typlcal State corporation tax rate of 4 percent, and a typlcal State
personal income-tax rate of %(?ercent, the maximum State -revenue as of 1937
would have been some $27,0 ,000. But the 12 States which had no income
tax would reduce the actual receipts by about 26 percent, on the basis of 1936
Personal income taxes paid to the Federsl Government. Henoe, after allowlng

or the graduated rates, lt_is_«i_ono!ud_ed, that the States could not have colleote
more than $17,000,000 under 1937 conditions (p. 123).

- (2). 'The 'privilege_of ‘taxlng. ederal interest would operate very unequally
among the States. In only a few Btates is the present State income tax a revenue
measure of any importance. These States, such as New York, Massachusetts,
Wiscofisin, and Delawars, might expect the larger share of State gain from the
taxation of Federal intercst. - None of the States with substantial State and lonal
debt would have a chance of obtaining additional revenue in anything like the
proKortionnte increase of their debt costs under the Federal tax. The 12 States
with no income tax have almost 30 percent of total gross State and local debt.
In these States alone the inéreased debt cost caused by the Federal tax on State
interest would be some $31,000,000 annually, or almost double the amount that
all of the income-tax States could expeot to gain from the taxation of Federal

intereat.
(8) .Th: gositlon of the olties would be even worse, for théy musz now carry
the builk of the debt costs. Further, they w?ul bb obliged, in most of the States,
to press for & sharing of any revenue that m ght bo obtained from a State income
tax on Federal interest. On the basis of 1030 figures, as published by the Bureau
of the Census, the following changes of’ local tax rates wouzld be necessary to
absorb the increased interest costs, assuming an average yleld basis adjustment

of 60 points for the debt:
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T R‘rl‘a? Tax 1 . usTe?
Oity m‘%fﬁfﬁ, szﬁu o City w‘%n,o&, 6 noluds
1 noreased 1 {ncressed
interest cost Hlnmmoott
New York Oliy, N. Y.... 14 01 || Camd I PO, . 18
D'E::o o) éhj: “““““ g% ‘gﬁ %?E}'é': for o % ‘::%aa
Ban Franelsco, Caill-... . 26,7 ) ¥la..oo0 15 16
No%mtl‘:.n Ntfef ............ 38,18 g 18 smps, 8.

(4) The States must also consider the possible effeot of the social seourit
rogram, which as originally enacted contemplated a huge old-age reserve fund,
nvested in Federal seourities. Unless this program s radically altered, as now

recommended by the Advisory Council, it may be that within 40 years virtually the
whole of the Federal debt will be beyond the reach of their income tax, through
acquisition for the old-age fund. The cities must consider the effect of removal
of tax immunit, uFon heir plans for extending municipal ownership of local
utilities. Final f’ if the extension of tax jurisdiotion is made by statute, as the
De'm'tmont of Justice proposes, there can be no guaranty that a future dongreas
will not revoke the waltver of Federal immunity (p. 124).
(5) The effect of the State taxation of Federal interest is-assumed to produce
an average-yleld-basis ad{ustment of some 7 points, which would result in an
increased Interest cost to the Federal Government of some $30,000,000 annually,
The financlal result of reciprocal waiver of tax immunity would therefore be, under
resent conditions, a State revenue gain of some $17,000,000, as against a Federal
088, {n higher interest costs, of some $30,000,000 (pp. 123, 125).

Option III, Elimination of Federal exempiion for Federal inlerest, with or
without reciprocal waiver of inlergovernmental tax smmunity. .

The results of Federal taxation of Federal intereat, caloulated by the methods
which were used in the case of the Fedoral taxation of State intorest, would be s
probable revenue of $109,000,000. The effect of complete Federal taxation of
all Federal debt interest would be an estimated irleld basis change of 50 points in
the case of the long-term debt, and of 10 points In the case of the short-term debt.
On this basis, the inoreased interest cost would be some $157,000,000 (pp.

188, 139).
Summary of the net resulls under the three options
{AN figures in milllons of dollars)
STATES ‘
Gain: Tax on Federal interest. ... .o ococuecnoonaciccinaccaccnana 17
Loss: Federal tax on interest .o s oo ccccecancennncennn 113
Neot 1088 t0 Btates. . cccmvecrcacaccnacacccniecccecccaccancaaaas 06
FEDERAL GOVERNMENT
Gains: . Loss:
Tax on State interest: - State tax on interest....... 30
timate (@)-evou--on. 120 Federal tax on interest..... 157
Estimate (b)) veureeuc.. B ( ' e
Estimate (¢) .- ccveee. - 98| Total Federal loss....... 187
Tax on Federal interest.... 109 : ' .
Total Federal gain:
Estimate (@)....-... 220
Estimate (b).c.o... 179
Estimate (6)-vveeean 204| - » ‘
Net %zin (or loss) to Federal Government:
. Estimate (a) gain........... trmemaamanane ceemtemmemsnaena—. .- 42
Estimate (b) 1088« cccvenen. Chtvmssccsstnamnenancesarutaannn. ‘8
Estimate (¢) gain.cocevne... P PO cemesrdeieacna ceumeas 17
Balanoe of State and Federal gain’or loss:

_Under estimate (a), & combined net loss of 54 -(excess of net State loss over net
Federal gain). , . .
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Under estimate (b), a combined net loss of 104 (sum of State and Federal net

osges),

Under estimate (¢), & combined net loss of 70 (excess of State not loss over
Federal net gain). :

The outlook for net fiscal advantage from any sort of change in the tax-exemp-
tion or tax-immunity situation is not particularly attractive. One reason for
this result is the amount of State, and of Federal interest rospective(l)y. that is
recoived by agenciea and institutions excluded from income tax. Otherwise
there would doubtless be at leaat a fairly even balance between revenue gain and
increased Interest loss,

Some such result is what might be expected from a deductive approach, if it
be assumed that those who were made subject to a tax, from which they had
formerly been immune, would make an effort to shift it. The continuing presonce
of a fleld of tax exemption, over against the remainder of the investment fiold
for which there is no exemption, creates a differential in favor of the tax-free
investments. Withdrawal of the tax preference would tend to wipe out this differ~

ntial, not by causing the acceptable rate of investment return in the taxable

eld to drop to the level which had proved to be acceptable in the tax-free field
but by the reverse process of causing the yield basis in the formerly exempt feld
to rige to a level approximating that in the investment area which had always
beon subjected to taxation. If it be assumed that such part of the gie]d differ-
ential as may be ascribed to the tax-exemption privilege be eliminated as a result
of the tax, then there would be a tendency for the revenue and the increased interest
cost to equal each other. Those who beliove that the effect of a steeply Frogresslve
tax would be to produce far greater revenue than the increased interest cost must
first show that a large proportion of the public securities will remain in the large

incomes and be taxed there at very heavy rates.

TaE FiscAn AspEcTs OF TAX IMMUNITY AND TAX EXEMPTION

The striotly fiscal side of the tax-exemption policy s the question of gain or
loas, in dollars and cents, for the various governmental units which may be
involved in the particular policy adopted. The gain would be expressed aa the
additional revenue to be secured through an extension of taxing jurisdiction to
the income recelved as interest on any olass of publie securities, and the loss
would be expressed as the additional amount that would be required to be paid
as interest on this class of publio seourities aftor that intereat had been subjected
to income taxation. The extent of these gains and losses would of course depend
upon the specific form of the tax program under which the existing exemptions
or immunities were to be modified or removed.

No definite pronouncement or program has as yet been promulgated relative
to the specific nature of the taxation changes that may be advocated, There are,
however, the following options in making these changes: -

1. Federal taxation of State and local bond interest with no reciprocal privilege
to the States for the taxation of Federal bond interest. That is, an extension of
the Federal taxing power with no reciprocal extension of the States' taxing

power,

II. Reciprocity of taxation between the Federal Government and the States,

th respect to bond {nterest but with continued exemption {of part, or all, of the
{nterest on Federal obligations from Federa) taxation. !

III. Elimination of the exemptfon now granted to Federal securities under
Federal tax laws. This option could be applied in two ways, namely, (a) it
could be combined with ogtlons I and II, thereby eliminating comple{ely all
tax exemptions and immunities, or (b) it could be introduced by simple statutor
revision, as the only change to be made in the existin polfoy. In this form {t
would avoid all problems of a constitutional nature with respect to tho field of

Federal or State taxing jurisdiotion,
Each of these optional ways of dealing with the problem of tax exemption

fnvolves the question of relative gains and costs. The procedure to be followed
here {8 that of presenting the data relative to gains and costa under the above
options, in the order in which they are given above.

OrrioN 1. Tar Fisoan Efreers oF Feperan TaxaTion or Stare Anp Looav
Bonp INTeREsT, Wit No Rnfxrnocu Srare TAXATION OF FEDERAL
: NTEREST o

In disoussing this optfon there fa no need to inquire whether it is one that would
be seriously considered by Congress, or one that might prove acceptable to the
country as a solution of the problem It is a logically possible alternative and
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for this reason must be examined. Such eaamination is not waste effort, even
it there be no thought of applying it, for the data to be presented here will have
thelr ;}lace in the complete canvass of possibilities.

1. The effect on Slaie révenues,—Under tho first option, the States would evi-
dently obtain no additlonal rovenues, It {s assumed that they would not have
the privilege of taxing the interest on Federal bonds, and the revenue gain will
Inure solely to the Federal Treasury.

2. The effect on State and local inlerest cosls.—The first effect of the subjection
of income from State and local bonds to Federal income taxation would be to
diminish tho net return or net yleld which investors would realize from this
form of investment. What would be the effect of this diminution of net income,
after taxes, upon the general investment attitude toward these bonds?

This attitude has always been a composite of varfous influences. Tho resultant
of these forces has led to some degree of preference for publio as against private
debt issues, and thetefore to some difference in their respeotive price and yield
bases, Such differentials existed prior to the development of heavily graduated
income taxes, although it was never a fixed or constant spread. Even in those
days the private bonds were theoretically taxable under State property taxes, but
the laxness of administration was such as to afford virtual exemption of these
bonds, and of all other intangible pro;iorty, in most jurisdiotions, For practical
purposes, therefore, the great bulk of the pre-war private debt obligations were as
effectively exempt from taxation as were the public debt issues, The fact that
the price and yield spread between public and private bonds could, and at times
did, virtually disappear before the beginning of vigorous income tax administra~
tion would indicate that the ecloments of security and marketabllity, which we
supposed to make the rgublic debt issues & supitior investment, were not at
times sufficiently important to be & deolsive fagtor in the market valuationd, -

The relative unimportance of the nontax m&?‘e prior to the inoome tax is dsbwn
in the comparison of bond yields given in ¢al Sy

TabLs I —Comparison of railrood-and municipal dond bases prices

Issuos 1002 me 1922
Percent | Perce! Percent
All rallroad bonds. . . - "8. % 4.26 6.97
F“"ﬁ‘“‘}f 1ailroad BOndS. . veoeovieienasucnamcconancansanasen 8.2 4.00 8.64
The Bond Buyer’s Index (20 munieipals)... N 8.1 4.01 8.00

From this comparison it appears that prior to the introduction of the Federal
fncome tax the difference between tho gencral market estimate of the investment
value of the first-grade railroad bonds and the ﬁrst-ﬁrade municipal bonds was
neéligiblo. In fact, it disappeared entirely in 1912, By 1922, however, a definite
differential had emerged. Tho growing financlal difficulty of the railroads would
invalidate any further use of railroad bonds as reliable index of the relative invest-

ment value of taxable and oxemgt debt issues, but it is significant that in the
ears when there was general confidence in the ability of the railroads to support
hefr debt, and when there was no complication in the form of comparative taxa-
a"on,t lthe {nvestment rating of good public and good private issues was so close
ether. ,
he yield spread or differential between publie and private securities has been
more persistent, however, since the development of pmﬁresslvo income taxation,
The concurrent circulation in the same market of securities that are taxable and
of other seourities that are exem{)t would tend to create an investment preference
for the latter. It is true that the private sccurities which are taxable and the
ublie seourities which are exempt are not alike in other re:'pecta. If it had dlways
n true that these differences, which have always existed, had always accounted
for a definite differential in favor of the Publio debt issues, then it would be more
diffioult to establigh that the differential which has become so marked under the
income tax is attributable in any material degree to the effect of the tax,

‘There ia fairly general agreoment that the effect of a tax on the income from a

- olass of publio securities which the investing public has for long regarded as non-
taxable would be an a‘d{ustment of prics and yield basis that would represent an
effort by the investors to recover part, or all, of the tax from the debtor govern-
ments. Insofar as this effort is successful, the result s that the debtor governe

4 Data supplied by The Bond Buyer (Now York Olty).



‘108 TAXATION OF GOVERNMENT SECURITIES AND SALARIES

ments will Pay more for the funds which they borrow, after the tax and as a con-
sequence of its imposition, than they would have pald had there been no tax.
he adjustment could oceur in one or other of two ways. The first would be
an {ncreaso of the coupon rates of interest demanded before the taxable bonds
could be sold at the prices which they commanded prior to the tax. The other
would be a downward adjustment of the market price, assuming no chan%e in
the level of ooupon rates. The revision of price would mean shrinkage or disap-
pearance of the premfum in cases where a Fremium would be pald for the tax-
exempt bond, or sale at a discount instead of at par in cases whero par could have
been obtained for the exem])t seourity, However, the adjustment might ocour,
-4t would mean, in effect, an Inoreased cost of borrowing, expressed either in direo
form through a rise of coupon interest rates, or in fndircot form as a deoline in
price which would compel larger nominal borrowings in order to realize a given
amount, and thus to larger aggregates of interest to be paid. .
Many competent persons have said that removal of the tax-exemption privilege
would inorease the cost of borrowing. In 1022 Mr. Andrew Mollon testified as

follows: ¢
“Mr, GAirNeR, The farm loan bonds would have to absorb this tax in an in-

oreased rate of interest, would they not?

“Mr. MeLron. They would have to pay an inereased rate of interest, un-
doubtedly. They always would, It might be a lesser or a greater amount of
rate of intorest and ight not be higher than the rates now Erevailing but it
would be somewhat higher if this exemption were not allowed than with the ex-
-emPtion naturally, and so would all Government issues.!

#Mr, FrEAR. Does not this question arise then, Mr, Seoretary, that there is an
‘assumption that the 3i¢-percent tax-free seourity of the Government can be put
out at par? Is that true?

{*Mr. MzLLON, Probably, T

“Mr, Frear, That is true today, that the Government can issue 3%-percent
tax-free securities? . .

“Mr. MELLON, Perhaps. Now to sell a seourity at par that is not tax free the
(]{ovemment would have to pay a rate of interest today of more than 4 percent
of gourse,

“Mr. Crisp. More than what?
“Mr. MeLLoN. More than 4 percent. I suppose it would depend upon the

length of time they would have to run, but it would be somewhere from 4% to
perhaps 6 percent, de?ending on the length of time they would run.” ¢

._ Secretary Mellon also submitted a letter from the Government actuary, Mr.
J. 8, McCoy, which gave certain estimates of the amounts of tax-exempt securities
then outstanding, and concluded as follows:

. “There. s little doubt that under these conditions the future investor in what
are now tax-exempt securities would demand that they have a higher rave of
interest or bie sold at a discount sufficient at least to meet the tax."?

In his pioneer study of the aub}ect of tax-exempt seourities, published in 1926,
Dr. C. O. Hardy used a yleld differential of 84 points to measuro the saving In
interest for the States through the immunity of State and local bonds.l® The
‘committee on taxation of the Chamber of Commerce of the State of New York,
in a report dated January 24, 1923, estimated that Federal bonds {ssued on
a wholly taxable basis would rofleot an inorease of 1 percent in the rate of interest.i!
Mr. L. H. Parker, ohief of staff of the Joint Committee on Internal Revenue
Taxation, recently testified as follows: 13

‘T4 1s the opinion of this office that if the income tax were applied in full to all
future fssues of these bonds the increased interest cost would nearly offset the

additional revenue secured,”

‘ l: of. Ho\r!'nsu’%ﬂon the Committes on Ways and Means on Tax-Exempt Securlties, January 16, 18, 19,
T1bid., p. 18, . '

] 2. ° ‘
) D. g

¥ Ibid;, p. 21, Bee also, The Federal Chart Book, Issued under the direction of the Industrial Committes

of the Nafion Resouroes Committos, Januaty 1058 P64 A chart showing the differentls] fn yleld ber

‘tween F 4nd private honds s expleinod a8 followa: »

" #The ylalds on loni~-term U. 8. Government bonds aro always lower than the LI:LG ont oo{pomo honds,

:r ? rosult of thé tax-exemption features, lower risks and other special features attaching to Treasury seous

108" 0. Haidy, Tex-Exempt Securities and the Surtax (1928, p. 96
i o'hu&i?e% of Compmerce of the Btate of New York, Monthly Bulleio, vol. 14, No. 7 (1623
: 1 Hearings beforo the subosmmittes of the Committee on th{ Judiolery, Un! ted sme(n Eu)xm, Juns 84,
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Finally, a report of an address by Senator Pat Harrlson, of Mississippl, Chair
man of the Senate Finance Committee, before the Economio Club o Dotroit,

contains the following: _ : Co

“The Renator disoussed the liberalization of estate taxes and the legislation
recommonded by the President, proposing the taxation of income derived from
future issues of Federal, State, and local seeurities, as well as ending the present
tax exemption on Government ealaries -of all kinds—Federal, State, and local,

o anid:

% 'The effect of taxing the income from Foderal, State, or looal {ssues will
inevitably make them less attraotive to the investor, and therefore make it more
diffioul$ for the respective %ovemments to market thefr ouligations, 8o, while it is
diffioult to prophesy what the Congreas will do, it is ;ny opinion that in the end an
opportunity may be afforded the States and the people to pass on this question
by constitutional amendment.' ”’

(a) The measurement of increased interest cost—While thore Is fairly general
agreemeont that the imposition of a tax on the interest to be derived from public-
debt obll%atlona that are ow nontaxable would he to shift the tax, wholly or in
part, to the debtor government, there is less cortdinty as to how much yleld
adjustment will actually ocour.  This aspect.of thhproblem is complicated by
varlous mattors, such as the rate at which the taxable securities are to appear, the

revailing prospects of profitahle return™in industry, the stability and prospects
or the ourrent outstanding supply of taxable private bonds, the finanoial strength
and security of the debtor government, the imminence of general price inflation
or of further currenoy devaluation, and so on, .It is also. complicated by the
attitude of investors in different categorivs, and partlculnrlg bg; he policy to be
adopted by the individuals with large incomes. ‘. No - defini gredlotions are
p?ingle as to the investment behavior; aftar the tax bécomes effeotive, of any
of these groupa. ' o

Since investors have not been confranted, as yet, with the problem of com-
paring seourities which are identical exce { for the tax privilege, it becomes
necessary to rely on opinions and on inferential evidenoe as guides to the probahle
effect of the removal of tax immunity upor the yi¢ld basis of these securities,i

When the amendment to abolish tax-exempt sécurities was under considers-
tion, in 1022, much testimony was taken beforé cohgressional committees, and
the subjeot was discussed at some length on the lodtof each House. Apropos of
the estimate as to the effect of a Federal tax on the coat of State and local debt,
the followln%passage from the remarks of the Honorable John N. Garner, then a
member of the House of Representatives, is of interest: 1 ..

““The advocates of this amendment talk about it from an economio standpoint,.
I oan demonstrate, and the estimator for the Treasury Department will bear
it out, that for every dollar's worth of taxes you get in the way of taxation by
virtue of this amendment the interest pald will be four times that tax. The
geople pay this in_the long run, whether the bonds are issued by the Federal

overnment, the State government, the county, the school district, the road
distriot, the {rrigation dis riot, the drainage distriot, or by whatever other political
subdivision. e people pay for it after all. Why o you want to adopt &
system by which for every dollar you get into the 'l‘maaurr of the United States
£4 will have to be paid by the publig in the form of added Interest?”’ - ..

8ome direot opinion evidence has been colleoted in the courss of this investiga-
tion. A list of representative State and munioipal issues, with fatrly long maturity,
was sent to a group of investment houses that specialize in suoh securities, with
the request that they express a considered opinion as to the effect of Federal taxa~
tlon on the yield basis of these securities, The replies. were solicited and given
under a gl ge of confidence as to the names of those reporting, but an aveuge
of the estimates was an increase of 0.614 points in li'leld rates,'* That fs, on the
average, it was belioved that the maintenance of the exlatlnfnprioo struoture for
these bonds would require an averags inerease of 0.61 points In the interest rates,

1 Ouoted from the Washington Star, Decomber 10,1038, - .~ .. ...
e e ont oA raa&ve'totheeﬂomé‘!othe{nu!ea.‘ Hroin Ot 113 roported thit the State
inwmm:orupemn&’eauudumuuhu ints cha, the yleld basis nds by O ocl&!:
Shen; Bystom: Coumbue, Ono, 1 M ssanpissotts St s i, of te Ohig Btate Teachors' Retir
1oun<fv3thef'sexomp¥. #61d In the loca] narkets on'a lﬁoeﬁ d'mmfﬁfm'mmpo'ﬁu. Data sabmitted
ol e oD e ess., Deo. 10, 1922, -
* 1 Bog Appendfx A for & list aﬂh.'m ma,'wﬁﬁ"m estimiates of changs In ylold basis for esch, The
ed” (o preserve atonymity, L

Arms mal n.g.tbm estimates are ''key:



. «.- 1998.1"The surtax rate at the $56,000 level is 85 percent, This rate is also ap-
proximilgly the average or effective tax rate which would have been levied on

110 TAXATION OF GOVERNMBENT SECURITIES AND SALARIES

‘As_indicated sbove, the corresponding ad{uetment in prices instead of in the
yield basis would involve the same relative Increase in cost for the debtor unite.¥

A similar canvass was made of soveral large insurance companies, as bein
representative of the wholo group of institutional investors in State and munieipal
securities, The average of insurance company estimates of the necessary inorease
of yield basis was 0,682,

hile these figures constitute opinion evidence onlg. they deserve considera-
tion in view of the sources from which they come. Yet they may be oriticized
a8 inconclusive, notwithstanding the peoculiar qualifications which may be pos-
sessed by those who responded to the questionnaire. Another and more objective
test is au%plled b&’ the bond market itself. Since this market has not as mf
been called upon to register its reaction to the effect of Federal taxation, it
comes necessary to infer, from the spread which it now establishes between the
nontaxable securities and the highest grade taxable securities, what might be
exyeoted to hamen if the Immunity were to be removed.

n order to test the market appraisal of the differential between exempt and
taxable bonds, two comparisons have been made. One is the relation between
the Bond Buyer index iot-l% oities salected for high credit standing and Moody’s

by

index of triple A serpombe The other {s the relation between the yleld
bases of hsigx—gnde m nds and Al corporate bonds, comgiled by
Standard Statistios, Ino, es6 dompAarisons are presented here in graphio form
and the yield data used in prem\s the oharts are given in appendices B and
C, respectively, Chart I, which shows the relative trend of yield bases accord-
lndg to the Moody and Bond Buyer indices, begins with 1028, To it has been
added, also, the ury Department’s ocalculation of the yield basis of Govern-
ment bonds with a maturit‘y longer than 8 years. Chart II, which shows the
Standard Statistics yleld estimates, covers the years 1936-88.

In reading these tables and the charts which present the same material in

mhic form, the significant thing to observe is the spread between the yield

of the faxable and the exempt securities. This is the important factor in
measuring the effect on interest rates, when a shift is made from exempt to tax-
able status, or wive versa. The yield trends rise and fall with general economic
conditions sad $he velative abnormality of the period from AuFust 1981 to July
1984, is oletrl{ opt, Disregarding such extremes, it is significant that
the spread is fairly -Nohsther interest rates in generaﬁ are falling or rising,
There is 8 somewhat wider.spt¥Wad after 1034, as the present level of surtax rates
came into effect, than there was in the late twenties, when the maximum surtax
rate was much lower than it now is.

The effect of the Federal tax on State interest costs may be measured in still
another way. This is by estimating the change of yield basis that would be
caused by an attempt of investors to shift the tax, Aotualli, all of the above
estimates represent the opinions of various hFroups &g to just how much shifting
oan be accoiplished. A measure of this shifting can be sought in the tax rates

ves, ' In part IT below evidence is given to show that the income level at
investor begins to gain through the purchase of nontaxable seourities
$55,000 to $G0,000, if the yield differential be such as prevailed during

all State interest deemed, in later seotions of this report, to have been received
in 1937 by individuals with net incomes of $5,000 and over. The average or
effective rate is obtained by dividing the total taxable income into the total tax.
On the other hand, corporations are liable to pay a tax rate of only 16} percent,
assuming that they are able to comply with all of the conditions for deduoctions
set out in the Revenue Aot of 1038,

- According to the data given in appendix B, the average yield of high-grade
municipal bonds in 1038 was 2.60 percent. That is, $100 8o invested would
roduce annual income of $2.60. erefore, if individual investors who would
ve to pay, on the average, 356 percent of this income as a Federal income tax
should seek to shift this tax through & corresponding yield-basis adjustment it
would require a yield change of 85 percent of $2,60, or some 91 points in the
old gost. For the corporations, the change woul bo 164 {)etcent of $2.€0 or
1 points. An average of these extiemes would be 66 poitits, which almost

' A questlonnaire was o d among State and looal financs ofMcers in the sutumn of 1038, Thess
I e Lo e oo e ot eIt the Aoy o ch buy {hal Tespetivs ssue.

direct
I et R R AR R R e R A s el
wou g é 10 cAuse & yleld & ibibent of bven greater degroe than the gum given in the text.

) D. 147,
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coinoldes with the average of the insurance-company estimates of the effeot of

the Federal tax.!
Combining the evidence from these various sources, it is su%gosted that a fair
measute of the difference In interest cost for the States and their subdivisions,
after the subjection of the interest on their bonds to Federal income taxation,
would be an inorease of 60 points in the interest rate. If they are able to borrow
today on an average basis of 8 peroent this would mean an average basis of 8.60
percent after the removal of tax exemption,

It should be noted that the fow%o ng estimate of i;ield differential refers to
the adjustment to be expected in the price of the best [State and municipal
issues, A greater relative adjustment migll;: ‘occur lin the case of the weaker
fasnes, If the change of yleld basis for the best municipal obligations were to be
only 60 points, the corresponding change for the poorer grades of these seouritics

Y o SN
Averpse Mowrmy Bovo Yierps
As Given By

S7ANOARD STATISTICS (O,

1936 937

o \ W
— N

_15d

MUNICIPAL BOWDS S AL} CorpoRATION BoNDS
Craxext AXED)

OmraAre II.

oould be as much as 75 or 100 points, In this comparison the cﬂ\)mlit of a State
or local debt obligation depends on such things as the total dobt of the debtor
community, the past record of debt Fayment. the total tax rate, the record of
tax colleotions, the economio and business conditions and prospects, the purpose
of the loan, and other factors which would indicate abijlity to maintain intereat
and prinoipal payments without delay or interruption.

() The egm of the tax on the yield of shori-term debt.—S8ome question may arise
as to the effeot of the tax on the yield of short-term debt. This paper consiste
largely of tax antieipation notes and other tem‘mrary loans, and it is kol{ to be
hel mnlnl{a:)&the, banks and other financial institutions, Consequently the
amount of be paid is more agourately to be measured by the rates at which
corporations are liahle than by those to which individual investors are subjeot.
While the cost of temporary borrowing depends on ourrent market conditions, the
rates tend to be somewhat easier than for the long-term loans, In the case of the
Federal short maturity obll%atlom the interest rate in some cases is virtually nil,
The States and ocitles do not use the Treasury bill, however, and they would not

————————
4 8npre, p. 100, .
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in any oase get as favorable rates as the Federal Treasury obtains on short-term
loans. One clue to the cost of these loans for the larger oities is shown by the
avorage interest cost of floating debt for the oitles with a population of 100,000
and over. In 1936 this average interest cost was 2.2 porcent, figured on the nom-
inal or par value of the floating dept.® If the corporate purchasers of the floating
debt paper of States and oities wore to attempt a shifting of their income tax on
this paper, it would require & yleld basis adjustment of some 33 points. For the
purpose of the present computations, however, an average yield adjustment of 20
points is taken in the caso of the short-term loans.

(d) The effect of Federal tazation on the cost of Slale and local borrowing.—In the
preceding seotion it was conoluded that a fair measure of the change of yield base
caused by the Federal tax would be 60 points for long-term debt and 20 points
for short-term dobt. These figures are not intended as maxima, for a reservation
was made with respect to the lower Frade issues. In the absence of any ade-

uate olassification of State and local debt issues which would indicate the rela~
tive proportion that might suffer gmater yleld basis change, it is necessary to
proceed as if the figures to be used here were proper averages for the whole of
that debt. The results to be obtained may therefore understate the effeot of
the Federal tax, sinco they may not provide, in faot, proper allowance for the
market reaction to the lower grades of State and local securities,

Before proceeding with the ealeulations, it may be well to recall an assumption
laid down in the introduction, to the offect that the results to be shown here are
intended to describoe the ultimate rather than the immediate effeots of any change
of taxation polio‘y.

