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REVENUE ACT, 1936

THURBDAY, APRIL 30, 1836

UnNiTep StaTes SENATE,
CouwmiTTEE ON FINANCE
Waekington, D.c.

The committee met, pursuant to call, at 10 a, m., Senate Finance
Coxqg}iueo room, Senate Office Building, Senator Pat Harrison
presiding.

Presegt: Senators Harrison (chsirman), King, George, Walsh,
Barkley, Connally, Bailoy, Clark, Black, Gerry, Guffey, Couzens,
Keyes, fa Follette, Motcalf, Hastings, and Capper.

he CratrMaN. Tho committee will come to order. Mr. Secre-
tary, we will begin at these public hearings our consideration of this

bill that was passed yesterday by an overwhelming vote in the .

House, and we would like you to make a statement, and say to the
committoe whatevor you desiro.

STATEMENT OF HON. HENRY MORGENTHAU, JR., SECRETARY OF
THE TREASURY

Mr. MoroeNTtEAU. Mr. Chairman: I welcome the opportunity to
appear and discuss with you the tax proposals contained in the
President’s message to the Congress of March 3, and to present the
Treasury's viewpoint.

As Secretary of the Treasury, I feel a special responsibility to do all
in my power fo maintain the integrity of the President’s Budget of
January 3, 1936; and therefore to urge that the supplemental revenues
madgd:dece@ary by the devclopments of the psst few months be
provided.

The Treasury has heen sblo to borrow readily the amounta neces~
sary to finance the recovery program and has been able to obtain
thego loans at steadily decressing interest rates. The continuance of
this satisfactory aitustion, however, will depend upon scrupulous
adherenco to an orderly program loofdng to & balance of the Federal
Budget just as soon as the needs and abilities of our people make
:!hat possible and thersforo upon a steady reduction in tho publie

ebt,

In his Budget message of January 3, 1036, tha President made this
statement: . . . . )
. “If the Congress enacts lecislation at the coming session which will
impose additional charges upon the Treasury, for which provision is
no¢ slready made in this Budget, I atrongly urge that additicnal taxes
be provided to cover such charges. It is important a3 we omergo
from the dopression that no new activities be added to the Govern-

1
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meltlt”unl&s prov:.ion is made for additional rever.uo to meet their
cost.

At another point in the same message the President said:

“It is pertinont to repeat here a statement appearing in the Sum-
mation of the 1936 Budget: ‘Estimates of receipts contemplate con-
tinued collection of processing taxes.’ If thé attack which has been
made upon this act is sustained, wo will have to face the problem of
financing existing contracts for benefit payments out of some form of
new taxes,’” . . .

On the very day that the President’s Budget inessage was read to
the Congress the Supreme Court of the United States rendered a
decision holding the Agricultural Adjustment Act unconstitutional.
Since that date the Congress has enacted, over the Prezsident’s veto,
the Adjusted Compensation Payment Act of 1936, which requires
t)&yment, beginning on June 15, of the entire amounts, which weres

o bo due in"1945 and thereafter, on the veterans' adjusted-service
cortificates. Tho additional cost of making thoso payments this year,
when distributed over the noxt 9 years, comes to approximately
£120,000,000 a ycar, The Congress has provided for carrying on a
continuing program of conservation of the Nation's agricultural
resonrces which will result in expenditures of approximately
$500,000,000 a yesr, :

Thus to conform to the Government’s financigl program, as set
forth in the President’s Budget message, we shall need to provide
additional continuing revenue of $620,000,000 annually to meet those
expenditures. We shall also have to find means of rccoupinﬁ approxi-
mately $517,000,000 of revenue sacrificed in the current fiscal year
becauce of the invalidation of the Agricultural Adjustment Act.

77 'The President in outlining those needs suggested threo sources of
revenue which could be made available for the purpose, One of those

suggestions was for processing taxes on agrncultural products at
lower rates and distributed over a broader base than the similar taxes
under the Agricultural Adjustment Act. Another was for a special
form of inconre tax, described as a “windfall” tax, on the unjust
enrichment accruing to some corporations and individuals as a result
of their escape from thie payment of processing taxes. The amount
of the processing taxes due prior to January 6 which had thus escaped
waa approximately $237,000,000. }

. The third program, and the one of major importance, was for &
tevision of our system of corporation taxes. It was proposed by the
President that the three existing forms of corporate taxes be repealed.
Those include the capital-swcﬁ tax, the excess-profits tax, and the
corporate income tax. The President proposed that there be sub-
stituted for those taxes & {ax upon that portion of corpotate incomo
which is not currently distributed to stockholders in dividends and
that at the same time the present exemption from the normal income
tax of 4 percent of dividends received by individuals from corpo-
tations be repealed.

Tho status of the President's proposals today is that the House
has passed a bill to give effect to two of them. The House bill is
estimated by the Treasury to yield additional revenue as follows:
(@) Not continuing revenue of $623,000,000 yeerly from a tax on
corporate earnings, and (b) net temporary revenue of $180,000,000
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from an unjust enrichment tax and termnporary extension of "the
‘capital-stock tax, divided as follows: ) N

rom tho unjust enrichrent tax, $100,000,000; from the extension
of ‘the capital stock tax for 1 year at one-half ‘of the present rate,
$80,000,000.

‘The bill thus fully provides the $620,000,000 noeded to take care of
the permanent agricultural program and the annual financing of tho
payment of the soldiors’ bonus. It also provides for tho first year
. of a 3-year program for recotiping the loss of $517,000,000 of process-
ing taxes lost during the fiscal year 1936, However, it does not
provide any temporary rovenues for the 2 succeeding years to
make up the balance of $337,000,000 of tempurary revenues desired.

The estimated yield of $623,000,000 from the tax on corporate
earnings is the smount of additional revenue to be derived from tha
.application of the rates and schedules in the House bill to corporate
incoma for the present celendar year, 1936. It must be recognized
that the choice of an income tax as the means for raising additional
revenue necessarily involves a delay in realization of increased re-
ceipts. Receipts from taxes on corporate incomes for the caléndar
-year 1936 will bo collected in the main during the calendar year 1937
and will be divided between tho 2 fiscal .years, the fiscal year 1037
ending Juno 30, 1937, and the fiscal year 1038. The net edditional
revenue to be expected from the application of the corporate income
tax is estimated to be $310,000,000 in the fiscal year 1037. The full
additional annual revenue would be collected in tha fiscal year 1938,

Senator King, Do-I understand you, Mr. Secretary, that next
Eear 1937, for the calendar year this tax will only briug in three
) undred and some odd millions? : .

Mr. MoraentiAU. Betwoen January 1, 1037, and June 30, 1037,
this tax will produce $310,000,000 additional revenue.

The House bill follows the President’s suggestions in providing for
the repesl of the corporation income tax, the capital-stock tax, and
the excess-profits tax and Ly making dividends roceived by individuals
subject to the normal tax of 4 percent. In place of the repealed
-taxes it substitutes a new form of tax on corporate income with rates
based on the percentage retained by the corporation. The estimatad
annual yield of $623,000,000 is the amount by which it is expected
takes paid by corporations and individusls under the proposed plan
will exceed the yield of corporate and individual taxes under the
pregent law. That covers that point.

It is to be noted that the bill as passed by the House of Representa-
tives, while failing, according to our cstimates, to raise temipora
revenues for a 3-year period in the full amount sought by the President,
-utilizes but two of his three suggestions. ‘The third was for the enact~
ment of processing taxes on a broader base but with lower rates than
were in effect under the Agriculiural Adjustment Act. I call this
potential source of additional revenus to your attention again. I feel
sure that tho Department of Agriculture stands ready to supply eny
information you may desires on this subject. '

‘Turning from the revenue aspects of the Houss bill, in which the
Treasuty gnmaxil interested, lot us consider also tho two suggoes-
tions made by the President, to which ths House bill gives effect,
from the standpoint of equitly in our tax system, C

e et . e 8 e it
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. As to the proposed unjust enrichment tax, I think there is little
that need be said. I have not heard the.justice of this tax ver
soriously questioned. There is no doubt whatever that the avoid-
ance of payment of processing.taxes accrued prior to January 6 has
resulted in unjust gains to a limited number of persons and corpora-
tions. It would be grossly unfair to the persons and corporations
who paid their processing taxcs as due up to the time of the Supreme,
Court’s decision and it would be unfsir to the American consumer,
who ultimately bore the major burden of tho taxes, not to reduce thia
uni'ust. enrichment as much as we can by taxation,

1 take it for granted that an unjust enrichment or “windfall” tax
will be enacted by the Congress, I assume, too, that you will give
niost serious consideration to the matter of the deficiency in the
-temporary rovenue for a 3-year period oxpected fromn the House bill
as compared with the President’s estimates of the need. I turn,
therefore, to the proposed tax on corporate incomae.

“The ﬁrinciple of taxation according to sbility to pay is now well
eatablished, not merely by having been writton by amendment inip
the Constitution of the United States and supported by 20 years of
application in our tax structure, but by the undoubted and unques-
{tioned endorsement and support of tho citizens of this Nation.
Through successive changes in our tex laws, however, we ‘have
departed most seriously from e consistent and just application of the
principle. Under tho existing law we apply the principle to indi-
vidual incomes, whother they are obtsined from interest, rents, or
salaries, from the profits of individual business enterprise or from
partnership undertakings. e do not apply it to profits geined from
corporate enterprise, except in & manner which taxes some citizens
at unfairly high rates and gives to others the opportunity to avoid
taxation on a wholesale scale. B

Where a corporation makes approximately full distribution of its
current earnings, tho stockholder under present law first beams the
burden of thres different corporation taxes-—the capital-stock tax,
the excess-profits tax, and the corporate-income tax; second, he is
m}uired to pey surtaxes on the dividends paid to him, This stock-
holder thus pays what is in effect 8 normal tax of about 15 or mrb
cent as compared to a normal tax of 4 percent paid by the individual
who derives his income from other sources. On the other hand, the
present law porits stockholders of large incomes to avoid the pay-
ment of surtaxes which may run to rates as high as 75 percent on their
share of corporate earnings which are not distributed as dividends.

What are the dimensions of tax avoidance with which we are
dealing? A fow simple figures tell the story. It has been estimated
by the Treasury Department, that under the present tax law the in-
come tax liability of corporations on the basis of 1036 earnings would
approximate 964 millions. The Dopartment has also estimated that
under the Y‘resent, law more than 4% billion dollers of corporation
income in the calendar yoar 1936 will be withheld from stockholders
and that if this income were fully distributed to the individual owners
of the stock represented in those corporations, the resultant yield
in additional individual incoma taxes would be about $1,300,000,000.

With tax avoidance occurring on the scale indicated by the figures
1 have cited, I do not see how any increase in individual income tax
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this leak in our tax syatem is sto

rates or 6ther general and continuiiga taxstion could be justified until
. Whatever may be the debatobl]; considerations that mey enter into

the &ﬁrepamtion of particular schedules, it will be well to bear in mind -
at

times that this is purely and simply a proposal to put all taxes
on business profits essentially on the same equiteble basis; to give
no advantages and 10 impose no penalties upon corporation stock-
holders thet are not given to and imposed upon the individual taxpayer
who alonie or as a partner derives his income from husiness profita,
In closing let me say this: I sincerely hope that this committes
will report to the Senate a bill giving effect, as (ul‘l{ as possible, to
the President’s rocommeadations of the amount of additionsl revenue
needed to supply the deficiencies created since the Budget message
of January 3. L .
The Cuainyan. Mr, Secrotary, in title IV of the House bil}, it
rovides for refunds of certain processing taxes. ere thess taken
into consideration and into account in the estimate of $517,060,000
of temporary revenues needed? :
< Mr, MorazNTHAU, No; they were not. I have a short explana-
tion of that. . . . i
- "'They were not taken into consideration bacause it was impossible

for us to determine at that time all the possible Liabilities that might.

occur as the result of the invalidation of the Triple-A Act. Not all
of these queations are yet settled. For inatance, we may still have
to consider other claims for refunds arising undor section 21d of the
amendment o the Agricultural Adjustment Act passed at the last

session. .But the Ways and Means Committee, which inserted the”

refund provisions in the present bill, regards these particular refunds
as fulﬁ]iing a moral obligation of the Govarnment, and 1 agres.
We estimsate that they will amount to $43,000,000. If we add this
to the $517,000,000 the amount to be raised in 3 years is $560,000,000,
and if we deduct the 180,000,000 of temporary revenue in the House
bill the remainder to be raised for the following 2 years is $380,000,000,
or $190,000,000 for each of the 2 years.

The CralRMAN, Are there any questions of the Secretary?
_Senator King. Mr, Secretary, in determining the amount required
did you teke into cousideration the large aspropriatlons which will
perhaps be $1,200,000,000 for the Army and the Navy for the next
year, and a?promnawly $1,000,000,000 for flood relief and rivers

and harbors

Mr. MonoenTHAU. Senator King———

Senator King (interposing). Pardon me. And 81,500,000.000 or

ibly $2,000,000,000 for relief to be exponded by Xr. Hopkins or
y Mr. Ickes, or both?

- Mr, MoroeNTHAU. Well, to snswer your question, the Budget
picture es it is today—whatever time it is—is just where it was
a)ilproximately, and it may be a little bit off—but approximately es
when it was sent up by the President to Congress, with two exceptions.
One i3 dus to the decision of the courts on the A. A, A, and.the other
is due to the soldiers’ bonus,

When_the Presidont sent up his message, he forecast a deficit for
tho coming fiscel year of $1,098,000,000, and ho pointed out that if
the Congress would appropriate up to $2,136,000,000 for reliof, that

| b o mn e
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tha deficit for the coming year would not be in eicoss of the aeficit
for the provious yoar, o did ask for 81,600,000,000{ a0 i you take
1,008,000,006—-let ug call it a billion and one— plus the billivn apnd a

$
‘ haii, you get the approzimats picture for the noxt year,

But I would like to give you the exact figures. - 1 have it propsred

‘to give you, if I may.
he %

ud’get deficit for 1038 was $3,234,500,000 on J:;nua:{v ;)%
the

“That is the way the President forocastit,  To this you have to ad

$495,100,000, adjusted expenditures due to the A. A.A. decisions,
and you got the figure of $3,729,600,000. For purposcs me near
as anybody can estitnate, to this year's deficit we add the total
of iho veterans' bonus which goes cut on June 15. We alvays
take the top figure in the T'rcasury; we have to. We have {0 assunie
it is all going to go out. If it all Foes out, wo add $2,237,000,000, or
total e?‘timated eficit for 1036 of $5,066,600,000. That'is the way
it stands.

For the fiscal year 1037, the President's estirnated deficit of $1,008,-
000,000, Le asked for $1,500,000,000, which gives you $2,598,0¢:0,000.
~ You have to adjust expenditures due to the A. A. A, on acount
of the Court’s decision, you have to add $524,000,000, from which
you deduct $490,000,000, which is tho increased estimates in the
present bill; so you got from that $34,000,000. Then we have the
$43,000,000 which wa bave just talked about, an incroass for next
your which has not been accounted for, of $77,000,000, or to brirg the
estimated deficit for 1937 to $2,675,000,000.

To read that again—patting the bonus in, making adjustmont for
the A. A. A. which is tho only difference, sdding $1,5600,600,000
for relief, we forecast for this year a deficit of $5,958,000,000, and
for the next year, $2,675,000,000.

Deficits for fscal years 1938 and (337 basad '};‘"‘ crfiwales codtained in (he FAST

wdgel submiti o the Congress o Jon. 3, 1835, ad/'smd beceusa uf the 8. A AL
. dmﬁom,lfmcage of the Adjusted Compentition Ack, ari on the basss ¢f the pend-
ing taz b .
Fiscal yesr 1938:
Budgetdeficlt. ... ... .. ... ... e - £3, 214 "00 L0
Adjusted expenditures dur to A, A, A. decidon. ... . . 495, 109, ()

AT, CAMY G
2 597 Lo (00

Add: Veterang’ bondstobefasued.. ... ... .. .. ..
‘Total estimated deficit, fiscal gcar 1938, arsuming vese-

ans’ bonds all to be issued this fiscal year. ... ... .. B, ), X
‘Fiseal year 1037:
: Budget deficit. .. _..... .. ...... e e eeeean 1, 03X 400, N0
Add: Relief appropristion peading. .. ....... ... ....... 8, WG, 00,000
2, 598, 40C, 000
Adjust expenditures due to A. A, A. de-
[ E T R 524, 300, 000
Deduct estimated revenus in pending bill.. . 490, 000, 000
) 34, 360, 500
Add: Refundsof taxes provided for in pend-
fngtax bilt. . L.l 43, 000, 0¥
e e 17, 300, 600

" Adjusted deficit for fiscal year 10837 oo oomnieiaanennns 2, 675, 700, 000
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To refreeli your nietnory , the givss deficit in 1934 was 83,959,000,000;
for 1935 $3,575,000,000; (he cstimato for thia v.-. -3 $5,966,000,000,
and 1937 $2,675,000,000.

So that if it were not for the soldiem’ bonus, 1434, 1835, 1936, and
1937 each year we would have a declining deficit,

Senator Barxrey, Of courso, that esumated deficit for 1937 will
bo roduced by whatever smount the ex-servico men decline to accept
in cash and continue to carry their bondas,

Mr. Moneentiav. The amount of cazh we will have to raiso end
pay out in the innuediats future will be reduced by that aincunt, it
18 true.

Scnator Banxwer. I realize tiet iv mukinf I\;'our estimnates, you
have to take into account the poseibility of ell of thewn cashing thein,

Mr. MorasnTiaav. 'The top figure.

Senator Barkrry. But we all know that that will not be the figure
that will actually ba neceasary,

Mr. MogroenTHAU, That is true.

Scnator BarxLey, But for Lookkeeping purposcs, you have to
assumo it )

Mr. MororNTHAU. For good, sound financing purposea, we would
rather play safe.

The Cuaruan, As & matter of fact, if it bad not boen for the
Coar¥’s decinion and the pasiog of the Adjusted Compensation
Certificato legislation, we would not have been called upam to pazs a
tax bill at this seasion of Congrass,

Mer. MoraeNTHAU., That is true.

Senator Kina. But you v huld still have a deficit? ‘

Mr. MoroENTHAY. Yes,sir; and the President pointed out etactly
what the doficits are, and I may say that his eatimates for receip's had
been running within } porcent of what he eatimated, and his expendi-
tures have constantly run under his estimates, .

Senator Hastinas. Mr. Sceretary, if what the chairman says is
true, arnd you agree that it iz true, that there would havo heen no
necessity for any tox bill at all except for the Supremae Court’s decision
upon the A. A. A, why did you not content yourself with rajsin
suflicient money to pay that debt and quit there? That obligation

Mr. MoroeNTHAU. T do not quite understand, Senator.

Senator Hastings, T understand you to say that it would not have
been neccasary to havo had a tax bill except for the Supryme Court’s
decision declaring the A. A. A. void.

Senator Barkrey. And the bonus.

The Cuairuan. I addod to it “and the bonus.”

Scuator Hasrinca. I understood the chairman to say that if it had
not been for the Suprame Court’s docision, thers would have bean no
tax bill necessary, and I understcod you to agree to it. Now, I
understand that 13 not so.

The Cramman. I stated, the Supremo Court’s action, together
with the passage of the ect for adjusted-servico certificates.,

Senator Hastings. 1 did not so understand it. :

Mr. MoraentHAU. The Preeident is orn rccord to that etfect; that
he would ask for 1o new taxes. ‘

8enator Hasrings. I did not understand it.

Mr, MonceeNtraw, I would like (o point out that the President is
on record that he would have asked for no new taxes this year unless
the Congress passed legislation which was not included in the Budget.

g B
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:- Senator Hastiias. He was also on record last year, as I recall it.
. Mr. MoraeNTHAU. Jf he was, he kopt his word. - sk

Senator Hastinas. He did ask for taxes lasl year. ,

Mr. MoraeNTHAU. ‘Thers is nothing stated in his Budget message
of the year previous, as far as I know. . Co
. Senator HasTiNngs. Not in his Budget message, but in his Messago
to the Congrees in 1035, you will find a statement to the effect that he .
was not anticipating asiung the Congress to add any new taxes to the
present rate. -

. Mr. MorGgeENTHAU. If you do not miad, I would like to refresh my
memory on that. i

Senator Hastings, I think you will find I am correct. T

Mr. MoraeXTHAU, Becauso as far as I know, in every statement
that the President has made on his Budget and fiscal matters, he has
absolutely kept his word. - :

Senator Couzens. I ask you, Mr. Secretaﬁ' have you made any
estimates of what the increased revenue would be due to increased
business, if the taxes were to remain in status quo? )

Mr. MoroeEnTHAU. Senator Couzens, we cannot forecast beyond
the fiscal ysar of 1937. Wo have been resh enough each year to do
that, and as I B\?IY we have come within 1 percent, but the forecast
beyond 1937 would really be taking too much upon us. }

nator Couzexs. Well, assume that we only consider the calendar
year 1936, have you any estimates about the increased revenue, what
the increased revenuc would be on the present law due to increased
business? .