(1) Stote and local debt as of June 80, 1987 —The first step in computing the
effect of the Federal tax on the cost of State and local borrowing is to ascertain
the volume of State £.nd local debt. In table II there is Presented a summary of
State and local intercst-bearing debt as of June 30, 1937.1

TanLe II.—State and local inlerest-bearing debt, 1987
{Millions of dollars)

Lon Bhort

Division e tons | Total
Btates. cetcerrostasssnsrunsbenncannns . 8,084.0 157.6 3,416
.............. 2,231.8 8t 8 2,30.3
..... g. 48581 483.0 9, 060,0
. LT2.8 140.5 1,80,8
eevesvascencoren 1,78L.7 2.0 1,788.7
............. 18,262.4 890.5 | 18,1520

This mass of debt is composed of a huge variety of issues, with widely differing
terms such as coupon rates, maturities, call and redemption provisions, and so on.
The prices at which these various ssues sell also vary widely, being governed both
by such local factors as the volume of tax collections, the ratic of total debt to
borrowing capacity, and the previous debt record of the debtor community; and
also by such generaf or external factors as the coupon rate, the size of the issue and
the condition of the general money market at the time.

Each issue represented in this aggregate had its price when fesued and this will
be true of the new issues that will replace old ones. It would be inaccurate to sa
that every new State or local bond fssue, after the removal of tax immunity, will
reqluiro s uniform mark-up of the interest rate in order to sell at the prices for
which eqtulvalent fssues may have sold prior to tho ohanged taxation policy.
Some of these issues will require a greater mark-up than others. As indicated
above, since this rm(lﬁe cannot be forecast, the only available procedure for esti-
mating the total additional interest cost is by applying a reasonable average to
the whole volume of indebtedness outstanding,

‘(#%) Increased snlerest cost on the basts ?] 60 points increass for long-term debi,—
The oaleulation of inoreased interest cost is made bé’ applying the assumed change
of gleld basis to the gross amount of debt outstanding. It may be objected that
not all of this debt is held by investors who would be subjent to Federal income
tax. But the faoct ia that as each State or local fssue Is offered, those Investors who

[ X53:] t the Census, Financlal Statistio of Ol tables 16
# gom“ﬁo‘"?r&urfﬂmﬂiook.p.”. Ho m’m lea 16 snd 23,
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~ would not be liable to income tax, such as mutual savings banks and univorsity
oendowments, could not afford to ignore the possiblo effeots of the tax. Those
offects conld safely be ignored only if there were positive cortainty that the
exempted institution were to hold the partioular issuec to maturity. Othorwise
at any future time whon the bonds had to be sold for ensh, they would ho subjeo
to a matorial discount hecause of the fact that the interost thoreon was subjoct to
Federal incomo tax,

Moreover, these exemptions are simply a matter of statute, and while their
presence in {ho income tax las from the beginning oreates a presumption that the

ractico will be continued, it does not constitute a guarantee. The exempted

nstitutions could not nn‘ora, thorefore, to buy taxable securitics on a basis other
than that established by the general market prico structuro.

Using the Stato and local debt figures given in the preceding table II, the
following ecffects of the Federal tax are obtained, assuming 60 points increaso for
long-term debt and 20 points increase for short-term dobt:

Tasre I11.—Estimated increase in the cost of Stale, local, and Territorial debt,
resulling from the removal of taz smmunily, on the basis of an average tnerease of

"60 points in long-term yield basis

Increased fn-
erdat oot of | terestcostof | o e,
Debtor division Tong-term dobt,| by 'asxumlng n}ated Incroase
assuming 60 %o Loints e | © Interost cost
poiuts increase crease

B0 ceueeniitnteniaiiiticasiiacccnesisanssnsinasaes $190, 504, 000 $315,000 $19, 819,000
County. 13,427,000 17?:“.\0 13, 598, 000
ty.. 84,911, 000 978, 000 87, 880, 000
chool 10, 343, 000 261,000 10, 624, 000
10, 390, 000 46,000 10, 436, 000
1 882,000 9,000 891,000
Total..ceeeiciiaiicctrcracncannoarcrcncens 111, 457,000 1, 800, 000 113, 287,000

The result of subjecting the interest on State and local debt to Federal taxation
as measured by the assumed change of yield basts, would be an annual increase o
some $113,000,000 in the cost of that debt. The yicld adjustment assumed
namely 60 foints for the long-term debt, is lower than that which com etent
persons in close touch with the bond market have suggested. If the actual effect
of the Federal tax on the lon?-term debt yield basis should be as much as 70 points,
the total inorease in cost, still assuming onlr 20 points inorease for tho short~torm
debt, would be $130,600,000. On the basis of an adjustment of 756 points, the
cost to the States would be $139,900, 000, and on the basis of 100 points, or 1
percent, the cost would be 3185.960,060 in round figures,

Summary of assumplions and findings as (o the efecl of a Federal tncome lax on
the cost of State and local borrowing.—On the basis of the following assumptions;

(l? That the removal of tax immunity from State and local bond interest will
result in & rise of at least 20 points in the cost of short-term debt and of at least
60 points in tho cost of long-term debt, both increases being expressed in the
offective interest rates;

(2) That eventually there will be subjeot to the tax the interest on a volume of
debt substantially the equivalent of the t)resent outstanding State and local debt;

1t is found that the inoredse of interest cost to the States and their subdivisions
would be of the magnitude of $118,000,000 annually. If the yield adjustment for
long-term debt should be as much as 75 points, the additional interest cost would
be §139.900,000 and if that adjustment should be as high as 100 points, the total
added cost would be $185,900,000, in round figures.

Under the option that is here considered, namely, that there is to be no watver
of Federal tax immunity, the States would derive no additional revenue as an
offset to the inereased cost of supporting their otvn debt,.

8. Federal revenue from the tazation of interest on Siate and local bonds.—In ap-
proaching the problem of the Federal revenue yleld from the taxation of State
and local seourities, it is necessary to discover, so far as may be Eosslble, where
these seourities are now held, * Beyond doubt, their subjection to Federal income .
tax will cause some shifts of ownership and there can be no certainty that the existe
ing pattern of ownership distribution would be duplicated in the future. Entirely



TAXATION OF GOVERNMENT SECURITIES AND SALARIES 115

tao lttle is known, even of the present ownership distribution, to lgermlt more than
a tough guess with regard to it and with re‘;ard, therefore, to the Federal tax yleld,

a pes %ownerahip.—-Thme goneral types or olasses of ownership of Siats
and local bonds may be dlstin‘;ulahed. These are: (1) Publio trust, sinking, and
investment funds; (2) institutional investors now exempted from Federal incomd
tax by statutory provision; and (8) corporations and individuals subject to income

X,

Both tho first and the second of the ahove general olasses of investors are now
exoluded from the scope of the income tax, The State and local trust and sinking
funds have heretofore been deemed to be immune from the Federal taxing power,
but there is, in the minds of some Federal officlals, some doubt as to whether this
immunity can longer be sustained. In the present report it has been assumed
that the Federal tax zurlsdlotlon does not extond far enough to compel States and
oitles to Fay income tax on the revenues recelved by their own investment funds,
Were this conceded It would be logically necessary to L‘o farther and include also
the State and local revenues of every deseription, including the tax revenues.®

It ia also assumed here that the current Federal policy with respect to exempted
institutional investors will be maintained, ‘although it has been indicated above
that no guaranty of such continued exemption has been, or can be, given.

The first step, therefore, in a oalculation of the Federal revenue from the taxa-
tion of State and local bond interest is to trace the ownership of these bonds, in
order to make an allocation of the interest paid thereon to those investors who are
now subject to the Federal income tax.

(b) .State and Federal bonds held by governmental funds and agencies.—The
amounts of State, local, and Territorial sccurities held by governmental funds and

agencics as of June 80, 1937, were as follows:®

TapLe IV. Amounis of State, local, and Territorial bonds held by governmental funds
and agencics, as of June 30, 1887

Type of ownership:
State and Jocal sinking funds.... ... ._..... $1, 401, 000, 000
State and local trust funds. ... oo 2, 279, 000,
Federal agencies. ... ..o ieiaceccacacnan 628, 000, 000
Territorial sinking funds. . .. ..o Lot 26, 000,
TOtAl. e eecceieiamucracamaccnmammcemcaaea—————- 4, 324, 000, 000

(c) State and local bonds held by exempled institulions.—No complete record is
avallable to show the amount of State and local bonds held by oxempted institu-
tions. The Treasury Gray Book contains a comPllatlon of the recorded or re-

orted tax-exempt holdings of selected categories of Investors, which indicated the

ollowing:

Amount of
Category of investor Date lg::l ‘gg‘
reported
Mutual 8avings DANKS .. .ooeciicitirctmcirennsacarcctesssonencascanssnanna June 30,1037 | $831, 000,000
!-‘olmdmlons..g.a ........................... Deo. g?hm M: 000, 000

This compilation revealed, further; that as of December 31, 19386, the fraternal
benefit societies held 5550,0150 000 of tax-exempt securities, and that the univer-
sitles held $25,000,000. The fraternal henefit socicties apparently invest chiefly
in State and local bonds, for Dr. Carl H. Chatters estimated their holdings of

n 'l‘h? assertions recently made by the Department ofJustice as to the extent of the Fedéral power under
a literal {nterpretation of the sixteenth amendment would seom to include the taxation of Stmhmd Jocel
revenues. Cf. thefollowing: % ¢ ¢ thecourt in Ileleering v. Gerhardt seems to have rejected the recipro-
cal test of tax immunity and returned to Chief Justice Marﬁhﬂ{.’s understanding that the princlple of im-
munity protected the Federal Government against taxation by the States but did not necessarily shield
States against the exercise of the delegated, and supreme, taxing power of the central Qovernment.” Op.

elt, p. 9.
I:':t:: rocent address, the Chie! Counsel of the Bureau of Internal Revenus asserted ‘‘the w%ol th
National Qovernment to tax the people and the Institutions of the State.” Address of John Philip We
efore the Investment Bankers of America, October 26, 1038, .
9 Treasury Gray Book, pp. 56, 83.
% Op, cit., p. 118,

122256-—89—pt, 2—38

o

LN

Y



116 TAXATION OF GOVERNMENT SECURITIES AND SALARIES

theso seourities as of December 31, 1032, at $5600,000,000.% In this report it ia
umed that as of December 81, 1087, the fratornal benofit sooloty holdings of
tate and looal bonds were $560,000,000, and that the university holdinﬁs were
18,000,000, Hence the aggrega‘,o holdings of exempted Institutions in 1087 may
be put at $1,458,000,000,

State and local bonds held by investors subject lo Federal {ncome lax,.—It Is
obvjous that investors subject to fncome tax must own all of the outstanding
State and local bonds which cannot be assigned to either of the above immune
or exempted categories of owners, The taxable investors are either corporations
o{ lngév dul?ils. including in the latter category estates, trusts, and the members
of partnerships,

8‘) Holda’nga of corporatfons.—The Treasury Gray Book contains figures reln-
tive to the tax-exempt holdings of corporations subject to the income tax. The
amounts, and the dates as of which the reports were made, are as follows: 3¢

Amount of
Category of lnvestor Date State and local
bonds held
anks (excluding mutual savings).......... .«..| June 30,1937 | $2,769,
gu. JDSUTAN00 COMPANIOS. cueuurerrcensercnancnasasscasossnccscacnncasssen Deo, g?,' 1937 | 1,4%, %}%
Other Insurance COMPADIEs. ..ceeeerecessresnecassssraacacnsceresrcscssocs Deo. 31,1036 322, 000, 000
Nonfinance corporations......... Pheveressentertrsrrssetsranesresnaanaenan Dec, 31,1035 359, 000, 000

(i) Holdings of individuals.—Individuals are asked to report, for information,
their holdings of tax-exempt securities together with the interest recelved thercon
in making income-tax returns. Since no tax liability is involved in the case o
State and local bonds, the amounts of both the principal held and the interest
received are undoubtedly incomplete. This conclusion is supported by the fact
that after allooatlng all reported or recorded holdings, there remains to be ac-
counted for a much larger total of State and local debt of)ligationa than is reported
by those who make income-tax returns.t

From the etand?o!nt of the proposed ohanﬁes of taxation pollo{, chief interest
attaches to the holdings of wealthy individuals, The motive of tax reduction is
supposed to be stronger for this group than in the case of other classes of investors.
Banks and insurance companies are interested in this feature of any publie scourity
which they may own or buy, but they are also concerned with some other features,
such as relatively assured yield, au? orted by the taxing power, comparative
steadiness of price, ready marketabllity and so on. They are influenced also
by the need of diversification of holdings and in some cases by statutory limita-
tions or requirements a8 to the type of asset held.

(iti) Disiribution of State and I bonds as revealed by the Federal estale-lax
relurns.—One indication of ownership distribution for the tax-exempt sccurities
is provided by the Federal estate-tax returns. The annual Statistics of Income
presents a dlfest of the estate-tax returns filed, by calendar years. The not cstates
are olassified into size grouggs and the investments which make up the gross
estate are shown, as aggregates, for all estates within each group.

An examination of the year by year returns will reveal some curious variations.
Some large estates ovidently hold substantial amounts of tax-exempt securities,
while others, equally large, contain little or no such property. There certainly
is no absolutely uniform degree of concentration of tax-exempt securities into
the Jarge property holdinfs. In order to obtain a larger sample than is afforded
by the estate-tax returns for any one year, all of the returns reported upon in the
annual Statistics of Income for the years 1926 to 1036, both inclusive, were
thrown together., A summary of the results is presented in table V.

8 01, Munieipal Debt Defaults, Their Prevention and Adjustment, edited by Carl H. Chatters (1633),
P. 3.0 pPgRlle A‘ stlnmmuon Bervice Bulletin, No. 33,
. 0;'0, ng atgxé'ngnla'uon of the reports of tax-exempt principal and Interest for 1638, Cf. Statistics of Income,
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TasLe V.—Summary of cerlain invesiment ilems in eslale lax rettirns filed in the
calendar years 1987-387, tnelusive ! ‘

[Dollar amounts {n thousands}

All ostates | Ratio to | Alletates | gy to
Number or smounts Lo $1000000 orah 81,000,000 of]  SfoS6 Total
net ostate
Number of returns....ecvscevenne 105,499 [.ecnsenann 3,044 |...cc.. vos 108, 493
Amount | Ratio

Federa) bonds:
Wholly exempt. .ceecoviirnncvenns $220,860 1051 $380,997 3.69 $019, 857 1.9
Partially oxﬁ:’um ..... . 840, 236 2.46 110,056 1.12 659,302 2.03
Btate and local bonds.... 793,320 8.6t | 1,038 708 0.81 1 1,832,028 8.63
All other bonds 1,858, 858 8,46 807,976 4.80 364, 534 .27
Corporation capital stocks. . .| 7,040,201 30.14 | 5,845,438 85.23 | 13,785,609 | 42.85
Tota) grossestato V.o.cvuvarconcanaes 21,940,402 |.......... 10, 883, 334 82,652,840 |evervece

1 A more detalled exhibit of the results obtained from the analysis of the estate-tax returns s presented

in appendix .

1 04 des all other {tems, s e, m , cash, eto.
mprig}n%ot'gg gt:l' :l!t‘l.x?h'onl?illllllxs gl\-en‘ln th: ubfe.ml &3 real estate, mortgages, oash, elo. It does nob

The summarizing of estate-tax returns over a period of years is usoful for the
purpose of obtaining a more adequate sample, but the results should be used with
a cortain caution. The total wealth, or total assots, which have passed through
the records of the Federal estate tax collectors in this ll-year.rcriqd probab
constitute from one-fifth to one-fourth of the aggregate that will bo dealt wit
and levied upon by these collectors in the course of A human funerat(on. The
data therefore mgresent a sufficiently lurﬁg proportion of the total to be reasonabl
t‘mical of the character and tho distribution of wealth ownérship in goneral,

fle the discussion of tho matorial at this point relatos simply to the ownership
of State and local honds, as evidenced by the estate-tax returns, the analysis as a
whole extended to the ownorship of Federal bonds also and the results are included,
for convenience, in this table,

The broad cross-section of security ownership which is presented in tablo V
would probably afford a certain ald and comfort to eithor side of the argument
regarding the ownership distribution of 8tate and municipsl bonds, and alse of
Federal securities, I¢ reveals, for instance, that there is some concentration of
these bonds into the larger estates. The distribution according to the estate
brackets used by the Statistical Seotion of the Income Tax Unit in compiling the
returns shows a fairly regular Frofression in the amount of such holdings as the
size of the estate increases, but with some ourious variations which are to be ex-
{)lalned by the limited number of estates in those ﬁartioular size groups.® More

han half of the total of State and local seourities held by the estates which have
been accounted for to the Federal Government in this I1-year period have beon
in the estates of more than $1,000,000. But, on the other hand, the concentration
of these seourities into tho large estiites Is not excessive. All of the estates
reported upon during the 11-year period held an aggiegate of $1,832,028,000 of
State and local bonds, Of this total, $793,820,000, or 43.3 g)eroent. were in estates
with a net value of $1,000,000 or less, while $1,038,70 ,000, or 56.7 percent,
were in estates with a net value ahovo $1 000.006. The State and local bonds
heve likewise constituted a larger mportfon of gross estale in the case of the
large than of the small estates. For all estates over $1,000,000 this ratio was
9.81 percent, as against 3.81 percen! for the small estates and an avemﬁe ratlo
of 5.63 percent for all estates, But there are many, no doubt, who will leam
with some surprise that less than 10 percent, on the average, of the investments
of estates above $1,000,000 was in State and local bonds. The Pub]io has been
inclined to accept the view that the very rich pge%)le own very little else, since
the very rich are supposed to be more concerned about escaping the Federal
fncome tax than with anything else,

4 Ct, appendiz D.
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Some of the pecullar variations In the distribution of State and local bonds,
as shown In appendix D, should be mentioned. There were, in all, 87 esta
of $10,000,000 and over, in the 11-year perlod, The average ratio of State an
looal bonds to gross estate in these la egt fortunes was only 7.55 percent, and
in the 13 estates botween $£0,000,000 and $10,000,000, the ave%mtlo was only
.20 porcent. But in tho 28 estates betweon $8,000,000 and $0,000,000 the ratio
was 21,30 percent, and in the 32 estates of }he next smaller bracket, $7,000,000
to $8,000,000, the ratio was 15.03 percent, It dropged to 6,76 percent, howaever,
for the 50 estates with gross valuo of $6,000,000 o $7,000,000.

The final column of table V is particularly significant, however, as a general
or over-all pioture of the relative holdings of State and Federal sceurities by all
classes of investors, The wholly exempt Federal bonds were only 1.9 percont
of total gross estates, while the partially exempt Federal bonds were 2.03 percent
of grons estates. State and local bonds constituted 5.63 percent of all gross
estates, All classes of exen.pt securities together comprised 9.56 percent, but
it should be partioularly noted that the holdings of taxable bonds represented,
in all, 7.27 percent of lgmss estates, or almost as large a proportion as all of the
classes of exempt securities combined,

In all of these high braockets, the total number of cases, even over an 11-year
period, is rather small, and it can always be said that the sample is not repre-
sentativo. But the absolute number of such cases in the entire community is
not large, and a sample of any size would, perforce, include them all. The evie
dence seems to indicate that thore simply is no fixed rule of investment, and above
all it demonstrates that the large estates do not include, without exception, a
hug'ed block of State and local securities held for the purpose of large-scale tax
avoldance.

It is also brought out by tho estate-tax data that the State and local bonds
have been a larger proportion of gross estates than Federal bonds, at least so far
as the mortality experience of this 11-year period goes. The partially exempt
Federal bonds have been a very small factor in the large estates, for obvious
reasons, While the wholly exempt Federal bonds are of somewhat greater
relative importance in the large than in the small estates, it is rather surprisin
that they do not constitute as large a share, anywhere, as the State and loca
bonds. ‘This may be asoribed in part to the comparativelly limited aup}la‘ly.

(e) Relalion of nontazable and taxable securilies in eslate tax returns.—The anal-
ysis extended also to the bonds and stocks of corporations, and some interestin
roints are brought out. The proportion of all estates, whether large or small,

hat has been invested in the capital stooks of cor, orations is very much larger
than that invested in any kind of tax-exempt security. Also, for the large csta

in the aggregate the bonds of corporations have been as important a part of the
gross eatate as ihe total holdings of Federal bonds, including both the wholly
and the partially exempt issues. For the estates under $1,000,000, the bonds of
corporations have been relatively more important than all classes of publio se~
ourities combined. If these figures accomplish no other pu , they should
demonstrate, first, that the very wealthy do not own all of tho tax-exempt securi-
ties, State or Federal; and second, that the whole of every large estate has not
g)een tconv?rted into iax—exempt securities to the neglect of all other forms of
nvestment.

There is another side to this matter of investment in the debt obligations of
governmental units. It will be recalled that during the war there was great
ressure upon every one, regardless of his income, to subsoribe to the war bonds.
his became a measure of one’s patriotism. It is often said that the ownershi
of tax-exempt scourities by the wealthy constitutes a source of social unrest,
But if the wealthy did not own any of these bonds, it would bhe very easy to turn
this feeling into a wave of critiolsm against the wealthy *“slackers” who refused

to help the Government by buying its bonds,

(f) An analysis of estate laxr relurns in Massachuselis,—An analysis of 1,090
Massachusetts estates which passed through probate in the perfod December 1,
1981, to November 30, 1934, has recently been published. The author has the
following to say about the distribution of all olasses of tax-exempt security in
these eatatea:®

““Now it has been alleged that the extreme inc.eases in the rates applied in
recent years under the Federal income tax must of necessity preoigitate a flight
on the part of the wealthy investor to the haven of refuge offered by the tax-
exempt security, The present statistios indicate that the importance of Gov-

¥ Of, Rugene E. Oakes, **Ths Lkiuldny of Rstates [n Massachusetts, 1032-1934," In bulletin of the
Natlonal Tax Association, vol. XXIII, pp. 200-281 (June 1938).



TAXATION OF GOVERNMENT SECURITIES AND SALARIES 110

ernment securitles inorcases rapidly with the size of the estate. Thoy also
indicate, however, that the concurront increase in the listed stock category has
kept the Government bond in a subordinate position in most of the really large
;zstates. 'lt‘:1’e‘ aaote at hand do not seem to bear out the prediction of a flight
ax-exempts.

(ﬁ) Sm%mar of the eslimaled ownership disiribution of State and local bonds and
oﬁl ¢ fnterest thereon.—The various ﬂqures given in preceding pages relative to
the probable owncrshii) distribution of State and local bonds, by categories of
0

investors, are brought together in table VI,

TABLE VI.—Assumed ownership distribution of State, local, and: Territorial debt
in 1987, and of inlerest thereon

[Dollar amounts in miltions}

Estimated
Estimated Ratlo to interestro-

Category of ownershi Huocipal celved on
egory P Powaer | total debt proaia
as|

Publie trust and Investment funds...o.eeeeneeie o voneeiansacsnnans 4,34 aa $180.0

Exempt institutions (mutual saviugs banks, fraternal benefit socle-
ties, foundations, universities) .. .cc.ccoioeriiciiiiiainnerraan, 1,438 7.8 60.6
Subtotal, held by nontaxable [nstitutions. .....ccoevaenrenrearenens 8,782 20.06 240.6
Taxable corporations (from appendix E)....cooiieiiiiinnnnnnnnn. T 5043 26. 14 200.0
Individuals with net income under $3,000. .. .. ..................... 600 an 28.0
Indiyiduals with net income of $5,000 and over (including partoer.
ship estates and trusts) . .ooveeneeeiiaieiiiiae crreartiennracnnn 1,813 40.79 337.4
Subtotal, held by taxable corporations and Individuals.............. 13,518 70.04 562.4
Grand tot8). .o e e eiesiiieetiiacceeereraereereenreinrancnans 19, 08 100. 00 803.0

The procedure followed in allocating State and local bonds to personal owner-

ship in the foregoins; table is to assume that individuals own all of these bonds
which cannot be ass ?ned to any other category, It has been impossible to con-
sult orlg{nal sources in preparing this report and it has therefore been necessary
to rely heavily upon such data as have been released by the Treasury Depart-
ment. - Since these data are most specific in the case of various types of corporate
and institutional ownership, the writer was obliged to be most vague with respeot
to individual ownership. The figures given in table VI make no allowance for
foreign holdings of State and local bonds, They are therefore an inflation of the
amount aetualg owned by individuals with net incomes of $5,000 and over to
this extent, and also to whatever degree that further, more intensive research
into the question of ownership distribution may bring to light other blocks of
these securities owned by some investor category not fully reggrwd upon. A
warning is therefore given here to the effect that the estimates of Federal tax yleld
given below, and based upon the ownership distribution assumed in table VI
will therefore be somewhat inflated by reason of the over imputation of State and
local interest to the individuals with large incomes.
' The amount assigned to the net income groups below $5,000, namely $600,000,-
000, is possibly too low. According to the Treasur&’ Gray Book, the total hold-
ings in thess Income groups as of December 31, 1034, was S&Of,OO0,000. This
figure was obtained thm};%h & special samkling of income tax returns for 10343
It is assumed that b{ 1087 this total would have risen to $600,000,000. Naturally
it follows that all of the bonda which cannot be placed elsewhere are assumed to
be owned in the net income groups above $5,000. Insofar as the amount thus
allocated ma,{ be excessive, reason of omissions in the reporting at other
points, the estimate of tax #el ?‘iven below will be distorted upward.

It should be noted, furt or, that the estimated interest which is allocated to
corporations and to Individuals with net incomes of $5,000 and over does not

1t Fovasasy Brky Book. p. 101, Tn December 1038 the Treasry reported that fotalsales ofsavings bonds

8“ . I)
had pamd%e 2 bllllon mark. Such sales had been made chielly to persons with small incomes, &
toa 'm%‘ou of the holders by means of a questionnaire. I tho persons &1th AmAL nndkmodm'to meom‘qé
bought a $1,250,000,000 of these bonds between March 1, 1035, and December lrw it is not unreasonab.

to assume that the same persons may have increased their holdings of State and local debt obligations by

some $93,000,000 In the same perfod

:-j‘s{~ -
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correspond exactly with the relative amounts of prinolpal assigned to those olasses
of owners. As oxplained in ap;})‘endlx E, a certain reconciliation and adjustment
of State interest estimu&ed to have been recoived by corporatlons in 1037 was
necessary. The result of this adjustment was to impute a larger proportion of all
taxable State interest to the not income groups of $5,000 and over than would be
{:roper on a siriotly pro rata basis, In conse%ence, there s some inflation of

he estimate of Federal revenue lyleld from the taxes on these net income groups,

4. Estimates of yield of Federal tax on State and local bond interest.—It is noxt in
order to procced toward an estimate of the yield of Federal taxation of State and
local bond interesti In doing this it is necessary to work from, and on the basis
of, such data as are available relative to ownership distribution of these bonds.
Since the yicld of the tax will depend on the taxable status of those who receive
the interest on these bonds, and since there are no complete records, by classes of
owners, of the actual receipts of suoh Interest, it has been necessary to approxli-
mate the distribution by ownership. :

a) The lax yield from corporations.—With respeot to the $200,000,000 of State
and local interest assumed to have been received by taxable corporations, allow-
ance must be made for the amount recefved by corporations having no net income
and hence having no income tax to pay. In apg:ndlx E are presonted the details
of a computation, based on the corporation tax returns for 1935 and earlier
genrs, which leads to the conclusion that on the avorage only 60 percent of this

tate and local bond interest paid to corporations was received by corporations
_having net income. The computation is erroneous to the extent that the inclusion
of this interest as taxable income would have changed some of the reporting cor-
porations from a deflieit to a net income status, but there {8 no known way of
correoting the result for this error and it is not attempted. On the basis assumed,
therefore, only 60 percent of the $200,000,000 of interest received by corporations
would have been taxable, or $120,000,000. The tax on this amount is computed
at 163 percent, which is the ordinary rate of tax on corporate net income, under
existing law, in case all earnings are currently distributed. The yleld of the tax
would therefore have heen $19,800,000.

The tar on individual tncomes below $5,000.—The individuals with net
incomes under $5,000 would not have been subject to surtax under the current
schedule, except for the foew cases in which the inclusion of State and local interest
as taxable income would have shifted the reciplents into a materially higher
fncome bracket. In 1036 the highest effective rate of tax on all incomes under
$5,000 was 0.84 percent. On this basis the Federal taxation of the $25,000,000
of interest allocated to this 5roup would have produced $210,000.

(¢) The tax on Slate and local snlerest in individual tncomes of gﬁ.ooo and
over.—In table VI the total amount of interest from State and local bonds that
was imputed, as of 1087, to the net incomes of $5,000 and over was $337,400,000,
This is almost' double the amount of such interest that was voluntarily reported
by taxpayers in 1936.8 It has been explained above that the amount actually
reported is not neceasarily correct, since no tax lability {s involved, and it has
also been explained that all interest on State and local bonds which could not
satlsfaetorilir be assigned to other catogories of investors hes been imputed to
this particular class of taxpayer.

The amount of tax that would be {mid depends, however, on the distribution of
the bonds, and hence of the interest receipts, according to income brackets, If
the entire amount of such interest were reveived in the ver hlg}}ll fnconmie brackets
the tax would obviously be more than if it were all received in the brackets subjeo‘
to low surtax rates. '

It is olear that this matter of individual ownership distsibution is the key to the
roblem of tax e;leld, for the bulk of such revenue as may be expected from the
axation of State and local bond interest must come from the individuals with

net incomes of $5,000 and over. There is little room for doubt that the tax will
cause some shift of ownership, but the direction and volume of this shift are quite
unpredictable. There are, however, two rather frail indices which suggest what
the ownership distribution of the taxable issues of State and local debt might be.

One of these indices is the ownership distribution pattern of the partially exempt
Federal bonds interest on which is now subject to surtax, and exempt only from
normal tax.¥ The other index {8 the existing ownership distribution pattern for
corporate bonds, as revealed by the cstate-tax returns. Neither of these indices
can be relied upon as being anything more than a hint as to the kind of distribu-

4 OF, 8tatistics of Tnocome, 1931,. p.39.  “Tho efleotive rato” of Inoome tax Is obtalned by dividing the ene

tire tavahle income into the total amount of tax collected thereon.
[ "K‘h tal ted for 1038 was $182,703,000, Cf. Statistics of Incomse, 1934, p. 30.

0 o) 3 X
# The interest on a principal amount of $5,000 fot each holder is wholly éxempt.
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“tlon to expeot, but they are used here for lack of any othor, more tangible elue
to where the taxable Btate and local bonds are likely to find iodgment n individu
investmeont portfolios, :

The detailed process of caleulating the tax rlold is shown In appendix F. Here
the results only are important. The assumptions made in this caloulation are also
important, and thoy will be restated:

Fl) Assuming that individuals with net incomes of $5,000 and over shall recelve
as muoh Interest from state and local bonds as is imputed to them in table VI,

(2) Assuming that the ownership distribution pattern for State and local bonds
will correspond with that of the %nrtlall exempt Federal bonds as revealed by the
distribution of partially exempt Federal interest reported in 1936,

Then the tax to be collected on the $337,400,000 of State and local interest
imﬁuted to individuals with net income of $5,000 and over would be $77,055,000,

ut if tho ownorship distribution pattern be assumed to correspond with that
{)or ggg%tgg%% 3onds, a3 revealed by the estate tax returns, then the tax yield would
6 $9d,9vY,000. y

The foregoing caloulations of cost and revenue yield have been based on the
conditfons assumed to prevail when the volume of State debt subject to taxation
becomes as large as the present immune debt. At that time the fnterest costs to
Stato and local government should be about $118,000,000 amnusll{ above the
figure reported as interest payment in 1987, Assuming & distribution of debt
ownership similar to that of 1937, only about $79,100,000 of this additional in«
terest would be pald to porsons and corporations subject to Federal tax,

Using the methods employed here, the tax on this amount would be: On eorpo-
ration incomes, $2,024,000; on individual incomes: (a) According to distribution of
partially exempt Federal bonds, $11,259,000; (b) according distribution of
corporato bonds, $13,491,000.

he total Federal tax on State and local interest on fndividual incomes of
$5,000 and over, under the new conditions, would therefore be (1) assuming a dis-
tribution corresponding with that of the partially exempt Federal bonds,
$88,314,000; g%) assuming a distribution correspond ng with that of corporate
bonds, $107,400,000, An average of these results would bo $07,802,000.

Summary of eslimales of Federal lax yield from Slate and local bond fnlerest,—
The results of the estimates of Federal revenue from the taxation of all ‘State and
local bond interest are brought together in table VII.

TasLp VII.—Estimated yield of Federal tar on Stale, local and territorial bond
tnlerest, including additional lax on assumed tncrease of inlerest cost caused by

{ax
Class of taxpayer:
Corporations (inoluding tax on additional interest)........... $22, 724, 000
Individuals with net incomes under $5,000........c.cceeeen-. )
Individuals with net incomes of $5,000 and over............. 97, 902, 000
1} 7. S 120, 836, 000

It will be recalled that cautions were given above relative to the possible infla-
tion of the tax yleld which would result from the imputation of more State and
local bonds to ﬁxe individual net incomes of $5,000 and over than are actual
owned in these income groups.® The degree of Inflation cannot be ascertained,
but it is sufficient to prevent the acceptance of a figure of $120,800,000 with an
assuranco., If the holdings of fore(ifnera should prove to bo substantial, and this
possibility is suﬁgested by the steady influx of foreign liquid capital for & number

of years, then the foregoing estimate is too hi%
urther evidence that this figure may be high s found in the following

&assagfo from an address given fn 1987 by Dr. Roswell Magill, then Under Seore-

1y 0 the Treasury: ¥

“Although exact data as to the distribution of State and local bonds by types of
fnvestors are not available, the best information which we have available leads us
to estimate that if the Federal Government were authorised to collect Federal
income taxes upon the interest of State and local bonds now outstanding, the
additional revenue at existing levels of income and under the provisions of the
present revenue law would be approximately $70,000,000 annually.”

It is not easy to reconcile two estimates when one is some 71 poercent greater
than the other. Certainly the layman should not regard lightly an cstimate

¥ Suprs, pp. 119-120. o
L Nal:loﬁrf"l‘ox Assoclation, Proceedings of Thirtieth National Conference, 1937, p. 393, .
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offered b{ a responsible Treasury offloial as having been prepared on the basis of
"the best information whioch we have available.” Granting that Dr, Magill’s
work was carefully done, the only inference that remains is that the present writer’s
caloulations have gone astray somewhere. An average of the two results would
be an over-all Federal revenue of $958,000,000 from the taxation of the interest on
State and local bonds as of the conditions prevaliling in 1087,

Sumuary oF OprioN I

The results of the option which assumes Federal taxation of State and local
bond interest, with no waiver of Federal immunity from Stite taxation, are

brought togetirer as follows:

Loss to the States: Inoreased interest. ... .. . .. .. ..... $113, 000, 000
Gain to the Federal Government: .

Increased revenUe. « e ceececccecacacc e mcmmcae e 1120, 000, 000

DO et et i emmmemecmmaeammeaeacana—aan 170, 000, 000

)3 1 T IO 3 05, 000, 000

t Revenue gain, as estimated In tho present report.
! Revenue ?Qm. as estimated gy (orr:ner L’ndg? Secretary of the Treasury, Dr, Roswell Maglll (supra,

p. 121).
¥ Average of the two estimates,

From the discussion to this point it appears that the Federal revenue prospeots
from the taxation of State and local bond interest are somewhat variable, although
all of the eatimates are so low as to be disappointing to many, for there is a fairly
general impression that the Government Is experiencing a huge revenue loss
through the tax immunity of State and local bonds. This loss would be substan-
tial if the entire State and local debt were actually held by wealthy individuals
and if they were to continue to hold all of it after the tax had been imposed.

On the assumption that the tex may be shifted to the debtor governments,
there is some reason to accept Dr. Magill’s estimate of the tax revenue as being
more acourate than the one arrived at in the present report. In table VI it was
shown that some $240,600,000 of the State and local interest paid in 1937 was
received by agencies and institutions not subject to the Federal income tax, If
this amount, on which no tax has heen comguted in any of the estimates, had in
fact been taxed at the minimum rate applicable to corporations, i, e., 16} percent,
it would have produced approxlmatggr 40,000,000 in revenue. Adding this sum
to Dr, Magill's estimate of $70,000,000, it produces a total Federal revenue, from
the taxation of all State and local interest, of $110,000,000. This praclically
balances the estimated interest increase of $113,000.060.

In other words, if the total State and local interest paid had been taxable, and
it the tax had been shifted in its entirety to the debtor governments, the revenue
gain and the Increased interest cost should about balance, and this balance is
ggtained téﬁ Dr. Magill’s estimate of the revenue yield from the taxable interest

accepted,

On the other hand, if the revenue estimate arrived at in this report be accepted,
the taxation of the total State and local interest would have produced a revenue
fn excess of the interest increase to the States. In view of the various assumptions
which have been necessary in arriving at the estimate of revenue gain in this re&ort
no opinfon can be ventured regarding its superiority over that made by an o cloi

of the Treasury D(;partment.
The next step of the inquiry is to bring into the account the effects of State

taxation of Federal interest, in order to ascertain wherein this extension of State
taxing jurisdiction may modify the outlook, on the fiseal side. This is done by
an examination of the second option suggested above.’?

OrrioN II. ReciPROCAL TAxATION OF BOND INTEREST BY THE STATES AND
THE FEDERAL GOVERRNMENT, WITH CONTINUED PARTIAL OR TorAL EXEMPTION

or Feb¥rar BoNp INTEREST PROM FEDERAL TAXATION
certain

Under the second optional approach to the problem of tax exemption
faots in the situation would be much the same as in the first option, disoussed
above, That is, the Federal revenue gain, whatever it may turn out to be, would
be the same as if the States had not been given power to tax the interest on
Federal bonds. Likewise, the effeot of the Federal tax on the cost of State and

local borrowing would be the same,
¥ Buprs, p. 108,
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Two new factors are introduced, however, by the extension of the States’ taxin
powor under this option. First, under certain conditions the States woul
realize some additional revenue and second, the Interest cost of the Federal deht
would be somewhat inereased. The results of these ‘changcs, when added to those
piroducgd under option I, would lead to a revision of the summary statement
given above.

1, State revenue from laxalion of Federal bond inferes!t.—The question of how
much the States might expeet to gain from the prlvllefe of taxing the interest on
Federal bonds is peculiarly complicated. Not all of the States now have income
taxes, and it is evident, therefore, that not all of them could take fmmediate
advantage of any waiver of Federal tax immunity. In a few cases it would require
amendment of the State constitution bhofore income tax legislation could be
enaoted, and in certain States very strong pressure would be re ;nired to persuade
the rooplc to accept a State income tax.  In other places additional legislation
would be required hecause some of the so-called State income taxes apply only to
the income of business corporations. A considerable amount of recasting of
State tax legislation would thereforo be involved, In order to take advantage of
the Federal walver, every State would be obliged to enact a tax ap{)llcable both to
personal and to business incomes, for the ownership of Federal securities will
extond to business concerns as well as to individuals.

The Froblem of estimating }wssible State revenue gains from the taxation of the
interest on Federal bonds is further complicated by the fact that no two of the
State income-tax laws are alike. While all of the States have been oblich, by
the growing weight of the Federal income tax, to keep their own rates of income
taxation within moderate limits, some of them have applied progression and there
is complioto lack of uniformity in the rate brackets and in the steepness of the
progression.

(8) Federal interest subject lo Stale taxalion.—The tax base which would become
aubLect to State taxation is the total amount of interest paid on the obligations
of the Federal Government and of its various agonoies, less the interest receipts of
(1) the several funds and agencies which hold certain amounts of these obligations,
and (2) the intercst receipts of exempt institutions. A computation of the
apportionment of Federal interest paid in 1937, as between the public funds and
exempt institutions on one hand, and private investors who would be subject to
tax on the other, indicates that about $8398,980,000 of this intcrest would bhe in
the taxable category.

As shown helow, some $565,000,000 of this amount was probably recetved by
coryomtions in_1937, and the halance, or some $273,600,000, was received by
individuals.$ It is brought out in appendix E that year by yeat about 40 percent
of the corporate receipts of Federal interest will be received by corporations having
no net income. Hence the amount of taxable Federal interest received by cor.
porations as of 1937 would have been some $339,000,000.

The typical maximum rate of State corporation income tax is about 4 percent
and the typical maximum rate of individual income is about 5 percent. There-
fore the maximum State income-tax revenue as of 1937 would have been:

Taxable Rate Tax

Taxpayer {ncome
Corporatlons.. ..ceeceerneccsnancorecsacocrasaas romcesssnssonacsnanss £330, 000, 000 4 | $183, 860, 000
Individuals......eeeeiioicencinenioacnnnes cseseeneinianiiatatiranean ?73.238:000 13 ‘13.'675,000
TOtA) $8X. vavsaceiaeuesccunnioccnscsscnccncecs socosssnsnsncsfoncicoconcaces|uaceases 27, 235,000

But in 1037 there were 12 States which had no State income tax. In 1936 the
individual taxpayers of these States paid 25.5 percent of the entire Federal tax
on personal incomes.® If the above maximum State income tax be reduced in
this ratio, it leaves $20,200,000 as the maximuin State revenue from the taxation
of Federal interest as of 1937, In view of the general graduation of rates below
8§ percent, if the States had realized $17,000,000 from such a tax in 1937 it would

have been a matter of congratulation to them, .

8 Infra, p, 187, and appendix B,
" Of. tgtlstlcs of Igo%ema, 1038, p, 82.
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(b) The effect of the social security program on ihe fulurs Federal inlerest laxable
by the States.9—The complete redemption of the Federal debt would, of course,
reduce to zero the revenue prospects of the States from this source, While there
is no immediate danger of a completo disappearance of the Federal debt, thero Is
one possibility that much of it may disappear from the possession of thoso in
whose hands the interest thereon would be subject to State taxation, This

ossibllity is offered b{ cortain aspeots of the gresent tplan for financing old-age
nefits under the Boolal Becurity Act. According to that aot, the oxcess of the
appropriations to the old-age reserve account above currsnt benefit tmgmenta is
to bo Invested in debt obligations of the United States, or in those debt obligations
of Federal agenoles which are full{ guaranteed as to principal and interest by the
United States. Such investment must be on a 3 percent yield basis, If no
eligible Federal securities can be bought on this basis In the open market, the
Secrotary of the Treasury is required to issue to the old-age reserve account
special Treasury obligations bearing 3 percent interest.

To the present, the market yleld basis of long-term Federal bonds has been
below 8 percent and no open market purchases of Federal securities have becen
made for the account. If and when the Federal budget is again in balance, there
will be no gressuro to use the funds borrowed from the account through the issue
of speclal ol llfatlons for current deficit financing and such funds will then be used,

resumably, for debt reduction. This process means, in effect, a transfer of the
'ederal debt from the publio to the old-age reserve account. But if, in future, the
interest on Federal bonds should be made subject to State taxation, and if, also,
the exemption from Federal taxation which is discussed under ogtion 111 below,
should be removed, then it is more than likely that the yleld basis of Federal
{):per would rise to 3 percent or more. In such case, it would become profitable
use the old-age reserve account funds to purchase Federal debt obligations in

the market.
gbin a transfer of Federal debt from the public

As this process went on, resultin
to the account, the tax base available to the States would be reduced and their
revenue from Federal bond interest would also be reduced. In fact, if the goal

set up by those who designed the soctal security program were to be achieved over
the next 40 iyeam, it is possible that a large part of the then existing Federal debt
might be held by a Government agenoy. Should this happen, the Federal walver
of tax immunity would be an empty gesture. The Federal debt would be as
great as ever, for the larse regerve plan for old-age benefits contemplates a reserve
of $47,000,060,000 by 1080; but being in the possession of a Federal agency the
interost paid on it would still be immune from State taxation.

In welghing the fiscal aspects of such an apparently liberal and equitable
proposal as reciprocal walver of immunity, therefore, the States should consider
most carefully the program that is likely to be developed in the field of social
seouritg financing.

() Possible revocation of immunity waiver—The States should also consider
with some care what their position is likely to be in any case, assuming that the
waiver of Federal immunity is to be accomplished b{ statute ohlf', rather than by
constitutional amendment. It is a settled constitutional principle that no legisla-
ture can bind its successors. Without the protection of a constitutional guarantee
any future Congress could revoke such authorization as might have been extende
by an earer Congress to the States respeoting the application of their income tax
to Federal bond interest. Under these oiroumstances the waiver of immunity
would also be an empty gesture.

2. The effect of State tazalion on Federal interest costs.—According to table XV,
the total interest cost of the debt issued by the Federal Government and its
afenciea was $1,148,000,000 in 19037, The computed rate of interest on the

rect Federal obliia‘lons was 2,682 pereent in this year, and on the obligations of
Federal agencles the rate was 2.140 percent. The actual coupon rates on this
debt varled from 4% percent on some of the earlier Treasury issues down to the
inordinately low rates of discount at which the Treasury bills have been eold.
The average investment yleld basis of the longer maturity Treasury issues during
1038 has been about 2.40 percent, Assuming that under the average State income
tax law the interest return from investmont in Federalsecurities would be exposed to

# The advisory council on the soclal seourity p m has just issued a report, December 1033, in which
P T R A R et
whatever extent the Foderal de! tmn{bo old b{sany of the security reserves in future, however, there
would bb a wl?hdmml from the effective tax jurlsdiction of the States.




TAXATION OF GOVERNMENT SECURITIES AND S8ALARIES 125

a maximum tax rate of 5 percent, the yield adjustment required in order to offsot
the tax would be some 12 points fo the rate. But a substantial part of the Federal
debt Is in short term low yleld obligations, and the yleld adjustment required to
meet the State income tax would be much less than the 12 points which might
emerge in tho case of the long-term debt. 'l‘aking into account, therefore, the
whole mass of long- and short-term Federal debt, and the proportions of the
two forms, it Is su l;ested that 7 l?oints would be a reasonable average correction
of &;ield basis. This average yield adjustment, applied to the total debt of the
Federal Government and its ageneles, as of 1037, would have groduced an increase
of interest cost amounting to $32,400,000. This figure will be rounded off to an
estimate of $30,000,000 for the purposes of the present report,

Some question may arise as to whether the whole of this interest increase is to
be expected in view of the fact that one-quarter of the States have no income tax.
It is doubtful if this condition would affect the situation, for the followin(f reasons:

(1) The procedure of marketing Federal securities could hardly be adjusted so
as to sell gart of a given issue in one State on one Interest basis, and the remainder
in other States on a different interest basis. Tho whole question of additional
intercst cost is settled, once for all, when the terms of Issue aro established. All
that the Treasury could do would be to announce the terms, and in fixing them it
would be neceaear{eto consider the probable attitude of investors who would be
subject to the State taxes,

) Even if investors in the non-income-tax States were willing to accopt a
different yleld basis, they would thenceforth be obliged to carry the securities
bought until they matured, or sell them within the State, or take a loss in selling
them in an income-tax State. This fact would tend to tomper their attitude
toward a yield basis greatly different from that prevailing generally.

The investors in the non-income-tax State would have no incentive to
overhid those in the income-tax States, or at least there would be no necessity of
overbldding to the full extent to the necessary yleld differential. All they would
need to pay would be one-eighth, one-sixteenth, or even one-thirty-second, more
than animne elge to get what thoy wanted.

(4) Finally, all investors in the States which now have no income tax would
aeed to be on guard against the possible enactment of such a tax at some future

me‘
Consequently, it appears more logieal that Federal bond prices and bond ylelds
in the non-income-tax States would follow olosely the price and yield structure
established in the States which taxed Federal interest, rathor than the other way
round. If this position be correct, then the faot that some of the States do not
now tax incomes would make mue£ it any difference, in the cffeot of State income

taxation upon the interest cost of the Federal debt.
SummaRrY oF REsurts UNDER OpriON 1T .
States: Federal Government:
Gain...oooooo... $17,000,000 | T T R, $30,000,000
Restalement of combined results under oplions I and I
{Afilllons)
States:
Loss, from option Io o eemeecencaeecaaa—- $113
Gain, from option IN... . ... 17
Fed ll\*étloss-,--e ''''''''''''''''''''''''''''''''' @ " (©
ederal Government: a ¢
Gain, from option .. ... o iieieiann 3130 $70 $05
Loss, from optlon I1_ .. ... 30 30 30
Net galn. oo cccecmeaan S 00 40 65

'a) Revenue gain as estimated In this rePort.
d) Rovenue gain as estimated by Dr. Maglll (supra, p. 121).
¢} Average of estimates (¢) and (0).

It asl)peare from this restatement of the results which may be expected under a
eneral waiver of tax immunity as between the Federal Government and the
tates, that under the most favorable assumptions, the net loss to tho States
4 In 23 Siates, the maximum rate of ?enoml {ncome tax was 5 peroont or more as of 1037, In 7 States it
was 4 percent to 4.8 gmoe{lt. and in only 8 States was it below 4 percent. Maximum rates of corporation
Income tax were in general somewhat lower, bt in 13 States this maximum ru 8 percent or above In 1937,
(f.o Commerce Clearing House, Tax Systems of the World, Seventh Edition (1938), passim,
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would exceed the net Federal gain by the amall margin of some $6,000,000 annu-

ally. Under less favorable conditions, which are established by the estimate of

Federal revenue gain published a year ago by a high Treasury official, the Federal

net gain would be less than half of the probable net loss to the States. If tho

Federal net gain be taken as an average of Dr, Ma‘;ill’s figure and that arrived at

{n ttl}l‘o %rtostent report, the result would still be less than the cost of the tax changes
o the Statos.

Incidence of the gains and losses.—A halancing of the gains and losses such as {s
-glven here might be said to sup')ort either slde of the argument. That is, if
reciprocal immunity be waived, the losses may be offset, in substantial part, by
the gains, Or If the present status be maintained, the revenue loss would be
counterbalanced by an advantage in the form of lower interest costs.

It is significant, however, that these gains and losses, respectively, would fall
upon different groups of citizens. The additional revenue gain would he obtained
from the relatively small number of persons whose incomes are such as to subject
them to the higher rates of income tax. The additional interest costs, especiall
in the case of the States and ofties, would be paid by the millions of persons with
small incomes, small propertles, and small businesses, who now pay the bulk of all
the taxes for the support of State and local government.

educed to its fundamentals, therefore, the fiscal side of the tax-revision issue
which is presonted under options I and 1I is a question of increasing the taxes
ald by all of the citizens who now support State and local government, in order
inorease the taxes of those few other citizens who are not now paying quite as
much as they otherwise would Pay to the Federal Government hecause of the
loans which they have made to the States and cities. More will be sald on this
subject in pat, II below.#

3. Further consideration of the effects upon the Stales and cities.—It is obvious
that an oxtension of Federal taxlngbjurlsdiotion to include State and local hond
intarest wiil result in an increased burden for interest costs that will inateriall
exceed any revenue which the States can hope to obtain by taxing Federal intereat.
It I3 impossible, and likewise unnecessary, to attempt a detailed apportionment
of the relative gains and losses to each State. In general, the following factors
should be considered:

g) The non-income-tax States will have no galn in revenues from the walver
of Federal immunity, but the extension of Federal taxation to the interest on their
bonds will fncrease pro‘pornouatoly the cost of their State and loeal debt. A
sugfeatlon may emerge in the course of the discussion of this subject, to the effeot
that the States and cities should be reiinbursed from the Federal Treasury for
the inoreased debt cost caused by the tax. Only a most ineredibly naive person
would assume that an equitable apportionment of this grant could he made, in
view of the great nuinber and variety of local units to be dealt with in the distri-
bution. Since there could not be even a befinnlng of an equitable reimburse-
ment, the outcome of a Federal subsidy of this sort, granting that the state of
the Federal finances warranted its appropriation, would be a distribution on such
basis as the Federal Government might determine, or as the local units might
obtain throuﬂ the political influences at their command.

There has been too much of the Federal subsidy, as such, for the maintenance
of the healthy morale of the States and cities, The Privllege of horrowing
without the restriotive interference of Federal taxation is likely to appeal to these
units as & better way of serving the local advantage than a Federal grant to meet
a burden caused by a Fedoral tax.

(2) The majority of the income-tax States may expect very little advantago
from the Federal waiver, because there is no material concentration of Federal
bonds in the cstates of their citizens. The State Income taxes are of minor im-
{):ttanee today, as a source of revenue, in all but a few of the States in which this

x I found. ~ It Is extremely unlikely that the relative fiscal significance of this
tax would be greatly altered for these States simply by permitting them to inolude
Federal bond intereat In the taxable incomes of their people. But the interest
costs of all of the minor income-tax States would also be proportionately affected
by the inolusion of State interest in the taxable incomes of Federal taxgavers.

In fact, it is quite possible that some of these States and their subdfvisions
would suffer an fnorease of interest costs materially abive that which has been
assumed here as an average, Nation-wide rise. It is a well-known faot that the
oredit rating of both the States and the oities varies considerably., The com-
parison from which was deduced an average increase of 60 points in State interest
cost, under the impaoct of Federal taxation, was based on the highest grade

U Tours, pp. 147, 148, o
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municipal scourities. As the oredit rating declines, the relative cost of botrowing
f‘m u}). and it may rise more than proportionatelv. Hore, at any rate, is some-
hini or a conslderable proportion of the States to consider rather carcfully in
wolghing the fiscal pros and cons,

(3) A few States would reap the great bulk of any revenue advantage that
might flow from State taxation of Federal bond interest. Such is the case today,
with respect to State income taxes, for it is only in theso few States that the
income tax supplies a vroportion of State and local revenue of any consequence,
In some cases, it is possible that the revenue gain to a State might equal or exceed
the additional cost of carrylng the State and local debt. Should this ocour in
any instance, it would be the result of a fortunate combination of very large hold-
ings of Federal bonds, together with relatively low debt costs, The gain of such
a State could only be at the expense of many other States in which the rise of
debt cost exceeded the revenue gain from taxing Federal interest,

In connection with this point, a summary statement of total State and loeal
debt as of some date in 1937, together with the income tax collections and total
Btate and local tax colleetions as of 1936, is presented in tablo VI ®

TanLe VIIL.—State and local gross debt, income taz collections and total State and
loeal tax eollections

{Thousands of dollars)
1936 tax collection Percent-
ago
State and local Totnl State | income
Stat Total in- nd local t t
tate gross debt, 1937 (;?0'3 8 | Personal | coma tax Beoll‘mod“ taoxtxlsf
come income collected tax
oollected
170 407 389 256 84,802 1,58
”fé&%ﬁ‘g’ 14,080 6,526 m,gw mm‘; 85
i8h,008 [ REO LI | o [
1840 1. 9ib 910 14, 30 8.40
482,848 11000 ceozzae]unnersessar 00,83 [.........
, 406 i, 348 08 a.ooa 74, 861 481
73, 508 50 880 1 33,330 285
1,000,427 |.......... I O 44,287 |
156, 708 186,138 [222200000
20,080 s e
I 133, 4,238 [eeeee....
Louisiana........cev.... M2, 70,931 1 %73
Mﬂ"?&a&i' ..... il agg. & )........ .
Masachuset . 072978 | 807,32 |8 i
feh ;g.% ...... RS R i emevrnie m. (1&) ....... @
M ma) o) om0 we) b
ﬂ ngg 70 32187 297
104, 80,038 [.......
vad 12190 | 7,925
1,59 "‘:%
w cssusbssnsrasfonnecs srescaliscsiinncens
ﬁ i 'sﬁ'%? 1g 72 18,035
New Y 4,834, “,1 88,901 | 130,080 1,200, n?
§ dE e im) a Cwd
Ohio....- 81,7 |............ 8,631 5,681 333,070
Oklahoms 188, 500 3089 1,668 497 87,088
Oregon, ..... 208, 2718 85 1,670 2,834 87,378
P%%a;y;mm reeeeeren 1, 406, 844 12,068 [.cvenvnneens 13,063 837,832
e Teland...... ceenn MO,877 loeeeeeenendennnnnns resefereecesessen 38, 208
8ou C:iollna........- 138, 002 i, %3 sg bX1 40,981
South Dakota........... 84, 40 32,888
844, 71 m ' 07 9, 058
LT IO 785, 241 . . 200,883 [..........
1 Thess States enacted income tax laws in 1637,

4 The Btate and local debt ﬂmm are from the Treasu,
'oltn?lehau mgl ta’xogo. a:'ln mxey A 'sno: t't;:i?% ;hZ"%w"i‘x'a&; léggt‘npt o 'npnblinuon
()
-‘F"uclnc theqih’n blem, the hl‘i?m figure was used, in order to make the best p:,‘.,f’b e showing for the
Ppresent State income taxes,

Gray Book. State Income uroolle&t:ons n}g
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Tane VIII.—Slale and local gross debl, income tax eollections, and tolal State and
local tax colleclions— Continued

{Thousands of dollars)
1036 tax collectlon ! Percent.
— )
Total fn- | Total State | income
State State and local come tax | and local tax | taxto
grossdebt, 1037| Goroora: | poreons) | collected | - collected total
tonla- 1 “Income taxes
collected
47,123 490 1,007 3.7
uiaoa i 309 ' 498 ?%?% 2.7
ﬁ“&g;& 1,800 Lo| L 28n e‘{.i f . 4.1
“}‘ s i i,i80" 8f, g """ ird2
17, 6,508 8,987 12, 688 162, .60
39,08 |..... srononsfoncecassisacfeasncanacans 11,723 Jeeeeennen
19, 501, 388 100, 242 144,643 253,888 6,611,758 3.84

(R) Minor fiscal importance of Stale income laxes.—This table confirms what
has been said regarding the minor fiscal importance of the State income taxes.
In only one State was the progortlon of income tax to all 8tate and local tax
revenues above 10 percent in 1936, and in only 6 States was the proportion ahove
6 percent, It is evident that the fiscal situation of the great majority of the
income tax States would not be materiaily altered by extending to them the
privilege of taxing the interest on Federal seourities. Furthermore, 16 States had
no income tax at all in 1936, and in 2 States, Connecticut and Pennsylvania, the
itax applticd to corporation incomes only. At present, there are 12 States with no
ncome tax.

The gross State and local debt situation is in lhterest.}ng contrast with the State
income tax possibilities. In Alabama, Arkansas, Ohlo, ‘waQ Tennessee, for in-
stance, the debt total is relativel large while income tax receipts are but a small
proportion of total tax recelpts. North Carolina’s income tax is a somewhat botter
revenue producer, in relation to total State and local tax collections, but the
gross debt of the State and its subdivisions is also substantial.

The prospects that the leading income tax States might be able to collect enough
tax on Federal interest to offset their resyi)‘eetive interest costs may be considered
by comparing the probable increase of their interest costs assuming an average
increase of 60 points in yield basis, with the amount which they are now collecting
in Income tax. This is done in tablo IX.