Mr. MoroenTHAU. That is included. Our forecast for both the
calendar year 1936 and the fiscal year 1836—weo are operating on
that now, and our estimates show that our revenue to dste for both
the fiscal ead the calendar year are running about 1 percent in excess
of our estimates. . ‘

~Senator Couaens. What_were they? Do ‘you remember?

. Senator LA .FoLrerre. In other words, f I understand you,
Mr. Secretary, when you made the cstimates, you took into account
as 8 factor, whatever the acluaries decided to allow for improved
business conditions? )

Mr. MoreexTsAU. We did, and as I say, I am rather proud of the
work of the technical men in that respect, bacause the receipts are
running just pbout 1 percent in excess whea we have taken into
account a healthy increase in business for this year.

The CrairmMan. Do you recall in recent history where any Sccretary
of the Treasury has come so closo to the estimates and revenues as
was done last year? .

. Mr. MoragENTHAU. Noj; and here is the record if you would like it.

The Cuamrman. It is my opinion that no ono has come so close,
Will you agree with my statement on that? .

- Mr. MoraoenTHAU. Yes; I will; I am glad to egree to it.

As a matter of fact, in 1931, they missed the estimates by 15 per-
cent. In 1932, they missed it by 7 percent. In 1033 they missed
it l’}y 13 percent. In 1934, they missed it by 5. percent. e

he first forecast, for 1035, which I made, the revenue is 4.6 percent
over what we ect'mated; and this year—again I am responsible—we
are running about 1 percent in excess of our estimates. .

Rl



RRVERUE ACT, 1936 R

.. Benator Kina., The chairman wants you to state that the Demo-

crats are better prophets than the Republicans. ‘ . i
- The Crammuan. 1 do not want to get ‘any partisanship into this
discussion, s :
{Laughter.} . oo :
i Senator Hastings, Mr. Secretary, will you go over those again
and see whether they were underestimated or overestimated? :
Mr. MoreenTHAU. I will be very glad to, Senator Hastings.
This sheet that I have here says, ‘“Comparison of actuel and estimated
income tax receipts, fiscal year 1931 to 1936, inclusive, daily ‘Treas-
ury statement basis.”
- In 1931, whoever was Secretary of the Treasury, estimated——
Senator Brack. Who was that; do you recali?
Mr. MorGeNTHAVU. I guess it must have been Mr. Mellon.
[Leughter.lec
The then Secretary of the Treasury estimated receipts of $2,190,
000,000, and the actual recsipt of $1,860,000,000, or 15.1 percent less
than the estimate.
. Senator Hastings. Is that true all the way down?
Mr. MoroenTiAV. 1 will be glad to continue.
Senator Hasrtings. Just answer my question. .
Mr. MoRrGENTHAU. It runs from 15 percent to 5§ percent off.
8enator Hastings. And they were less? :
< Mr. MoreenTHAU, Thoy always wereless. And in 1935, which is
the first year that I had e chance to forecast, our revenuecs exceedod
4.6 percent, and this year they are ranning about 1 percent in excess
of eatimates. -1 mean, after I came in in the fall of 1933, and I em’
responsible for 1935 and 1936 calendar years; in those 2 years, they
were the first 2 years, going back to 1931, that the revenue has
exceeded the estimates.
- Senator HasTings. I am glad this administration was correct in
some eatimates. -~ .- . :
_Mr. MoreenTHAU. Well, sir, they have been correct on all of their
eatimates,
" Senator Hastines. Including balancing the Budget? )
Mr, MoraeNTHAU, We have done everything on a fiscal financial
basis that we have said. As I pointed out before, Senator Humﬁ:'
our revenues have exceeded estimates and our estimates for expendi-
tures every year have been under. ]
. Senator Kina. May I say that 1 hope that my friend from Delaware
will not blame the President for the eccentricities of Congress.
Senator Hastings, I won't blame him for anything. v
- The CrAIRMAN. You may have forgotiten, Mr. Secretary, but some
of us recall that when Mr. Mills was Secretary of the Treasury, he
revised his estimates three times in 6 months, and then he was wrong
in a greater amount than you.
If that is all, thank {ou very much, Mr, Secretary. .
Senator Cousexns. I would like to ask tho Secretary a faw questions.
It appears that the gift tax was estimated in 1036 as $60,000,000, and
the ‘actual collection up to date was $154,751,457. 1 am wondetrin,
to what extent if at all you contemplate that that will affect the hig
surtax brackets. o
;»lI\{r.?Moacax'mAv. Mr. McIeod will answer that. If you will
please : '
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Mr. McLrcn. We have considersd that in our estimate.  We have
made adjustinents for that in our estimates by reason of the smeller.
mimber of individuels in the high surtax brackets, as closely as we
could, meaning that there has been & shift downward to some extent
from the hléh gurtax brackets to the lower. - H
: Senator Covzena. But you do not recall the amount in dollars
and cents? . . ‘ Lo .
. Mr. Lzop.-No; I do not have that,

. The Curmuan, Are there any other questions?
-(No response.) L ’ o -
he Secretary retires.) . . -
b he?CuuakAN. Before we proceed. The Secretary has gone, has
8 nott . : e

Mr, HELveRING. -Yes, sir; he has, - S S

The CuairuaNn, I wanted to make this request at this tiime. [
was poing to request him, and so I requost through his oxperts, that
the Secretary do this. It seems to some of us—I was conferring with-
Scnator La Follette, and T know that he and I are of this opinion-—
this Flonse bill is rather complicated. I think thoy have done a
megnificent job, but in order to get st the samo results on the amount
of taxes to bo raised through this chavge in policy of assessing the
stockholder instead of the corporation, if you could not work out
some plan that would simplify the matter, aud instead of having four
columins as are included in this bill, if you could not get it down to
oné column, so that the layman might work out the sroposition.” -

I can appreciate that it had to bo written, probabl { this way,
because you have your instructions from the Ways and {eaps Com-
mittee, and I offor o criticism; but if we can work out a simplified
form, 1t would be much better; and I understood that over there it
was their deaire to give some relief to the smaller corporations, more
than to the lsiger corporations, and that is/why the-bracket. was
fixed under $10,000 adjusted net income and over $10,000 adjusted
nétincome. . Lo T

Tt will be recalled that in some of the prior bills that we have passed,
in order to help the smulier corporations we excmpted $1,000 an
$2,000 and $3,000. . I thisk we got up that far, . Now, it would seém
to some of us that if you hed one column and could work it out by
exempting, say, up to $25,000 adjusted net income, or $1,000, or.
maybo $2,000, that we would get the same results that the Honse was

g to got at and that it would &implify the schemse., .~ .

So that what I was going to ask the Secretary, and X request it of
you gentlemen, is to work ou% your estimates to see whether or not,
that can be done snd submit it to the committee, end to give us an
estimate on the proposition of putting up to $20,000, and then up to.
326,000, adjusted net income, and to give off $1,000, and to except
$2,000. Make it on those two bases, to sec whether or not we mij
get the same Tesults in revenue as are obtained by the bill. -«

- If you can do that, you will greatly simpli{y this matter:

" Senator Lo Forverve. And, Mr. Chainnan, may I ask for one
further thing t6 bo considered? I am entirely. in aimlpathy with
what the chairman hLas said about aimphfyiu‘i the bill. Another
thing T would like to have worked out to be submitted for the con«
slderation of the committes is to work vul & schedule putling the tax
on the amount retained instead of having to have the schedule IIA;
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with the interpolator, whith so much fun has been poked at. As.I
underatand .it, schedulés can be worked out which will result in
axactly or approximately the same amount of tax bein‘g pald; but if
they are worked out in percentages on the ratention of earnings, wa
¢an got rid of this interpolator and meke the tax readily understand-
able to anybody that reads it. I would like to have that submitted
also, juet for the consldaration of the committee, : .

. The .Cra1nMan. In that conuection, may I ask-you, Mr, Com-
missioner, if the fact that the House, the last da when they had the
bill up for consideration, under the 5-minute ru e,.amonded the law
80 as to make the dividends payable in the taxabls year, instead of as
ariginally drawn, did not eliminate one difficulty to enable you to do
just what Senator La Follotte has requested you to do, aad %o work
1t'6ut on the retained surplus instead of what is paid out. o
. Now, you may proceed; Mr.‘ oo . .

STATEMENT OF 6UY ToMELVERING, COMMISSIONER OF INTERNAL
T T REVEfUR, TREASURY DEPARTMENT,

- Mr. HsuveryyS. T have a short etftedient, ‘
The rotery ! s%pres ted to you afig
of the edditigite) revenugy/fieed edofhl Government,igs
lined in the ¥ e«ident’g‘f{lpple entary: Bedget meidage of ME
o ; ; hick. sgfr“é" et by thio by

ouse of Hepresentatives. Mg appe.
Means Conlx)iuee, I am glad, pla&pmyi f
rendar.

A
the Treasury & ublic, ta
oys business :

Nge, Cprtaal-atock, and excess
Miggjive the present schg

Pheteg g

for tax avoidance and tax evasion.. '1he théd wae for,the enactment

of procéssing taxeg on a broader bass, but with lower rates, than those,
Qéa;, vere in effect under the Agricultural Adjustrgent Act. The sug»,
gested ‘processing taxes, therefors, would only replace the sumilar
taxes previgusly_in force and, moreover, exe. propoged for. only a
tem oy period, . oo -,
10 CriatrMaN. How much do you expect to got under the present:
regulation? - About $517,000,000 over a period of 3 years?
fr. HeLvering. The schedules of the Agricultural Dopariment
presented to the Ways and Means Committee would raise approxir
wately $208,000,000 1n g, year, P R -
n@&ar Crark, By processing tex?. .
’ff ELVERING. _Kililrocessmg,mx; eo
. The Cuatpuan, Which
. 65545362

Ty .

was 1ot accepted by the committee?.

\gatlles of income-tax -
ng.the opportunities
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i " Mr. Hevvering. No. I mught eay in that copnection, that those
{ were rates much lower. For instance, tho wheat rate under the old
ischedule was 3G cents. Under the new proposal by tho Agricultural
i Department it was 5 cents,
he CuAtriAN. So they were greatly reduced as to the amount of
processing tax? ‘ : '
Mr. HeLvering, About 20 percent average of tho old rates.

- Tho CiairMaN, And the base was broadened by taking in other
commodities?

Senator Kiva. Upon which to impose the Kdrocessing tax?

- The CuairMaN. Yes. You may proceed, Mr. Commissioner.

- Mr. HevLveRiNG, The President’s suggestion to obtain additional
pormanent revenue was for an improvement in our method of cor-
porate incomo taxation. 1n essence, as I have already indicated, this
proposal does not seek to impose any new taxes or any higher rates
of taxes. On the contrary, its effect would be to lower taxes for a
great many, perhaps the majority of our corporations in number;
and to lower them also for a very large proportion of corporation
stockholders. ) .

Senator Kina. I should like to make an inquiry. As a matter of
fect, out of the three-hundred-and-some-odd-thousand corporations
in the United States, less than half have ever paid any taxes at all;
is that not true? . K ‘

Mr. HevveriNo. Thero are some 500,000 corporations in the
United States, and the number that were in the small brackets—Mr.
McLeod can tell you better.

. Mr. McLxop. In the small brackets, under the bill as proposed by
the House, about 214,000 were under $10,000; 43,000 had net incomes
above $10,000. . .

'The CaairuMaN. Mr. McLeod will be the next witness that will be
before us, and he can go into that phase. ] .

Mr. HELVERING, A great number of thoss corporations did not pay.

Senator Kina. A majority of the corporations in the United States
do not Igay any taxes at all. . . s

‘Mr. HeLverinG. No;Idonot think a majority. I think & majority
of them do pay taxes, but quite & number of them in the small brackets.

The fundamental objective of this proposal is to increase the
Federal revenues by pluggins up a major sourca of tax avoidence and
tax evasion now existing, and thereby greatly to in-resse the faimess
and balance of the Federal income-tax structure as a whole. )

Senator Kixna. Could you say that it is an avoidance or evasion if
corporations have reserved what they regard as legitimate againat
days of a‘;iversity or to meet contingencies or for the purposé of
expansion : ' : )

“Mr. HeLveniNg. I did not mean to use these terms with any crimis
nal intent on their part, but it is just s chance to do it, and do it
legally, under the present law.

. The President’s proposal, the principles of which are incorporatad
in the House bill, is no new development. It has received the
sttention and support of students of taxation from the carliest days
of incomo taxation in the United States. ‘Its principles wero incors
porated in our first income-tax law, 1862-71, when Congtess pro-
vided that the gains anc profits of corporations should be included in
the annual taxablo gains, profit, or income of sny person entitled to
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them, whather divided or undivided. Shortly before and while the
Revenue Act of 1921 was under consideration, a proposal identical
in principle with tho President’s suggestion received the sx&port of
many representatives of organized business, Members of Congress,
and the ury Department. Ths principle was recommended by
Secmtaliy of the Treasury Houston in his annual report for the year
1920. In somewhat modified form, it was incorporated in a bill
passed by the Senate in 1924,

The CuatruaN. Do you quote that part of Secretary Houston’s
re)izrt in your staternent? .

r. HELvering. Do you wish it incorporated?

The CuairMaN, If you have not, I wish you would incorporats
in your remarks that part of Secretary Houston's recommendation
which deals with that phase.

{The matter referred to follows:)

ExTRACT FROM THE ANNUAL REPORT OF THR SECRETARY OF TRE THEASURY
¥oR THAE Fiscat YEar 1920 (Pp. 39-43) :

The exceas-profits tax, however, must be replaced, nol merely repealed, and I
belleve that i} should be replaced in large 1pu'l; by some form of corporation
profits tax, This conclusion is based not only upon the Government’s need for
revenué but upon grounds of equality and justice. 8o long as taxpayers other
than corporations are subject to a progressive income tax rising now to over 70
percent, corporation profits should not be allowed to escape with a single tax of
onI{ 10 percent, Individuals (and partnerships in effect) pay normal taxes and
surtaxes upon all net income, whether spent, saved, or retalned in the business of
the taxpayer. Corporations pay only nonnal tax on such income, although their
atockholdors pag' in addition surtaxes on the profits of the corporation which are
distributed as dividends,  But no surtaxes are piaid on or with respect to the

rofits not distributed. It seems plain, therefors, that when the excess-profits
ax {s repealed some oquivalent or compensatory tax should be placed upon the
corporation in lieu of the surtax upon relnvested income &ald by other taxpayers,
Unlcss this be done, a heaV{ premium would bo given to the corporate form of
business. If, for example, three equal partners In a business fnvest. capital of
$2,000,000 and make net profits of $600,000, draw out $75,000 as salary and
$75,000 a8 profits, leaving $450,000 in the husiness, these partners would together
guy Income taxes of Approximafe)y $270,5670. But if they should incorporate the

usiness, the total income and capital-atock taxes on the corpaoraticn and ita three
stockholders would, in case the excess-profits tax were repealed, be only $75,865.

One partial subatitute for the excess-profits tax would be a tax on the undis,
tributed profits of corporations as neatly as fble equal to the surtax imposed
upon the saved income of tho individual. If individuals doing businesa in gutner-
ship pg 20 percent on undistributed profits, individuals doing business through
the medium of the corporation should pay 223)ercent. This plan could be applied
in many different ways: (eg The diatribut m(ﬁroﬁts of the corpcezation could be
substituted for the so-called excess-profits oredit of the excoss-profits tax and the
remalning or.taxable profits be taxed at 20 percent; or (2) a 20 percent tax on
undistituted profita could bo applied ss & wr&taﬂon surtax under title I of the
revenue act; or (3) corporations could in form subjectod to the same progressive
surtaxes as individuals—a proposal whish would prove very advantageous to al]
corporation’s with emall incomes—with & proviso that the total surtax should
never exceed an amount equal to 20 percent of the undlstributed profits. None of
these plans proesents any grave administrativo difficulty or involves any particular
ocomplexity of o {);tlon. . ' , ;

If an undistributed profita tax be adopled, {t should contain provisions
expreasly reoognizlng the varlous devices by which many corporations find {4
E;mible to distribute statutory ““dividends'’, while actually retaining the profits

tho business. The object should be to subject stock holders of corporations
to the same tax burdens imposed upon the members of a partnership, and any
hrocedum which facilitstes the attainment of this obeect should be welcome.
o stockholders of any corporation should be permitted, for example, by a
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unamimeus vots to clept to be taxed as the members of a partoership or as the
gtocktoders of a personal-service corporation are now taxed under existing law,
It would be advisable scriously to consider the Proxi)riet of requtrip, ever{
corporation, 95 percent or more of the stock of which is held b¥ one indlvidual,
to be treated as a partnership or personal-servica corporation. his would go far
toward solving the problem whose solution is now vainly sought in section 220 of
the revenue act of 1918. o .

The object of these suggestions Is to establizh so far as ible an exact
equivalence between the taxation of corporation stockholders and other taxpayers.
The undistributed-profits tax appears to be one practical means of cbtainin
approximate equality of treatment. This is not only to satisfy a theorctics
sense of justice. It is, I believe, the course of practical wisuom. At some points
the revenue law as now formulated disoriminates unjustifiably against the
individual in favor of the corporation. At others it discriminates unduly agalnst
corporations in favor of the individual .

hege indiscriminations operate to force many busincss ente?riaes into forms
of organization not intrinsically the best suited to their nceds. Furthermore, the
most troublesome problem of income taxation is the same in case of both corpora-
tions and unincorporated mxga‘yers, i. e, the repressive effects of heavy rates
when applied to income which is saved and reinvested. That and many other
Froblems of personal and corperation income taxation will best be decided when
inked together. We are now taxing reinveated income of individuals at rates
which may exceed 70 percent. The error of this treatment appears plainly
when we attempt to apply such rates in the case of corporations. It would be
unthinkable to tax the saved incoms of corporations at 70 percent. On the
other hand the stockholders of corporations are forced to pay through the cor
ration a higher normal tax than individuals. They receive no credit agatost
his normal tax for the personal cxemptions, and—under existing law—profits,
which have paid both the co:"poration income tax and the heavy cxcess-profits
tax are again subjected, when distributed a8 dividends to stockholders, to surtaxes
rising In some cases to 65 percent. In the latter instances the discrirination is
againat tho corporation and its stockholders. Like treatment should prove in
the long run the surest means of obtaining just and wholesome treatment,
Scparate treatment will in the long run conduce to corporation baiting. If
corporations insist upon different treatruent, they are in the long run likely to
reccive worse treatinent. The next revision of the tax law should place the
income tax upon en enduring foundation of sound principle. Lasting eolutions
and not temporary makeshifts should be sought.

The tax on undistributed profits has certain obvious disadvantages, 83, in
fact, have all tax proposals. It is widely opposed because it would, in form, fall
on reinvested profits, although the personal-income tax falls also on reinvested
profits. It ia believed also by many honest and able men that, notwithetanding
the fact that it would reduce the tax burden upon corporations, it would tend to
cause an undue dissemination of corggmtlon profits and subject directors of
corporstions to a strong temptation to pay out as dividends profits actually
needed in extending or maintainipg the business itself,

If, in tho opinion of the Congress, these or other difficulties make the undis-
tributed-profils tax unavailable, the excess-proits tax might be replaced, in
gan at least, by a compensatory corporation tax, or ‘‘corporation surtax,’” at &

at rate. Such a tax, at any practicable rate, cannot be made the equivalent of
the individual or personal surtaxes on reinvested income. It would leave the
oox;i)ouuon tax less burdénsome than the personal tax on some businesa concerns
and more burdensome than the personal tax on others. The undistrdbuted-

rofits plan would tax income saved by corporations at the maximum rate paid

{ Individuals on saved income, while leaving the eoporation an optlon to
distribute the profits—either constructively or actually—and thus subject such

rofits to taxation in the hands of the stockholders. But the ‘'corporation sur-

ax’” has the great merit of simpllcit{ and such a tax haa recentt 'ﬁen sdopted
in the United Kingdom for precisely he pur, 3 here set forth; that is, to secure
from corporationssome contribution inlieu of the surtax collected from individuals
on reinvested income. The dizcussion of this tax by the chancellor of the excheq-
uer in his financial statement of April 19, 1920, is enlightening, and it s quoted
in part below,  The italics are mine:
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CORPORATION-PROTITS TAX
™

1 roi:see therefore to introduce this year a new tax which, for the time being,
will vied ooncurrently with the exceungxroﬁu duty, but which, either in the
form in which I propose it or in an amended form, may in the future prove a
substitute for it. The character of the new tax, a permanent tax, has been the
aubject of most anxious constderation by tne Government and myself and, as [
have previously mentioned, I think, in the House last year, I rent out a nission
to Canada and the United 8tatos to investigate and to study the schemes of
profits taxation in force in those countrics, and to see whether we could derive
any lessons of use to us from their practice and experience. The resulis of the
inquiry and of independent investigation in this country have not served to
rewnove the difficultics which presented themnselves to our first consideration of
the proposal for a taxation of profits in excess of a certain return upon invested
capital, and have not enabled us to seo our way to adjust such a tax to existing
business conditions and eustoms in this country. © therefore abandoned the
jdea of creating a tax on profits in excess of a fixed standard and we propose to
have recourase to a different messure. I may describe our proposal as a corpora-
tion tax levied at tho rate of 1 shilling in the pound on the profits and income of
concerns, with limited liability, engaged in trade or similar {ransactions. This tax
will run concurrently with excess-profits duty until that duty is repcaled. Where
a concern is liable to both taxes, any excess-profits duty payable will be treated
as 8 working expense in arriving at the profits for the purpose of the new tax. Both
oxcess-profits duly and corporation tax will be deducted before the assessment of
profits for income tax, and to prevent the new tax constituting too severe a burden
on the ordinary shareholder of existing conceras in which theic are largé fesues of
debenture and preference ghares, where a considerable proporiion of the profit has
o ba allocated to the payment of intereat and fixed dividends thereon, we proEose

hat in no case shall the duty exoced 2 shillings to the pound on the profits which
.rernain alter the paynent of such interest and dividends on exist n{ issues of
debentures ond preference sbares. I would remind the committes that under
the provisions of the excesa-profits dut{ prosperous concerns with a large pre-war
profit etandard wmay escape lisbility for the tax because thelr present profits,
though high, are not in ercess of their standard, and, at any rate, they pay a tax
-on what all of us think an unduly low scale. ?ncldenwly, the new tax will do
something to correct this anomaly. But I justify it on much broader grounds.
mpanies incorporated with a imited liability Zr‘?oy privileges and conveniences
by virtuo of the Jaw for which they miay be asked to ‘pay some acknowledgment.
-But, more than that, partners in a private parinersh p? supertax not merely
on the profita which they divide, but also on the undivided profits which they
.place to rezerve. No such charge falls us»on the undivided stoﬁu of Jimited
liability corupaniea. The corperation tax is justified by this distinction of the
‘exlating law in favor of such corporations, and it may be regarded as a composition
in liey of tbe liability to supertax. .