Tanrp IX.—Comparisons of gross State and local debt, assumed increase of inlerest
cost, and currenl income lax collection, in certain Slales

Assumed in- Ratlo of in-
creaso of inter< | Income tax |terest increaso

Btate Qross debt est cost on collections in | to total 1036

average rise 1936 income tax

of 60 points collection

$1, 616, 030, 000 $9, 096, 000 $21, 515,000 42.2
24, 846, 149, 000 910,000 16.3
g;z, 23, 4,034, 000 18, 828, 000 21.4
4, 534, 284,000 21, 206, 000 130, 069, 000 2.8
520,304, 8,122,000 7, 568, 000 41.2
171, 593, 000 1,030, 13, 685, 000 8.2

The States in this table are those in whioch the total income tax colleotions
amount to more than Gt{)ercent of all reported State and local tax colleotions.
il

From the standpoint of

efr relative income-tax collections, the

may be called

the leading income-tax States, although this merely emphasizes the comparative

unimportance of the State income tax as a revenue resource, for New York
tate in the list which collects income taxes to an amount exceedln%
Delaware and North Carolina may be ranked among

only
cent of total taxes.

is the
10 per-
he lead-

ing income-tax States because of the relatively low total tax collections rather than
beoause of large income-tax receipts, The other four States stand out, despite
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large total taxes, on account of the comparatively large number of large incomes
raceived by their respective reaidents.

In table IX the inoreased interest cost, based on an average of 60 points in the
fold rate of all State and local debt, reveals how much more each of the above
tates would be obliged to obtain from its income tax than was collected in 1036,

in order to break even if Federal hond inte:cst were made taxable. The four
States in the above table which have the best gxroapeot of breaking even, through
oollecting enough more in income tax to offset the estimated increase of interest
are Delaware, Massachusetts, New York, and Wisconsin, But if New York
were to succeed in collecting enough from a tax on Federal interest received by
her residents and by the cor‘)orations doing business in the State, to offset her in-
creased interest cost, it gou d be necessary to equal the total revenue estimated
to be collected by all of the States on the entire amount of Federal interest.

(bz Position of the non-tncome-taz States.—Thoe States which have no income tax
must elther forego all shance at revenue from the taxation of Federal interest, or
take such steps as may be required to compel local acoeptance of this form of taxa-
tion, The debt position of these States, and the probable effect of a Federal tax
on thelr interest costs, are shown in table X.

It appears that almost 30 percent of the gross State and local debt is carried by
tho States which now have no income tax, and that the increased interest cost of
carrying this volume of debt, on the basis of an average inorease of 60 points,
would be $31,4563,000 annually. This inorease is, in itsulf, considerably more than
all of the States could rcasonably expeet to obtain from the taxation of Federal

interest under existing conditions,

TanLe X.—Gross Stale and local debie, and probable increase of interest cosls, in the
non-fncome Stales, as of 1987

b
State Qross debt basis of 60
point spread
Florlda.. 5,000 714,000
1tiinofs.~--. %" 000 ‘?:071: ]
Indiana........ 000 940, 000
Mo 00 4,485,000
chigan...ceeitieeenncreiannnen X
ebraskA oo 000 m.%
OVAAD. «ocaveirnonvanene 000 73,
0w Jersoy..... 000 7,970,000
Rhodo Island.......o..000 000 897,000
et e
Wyomleg e rmeoisiiils 30, 951, 000 ' 240,000
POtB)es e enennnenennrsennsnncs . 8, 243, 345, 000 81, 453,000

In the light of the evidence supplied in table X, and on the basis of the probable
total revenue which the States might expect, it would be futile for many of the
States which now have no income tax to introduce one simply for the purpose of
equalizing, or attempting to equalize their revenue %ain with their increased
interest cost. In a few of the non-ingome-tax States the gain from such a tax
might be sufficient to diminish materially the extra burden caused by the Federal
tax on their own interest costs. In other States it {8 quite out of the question to
expeet any such equalization.

t 1s, however, a rather cold-blooded position to take, if it be insisted that
every étate should have an income-tax law, or that each of the 48 States should
have exactly the same kind of revenue system in all other details. To be valid,
such a position must rest on the assumption that the economiec and business cone
ditions in the several States are sufficiently similar to warrant complete uniformity
of taxation methods. For various reasons some of the States have preferred to
deal with the same )g:oblem in different ways. For example, some Btates have
undertaken to tax intangible property of every sort through an income tax, while
other States have preferred to use a system of classifie me?erty taxes. One
method is as good as the other for the purpose. Some of the income-tax States
are using both an income tax and ad valorem taxes on intangible {)roperty. It
is extremely doubtful if any State would be permitted to tax Federal bonds under
a property tax. If Federal immunity is waived, they must use an income tax
or nothing. Insistence upon uniform application of the income-tax method is
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# kind of compulsion exerted agalnat all of the States to adopt one, and only one,
method of dealing with the problem of taxing intangible property including publie
geourities, regardless of the wishes, J)referencea. constitutional provisions, or other
local conditions which have caused, historically, the e1vergence of variations in
the taxation methods of the several States. '

The tax-exemption amendment that was discussed in 1022 limited the reciprocal
waiver of immunity to the income tax. The writer of this report criticized the
form of that proposal as follows:

“This amendment was defective in that it restricted the States to income
taxation. It should have pormitted the States to tax either the income from
&deml ﬁeourlﬁes or to tax such securities as property under a classified proPerty
thataé tg tg gamo flat rates as might be imposed on other classes of securities in

‘In connection with the discriminatory treatment of the States which any aimﬂo
form of Federal waiver may take, the following extracts from the hearings on the
amendment of 1922 are apropos:

- “Mr, GARNER, Now, Mr. Mills, is it not fair to refer to the phase of this proposed
amendment which permits States and counties to tax Federal bonde? I have
never. heard you exli’reea yourself on that phase of it.

“#Mr. Mirrs. Well, I take it that we have got to consider this proposition as
regeresentativea of the National Government., What the States will do with it
afterwards is a very different question, and I think my vote in the State legisla-
ture might possibly be different from my vote in the National Legislature, although
I do nof want to commit m‘xlsolf on that point. We have got to look at this from
the national standpoint. e are giving to the States the privilege to be sure, of
taxing national seeurities, but in return, we are getting a greater mass of seourities
that on the whole are going to constitute a much larger tax basis than the Federal
securities are. And what is more, we are asking for the benefit—and we are
fettlng the benefit—of taxing them at a much higher rate than the States are

ikely to do. You are only giving to the States the privilege of taxing income
from these bonds.

“Mr. GARNER. That is what I was going to call to your attention.

“Mr. MiLrs., And there are only four States in the Unfon today that have
income taxes. All of the other States, or the majority of the States, tax securities
as Property. which they genorally classify as the Froporty tax,

“"“Mr. GARNER. We are asking the States in this amendment to surrender their
right to issue tax-free securities,

“Mr, MiLrs. Yes, sir.

“Mr. GARNER. And to invest unlimited power in the Federal Government for
ta:‘r‘ &urposes?

r. MiLLs, Yes, sir.
“Mr. GArNER. But we are not giving to the States the same right that they

are extending to the Federal securities. We are limiting it to an income tax.

“Mr. Mrs. You can tax them under an fncome-tax provision.

“Mr. GARNER. And the States and counties, of course, levy direct taxes on
Eroperty. That is the only method they have for collecting taxes. I do not

now whether that is the system in your State, but that is the only method we
have in Texas,

“Mr. MiLrs. No; we have an income tax,

“Mr. GARNER. We have direct taxes. That is the onl way they have of
collecting taxes. For instance, if I give you a note you will have to pay taxes
on that note as such.

“Mr. MiLis, You tax it on the same basis as real property. ‘

“Mr. GARNER. If we are going to give the States that power, why limit the
States in their privilege of taxing Federal securities? Why not give them the
entire right to tax them,

“Mr, MiLrs. Now, Mr. Garner, I think you are arguing from the standpoint
of the State, and I think when it comes to ratification that the States will be
very able to take oare of themselves. What we are going to do is to consider
it from a national standpoint and from that standpoint which will produce the
most revenue and is most economically correct. There is not the eughtest question
that this great tax exemption evil should be done away with. And the only way
that the State can remedy that is to pass an income tax law.

epent——
"4 H, L. Luts, Publie Finance, 24 Ed. (1020), p. 584.
“neul‘nu e fore the Comml{itee on oys lgdals\}ews on Tax-Exempt Becurities, 67th Cong., 2d sess.,
(1]
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“Of course, that brings pressure to bear on them to tax incomes under this
lan. We have an income-tax law, Massachusetts followed and also Missourl,
ut they are only four States that tax incomes.

“Mr, OrbrieLp, What States are they?

“Mr., M1Lrs. Missouri, Massachusetts, New York, and Wisconsin.

“Mr, COLLIER. Misalssigpi has an income tax.

“Mr, OLorierp, And I believe Oklahoma has an income tax.

““Mr, MiLLs, But they have not substituted the income tax for the other taxes?

“Mr. CoLLier. No; they have not done that.

Mr. Mills' position in the above colloquy was onfag(n ly frank, but obviously
disingenuous, He virtually admitted that as a national legislator he was urq‘lng
something of which he would disapprove as a State legislator. Moreover, ha
the amendment which he was supporting been submitted to the States, their
only method of *{aking care of themselves” would have been to refect it. Cer-
tainly it would have been too late then to open the way for the procedure which
My. Garner was proposing.

The conclusion arrived at by Mr, Mills, that the only way of ending the ‘“tax-
exemption evil” is for the States to pass an income-tax law, is a complete non
sequitur. _These alleged evils can be quite as effectively removed, so far as con.
cerns the States, by authorizing them to tax Federal bonds, without discrimination
as other intangfblo property is taxed, as by authorizing them to tax the intemi
on these bonds under an income tax.

(0) Position of the ¢ities.—The fiscal effeots of the proposed tax changes upon
the local governmental units, particularly the cities, should be especially considered
in any balancing of the gains and losses, The situation involves, among others,

the following elements:
ire?ate than the State debts and the
)

?) Loceal debts are far more, in the ag
cities are the larf;eat single debtor olass in the local group. According to table II,
the debt of all local units in 1937 was $15,011.3 millions, or 83 percent of the

total, It follows, therefore, that 83 percent of any increase in interest costs
following the imposition of a Federal tax, will be borne by the various classes of
local debtor units, and that more than half of the total increase will fall upon the
budgets of the citics;

(i) Local governmental subdivisions in the United States are limited, in their
exercise of the taxing power, very largely to the property tax. A &)orpetual
struggle goes on, between the cities and their taxpayers on one hand, and between
the cities and thefr respective States, on the other, The taxpayors resist increase
of the property ta:, and the cities are pressing for hr?or participation in the
State-collected taxes. Various schemes are in operation for grants to local units,
and for sharing the State-administered taxes, but nowhere can there bo found a
::gmp’lgtely satlsfactory solution for the combination of difficulties which hesct

e oities: .

(ili) Many local unita would be obliged to pay- more than the average increase
of 60 points in order to market honds eubiiect to Federal taxation. It is possible
that some of them would encounter serious difficulty in finding buyers at all
under existing Ie%lslative restrictions as to interest rate and terms of sale.# For
all such communities the increase of interest cost would be far greater, propor-
tionately, than that which has been assumed in this report to be a national
average:

(iv) The extent to which the cities might share in any income-tax receipts is
roblematical. In a few States the yield of the income tax is shared, In others
t is a State revenue. In all of the latter States, such gains as were realized from

the State tax on Federal interest would go into the State treasury, while the
onerous task of meeting the higher costs caused by the Federal tax on local bond
interest would fall on the local governing bodies.

(d) Effect of Federal tazation of Stale and local inlerest ttgon the laz raler o
certarn cilies,—The best method of visualizing the effect of Federal taxation o
State and local interest is to consider some specific cases, The matter comes
closcst home in the case of the cities. The table which follows gives certain

# An Interesting case of juggling to elreumyent statutory restrictions is reported bg the New York Special
Joint Commission, Anamendment tothe New York taxlaw of 1026 pro}rldod that t elmmncemmrnla.
bagl& and other nnan?éal corporations owning New York State secur g:s on which the interest did not
ex 8 nt, houid have a credit of 1 percent of the par value to be a %léed against franchise taxes
paygbh y such co tions, The explanation was that certain 3-percent bonds wers not marketable
at that rate, henoa an Indirect subsidy was valded making the actual interest ""f egnlva ¢ to W
?f&‘til lc)x fgegal Joint Committee on Taxation and Retrenc ment, Tax Exemption in State of New Yor!
’ pl '’ .

122266—89—pt, 2——di
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%rataie’ent data for all of the oities having a population of 500,000 and over in

TasLe XI.—Gross debl, inleresi paid in 1930, increased interest cost that would
be caused by Federal tazation of municipal inlerest, tax levy per 81,000 in 1936,

and effect of the Fedéral laz on the local taz levy

Increased
interest
cost
"% “f;\:(?' Tax
vy
Interest pald | 20 polints T !evy adjusted to
Clity and State Cross deht 1034 ohange o I% ,000, |  Include
4 (000) (000) yleld busfs p“’l 36 {ncreased
for lonﬁand interest
u}l?rt- T
& % respeo.
tivel
(000,
oW York, N. Y.oceceoscoanncsne 524,01 , 213 14, 203 27, 14 28, 01
hi rt, i “’ 5ok oia '3?. 168 s 334 o K%
h 636,329 819 .gz 20.94 N7
443,107 29,879 3 .90 30. 00
21,82 12,442 1L 32.00 %m
189,102 z: 1 930 .61 ) g
89, 533 837 26.80 .
188, 780 [ 3l 1,133 21,60 2 38
188, 863 8, 1,000 F18? 88.
183,638 6,440 031 81.1 87.090
5 3001 h % 21 70
150, 108 5748 870 33.06 84.87

The last two columns of the above table tell the story of the effect of a Federal
tax on the interest paid on municipal obligations, on the assumption of a 60-
point increase of the interest rate, and of 20 points inorease on the short-term
debt. ‘The amount by which the property-tax levy would have been inoreased,
under the conditions prevailing in 1936, would have ranged from 42 cents per

,000 in Milwaukee to $2.10 per $1,000 in Detroit. It should be noted, further.
more, that Detroit would have no opportunity of recovering any part of this
increase through the taxation of Federal interest, since Michigan has no State

come tax.

The especially unfortunate position of the non-income-tax States has been
referred to above, It is desirable to observe the effeots of the Federal tax upon
the looal tax rate in some of these States. The effect upon Chicago, Detroit,
and Baltimore is shown in the above table. The situation in all of the remaining
oities with a population of 100,000 and over which are located in States having
no income tax, is given in table XII.

1 Data for the next two tables in the text are from Financlal Statisties of Citles, 1038, issued by the Bureau

of nsus.

In the casé of the threo clties—Los Angeles, Philadelphia, and Pittsburgh—the amount given above as
the tax-rate levy for 1038 was computed by div dlns,th&gold assessment of real and personal property into
the total amount of taxes ralsed. “As reported by the Census Bureau, certaln pottions of the tax were not
extended against the entire mass of the property assessment.
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Tanre XII. Effect of the Federal tax on the inlerest cost and local lax rates in cerlain
oilies localed in Slales having no income laz

Increased in+
sssaogiog 60
ross debt | Interest paid | “Shaneoof *| per S raiedTo
Oity and State ©0) " | 1068 (000) | yleld basis | of assed ylclude,
fot long- and | value, 1034 interest
A
tively (000)
ksonyille, Fia... $14 42,43 3
Maml. I8rnveresvrersreesenrens :!%i 1%’3 5 43,58 e
Tamps, Fla. L.l 18,043 885 1 sg:ts 54,48
Pootla, tl.oooo: 8 837 183 45.80 0.7
Indlanapolis, Tn 41,030 1,82 243 20.70 30.18
Fort Wayne, Ind 8,202 n8 31 23.78 2.0
South Bénd, ind 620 200 3 4.5 24,85
ind a.% 265 3 3.2 2.4
Evan&vme. Ind.eeececenns eesense 198 33 %an 30,62
grand Ravids, Mioh 16,459 781 97 111 23,04
Flint, Mich...... 10,423 901 114 2.2 2.8
Omaha, Nebr.... 30, 626 , 47 181 g&m aug
Newark, N, 1. 1,718 885 18 30.1
Jersey d"fl A 318 4 553 48.81 71
aterson, N. 32812 1,841 107 2.0 45.09
Trenton, N, J.. 22,453 920 126 30,87 37,61
Camden, N, 7. 608 1,316 168 4218 44.38
Elizabeth, N, 322027 634 846 105 3.8 302
Providence, R. I.... 01.% 2,409 38 19.79 20.38
Houston, Tox.. 60, 2,817 3% 44.62 4588
Dallas, Tex..... 30, 234 ).73.8; e:;g gg.as 35.38
an Abton{o, Tex. 30,417 L4 1 X1 3476
Fort Worth, Tex.. 28, 004 1,203 168 41,38 1240
2] Paso, Tex. .. 8, 508 152 51 3408 . 35.00
Seattle, Wash. . 103, 288 4,435 873 52,84 84.82
pokane, Wash 4,503 183 26 45.47 48,
racoma, Wash. ..o sensssenns 18,850 ] % 57.82 .64

The last two columns of this table tell the story of the effect that will be pro-
duced in the larger oities by the Federal taxation of the interest on their bonds.
The propertg tax rates would probably be inoreased in some of these cities by
more than the amounts shown in the above table, for the estimated inorease of
interest cost was computed in every case on the basis of a G0-point advanceé in
the yield rate. Some of the oities in the above list are not in the top grade, from
& bond investment standpoint, and they would in all probability pay more than
60 points in excess of the present yleld basis of thelr loans after the interest
thereon became taxable,

In contrast with the situation in the States having no income tax, it will be
worth while to consider how some of the cities in New York State would be
affected. The following table contains some relevant data:#

Tasre XIII.— Estimaled increase of inlerest, effect on laz rates, and amound received
under existing Stale sncome taz, in the cities of New York Stale with a population

of 100,000 and over

Amou&t! {?ﬁ?"{?" Ig‘ 1037 a8
Estimated | Toxrate |Taxmatoad.| &CHOUOR
Oity l‘géreer::: ﬂ.%ouw clude Inter-
sessad value | est increass | Personal in- | Business cor-
ocome tax | poration tax

14, 203, 000 m o1 | s10,e07,000 8567

0| ha| ‘mal MEwe| M
483,700 36.98 3r.08 401,400 385, 300
43,200 30,28 3, 238, 00 143, 500
%k 100 44 nal e 3550
mn& 41,01 mg 92:100 34,500

4 Data used In the first thres columns from the Census Bureau’s publication, Financial Statistics of
8’,}{:'5,’”“ Data for the last two columns, from the Report of the New York Tax Commlssion, 1937,
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The effeot on the tax rates of New York cities, when adjustment is made to
rovide for an inorease of tax levly sufficlent to cover the higher interest cost, is
ound to be about the same as It would be in other States. In the last two

columns of the table are given the amounts which these cities actually received,
in 1937, as their respeotive shares of the State taxes on all personal and business
net incomes. It is significant that the estimated additional interest cost is
geater than the amuunt now belngareoeived as the looal share of the entire State

x on personal incomes, notwithstanding that this tax was collected in 1937, at
the speoclally increased rates which have been imposed as a temporary measure.
Assuming that New York would continue the present polioy of sharing income-tax
receipts with the local units, in the event that Federal immunity were waived, it
{8 clear that none of these larfe cities could expeot to receive more than a small
fraotion of the amount by which their interest costs would be increased. It will
be noted that in the case of Utica, the increase of interest cost exceeded the city’s
share from both of the State taxes levied on net incomes in 1937, Albany’s share
of both taxes was harely more than the interest increase, and even in the case of
New York City, the excess of total income-tax apg)ortlonmonts over the estimated
additional interest was only a little more than $2,000,000.

The effeot of the Federal tax and debt costs and local tax rates in the leading
oities of New York and New Jersey is shown in tables XII and XIII, It will be
interesting to consider the over-all effects of the tax on State and local interest
costs in these States, in the light of the developments in State and local borrowing
from 1932 to 1937, The significant figures are given in table XIV.#

TasLe XIV.—Interest paid in New York and New Jersey in 1952 and 1987, by
clasaes of governmental subdivisions, and increased tnlerest cosls of the 1987 debt

on the basis of a 60 point rise in inlerest rates

NEW YORK
soun,
Actual Actual Actual in.
interest pald | Interest pald | crease, 1037 o‘?’:{‘m‘?""}:
1932 193 over 1932 on 1037

debt total
State debt........ 17, 783, 000 u 393, 000 412,000
Munlelpal debi. floiasg.?'ooo ?23.' o% 0 ﬁu;':ooo f&oo%ooo
Other local debt.. 17, 641, 000 24, 154, 000 8, 813, 000 3, 866, 000
b V17 D, 145,743,000 | 160,006,000 | 23,323, 000 27, 245, 000

NEW JERSEY
State debt 8&.% 7, 386, 000 q“ﬁ.m $1,037, 000
unicipal debt ?:903. 758, 000 000 051, 000
Othorlg:alldem . 6, 044, n.ogg'.ooo u.m{ooo g:ssz.ooo
TOtA). e ceicrneniracncssscsncnnnsacesssnn 54, 870, 000 53,709,000 | 11,101,000 7,970, 000
1 Decrease,

The Federal tax would cause an increase of debt cost, for New York, greater
than the actual inorease from additional borrowing during the 6 years. The total
interest i)agmente in New Jersoy actualcl,y declined by more than $1,000,000 from
1032 to 1037, but the Federal tax would increase the cost over the 1937 total by
almost $8,000,000. The additional burden on the taxpayers of New York State
alone would equal all that all of the States could reasonably expect from the tax-
ation of Federal interest, assuming universal use of State income taxes. The in-
creased burden on New jersey taxpayers would be almost one-half of the amount
which all of tb ..+ States that now have income taxes could expect to receive from
the taxation o, J ederal interest. - .

It is clear, algo, that in these States as in others, the bulk of the increased burden
would fall on the municipal and other local budgets.

(6) The local consequences of increased local taz rales.—The effects of local tax
rate increases should be considered in connection with the efforts that are being
made in various places to put local financial management on a better basis. In

# Data from the Treasury Gray Book, p. 63.
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New Jorsey, for instance, laws wero enacted a few years ago which looked toward
a oash basls for current county and municipal operations. In substance, the local
budgets were requlred; by this legislation, to carry two new items; (a) an appro-

riation item entitled “reserve for uncollected taxes;” and (h) a receipts item en-

itled "“antioipated delinquent tax collections.” If the two ftems should balance,
no effect on the tax rato would ensue, but if the collection of delinquent taxes
should fall below anticipation, the tax rate would 70 up in the next year to cover
the excess of appropriated reserve over actual receipts.

Property-tax delinquency, in New Jorsey and elsowhere, tends to vary with
tho tax rate.® Tho effeot of the Federal tax would be to increase the local tax
rates, as the volume of debt subject to the tax rose, and this upward movement
of tho tax rates would produce relatively lgreater tax delinquenoy. The oities
would be obliged to increase their appropriated reserves for delinquent tax col-
lection, sinco the collection would be slower and more uncertain, The difference
hetween appropriated reserve and actual delinquent collestions would compel
the budgeting of a tax overlag in subsequent years, and this would in turn cause
a further rise of the tax rate that would intensify the difficulty. With the “snow-
balling” effect thus produced, it mifht be impossible for many communitios to
maintain a cash basis budgetary position.

Were an offort made to countoract the rising tax rates and inoreasing tax
dellné,uenoy through more rigorous enforoement of collection procedure, the result
would be a larger number of tax sales and a relatively larger loss of equities in
homes and other small properties through final foreclosuro of the tax title }ens.

(f) Tax exempiion and municipal ownerehip.—When the tax-exemption amend-
ment was under discussion, in 1922, it was opposed by those who favored the
munieipal ownership of various utllmea, such as water and electrio powerdt It
was reported at the time that the private utilities favored the amendment in
order to end the advantage which the cities enjoyed, through tax immunity, in
their loans to introduce municipal ownership.

This subject is again to the fore, for the Federal Government has been actively
engaged in furthering munifoipal ownership, in the area served by the Tennessee
Valley Authority and elsewhere, The present t;%)ort takes no position on the
munieipal ownership issue, but it should be pointed out that the Federal taxation
of State and local bond interest would accomplish much of what it was said that
the opponents of municipal ownership hoped for from the earlier amendment.

() State and local a‘qenciea withoul the laxing power.~In various States there
aro public agencies which are authorized to issuc bonds, and which ara required
to use this method of obtaining capital funds, but without the power to levy
taxes. Thelr revenues are derived from tolls or service charges. Examples are
the port authorities, brldge commissions, and different speocial distriot authoritics
established to provide and manage sewer, drainage, irrigation, and other services.
These agencles are relatively powerless to {nerease their gross revenues, which
depend on the volume of traffic or business done. The inoreased interest charges
on the bonds issued by these agencies would materially delag amortization, and
hence would delay the time when the tolls or charges could be reduced or elimi-
nated. In some cases, at least, such a policy is regarded to be advantageous
to the public, and in considering the future effects of the proposed oxtension
of Fed:ral taxation, the added delay in achieving this goal must be taken into
account,

Summary of the position of the Slales and cities.—It Ig fair to say that the majority
of the States, and also of the important countios and oities, have very little pros-

ect, of fiscal advantage from the suggested waiver of Federal tax immunity, The
otal State revenue from the taxation of Federal interest would be small in any
case and It may vanish entirely under the social-security program. 8uch revenue
as may be colleoted will be heavily concentrated in the fow States in which the
butk of the individuals and corporations that own these bonds are domieiled.
Elgewhere, the interest cost will greatly exceed the possible revenue gain, Even
in the few States that may be regarded as fortunate from the standpoint of revenue
gain, there is no assuranoe that all of the loeal subdivisions will find their budgetary
roblems eased by the tax change. These subdivisions must first obtain from
helr respective States a share of the new revenue, and they must then make cer-
tain that thelr own share counterbalances the inoreased cost of thelrloans. Finally,
the non-income-tax States must decide between adding a State income tax to the
load which the Federal Government is now placing on all incomes, and foregoing

® Tax delinquency varies also with genoral business conditlons, and with the vigor of the onllection ad.
ministration, But In an{ given business condition, and with any given aegree of w:for in_collection, it is
still true that the diMculty of collection tends to vary with the weight of the tax burden.

4 Hardy, op. eil., pp. 27, 89,
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entirely any prospeot of sharing fn the meager total revenues that may be opened
up to them, .

Orrion III. REocipROCAL FeDERAL AND STATP TAXATION OF BOND INTEREST,
Witn CoMPLETE REMOYAL oF FEDERAL TAx ExemprioN PriviLeces Now

AccorpEp T0 FEDBRAL BoNDSs

The third option that is avallable for dealing with the tax-exemption ?roblem
is discontinuance of the praotice of exempting the interest on Federal obligations
from Federal income tax. This option can be exeroised in combination with the
other two, or it can be exercised alone. Since it involves the Federal Government
only, it is a step which can be taken at any time by statutory change. No questions
of constitutionality or of tax enoroachment are Involved.

The practical result of an elimination of the exemption now allowed to Federal
fnterest, with respeot both to the Federal revenue and the added Interest cost,
would be the same, whether this step were to be taken in combination with the
changes which have been designated as options I and II, or as an independent act,
Accordingly, the discussion will proceed with the estfmates of revenue gain and
added interest cost as if this were the only action to be taken relative to tax
exemption. At the end of this seoction, these results will be combined with those
obtained earlier. Thus two contrasting policies mnay be compared. One is the
polioy to be dealt with here, which involves the Federal Government only. The
other ia the polley of complete elimination of tax immunities and tax exemptions,
which would be applied by a combination of the three options outlined.

1. Federal revenue from the lazalion of Federal inferest.—The revenue which the
Federal Government would collect by sublleoting the interest on its debt obliga-
tions to income tax naturally depends on the amount of interest and on its distri-
bution among the categorles of investors, Some of this interest is received by
rublic funds and agencies, and some by institutional investors exempted from the
noome tax. While both of these groups are at present exgluded, there is no
guarantee that the poliofy will be maintained indefinitely. It was pointed out
above that the absence of guarantee, especially for the State and local investment
funds, gives particular emphasis to the importance of putting whatever polic
may be considered upon a firm constitutional basis.$2 In this report, however, it
is assumed that both the public agenoies and the exempted institutional investors
will continue to be excluded from the aJ)plloatlon of the Federal income tax.

((3 The amount and distribulion of Federal inlerest as of 1987 —The total intereat-
bearing debt of the Federal Government and of its agenoies in 1937 was $46,360
millions. On this debt the interest payment amounted for the year to $1,148,-
000,000.8 It is necessary to resort to some assumptions at certain points in order
to arrive at an allocation of this interest among the various categories of investors.
Since the methods employed are rather technical, they will be presented in an
appendix# The apportionment of Federal interest, as of 1037, to the several
investor classes, exempt and taxable, ls shown in table XV.

TapLe XV.—Estimated ownership distribulion of Federal inlerest as of 1987, by
calegories of investors

[Miltlons of dollars)

Category of ownership: . Amount
ublie investment funda............ ereemmmmeeacasmacsomccane $241. 9

Exempted institutional investors. . - e - e v oo cnoaaaaeaaaan.. 62.
Subtotal, interest not subject to income tax..ceceuueamcaaaaaa. 304. 2
E——————————
Corporations. . «.occeoceocecmeassrnnanaacmemecncenosaeana 566. 0

Reported in 1036 by individuals with net income of $5,000 and over:

Wholly exempt. .cocerceiincmmmunncearcnaacnmccamcaacuas 42. 5
Partially exempt...coc... cmemenn wmmmemane tecmmaceacanca 43. 1
Reported in 1936 by individuals with no net fncome..........._. 1.8
Imputed to individuals with net incomes under $56,000........... 83.8
Imputed to individuals with net incomes of $5,000 and over...... 168, 1
Subtota), interest subject to income taX_ « v eeenccacaaannas 843. 8
Total Federal interest fn 1087 . cccecccunaccracacaccaccannen . 1,148 0

# 8u p. 124,
o Treasury Graénook. pp. 11, 12,
H Bee appendix E,
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(b) The probable revenue yield from Federal lazation of Federal interest.—It
now remains to estimate the revenue which the Federal Government might expeot
from a volume of its own interest %ymenta to investors subject to income tax,
a8 large aa that shown in table X1V, and distributed to olasses of investors in
accordance with the assumf;tions indicated in the preparation of that table. The
procedure followed here will be similar to that used earlier in estimating the yield
of & Federal tax on State and loocal bond interest.

1) The corporation lax.—As indicated in appendix E, the corgoration income
tax returns for 1035 appear to warrant the assumption that on the average, only
60 percent of the intereat received by corporations from their holdinﬁa of Federal
bonds will be received by corporations having net income. On this basis, the
Federal tax would have applied to $339,540,000 of the amount shown in table XV.
ggéng 4& oggrporauon tax rate of 16% percent, the revenue would have been

2 *
(¥ The taz on individual incomes.—It is necessary to deal separately with the

several olasses of interest income assumed to have been received by individuals.

First, the interest receipts in individual net incomes under $5, would be
would be merged with the vast mass of net income in these low brackets. Since
there is no way of knowing how many persons would be involved, and hence no
way of knowlhﬁ to just what extent deduoctions and allowances would enter, it is
assumed that the highest effeotive tax rate on net incomes under $56,000 for 1986,
namely 0,84 Percent, would apply for 103786  On this basis, the tax yleld from this
category of individual incomes would be $284,000.

Second, the partially-exempt interest reported, being already subject to surtax,
would become subject only to the normal tax of 4 percent, as additional taxation,
if the exemptions were removed, Disregarding any possible deductions or offsets,
this part of the interest income of individuals would produce $1,726,000,

Third, thero remains the wholly-exempt interest reported by individuals with
net incomes of $5,000 and over, and the additional Federal interest deemed, for
the present pu(;-gose to have been received by this same groutg of taxpayers, a
total of $200,600,000. As in the case of the Federal tax on Sta interest, the tax
will be com?uted in two ways. One I8 to assume that the $200,600,000 of Federal
interest which has been impuled to the individual incomes of $6,000 and over,
consisting of $42,600,000 o whollgeexemﬁt interest reported in 1936 and $158,-
100,000 of additional Interest imputed to thess net income groups, is to be received
by fncome groura in the same relative pro;ortions as was the amount of partially
exempt Federal interest reported in 1936, As explained above, the present
distribution of Federal interest receipts which are subject to the whole weight of
the Federal tax except for the small normal tax affords one clue to the possible
distribution of the individual holdln'fs and interest receipts when they are sub-
{eoted to normal as well ag surtax. The other method of calculation is to assume

hat with the removal of the exemption, the investment distribution pattern
for Federal bonds would conform to that for bonds now taxable as revealed by
the analysis of estate-tax returns.

Under the first method, which assumes that the entire amount of interest
allocated to the lar%er individual incomes as of 1937 will be distributed through
the several income brackets in the manner revealed by the regorted receis)ts of

artlaller exempt interest in 1036, the yield of the tax would be $45,661,000.
nder the second method which assumes that the impact of the tax will fead to &
distribution pattern for Federal bonds similar to that now found to exist for
taxable private bonds, the {)leld of the tax would be $565,886,0008? An average
of the two estimates would be $50,773,000.

The results of these estimates of the Federal revenue to be obtained from the
complete removal of tax exemptions from all Federal interest are summarised

in table XVI.’

TasLe XVI, Resulls of estimates of Federal revenue from tazation of Federal-bond
inlerest, as of 1087

Class of taxpayer:
Corporations. ......ceeeece e ccacaracananaanasancaaaan $56, 024, 888
Individuals, with net incomes under $5,000. ... ... ..... . 284,

Partially exempt Interest- - . oo oo ooe o o oooommn oo oo e 1, 726, 000

Wholly exempt Interest, in net incomes of $5,000 and over
(average of two estimates)..... mmememmmmmssemesesemmmma————- 60, 778, 000

Total estimated revenue.....cccvvivecacmrccnncacanace - 108, 807, 000

" gtuaxmhg&:%bomo 1036, p. 30
# In appendtx ¥ the method of caleulatlon s shown in detatl.
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In compiling the general results, the total, as shown In table XVI, will be
rounded off to $100,000,000. .

It may seom strange that the estimates of Federal revenue from a total Federal
interest payment of $839,400,000 to investors liable to income tax should be less
than tho estimates given under option I of the Federal revenue from some $574,-
000,000 of State and local interest pald to taxable investors. The explanation
lies in the different proportions found to have been recelved by corporations in
the two cases. It was found that corixorations received about 71 percent of all
Federal interest that would have been taxable, as of 1937, and only about 35 per-
gent o' all State interest that would have been taxable in this year, Naturally,
%Ee :eas that is received by individuals subject to high surtaxes, the less must be

e tax,

2, Estimaled increase of Federal interest cost.—There is no reason to anticipate
that investors will regard a removal of tax exemption from Federal interest any
differently than they would a removal of tax immunity from State and local interest,
That is, they will revalue the Federal debt paper on a basis which will throw as
much as ible of the burden of the tax upon the debtor Government. The
diffioult element in the problem fs to approximate the degreo of readjustment of
yield basis that may be expected to ocour,

That there will be some read{ustment of this sort seems olear. To hold other-
wiso would be eauivalent to saying that there has never been any fiscal advantage
to the Federal GQovernment from the exemptions franted under the income tax,
It would be equivalent to sayin]; that the Federal Government could have sold
its bonds and notes, through all the years since the war period, at exactly the
same terms as they have been sold, whether the interest thereon were taxable
or not. No one believes that such would have been, or could have been, the case.
The Qovernment has definitely benefited, through fower interest rates, from the
tax exemptions granted. )

It must be equally evident that a reversal of this tax Eolic would result in
some readjustment of yield-basis rates, and that it would therefore cost the Gov-
ernment more, in interest, to carry a given volume of indebtedness than it now
does. In disoussing the effect of the Federal income tax on the yleld busis of
State and local bonds, in earlier pages of this report,® it was concluded, on the
basis of such evidence as could be assembled from statistioal sources and from the
opinions of experts in the bond fleld, that the impact of the Federal tax would cause
& readjustment of at least 60 lgoints in yield basis for the long-term dobt and of 20
points for the short-term debt of the States and their subdivisions.

The degree of readjustment, in the caso of the yleld basis for Federal debt
obligations, will depend on the strength of the market demand for these obliga-
tions, and particularly on the oomgarative influence of corporate and individual
investors, respectively, in establishing the market prices of the several issues.
The burden of the Federal tax will not be the same for corporations as for indi-
viduals, taking the latter all together on an average basis of tax burden, A
corporate owner of Federal seourities would need to shift a tax which absorbs
some 164 to 19 Percent of the income received, while the whole group of high-
net-income individual in1- trs must reckon on shifting a tax which would absorb,
on the average, some 2! -+ . nt of the interest income received.® If tho new ylel«f
breis were to be one w.. i would allow complete shifting of the tax back to the
Federal Government, it would require an adjustment of the present long-term
yleld basis, which {s 2.40 percent, amounting to 16% percent of 2.40, or 39.6
points, in the case of corporations, or og 28 percent of 2.40 or 60 points, in the case
of ind{vidual investors, An average of the two requirements would be 80 points,
which would mean a yield-basis rate of 2,90 percent for long-term Federal debt
after the tax had been imposed, as against the present yield basis of 2.40 {)ercent.
The establishment of a 2,90 percent yleld basis would mean, further, that the
market competition between corporations and individuals had resulted in a shift-
%ng of part but not all of the. tax burden falling on the general gou of individual
nvestors, and in the shifting of somewhat more than the full burden of the tax
imposed on the corporate investors.

.. This is not an unreasonablo ot lmf)osslble outcome. The caloulations just glven
as to Yiel basis change, if full shift n%of the tax were to ocour, indicate that cor-
porations- would need to buy taxable Federal bonds on approximately a 2.80 per-
oent yleld basis instead of a 2.40 percent basis, in order to realise about the same
net return as at present. But they would not bid the prices to this level unless

H 8y . 110-112,
“Bu»m':'.g 187.. The results of estimates, presented there show that individusls with net lnoom%shcl)’!

000 and over would Pay fotal ax of $50,773,000 on 8 total Federal interest fncome of $200,600,000,
an average tax rato of 25.3 percent. :
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other competing investors made it necessary. Their only competitors of conse-
quence would be the individual investors, for whom, on the average, a yleld basis
of approximately 3 percent would be required to provide the same net return
after paying the tax, as {8 now recefved. But the faot that corporate buyers could
afford to push the bldding for an given issue to a 2.80 percent basis, if necessar‘y,
would Frevent. individual investors from establishing a 3 rcent yleld basis.
The actual price and !leld basls levels would therefore tend to be a compromise
which, when expressed as an average, would be 2,90 percent. Thus there is sup-
port, ‘)y deduction, for an average yfeld-basls change of 60 points in the interest
cost of the long-term debt,

In the case of the short-term Federal debt, no definite yleld basis data are
available, This debt is In two main cat%oriee, namely, the Treasury bills and
certificates, maturing ordinarily in about 60 days, and the Treasury notes, with
maturities of 3 to 5 years. The interest terms and the yleld basis of the Treasury
bills have been extremely low. 8ince the investora who buf' this paper are now
receiving almost no interest incomo, tho effect of a tax would be slight, To be
sure, such interest income as Is received would be subject to the same rates of
tax as any other income, but the yield figure is already so near to zero that the -
fmpact of the tax would be negligible.® If the effect of the tax on the cost of
jsauing Treasury bills and certificates be entirely ignored, it would not matori-
ally affeet the goneral result, as long as the ourrent competitive situation for
the marketing of the paper prevalls,

The case is different with resf)ect to the Treasury notes. Tho interest rates on
these issues range from 134 to 1% percent, and an average yleld basis from 0.80
to 1 percent would probably be not far from the mark, Since corporato investors
appear to dominate the market for the Treasury notes, the impact of the tax on
corporate net income would be of greater controiling influence on the yield adjust-
ment than that of the tax on individual investors, If the present yield basis for
Treasury notes is from 0.80 to 1 percent, an adjustment of from 12 to 16.5 points
would be re(‘ulred for coinplete shifting of the tax. A fair figure for use in the
present oaleulation would be 10 points,

On the basis of the assumptions made here as to yield-basis changes, the effect
of the Federal income tax on the cost of the Federal debt would be as set out in

table XVII.

TanLe XVII.— Estimated increase of inlerest on the Federal debl after subjection of
that interest to Federal income lax

Character of debt Amount | Fleld-basly) Iricrense ont™"
. Poinis
Mﬂltte‘rrlgx etseneesrentruitrastetttin et ra s aeaarseeaans $28, 512, 000, 000 0 $142, 560, 000
088, e seeerereeenreasensasnesssnssnsassrasaesersssnne 18,1 000 10 18, 188, 000
Bills . . 2.5%&%000 ® . 8’ %
Total...... Semsasusanenuanrasnn- 48, 330, 000, 000 187, 748, 000

a4 il s s Lo et s o of L and
DR, ]
mll&lo effect on the tota) cost of oirrying the Federal debt, 'The item *Bills" also includes certificates.

SumMARY OF OPTION )44

Revenue gain to Federal Government. veceveecaceccacannacan $109, 000, 000
Increased interest cost to Federal Government. .......c........ 187, 000, 000
Net loss to Federal Government..ue.o-cecucecoaaaananaa 48, 000, 000

It comes as something of a shock to discover that the removal of the Federal
tax exemption from Federal intereat would cost more in additional interest on the
Federal debt of $46,350,000,000 than it would produce in additional revenue.
But this is not so unreasonable when the following facte are considered:

(1) Of the total Federal interest paid in 1037, $308,600,000, or almost 27 percent
of the whole, went to exempted or immune classes of investors, Part of this

# In Decémber 1038, Treasury bilis were sold at & premium, which meant tive Interest for the pur-
m’:h .’.ﬁ?&i g',’,',’:?i',%' ultuuﬂg was produoced by the desire ‘of the banks to”:?eot certain odnnm&uz
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interest could be taxed by repealing the tax exemptions now allowed to philan-
thropy. The remainder oan be taxed only by completely breaking down the
tax immunity of the States for all of their institutional revenues. Should this be
accomplished, it would enable the Federal Government to tax, not only the
{nvestment incomes of the Btates and oities, but also their incomes from water-
works, electrio light, and power systems, and even their revenues in the form of

taxes on property, gasoline, and other tax revenues.’
If the elx):e ”Ste’é’ lgederal {nterest pald in 1937 had been taxed at the corporation

rate of 16 gercent, the gleld would have been $50,8600,000, or about enough
to balance out the gain and loss as shown by the above summary,

(2) More than half of the entire Federal debt is held by corporations.# Taking
into account the degree to which corporate tax lability is affected by business
conditions, and the rates applicable to corporate net incomes, it is clear that the
revenue poesibilities in this direotion are not large. In fact, reference to table

disoloses that individuals with large incomea do not receive a large portion

of the taxable Federal interest.
SUMMARY OF OPTIONS I, II, AND III

The fiscal resulta of the examination of the several possibilities for dealing with
tax exemrtlon and tax immunity will now be brought together, singly and in
combination. All figures are in millions of dollars.

Option I (from p. 188 above)

States: Federal Government:
(ag )] (cg
LOB8.ceeccececnnnrannan 118 Gaine.uceaaa... 120 70 9
Option I (frmﬁ p. 185 above)
States: Federal Government:
(131 PSP 17 L0088 cmcecnccacccaacacncnaa 30
Option III (from p. 189 above)
Federal Government:
Al e eem e eeecmeecnaaeana 109
....................... 157
Net 1088 ccceccaacaean-.. . 48
Combination of the three options
STATES
Gain: Tax on Foderal interest. - e-ceecucoccccan e cccecccecacaaan- 17
Loss: Federal tax on State interest. «.ccoeoceooocnanananaoan.. cmemm—- 113
Not loas to States..cuc e ccancancccacriccicecnccuacacccncacans 98
FEDERAL GOVERNMBENT
Gain; Loss: Inoreased interest coat:
From tax on State intereat:
() JR, e 120 By Stato taX.ceccccccacenanns 80
‘ () PR —e- .. 70 By Federal ta%.cucvvcaecnann 157
. c - - e o e o - e ——
From tax on Federal intorest . 109 Total Federal loss. _....... 187
Total Federal gains: 1ga) 220, (b) 179, (c) 204.
~ Net gain (or loss) to Federal Government:
Under estimate (a) of option Juueevenceeueancomcneenennnan .42 gain,
Under estimate (b) of option I....__... emnae tecccanmomaea 8 loss.
Under estimate (¢) of option o v ccmaaa i cecccceaaa 17 gain.
ST

4 Bupra, p. 138,
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Balance of State and Federal gains or lopses;
Under estimate (a), a combined net loﬁe:f' 54 (excess of State net loss over

Federal net ?aln). '
Under estimate (b), a combined not loss of 104 (sum of State and Federal net

o088es),
Under estimate (¢) a combined net loss of 79 (excess of State not loss over

Federal net galn).

In short, the outlook for not fis~ul advantage from any sort of chango in the
tax exemption situation is not pu.tisularly attractive. The combined balances
of gain and loss that emerge from the calculations offered here indicate varying
amounts of net loss, depending on the estimates that are used as the probable
Federal revenue from State and local hond Interest. It seems that onc source
of this not loss is the fact that a considerable proportion of State and Federal
interest, reapeotlvell%r, is being recefved t}y agenoies and institutions whioh are
excluded from the Federal income tax. It is probable that if this interest were
to be taxed, thore would be a fairly close balance of the gains and losses.®
. After all, some such result is what might be expeoted from a deduotive approach
to the problem, if it be assumed that those who were made subject to a tax, from
which they had hitherto been immune, would make an effort to shift it. The
continuing presence of a fleld of tax exemption, over against the remainder of
the investment fie'd for which there is no exemption, tends to create a differential
in favor of the tax-free investments. Withdrawal of the tax preference would
tend to wipe out this differential, not so much by causing the acceptable rate of
investment return in the taxablo fleld to drogto the level of that which had proved
to be acceptable in the tax-freo field, but by the reverse process of causing the
{ield basis in the formerly exempt field to rise to a level approximating that in

he investment area which had always been subjected to taxation. Such differ-
ential as would continue when both investment fields were taxed on the same
basis would be attributable to whatever superiority, from the standpoint of
seourity of fprincipal, certainty of return, and effectiveness of the processes avail-
able for enforcing payment, that the investments in one field might still present
over those in the other ficld.

In the estimate prescnted here, no assumption has been made to the effeot that
with the removal of tax exemption, the yleld basis of Government sequrities will
completely coincide with that of the best private securities. It has been assumed
that this spread will be reduced, and such approximations as have been offered
here have been based upon caloulations, intended to be reasonable and probable,
of the influence of the tax exemption in causing this spread, and therefore of the
influence of removing the exemption upon its diminution.

The effeot of the social-security program which is now in operation upon the
whole future of the exempt seourity problem must be mentioned again. The fore-
going summary of the results that may develog undeor the several available options
presents the situation as it may exist some 30 to 40 years hence. If the present
gluus for a large old-a%e reserve fund are carried out, they will also require some

0 years for their com{) ete development. Consequently, the situation which ma
exist, sa{. in 1980, is that a Federal agency, namely, the old-age reserve account,
may be the sole holder of Federal debt. The practical result of whatever taxation
changes might be made would be, therefore, Federal taxation of State and local
bond interest with no oounterbalanolr:f‘taxatlon or adjustment of any kind, In
other words, the practical result would be that outlined under option I.

This wou he cage, regardless of the manner in which the tax changes are
to be made, whether by statute or b(f constitutional amendment, and regardless
of the guaranties which might be held out to the States with respect to recigrocal
taxing powers. If no Federal debt is to be held by any investor subject to 1ﬁ
State or a Federal income-tax law, all guaranties and all waivers of immunity w
have no significance. ,

Ag a practical fiscal matter, the wisest procedure would be to neglect entirely
all of the elaborate calculations that are made here, or that anyone else may make,
relative to options II and III, or any modification of these options, and concen-
trate attention upon the offeots that are likely to be produced under a future tax
situation which would be the equivalent of that outlined under option I, Unloss
the finanoing provisions of the Social Security Act are profoundly modified, there
is little use to consider any other fiscal situation resulting from the removal of tax

# In a much more elaborate study of the subject than is here undertaken, Dr. O, O. Hardg came (o the
sonclusfon, some years ago that the ravenuo gains and interest costs would about equal each other, Cl.,
0. O, Hardy, tax-exompt securities and the suttax (1926), pp. 99, 100,




142 TAXATION OF GOVERNMENT SECURITIES AND SALARIES

immunity or tax exemption, For this reason it is particularly important that the
States have amplo time and opportunity to conslder just where they are likely to
come out, as a result of any changes that are to be made.

PART II. THE GENERAL ECONOMIC AND SOCIAL ASPECTS OF TAX
IMMUNITY AND TAX EXEMPTION

SUMMARY

This section of the report deals with the Feneml econono and soclal aspeots of
the taxation or exemption of public seourities, with particular reference to the
Problem of intergovernmental relationships, The Federal Government is privi-
oged to tax or exompt its own securities without ﬁivlng rise to tho issucs that are
grcci itated by the relations between State and Federal Government, Much of

he discussion about this subject has implied, however, that Stato and local seoui-
rities constitute the villain in the play, Yet, because of the many points of un-
certainty with respect to the rights of the States and the limitations to be imposed
on any extension of Federal taxing power, there is no reason whatever for rofusing
to proceed with sufficient caution and deliberation to make certain that an equi-
table adjustment of these difficulties is proposed in advance. The only way of
doing this is by consideration of a constitutional amendment. It cannot be done
merely by a statutory change.

As a preliminary to the discussion of appropriate amendments, it is proper to
examine the case that is advanced to demonstrate that some sort of action should
be taken. This part of the present roport is devoted to an examination of the go-
ealled ‘“tax-oxemption evil” from various viewpoints. The precedin;x part of the
report has indioated that the fiseal results are inconclusive, except to indicato that
more is likely to be lost than gained, from the standpoint of all taxpayvers. It now
remains to consider what are the grounds for insisting upon a program that will
init‘llict these net losses, because of the other advantages and improvements that
will ensue.

(1) The leading argument for the elimination of tax exemption and tax im-
munity ia that this must be done in the interest of progressive taxation. The tax-
free bond is said to be a form of investment which makes it easy for investors to
avoid the payment of heavy surtax, or indeed to avoid the payment of all income
tax. Two issues emerge here, one relating to the ease of tax avoldance, and the
other to the paramount importance of progressive taxation.

(a) The ease of tax avoidance through the laz free security.—The tax cxemption
roblem must be whittled down to its r1l)|-opex~ size, by eliminating all of the
'ederal and State interest except that which is recelved by the few individuals

with large incomes. Other investors are accepting a yield on investments of this
character, which offsets, or more than offsets, the tax that they would pay if
taxable securities were owned instead, While these investors do not, in faot,
contribute to the Federal Government, they are contributing as much or more
to the relief of other taxpayers as they would otherwise contribute in Federal
tax. Since all grades of government must be supported, there is no real case of
eaag;lta&t I[a)\t;;sidance with respect to a large proportion of the interest paid on the
uhlie debts,
P The breaking point of advantage in taxation through ownership of tax-free
securities depends on the vield basis level and on the spread between the ylelds
on exempt and taxable investment. -Under the conditions prevalent through
* much of the year 1938, and with the tax rates then applicable, this breaking point
would come at an income level of some $55,000 to $60,000. It is only above
some such fncome level that the investor begins to gain through ownership of
the tax-free seourity.

No definite information exists as to how many persons are involved, above
this level, through the ownership of tax-froe securities, or how much tax-free
income is fnvolved. FEven more uncertain is the question of how muoch of this
fncome would remain in the high-income brackets for taxation if the policy werée
changed., In 1036 there were 12,975 individual returns of $60,000 net income and
over, These returns roported a total net income of $1,505,000,000, and a total
tax of some $651,000,000 was levied upon that income. In’ any event, the
persons who could benefit from the ownership of tax-free sedurities have not
sought complete escape from Federal income tax in the haven of the tax exempts,
All'of the avidence indicates that the ownerehl%‘ of tax-free securities is, in the
main, incidental. It is not a road to wealth, Those with large estates acquire
gome of these securities, but in general the progressive income-tax system remains
intact. It has not been destroyed, or even seriously impaired, through these

investments,



TAXATION OF GOVERNMENT SECURITIES AND SALARIES 143

Even so, it would be worth considering what might be done, if only the effects
of the tax polioy could be confined to the few persons who do escape some part
of thelr tax, This raises the question of tho relative emphasis upon tax g)rogree-
slon, as agalnst other considerations, for the subjeotion of all persons to striot
progresslon may have other consequences that ought to be considered, _

(b) The case for progressive lazalion.—The plgmm?r purpose of all taxation is
to provide publie revenue, but the inoldontal and collateral effects of the revenue
system must not be ignored. In faot, the Congress has already modified the
progressive prineiple, in recognition of theso aollatora! effeota.

ne cago of modified tax progression is in the treatsnent of long-term capital
gains, which may be realized withont subjection to the complete and rigorous
goale of surtax rates. Another case is the deduotion for charitable contributions
up to 15 percent of tho net income. At bottom, the justification for each of
these modiflioations is that the public revenue henefits ultimatelfr. through the
recognition of public interests other than those of a hypothetically just system
of taxation. A freor capital market will contribute eventually to larger national
income, and thus to larger revenues. Hence, it is wise to moderate the tax on
ca?ltal gains in the interost of free capital transfers, Gifts to education and
h lanthro{)y mean that the State must spend less on these scrvices, and thus
rho exemption of such gifts results in snvlulgs to other taxpayers, ‘

So it {s with the tax-free scourities. Investors, through their competition,
establish a lower interest-cost level for these ne‘curlfles. and thus save other tax-
rayers from costs that they would otherwiss pay. The fundamental issue here
s whether it is more advantageous that the millions of these other taxpayers
should have such relief as is thus afforded, or that the very few persons for whom
the tax-free seourity does represent a saving should be brought strictly to book.

The modern income-tax polioy has overemphasized pro?ression under a mis-
takend impression that by so doing the principle of ability to pay was being
served,

(2) A second argument for the elimination of the tax-free security is that it
diverts funds from productive private investment. Literally, thero is a diver-
sion, since the same money cannot be simultaneously invested in munleipal and
in corporato bonds. Practically, the issue is whether the growth of public debts
anid pturtlcuilg;lly of State and local debts, has been a hindrance to the growth o

rivate capital.

P The greater part of the State and local debt now outstanding was issued during
the twenties. All of the evidence that is available indicates that this was also a
period of rapid business expansion. Those who believe that the collapse in 1029
was caused by overinvestment would probably argue that there should have been
a greater diversion from industry than in fact occurred. Moreover, the Federal
Government was paying off its debt at a substantial rate from 1920 to 1030, and
much of what the States and cities borrowed may be regarded as simply an ab-
sorption of the funds released by Federal debt ga ment. There has been very
littre net inorease of State and local debt since 1932, and algo very little addition
to the capital fund. The fact is that in prosperous times the Nation’s productivity
can support both industrial growth and the expansion of publio services, but in
depressed times, it can support neither on the accustomed scale.

(3) A third argument is that much State and local borrowing has been wasteful,
and elimination of the tax immunity would curb local extravagance. Reference
to the purposes of State and local debt issue indicates that it has been incurred in
the provision of facilities and the performance of services that were demnanded by
the J)eople, or by the forces of sooial change, such as the motor vehicle and the
need of improved highways. Very little of this debt has been issued to pay for
ourrent operating expenses,

In weighing the relative advantages of striot taxation and of the incidental
benefits to the millions of taxpayers who now support State and local government,
the future must be considered, for it is quite likely to bring new problems, in the
solution of which further use of public credit will be required. An example of
these future needs is provided by the program for low-cost housing, An examin-
ation of the National Housing Act of 1937 reveals that it is filled with conditions
and assumptions of tax exemption. It is indeed strange to find certain depart-
ments of the Federal Government greseing 80 zealously for the elimination of all
tax exemptions and immunities, while at almost the same time the‘Congess is
passing hew and forward-looking legislation, the very suecess of which rests upon
extensive use of the lower rates of interest to be obtained through tax exemption.
New York officials estimate that the removal of tax immunitx from housing-
authority bonds will add as much as $1 per nionth per room to the rentals whie
they must obtain, This would be a definite blow to the goal of low-rent housing,



144 TAXATION OF GOVERNMENT SECURITIES AND SALARIES

unless it Is intended that other State and local taxpayers shall be called upon to
sugply a subsidy that will offset this increase,
he main objeot of this report is to set out all of the prinoipal issues that are
involved in the problom of inter-zovernmental tax immunity, If it a?pears to
stress those elements of the problem which reflect the State and local v ew&oint,
it is beoause no one has as vet undertaken to set forth such arguments and con-
siderations as should be examined in arriving at a matured judgment.
- One of the most fundamental of all considerations ia that action should be
taken in such manner as will preserve the Federal exveriment and promote its
lasting success. The SBupreme Court has often been oriteized for its tendenoy to
modify the Constitution through judicial construstion.” Yot, hore is a case in
which the Department o Justice and Treasury rely upon juélolal olimination of
& doctrine, more than a centurv old, for the purpose o obtaining 8 further exten.
sfon of the Federal taxing power. If, after weighing everything that can be
brought out on both sides, the people should decide that it is better for the mil-
lons of small taxpayers to have their burdens increased than it is for a few hun.
dreds or a fow thousands of investors to escape Federal income tax on a small
part of their incomes, then the only right and proper procedure s to formulate
and submit to the States a constitutional amendment, under which Federal and
Btate taxing powers shall be carefully stated, and as carefully limited, to accome

plish the purposes desired.

Tae Generan Econoamic AND Socran Aspecrs oF Tax IMMUNITY AND Tax
EXBMPTION

Since no clear-out case exists, in terms of dollars and cents, for extending the
Federal taxing power to the interest on State and looal bonds, it becomes necessary
to consider what reasons, other than those of a financial sort, might be advanced in
aupﬁort of such a change, These reasons will be reviewed here. The disoussfon
of this aspect of the subjeot will be directed ohiefly at the Federal-State relation-
ship and the implications that arise from the proposed elimination of the immunity
rules, The grounds for this delimination are the following;

Firat, the States are direotly affected by and concerned with the proposal to
extend the Federal taxing jurisdiotion to the interest on their bonds, hey are
not directly concerned with anything that may be done with respect to the iaxa-
tion status under Federal laws, of interest on the Federal bonds.