A flat corporation surtax of adequate rate could probably be substituted for
the excess-profits tax without serious loss in revenue. Whether any loss would
result by the substitution of an undistributed-profits tax is problematical. The
shrinkage in the fax collected from corporations as the result of distributed
profits would be partially counterbalan l?' an increase in the taxation of the
atockholders of the corporations involved. Furthermore, the yield of the excess-
profits tax s docllnin%:nd may decline rapidly in the pear future. Two hundred
roillion dollars is Q‘;Zm bly a maximum allowance for the loss of revenue that
would resu t in 1922 {f the exceuégroﬁu tax were replaced (s of Jan, 1 1921) by
.an undistributed-profits tax of percent. New taxes (-a{mble of yielding ap-

~oximately this amount should be selected from the additional taxes :;fgeated
low or from other sourcea in case the undistribufed-profits tax is adopted.
. Senator KiNo. And likewise that provision of the 1924 act which
you think incorporates its principle; at any rate, if not 1n all respects,
this provision is with respect to the taxation of undistributed profits.

Senator La FoiLerre. I did not understand the Commissioner to

88y that it became incorporated in a law. He said it passed the

Senate in 1924,
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(The matter referred to follows:)

Extraor yrou H. R. 6715, Sixtrr-eraars CoNoress, Firer Sr.sixou, IN TBEB
. SexaTe or THL UNITED SraTEs (PAGES 85-93)

SHAREHOLDEBRS TAXED AS PARTNERS

8ec. 228. (a) The sharcholders of any corporation which is subject to the tax
Imposed by subdivision (a) or (b) of section 230 shall, if they all agree thereto in
respect of any taxable gear of the corporation, be taxed In the same manner as the
membefs of & partners if). All the provisions of this title relating to partnerships
and the merabers thereof shall so far as practicable apply to such corporation and
the shareliolders therenf. If all the zbarcholders are so taxed, the corporation
shall be exempt from tax under section 230 for such taxable year.

(b) For the purposes of this section amounts distributed by such corporation
during its taxable year shall be accounted for by the distributees; and any portion
of the surtax net income (as defined in eubdlv{!!on (¢) of section 230) remaining
undistributed at tha close of 1ts taxable year shall be accounted for by the share-
holders of such corporation at the close of its taxable year in proportion to their

respective shares,
&? Any ungdistributed portion of the surfax net income (as defined in sub-
division ()é) of eection 230) which s taxed to the sharcholders under this section
shall, when distributed, be exempt from tax to the distributees.

- SEec. 230. (a) In liéu of the tax Imposed by section 230 of the Revenue
Act of 1921, there thall be levied, collected, and paid for each taxable year upoh
the net income of every corporat{on a normal tax of 9 per centum of the amount
of the net income in excess of the credits provided in sections 236 and 263.

(b) In addition to the normal tax impésed by subdivision (8) of this section
there shall be levied, collected, and pald upon the surtax net incomeo (as defin
in subdivision (¢) of this secflon) of every corporation a surtax equsal to the
f(;lz%vgng ;;;:rcentage of the undistributed et income as defined in subdivision (¢)
o section: ’

One-fourth of 1 per ¢entum, {f the undistributed net income fs more than 10
per centum, but not more than 11 per centum, of the surtax net income;

(This surtax locreased one-fourth per centum for each 1 per cenium {in-
crease in the percentage of undistributed net income ug to 5 fper centum on
vndistributed net incoms of 29-30 per centum.. For tbe interval between 30
and 40 per centum, tho surtax rate rose one-half per centum for each 1
per centum increase in the undistributed net Income pementage, reaching 10 per
centum on undisiributed net income of 3940 per centum; from 40 to 50 per
centum, the surtax.rose 1 per centum for each’ 1 per centum, reaching 20
per centum on 50 per centumr, and from 50 per centum on the surtax rose 2 per
centum for eath r centum Increase in-the undistributed net income per-
centage, reaching 40 per centum on all undistributed net income over §9 per
centum of the surtax net income.z ' )

¢) For the purposes of subdivision (b) of this section— '

1) The term “surtax net income’” means thé net fncomo as defined in eection
232, increased by the amount of the deduction allowed under paragraph (6) of
‘subdivision (a) of section 234;

(2) The term ‘‘undistributed net income’’ means the amount by which the
surtax net income excecds the sum of (1) the amount of the tax fmposed b
subdivision (a) of this section for the taxable year, plus (2) the amount of cas
dividends xpth:l during the twelve months preceding the 15th day of the third
month following the cloce of the taxable year, Elus (3) amounts retaiced to
replace capital losses sustalned after the enactment of this Act, plus (4) amounts
retained in compliance with law and the distribution of which s prohibited by
law, plus (5) $10,000; .

(5) The term “cash dividends” includes dividenda %ld In interest-bearing
scn‘P if cubgect to tax in the hands of the distributees to the same extent as a
dividend paid in cash. - -

* Mr. HeuveriNg, Yes. 1t did not pass the Congress. ,
The CuairmaN. That is's good idea. Put it in that it passed the
Senate. e had a great deal of respect fer the Senate in 1924,
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Mr. HeLvering. When corporations distribute their earnings to
their stockholders, the dividends are subject to the surtax rates
incorporated in our income-tax law." When corporete earnings are
not so distributed, the individual stockholders, while enjoying the
benefit of those earnings in the form of the increased worth of their
securities, are enabled to avoid all payment of surtaxes thereon.

Senator Hasrings. Right there, Mr. Commissioner, How can he

en;‘%y these earnings in the form of increased worth?

r. HELveERriNG. If they can be put in the reserve of the corpora-
tions, in the surplus, they thereforo increase the value of the stock
outstandin%[ .

Senator HasTiNgs. You say ‘“‘while enjoying the benefit of those
earnings in the form of the increased worth of their securities.” The
increased worth of the securities is of no particular good to them
unless they sell them and realize on them. :

Mr. HeLvering. No.

Senator Hastings. Then he pays the tax, does he not?

Mr. HeLveriNg. Oh, yes.

Senator Kina. It seems to me, if I may be pardoned, Senator, that
it is an advantage to have your securities increasing in valye from
year to year, though you do not have the increased value distributed.

Senator Lia Forterre: Furthermore, if he sells, ho only pays thp-

capital gain.and he does not pay the surtax. .

r. HeLverinGg, I am referring to the payment of the surtax this
year. The corporation of course, on these surpluses can make loans
or advances on the market. Outside of their legitimate business, they
can do & considerable business that way. ?
* The Coatruan. Is it not a fact that a dividend-paying stock is
classified a8 a little better than one that does not pay dividends? -

‘Mr. HeLvering, I think it should have a higher sales value; yes.
- " Senator Kina. And intrinsically, too, perhaps. . ‘ L
- Mr. Hervering. The Federal Government is thereby deprived of
substantial amounts of revenue; and great inequalities in the treat-
ment of different kinds of income, and in the treatment of incorpor-
ated as opposed to stockholders and so made to bear their fair share
of taxation under the individual income surtaxes, should be subject
to corporation income taxes at rates which, on the average, would
compensate the Federal Government for the loss in surtax revenue.:
-, Their loss, as the Secretary has indicated, is of very great dimen-
sions. The Treasury estimates that, if the present ocorporation
income;, capital stook; and excess profits taxes were repealed, and all
corporation eamings during the calendar year 1936 were currently
distributed, the income of individuals would be increased by more
g:nb{i% billions of which approximately $4,000,000,u00 would be

able. - : : o ‘
Senator HasTings. Let me inquire whother you have made an
study as to what would have been the result if you take that back

say 5 years, 1935, 1034, 1032, 1931, and the yeara back to 1929,
would that ehow that continued increase in surplus?

. Mr. Hevverineg. In this arount, you mean? ! ]
.. Senator Hastings. Yos; or approximately that amount. :
- Mr, Henvering, Oh, no, o Troasury has estima’.s for those
{ﬁm‘, which will be placed in the hearings as to those amounts during

086 years, .
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.(Thc matter referred to ‘follows:)

Compiled net profd, reinvested cvrrent earnings, and ralio of reinvested current
carnings {o compiled net proft, 1928-35—corporalions reporting net fncome

Relavested Ra&o!nu&
N Ccmpﬂedut Ves s e
Yesz cwrent edrn- | earningst
proft s compiled £et
peoft
¢ Pereest
.| 8, 320,000,000 § $4 571, 000, 000 T 49.0
&, 6€2,000,000 | 3,818,000, 000 9.9
10, 963, 000,000 | 4, ¥76, 000, 000 43,4
11, 315,000,000 { 4, 555, 000, 000 4.3
7t oon o0 | &5k con 000 R
] 5,439, 000, 000 w7
s.;n.o(nooo $39, 000, 000 1.8
4, 752,000, 0CO 481, 000, 000 a1
2, 738 000, 000 132 000, 000 48
.| 3 880,009,000 778, 000, 000 2.7
................................ 30.7

p'fk([)bla.h:nd bi deductiug trom compiled pet profit the Feders) income taxes pasd acd cash dividends

Senator Kina. Mr. Commissioner, for my own information, I
would like to know how you can reach any sort of definite and accurate
conclusions as to what tax would be obtained if all or apiroximawly
sl the dividends had been distributed, unless you know the brackets
into which would fall the tax to be paid by the distributees, and by
that onu would have to know the number of millions of taxpayers
snd the brackets into which they would fall, because obviously many
of these taxpayers to whom dividends would be distributed, would
fall in that class where they pay no tax at all. L

Mr. HeLverivg. Of course, Senator, we depend entirely upon the
estimates made by the statisticians, and they have estimated .these
figures which I am now reading. 1 am depending on them for those
estimates. ) ‘ . - .

. The Cuairman. It will show in the chart. . . ‘

Mr. Haas. Mr. McLeod could vety probabiy give the fundgnental
basis upon which they base the whole estimate of their work. In
other words, a similar basis that a life insurance actuary would use to
base his estimates. We have something which we t.gmk' is just as
substantial as-that to start with. L :

Senator Kina. As I understand then, the {ables which you wili
submit will show the number of stockholders who would be the recipi-
ents of dividends and the brackets into which each one would fali?’ .

Mr. McLeop. We have not indicated the exact number——- o

Senator GERry linterposing]. Mr. Chairman, we cannot hear &
word of this. : . o L

Mr. McLEop, We have not indicated in that tabls the exact num-
ber of individuals who would receive dividends-by the brackets.. We
have indicated the total number of individuals and tt.e total additional
number. We do know from past years where the dividends fall'b
brackets, and it is somewhat similar to ap actuarial table.by whic
an actuary determines the probable length of & man’s.life and his
premiums. He does not trace a particulat individial, but he knows
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from a certain group ol individuals, on the average, how many will
die in a certain year, . - o o
On that same basis, we know that when you have the total number
of net incomes of the corporations distributed——we have the records
over a period of years—we know on the average how those dividends
flow through the income brackets. That is really tho basis of the
estimate of the additional revenues. ‘ :
The Cxairuan, All right, Mr. Helvering. You may proceed,

lease. :
P Mr. HeLvering. About $1,448,000,000, it is estimated would go to
individuals whose effoctive surtax liai)ility on the additional income
would be less than 16 percent.

Senator LA ForLeTTE. You refer to 16 percent there as the average
6f what the corporations pay now under existing law?

Mr, Hevvering. Taking that as the basis to got this table.

And some $2,567,000,000 of the additional income would go to in-
dividuals whose effeclive surtaxes on the additional income would
be greater than 16 percent, as is illustrated in a chart T should like
to put in the record.

The CuairMan. We will have another demonstration made of that
chart before we get through so that the public ma{ be let in on it.

Mr. HerveriNg, In consequence, the yield of the individual in-
come tax, assuming no change in rates other than the removal of the
present exemption of dividends from the pormal tax, would be in-
creased by more than $1,700,000,000 if such distribution were mede.
It is estimated that more than 71 percent of the increase in taxable
income would be received by individuals with net incomes of more
than $25,000 a year, and that about 45 percent would be received by
individuals with net incomes in excess of $100,000 a year. .

This increase in revenues that would result from a full and effective
application of the existing individual income tax schedules indicates
the extent to which the existing law results in a loss in reveaue to the
Federal Government. But besides yielding substantial additional
revenue to the Federal Government, ths proposed method of taxation
would eliminate the two main sources of inequality in our tax system.

Under our present laws, individuals and members of partnerships
must pay income surtaxes.on the entire amount of their earnings,
whether such earnings.are distributed in full, partly. reinvested, or
reinvested in their entirety, Corporation earnings which are rein-
vested escape income surtaxes for the time being and may. escape
them altogether or become subject to them later at mych lower rates.

Senator Gerry. Have your statistics—you must have them, I pre-
sume—showing how mattxﬁv copartnerships there are in the country,
and what the amount of their capital is, and what the amount of their

eamings s. . ‘ ,
Mr. HeLveninG. Yes, sir. ] .
. Senator Geray. You are putting those in the record, sre you, so
that we can sce them, and that will show bow much of the business is,
done in the country bly copartnerships? ‘ .

- :Mr, HErvering, I might say, without being held to the ‘exact
number, I think there are 205,000 copartnerships with income of
$1,158,000,000. 'Those incomes from those copartnerships run all
the way up from small figures to over $1,000,000. ,

Senator Gerry. Will you please put those in the record?
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Partnerehip relurns filed for year 1935 ahowing nel incoms $100,000 and chbors

Nusdar of | Tolal et In- Aversge
Bracket " retures come pet Income

853 | $78 153,151, 47 $137,4584
| pame e
4 vfm.xig .1,G83, %4 30

&3 | 913,618, 620.00 238, (42,60

Parinership relurns filled for 1636

Nuomber of
retans | Total net Income

ez $10C, 173,419 | 943 .76
gmmo. m. ...... . 83 21;‘.22&039.00
: Total 172,352 | 1,150, 277,043 28
Losses - 26,1% 87,012 1. 46

Tetad 15,433 | L072,204,509. %0

Senator Brack, The natural tendency of the tax as it has been
has been such that by virtue of it a coparinership was compelled to
pay tax on all profits while & corporation was not compelled to pay a

_tax on all profits, and that has been a very coercive influence in caus«

iniPeopla to organize corporations, has it not, and would it not neces-
sarily result in that? :

Mr. Henverixg, J might say to you, Senator, that in tho year
1926 the number of copsrtnerships and corporations were about equal.
The copartnerships have gradually gone down each year and the
corporations have gone up, until in this year, the past year, it has
resulted in 205,000 copartnerships as against 600,000 and some
corporations.

nator BLack. In other words, as I understand the point that
you have there, if a coparinership made a million dollars of profits
and there were two men in the partnership, they were compelled to
pay a tax under the present law on every dollar of profit they made
whather they reinvested all of it or not, but if the sama two men
organized a corporation out in Delaware or some other State, antl
they made that same million dollars of profit, they would be'liinited
to 15 or 16 percent. That is all the tax they would have to pay, is
it not? So that naturslly there is a constant and strong inducement
to keep from pegoins the 50 percent of the profits if they can get out
by paying the Government 15 percent by organizing a corporation;

Mr. HeLvering., A little later on, Senator, I give an absclute
exsmple of that, computed in dollars and cents. C

Senator Gerry. Is that not just saying in other words that your
copartnership is treated in taxation the same as the individual?

{r. HeLvERING. Yes. .

Senator Gerny. And thorefore the idea, when we had the old
Jones Amendméent Act, was to make the corporation pay the normal
tﬁx s?da.itz to?even it out? Was it not something like that, as I recall
the old law .
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Mr. Heuvening. I know those considerations were taken up.

Senator GrRry. And then in addition to that, they paid an addi-.
tional tax besides that, and thit was an attempt to even 1t up between
the copartnership and tho corporation.

Mr. Hervering. Yes. ) .

- Senator Brack. Aslundersiand it then, as it came out a year or so
6go, there was a gentleman said to own meny million dollars worth of
stock in various corporations and who psid no income tax. Now, if
the corporations in which he was interested hold their increased
profits, the corporations would not have paid anything either? If
they put it in surplus, they would have paid 15 or 16 percent.

Mr. Henvening, That is s flat. rate. L.

Senator Brack. If that had been an individusl, he would have
bad to ﬂay'a large amount of taxes to the Federal Government.

- Mr. Heuvening, 1 think there is no doubt about that,

Mr. Brack. What t‘gou are seoking to bring out hers is, as I under-
etand it—just one other question, If there were small stockholders
in the corporation, distributed over and around the country, who
only owned a very small block of stock, who would not have had to
poy 16 percent on their normal individual income, it was to their
interest to have that money distributed, and so they were injured
if th:fcorpomtion held it and did not pay it out. That is true, is
it no

Mr, Hervering, On the small stockholder, the tax went up.

Senator Brack. But the men who owned the large blocks of stock
in the corporation, by the millions, two or three millions, have been
groatly benefited to the disadvantage of the small stockhoiders in tho
wag{t he tax has operated? .

i r. HeuveriNg, We think that is the result under the present
aw, yes. .

Yo consider firet, the case of current tax liability,let us take the case
of a part.nem‘n("g composed of five equal partners and with total
earnings of $500,000. The Federal Government under the present
law would receive $166,770 of these sarnings in individual income
taxes, adssuming that the partnems were single men and had no other
taxable income, If these.same men conducted ' their business as a
corporation and paid themselves salaries.of $15,000 each, but no
dividends, the Federal Government would receive a total of only
868,710 in income taxes—a difference of $98,060. Even if thia
corporation distributed in dividends 50 percent of its earnings under
the present law, efter payment of $75,000 in salaries, the Federal
Government would still receive 852,385 less in taxes than it would
receive if-the business were conducted as a partnemship.

Senator Hastinge, Mr. Helvering, is it true if those five ns
weie in businces as en equal partnership, that they could not take out
s an ti);pense any salaries?

Mr. Hevveming, Oh, no. ‘ :

Senator HMastings. They have to an on all of that?

* Mr. Hervvesing, That goes it just the same as though they were
not in any business at all.  If they take out salaries, that goes in as
income, and their earnings go in on top of that, and the tax is com-
puted just as though they were individual businezs men.

. Senator Hastines. That is, if the five persons were president and
vice president and managers and eo forth, whatever they call thern-
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selves; they would not pay themselves any salary and take that dut
of the profits of that business? i.:..; ;. . v i . . .y

Mr. HELVERING. You mean when thoy ;would make their return?

Senator HasTings. en they make their return, . R

Mr. Hervering. No; they would have to include that salary as
part of their return, together with all the other interesta and profits
and their pro-rata share. . : ‘ T
" Senator. Kine. But théy could take out the salaries paid -to the
employees? - . S LT G .

. Mr. Hervering. O, yes; other than the owners. Also deprecia-
tion, depletion, and all that sort of allowances under the present law,
Ti]rough withholding earnings, moreover, and paying them out
only as those in control elect, a corporation’is able to average the
earnings and the losses of its stockholders over an indefinite period
of years, and it is nlso able to speculate on the possibility that the
Congress in some years may be induced to lower individual income-
tax rates. It may retain earnings at times when the Government
needs additional revenues, and pay thom out when tax rales are
lowered. The individual does not have thess opportunities.. If he
hsad a large income in 1629, for instance, he paid in 1930 a tax bascd
exactly on that 1929 income, in whatever brackets of taxation it
might fall. If he suffered heavy losses in 1930 and 1931, he was not
able to make any deduction or obtain any refund of the taxes he had
already paid and for which he had already become liable on his 1920
income. If that same individual’s activities had been incorporated,
he need have Eaid individual income taxes only on that portion of his
earnings that he withdrew in the form of salary and dividends during
the good year to meet his current needs, and by withholding the
remainder he would have been able to offset the losses that he sus-
teained in the two succeeding years. That is one door of escape,
and it is a most important one. : -

A second source of in>quality is the opportunity enjoyed by owners
of corporate businesses to reduce their income Laxes by taking part
of their income in the form of so-called capital gains. By withholdin,
earnings from distribution, a corporation builds up enhanced capita
values which are reflected in the worth of its stock. After a block of
that stock has been held in the same ownership for 8 number of years,
it can be sold and the resulting gains in value will bb taxed at lower
rates than other sources of income. As an instance, if tho stock has
been held for more than 10 years and then sold, only 30 percent of the
resulting gain from its sale will, under the present law, be taxed as
income, and if tho individual’s surtax rates have thus been brought
as high as a bracket of 50 percent, he will pay a tax equal to only 16
peorcent of the whole amount of his gain. This is referring to capital
gein. A few'years ago, the wealthy stockholder faced only a 12%-
percent tax on c:pital net gains. .

But there is a very great number ¢f instances in which corporate
earnings have continued to pile up yeer after yoar for a far longer
period than 10 years, constantly adding to the value of the estates of
their individual owners, without ever having been subject {o any
surtax caxation, but only to the ordinary corporation income taxes
at rates rarcly higher than 15 percent. What this means in simple
terms is the privilege of reinvesting earnings without the Faynxent of
surtaxes upon them, & privilege of very great monetary vaiue to those
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whose income réach surtax brackets higher than 15 percent. - This
means an{lone ‘whoso surtax net income is more than $22,000 a year:

Now, the President has suggested that the Congress enact a' tax
measuré which .will produce approximately the same revenue from
corporate edrnings, whether they are distributed or not distributed.
He suggested also the repeal of the preseént corporation income tax,
the capital-stock tax, the excess-profits tax, and the repesl of the
present exemiption of dividends from the 4 percent normal income tax;
all these taxes to be replaced by a tax on undistributed corporate
earnings. .
- ThegsWaya and- Means Committee of the House has applied the
principle suggested by the President in & form which expresses the
tax not as & lovy upon that portion of corporate income which is not
distributed in the form of dividends to stockholders, but as a levy on
totsl income. ‘The House bill contains schedules which apply to the
entire adjusted net income of a corporation, at rates graduated ac-
cording to the proportion of the income which is retained by the
corporation after the distribution of dividends and after payment of
tax. It apparently has been thought by the House committee that
this form of expression of the tax rates will more clearly represent to
the corporation stockholder the tax cost of retaining any given pro-
portion of not earnings for capital pl:;foe.as. .

Probably the first thing to be noticed about the rates for permanent
corporation taxes in the House bill is that any corporation that dis-
tributes all of its current earnings will géno Federal corporation
taxes whatever. Such tax as applies wi paid by the individual
stockh_r:llders on the same basis as all other individual income taxes
are paid. o : : .
- Senptor King. Supposing you have a corporation that is closel
held, that has three or four or five or six stockholders, and any din’:
dends that are paid would be paid to them, they could declare a
dividend and distribute the profits durinﬁ the year to themselves;
and the corporation would pay no tax at all?

Mr. Hevveaing. Absolutely. : .

‘Senator LA Forterre. But they will pay on their individual
income tax? . . '
+ Benator Kino. Yes; but the corporation would pay no tax. .

Senator LA FoLLerTr, In paying the individual income tax they
would };&y more than they are paying now?. :
. Mr. HeLverina, It is possible that there may he some corporations
in the' lllnited States that would pay no corporation tax under this
proposal, : R s

Lot ua see what will occur in the case of corporations which.do not
distribute their earnings fully. Two sets of rates have been presented
by the Housé committes, one applying to corporations with adjusted
net income of $10,000 or less; the second applying to corporations
with adjusted net incomes of more than $10,000, with a provision
for meiging the effect of these schedules on corporations with adjusted
net incomes between $10,000 and $40,000. That is the same thing
that the chairman was referring to awhile ago in the suggested matter
that you want to have put in the record. - The emall income corpora+
tions, which comprise approxinately 80 percent of all nonfinancial
corporatidns, will be able to retain up fo approximately 40 peréént
of a yoar’s earnings for capital purposea and still pay less tax than
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they pay now. Corporations with large incomes will be enabled to
retain about 30 percent without paying as much in taxes as are
pald under the present law. ' . : .

Senator La ForLErTE, It Is my understanding, Mr. Commissioner;
that a study of the distribution of dividends over a period of approxi-
mately 10 years indicates that on the average ocorporations normally
retain about 30 peroent.

Mr. HeLveriNg. Yes; I think that is what the tables show over tne

riod from 1921 to 103%. I do not know as those are the years,

ut it is over a 10-year period.

Senator King, ere do you draw the line of differentiation be-
tween the small ecorporation and the large corporation? ’

Mr. HeLveriNg. Incomo of $10,000 or less is provided for in the
House axll, adjusted not income of $10,000 or less, for the small
corporation.

have studied the application of these schedules to various types
of corporations, large and small, and I have found that in addition
to the ogpommity given corporations to avoid all Federal income
taxation by making full distributions of current earnings, the schedules
permit very liberal additions to surplus from current earnings upon
payment of taxes lower than those now in effect.
ere, then, does the increased revenue come from? It comes
primarily from stockholders already enjoying large incomes who would
pay higher taxes on their incomes as these incomes are increased by
sdditional dividend distributions, It.would come, in other words
primarily from those who are now sable to avoid their just share of
the burden of income taxation by holding income-producing property
in the corporate form, and by having their corporations retain very
large proportions of these earnings, subject only, to the ordinary cor-
poration income tax. It is inequitable and it i3 & source of great loss
to the public revenues to permit the corporate form to be used by
wealthy persons to avoid graduated individual income surtaxes.

As your committeo is well aware, the objectors to bills providing
additional revenues are always many .and the advocates are vsuall
few, because the benefit is gereral whereas the hutt is specific. 1t
is natural, also, for some to advocate increasing the present corpora~
tion incli)me-tax rate even as high as 25 percent, in lieu of the presont
proposal. E C , :

I might saiy to you gentlemen that some of the witnesses appéaring
before the House Ways and Meats Committes were so strongly .in
opposition to this propossl that they even admitted they would pay
25 percent State income taxes on corporations rather than have this
proposition. - . ' ' :

Senator CoNNALLY, Mr. Commissioner, the basic theory of this
plan is that the Government will oxact the same tax in the eggregate,
whether the revenuo is held in the tressury or whether it is dis<
tributed to the stockholdors, becauss if it is distributed to tho stock+
holders they will then pay individuel income taxes, just as they do
paﬂtheir income tages now, is that correct? .

r. Henvenina. The idea is to put sll the income through the
{ax mill in either one form or the other. ’

Senator ConnarLy, In the sanie relative ratio? . :

Mzr. HeLveriNG. Yes; and the statisticiane havo advised me tha
the ratos in the retention, the rates that are retaiced, that are pay-
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:?ée aliy the corporation, are comparable to those paid by the indi-
uale. .
. Senator ConnNaLLY, Then it becomes largely a matter of mechanics
and caleulation as to what the rate ahould be on the proportion of the
jncome distributed end that proportion that is retained in the treas-
, is that true? : . L
r. HeLvering. Oh, yes. But such a substitute would victimize
corporations generally, as well as heavily penalizing small stock-
holders, in order to enable a relatively, small number of wealthy
individuals to continue to use the corporate form as a means of
gvoidmg individual surtaxes. . ‘ S :

The bill passed by the House of Representatives was the product
of very painstaking and conscientious consideration by the House
Ways and Means Committes, which was assisted by officers of tho
Treasuriy Department and the experts of the Joint Committee on
Internal Revenue Taxation and of the Office of the Legislative
Counsel. In accordance with its desire to take full account of the
practical requirements of different vypes of corporate business enter-
prises, the committee, while maintaining the principles of the Presi-
dent’s proposal, mado special provisions for special cases. .

Senator Warsu. Mr. Commissioner, have the larger corperations
been predisposed to set aside a larger percentgge of their earnings aa
surpluses than the small corporations, so-called, or is there any rule
that runs through these corporations? -

. Mr. HeLveriya. No, Senator. Some very large corporations dis-
tribute almost fully. There is no general rule.

Senator WaLsa. There are apt to be ;ust as many small corpora-
tions that retain more than 30 percont of their earnings in surplus as
the larﬁr corporations? .
" Mr, Hevvening, Yes. . I do not know whether it is in_here, but
the small corporation could, under the schedule as provided in the
House bill, retain ebout 40 percent. , : S

I have already noted that the rates of tax proposed for small-income
corporations, which' comprise the large majority in nurmber of sll cor-
porations, are substantially lower than thoss for large-income corporas
tions. In addition, the bill makes very liberal provision for the
retirement .of corporate .indebtedness. It likewise makes special
provision for banks and insurance companies, for corporations in
receivership, for differont classes of foreign corporations, for affiliated
cors;;oratc Oﬁhuﬁa. and so forth, L e s

:Senator Hastings, Mr. Commissioner, why is there special con-
sideration for the banka? SRR o

Mr. Heryerive, Well, that was 8 matter of ?,olxcy which the Coma

mittes on Ways and Means thought it advisable to place in the bill.
_Senator HasTinas, Was that recommended by the President?
-.Mr, HeLvering, It was not, 8s I understand it.

Senator HasTiNGs, Do you see any particular reason why a special
provision should bs made for tho banks?.

Mr. HELvErING. Well, there were certain conditions that were pre~
sented to tho Ways and Means Committes, and they decided, or they
thought there should be some coneideration. .

Sopator Hasmines, ] am asking for your judgment now. .. .

Mr, HeLveriNGg. Well, the Tressury’s viewpoint about it is that
the bill skould bo made a'lm_osb universal. | Co
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‘8enator Hastinea, Then it is your judgment that there is no par-
ticular reason for making a distinction, so far as banks are concerned?
Mr. Hervering. I do not aee any, Senator, when you take into
consideration the amount of the exempt income that they have. '
The CHarruAN. But you did desl ths samo with the banks as you

deslt with the insurance companies and some other companiss?
Mr. HeEzveniNg. Yes. : .
The CuarrMan. There are certain States that ¢ompel banks to
certain amounts of swrplus, are there not? - - o
r. HeLveriNe, Yes.

Senator Brack. What other kind of companiea? The Chairman
said “banks, insurance companiea and other companies,”

The Ceairman, Trust companies, companies in receiverships. )

Mr. Hernvenine, The whole idea, as I understood from the dis-
cussions in the Ways and Means Coramittee, was to put into a special
class and give a flat rate to those companies, that could not, by virtue
of their situation, like being in receivership, and things like that,
come under this provision without & hardship. :

Senator Brack. Was there sn exemption given to all types of
insurance companijes? ) :

Mr. HELveErING. No. A~ 15-percent rate is given insurance
companies. ‘

Senator Brack. Fire and life, and that is all?

Mr. HeLverina. Mutual, all sorts of insurance companies.

Senator Bracx. Then the exemption includes all kinds and types of
insurance companies? - : : o ’

Mr. HELveriNG. Well, there are some insurance companies of the

- mutusal class that are exempt under the present law, and those are

left exempt under this. o

8cnator Buack. What T was getting at, does it exempt all types of
Insurance companies; the liability-insurance companies, fire, Jife, and
so forth, or does it exclude from the exemption some kind of insurance
companies? - . A .

Senator GEonce. I understood it was applicable only to mutual
insurance companics, other than life. ' o ,

Senator CoNnaLLy. He is talking about the 15-percent rate.

Mr. HeLveriNg, The 16-percent rate applies to all insurance
companies excopt those exempt under present law. e

Senator HasTings, What I have in mind, take the case of an insur-
ance company, which is the extreme casé, it in the first place has to
have & certain resérve sel aside to make its contract a gbod contract,
but it is engaged in business for profit, and if it makes a large sum’
of money why should not it be compelled to pay out its dividend just
like any other business corporation, when you separate the surplus
earnings from the surglus that is necessary to make the 'poli? good?

Mr. HeLvering. Well, in the discussions in the Ways and Means
Committee they have taken into consideration various requiremetits
in the States, as required by law in those various States, on' the
question of reserves. . A

Senator Hastines., Well, that could certag;lg onﬁy be the kind of
reserve that is required to raske the policy ﬁ . Now I sm talking
about another resetvo, I amn talking about the reserve that grows out
of tho profit of the corporation. I do not ses why, in the case of 8
bank, in the case of an insurarce company, I do hot see any particular
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reason for making the distinstion, I am just trying to find out.
There may be some good reason,

Mr. HeLveriNg. Well, we did not recommend a change.

The CHAIRMAN. Well, Mr, Commissioner, as a matter of fact life
insurance companies fall into two classes,

Mr. HeuveriNg. Yes, sir.

The CuatrmaN. The stock-insurance companies and the mutuals.

Mr. HELVERING. Yes.

The CuairMaN. The mutualsate not taxed under this, they are
taxed under another provision of the bill, is that right?

Mr, HELveRING. Yes, I feel that the House bill provides the
basis for an excellent and productive revenue measure. In the first

ADDITIONS TO TAXABLE INCOMES OF INDIVIDUALS
Assuming All 1936 Estimated Corporate Earnings Were Distributed
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place, it would remove great existing inequalities in the taxation of
incorporated and unincorporated business, as well as in the treatment
of business profits generally,

Senator CoNNALLY. Mr. Commissioner, that is a point there that
I think particular attention ought to be directed to. Is it not true
that under the existing law the operation is really favorable to cor-
porate incomes as against individual incomes, against individuals
who might be cngageﬁ in the same business?

Mr. ﬁnbvsnmo. No question sbout it, Senator, at all.

Senator CoxnaLLy. In other words, the corporation pays a flat
15-percent tax, and if it holds the balance of its profits in sur lus
nobody pays more than 16 percent, whereas the individual who ad

68545—86-—3
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a comparable income might pay 20, 30, 40, or even 560 percent, is
that true?

Mr. HeLveriNg. That is true, and also in that connection, to the
small stockholder in that same corporation the 15 percent is a penalty.

Senator ConNaLLY, The small man may not pay any income tax
individually and yet he would pay 15 percent on the corporate tax,
is that true?

Mr. HenveEring. Yes. Tn the second place, it would increase the
Federal revenues by eliminating important sources of tax avoidance
rather than by increasing existing tax rates or imposing new taxes.

The CHaIrMAN. Are there any questions of the Commissioner? If
not, we will proceed with Mr. Haas.

Senator BLack. Mr. Helvering, was thore some question that came
ul? in the Houso with reference to the profits over 6 percent made by
the Federal Reserve bank? Did the Treasury Department recom-
mend that all profits over 6 percent be taxed?

Mr. HeLvering. No, I do not think so. I think there was some
discussion by some members of the committee during the hearing on
that question.

. S%qﬁt?or Brack. Was there any provision made for that in the pend-
ing bi

%\Ir. Heuvering. No. You mean profits?

Senator Brack. Profits over 6 percent in the Federal Reserve, oy
placing it back into the Treasury.

Mr. HeLveErING. No, there is nothing in the bill on that. I re-
member it was mentioned. Mr. Oliphant just advised me that in the
hearings one Member of the House appeared before the committeo
and talked on that subject.

Se;lator Brack. Did the Treasury Department take any position
on it

Mr. HeLvering. No, we did not.

Thoe CuarrmaN, Congressman Patman tslked on that proposition.

Mr. HeLvertNa. Yes, I think it was Patman.

The CuairMan. All right, Mr. Haass,

STATEMENT OF GEORGE C. HAAS, DIRECTOR OF RESEARCH AND
STATISTICS, TREASURY DEPARTMENT

The CuairMan. Mr. Haas, will you designate your position?

Mr. Haas. My name is George C. Haas. 1 am Director of Re-
search and Statistics of the Treasury Department.

I appear here at the request of the Secretary of the Treasury to
discuss some of the broader economic aspects of the proposed chango
in our system of corporation taxes, I should like to analyze the
considerations involved as objectively as possible; but I think that
I can be of most service to the committes if I do this mainly b
discussing each of a number of objections that have been raised
either in the House hearinFs or in the press, against the propose(i
change. Thero will possibly be some factors that I shall treat in
lesser detail than some of the members of this committes may desire;
but if this proves to be the case, I shall be glad to provide such addi-
tional data and discussion as the committee may request.

Becauso of the legal distinction between a corporation and its
stockholders, only that part of a corporation’s eernings which is
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paid out in dividends is subject to our individual income taxes, even
though the retained earnings add equally to the net worth of the
stockholders. These withheld corporate earnings, if fully distrib-
uted, would go very largely to individuels of Jarge incomes—indi-
vidunls subject to the higher-bracket rates in our individual income-
tax schedules. When retained by corporations, on the other hand,
these earnings are subject to corporation income taxes of onl
124 to 15 percent. In consequence, the Federal Government is
dell‘)rived of very substantial amounts of revenue which it would
otherwise receive under the existing individual income-tax rates.
It is estimated by the Treasury, for example, that about 45 percent
of the withheld corporate earnings of the calendar year 1936 would,
if distributed, go to individuals subject to income surtaxes ranging
from 68 to 75 percent of the amount of this additional income,

The main objections which have been advanced against the pro-
posed change in corporation taxes are:

(1) It is contended that small corporations will be prevented from
growing into big ones and that, thersfore, existing big corporations
with accumulated surpluses will not face sufficient competition, hence,
fostering monopoly.

(2) It i3 contended that all corporations, large as well as small,
will be provented from securing sufficient capital for expansion and
other legitimate purposes. .

(3) It is contended that capital will be driven into tex-exempt
securities.

(4) It is contended that the change will prevent the creation of
corporate sm(-fluses necessary to maintain dividends, wages, em-
ployment, and business solvency through periods of depression.

Let us examine each of these objections in turn,

First. Those who foresee difficulties for the small corporation in the
proposed legislation cannot have analyzed closely the schedules in-
corporated in the House bill. Much lower rates are provided for
corporations whose net incomes are $10,000 or less than are provided
for larger corporations. For oxample, if & small corporation——

Senator GERRY. One minute there. Is that accurate? Let me
see if I undesstand this provision. You say here much lower rates are
provided for corporations whose net incomes are $10,000 or less than
provided for larger corporations.

Mr. Haas. Corporations with a larger income.

Senator Gerry. With a larger income?

Mr. Haas. That is right.

Senator Gerry, That is what I am driving at. What you do
here, it does not make any difference how big the corporation is, it
could be a billion dollar corporation, but if it earns $10,000 it pays a
lesser rate?

Mr. Haas. That is right.

Senator Gerry, That corporation may have just two stockholders
and they would get the benefit?

Mr. Haas. That is right.

Senator Grrry. For example, if a small corporation retains 10 per-
cent of its adjusted net income, I think it paints the wrong picture,
because it does not mean a small corporation necessarily, it means a
corporation with a small income.
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Mr, Haas. You are right. Wherever I use the term “large” or
‘small”” corporations in this statement, I refer to corporations with
large or small incomes.

. Senator GErry. Well, this does not mean that it is a small corpora-
tion. Itisa corporation with a small income.

Senator Couzexs. It means it has a small income in a small cor-
poration.

Senator GERRY. It is a corporation with a small income. That is
what I am driving at. This has nothing to do with capital, this has
to do with income.

Mr. Haas. That is right.

Senator GErry, I think that is a very misleading statement.

Mr. Haas. It has to do entirely with income. I&uch lower rates
are provided for corporations whose net incomes are $10,000 or less,
than are provided for larger corporations. I use that general expres-
sion in my statement. It describes the typical situation.

Senator Gerry. 1 know perfectly well the Treasury does not want
to give the wroniim ression, but I also know that 1t led me astray
the other day when I questioned one of the experts on it, I just
wanted to raise that point, of course, so it would be clear in the
record, because it gives the wrong impression,

Mr. Haas. Much lower rates are provided for corporations whose
net incomes are $10,000 or less than are provided for corporations
with larger incomes. For exemple, if a small corporation retains
10 percent of its adjusted net income, its tax will amount to 1 percent
of its adjusted net income, a8 compared with & tax of 4 percent levied
against corporations with incomes in excess of $10,000 which retain
the same percentage of their adjusted net income. Similarly, with
retentions of 20 percent of the adjusted net income, the tax is 3%
and 9 percent of the adjusted net income for small and large corpora-
tions, respectively, If 30 percent is retained, the small corparation
pays 7% ‘Pement, as compared with 15 percent for the larger corpora-
tion. We estimate that 83 percent in number of all corporations
re&mrting net incomes for 1936, or 214,000 out of a total of 267,000,
will have incomes of $10,000 or less. Under the provisions of the
House bill, such corporations can withhold and directly reinvest in
the business about 40 percent of each year’s earnings without paying
as much in corporate taxes as at present. This 18 a much greater
proportion than can be reinvested by the larger corporations without
the payment of a substantially higher rate of tax. Both classes of
corporations could sharply reduce the present amount of their taxes
by distributin%’a larger proportion of their current earnings. But
regardless of their policies in this respect, the rat. schedules give a
decided advantags to the small corporations.