8econd, it Is the State aspect of the problem whioh gives rise to controversial
issues of authority, legal and constitutional. No such issues can arise with
respect to the Federal tax Polloy toward Federal interest.

ince a grant of authority to tax State instrumentalities in a manner that will
affeot the terms and conditions of thelr use by the States, will directly influence,
and possibly interfere with, the performance of State functions, the reasons that
are advanced in support of such a grant become of the greatest importance.
The relations of Federal and State Governments will be profoundly affected by it,
whether the extension of Federal power be made by a statute which would become
permanent if it were sustained by the Supreme Court, or by constitutional amend-
ment. The question of procedure in such an important matter admits of only one
reasonable answer, which {s that such change as must be made, if any, should be
by amendment. There are far too many points of uncertainty, and far too many
hazards involved for the States, to warrant their passive acceptance of a mere
legislative extension of Federal power.

While the amendment process would presumably assure certain essential
guarantees to the States and would set limits to Federal taxation which woul
protect their own governmental revenues from stch taxation, the suggestion for
an amendment does not go to the root of the matter. . It is necessary, first of all,
to discover what sort of case can be made for the proposed expansion of the
Federal taxing power. The results of an examination of the projeot from the
fiscal side are quitu inconclusive, exo:f)t to indloate that more s likely to be lost
than gained, from the standpoint of all taxpayers. .

Tar ArauueNTs ¥OR THR ELIMINATION OF TAX IuMMuNITY AND TAX ExpuMprioN

- 1. The argument. that laz immunily and tax exemplion must be eliminated in the
fnlerest of progressive {azation.—There 18 only one argument of importance which
has been advanced in support of the proposed extonsion of the Federal. axing
wer. . Thisis the argument that tax immunumd exemption must be eliminate
order.to make proit'esaivo taxatl%n operate with mathematfoal greclalon.ﬁ The
policy of exempting the interest on- edo,ial bonds was infroduced during the was
a8 one plank in the program of selling the war bonds at lower rates of interest
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than would have been possible otherwise. Naturally, the interest on State and
local bonds has been ¢onsidered immune from Federal taxation singe the beginnin
of the income tax in 1913, As the surtax rates were Inoreased, the advania%e 0
owning a tax-free bond becameo greater for the reofplent of a large Income,
advantage has been offset in part by the premiums which the highest grade
tax-exempt bonds commanded and by the deoline of coupon rates on such bonds,
The disoussion of the subject has been characterized by many generalities which
were not, and in some cases could not bo, substantiated, The principal emphasis
?I)x tllmt cflsoutasalon has been upon the extent to which the policy has undermined

e incomo tax. A

A recent representative expression of thly viewpoint ocours in the address by
Dr. Roswell Magill before the National Tax Association in 1037, He said: ¥

“Progressive surtaxes cannot be made to operate eﬂ'eotlvely 80 long as govern-
ments themselves provide this easy mode of egeape for them,”

Tlhe implication of this and many similar ntatements Is that the whole Federal
income-tax system has beon broken down by the existence of the tax-oxempt

. securities, and also that there is here provided an “easy,” that is, an entirely
painess or burdenless way of evading income tax.

Two separate contentions or arguments are implied here. Ono Is that the
striot application of progression is always paramount to every other lssue in
taxation, This will be dealt with below. e other contention, to be discussed
immediately, is that the presence of tax-exempt seourities provides an easy escape
from progression, ,

(fa) Scope of lax immunily and laz exemplion as a fiscal and economio problem,—

Before it is possible to proceed with the argument that tax immunity and tax
exemption constitute a serious menace to the operation of the income tax, it is
necessary to see more definitely the dimeusions of the problem, In all of the
popular discussion, and in some which has been contributed by responsible per-
gons, this matter of the alleged esoape from the full effects of progressive taxation
has been set forth as if it were coextensive with *he whole volumo of Publio debt
obligations, Since the total of Federal, State, and local debt, as of 1987, was
some $65,000,000,000, it is implied that the escapo of wealthy individuals from
the progrossive income tax is of a similar relative order of magnitude. That is,
it is implied that all of the interest (Paid on this huge debt, amounting to some
$1,951,000,000 in 1937, was received by persons who should have been aying
substantial rates of progressive taxation. Carelessness in defining the real prob-
lem has been responsible for much of the unrest and discontent that are said to
have been provoked by the existence of tax-exempt or tax-immune seourities.®

The figures that have been given in part I indicate clearly that the real prob-
lem of escape from income tax is of considerably smaller dimensions than would
be indlcated either by the princlYal of or the interest on the publio debts. Thus,
there is no question of progressive taxation involved in the interest that is re-
cefved by the publie trust and investment funds on their-holdings of public debt.
Nor does this question enter in the case of the exempted philanthropic institu-
tions or the or nariv business corporations, In faot, it is only that part of this
interest whioch would be received by individuals with large incomes that does
involve the ssue of “*tax justice,” or progressive taxation,

It is impossible to ascertain just how large a r:goruon of the exempt and im-
mune interest is bein¥ received by the individuals with large incomes. These
persons make certaln informational reports, in connection with thelr income-tax
returns. Except for the ;fnrtially exempt Federal interest there is no tax liability
and hence no enforced obligation to make a complete return, For the year 1036
the individuals with net incomes of $5,000 and over admitted receipt of State and
Federal interest as follows:

Interest on State and local debt . oo oo ocnneeaaaaaa. e--a 3182, 798, 000
Interest on Federal debt:
Who13; OXOMPh.unueeecrncanannn mmeeeme——- eemmmemeanan 42, 610, 000
Partially exempb. « o conveumu i caiiciccccnictaacanan 43, 152, 000
Total. ccciesunanccaemnnnnananne SO semaeues 208, 564, 000

# Natlonal Tax Assoclation, loo, clt. OF., also, Facing the Tax Problem, published by th fot]

ognisy Bind A by Sk o' taldel il o 0 ey il o R Y
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® Tt ahould be aoé%’that the Treasury Department has complled data which help to correct this tmpres.
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For reasons that are set out in part 1,¢ it was not possible to accept these figures
as an acourate reporting of the whollg(vempb interest from Federal and State
debt obligations. In tables VI and the following amounts of State and
Federal interest were imputed to individuals with net incomes of $5,000 and

over:®

State and local bond Interest..... feenemmeeecesaceacemcenen.n- $348, 900, 000
Federal interest. . .o cc oo aamiaa e ccccniercccmaaae. 198, 800, 000
544, 700, 000

This {s & substantial amount, but the caution was noted as the figures wero
offered that complete accuracy was not claimed for them, The error, if any, is
that they overstate the amount of interest income received by this ?artloular
group of taxpayers. The correct amount of interest recelved as of 1937 by indi-
vidual investors was srobsbly somewhere between the lower limit of the total
:otually reported in 1936 and the upper limit of the receipts imputed to them in

his report.
Butl:xot all of such tax oxemgt interest as may actually be recoived by the indi- -
viduals with net incomes of 35,000 and over is involved in the real problem of
prgfressﬁve taxation.
one of it is taxed, to be sure, but the recipients of a substantial portion of it

are paying a heavier price for the recel&t of a tax-exempt income than they would

ay for the ownership of taxable bonds, That is, they are out of pocket more,
n consequence of the low yield of the publie sceurities, even if no income tax is
gsld, than they would be if they had bought taxable honds and ,)’)aid the tax.

'or all such persons, the exempt security does not provide an *easy” escape from
income tax, but a relatively hard way.

In effeot, the acceptance of a lower-yicld rate on a tax-exem‘x))t jnvestment is a
kind of taxation at the source. Part of what would otherwise he income is taken
from the investor who buys & tax-exempt bond in the form of a lower rate of
interest than would be payable if the return were subject to ingome tax, The
investor in State or local bonds is not contributing directly to the Federal Govern-
ment, but he is contributing handsomely to the sup{»ort of State and local govern-
ment. In faot, he is doing more toward the tax relief of those who must support
Btate and local government than he would do if the tax Immunity were removed.
Since the citizens of the States and the oftizons of the United States are, after all,
the same body of persons, does it really matter so much whether the contribution
which each one makes in support of government is made to the Federal, or to the
State government? It is possible to he over-zeatous in looking out for the taxing
authority and the taxation interests of one government, to the negleot of the
interests of the other governments in the Federal system. )

If the investor buys Federal tax-exempt bonds, he {s contributing indireotly
to the support of the Federal Government, through a kind of withholding from

his income at the source. The figures given in part I show that the indircot
gate, through their acceptance

contribution of all investors is frea r, in the aﬁgre
of lower interest returns than it would be {f the tax oxemption were removed.#
Looking at the matter, however, directly from the atandgolnt of the portion

y

of the tax-exempt and tax-immune interest that is received by persons who gain
more through such investments than they would by owning taxable investmonts
and faying taxes, it is evident that the positive advantage appears only at a
certain level of income, In fact, it may be rather surprising to some to find tha}
the breaking point between advantage and disadvantage in the ownership o
tax-free seourities lies as high as it does in the income scale. Its exact looation
will depend on the yiéld spread between the exempt and the taxable securities,

This point can be illustrated as follows. Accordlng to the investment yleld
figures Flven in apgendix B, the average yield basis for high-grade municipals
during 1038 was 2,60 percent and for triple A corporate bonds it was 8.20 percent.
If during 1938 one had had the choice of buying either munioipal or corporate
bonds on these respeotive yield bases, the result, from the income and taxation
standpoint, would have been as follows. It is assumed that the purchaser is
without dependents, and that no other deductions are made from income

married
except for marital status, 1t Is also assumed that he has no other income, al-

though this 1s done only to simplify the illustration.
, 119, g 8 tof table XV,
F Ry B B e <Y



TAXATION OF GOVERNMENT SECURITIES AND SALARIES 147

Excess of Qaln, after
' income { yueome | through
Amount Invested from cor- o TOUR
rate purchase
ggmia of taxable
bonds
one
8] Nons ]
[ 4 1 m
10,200 | 10,365 ’1635

t Loss,

The breaking point rises as the yleld spread widens, With a municipal bond
yleld of 2.60 percont, and a corporate bond yleld of 8.35 percent, or a spread of 78
Bgints, the z)osltlvo advantage from aoquisition of tax exompi seourities would

in at fus under an investmont of $2,000,000, or an income of $67,000,"

f the investor has other income, his calculation of the advantage or disadvan-
tage from the purchaso of tax-exempt seourities would naturally take into account
the taxes to be paid on that other income, but the above figures indicate that there
is no tax advantage from converting his catate into exempt scourities until after
the income has passed the lovel of $54,000 or thereahouts, if the yield bases and
differential are as they were, on the average, during 1938; or the level of $67,000
or thereabouts, if the !ield spread should be as much as 75 points in favor of the
corporate bonds on a 2.60 percent basis for the munieipal bonds.

onsequently, the undeserved escape from progreeslon is & matter which should
give rise to concern onlty; in the case of those with net income above the level of
some $50,000 to $60,000. Below that level, the advanta;ie from tax-exemption
which may accrue to any taxpayer if he has othor income is not of great relative
importance, I$ is impossible for anyone to say just how much of the total tax
exempt and tax immune interest is now being paid to individuals with a net in-
come of $60,000 and more. If this amount could be ascertained with any cer-
tainty, it would be possible to get a definitive measure of the tax loss which Is cor-
rcctli; attributablo to the defective operation of the pr07ressivo system, As has

ust been pointed out, the inapplicability of the progressive income tax below the
60,000 level or thereabouts is a matter of no concern in the present conneoction,
ifor the é:vestor is giving up, in income, more than he would were he subject to
neome tax.

Even if it were rossible, however, to ascertain exactly how much interest income
is being received in the income brackets above $60,000 it would be quite another
matter to do something about it in a manner which would confine the effeots simply
to the few persons involved. If the action were to be taken along the line of
eliminating the tax exemption or immunity, the bad effects on a large number of
othor taxpayers would offsot the augﬁoscd y just results obtained in a fow cases.

Here i8 the practical, as distintgu ed from the abstract and theoretical, aspeot
of this problem. The benefits of the present system of tax Immunity and tax ex-
emption are not confined to a few wealthy individuals. They are shared by all’
taxpayers in the form of lower taxes to support the public debt, If the claims of a
vague and abstract tax justice are made paramount, the increased tax burden
cannot be restricted to & few wealthy individuals. It also will fall on all of the
other taxpayers, \ ) _ .

The charges that have becn made relative to the évils of tax exemp&ion carr,
implications that are not sustained by the available evidence. The implication
that wealthy individuals are more coneérned with an escape from heavy income
taxation than with anything else. If this were correct, then there should be an
extreme concentration of the exempt and immune sedurities in the large estates,
and the owners of these estatos should have divested themselves of all other invest-
ments in order to buy these tax-free investments,

There is no evidence to sustain the implieation that the tax-free seourities are all
owned by wealthy individuals, or to support the suggestion that these persons
refer such investments sbove all others, Since the privilege is worth more to
hem thanh to corporations or small investors, the{ could easily. enough acquire
the outatanding supply if the‘{ chose to embark‘.ol:’;‘ his kind of investment polioy,
as they could afford to outbid everyone else for them, L o
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- The-foew wealthy individuals have not, in fact, pursued such a courso, The
eatate tax data suminarized in appendix D reveal an upwatd movement of the ratio
of tax-free bonds to gross estates as the sizo of the estato inorenscs, but on the aver-
ago the proportion of such investments is always far bolow the proportion of cor-

ration stocks held. ' While there doubtless are individual instances of large es-

ates which are invested entirely in tax-freo bonds, the %eneml or over-all plcture
is quite different in its emphasis. In faot, the estate tax data su{»port a view-
rolnt which is suggested by common knowledge and obseravtion, to the effect that

he purchase of tax-freo seoyrities is not what makes one weufthy. Rather,the
situation s that as one’s wealth inoreases, there is a tendenoy to invest some part
of it in seourities of this sort, Fartly‘tor reasons of tax relief and partly for other
reasons, ‘The basio source of wealth and income i{s the country’s productive
industry, and the persons who own oongldomble wealth indicate vorfv olearly their
strong preference for ownership of the forins of property right which grew out of,
and rest upon, the economio pursuits of the community. :

In addition to the evidence of the estato-tax data, which is so elearly against tno
notion that the wealth;i‘over-stress tax evaslon, there is also the evidence of the
incoine-tax statistics. This evidence, it should be said, constitutes one answer to
the charge that the very wealth{ individuals are eseaplnf the operation of the
income tax through the avenue of the tax-free securitics. It is worth while to sce
just what the tax situation is i the upper-income brackots.

According to the Btatistics of Income for 1938, there were 12,978 returns of net
fncomes in the brickets of $60,000 and over, which ‘was 0.24 percent of the total
number of returns filed. ‘The total net income reported in the roturns of $60,000
and over, in 1936, was $1,694,689,000." This was taxable net income, Evidently
those persons for whom escape from {)rogression was easy did not regard the tax-
exempt field as sufficlently important or attractive to warrant them in deserting
the business and industrial investment field simply to gein refuge from progressive
taxation in the haven of the tax exempts, .

Further, the 12,975 persons who made a net income return of $60,000 and over
in 1036 were assessed to &ag, on theé face of thelr return and prior to audit, a total
income tax of $650,869,000. This was an average tax per return of $50,163, as
compared with an average tax per return of $104 on all persons with not incomes
below the $60,000 level. The tax paid on incomes above $60,000 represented
40.8 percent of the net income reported, while the tax paid on incomes bolow
$60,000 represented 3.19 percent of total not income in those brackets. Despite
the omisslon of comparatively small amounts of exempt or immune bond interest,
there is still plenty of progression in the income tax, accordingato these ﬁgures.

When there is other income, the breaking point of advan &;e in holding tax-
exempt seourities may dx;gf to the net income level of $20,000 or thereabouts,
although the exaet point will depend on the relative yield of exempt and taxable
investments, As indicated above, the relative gain from such investments by

rgons whose net income may be between $20,000 and $60,000 is not large and

t becomes smaller in groport on as the Income itself diminfshes. In 1936 there
were 84,865 persons who reported a net income of $20,000 and over. The total
net income reported by these persons was 83,847,215,000 and the tax levied

thereon was $949,276,000.
Opinions will differ as to whether the presence of ag much income from tax-

exempt, sotirces as may be recelved, efther by those in the net income brackets of

$60,000 and above, or by the somewhat larger group in the het income brackets
of $20,000 and aAbove, means so great a degree of falluro in the application of
progreszion to all incomes as to constitute a break-down of the progressive prin-
oiple, 8o far as concerns relative magnitudes, it does not make a very strong case’
for the collapse of the ptogressive pollof‘r,‘ efther ‘'with respect to the number of’
taxpayers involved, or th‘re?eot to the proportion of the total net income in
these higher bracketsa. Much depends upon the weight that is allowved to some
othet factors in the situatfon, The prinoipal other factor 18 the effect on taxpayers.
{:1 genér:l%l;at wéll be produced by the higher eost of the debt, once the tax polioy
88 ohanged. K

Finall .‘the?gsa of revenue is, in considerable degree, af garen‘t rather than real.
Any estimate of 4 large revenue loss must be.based on the assumption that the-
individuals with net indomes above, say, $50,000, will' continue to hold public-
bonds, after the tax {s imposed, in the same amounts as they are now supposed to
hold them, ‘Such an assumption 18 only wishful thinking. 1f the present holders.
should make extensive re {uatmenta, the potent{al revenue will.shtink rapldly..
Moreover, without the market demand such as is row supplied by this group,,

1.0, elt,, b, 89,
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{ntoroat rates would be even higher beoause of the inability and the disinclination
of &r;mlfl lntvestors to absorb large quantities of these securities except at attractive
rates of roturn, ‘

Thus, the service of the large investors in keeping down {nterest costs is a real
service, while the Government's revenue loss caused by the exemption of their
holdings is, in conslderable measure, a paper or hypothetical loss.

Some exceptions lo the progressive principle~From a praotical rather than an
abstract standpoint, it should he clear that a policy of taxation must be so shaped
as to obtain the necessary publio vevenue in the manner that will best sorve the

eneral publie Interest, and that the requirements of publio Interest are at times to
) lgut; ahead of etrlotly theoretion] considerations.
ltfid and unvarying enforceraent of progression is one of these theoretical
principles. It is a goal which may be sought, provided there are no other sufii-
ofently important considerations of public advantage that should come first.
It is necessarily a theoretioal 'g;:ﬂ, for no one can prove the absolute superiority
of one scale o profressive rates over any other scale. The present income-tax
Jaw contains some instances of the reoognlt-lon of regard for the public interest, a
regiartg which hasg led to relaxation of the strict progressive principle at certain
oints,
P (i) Strict frogreaaion wasved for captlal gains.—For many years the Federal
{ncome tax law has mitigated, by one device or another, the full rigor of the
;I)‘rogrfsalvo scale in the case of oapital gains, es,)eolally the long-term gains,

'hesd gains have not heen included, to their full extent, as taxable income,
Obvihusly, in whatever degree or by whatever device, the amount of such gain is
soalefl down for tax ﬁ)urposes, it constitutes an abandonment of unflinchin
grogresslon. This policy has been adopted because it was generally agree

hat the current tax rates would be a serious hindrance to the free transfer of
‘oaplital assots, and because it was generally agreed that a free calmal market was
more in the public interest than the olaims of abstract tax justice. It was de-
liberately introduced to further certain definite ends, notwithstanding the faot
that it constitutes a clear and deliberate interruption of the principle of prograssion
in the hlﬁher income brackets whenever ocapital gains ma{ be realized, In
making this chango the Congress very properly decided not to let blind adherence
to a fixed idea of taxation stand in the way of modifications which seemed to be
in the best interest, not only of the publie but of the revenue.

(i) The case of charilable coniributions.—At another point, also, the income tax
law has always disregarded strict progression. This is the provision which author-
izes deduction of 15 porcent of net income for gifts to education and philanthropy.
It means that those with large incomes are not held to striot account for a pro-

easive tax on their entire net incomes, It is clear recognition of the proposition

hat the publio interest is broad enough to embrace other matters than rigorous
and unﬂlnohlnF taxation at progressive rates. There is a definite revenue loss
involved in this concession, too, but the gains at other points in the economy,
inch:’dlng the indirect revenue galns, are deemed to be worth more than this

loss.

(lii) The immunily of Slale and local bonds also involves the pubdlic interest.—In
the case of the immunity of the interest on State and local bonds from Federal
taxation, another issue of relative gains and losses is presented, which is simply
another way of earving that here, also, is & matter which touches and involves the
publio interest. It has been shown in part I that the interest costs to the States
would be increased by about as much as Federal Government could o to
‘to gain in revenue from taxing that interest. But it also appears that a fow thou-
sand persons who happen to own some 6f these immune bonds, though by no
means aﬁl of them, are not being taxed on the interest thereform at the rate to
which the pro ive scale rises under the Federal income-tax. The hue and
ory has been ralsed that here are some tax evaders who should be brough% to book
and made to pay in full, If this be done, it tnay produce some additional Federal

revenuo and the theroretical requirements of the progressive system will bo more
But it will also mean an increase of State and local taxes on the

fully satisfied.

mgx’),y millions of pérsons with small properties and small incomes who are now
"ean'ylngt:he heavy load of State and local taxation, It will add about as much
to their tax burdens as will be colleoted from the few who have bought the bonds of
the States and their subdivisions. o o .

7 In 1086, IAdividuals reported Lotal contributons of §385,885,000. Statistioa of Inoome, 1634, part I, p. 100,
T m“o??&‘ﬁ?ﬁfﬁfoﬁ%%“m Fldials th 5o ncome of 5,000 A e, Ak o 1680, was
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- "Thi’ relative Inorease of thé tax load at the bottom of tha tax gcale tle a kind

of: ro&hive taxation, - Now the one thing whioh the ardent devotee of progros.
;lve ation abhors above all else is regressive taxation, Yet in.thig case he
dox of cnuslng Jinoreased regression in one plaoe by lndetlug upon
htriob ap tion of on {n.another place. . :
uoldental 'gu paudox result (hu ‘more widespread than ma hav
'he comparative futillty of State income atlo edpo!n
out ln part Iz One reason for this t is the extent to which tho. Federal in»
ocome tax, with its extremel, high rate scale, hag monopollscd the income tax
ﬁg} . In"consequence, the Stateé have been driven to develop otlier rovenues '
loh are regressive in relation to incomes, The advorate of: progression at
coata has overloaked the vioious eirole thus oreated, for the growth of regrosaive
State taxes, being stimulated by the Federal income tax polioy, leads to a demand
for mom severe progression W oh in turn compels more intonsive regrossion, and

Thia issue of the immunlti' of State and local bond fnterest involves tho publio
weltare in &' degree whioh transcends such questions as the supremaocy of the

" Federal taxing power and the‘fiscal gain or loss to either yemmenta, It tn-

volves the integrity, the independonce, and the service responsibilities of the
States under the Fe&iera.l system, - Unless clear and definite limits are get to any
suoch extension of the Federal taxing: ower aa is here. contemplated, the finanoial

freedom and inde {)endenco of the S Le
The argument in the study. publlshed by the partment of Justice ia tntonded

to show that the sixteenth amendment gave Congress an unlgnited and nre-
strioted power to tax income from whatever source derlved ¥ But the net reve-

nue of & city waterworks system is Income, and the receipts of a publie truat fund

‘are Income.,  If -the sixteenth amendment is to be conafrued as the Department
of Justice contends, it must apply to such income, for the position is that thla ll
an unconditional and unlim ’;mnt of power to tax income, . Unless the rg
of the Btates are definite clu fied and established, it is entirely posgible that
this interpretation of the Federal taxing power would lead, bofore too long, to &
Federal tax on all State and local rovenues, This, it is submittcd, iaa msttal
S the public interest which Is auperlor to any questions regarding the operation
the progresaive income tax, .
ogressive laxalion. and abiluy to pay,~—The prinoipal reason for the in-

)
!alasenoo :0n . Pro ive.taxation is that it.fs supposed to be the only correot
:method of ln%ocﬁ ff b

taxatlon according to ability pay, The concept, of ability
hu never:been precisely defined, an vagueness has no doubt contributed to
l read acceptance, since each one oould ve to it such meaning gq beat

wid
ﬁap ‘oWn convenjence or speoial interes t hag also contrlbuted, Qnd

doubt, #o:the transfer of emphasis frOm ?billty to progression, if. the twa id
n, conse mnce, he importanoe of pro-

on_had beén e: mfod., It, rather than abllit; ‘como to be accepted
% P;ogreulon has comg’ to be regarded as &,

of eleventh commandment t o ono and o arutut that some persons aro wﬂliqg
toap ly m{muing udgment upon either or a tax system, |
bet’s opinion, an. e;%‘:me emphaals upon progrmlgri {a not riecessar AK
to b ng income: taxatlon into th, abilit p(s . E he conttary,
tod .emphasis .may. produoe e opposite res T rcaaons for, this

; on{ are.as followas.:. .& ...
5 . in , that:
(1). TThe polioy: o&rrogres:lgg rec}u frep, for ag:x istr;t%gr re@,aons ttm ﬁ; J%

.. oom|
ﬁmﬂzﬁuwy impoul le, to tax aepa:ata ﬁtems of incame, receipxa, t.hey g

~.:.H;?:(e‘s) oﬂqﬁ:gusetl& tion o? lihe b f)een ;ﬁ; mumptibﬁ t X of
R Yo o B
' mofff' ;ﬁ;&%‘é er:rt::? afmh ab it ,%elng ln o te;:: v:a oftﬁp‘ :g’df %

écono

onsmoon sry plm.&h 5\9 Vlbh
iy over a, os en

\ »» B the l nt
*'Zd%fs:? o R doaan “if;e p@puuy"&'?n Tt 8 d dﬂ?u”;f
h'rixo rnsmnnity rule and the sixtesnth amondment. passim, ‘ T

.ot‘!%gn " whiohi bﬁﬁ?& ? mmm ap ﬂon,,weygat ltmeit
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sion, with & permanence which it does not poalqess . 'There is nothin in the lmt‘

mysterlous about the -ability to pay taxes.. It is.of the same

thg abﬂity to buy ordlnnryygoo£ znd servi oea.« Anyone woulg admfmp{ thg

time when a person can buy goods, or pay bills, 1s zv en he has t ] money

or a "his dls sal, No one woulé make the mis ake of. th ?g {t [y f"

eoul rK bill, long after he had spent. his money. for o

Yet‘ ti lu &g‘) tham tok % assume . lttllx1 respeottto the tax bm The. 1 tlltxy to ({
hings o marke oomaew o receipt of Income and 08 n

lng of ngcome. Wh gome is gone, th% purchasing ablﬂty that it lnd

o“ ne with th ewn !
ﬁa there 13 an ability to pay tax that comes with tha recelgt of lnoomo and

goes with le]pendlug. It is 4s transient as the wind, and ¢
summarlzing all income receipts over a calendar year, the sum of hese
tems Indicated a oumulative aggregate ability as of a date beyond the. end o
that year, means that.the taxpayer {3 alleged to have abillty at one time beca 057
he had--and spent——-various items of income reoeiptu during a past,peri

time, M
- One obvious reply to thlo oritiolsm is that the taxpayer should be aware of hld

future tax liability and should set ag ve from his ncom
reoeived. 8uoh a polioy can be pi¥ved, o oub 4 o PP ollowe :ﬁoae who
receive 1 arﬁe inoomes, But jfv e aw persons
who have large incomes gntants, law ers,
and others to assist in 48 iy ch

o the argument,
receipt of large as hardship of profgession ami
its incongruity as gfmethod of ta; f pparen
n the oase of thgMrea nass g

ith respect §p all of theg a tax reserve is b#th diffi.
oult and unlik t taligreat foretfiought
or any sort ¢ atn be ness,
That it is fut R reserve fo hejr

collection ofjthat

-moth emp n ed under he
aro paid, and§it is therefope
int of timo%¥vhen he ¢s

| hem exaotly thepsagm ki el

or less olosely-adfysted to ineome. !
inolude all of the ¥ coj he soalo,
position of alp "mistaken
‘y A prog i 3 of taxation
ordngtoab l{ p
n the second piace, th bility, althoygh
it aotuall& oomes and goea fibome, carries-over
to the filing income-tax ™ aauae of a misunders
mn nmnd miause of the nonoe by Pt is term i8 used:
venue or srosq reoeiptq less a.ll of the oosta an
nourmf fn. ¢ e pmoeas acqu irin income. .. of.
inqome i8 & convept: opprot)ﬂate not fo-an dlvldual, fﬂe

business concern’opora T, nnd if sucaessful it emer a
end:with a net. inoggne. xﬂ:" net inoo yea! ¥ y lmud, oxoop

dietﬂbutione during.the year. e e SRTES AP n-;-w
. : Tt
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In apglylng such a net income concept to tho individual, it is evident that he
is looked upon as being in some way almost wholly analagous to the business
tinit, and that he is regarded, thereforo, as a human machine for proeducing income.
This analogy is indicated by the deductions allowed individuals from gross income.
They are the same as those allowed to the business unit, and they are all of a
oharaoter appropriate to a business undertaking rather than to an individual as
such. No other costs of income Froduotlon such as would be peoullarlg appro-
priate to a person as a person, rather than as an income-producing machine, are
allowed to him, Inlleu of all of theso peouliarly personal costs of produocing a per-
sonal Income, the individual is allowed only certain small, arbitrarily determined

amotints,

Since tho ultimate putrpose of individual effort in produotion is the satisfaction
of wants through consumption, it is llko}r that a considerable proportion of all
but the largest incomes must be consumed as received in order to enable the sev-
eral reciplents to continue to earn their respeotive incomes. Thero can be no
positive generalization with respeot to these peouliarly personal costs of income
production, but some concreto illustrations of the sort of thing that is involved
will make the point clear. Thus, a bad toothacho or an iliness may completely
destroy one’s officienoy for a time, Hence, one’s dentist bill and dootor bill should
bo as legitimate charges against fross personal income as tho maintenance charges
for the upkeep of machinery in the faotory. If a person breaks his leg, the costs
of repair should be as legitimate a charge as would be the cost of repairing a
broken machine in the factory. The individual cannot depreciate his training or
skill, which are his working capital, but he can anticipate their deeline by carryin
insurance, the cost of which should be as legitimate a charge against gross personal
income as the depreciation of wasting assets in a buainess,

Again, those who receive substantial incomes, such as professional men and
business executives, are obliged to maintain a certain standard of llvinﬁ and of
social relations in order to command that income, For such persons the small
flat allowances on account of marital status and dependents bear no accurate
relation whatever to the actual cost of producing an income of, say, $20,000 or
even $50,000 a year, Those who receive such incomes from any kind of personal
services simply ‘cannot escape a substantial burden of cost which is really a cost
of groduoing the income.

onsequently, much of what is summarized as personal net income for income-
tax purposes is pure fiction, in a real sense of this term when applied to individuals.
Because it {s fitional, the use of progressive tax rates over a substantial part of
the Eersonal income rango rests on a fictitious conception of ability to pay.
much closer approximation to personal tax ability would be attained by abandon-
ing progression for all hut the iargest incomes and substituting a ptoportional tax,
colleoted at source fn the greatest degree possible. This method of tax collection
imposes the tax at the only moment of time when any glven item of income receipts
refleots or indicates individual ability to pay the tax.