But, as you all know, the capital funds available for profitable
corporations, whether large or small, are not limited to the amounts
that they can save directly from earnings. Corporations that desire
additional capital for expansion or other purposes ran obtain such
capital by the salo of additional shares to their own stockholders or
to investors generally.

In the case of small corporations with a limited rumber of stock-
holders, it is almost as easi to pay out earnings in dividends end have
all or a part of them resu scn%ed by the stockholders for additional
shares of the corporation’s stock, as to reinvest them directly, It is
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merel{ a matter of convenience and tax economy which method shall
be followed. Under the present s}v;stem of income taxation both
considerations have tended to favor the process of direct reinvestment,
and hence the examples taken from the growth of corporations over
the period during which this system has been operating have naturall
shown small corporations growing into large ones by this method.
Tﬂt_xe method of resubscribing dividends, however, would be equally
effective.

I have already pointed out that under the proposed law small
corporations would have a substantial advantage over large ones in
the direct reinvestment of earnings. They would similarly enjoy
two advantages in the process of growing through resubscribed earn-
ings. In the first place, tho very compactness of a small corporation
permits this process to be carried on with a directness and informality
which is impossible for the larger corporations. If under the present
law small corporations retain their earnings through the consent and
agreement of their stockholders, under the proposed plan, stockholders
would be every bit as likely to use the proceeds of their dividend
checks from the corporation to reinvest in additional stock.

Senator Geary. In that case, Mr. Witness, again you are referring
to this small corporation, all the way through in your argument, as
a small corporation, Now under this provision it is not necessarily
a small corporation, it may be a very large one. It means a corpora-
tion with small earnings? .

Mr. Haas. You are right, Mr. Senator, but, I have slready indi-
cated that in this statemont. J mean size of income when I refer to
“small” or “large’” corporations. Morcover, as a general rule, small
corporations have small incomes. It is the exception where you have
large corporations with small incomes.

nator GERRY. It does not say “small income.” That is the
thing that I went astray un before, that I was confused on. That
isw { I want to clear it up. It may be a small corporation but it
hasa n}lige percentage of earnings for that corporation. Is that true?

Mr. Haas, What I meant was that they are small corporations
with small earnings.

Senator Gerry. Iknow what youmeannow. Wewant tomake the
thing clear, so that it will not be confusing foruswhen we try tostudy the
bill. ~ What you really mean is a small corporation with small earnings.

Mr. Haas. That is right. Thank you for the correction.

Senator La ForLerte. But the principle is no different, is it, Mr.
Haas? We do not tax an individual taxpayer today on his total
worth, or his gross income, we tax him on his net?

Mr. Haas. On the income it produces. .

Senator La FoLLerte. Yes. And it is simply applying the same
principlo as the basis of taxation to corporations that we now apply
to individuals?

Mr. Haas. Thatisright. '

Senator GErry. If the Senator from Wisconsin will permit me, I

ree with what he says entirely, I have no complaint with it, but
what I had complained of was that the inference went out that the
small corporation was necessarily getting a benefit under this require-
ment. Now it inay or it may not, but In a great many cases it does.
That is why the other day I asked for statistics, for example, on the
number of stockholders that came under this group, and I think the
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Treasury was going to try and find them for me and bring them up.
That is why I wanted to know how many this affects, and whether it
really does affect a grest many corporations.

Senator Connarry. Mr. Haas, wherever you sa “small corpora-
tion” in this statement {ou mean a corporation with a small income?

Mr. Haas. Thatisright.

Senator La FoLLerTE. AsI understand it, as ageneral ruleitisa fact
that corporations with a smallincome arelikely tobe small corporations.
As I understand it, the figures show that 67 corporations in 1933 had
about one-third of the total corporate income of the country.

Senator ConNnaLLy. After all, under this bill it is immaterial
whether it is big or little, it is the income that is material, whether
the income is big or little 1s a factor. Yhen yousay a small corpora-
tion you mean a corporation with a small income?

Mr. Haas. The basis for classification is income. If you once
classify them as large or small on that criterion you can call them large
or small, once you have made yourself clear.

Senator Gerry. I am just trying to clerify this thini.

The CHarMAN. As a matter of fact, as the result of improved
economic conditions in the country, there are not many large com-
panies or corporations that are not making a pretty fair earning,
1sn’t that true? .

Mr. Haas. Corporate earnings, Mr. Chairman, have recovered in a
very remarkable way. For instance, in the calendar year 1935 cor-
porate earnings increased more than 40 percent. In the last quarter
of 1935 the percentage increase over the same quarter of the year
previous was about 117 percent. There have been very remarkable
Increases in corporate earnings recently.

Scnator La ForLerre. Is it not a fact that a reliable index indi-
cates that a group of 1,307 corporations in 1935 increased their earn-
inf 32 percent above those for 1934? .

Ar. Haas. The increase in the group you mention amounted to 42
percent, Senator La Follette.

Senator La ForLerTe. And that a group of 161 representative
corporations showed an increase of 69 percent?

Mr. Haas. I believe that the increase there was 41 percent.

Senator La ForLerTE. Is it not a fact that these 161 corporations
showed that the profits during the last quarter of 1935 were 117
percent higher than the profits for the last quarter of 1934?

Mr. Haas. That is correct, Senator. I think those are Standard
Statistics figures. )

Senator GerrY. You haven’t got any statistics yet, you are trying
to get them for me? ‘

Mr. Haas. Yes.

Senator GErrY. How many corporations will this affect? How
many stockholders will this affect? I think we have the number of
corporations.

Mr. Haas. Yes.

hSena?tor Gerry. We haven’t got the number of stockholders, is
that it

Mr. Hass, We are working on that. That is a very difficult prob-
lem, because one man may own 10 shares of this, 10 shares of something
else, and so forth, and he might be counted 10 times.
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Senator LA FoLLerre. As I understand, Mr, Haay, the number of
atockholders cannot be furnished, the fact that you cannot furnish
those figures is not & basis for questioning the reliability of your esti-
mates as to the distribution of corporate income if it is paid out of the
corporations and into the hands of individual taxpaycrsg

Mr. Haas. You are absolutely correct, Senator.

Senator LA FoLLErTE. In other words, you have sufficient actuarial
samples so that you are willing to stake the revenue of the Government
on the proposition that those samples and estimates are correct, and
as a general rule the distribution will work out as you estimate?

Mr. Haas. That is correct.

Senator GErry. Of course the Senator from Wisconsin is going to
address himself to one point, which is the total revenue, What I was
irying to get at is the basis of the special exemption.

Mr, Haas. How many people are involved?

Senator GErrY, Yes;and on what it was based. Just a general idea.

Mr. Haas. I think we can get you what you want.

(Table referred to appears at end of Mr. Haas’ statement.)

Senator GERRY. I just want a generalidea.

Scnator Brack. Mr. Haas, as I read your statement here this
morning, what you are simply pointing out is the mechanics. The
stockholders of the small corporation would have an advantage of
resubscribing. The mechanics would have to be utilized by the sub-
scribers of the large corporation. I do not see where this refers at
all to the man of means. What you are referring to here is making
an argument to reply to another argument that the small corpora-
tions would be injured by reason of the fsilure to be able to bring
about a resubscription. You are pointing out that a small corpora-
tion, irrespective of income, which has nothing to do with it, would
not be handicapped or harrassed in any manner because the small
corpl(gation can much more easily bring about a resubscription of the
stoc

Mr. Haas. That is right.

The CHalrMAN. You may proceed.

Senator GEorage. Mr. Haas, before you proceed, in enumerating
the objection here I note that you do not refer to one that has been
suggested. T think, in certain quarters, at least it occurs to me, the
difficulty that may erise out of the small holder of stock in the cor-
poration being insistent, his insistence that there be no reteations,
whether the corporation be large or small, no reserve set up. Have
you given consideration to that objection? I refer particularly to the
shareholder who might be described as a speculative shareholder.
That does not tie into the corporation on the basis of investment so
much, as he is simply speculating in stocks. Tho holder of a rela-
tively small amount of stock of course would constantly agitate, con-
stantly insist on a complete distribution of the carnings regardless of
the condition of the corporation. It is easili:' imaginable, of course,
that he would pay little, if any, tax, even if his entire share was dis-
tributed, whereas if there were withheld in the corporation any par-
ticular amount of money he would pay his proportionate share through
the corporate tax.

In other words, the objection is simply this: There is the tendency
in this bill to transfer management and control in the corporation
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from the majority of the officers and directors to a troublesome
minority, ggrticu]arly speculative purchasers of stock. That seems
to me to bo an objection that might well be considered, and I am
making the suggestion to you now so you may think it over, so that
you may express some view on it by tomorrow morning.

Mr. Haas. I will be very glad to do that. Shall I proceed?

Senator La FOLLE’ITE.r{ would just like to interject a general
observation that the experience in management of corporations does
not scem to indicate that minority stockholders have much to say
about the policy of the corporation.

Senator GEorGE. But they would have under this program much
to say about it.

The CuairMaN. This matter is so important that I think you had
better proceed in the morning. The committes will take & recess
until 10 o’clock tomorrow morning.

Vhercupon, at 12 noon, the committee recessed until tomorrow,
Friday, May 1, 1936, at 10 a. m.)
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FRIDAY, MAY 1, 1838

UNITED STATES SENATE,
CoyMMITIEE ON FINANCE,
Washington, D. C.

The committee met, pursuant to adjournment, at 10 a. m., Senate
Finance Committee room, Senate Office Building, Senator Pat Harri-
son presiding.

Present: Senators Harrison Schairmnn), King, George, Walsh,
Rarkley, Connally, Bailey, Byrd, Lonergan, Blacix, Gerry, Guffey,
Keyes, La Follette, Hastings, and Capper.

The Cuatrman, The committee will be in order. Al right, Mr.
Haas, you may continue from where you left off yesterday.

STATEMENT OF GEORGE C. HAAS, DIRECTOR OF RESEARCH AND
STATISTICS, TREASURY DFPARTMENT-—Resumed

Mr. Haas. On page 4, I think I will start at the beginning of the
paragraph, although I read part of that paragraph yesterday.

I have niready pointed out that under the proposed law small cor-
Eorations—-l might say again, with regard to small corporations, that

small corporations I mean corporations with small incomes. Over
short periods of time a corporation with large assets may have a small
income, but over any substantial period the value of the assets is based
u]pon income, and what I ain concerned with, and what affects my con-
clusions, is the general picture, even though there may e an exception
now and then.

Senator KiNo. Then you do not draw the line at $10,0001

Mur. Haas. T draw it at $10,000. I mean small-income corporations,
but the fact that thero are some corporations with large assets that
may have a small income during some period does not affect any of
my conclusions,

Senator Kina, There are many corporations with capital stock
and assets probably of $1,000,000 or more, but with a heavy liability,
and would have no income at all. I have known of many such cor-
porations. In what category would you place them1

Mv, Haas, The great bulk of them fit within my definition. A cor-
poration that has assets which it carries at a large value on its balance
sheet but which produce no income will have to write them down
eventually and so become a smal] corporation even as defined by value
of assets, mgard](-&; of tho fact that it may own half a county, if, for
example, it 1s in the real-estate or livestock business. In other words,
from an economic point of view the size of a corporation over any

35
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period is determined by its income—that is, its present incom.e and its
anticipated future income. Income is, in the final analysis, the basis
for all valuations of capital, . .

Senator Kivo. I know of many corporations where the capital
stock actually paid in in cash is several million dollars and there has
been no income in the past 3 years,

Mr. Haas. That is right. )

Senator King., What category would you place those in{

Mr. Haas. I say, for the purpose of my conclusion, it does not make
any differenco at all about where they are placed. They both fall
within my definition. A small corporation is one with a small income.

I would say further in regard to your inquiry, Senator, if that
corporation, after a few years, still had no income, the assets would
have to be written down.” The fact that it still had large assets and
?o current income would mean it anticipated large income in the

uture.

X have already pointed out that under the proposed law small cor-
porations would have a substantial advantage over large ones in the
direct reinvestment of earnings. They would similarly enjoy two
advantages in the process of growing through resubscribed earnings.
In the first place, the very compactness of a small corporation permits
this process to be carried on with a directness and informality which
is impossible for the larger corporations. If under the present law
small corporations retain their earnings through the consent and
agreement of their stockholders, under the proposcd plan, stockholders
would be everr bit as likely to use the proceeds of their dividend
checks from the corporation to reinvest in additivnal stock. The
whole operation of declaring the Kear‘s profit as dividends and
resubscribing all or a portion of such dividends to additional shares
of the corporation’s stock, either pro rata or in such proportions as
mig}}‘ﬂ, be mutually agneea‘)le to the shareholders, could be completed
in the course of a short stockholders’ meeting.

The other advantage which small corporations, in general, would
have over large ones would be in the absolute amount of money
which would be available to be resubscribed. It is a good general
rule that the principal stockholders in small, struggling, and newly
established corporations are men of much smaller total incontes than
the principal stockholders in large, prosperous, and well-established
corporations. If, therefore, such principal stockholders subscribe
back to the corporation for additional shares all or part of their
dividend receipts, less the income tax thereupon, the proportion of
the gross dividend receipts subscribed back by them will be much
greater in the case of the average small corporation than in the case
of the average large one. The ﬂgreat importance of the difference
which exists because of the differing individual income-tax rates
upon different income classes can best be seen when it is noted that
while dividends which fall in the bracket between $10,000 and $12,000
of stockholders’ individual incomes will be reduced i)y only 11 per-
cent, or less than the present corporation taxes, by reason of the indi-
vidual incomne tax, the dividends which fall in the income-tax bracket
between $100,000 and $150,000 will be reduced by a 62 percent indi-
vidual income tax. In other words, a greater proportion of the
earnings of small corporations will be available for reinvestment,
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when paid out to their stockholders, than of large corporations. I
submit that this differential will give smaller corporations a chance
to catch up upon their larger rivals which they never have had under
an}' previous tax legislation,

think I have made it clear that small corporations would be
%iven special advantages as compared with large corporations under
the proposed change in our corporation taxes, I now turn to the
second objection that has been raised that the proposed change would
prevent larger, as well as smaller, corporations from obtaining suffi-
cient capital for expansion, because the proposed schedules of taxes
are graduated according to the percentage of corgorate earnings
withheld from stockholders for reinvestment in the business,

The first answer to this contention is that the schedules already
allow, besides the very liberal deductions from taxable income for
depreciations, depletion, bad debts and the like, the withholding by
the corporation of 30 to 40 percent of each year’s current earnin
upon paYment of taxes less than the amounts payable under the
existing law. For medium-sized and larger coi porations, moreover,
free access to the organized capital markets offers abundant oppor-
tunities to all profitable corporations for such additional capital
funds as they may require.

Senator Kine. Are you quite certain about that? You take a
mining company, the investment market is not, as a rule, open to it,
because it is so much of a gamble,

Mr. Haan. Where do they get their money, Senator?

Senator Kina. They get it out of the people who want to invest
in it.

Mr. Haas. Those who have sufficiently speculative temperament to
go into a risky enterprise.

Senator King. Those who want to make the investment.. They do
not borrow it, they have to get it from their own assets.

Mr. Haas. Because the industry is one that involves a high degree
of risk. It is a little more difficult to market their stock, because
you have to select those people who are willing to go into an enter-
priso of that sort. Their capital market is somewhat more limited
than other types of business with less risk. I think that is the only
difference.

Senator King. I know of an organization that proposed to invest
over $100,000 for the sinking of a shaft in a mining company. It
was & gamble. If they got the ore they would be repaid otherwise
they would not be repaid. If they got the ore then they would
have to pay an enormous dividend the first year, because if they ghob
the ore it would be in bulk and it would be very profitable. So the
threat of this bill has prevented the consummation of this plan, I
merely call your attention to that form of investment which has
done so much for the mining resources in the West, as well as the
petroleum interests and the coal interests,

Mr. Haas. I do not see what effect, Senator, this bill has on the
decision which thegecmight make. You have to reach a certain ty
of capital market because you have s certain type of risk, but I will
be glad to come back to that.

nator HastiNgs. Before you leave that, just above, in that same
paragraph you are quite certain of your figure when you say, “The
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withhelding by the corporation of 30 to 40 percent of each y-ar's
current earnings upon payment of taxes less than the amounts pay-
able under the cxisting law.”

Mr. Haas. I think it figures out fractionally less, does it not, Mr,
Mcleod?

Mr. McLrop. That is correct.

Senator Hastings. All right.

Mr. Haas. For many decades, growinﬁ and successful corporations
have been ablo to call upon their stockholders and others for addi-
tional capital funds through the offering of rights to the stockholders
to subscribe for additiona% securities. Through the issuance of such
rights, any medium sized or large corporation whose stock is traded
in the securities markets may obtain the reinvestment in its business
of capital equal to all or any desired proportion of the current earn-
inisethnt have been distributed in dividends; and, if nced be, more,

t me illustrate: Lot us assume a corporation that desired to rein-
vest in its business its entire earnings of $5 a share, but that, never-
theless, decided to pay out the whole amount in dividends
in order to avoid all corporate taxation under the proposed
law. Such a corporation could easily obtain the reinvestment in its
business of this §5 per share by offering to its stockholders rights to

urchase additional capital stock well below prevailing market prices.

he rights themselves would constitute a valuable marketable instru-
ment which could be sold in the open market by any shareholder who
was not disposed to reinvest his dividend check. It is equally ap-

arent, of course, that the amount of meney which can be obtainel
in this way is by no means limited to the amount of the earnings of
the corporation, but that any reasonable increase in total capitaliza-
tion can be effected by this means.

Senator Hasrtings. Mr. Haas, may I inquire whether that would
apply to the listed stocks, that argument?

Mr. Hass. You mean listed on any exchange?

Senator Hasminos. Yes.

Mr. Haas. Not exclusively, The fact that they are listed would
facilitate it, because listing tends to give a stock a marketability
which an unlisted stock does not have, although many corporations
:]vith stocks traded over the counter would not have any difficulty in

oing it.

Seﬁator Hastines. Do you happen to know whether it would be
necessary for such a corporation to get authority from the Securities
Commission before it could offer these rights to the stockholderst

Mr. Haas. I do not know what that regulation is under.

Senator Hastines. What T had in mind was: S»ppose a corpora-
tion had been losing money for 3 or 4 years, and then suddenly had
a good year and paid it all out to its stockholders and tried to per-
suade them to reinvest it, I should suppose the Securities Commission
wm&ld have something to say about whether that propoesal should be
made.

Senator Kine. I do not think there is any question about that.

Mr. Haas. I do not think so, Senator, if they made no misrepresen-
tgtion and laid all the facts on the table. I am not positive about
that.

The Crairsraxn. If there is any question about it it can be written
into the law.
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Mr. Haas. That is right,

Senator Barkrry. All the law requires is that the issuing of securi-
ties must he accompanied by a truthful statement as to the reason
for issuing them. The Exchange Commission does not exercise the
right of deciding whether the stock shall be issued or whether the
capitalization should be increased. Of course, the same is true as
to the exchange.

Mr, Haas. Shall I proceed?

The CrammaN, Yes.

Mr. Haas, During the period between 1921 and 1930, inclusive, the
American Telephone & 'lelegrt:]ph Co. paid regular dividends at the
rate of $9 per share, the dividends aggregating about $854,000,000
during the 10 years. But, during this same 10-year period, the
corporation offered rights to purchase additional stock to its stock-
holders in 1921, 1922, 1924, 1926, 1928, and 1930, and in the aggregate
raised about $950,000,000 of capital from its stockholders through the
sale of such additional stock to them, or about $100,000,000 more than
the aggregate dividends paid to them during the period

Senator Hastines. Do you happen to know whether the same com-
pany has made any such offer since 19301

Mr. Haas. I do not believe so. I am not familiar in detail with
their business, but they probably did not have any requirement for
egpansion since that time. 1We went into the very deep depression at
that time.

Senator Hastines, I am wondering whether there is anything sig-
nificant about that.

Mr. Haas. I do not think they would have any difficulty today, if
they needed the money. . .

nator Hastings. I am wondering whether there is anything sig-
nificant in the fact that that was done during the prosperous years
and none of it was done during the depression.

Mr, Haas, Well, Senator, I think it is a very significant fact, It
ie difficult to increaso the investment in a business by plowing earn.
ings back unless there are some. The only time you can do that is
when you are maki:g money. There is no choice.

Senator Hastings. Does not your argument rather prove that your
way of getting the funds back into the company in the form of a
surplus can happen only in prosperous years and it does not apply
to depression yearst

Mr. Haas. In general I would say that is correct, and I would also
say that the only time in which you can plow back earnings in a con-
cern js during periods when earnings are being made, and that is
during prosperous periods. .

Senator Hastings. Do you know whether the A. T. & T. have
continued their regular dividends of §9 per share since 19301

Mr. Haas, I think they have.

Senator HastiNcs. Do you happen to know whether they took it
out of earnings or out of surplus, or a combination of the two?

Mr. Haas. I do not know offhand,

Senator Barkrey. The report released by the A. T. & T, 3 or 4
(llgg’g ago shows the earnings in 1035, I think, were the largest since

The Crnaraan. Suppose in that connection we put in the record
the last report of the A. T. & T. s0 you can answer these questions.
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Mr. Haas. That is fine. I shall do 3. [An extract from the
annual report of the American Telephone and Telegraph Co. for
1935 is appended to Mr, Hass’ statement.]

Senator Hasmines, The last report would not necessarily show it,
because that is the prosperous year of 1935.

Senator Barxrey. I am glad to hear you admit that.

Mr, Haas. The Travelers’ Insurance Co. of Hartford, Conn., by
successive offerings of rights to shareholders to subscribe to new
stock at par in 1908, 1910, 1913, 1916, 1920, 1023, 1925, 1926, 1628,
and 1929, multiplied its outstanding amount of capital stock 20 times,
from $1,000,000 to $20,000,000.

Senator Hastings. Mr. Chairman, it seems to me that is an illus-
tration showing that it is unreasonable to exempt insurance com-
panies like that who have made that amount of money in the opera-
tion of their businesc,

Mr, Hass, It may be objected that the issue of such rights is open
only to extremely large corporations or that the practice of issuing
them is infrequent. Neither of these objections is true. Using fig-
ures compiled by the Commercial and Financial Chronicle, the
Bureau of Business Research of the University of Illinois estimated
that more than 3,000,000,000 of capital was raised by corporations
in 1929 through the offerings of securities to their stockholders.
In discussing such stock offerings Dewing, in his Financial Policy
of Corporations, a standard work on this subject, sadvs: “They
occurred almost as frequently in 1922 and 1923 as they did in 1928
and 1929.”

The April 6, 1936, bulletin of the Standard Statistics Co. lists a
number of corporations, medium-sized as well ss large, that are
now raising additional capital funds by the sale of securities to their
stockholders. These companies include the Union Bag & Paper Co.,
the Foster-Wheeler Corporation, the Kalamazoo Stove Co., the At-
lantic Refining Co., the tandard Tool Co., the Great Northern Rail-
way Co., the Ferro Enamel Corporation, and the Kinner Airplane &
Motor Co. Other corporations that have raised capital through the
sale of additional securities to their stockholders during the past
several months include the Edward G. Budd Manufacturing Co., the
Edison Electric Illuminating Co. of Boston, the Glidden Co., the
Granite City Steel Co., the Ludlum Steel do., Spiegel May Stern
Co., and the Holland Furnace Co.

Senator Barxrzy, Let me ask you, Mr. Haas, what effect does this
process have on the value of securities? For instance, if a corpo-
ration plows its earnings back into plant, there is no increase in the
outstanding stock, it just uses its money and retaing it from the
stockholders; then if 1t pays it out in dividends and issues addi-
tional stock equivalent to the amount that would be plowed in out
of earnings, they increase their outstanding stock to that extent;
what effect would that have, if any, on the value of the stockf

Mr. Haas. It has the same effect as a stock dividendj but from
the Eoint of view of the stockholder, judging the market value of the
stock, other factors must be considered.

Senator BargLEY. Yes.

_ Mr. Haas. When the earnings are left in the corporation, the
stock reflects those earnings, because it means a gross investment
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which belongs to stockholders. If you pass the same earnings out
to the stockholders in dividends, the market tends to value those same
earnings higher than if they were left in. Now, through stock
rights, if the stockholders just turn the earnings back to the corpo-
ration again, n:fr offhand opinion would be that the stock, or that the
earnings, would tend to be valued higher than if the earnings were
left in the corporation,

In addition to that, the earnings per share of the corporation
would increase by the decrease in taxation. 1n other words, for a
large corporation, or on the average for all corporations, present
corporation taxes amount to about 16 percent, so you could conceiv-
ably have a 16-percent increase in earnings per share.

enator Bamwey. In your opinion, would the stockholders value
the stock more highly in the corporation which declared all of its
snrp{us'than they would tho stock of a corporation that had the
surplus

L?r'. Haas. I would say that earnings paid out as dividends would
be valued higher than earnings retained.

Senator BaiLey. How long would it pay out dividends after it
dropped the surplus?

Mr. Haas. In this bill, Mr. Senator, when we use the word “sur-

lus”, we confine it to this meaning: That it means current earnings.
ff a corporation pays out its current earnings and, because of its
fiscal policy, regardless of this bill decides that each f'ear, in order to
grow and expand, it has an outlook for a profitable investment of
capital of 10 percent, say, in a year——

Senator Batrzy. That might be true in the case of a corporation
that had a fair value, but that is not true in the case of a corporation
that does not have a surplus, or has a very small surplus. Is it your
contention it would be good business for it to accumulate a surplus
and fail to pay it out in dividends?

Mr. ¥7as8. 1 would say that whether or not it is & good fiscal policy
of tho corporation to accumulate a surplus would hinge upon this
question : Does it need more capital to reinvest in the businessi

Senator BaiLey. I would not stop at that point. You may not need
more capital to reinvest, but your surplus is an asset to the corpora-
tion; it enhances its credit, it relieves it of the necessity of going
to the bankers, it has its own money to operate. Is it your theory
to cut off the surplust

Mr. Haas. No, Mr. Senator., 'The bill provides for the accumu-
lation of reasonable surpluses. But it is important to point out that
surplus is a part of the stockholders’ equity in a corporation, capital
stock representing the other part. Surplus is on the liability side of
the balance sheet, and you cannot spend that to help you in any
instance.

Senator Barzy. You mean to say you cannot use the surplus in a
corporation ¥
. Mr. Haas. Whether you can use it or not depends on what it is
invested in,

Senator Baey. Wait one minute, Let us talk plainly about it.
You can use it, and do use it, by spending it. The surplus does not
vemain in the corporation doing nothing.
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Mr. Haas. I see what you are driving at, Mr. Senator, I will try
to make myself clear, X surplus accumulated out of earnings just
means that earnings have been reinvested in the business—new capi-
tal has gone into the business. The surplus itself appears on the
liability side of, the balance sheet, It belongs to whoever owns the
assets. Now, if the surplus, which is $100,000, say, is invested in a
steel plant, it is of some aid to the business, it has certzin significanco
to the business, but it cannot be spent. f{owever, if it is put into
Government bonds, if there isa sort of an investment pool, then you
have a liquid fund which you can call on. But just the mero fact
that you have a surplus on you' balauce sheet does not indicato, with-
out looking over to see what tae cordition of your assets is, whether
one corporation is in a better shape o weather the depression or other
emergency than another, For example, take a corporation that each
year, instead of leaving its earnings in surplus, wrote them up into
capi(al and carried a large proportion of its assets in a liquid condi-
tion, and another corporation that let the surplus account incresse,
but said, “We will %uc it into the plant. We will make 25 percent
by putting it into the plant instead of putting it into Government
bonds”, and they put it into plant and they had a big surplus, but the
assets re?rcsemm that surplus were in & condition in which they
were nonliquid and of no help to them in an emergency,

Senator Baiey. You say “nonliquid” if it was an investment in
machincri, for instance. To go back to my question, would that
enhance the value of the stock in the hands of a stockholder or not?

Mr, Haas. To an expert analyst, not necessarily. To the general
public there seems to be some magic in the term “surplus.” To an
expert analyst I would say “no.” He does as I attempted to do, he
looks over to see what happened to this surplus.

Senator BArRkLrY. As a matter of fact, surplus does not always
mean cash in bank?

Mr. Haas. No. :

Senator BareLey. And as a matter of fact most people who invest
money in stocks do it for the purpose of getting & return in cash.

Mr, Haas. That is right.

Senator Barkrex. If a corporation plowed its earnings back into
the business always and the stockholders got no dividend, they might,
after a while, lose interest in the stock unless the stock was very closel
held within a few hands, like some companies that we know of whic
never pay out any dividends, because for different reasons they either

low it back into the business or set it aside as a surplus anyway, but
if a corporation over a long period of years plowed all of its earnin%s
back into business and paid out no dividends it might have a little
difficulty selling that stock to the public—is that not right?{

Mr. Haas. That is right.

Senator Barkrey. While the existence of a surplus is ho doubt a
valuable asset, superficially speaking, it does not appeal to the average
stockholder who invests money in order to get o return only—isn’t
that right{

Mvr, Haas. That is right.

Senator Barkiey. The two things might offset each other in deter-
mining the public price of a stock which was sold on the exchnnges.
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Senator Kino. May I interrupt right there? TIs it not a fact, Mr.
Haas, that many persons prefer to join in a policy not to distribute
the earnings but to plow them back 1nto the business in order to have
it expand, and they regard the increase in value of the stock as more
important than the dividend?

Mr, Haas. The stockholders in the high-income brackets are very
much_interested in this now because for every dollar directly rein-
vested by the corporation they save as much as 75 cents in taxes.

Senator Barkrry., Is not that true largely among corporations
whero the stock is owned by a very few people and where they are
indifferent to dividends, where they have got plenty of money on the
outside and they do not have to depend on the dividends of that
particular stock for a living?

Mvr. Hass. That is right.

Senator Barkerey, That does not apply to the great mass of stock-
holders, however,

Mr. Haas. That is right.

The Cuarryan. Mr, Haas, in that connection, supposing you have
a closely owned corporation that has piled up enormous surpluszes, like
the Aluminum Corporation, or like others that I might call, a stock-
holder is not particularly anxious to get the dividend because it would
go into the higlier prices—in that casoe is 42.5 percent as a maximum
rate high encugh to penalize those People or to force distribution of
dividends? For instance, they might have to i)ay 75 percent if they
owned a great bulk of the stock, and they would pay 42.5 percent by
leaving it in there as a surplus. Would not they, as a choice between
the tivo propositions, leave it in the corporation and pay 42.5 percent.
rather than distribute?

Me. Haas. That question, Mr. Senator, was discussed in the Ways
and Mesns Committee somewhat along those lines. There is a pro-
vision in the bill in regard to that. Mr. Kent could probably discuss
that provision,

Mr. Kent. Section 102, but this section as drawn does not apply
to corporations like the Aluminum Company.

Mr. Haas. Mr. Kent, would you mind discussing that

Senator Bamey. As I get your view now, the stockholder’s sense of’
value of his stock, upon the accumulation of the surplus by a cor-
poration, is based upon magic and not upon reality? It is not.
reality; it is magic?

Mr. Haas. The surplus is just a part of the stockholder’s equity
expressed in another account.

Senator BaiLry, The stockholder’s equity is not magic?

Mr, Hass. No.

Senator Bawxy. The equity is a reality, isit not?

Mr, Haas. Yes,

Senator George. Mr, Haas, let me ask you one question. You give
no significance at all to the surplus shown in the bank statement §

Senator BarLey. That is the magic.

Mr. Haas. Suppose you are a stockholder and you look at the
accounts, what is your equity in the concern? You lock at the capital
account and the surplus account, the iwo of them together; suppose
the bank just increased their capitalization the day before yesterdayt
That is the point I am trying to make.

08545—36——4
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Senator Baney. How do you increass capitalization?

Mr, Haas. By declaring stock dividends to the stockholders,

Selnat;)r Bawer. By issuing stockholders® certificates equal to the
surplus

Mr. Hass, Yes.

Senator BaiLey. But that would be magic. '

Mr. Haas. No; I should say the situation stayed just the same.
Some people, Iaymen, might think, “Well, it would be better to have
a surplus in there.”

Senator ConNarry. Mr. Haas, let mo ask {ou a question. You dif-
ferentiated a while ago between the value of the stock on the market,
between those that paid a cash dividend out of current revenues and
those that accumulated it. Now, is not this the reason for that
People buying stock, if they get a little cash dividend out of the cur-
Tent revenues, if the‘v1 get that right now, that, to their mind, is
worth a little more than an expectancy of a dividend which is not
distributed, which may be dissipated, may be lost, they might make
a bad investment and lose & lot of it, if he %ets it right now it gives
him an enhanced value of the certificate; is that not truet

Mr. Haas. That is right.

Senator ConNaLLY. Is not that the differentiation?

Mr. Haas, That is the main differentiation.

Senator Hastings. Mr. Haas, I would like to know whether er not
you made any estimate along the line of an illustration that I want
to make, Take a $2,000,000 corporation over a period of 10 years,
and suypose it earned 10 Yleroent of $200,000 for 5 years, but paid
none of it out to its stockholders, it would then have accumulated
£1,000,000, and it paid to the Government cach year $32,000 in taxes;
now, suppose at the end of 5 years it increases its plant, whatever its
business 1s, by using all of the million-dollar surplus, it will then
have $3,000,000 capital investment ; isn’t that true?

Mr. Haas. What did they do with the surplus over the 5 years that
they earned it{

S‘;nator Hastings. They just kept it.

Mr. Haas, Just kept it in cash?

Senator Hastings. Yes.

Mr. Hass. You mean in liquid securities that they could sell to
buy the plant?t

Senator Hastinas. Yes. My figures may not be exactly correct.
Suppose at the end of 8 years it spent the million dollars by purchas-
ing new materisl, giving labor to a lot oofogcople, or what not; it in-
creased tho value of its plant bgeess,ooo, , and it continues to earn
10 percent, so its earnings have been increased, then, from $200,000 to
$300,000; its taxes under the present rate will then increase from
$32,000 to $48,000, an increase of $16,000.

Mr. Hass. Yes, .

Senator HastiNgs. I was wondering whetler, over a period of 10
years, the first 5 during which time they were accumulating this
dividend and the next 5 when they were making dividends at the
same rate, I was wondering, from the overnment's point of view,
which would give the Government the most money, under the new
plan or under the old plan.
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I am not expecting you to answer that right off, because that is &
more or less complicated question. T think it would be very helpful
if you could take some such illustration as that and sce just where
wo would land. Of course, I assume you would have to take into
account the question whether the owners of that corporation were in
the higher bracket or the lower bracket, which would, I suppose, make
a difficult problem.

Mr, Haas. Yes. I could put an illustration in the record along the
lines that you have suggested. You have to make some assumptions
with regard to stockholders. [Illustration referred to is attached
10 end of statement.]

Senator Hastinas, I suppose that is true.

Mr. Hass. You would have to make some assumption as to the
period in which this took place. Shall we say 10 years previous to
this date?

Senator Hasminos. I am assuming a period of 10 years when the
profits were just the same, 10 percent on the investment during the
whole 10 years, the first 5 years 10 percent on 2 million and the next
5 years 10y percent on the increase, which would be a million, less the
taxes that had been paid.

The Cuarman. And following that question will you put in the
record several examplest

Mr. Haas. All right.

The Cuamsran, Are there any other questionst?

Senator Barkvey. In that connection, while you are off your manu-
scriPt, somebody has scattered a good deal of misinformation; a good
deal of misinformation has been broadcast about this bill. I am get-
ting a lot of letters complaining because it taxes existing surpluses
that have been created over the past. Of course, it does not, and I do
not know who started that story; but I would like it to be put into the
record, and for the press to carry, that this bill does not touch at all
existing surpluses that have been created in the past.

Mr. Hass. That is right. The bilt concerns itself only with cur-
rent earninigs.

Senator 1.4 Forrerte. On the other hand, Senator, some people are
criticizing the bill because they contend it is going to give a com-
petitive advantage to corporations that have accumulated surpluses.

Senator Barxrey. Well, that may be.

Senator Groror. Mr. Haas, may I say for myself it would be far
more helpful if you concede, as I think you must concede, in the light
of all the business e.xg)erienoe, that reasonable surpluses and a reason-
able accumulation of surpluses was necessary, end this bill does not
make impossible the accumulation of reasonable surpluses to take
care of the ordinary affairs of the corporate organization.

Mr, Haas. I agree with you perfectly, but what I was trying to
explain are the different concepts of this term “surplus.” *

- Benator Georae. Oh, yes.

Mr. Haas. Now, Senator, I agres with you perfectly, because I
know you are talking about the accumulation of assets—or call it
surplus, if you will—which are in such shape that you can utilize
them if a contingency arises; but those assets may be expressed just
as well in the capital account as in a separate account, I mean the cap-



46 REVENUE AOT, 19340

ital-stock account. Surplus is a capital account. It is just a
technical matter which I was trying to explain.

Senator Grorge. It might be expressed in different ways, but, as a
matier of practical business experience, it is a far different thing to
actually have a surplus and rely uRon your ability to induce stock-
holders to buy back, to exercise their rights, from going into the
market and selling your own securities.

Mr. Haas, It shows, Mr. Senator, if the account is kept intact,
that over a period this company has grown out of earnings, and that
has something to do with its credit.

Senator Georee. Undoubtedly it has something to do with the
credit. You do not need to argue that fact, I know the surplus is
not necessary. If this bill does not make the accumulation of a
reasonable surplus possible without an undue burden, we think it
would be far better to forego it, but I hol)e that this program may
eliminate in a large measure the accumulation of an unreasonable
amount of surplus. It just seems to me you ought to start with the
premise and make a case on the theory that this does permit a
reasonable surplus.

Senator La FoLLerre. As a matter of fact, as I understand it, if a
corporation accumulates 30 percent, on which some testimony was
given in executive session to the effect that that was a normal, aver-
age amount of accumulation over a 10-year period, they will pay less
tax on that than they now pa! under the existing law.

The Cuamtawn, That is for corporations over $10,000, end for
corporations under $10,000 it was 40 percent.

Mr. Haas. That is right,

The CualgMAN., Anyway, that is a criticism that was first hurled
et the suggestion by the so-called businsss people, that there ought
to be a cushion, and the House has answered that by presenting a
cushion. What they want is reasonable cushion,

Mr, Haas, That is right.

Senator King. Do you have that in this bill?

Mr. Haas. Yes. The reason I discuss as much as I do the relation
between capital and surplus is this—tliat many corporations realize
that many people look at the surplus account without examining it
further. I say it has little significance unless you examine the
assets. They often start a new corporation out with a surplus; it is
born with a surplus.

Senator Kixa. Is not that to take care of some contingency that
may arise?

Mr. Haas, Some State laws make it almost imperative to do that.

Senator Kina. You know some businesses encounter lean years
more frequently than others. You cannot standardize business.

Mr. Haas. That is right.

Senator'Kixa. I have in mind a mining corporation in my State.
Tt was wisely managed. It anticipated lean years. The ore deposit
in one section gave out and they had to explore. If they did not
have a reserve they could not have gone to work, and they would
have had to throw their men out of enéplo ent. In this particular
mine they had reserves of several hundred thousand dollars.” When
the depression came, instead of discharging their men they kept them:
at work. They made no money. They exhausted all of their re-
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serves; and then, because their credit had been Eood, they borrowed
$500,060 more; and they saved the city, saved the town, saved hun.
dreds of families. Other corporations that did not have those re-
serves had to close down. You would not want to adopt a policy
that would preclude the cushion or the establishment of a reserve to
meet contingencies of that kind, would yout

Mr. Haass, Noj; the point I was making is that under this bill a
corporation would have every facility to reinvest in their business
and create a surplus account if it wants to do that. My other dis-
cussion as to the relationship between capital and surplus accounts
is to show there is no diflerence between them.

Senator Kixa. Is it not a wrong assumption that reserves are kept
by many corporations only for the purpose of evading taxes? Is it
not a fact that they keep those reserves in order to meet contingencies
and to take care of labor and to avoid an economic collapse in their
respective communities? I know that is true with respect to mining
companies and others that have many reverses.

Mr. Haas. I am coming to that,

Senator BarkLEY. Let us take the case of a corporation that makes
net earnings of $100,000 a year, and it decides to distribute half of
it; and that decision is wholly within the province of that corpora-
tion; now, if it keeps half of it in its treasury, then it pays the tax
under this bill in whatever bracket it falls; that tax is paid; and
then the corporation could take the balance of $50,000 that it kept
after paying the tax and put it all in surplus; isn’t that true?

Mr.Haas. That is right. It could do it that way, and it could go
out in the market and new funds and put them in also.

Senator Barxrey. Oh, yes,

Senator HasTiNGs. W!l?you not follow that little further and find
out just what would be left{

Senator BarxLey. It would be necessary to make a calculation on
the bracket in which that $50,000 would come, which, I think, is set
out in the table in the bill itself.

Senator CoNNarvy, Mr, Haas, let me ask you a question. In
answering Senator (eorge You said you agreed with him; and I do,
too, that it is desirable that corporations accumulate reasonable
surpluses.