An exaggerated emphasis on progression and ability to pay, even with respeot
to the largest incomes, is likely to produce bad economio results, and any polioy
whioh produces bad economio results will in the end produce bad fiseal results.
In enaotln? tax laws, legislatures have been persuaded, by those who have been
capable of looking at on ev one part of the plcture, to levy excessive taxes on large
incomes on the ground fhat the ability to contribute to government is the sole
obligation of these persons, Such an attitude completely negleots another obli-
gation of those wlth‘la'rge -income'a which is to sup‘rly & substantial part of the
additions to the country’s capital und. This secon obligation has been stressed
partioularly by Mr. Hanes, Under Secrotaty of the Treasury, and by Mr. Wenohel,
chief counsel of the Bureait of Internal-Revenue, in their testimony before the
speoial Senate committeo,® Both of theso witnesses have deplored the lack of
enterprise capital and the failure of those with large fncomes to provide more of
ft. Neither of them has indioated any realization of the conneotlon between the
fresent tax polloy and the ability to au{)ply enterprise capital, assuming that

ho tax %olloy did not destroy the incentive to provide it. Extreme emphasis
0 abllity to support government has led to tax rates which disregard the
aﬁi}ityoand the obligation to support the edonomic system that must produce
all income, ~ . - : : ' :
" A govetnment fs justified:in such a tax polioy onlz‘if it proceeds, deliberately
and sticcessfully, to siipply the eénterprise capital which the tawolioy has pre-
vented individuals from aup?lying. ‘No one can contend that, with the possible
exception of Russia, there 18 any country now using severei progressive tax
rates, which is filling the gap by providing entérprise capital on an adequate

¥ Infrs, pp. 183, 187,
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scale, Everywhero there is a aus;t)loioua correlation between excessive taxation
of the savings fund, unemployment, and the publie relief load.

The conglusion is that we have fussed and wortied too much about tax progres-
slon, Under a difforent attitude and a more nearly rational tax policy, the mag-
nitude of the allogod escape from taxation through the ownez'; Ip of tax-fres
seoutrities would diminish and a more realistic basis would be established on which
to judge of the rolative advanta};es and disadvantages of this policy. - By com-
parison with the larger bonefits of a sounder tax polioy, however, the coniribution
of such a change to lhe solution of tax exemption would be only a minor
accomplishment. .

2. The argument that the exemplion or immunily of public securilies from laxalion
diverts funds from privale financing.—Another argument that has been advanced
in favor of the elimination of tax exemption and tax immunity is that the avall-
ability of such securities tends to divert from the fleld of private investment funds
that would otherwise flow into that field. When Dr, C. O, Hardy investigated
tho subject more than a deoade ago, he dismissed this contention as of minor
importance.™ Considoration of it at this time indicates that it is still of minor,
or oven of negligible, significance.

This argument has been advanced, howevor, from the early days of the discus-
sion of tho whole subjeot. Thus, Mr, Andrew Mellon, in a lettor to the chairman
of tho Ways and Means Committee dated January 14 1922, said.™ '

Y This process (1. e., of issulng State and local securi‘.lea) tends to divert invest-
ment funds from the development of productive enterprises, transportation,
housing, and the like, into nonproductive or wasteful State and municipal expendi-
tures, and forces both of the Federal Government and those enga%ed in business
and industry to compete with wholly tax-exempt issues, and on that account to
pa{‘ higher rates of interest.” ) .

he above passage contains certain allegations relative to the economic value
of State and local expenditures which will be dealt with later.? Before proceedin
with an examination of the argument that business and industry have been ad-
versely affected, & more recent opinion will be presented. In an addross by Mr.
John Philip Wenchel, chief counsel of the Bureau of Internal Revenue, before
the Investment Bankors’ Association of America, at White Sulphur éprings.
W. Va., on October 26, 1938, the following passage ocours: ®

"It is extremely important that our economy have an adequate suPply of
‘risk’ or ‘entorprise’ capital. There is at the present time no shortage of senfor
capital but thero is an acute shortage of risk capital. The most &romlslng 8oUrce
of risk ocapital is the savings of individuals in high income brackets, but the policy
of extending tax exemption to publie sccurities attracts much of this capital instead
to a practically riskless fleld which might much better be filled by the savings of
persons loss able to afford to take a chance. If the tax exemption privilege were
oliminated from future issues of public sccurities, we might expect, over the next
goneration, a gradual transfer to use as risk odpital of & large proportion of the

roceeds of such scourities now held by individuals in the upper brackets. Thus
t would appear that the effect of the existence of tax-exempt bonds upon the
business life of the country is deoldedly bad.”

From these two quotations it appears that the emphasis of the fund diversion
arfument has shifted. Mr. Mellon thought that the whole supply of funds for
private investment had been unduly diminished by the State and local borrowing
while Mr. Wenchel now holds that it is only the supply of “risk capital” that has .
been depleted, He Frants that the supply of “senior capital” s adequate.

The force of tha diversion argument, whether it be set out in the terms used by
Mr. Mellon or in those used by Mr, Wenchel, depends first, on certain mattera
of Interpretation, and second, on-vertain matters of fact. « o

It is of course true that any particular sum whieh fs available for investment at
a given time cannot simultaueouslr be invested in publie sesurities and in private
seourities, In this elementary, literal sense, any .sale of a public debt issue,
whether Federal or local, woulfd absorb funds that could otherwise have been
absorbed by industry. A qualification is necessary here in recognition of certain
restriotions on the investmonts made by the Federal Reserve banks, the ordinary
commercial banks, the publo trust funds and the insurance companies. These
agencies are not wholly free to supply what Mr. Wenchel ‘calls “risk capital.”
10, 0, Hardy, op. ot oh, V. ‘ ‘

1 uotog 0 ny tegor?of the Wa‘ya and - Means Committes on Tax-Exempt Securities, January 11, 1024,
68th Cong., 1st sess,, H. R. 30, p. 4. : - s S . '
» Infra, pp, 158-~160, . P L : Do

" Quotog from & mimeographed copy of Mr, Wenohel’s address,
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Hence, when any governmental unit sells its bonds to a bank, a teachers’ pension
fund or an insurance company, it is not really diverting funds from industry, and
certainly not from the risk or equity capital of industry, It Is only in 8o far as
individuals magoaoleot public bonda instead of industrial investments of any sort
that thore can be said to be an effective diversion of capital from private business,

But the valldity of the diversion argument depends on what is expeoted to be
the effeot of the tax, If the tax s to restriot, effectively and materlally, the
amount of publio borrowing, this can only haPpen through a substantial rise in
the intorest rato as the {ax goes into effect. If the tax were to have no effest on
the interest rato, as some Government officials have implied, there is no reason to
suppose that such borrowing as has ocourred, or as will ocour in future, would have
beon, or will be, restrioted,®! And if there be no restriction, then the taxation of
the {nterest on the public debt would be of no avail so far as concerns an increase
of the funds available for industry,

The effect of that tax upon the volume of publie borrowing would depend on
the strength of tho forces that have caused qovomments, Federal and local, to
borrow. If the loans have been {ssued simply because relatively cheap money
has tempted all governments into extravagance, then a rise of interest rates cause
by the impact of the tax might exert some restraining influence. But if govern-
ments have borrowed in order to make more adequate provision of services that
were demanded by the people or by the forces of social change, then the increased
interest rates would not have cheocked the borrowing materially, That part of
this question which affeots the States and cities is dealt with in a later section,®
Here it should be pointed out that any application of a diversion argument would
involve the Federal borrowing in even greater degree than State and local borrow=
ing, for the Federal debt is now considerably more than double the State and local

debt,

The force of the diversion argument rests also upon certain matters of fact,
During the twenties the Federal Government was reducing its debt, and the only
net inorease of public borrowlnﬁ that ocourred was that en%aged in by the States
and oities. What evidence is there that this borrowing produced an actual short-
ago of funds for private investment which was acute enough to be a source of
embarrassment to industry? :

According to the Census Bureau, the gross debt of the States and their sub-
divisions inoreased as follows from 1922 to 1932:

Year and amount of gross debt

1022 e iaiceamenncceeaemeecmaceaae $10, 255, 000, 600
1082, v et iemccedccceeaaa 19, 576, 000, 000
Inoreass. ..o ceoeuuaceanecennaen ceemmmmmemecaaann 9, 321, 000, 000

That is, State and local borrowing went on during this decade at an average
rate of almost a billion dollars a year. But from 1022 to 1930 the Federal Gov-
ernment was releasing funds, through debt retirement, at almost as great arate.

Federal Interest. | Qross Federal
dobt

Yoar bearing debt
1922. . . .| $22,711,000,000 904, 000, 000
1000, 0 coecevrccioriosanasonssunuanonnnntocnonccssncessnssonnsnssnssns 18,921, 000, 000 "ﬁ: 183, 000, 000
Total decrease . ; 000,000 | - 6,770,000, 000
Annual average... tesesieaisacnens e'8%‘700,000 - 6'847.400.000

Therefore, a larg«:rdart of the funds obtained by the States and cities from 1922
to 1930 may be sald to have been simply an absorption of the publie debt capital
that was 'beinF ourrently released by the Federal debt retirement operations.
Thé problem ig, from the standpoint of the fund-diversion argument, to what
de; did this absorption of funds by the States and oities hamper the growth
of Industrial capital through the same perlod? ‘
g "‘i";?gx Ilrgsniunlty and the Sixteenth Amendment, by the Dapartment of Justice, especially p. 60,

DB B O oo Gl el s Loma) Bt o s, 1o Debt,”
"W Annual Report of the Becretary of the Treasury, 1937, pp. 410, 411, ’
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A convenient measure of the growth ot industrlal capital Is provided by the sum-
mary of balance sheet items published biy; the Burcau of Internal Revenue from
the tabulation of income-tax returns. This tabulation began with the year 1928,
and therefore does not sup I{ {nformation as to the effects upon industrial growth
prior to that date. The following table glves some pertinent data for the years

1026 to 1035 inolusive: 8

TasLe XVIIL.—Number of corporations, tolal assels, capital stock, and debl, from
1928 to 1986, inelusive

[Doltars fn millions)

Number of Capltal
Tpora- stock Bonded
Year tions sub- {Total assets| (common | debtand
mitting bals} - and pre- | mortgages
anco shicets ferred)

,440 | 202,070 | $84,003 $30, 801
370,150 287, 542 01,581 37,740
334, 848 307, 218 98, 731 42,043
348, 8§15 335,778 105, 2t8 40,643
403,173 334,002 106, 184 0, 282
381,088 200, 407 99,011 48, 101
302,021 230, 093 97,4380 47,222
388, 604 288, 200 02, 482 45,483
410, 620 301, 307 104, 940 48, 604

415,205 303, 180 102, 268 49,822

It will be noted that in the 5 years 1926-30, inclusive, there was a steady
growth in the number of corporations, and in the total of thoir assets. The in-
orcase of assets in the 5-year period was $72,823,000,000. 'This ocourred in a
time when the Federal Government was paying off debt, and the total State and
local borrowln%swas not more than somo six or seven biillons, at most, That is
industrial assets increased by tenfold the total amount of the State and local
horrowing. The seoured debt borrowing of private industry from 1020 to 1030
increased by almost 20 billions, or by something like threefold the debt increase
of States and cities in the same time. ~ It would be extremely difficult to find in this
recoyd of the growth of private business any evidence that the amount of borrowing
by the States and cities had exerted an aﬁpreoiable retarding influence,

The second §-year period covered by the above table reflects the influence of
the dopression, and to some extent also the influence of the ohanf’e of Federal tax

olioy, as Indicated not only b'{ the increase of tax rates but also by other chanfes
be mentioned presently. The number of corporations hag increased, until it
stands above the number reporting in 1930, But the recovery of assets has not
kogt ace with the inorease of numbers, and the amount of capital ﬁnanotnf. for
hoth the senior and the junior forms of capital ownership, has increased but little.

It is difficult to find a trace of the influence of State and local borrowing upon
the course of business growth in either the second or the first G-year period. The

ross interest-bearing debt of the Statea and their subdivisions increased from

19,103,000,000 in 1932 to $19,152,000,000 in 1937.8 For the time being the
States and ocities have smpped borrowing except for refundin% sur oses, If
there has been & diversion of capital funds from industry, since 1932, it is neces-
sary to look elsewhere for the cause than at the State and local borrowing pro-
gram, for there has been no such program. o ‘

A more exact indication of the flow of investment from all sources into capital
formation {8 given in the following figures, prepared by Simon Kuznets.®

08 Statistics of Income, 1035, pt. I, r 25, '

" 'l‘msu{wmy Book, p. 61, _As of 1032, this authority estimates the State and local non-interest-bearing
debt at $474,000,000 {n 1632, which rdoonoiles the State and loca! debt figurs just given with that quoted from
th'g Conatis Bireau on th’e proceing page. ‘The Census reports do not give the non-lncetﬁt- “ﬁ debt.

Simon Kuenets, Natlonal Income and Capl Fgmatlon. 1910-33, lishied by tho National Bureay
of Economie Research, 1937, The data given (i thd table ars from pp. 45 Aud 48, '
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TasLe XIX.—Gross and net capilal Jormation, 198084, inclusive

Net capital for- Net capltal for-
Srosani | koo Sromgental | maloieu:
Year i ug net changes Year i ing net changes
year moving n business year moving n business
average) {nventorles) avorage) {nventorles)
17, 643,000, £11, 650, A $18,777,000,000 , 148, 000, 000
| Hhan o oa | %00, s T oo | 15003000000
i d d l8m| 4 l t l‘ ) tm 3' 879.”)'
15,8725, ,% , 601, 000, 000 424, 000, 000
17, 852, 000, 0,823, 000.838 2, ggg. %.% 4,127,000, 000
6,416,000,000 | 1,855,000,

17,831, 000, 000 18, 44,000,
18, 819, 000, 003 , 734, 000, 000
18, 356, 000, 000 8, 859, 000, 000

Gross capital formation is the total original investment of national income in
the various forms of capital goods, and net capital formation is the net inoreaso
of oapital after deduotion for depreciation, depletion, and aoctual disappearance

in use.

The faot of the matter apgeara to be that in prosperous times, with a reason-
able tax system, there i3 an abundance of capital funds, and the productive capac-
ity of the national economy can well support both the expansion of private
industry and the necessary growth of Fublio services. In adverse times the
diminished produoctive oapacity of the national economy oannot Properly support
both industry and government on the same scale as is possible under happfer
economio oiroumstances. This incapaoity is intensified by excessive taxation of
the sources of the capital fund. :

The general offect of laxalion.—Since this report deals with certain aspeots of
taxation polioy, and also since the subjeot has already been raised by the Chief
Counsel of the Bureau of Internal Revenue, Mr. Wenchel, in the passage quoted
earlier, it seems appropriate to make some suggestions on the topio of the auya)ly

on

~of risk or enterprise capital, with particular regard to the relation of the taxa

policy in general to this supply.

Taxation {s unquestionably an important factor in shaping the general attitude
of investors. But in this respect far more weight attaches to the character of
the taxation policy as a whole than to the relatively narrow and limited field of
the Pubtlc securities, and especially to the still more restricted flold of State and
local securities. Here, it is respectfully submitted, is the cardinal error of Mr,
Wonchel’s argument. The subject of the address from which a quotation was
given above was “The Elimination of Intergovernmental Immunities.” The
argument advanced in that paper was that intergovernmental immunities should
be ended, particularly with reference to the power of the Federal Government
to tax the Intorest on State and local securities, sinco their existence prevented
those with large incomes from investing fn so-called *'risk cal)ltal."

The data that have just been given indicate that the existenco of intergovern-
mental immunity did not prevent a steady and rapid growth of investment in
industry during the twenties, The faot that virtually no net inorease of State
and local borrowing has ocourred since 1932 is further evidence that there has
been no draining off of investment funds in this direction of late years which can
be attributed to the tax immunity of State and local bonds. The gtiestion of the
possible conneotion between the huge increase of the Federal debt since 1030
and the'searcity of risk oapital fs not here: conaidered, since it does not involve in
any way the subject of intergovernmental immunity,

There is 8 correlation, the significance of which should not be overlooked
between the volume of production, the growth of industrial capital, thé lével of
employment, and the main features of the Federal tax polioy. Reduetion of
the surtax rates from the high level of the war period began in 1924, Reason-
able, though not liberal, provision was made for the forward deduction of net
losses, and there was no provision for the taxation of undistributed eaminﬁgs
except as it could be shown that earnings were being acoumulated in excess of the
reasonable needs of the business.®® It is hardly necessary to look further than

" Bf the Revenue Aot of 1024 the maximum surtax rate was reduced from 85 to 40 percent, and by the
aot of 88 percent, and in 1035 to 78 percent.

026 this maximum was set af percent. In 10321t wasraised 't.‘o
Net loss deditotion was permitted [nto the third vear following, but this was reduced to the ensuing year by
the aot of 1032 and entirely eliminated in 1633, Taxatfon of undistributed profits was introduced in 1036,
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at the present taxation polioy, by comparison with that of & decade ago, to find
an adequate reason for the relustance of inveetors to assume even the normal
riskn of enterprise, not to mention the abnormal risks of new or haszardous under-

takings,
sts John W. Hanes, Under Seoretary of the Treasur » &courately desoribed

the investor reaction toward the risks of entorprise in his statement beforo the
special Senate committee, Mr. Hanes sald:

“It 1s highly important that capital should have an adequate incentive to enter
venturesome entex?rlsea. - We are confronted today with a great surplus of ca(s)ual
which does not desire to take a ohance, and a distinot shortage of thut which does.
Venturesome capital is needed to induce the investment of cautious capital,
New ontorprises can be started and old ones that are subjeot to ra&ld teohnological
and stylistio change can be continued only with ocapital willing to take a chance,
Moreover, even our most stable industries need a margin of enterprising capital
willing to absorb the shook of the risks to which even these industries are subjeot,
in order to permit them to securs sonior capltal through the issuance of bonds
and preferred stoock. The employment of a dollar of venturesome capital may
g:rmit he employment of several dollars of senior ca ital, but if no one is willing

take a chance, projects may be abandoned even if the earnings prospeots are

t
promigl I's . . .

* *

“Two condlitions are required to cause men to take a chance: First, areasonable
probabgit.y of gain, and second, the necesslt.g for tak‘inﬁ the chance to make the

ain. No man will call “tails’ on the toss of a coin if ¢ knows it has heads on
oth sides, but neither will he bet at all on a fair coin if he has a thance to call
‘heads’ on the double-headed one.”

Mr. Hanes' purpose was, of cotirse, to clinch the case against the exemption of
ublic seourities. But what he said served rather to olinch the case against the
ederal tax polioy in general, for that olicy could hardly be better designed to

destroy the two conditions which, as My, Haypes says, are required to cause men
to take a chance, THis tax policy has “heads” on both sides, and the taxpayer
is never permitted to oall the turn.

That this is not simply a personal and prejudiced view of the writer's fa shown
by the followfnf passage from Facing the Tax Problem, a recent publication that
has attracted wide attention.® This passage deals with ihe effeot of the tax system
on business enterprise;

“People must be induced to risk money if the private capitalist system is to
funotion. Of course, the Investor is not the onl one who assumes a risk. In
praotice, however, more options are open to him than to others, and the effect of
tax policies on his decisions is generally both the most powerful and the most

rect.

“His willingness to risk money is only one part of business initiative. Another
is the willingness to exert effort in promoting and managing businesscs. This
fact‘or.i however, seems even more uncertain and will not be covered in the present
analysis.

!“The taxes that are most commonly accused of weakening the willingness to
risk are income taxes, death taxes, and gift taxes, when they are levied at progres-
sive rates—that is, rates that inorease as the amount to be taxed inoreases.

“To some extent, investors weigh the chances of success and faflure before
placing their money. By imgoalng an income tax on {)roﬁts. the Government
olaims a share in the gains without offering to share in the losses, The result is
something like an unfavorable shift in gambling odds, and it may be enough' to
deter the investor, Whether it will of not depends on the other courses of action
open to him, and how they appeal to him. : .

‘He may turn to some other field of business that offers less reward and also
less risk. Since a tax at pro ive rates, such as the Federal income tax, takes
a smaller proportion of the income as the incoms shrinks, the Governmeht will
olaim a smaller proportion of the less speotacular reward, : o

"Supfpose, for example, that an investor estimates roughly that he has 1.chance
in 10 of succeeding in venture A, where success will bring $500,000, and 1 ohanoe
in 2 of succeeding in venture B, where success will bring only $50,000, ,Su;;{;oeé,
further, that the 2 ventures are about equally attraotive to him until he considers
the income tax., A steeply ﬁrogreeeive income tax that will out down the net
reward of venture A by a mue !arger‘lgeroentage than ¢ will the roward of venture
B will induco him to choose venture B, - Lo

® Fucing the Tax Problem, pp. 6163, Publ.shed by the Twentleth Gentury Fund (New Yori), 1038,

L
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, “It pergonal exemptlon, earned income oredit, oto., are disregarded and if the
; venture ohosen s the investor’s only source of {ncome for the given year and is
oonduocted as an unincorporuted business, the present Federal tax will out the

return from the risky venture from 506,000 $194,000. Simllarlg the gain
from the relatively safe venture, B, will be out from $5(5,000 to $40,300. A com-
parison of $194, with $40.360 {s of course quite different from a comparison
of §500,000 with $50,000,

“Although nothing is known of the actual extent of suoh influences, it seems
reasonable to assume that the present Federal income tax is exerting an effective
pressure on many investors to turn away from high-risk ventures to relatively
safo fields of business, ’

“The pressure depends on both the high rates and the progressive feature.
The investor may be so rich that he is already in the top parts of the income tax
sohedule, whore the progression is slight. If the cholce botweon venture A and
venture B as desoribed above is to be made by an {nvestor who already bas a net
income of $1,000,000, the problem changes. Since that part of his income over
$1,000,000 bus less than $2,000,000 is taxed at 77 percent, in effect the $50,000
from venture B and the $500,000 from venturo A will be taxed ab the same fiat
rate. 'The rate is so high that the investor may declde to selecl netther venture
but at least the degree of welghting against the risky enterprise that was note
in the firet example no longer exists,

“The investor may, of course, purchase State or munisipal bonds, or short-term
Federal securities and thus avold entirely both the Federal surtax and the I'ederal
. normal tax. His investment in such securities does not necessarily deprive busi-
v ness of cupital funds, as has beon often charged, For every buyer there is a seller
: and the person who sells the bonds now has the same investient problom tha
‘ the buyer used to have. The only way in which the tax-exempt feature can
X hamper business initiative by depriving it of capital is by increasing the total
: amount of tax-free seourities outstanding.

: “In other words, for State and local issues, the 1p:'opm- question is: How much
fewer scourities would the States and logalities sell if the interest on their bonds
were not exempt from Federal income tax? This is another way of asking whether
these bodies, when deciding whether to inour a dobt, attach much importance to
the rate of inferest that they have to pay. The answer is largely a matter of opin-
fon, The writer's present impression is that the volume of State and local debt
has u?'t been muc’;*h inﬂucnce(.i by exempﬁlon from tl*xe Federal &ax.

j “An economio limit may be reached through a discouragoment of saving
rather than of willingness to risk. The two are closely related, as has been seen,
If the possible winnings in a risky enterprise aro out down by taxation while the
chances for loss remaln as before, capital may not enter that field. Perhaps the
capital that would have ﬁ ne into the risky field under a different tax system will
not be accumulated at all. Thus a progressive income tax, if high enough, may

tend to rostrict capital acoumulation.” X
The viewpoint that the present tax polioy is disadvantageous, not only for
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» industry but for.the revenue, was recently expressed by Senator Harrison, of
: Mississippi. . The following quotations are from a report of his address at Detrolt
\ on December 19, as published by the New York Times of that date:

i . “Discussing the tax question, the Senator said that it had been necessary for
o3 the Government to tap every source .of revenue, with the result that Federal
3. taxe7 ‘were heavier today than in anf other peacetime period. .
# ‘‘{In the imposition of surtaxes in the higher brackets we have reached the
v point of diminishing returns,’ he asserted, : :
t ‘“ “The country,’ he declared, is ‘suffering from high blood pressure.

- .1 ghall not undertake on this occasion to discuss the causes for this condi-
¥ tion,. . No common agreement can be reached by the diagnosticians, but we must

afree that if the exerolse has been too violent, some modification must be em-
ployed and proper dlet and rest be presoribed.’ ” , .

8. The argument that laz z‘mmunitg has encouraged State and local extravagance.—
Another minor argument is that tax immunity for State and local bonds has
stimylated their issue and thus has led to a greater uso of publio credit in State
and. municipal fin noin% than the local needs have justified. The: relatively low
0 interest rates at which this paper could be sold, it is said, have tempted them to
i fssue -moye of it than they would have-issued-if the fnterest cost had been higher.
; Henco, it is conoluded that the Federal tax.would be a good thing in that it would
» be a wholesome restraining influence upon State and local borrowln%. ‘

-~ If this afgument'be stressed it involves admission that the effect of the Federal
tax would be to increaso the interest cost of the State and local debt. Otherwise
the imposition of the tax would have no restraining effeot. .
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Judgment as to the wisdom and necessity of State and local borrowing s not
eagsy. Instances may be found, particularly in the munioipal fleld, which indleate
laxﬁy in tho use of public eredit by munioipal officers, who were able, by borrow-
ing at long term for the purchase of short-lived equipment and for the payment
of ourrent operating expenses, to keep the tax rate down for the time beinF.”
Going further back, 1t is posslble to find periods in tho history of State financing
in which abuses were committed in the issue of State bonds® But if the use
of public oredit for the ﬂnanoinﬁ of ourrent ex};lmnses be an infallible indicator of
wasto and extravagance, thon the history of tho Federal finances in recent years
will provide ample basis for some strong sermons on the wasteful issue of publie

nds,

The faot is that much of such improper use of publig eredit as there may have

been by States and oities ocourred a long time ago. The bulk of the State and
looal debt now outstanding has been oreated since the beginning of the present
contury, and a large proportion of it has appeared within the past 25 years
During this period there has been inoreasing regard for proper standards, and
inoreasingly striot control by legislation and by administrative agencies over the
purposes and the amounts of the debt that could be issued. With respeot to the
existing indebtedness, therefore, it is by no means possible to say, as might have
been said of some of the nineteenth century State and munioipal loans, that they
were J)roduced by lax or corrupt political administrations, or that tj\ey repro-
sented foolish or wasteful expenditures,
The statement by Mr. Mellon which was quoted above % would be more accu-
rato as a judgment of the character of the State and local debt financing before
19000 than of that which now exists, There was relatively heavy State and local
borrowing during the twenties, but the Federal financial needs of the war period
had led to a severo curtailment of all financing, both private and publie, except
that which had a olear relation to the war effort, The best test of the nced and
of the usefulness of the present outstanding State and local debt is provided by a
survey of the purposes for which the loans have been made.