Mr, Haas. Reserves, I think Senator George means,

Senator CoNNaLLY. Reservest

Mr. Haas. Yes.

Senator CoNnNaLLy. In other words, a fund over and above the
capital account, the ordinary capitalization, for any need that might
arise.

Mr. Haas. Yes. )

Senator CoxnaLLy. On the other hand, is it not economically un-
sound and undesirable, from a social point of view, to have them
retain all their surplus, to have the co porationdjust pile it up and
not distribute its dividends and bringing more and more assets within
the control of a single entity; is not that harmful to the general wel-
fare, and is not that economically unsound from a broad, liberal
standpoint {

. Mr. Haas, I think it is; and T will make a statement to that effect
ater on.
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Senator Connarvy. How is thatf

Mx(-i. Haas. I agree with you, Senator, that it i3 economically un-
sound,

The Caamrman. All right, proceed then, Mr. Haas.

Mr. Haass, In addition to the funds which may thus be raised
by all profitable ccrporations, large and small, through the offering
of new stock to their stockholders, large corporations, in particular,
will continue to possess, as they always have, access to the organized
capital markets for the direct flotation of securities to persons other
than their existing security holders, and so will be eble to raise such
additional funds as they may need through the offering of stocks
and bends for public su%scription.

Nevertheless, there are some who argue as if capital funds ob-
tained by direct reinvestment of earnings, and therefore credited to
an sccount called surplus, have a special msgic about, them that
makes them more valuable to a corporation than capital funds ob-
tained through other means. Thus it is contended that corporations
with large accumulated surpluses will be in a stronger competitive
position than corporations with smaller or no surpluses. This con-
tention does not stand examination. As the members of this com-
mitteo are well aware, the item of surplus occurs on the liability side
of a corporation’s balance sheet and does not necessarily represent
cash or marketable securities or inventories or any other ty})e of
liquid asset. Xn many cases a corporation is born with a surplus as
a result of the expedient of undervaluing its capital stock on its books
and calling the rest of its paid-in capital “surplus.” In other words
the surplus is the result of giving a large and sometimes fictitious
value to such intangible assets as %oodwi 1 or patent rights,

Senator BarkLey. It says “in other cases” You do not mean “in
other words”{ ‘

Mr. Haas, “In other cases”; yes. In other cases the surplus is the
result of giving a large and sometimes fictitions value to such in-
tangible assets ‘as goudwill or patent rights. In no case, in my
opinion, can it be stated that a corporation with an accumulated
book surplus is in a better competitive position than another corpo-
ration with equal assets and similar liabilities and equally good
management that has no book surplus. I am using “surplus” here
not in the sense of meaning & reserve, It is a liability on the other
side of the balance sheet.

It would thus appear that no corporation, large or small, offering
the opportunity of a reasonable profit to capital is more likely to be
checked in its legitimate Jesire for expansion under the proposed
than under the present system of corporation taxation.

These considerations apply no less to corporations engaged in
fluctuating industries than they do to corporations engaged in stable
industries. A corporation in an unstable industry will bave the
same opportunity that it enjoys now of accumulating capital funds
during periods of prosperity, through the sale of securities to its
stockholders and others, and of using these funds in such ways as it
soes fit as a buffer against periods of depression, and it will also
have the opportunity to add from 30 to 40 percent of each year's
earnings directly to its surplus account, without paying as much in
taxes as it does now,
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Senator Baimrey. That is your theory right there, is it not, that
the corporation will undertake to expand through the sale of secur-
ities to the stockholders rather than buying new property 1

Mr. Haas. I would eay it can do that if it wishes, It can plow
back earnings in small corporations to the exvent of 40 percent of
its annual earnings and pay a little less tax than it pays now.

Senator Baiey. You do not say here that it can do it; you say it
would have the same opportunity that it enjoys now. The difficulty
is finding a purchaser for the stock.

Mr. Haas. That is right, if the stockholders themselves prefer cash.

Senator BaiLey. The other is getting profits out of your annual
incoms,?your operations. Now. which is casier when you come to
expan

{r. Haas. I do no. think there is any question, if you hold back
all your earnings it is just a matter of a bookkeeping entry. Even
if you issue rights for a large corporation that has access to the
capital markets, there is a little more work involved.

nator Barrey. The problem is one of expanding the operations
of & corporation.” You suggmt the way to do that is to go out un
the market and sell stock #f whatever price you can get for the stock,
you suggest that that is a fea: e plant

Mr. Haas. That is a feasible plan.

Senator BaiLey. Whereas, under the present system, the general
practice is, efter you get your corporation going, to plow back &
certain proportion of your profit. You explained it in that way.
That ig not any better way than the way of going out in the market
and selling capital stock?

Mr. Haas. That is not the way in which I put it.

Senator BarLey. Well, read that paragraph then and see if it is not.

Senator BarrrLey., What you say is they have the same opportunity
to do either uncier this bill that they have now.

Mr. Haas. That is right.

Senator Barxrey. The only difference being that the amount
plowed back might be affected by the amount of tax they pay,
gc gndlng on the amount they refuse to distribute to their stock-

olders,

Mr. Haas. It does not prohibit them from increasing in size.
These avenues are open to them.

Senator BarLey. That depends altogether on whether you could
sell the stock or not. It is rather diflicult now to sell the stock.

Mr. Haas, Well, without discussing that, I would like to give
several illustrations of companies which are actually now, at this
moment, issuing stock rights.

Scnator BaiLey. Well, stock rights are an entirely different thing
from the sel]i’:ig of stock.

Mr. Haas, To the extent that there may be some coercion in them.

Senator Baney. This is a matter of selling stock. Take your
present situation. As a matter of fact, very little stock by way of
addition to the present stock of tho corporation is being sold at
the present time. Is there any activity in the sale of stock for new
corporationst

Mr. Haas. Is not this what iou are saying as to that activity,
Mr. Senator, that you give back the earnings to the stockholders
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that own the corporation? I mean they are the ones who are the
owners, and you ask them, “Will you put it back in the companyi”
They say, “No.” Then is not that the answer? They own the com-

any. on the other hand the management of the company said,
“We are going to hold it whether you like it or not”, that is a differ-
cnt proposition.

Senator BaiLey. If that is the answer, then your whole theory
falls down, because your theory is the corporation owns the earn-
ings and it is not declaring them to the stockholders in dividends,
but if the stockholders own and control the corporation, then to
be sure they would get that interest. I do not think you can predi-
cate your conclusion upon that premise. .You have got to either
ar%ue one way or the other.

bir. Haas. I believe that both arguments are relevant to this
subject,

nator BamLey. You use one premise and you reach a conclusion
i!n orﬁe case that you can do that and in another case that you cannot
do that,

Mr. Haas. I am not attempting to argue. I am trying to present
some cconomie facts and state my opinion on them in order to make
them clear to the committee.

Senator Bariey. I am not arguing with(fvcu, bnt you make some
very flat statements here for this record, and I wanted to test you on
the'validity and soundness of your statements. I am not engaging in
any argument, It just occurred to me that that statement is not cor-
rect. You make the statement [reading]:

A corporation in an unstable industry will bave the same opportunity that ft
enjoys now of accumulating capital funds during periods of prosperity, through
the sale of securitles to its stockholders and other#, and of using these funds in
such ways as it sees fit &3 a buffer against perlods of depression.

You predicate the whole principle on the capacity of the corpora-
tion to sell stock rather than the capacity to save a certain amonnt

from its earnings as a buffer. Now, I am telling you that the corpora-.

tions in this country have not been in a position to sell any rew stock
since 1930.

Mr. Haas. True. Most of them during the depression could not
sell stock, and many of them could not plow back earnings, either.

Senator Barrey. What would have happened to them if they had
not had big surpluses to distribute? I understand the Department of
Commerce stated that they distributed $27,000,000,000 since 1930 over
and above their earnings. What would happen it they did not have
those surpluses?

Mr. Haas. Senator, I challenge that statement. I do not challenge
the Department of Commerce figures, but I challenge the use which
has been made of the figures. T am coming to that a little later on in
my statement. They are not prevented from doing the same thin
becauso of the change we are proposing in the law, I say they sti
have the o%)ortunity to build up adequate reserves.

Senator BargrLey. You are not advocating in the sentence that has
been read here that corporations pay out all their dividends and then
obtain additional funds by the sale of rights of stock; all you say is
they can do that if they want to.

Mr, Haas. That is right, Thank you, Mr. Senator. I do not také
any position as to the fiscal policy of corporations, as to how much
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they should distribute, or anything like that. All I am saying is that
this bill, if it is put into law, gives them a certain choice.

Senator BaiLey. Is it not your suggestion that insofar as its ca-
pacity to accumulate surpluses ma impaired by this legislation,
that it get new investmeats by selling new stock; is not that your
argument

{r. Haas. My argument is that a small corporation under the
bill, if it wants to plow back earnings, can glow back 40 percent
and pay somewhat less than it pays now; and a large corporation,
if it wants to uso that method to increase its investment in the busi-
ness, can plow back 30 percent. It also has the other channels open
to secure new capital for its business. The fact that a company is
growing rapidly and increasing its surplus does not always give it
this reserve that you are talking about. During the depression we
found many companies that had grown like mushrooms, but had no
real reserves although they had large surpluses. Their assets were
not in a liquid form.

Senator Barey. Of course, that is very elementary. Surpluses are
not always cash,

Mr. Haas, That is right.

Senator BaiLey. I am not disputing that. Some of them are cash
and someo of them are other sources of credit.

Mr. Haas. That is right.

Senator Baiey, And credit is cash.

Senator Hasrings, That statement you just made about them be-
ing able'to obtain 30 percent, and so orth, as a surplus, I find that
to be correct, but this 1s true, is it not, that in order for a corporation
that has earnings of a million dollars and wants to retain 30 percent
of it, or $300,000 of it, has to pay 50 percent of the amount it re-
tained, or $150,000% So that while your statement on that 30 percent
is correct, the truth is that thef' pay 50 percent of what they retain
in_the case of earnings of a million dollars?

Mr. Haas. That is true, but that is the same situation now. If
{911 want to change your taxation base you get a different percent.

ou have the same proposition now under the existing income-tax
law. I shall insert a table in the record showing the tax under the
present law as a percent of incomse transferred to surplus. [Table
referred to appears at the end of Mr. Haas’ statement.]

Senator Hastines. I am only making the statement for the pur-
pose of clnrifiing the record.

Mr. Haas. Yes.

Senator Hasrines. The general statement that you can retain 30
percent and only pay 15-percent tax is correct.

Mr. Haas. Yes.

Senator Hasrines. I want the record to show that you actually
pay 50 percent on the amount that you retain,

genator La Forrerre. On the other hand, it can be stated in an-
other way, that you reduce the amount of dividend by the tax, not
the amount of surplus that is retained.

Senator ConNarLy. In other words, you keep $300,000, then you
pay $150,000, and the other $550,000 would go into dividends. You
simply reduce the amount distributed in dividends by the amount
of tax. You would still have the $300,000 in the surplus.

Mr, Haas. That is right.
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Senator CoNNaLLY. You would still retain the $300,000 surplus
you would pay the tax out of the remainder, and the balance would
go to the dividends; is that correct?

Mr. Haas, That is correct, and even under the (Present law you
could take the 16 percent on the amount you would retain and you
would get a higher figure too.

Senator Hastines. That stockholder is entitled to get that in
order for the company to maintain what had been described as a
normal surplus. Of whatever is retained the Government is taking
half of it. I say the stockholders are entitled to get it.

Mr. Haas. I do not think that is true.

Senator Lo Forrerre. I do not think that is a statement of fact.
be’fl‘he Cuairmax. The Government is taking no more than it took

ore.

Mr. Haas. That is right.

The Cuairman, All right, Mr., Haas, you may proceed.

Mr., Haas. It is argued by some that stockholders may be reluctant
or even unwilling to reinvest in any given enterpriso any large frac-
tion of the earnings distributed to them in dividends. But this argu-
ment assumes that corporate managements may justl{ reinvest earn-
ings in a particular enterprise against the desire of the stockholders.
In the last analysis, however, the earnings of a corporation belong
to its stockholders; and stockholders are entitled to exercise a choice,
which, under the ypresent corporate practices they do not always
pussess, with respect to the disposition of these earnings, Insofar
as one effect of the proposed change will be to encourage corporate
managements to obtain the consent of their stockholders for capital
expansion, and to give to stockholders, the real owners of the cor-
poration, a greater control over the disposition of their earnings, this
effect is altogether desirable.

Senator Barney. Let me stop you there. You say [reading]:

It Is argued by some that stockholders may be reluctant or even unwilling
o relnvest In any given enterprise any large fraction of the earnings distributed
to them In dividends.

The theory of this bill is that we squeeze dividends out into the
hands of the stockholders in order that they may fall into the higher
brackets of the income tax.

Mr. Haas. That is not the theory, Mr, Senator. The theory of
this bill is that there is certain income which comes via or through
the corporate form of doing business which is not now subjected to
the same rate of taxation as income that flows from individual busi-
nesses or partnerships, and we now set up rates so that if corpora-
tions retain their incomes we get the same revenue as if they dis-
tributed them. We are not telling them what to do with their
incomes,

Senator BaiLey. But you are telling me now that you do not con-
template raising the tax on incumes to holders of shares of stock,
having them report those incomes in their returns and tax them in
higher brackets% That is not at all in contemplation?

r. Haas. No; I would say—— K .

Senator BaLey (interruptmgz. You do not intend to do an{thmg
on that. Now, if you do not do anything in regard to that, how
would you raise $610,200,0001
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Mr. Haas. No; I do not think you understand me, Senator.

Senator Barey. Of course that is the purpose. We have had
Ehar}t{stexhxbited to us showing exactly how that works under each

racket.

Mr. Hasas, Yes; I had something to do with the construction of
those charts.

Senator Bariey. They will not have any large proportion of their
earnings to invest; they will pay them to the Government in taxes.

Senator ConnaLLy. Mr. Hl;as in connection with that let me ask
Yyou a question. Is it not true that under the present tax law there
13 a premium or inducement for corporations to hold the surpluses
and thereby pay a lesser rate of tax ultimately then they would if it
was distributed, and is not the theory of this bill to say to the corpo-
ration, “Now, we do not care whether you keep it in surplus or not,
that is up to you, but if you keep it in"surplus, or if you pay it out,
the Government will tax it at the same relative rate”?

Mr. Haas. That is right.

Senator ConnaLLy. Leaving it entirely optionat with the corpora-
tion, because, after all, it belongs to the stockholders; they could put
it in the right-hand pocket or the left-hand Eocket, but we will not
permit them to do the Houdini act and switch it from one pocket to
the uther and therefore getting a reduced rate of taxation and the
Government losing that amount of money. The present tax structure
gives a preference to the corporation over the individual engaged in
the same business.

Mr, Haas. That is right.

Senator ConNaLLY. Because the individual may pay a 50-percent
surtax and the corporation in the same line of business will pay 18

ercent.
P Mr, Hasas. Yes. Also the man with a small income is penalized
if he enters a corporate business, because he pays a 16-percent tax,
whereas under the individval income tax he may pay no tax, or some
tax less than 16 percent. .

Senator Bainey. Have you seen the chart showing what portion
would go to smnll incomes and what portion would go to larger
incomes{

Mr. Haas. My staff developed those charts,

Senator BaiLeyr. You are perfectly familiar with the chartst

Mr. Haas. Yes.

Senator Barkrey. It isnot the concern of this bill to squeeze mone
out of the corporation treasury into the hands of stockholders, but it
is the purrose of this bill that, whether it is squeezed or not, it shall
pay a tax

Kir. Haas. That is right.

Senator Barkrey. And if somebody who has not been getting a
high rate of dividend gets a larger dividend becauss of the preference
of the corporation to pay it out rather than pay a tax on it, to in-
creaso that dividend lifts that man up into the higher tax bracket and
he ;v:l}} [()ay more tax. Nobody disputes that, nobody is trying to con-
cesl that, ,

Senator L:a Forrerrr, As I understand it, the pree:am!ion of these
charts was based on 100 percent distribution of dividends, and it
snnpg' throws one aspect on the situation, namely, where the increass
would fall in case 100 percent distribution took place. That data
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has been prepared for the consideration of this committee and it is
not to be used as a predicate for the statement that the objective of
the bill is to force 100 percent distribution.

Mr, Haas. That is right, Mr. Senator.

The CrarsaN, All right, Mr, Haas, you may proceed.

Senator Barcey. That is one point. When 1t gets into a certain
bracket, I will not undertake to say which one, 50 peccent of that
would go for taxes, 50 percent of the income to the stockholders.

Senator Coxnarry. Of that which is retained.

Senator Bawkey, Fifty percent will be paid in taxes under certain
brackets.

Mr. Haas. If you repeat any percentage you might wish, I will
have one of the people with me give you the corresponding one.

Senator BaiLky. Now, that being true, 50 percent of it certainly
would not be available to reinvest, because it goes to the Government.

Mr. Haas. You are stating that if the dividends go out and are
paid to people and the Government takes out a larger proportion
of that, to the extent that the Government takes it out or gets more
revenue, to that extent there will be less money for those individuals
to reinvest in the business.

Senator Bamxy. It would not be a question of the stockiiolders be-
ing reluctant, it would be a question of the stockholders not having
:he power to reinvest the money because the money has gone into
axes,

Mr. Haas. Only in the case of stockholders in the upper brackets.
Stockholders with small incomes would have mote to invest.

Senator Brack. Mr. Haag, that is also true if an individual made
a profit and he came in the 50-percent bracket.

Mr. Haas, That is true.

Senator Brack. In reality, as I understand what you said, you
understood it to be the main purpose of this bill to require the group
that owned a large proportion of stock in corporations, where they
made a profit in‘a certain year, to pay a tax the same as though they
were not favored by owning that large block of stock in the corpora-
tion.

Mr, Haas, That is right.

Senator Brack. If I understand it, it is your theory that if a man
happens to be fortunate enough to make huge profits in a corpora-
tion, he should have taxes imposed upon him the same as any other
individual who might not be fortunate enough to own that large

-block of stock?

Mr, Haas. Yes; and the ones with a small income, by the same
token, would have more money to invest in the particular business as
the result. .

Scnator Brack. Because by the control being exercised by a small
group, as we know it is exercised in every large corporation in Amer-
ica, and sometinics only thres men might pass on 100,000 stock-
holders’ rights, under that system that has been operating, that grou
that controls the large number of stockholders can withhold the stoc
und pay a 15-percent tax oven on the profit of the very small in-
vestor, while the larger investor might escape tho 50-percent tax
which other unfortunate citizens would pay who did not happen to
be interested in that corporation by owning a large block of stock?{
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Mr, Haas. That is right.

Senator ConnNarry, et me ask you this in regard to your talk
about the big stockholders wanting to hold it in the corporation and
the little fellows clamoring for dividends under the present systein,
is it not true under this bill that the corporation would have the
greatest liberty, and the stockholders likewise, because when the
matter of arriving at how much they would retain as a surplus came
up no consideration would actuate them except the absolute business
necessity of the corporation, because there would be no reason to
hold it, the tax would be the same, and therefore the only reason they
would enter into the decision as to how much they would retain as a
surplus would be the absolutely economic needs of that corporationt

Mr, Haas, That is right.

Senator CoxNavLLy. They will keep just as much as they need.
They will distribute all that they do not need. Isn’t that the real
test as to the accumulation of any surplus?

Mr. Haas. That is right.

Senator KinNo. I assume, Mr, Hads, that the purpose of this bill
is to increase taxes which are to come from corporations or from
stockholders of corporations,

Mr. Haas. The purpose of the bill, to be absolutely correct, is to
increase revenue, and the revenue is coming either from corporations
or from stockholders of corporations. The present law permits &
tax avoidance, if it is assumed that all income should be taxed equally
from whatever source derived.

Senator Kina. I am not arguing that, I say this bill is for the
purpose of increasing the revenue of the Government, and it is sup-
posed to get that money from corporations and from stockholders of
corporations.

Mr. Haas. That is right.

Senator Kina. So it will impose an additional burden, whether
rightfully or wrongfully I am not concerned with at the imoment,
upon corporations and stockholders,

Mr, Haas. Not necessarily; the corporation may pay no tax at all.
It means that some of the stockholders of the corporation will be
taxed movre and some will be taxed less. )

Senator King. At any rate, the aggregate taxes collected will be
apg:roximatel $600,000,000.

{r. Haas. Yes; more than they were before.

Senator Kixe. And g’ou will take that amount from stockholders,
or_corporaticns, or both, . .

Mr. Haas, That is correct; that is the aggregl;ate addition, and it
comes about in this way—that some people will be taxed more and
some people will be taxed less, but the burden will be more equitably
distributed than before.

The Craryman, All right; proceed, Mr, Haas.

Mr. Haas. I turn now to o third oi)jection that has received con-
siderable publicity. .