(a) The émrpo.m o{ State and local borrowing.—The purposes which have been
served by State and local borrowiniover the past 20 years or 80, are revealed by
the Census Bureau reports, in which the prineipal purposes of this borrowing are
shown, insofar as the records have permitted the Burcau to make a classification,
The historical trend, in the case of the States, is illustrated by the data in table XX,

The last report of the Bureau on the financial atatistics of States is for the year
1931. The lack of more recent data is somewhat unfortunate, for the Treasury
Gray Book presents ﬂgures‘ whioh show that between 1932 and 1037 the total
interest-bearing debt of the States inoreased by $402,600,000.% No information
is avallable to show the purpose for which this more recent borrowing was done,
but some part of it, at least, was for various emorgenocy purposes during the
depression years. What part of this latest inorease of the aggregate State debts
may have been wasteful or unnecessary it is impossible to say, but there is no
external evidence to show that it represented an improper use of publio credit
inspired by the tax exem,ptlon privileges which the bonds commanded.

urning to table XX, it {s seen that all of the State debt, the purpose of which
can be positively identified, has been inourred in the provision’ of equipment—
lands, buildings, roads, bridges. and other faoilities—to be used as part of or in
conneotion with the publlo services which the States are performing for the people.
The accelerating tempo of change during the past quarter century has forced upon
the States and their subdivisions an obligation to provide services and facilities
at a rapidly expanding rate. It is bg no means certain that the country has come
to the end of this acceleration, and that the demands of the future will be any legs
oxtensive or less urgent, than have been those of the past generation. It would
have been very diffioult to do all of the things called for, in the volume in which
they were demanded, out of current tax resources. No doubt this diffioulty will
be experienced In the future. At an{);ate. in the past it was the current popular
judgment that publio credit should be used, and the result was that the bonds
were lssued. In rejecting the charge of exiravagence, there is no intentfon to
defend each and every issie as being a grudent and economical application of the
States’ resources. But by and large there has been no greater waste here than
at any other point in the govornmental system.,
not H, 0, 3114
T e
1 In 1018 theémssdehto t esus’mmd their subdivisions, less sinking tund assets, totalled $3,821,897,000.
reau of the Census, Wealth, Debt, and Taxatlon, 1913, vol. I, p. 220,

u
9 8upra, p. 183.
¥ Op. olt,, p. 82. The Increase of State debt was accompanled by a reduction of local debt sufficlent to

produce onfy the small over-all Increase shown on p. 154 above.
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TasLe XX.—PFunded, floaling and special assessment debl of the Stales al close of
year classified by purpose

Putposs 1018 1019 A4 1028 1031
uonerh governmental purposes:

Government b (Plnp. in-

Judin, atmoﬂga .......... 21, 87 i $1 000 4, 007, 000
Highwaga of?xg:% ﬁ'gﬁ'% 1031%%% 1,088; 638, 000 1.2%?:3?3}%
652&(&1&0:&1 l}gpm{:me:k&. 70, 000 48, 000 2,814, 25, 184, 000 4,123,000
sl ) ) A paed| e

L R0 DO ) ) )
Parks and resorvations...... 7,023,000 | 11,945,000 | 16,321,000 31: 586, 000 28, 414,000

Soldlers and sallors' relief
0 RIOMES. oo evr e oeee- a14,000 | 224,000 | 248,127,000 | 254,604,000 | 225,498,000

Y I 173,8 185,501,000 | 108,070,000 | 288,079,000 | 383, 179, 000

War loans....o.oo1illl0lll ?:21?'% B3}9301000 7,488,000 | 6,763,000 6, 647, 000
Subtotal, general governs

mental purposes......... 473,751,000 | 857, 516,000 1, 1,770, 602,000 | 2,239, 427,000

Publle service onterprisss. .- . 4 453043’.000 ‘m',s o:% 'zog',soa.mo " 294, 870, 000

Funding and refunding.....2.0| 54,674, 63,803,000 | 70,187,000 | 169,733,000 | 163, 200, 000

Grand total. .. oeeeneneens 551,010,000 | 666,350,000 |1, 404, 410,000 (2, 001, 107,000 | 2, 534, 207, 000

1 The Consus Bureau excluded funding and rofunding bonds from the grand total. In other years, such
bonds are excluded from amount reported if they represented a funding or r?mndlng of earlier Issues the
purpose of which was known, belng, In such case, classified under the appropriate purpose,

Considering the gurgoses for which the States have borrowed, it seems reason-
able to question whether th&movement whioh forced the construction of roads,
sohool and other public buildings, parks, hospitals and the-like, would have been
materially restrained by such inorease of interest costs as Federal taxation would
have produced. Nor does it seem likely that such would be the result in future.
There has been an apparent, if not a real, element of necessity in this borrowing.
The probable result would have been in the past, as it will be in future if the
interest from such bonds {8 made taxable, a payment of the higher cost involved
a8 part of the necessary price of the improvements. '

he purposes for which the units of local %overnment have borrowed have
been much the same as those which have motivated the States. The picture
af this point must be left incom{)lete, for no agenor has compiled uniform records
of all local borrowing according to the purposes of the loans, The Census Bureau’s
data for the larger cities are summarized in table XXI.

This record of the purposes for which the oitles have borrowed is much the
same as for the States, and no further comment s required on the significance of
fhose purposes, or on the effeots of a Federal tax on the future cost of similar

oans. - . —

- Apropos of the charge of State and local misuse of borrowed funds, the following
statement by Mr, John N. Garner, in the debate on the proposed tax-exemption
amendment in 1022, is enlightening: ¢ N , -

~ “Who are the people back of the propaganda for this amendment? I have
tried to ghow you that the President sald the real reason for it was that it would
restriot the issuance of these State and munlc{pal bonds, so that the money could
g? elsewhere into other kinds of business. I thought to myself, when I heard

m read that portion of his message, what is more important to this country
than the building of schoolhou?;is the construction of good roads, the reclaiming
of the desert lands, and the ¢ tivation of the waste ls)lacea. These things are
conservers of civilization, 1If they fail, our boasted oivilization sinks into chaos.”

#% Oongresslonal Reocord, vol. 64, pt. T, p. 712, 67th Oong., 4th sess., December 19, 1022,
i
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Tapry XXI1.—Funded and special assessmeni debt of oilies at cloas of year

{In thousands of dollars)
Citles of 80,000 population and over— %‘0’“ of
Pun . i,
' 1018, 1910 1024 1928 1081 - over, 1038
Qeneral rovernmental purposes:
Oenegm mmrnme,r:t b‘mldlnrs ....... 80,036 | 100,102 1 71,422 | 98,457 | 189,803 | 146,542
Polleo Atd fire. coeevvineencarensannnne 41,850 1 46,081 85, , 99, 047 5,822
Sewers, ete . . 206.% 246,77 , 40 81, goo. 161 674,854 .
Highways 868, 4 187,276 [1,049,481 1,438,627 | 910,883
Charitles, 5 , 278 04,420 | 181,883 207,074
‘ducatfon 476,008 | 708,703 {1, 149, (24 1,334,3 1,242,338
Parks and playgrounds. ... .. 176,821 | 162,113 | ' 26, 701 ) 301, 144
Miscellancous and unréported. . 440,214 | 420,147 | 041,501 [1,125,806 | 1,103,808
Subtotal, general gavornmental..... |1, 939, 603 |3, 328 2,054,231 (4,015,763 (5,945,373 | 4.8
Pum;c-serﬁceéxtor PISOS. -2 vseemnsennnnen * 960, 00 n.m:m 1,004, 719 |1, 389, 59} 213;7. 4|28 ;gg
Punding and refunding.................. 164, 7 176,035 | 143,058 | 171,602 | 210,895 | € 584, 961
PO e ennsnenanesnreconnenseseennr-|3, 084,832 3,606,020 15,770,025 |18,022,632 [8, 923,306 | 7,665,198

1 Not included In the total,
1 New York City debt Is included {n the total, but not distributed according to purposes. The totals

were: 1024, $1,077,016,000; 1920, $2,587,148,000.

(b) The refunding of Slate and local debl.—If the tax immunity of State and
local debt be oliminated, the transition to taxable status will be speeded up by
the process of refunding, and the incidence of the new burden will fall unevenly,
since not all of the States and cities will be obliged to deal with a refunding situa-
tion at the same time. There is an increasing use, among. the oities and other
local subdivisions, of serial redemption, a mothod of debt retirement which does
not contemplate refunding, But the cities have not all been able, during the
past 8 {cm‘s or 50, to maintain the regular schedule of serial redemption, nor have
all of them as ye£ established their entire decht on a serial basis. Consequently,
there must be a considerable amount of refunding over the next decade.

LEvery refunding issue offered after the tax immunity is removed will be subjeot
to such inecreaso of interest costs as may be produced by the Federal tax, There-
fore, those States and cities which must look forward to an early refunding of a
Portion of thelr presontly outstanding debt will be ol llged to assume the increased
nterest burden carlier than those units which may be so fortunate as to have
refunded already, or whioch need not face the necessity of it. 5

Two conspiouous instances have come recently to public attention in this
rospect. One is Philadelphia, where the mayor proposed, in December 1938, a

oneral refunding of the city debt in order to save on interest costs.® . In 1036
hiladelphia’s debt amounted to $636,329,000 on which the interest paid during
the year was $26,310,000, or an'average rate of 4.13 porcent.s? Unless this
refunding can be oarriedxthrougﬁh prior to the romoval of tax immunity, the
amount of saving for the city will be very small, . o -
The other case is Detroit, a ity which also faces a refunding problem, This
roblem has been outlined by Mr. Honry Hart, vice president of the Iirst of
ichigan Corporation, as follows: - S SV

"1t apgens that the oity of Detroit has outstanding approximately $118,000,000
of bonds bearing 4 percent or higher interest rates, which are callable a£ par on
any intorest date. Of this amount, $74,000,000 bear 414 percent or higher interest
rates. This is the result of tho default and general rofunding of Datroit;bonds in
1033-34, The oity had $80,000,000 additional of callable bonds which it called
for payment in recent years out of tho proceeds of refunding bonds sold.at sub-
stantially lower interest than the bonds refunded.  As g result of tho refun éng
of those $80,000,000 the city is saving each year $1,142,000 interest cost. It is
anxlous to continue this refunding program as soon.as market conditions will
permit, and it is readily conceivable that the city might save in interest charges
an additional $1,000,000 a year on such refunding.” . - :

haidhatubnitiitony ‘ ‘
* # Repotted in The New York Times of Docernber 13, 1638,
- 41 Of F inanctal s&muu of Olties, 1 !
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Mr. Hart pointa out also that the entire State debt of Michigan matures in
1944, and that some of this debt must be refunded, because certain bonds held in
the sinking fund will not have matured by that time and these bonds will not be
salable for cash excegt at a very substantial discount,

The recipient of this report, the comptroller of New York State, has recently
diseussed the effect of the removal of tax immunity on the cost of debt financing
in his own State. Addressing the fisoal officers, the comptioller said, in part:

“Existing tax exemption makes a price difference of about three-fourths of 1
percent on bond Interest per annum. Therefore, on the basis of a 3-percont
coupon, this obviously means a 25-percent inorease in intcrest oharges—with
notging in the way of jobs or services to show for it.

“Bonds totalin approxlmatelgr $500,000,000—-still1 unissued—have been au-
thorized by vote of the people of this Btate. Assuming an averago lifo of 20 years
for these bonds, an additional three-fourths of 1 percent in interest charges could
Ebvimisly add as much as $75,000,000 to the ultimate cost of comploting.this

nanoing,

“But that is not the only serlous aspect. Under tho proposed statute the
States ‘theoretioally’ would be given reciprocal powers to tax Fedoral seourl-
tles. While such ‘reciprocity,’ even as concerns the States, is largolg one-sided,
the very theory of reciprocity would not extend to munieipalities, To them the
it?l?regseg in?terest costs would mean a dead loss. Are they propared to assume

8 burden

U1t is estimated that by doing away with the tax exemption on State and
munioipal bouds the Federal Government's revenue will ultimately bo increased
thereby by approximately $300,000,000 annually, Even assuming the correot~
ness of this estimate, nobody ever collests money without somebody else paying
its equivalent, Who pays it in this instance? The ordinary loca} taxpayer upon
whosie‘ pr‘ﬁ rty the tax differential would have to be assessed by the fssuing
municipality. :

. “Son‘x)e authorities argue that taxing public bonds would force oapital to venture
more into private enterprise. But it is difficult to conceive how the mere addiion
of a tax handicap to the one type of security would of itself reduce the risks
it}her‘erg in thgi& her, Certainly such a tax could not alter the relative merits
of existing ore .

“Speak "ﬁ generally, no proposal in modern times has been so fraught with
danger to the American fiscal system or to the fundamontal American prinoiple
of decentralized powers. Certainly uno logislator, either State or Federal, who can
truly olaim to represent the constituents who eleoted him, can possibly favor a
statute of such serious consequences.”

(0) The purposes of future State and local borrowing.—1In the light of recent dovel-
opments it is possible to foresee that some of the larger problems which must be
dealt with by the States and oities will relate to activities and services that will
involve substantial aid to different low-income groups, or to differont sections
with amall local capacity to provide for their own needs. IFor example, in every
large cfty there is a problem of slum clearance, and in some sections there are so-
oalfed rural slums that call for removal or rehabilitation. The rapidly mountin
hazards of motor traffic demand large expenditures, espeofally in the congeste
areas, for wider traffic lanes, divided highways, and grade orosslngi‘ elimination,
'I;‘hfr n;ed ﬁr o]o(%,l low-cost housing has already been recognized by the enactment
of Federal legislation, ]

In these and other similar activities the States and cities must particlpate, and
the&wﬂl be expeoted to provide part, at least, of the funds. The proposecf removal
of tax immunity therefore bears directly upon the termns on which they shall do
their share of such financing as may be required, It is olear, from the evidence
submitted in ertrl of this report, that thé subjection of State and local bond
interest to Foderal taxation will inor¢ase the gost of the funds for these important
welfare activities, This inorease will fall, elther upon the general local taxpayers
or upon those for whose benefit the projeots are to be exeouted,

(d) The revenue bond.—Reference was made above® to the situation of the
varlous authorities which may fssue bonds but which have no power to levy
taxes. The bonds of such agencles are seoured only by the revenues which ave
earned, ‘The eities have likewise developed the “revenue bond,” especially in
conneotion with self-liquidating projests. The prineipal reasons for the use of a
revenue bond have been sl) the need of escaping stringent tax or debt limitations
appllcable to general obligations, and (2) the influence of ¥ederal afd in the
cxponditure of public funds for the conatruction of self-liquidating undertakings.

¥ Bupra, p. 135.
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Whether the revenuo bond be issued directly by & munjoipality or by some
authority established to construot and operate a service facility such as a bridge,.
tunnel, or parkway, thoy have heretofore been accorded a status of tax immuni zv.
8inco they are not supported by the taxing power, their market status, even with:
tax immunity, would be definitely below that of the general obligation bond, If
tho investor must face the certainty of Federal income taxation with respect to
these bonds, as well as the uncertainty of. any income which inheres in the fluotua-
tions of the business dono by the service in question, it is possible that the future
market for this typoe of bond will be matorially restrioted if thelr tax immunity
is removed, Consequently the furthor construotion of the dprojeots that would’
oltlhef(w(iiso be financed through the flotation of the revenue bond would be effectively
cheoked.

(e) Tax immunily and lotw-rent housing.—Tho construotion of low-rent housing,.
on an oxtonsive soale and at a lovel of costs that will assure adoquateler low rents,
is typloal of tho newer social nceds. The interest in this subjeot, and the pressure
that is being exerted to set in motion ohoux'} housinF construction over a wide
front, are too familiar to be rehearsed here. The significant aspect of it, from the
viewpoint of this report, is the bearing that the removal of tax immunity may have
upon the achievement of the desired goal, which is to stimulate a considerable
volume of construction, at costs low enough to enable those in the lower income
groups to have proper housing.

Ono important factor in low cost housing construction is the cost of the capital
funds. If this undertaking is to he put on a solf-sustaining basis, it will require
a lovel of rentals which will be sufficiont to pay tho interest and algo the amortiza-
tion charges on the investment within the reasonable useful lifo of the improve-
ments constructed,

An examination of the United States Housing Act of 1087 % roveals that it is
filled with provisions and conditional requirements, for tax oxemption. The
Nattonal Housing Authority shall be com})letely tax oxempt. It is authorized
to issue notes or bonds having a maturity of not more than 6 gears, to be exempt
from Federal normal tax and from all taxes imposed by the States or their su
divisions, The public housing agencies may issue bonds that are to bo exempt
from all Federal taxation. The Authority may contract to make annual con-
tributions to public housing agencies in order to assist in maintaining the low-rent
character of thelr projects, but no such contribution shall be avallable until the
State or its subdivision has contributed, “in the form of cash or tax remissions,
geneml or speeial, or tax exemptions, at least 20 percont of the annual contribu-

ion herein provléed." A similar condition is attached to ca{»ltal grants to any

{mblio housing agenoy, excopt that tho looal share may be provided by a contribu-
ion of land or of other facilitics in lieu of tax remission or exemption, It must.
be ap’parent that whatover the forin in which the local contribution or tax exemp-
tion is gix;anted, it can only be done at the expense of other taxpayers in the-
community. ) ,

It was expeoted that the public housing agendies (defined in the act as anz
state, countg', municipality or other governmental entity or public body whie
is authorized to engage in the development or administration of low-rent housing'
or slum olearance) would obtain the funds for their projects from the Aut oriﬁy.
Nothing in the act would prevent any publi¢ housing agenoy from issuing fts-
own bonds and this has been done in one oase, at least. - . .

The plan for utilizing private funds in the construction of low-rent housing
which has been inaugurated at Princeton, N. J., deserves mention hére as an
example of the kind of enterprise which has for so Ion‘; been vainly hoped for in
the housing field,. It rests squarely on the assumption that the bonds fssued
under it will continue to be tax exempt. In brief, the plan ig as fq}low,s: ‘The
author of the idea, Mr. Gerard Lambort, contracted with the borough of Princeton:
to build certain low-ront housing units. He accepted in payment bonds {ssued
'liy. the public housing agency established by the borough under the natj%nal act,

hese bonds are not general municlpal obligations, but are secured only by a lien
a?inst tho properties constructed. The amortization period is 28 yea{%,.aft,er
which the houses become the unencumbered property of the borough,  Without
tho prospeot of tax exemption for the Interest on the bonds, the rents would need
to bo inoreased or the amortization })eriod extended, The one alternative WOlt)ld
tend to defeat the main purpose of the project, if it did not entirely prohibi
Private financing of this sort, The other wou_ld leave 8 shorter span of usefu
ife for the improvements after amortization and would eurtafl thé advantage of
such properties as a future source of publio revenue for the munioipality..

# 0Of, United States Code Annotated, title 42, 1930, seo. 1401, f1,
122250—39—pt. 2——0
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. In whatever manner the funds are secured, however, the numerous references
to tax esemption in the National Housing Act indicate the extent to which Con-
fmsa was impressed, in enacting this law, with the importance of taxation as a

aotor in the cost of housing, The housln7 agencies may obtain funds from the
Authority at *‘not less than the going Federal rate of interest plus one-half percont.”
The going Federal rate is defined as the annual rate of interest specified in the then
most recently issued bonds of the Federal Government having & maturity of 10
Years or more,

It therefore becomes a matter of some interest as to what will be the effeot on
the costs of these projects of the general olimination of tax exemption, That it
will ¢ause some increase in going Federal rates of interest seems certain unless
there is deliberate %overnmonta interference to prevent this result.! But an
exemption polioy of this sort cannot be maintained without scattoring its benefits
in various direotions. The tenants of the low-rent projeocts will benefit if the
rents oan be kept down, It is true, also, that those who buy the housing bonds
will likewlse deFive some benefit. This fs ono example, but only one, in which
the issue of tax exemption or tax immunlt); leads to a balancing of the benefits
in different directions. The tax exempt farm loan bonds is another example.
If it. were possible to secure all of the benefits of a lower rate of interest inone
direction without having to confer certain benefits in another direction, tho ideals
of those who are particularly, even solely, concorned with the opera{lon of the
pro {ve income tax could doubtless be satisfied.

is one-sided adjustment does not seom likely, except through some kind of

" governmental strong-arm manipulation of the money market, a course which is

80 threatoned by serfous consequences of other sorts that it cannot be justified,
although it has been done.

- = The housing problem dnd the farm-relief problem serve very well to set forth

the tax exemption issuc in its essentials, In each instance there is a case, or there
8 rs to be a case, for using the public credit in the accomplishment of certain
objectives, and in furtherance of these purposes it has been deemed worth while
to exempt from taxation the interest paid on the bonds. The motive was to
reduce to the lowest torms the cost of providing the funds for the respestive pur-
poses, 'The exemption has been ;ganted in the full knowledgoe of the fact that it
wotuld interfere, pro tanto, with the rigorous appliation of progressive taxation.
Such a result i3 as inevitable as it {s obvious.

So far as conserns the putposes of government there is no difference between the
henevolence of the Federal Government in helping the farmers or those who need
low-rent housing, and the benavolence of State and loocal governments in building
roads, providing schools, libraries, and hospitals, and performln(i the other services

her the hatm done

b{ s somewhat imperfect application of a none too well justified scheme of tax-
ai tiion is more significant than the benefit conferred upon the remsainder of the
oitizens,
SRR TAX IMMUNITY AND THE FEDERAL SYSTEM
: '.Vigwed in the large, the broad issue of which the conflict over an extension of
thl,f‘ 'ederal taxing power is a conspiouous illustration is a contest betiveen those
who desire greater Federal ceptrg ization at any cost and regardless of conse-
qiienices, on 0né hatid, and on the other hand thosé who seok to preserve the balance
of gpw,ers which is not only implied fn, but which is essential to, the maintenance
%li ontinuance of the Federal system. The advooates of contitiued and extreme
‘édéral centralization may not realize that to impose no restraints whatever upon
helt efforts means the destruction of that syastem. It may be'that a majority of

‘ tli‘é people.are ready to see that system supplanted by somo othér, selected fromn

the considerable varlety of undemo,qr%t_ic types now on exhibition in various parts
the ‘world. ' It is at least important to understand just what furidamental issue

‘ & gpvowed‘here‘. L ' ) ‘
' The cénfralizing movement has beén under way for along time. In conseg}:gncef
‘edora

the count? has altéady gone a long way toward ati ovéremphasis of the
powers and jurisdiotion. In 1928 a competent survey of the then existing situation
was d‘mblished, in which thefollowing passage may be found? .
.. "Govérnment in the United States has been, and so long as our constitutional
sybtem js retained, will probably ‘¢ontinue t6 be an experiment in federalism. In
li\qt"“@vgry‘ tederal state is an ex%eriment. Federalism, by its very nature, neces-
8 t;\{es ¢onstant adjustment of governmental funotions between the contral governs
[ ' b 5 d M, 8 h
w,’a"aq:%;‘:a'z%“;a:.amm' e T e e ntocost sale o housian bonds wou
mean an increase In rentals of at least $1 o moath per room, : - '
1 W. Thompson, Federal Centralization (1923), pp. 3, 4.



TAXATION OF GOVERNMENT SEOURITIES AND SALARIES 145

ment on the one hand and the Intogral federated units on the other. It is always
diffioult, perhaps impossible, to draw a fixed line delineating the respective func-
tions of the central agenoy and the local units, Hence the experimentation and
t}xa tendcmoim:!3 to adjust and to readjust governmental funotions In federal systems
of governments,

‘tho roblem of division of powers in federal states is not merely a philosophi-
oal question to enga%e the attention of academio students of government. Nelther
ig it mainly a question of constitutional law or statutory construotion. It is a
practioal rather than a ;;hllosophlcal question. The very life of a federal system
depends upon a workable adjustment of the powers and functions of the central
agenay and the component local units., If the slates are exereising powers in such a
manner as to tmpede the proper funciioning of the general government, the federal
system 18 in danger of disinlegralion. If the cenlral government, on the other hand,
inferferes with the free exercise of those powers which inherently and conslitutionally
belong to ine slales, there 15 a danger of the stales being absorbed inlo a strongly cen-
tralized system which {3 federal in name only.” {Italics ours.}

The keynote of the above passage is the proposition that the successful opera-
tion of a Federal sratem requires continual adjustment and readjustment. The
spirit in which thls continuous adjustmént is to be undertaken is that of a

esire to preserve such essential balance between central and local government
as will pravent collapse of the Federal system, either through an enfeebling of the
central or of the local units, This is, as Thompson polnts out, an intensely
practical question, and not one of political philosophy or of constitutional law.

As a praotical question, it involves the changing, complex relationships pro-
duced in an evolving, dynamioc soclety, The right and the obligation of the
States to grow, to develop, and to expand the scope and character of the services
which theﬂ oxist to render, under the Federal system, must be as fully recognized
as the rights and the obligations of the Central Government. Hence the onl
proper attitude that can be taken by those who desire to see the Federal exyer -
ment succeed is that the processes of adjustment must go forward in a spirit of
cooperation between the two grades of governmental jurisdiction.

ooperation is never successful when one of the parties always ylelds, while
the other never does. Such a pollcr (guickly ceases to be cooperation. The
unyleélding disposition of the Federal Government has been commented upon
many times, and there can be no question that such cooperation as may have been
achieved with the States has been, in faot, a steady relinquishment of Staté
responsibilities into Federal hands. That is, it has been a course of steady
Federal enoroachment upon the States, ) . , o

Nowhere is the process of Federal encronchinent upon the States more evident
or its effects more disastrous, than in the field of finance. Federal absorption o
the income-tax field has already been mentioned, The later estate-tax acts may
also be oited, for they impose exadtions in which the States do not share, since the
State proportion is definitely limited by the act of 1026. Now a further advarice
is [laroposed namely, that of extending the Federal income tax to the interest
which the States and their subdivisions pay on their bonds.. Co
The reason for regarding this proposal with concern is that the move would be &
direct handicap upon the performance of all State and local services by alterin%
the terms and conditions under which these servlceiare performed, Bxsofar‘,as i
is necessary to rely upon public credit resources for the task, Inthe Departinent
of Justice White book the position is taken that the effects of Federal taxation of
State bond Intetest are ptixrsl‘v conjectural. 'The following passage continues the

expression of that,viow*;o n L : . ‘ ‘
‘And assuming that Income taxation ivould make the State bonds a less attrac-

tive investment, it is a mat{er of pure speculation as to how far this would be
reflected in the l?rlce bid for the bonds. The investor would have no alternative
market fn which to acquire tax«exem{»t securit!e: and thoe greater safety of the
State and munieipal bonds miﬁht well result in inbir selling at a premium sub-
stantially equivalent to that which now can be obtained, These ¢concliisions ate
reinforeced when it 1s consldered that under a progressive income tax the tax-
exempt feature I8 the most valuable to the Investors whose incomes are in the
upper bragkets, But the price of the honds may be supposed to be set not by these
investors but by the ‘marginal’ investors, those purchasers who are willing to pay
no mote than the smallest price at which the bonds will sell. These investors,
ordinarily having smaller ln’co?lmes, get no such disproportionate benefits from tha
tax fmmunity as do those in the upper intomp brackets.” o

It is doubtful if there exists anywhere an argument written to prove the aon-

10p. dt. . 60.
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imtuml charagter of another statement which contains moro and purer conjectures
x] are found in the pagsage just quoted, Thus, aft?r granting that the tax
would make the State bond a less attractive Investment, it is conjectured that the
premium offered for it would be just as hiah ag at present, because other equally
attractive Investments could not be found. The analysis of estate tax returns
presented.in Appendix D indicates that investors do regularly find other investe
ments for & very large proportion of their funds, and it is the purest conjecture 1o
agsumo that they would biindly continue to buy State bonds on the same relative

yield basis ag now prevails, .
The distribution of reported holdings of the partialliy exempt Fedoral scouritles
refutes the guess that Investors would be just as kfen or the Stato bonds without
the tax immunity. The Federal securities aro ful dv as desfrable, from the stand.
?o nt of safety and lfquidity as are the State and local bonds, but very fow of
hem are to be found, apparently, in the large-income brackets. What other

reason could.ther? be except the dlﬁ‘emnce in taxable status? \
Agaln, after pointing out the obvious fact that the exemption feature is worth
more as & tax saving to those with large than with small incomes, it 1s assumed that
the prices of State and local bonds are set by the small investors. Where could
one find purer guesswork than this? It {s obvious that those to whom the oxemp~
tion, as such, maY be worth most will be prepared to pay more than anyone olse,
but {t {s also equally olear that they do not always have to p J' all that it is actually
worth, They get what they want before this price is reached. The fact that they
do not proceed to llq}t‘aldate all other assots In order to own tax-exempt honds
wvhy it {s that other investors are also able to acquire somo of

oxclusivoly explains v
these bonds. It is absurd to contend that those for whom ownership of such
bonds involves an fncome loss greater than would be sustained if they woro {o

buy other securities and pay income taxes would deliberately bid the Brloes of
exempt bonds to levels at which they suffer a relative income loss unless they had
to do this in otder to get them, Yet this must be assumed if it be held, as Is done
in the foregoing extract, that the small investors fix the prices for theso bonds by

their bidding,

.- This extract has been commented uFon at longth because the document in which
{t occurs contains an argument, submitted by the Department of Justice, to prove
that action should be taken at once, by legislation, to tax the interest on State
and local bonds and the salarles of Stafe and local employces and officers. It is
th%nefore a sample of the attitude, and the kind of procedure, which have con-

ributed so greatly to the expansion of the Federal powers at the expenso of the

tates, It deserves citation here, not on the merit of its argument but as typleal
of the passing of that spirit of cooperation which 1s essential to the life of the
Federal experiment.

It was polnted out at the beginning of this report that