Senator Warss. Mr. Chairman, I note the third obf'e«ctloq merely
deals with the claim made that this bill, if enacted into law, will drive
individuals with large incomes into i)uying tax-exempt securities.
That is not a major feature of this bill, and I suggest it be put into
the record and the witness turn to part IV to save time,
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The Crrarman. I think that is a good suggestion. If there arve
any questions to he asked about that, we can call on him to answer
those questions.

Senator Warsi. I suggist having that printed in the record and
have the witness go to Part IV, which is more important,

Senator Lonercan. If the witness is in a position to speak for the
Treasury Department, I would like to ask him a question on that

subject.

l\{r. Haas, What is the questiont

Senator LoNeraaN. What is the attitude of the Treasury Depart-
ment on the discontinuance of the tax-exempt securities?

Mr. Haas. The Secrctary prepared a statement on that, and he
hes made recommendations against the continuance of it. I would
be glad to put his statement in the record with regard to that.

nator LoNkroaN. I would like to know, because I prepared and
filed with the Senate on January 18, 1934, a report on this question
of tax-exempt securities, nnd nothing has been done sbout it. My
anderstanding has been that the Treasury Department desired that
no action be taken on that on account of the issues that we authorized
from time to time.

Mr. Haas, I should be glad to put the Secretary’s statement in
the record.

[The statement referred to appears at the end of Mr., Haas’ tes-
timony.]

Senator LonereaN, I wish you would.

Senator King. Senator, do you refer to securities issued by State
and othex political subdivisions or only the Federal securitiest

Senator Loneraan. The Federal securities.

(Part IJT of Mr. Haas’ statement, referred to above, follows:)

I turn now to a third object  ;n that has recelved considerable publicity. It
is contended by some that If the proposed Lill should result in a much larger
cCistribution of corporate earpinge, it will simply drive individuals of large
ircomes Into tax-ekeinpt securities fn order that they might avold the individual
fncorre surtaxes o1 thelr additional dividends; and hence 1t §s contended that
ti:e Covernment wiil not get the revenues that the Treasury anticipates from
the n:w mcasare.

On its real merlts, this argument would hardly warrant extended discussion
for certain c¢bvious reasons.

In tbe first place, the aggregate amount of tax-exempt income avaijable
constitates only a8 amall fraction of the total amount of corporate Income,

In the second place, the larger part of It already goes to individusis subject
to the higher surtax rates, who, therefore, would possess little motive for sell-
fng thelr tax-exempt securltles to others. In the third place, further Increases
fn the amount of tax-exempt income, tnade avallable by new issues of tax-
exempt securitles, are not likely to be substantial. It is obvious, moreover,
that wealthy individuals who sought to convert their large stock holdings Into
tax-exempt securities would, in tbe first place, face the necessity of paying sub-
stantial taxes on the capitat gaing realized by the sale of thelr present holdings.
It 13 also obrvious that large stock holdings give thelr possessors certaln ad-
vantages other than dividend income, such 88 generous salaries and immediate
cconomfe power, that they would hesitate to sacrifice. It s lkewise elear
that any sudden and great enlargement of the demand for tax-exempt securities
would go far to drive up their prices and drive down thelr yields to a.polnt
that would counterbalance all or most of the tax ndvantage of such securities.

Altbough the real merits of this objection bardly justify more than the
remarks that 1 have just made, T propose, nevertheless, to go Into the matter
a little more fully because of the great amount of misconception that exists
regpecting the possibilities of greatly increaring this aveoue of tax avoidance,
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In the first place, refuge from income taxation by Imeans of tax-exempt
securities 13 very definitely limited by the awmount of tax-exempt securities
avallable and by the rates of interest that they pay. The largest source of
tax-exempt-security Income {8 that derived from the obligatlons of States,
counties, citles, and so forth. The net aggregate amount of such tax-exempt
securitles has not changed materially during the past 5 years. On June 80,
1631, the net principal amount outstanding, as cstimated fn the 1835 anpual
report of the Secretary of the Treasury, was approximately $17,500,000,000, and
on June 30, 1035, approximately $16,8000,000,000. In other words, between these
two dates a decrease has actually taken place in the pet principal amount of
tax-exempt State, county, and municipal obligations. Further, it dees not ap-
pear that the volume of tax-exempt securlties will be Increased in the near
future at a rate anything like the rate of increase during the twenties,

The Federal Government s not now Issuing any long-term obligations
exempt from surtaxes. In fact, during tbe present administration the 3%-
percent first Liberty Loan bonds and certaln pre-war-bond Issues the interest
on which was exempt from surtaxes bave been refunded In part by bonds
lacking the surtax-exemption privilege, The only fully tax-exempt obligation
that the Federal Government Is fssulng to the public at the present time are
short-term bills and notes.

The tax-exempt income made avallable by these {ssues, however, s far less
than thelr principal amount would suggest. The Treasury has been borrowing
at a cost of about one-tenth of 1 percent per annum on Treasury bllis of 9
months' maturity, and at 114 to 154 percent per anoum on 5-year notes.
Moreover, much the greater part of the Treasury's bill and note Issues are
purchased by tinanclal acd and other corporations which derive no benefit
frora the fact that the Interest on these short-term sccurities Is exempt from
surtaxes, sluce corporations are not subject to surtaxes in any event. That {s,
whereas the interest on the short-term Treasury notes held by an individual
might be exempted from u surtax bracket rate as bigh as 70 or 75 percent, In
the hands of a corporation the exemption i3 lmited to the rate of the cor-
poration income tax, the maximum of which is 15% percent in the case of con-
eolldated raliroad returns. Further, the tax exemption that corporations enjoy
on the Income derived from Federal obligations does not apply to the dividends
based upon this tax-exempt income when the latter are dlatributed to the
stockholders.

In the last Treasury financing, that of March 15, 1938, holders of maturing
notes were offered the option of exchanging these notes for elther 134-pércent
B6-year Treasury notes, fully tax exempt from pormal and surtaxes, or 2¥%-
percent 12- to 15-year Treasury bonds excempt only from normal taxes but
not from surtaxes. Ninety-one and two-tenths percent of all the exchange sub-
seriptions were made for the Treasury bonds, the Interest on which is subject
to surtaxes, and only 8.8 percent were made for the fully tax-exempt Treasury

notes.

1 would ke to emphasize agaln that it is tax-exempt income rather than the
principal amount of tax-exempt securities that is important. And I would like
to point out in this connectlon that the declining trend of interest rates on
State, county, and municlpal debts, as well as on Federal obligations, §s operat-
ing very powerfully to reduce the amount of tax-exempt income. The average
coupon rate of Interest on outstanding State and municipal bonds is estimated
at about 414 percent, A reduction of only one-haif of 1 percenrt in the average
coupon rate swould be roughly equivalent to A reduction of 1,900 mlilllon dollara
in the principal amount of the tax-exempt debt outstanding, eo far as tax-exempt
Incomo is concerned. As agalost the present average coupon rate of about
4% percent on the outstanding State and municipal cbligations, it Is striking
to note that the interest rates on 10 typlcal new oiferings of State and municipal
bonds during the first 8 months of 1938, as listed In the appended table, rurm
from 214 to 4 percent. If the present trend of interest rates continues, or even
If cnly the present level is malntained, we can reasonably expect a redoction
fn the total amount of tax-exempt income as a resalt of the refunding of State
and munlcipal obligations on a lower Interest basis

A fuller distribution of corporate earnings wlll nof create a new situation
80 far as investment fn tax-exempt securities 18 concerned. The existing 1ndi-
vidual Income-tax rates have already fostered a considerable concentration of
tax-exempt securities In the hands of Individuals subject to high surtaxes, and
it should be borne In mind that a further loss of revenue to the Federal Govern-
ment from this gource could only be caused by a transfer of such securities frony
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indlvidusls and Institutions subject to relatively low tax rates to individuats in
higher surtax brackets. The practical possibilities for suck furtber transfers
are therefore limited, both because of the existing concentration and because &
large volume of Instituticnal holdings of tax exempts will be retained for thelr
preeminent safety and liquidity,

Mr. Haas. Fourth. Finally, I should like to direct attention in
some detail to the matter of corporate reserves and corporate sur-
pluses, the importance of which has been ﬁreaﬂy emphasized by critics
of the President’s plan and of the House bill. "There has been a great
deal of unfounde(i) and misleading criticism of the President’s pro-
posal as incorporated in the House bill on the ground that the enact-
ment of the measure would prevent the accumulation of corporate
reserves needed for the maintenance of solvencg' and of employment
during depressions. There are several sets of observations that X
shall make on this point, *

In the first place, the bill very definitely sllows as lawful dedue-
tions, before arriving at taxable income, the usual reserves for depre-
ciation, depletion, and bad debts. During the 5 years 1926 to 1930,
inclusive, corporations in the aggregate deducted more than $24,000,-
000,000 on these accounts before arriving at statutory net income or
deficit for tax purposes. During the 3 succeeding years, 1031 to
1933, inclusive, they deducted more than $15,000,000,000 additional
on these accounts, making a total for the 8 years of more than
$39,000,000,000. These deductible reserves from taxable income
which have been approximating $5,000,000,000 a year, will be allowed
under the House bill as under the present law.

Further, beyond those deductible reserves, the House Lill clearly
permits the retention by small corporations of approximately 40
percent of each year’s current earnings and by large corporations of
approximately 30 percent of each year’s current earnings as additions
to corporate surpluses upon payment of taxes lower in both cases
than those that would be paid under the present law.

Despite these facts and the further fact that corporations will
remain perfectly free to call upon their stockholders and the capital
markets generally for any additional capital that they may require,
the proposed change in our system of corporate taxation has been
called a tax on thrift and a tax that wouﬁl prevent the accumula-
tion of needed corporate reserves. In this connection certain critics
have attempted to use and to play uf)on a widespread misapprehen-
sion of the nature of corporate surpluses. The implication of their
remarks is that corporate surpluses consist of pools of liquid assets,
cash and the like, which corporations keep available for use in emer-
gencies.  As I have noted before, “surplus” appears on the liability
side, not the asset side, of a corporation’s balance sheet, and very
frequently represents fixed assets such as plant, machinery, or intan-
gible assets such as “good will”, patent rights, and so forth, none of
which can be “spent” to meet depression needs or to repair damages
caused by a flood, or any other emergency. It is not the size of a
bookkeeping figure called surplus that determines the ability of a
corporation to meet a depression or other contingency, but rather
the amount of the total assets of the corporation compared with its
obligations, and most particularly the proportion of its assets which it
keeps in liquid form. The proposed measure would hayve no influence
whatever upon the form in which a corporation might decide to
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keep its assets, nor does it limit the total amount of capital that a
corporation may ecquire.. When a dorporation withholds current
earnings from its stockholders it is obtaining new capital from them,
though often without their express consent, no less than when the
stockholders employ portions of their dividends to purchase addi-
tional securities of the corporation.

There are some who, though admitting the inequities of the exist-
ing system of corporation taxes, nevertheless defend it on the ground
that the corporate surpluses that are thus built up free from sur-
taxes serve a public function by enabling corporations to maintain
empﬁyment at a higher level than would otherwise be possible in
periods of depression, Now, the most obvious fact bearing on this
argument is that it simply did not work, as I shall show in detail
shortly, when in 1920 the greatest depression this country has ever
experienced came upon us. Not only do we now know that the cor-
porate surpluses accumulated in the twenties were not used to any
great extent, in the aggregate, to maintain employment during the
depression but we also have some ground for suspecting that the
accumulation of these very corporate surpluses assisted materially in
causing the depression. 'Thus, it has been argued by very respect-
able economic authority that among the causes of tha depression was
starving of consumption through. the withdrawal of a too large
proportion of our funds for corporate capital expenditure. Is it not
quite possible that in many instances, important in the aggregate,
ovcrexFansion of plant capacity was stimulated by a desire of the
contro ling stockholders in corporations to reinvest earmngs for the
purpose of avoiding the taxes that they would have paid if earnings
were distributed? It is also held by many that one of the vicious
infuences contributing to the great stock-market boom of the late
twenties was the piling up of corporate surpluses. Stock-market
speculation, which had already been stimulated by the mere piling
up of such surpluses, was further stimulated by the volume of surplus
funds poured 1nto brokers’ loans by corporations.

But let us examiue specifically the contention that these accumu-
lated surpluses were actually used during the depression to maintain
employment, dividends, and other payments. Large figures are fre-
quently cited to represent the aggregate losses of corporations dur-
ing the dopression. Either by direct statement or by implication
the contention is made that these losses represent the amounts which
corporations have had to pay out, in excess of their receipts, to
workers, suppliers of materials, bondholders, and the like; and that
ohly their previously accumulatad surpluses sllowed them to do this
without bankruptey. .

We have been at pains to examine the matter a little further on
the basis of the actual income-tax returns filed by. corporations, and
we find that the figures reported each year to the Bureau of Internal
Revenue are strikingly at variance with this contention or belief.
Let mé cite you some of the facts that I shall present in greater detail
in tables nttached to this statement: ‘ - .

First. If we consolidate the incoms accounts of all corporations
for each of the 3 years, 1031-83, inclusive, we find that they reported
an aggregate net deficit for this 3.year period, after taxes, of 6.0
billion dollars. We also find, however, that this agﬁmgato net deficit
wag arrived at after deducting some 11.2 billion dollars for deprecia-
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tion, some 761 million dollars. for depletion, some 8.7 billion dollars
for bad debts; and some 5.1 billion- dollars for loss on the sale of
capital assets; deduction which, in the main, d6 not represent current
cash outlays making for employment;- dividends; and so forth. ‘In
otlier words, the aggregate net income of corporations before these
valuation deductions, in the worst depression in history, was a little
more than 14 billion. dollars, and. their cash dividends a little more
than 13 billion dollars. ¥or corporations as & whole, dividends,
wages, and other payruents, came out of current reoeiptskprimarily,
and not from accumulated “liquid surpluses” The book surpluses
of corporations were indeed reduced, but they were reduced in the
a(igregate, not by actual cash disbursements, but by the writing-down
of assets on the books of the corporations. .. - o

It may .well be objected that these figures may be deceptive because
they include financial as well as nonfinancial corporations. But the

gures for nonfinancial corpotations alone, which include all of our
manufasturing, mining, merchandising, and similar business corpo-
rations, tell the same story. Nonfinancial corporations reported a
net aggregate deficit after taxes for the 8 years, 1931-83, inclusive,
of 8.9 billion dollars.. Their net income before valuation deductions,
however, amounted fo 11.1 billion dollars, and the dividends paid to
10.6 billion dollars. It is obvious that the previousldv accumulated
sm:ipluses of nonfinancial corporations, while reduce l()iy valuation
deductions, did not represent liquid resources that were drawn upon,
in the aggre%ate, to pay wages or dividends. The cash and invest-
ments. of all nonfinancial corporations submitting balance sheets
amounted to 32.7 billion dollars at the end of 1929; at the end of
1938 they amounted to 83.5 billion dollars.

Senator Brack. Liquid assetst

Mr. Haas. Liquid assets, mainly.

.Even:if we confine our attention to deficit nonfinancial corpora-
tions—that is, nonfinancial corporations reporting no statutory net
income—we find that valuation deductions, rathér than cash-operat-
ing losses, accounted for the fargest part of their aggregate net losses
during the depression. During the 8 years, 1831-83, inclusive, the
aggregate net losses after taxes of those nonfinancial corporations
tgat reported no net incoms amounted to 12.1.billion dollars; but
9.5 billion dollars of this aggregate. deficit, or 78 percent, repre-
sented valuation: deductions, primarily, rather than cash operating
disbursements in excess of cash. receipts. It should be borne.in
mind, moreover, that a corporation is included in the deficit group
only in those years.in which it reports no net income; so that the
figures that I have just cited include the losses of all corporations
during their worst years of the depression, and do not includs their
net income, if any, in' other years of the depression. . Lo

The figures that I have cited were obtatned from the income-tax
returns actually filed by corporations with the Bureau of Internal
Revenue, It should be pointed out that there were other deductions
in the book “surplus” of corporations besides those allowed for income-
tax purposes, and some of these represented cash outlays. I want to
make it clear also that the figures that I have presented for all cor-
Horations, for all nonfinancial corporations, and for deficit non-

nancial corporstions only, are aggregate figures and are subject to
the limitations of all aggregats and composite data. They are not
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nocessarily representative of the experience or practices of any par-
ticular corporation. 11t is also true that in many.cases corporations
employed a portion of the receipts charged off as valuation items for
necessary- replacements of plant:and :machinery, ! Finally, I: should
point out that most corporations are permitted to exercise a liberal
range of discretion in'the valuation of their assets on their own books
and 'for 'their own pur . Many of theny revalue their assets up-
ward during periods of prosperity, thereby creating direct additions
to -their surplus dccounts, independently of their curvent income.
Similarly, in periods of depression many corporations make large
write-downs in the valuation of their asseta‘on their own books, and
th? make corresponding reductions in their book surplus accounts.

Ithough the accounting methods of corporations vary consider-
ably, such variations do not affect the income and deficit figures that
I have presented, because the regulations of the Bureau of Internal
Revehue, ds well as the statutes; lay down substantially uniform rules
for the determination of taxable and nontaxable income. The Bu-
reau also receives balance-sheet data in connection with corporation
income-tax returns. Only a limited use can be made of these balance-
sheet data, because, in contras$ to the uniform rules 'for the deter-
mination of taxable income, the Bureau his not prescribed detailed
uniform regulations for balance-sheet data. It should also be said
that our statistics of income are not strictly comparable from year
to year; because of changes in law, in affiliations for consolidated re-
turns, and other factors, - . -

‘Nevertheless, these limitations of the data obtained from corpora-
tion income-tax returns do not impair the general conclusions that
I have drawn respecting the character of corporation deficits during
the depression and the uses made, such as they were, of the accumu-
lated corporate surpluses. It must be emphdsized, in contradiction to
certain misledding statements that have gaineé considerable cur-
rency, thet reductions in book surpluses arising in the fashion that I
have outlined do not represent funds paid-out to employ labor, to
-purchaso materials, or to pay interest or dividends. :

In general, then, the figuresreported to the Bureau of Internal Rev-
enue clearly indicate, first. thet for corporations, s & whole, valuation
deductions greatly exceeded the nggre&mte‘net, losses reported durin
the depression; second, that valuation deductions; rather than net cas
outlays, account: for tileihrgwt, part of the losses reported even: by
deficit nonfinancial corporations; and third, that corporate surpluses
in the aggregate have not been drawn .down in fact to.maintain
employment, dividend payments, and other disbursements during the
depression: S R T L

n conclusion, I should like to state my conviction that the economic
arguménts advanced iu-opposition -to the :proposed change in cor-
porate taxation rest very a{gelx upon misapprehension and misin-
terpretation of the facts, While certain of thess arguments may
appear g)lauslble to some at first blush, they do not withstand analysis.
In my opinion, the proposed change in our gystem of corporate taxa-
tion is one that, in addition to its productivity from a revenue stand-
poirli‘t,lwould improve the characier of our economic orgenization as
a whole, : : : o o
* (The tables referred to appear at the end of Mr, Hass’ statement.)
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Senator Barey, Will you tell me how. much the write.down was
in the case you were disoussing, the write-down of capital assets of
corporationst - . . .

’ t1'.' Haas. The figures are given in the tables attached to my state-
ment, ‘ ‘

Senator BaiLry, It sums up to $15,000,000,000. I was running
through your figures. You do not sum them up.. Assume that there
was a write-down of 10 billions of dollars in corporate structures in
this country for the last 8 or 4 years, nevertheless they remained
solvent and continued to go on. That is true, is it not

Mr. Haas. That is right,

Senator Baiey, They could not remain solvent after the write-
down, except for the fact that they made the write-down out of accu-
mulated surplus. You could not write it out of capital structure;
you have to write it out of surplus, ! :

Mr. Hass. You can write the capital down as well as the other.

Senator Batrey. Noj; if you write down the capital of a corporation,
it becomes insolvent, and anybody can close it up. That is statutory.
‘That is not a4 question of fact; that is a question of law,

Mr. Haas, Well, I am not making any argument that you should
Rot have any surpfuses. T have not made that argument during this

earing. :

Senagtor Bameyr. The write-down is not valuable to the commerce
of this country insofar as it affects the ernployment of people, It is
not sustained by the argument. T will agrce you have ‘;ot some good
facts; but, after all, the write-down cecurred because all values went

down.

Mr. Haas. The plant still stayed there.

Senator Baney. All values went down,

Mr. Haas. That is right.

Senator Barmey. Now, this write-down occurred without impairing
the capital or making the corporationy insolvent, and therefore they
continued to - operate. Suppose they had had no surplus, then the
write-down would have broken every one of them and you would
have this country filled with receiverships. That is the point.

Mr, Haas. I am not trying to make a point as to how a corporation
should organize its capital structure.

Senator Baney. I am not either.

Mr. Haas. Whether they can withstand the sitoation that .you
pointed out is ]arge})y contingent upon the nature of their assets.

Senutor Bamrr, Just tell me how they would have withstood the
write-down of $11,000,000 in 8 years if theydid not have a surplus
to be able to write it down. They would have certainly become
insolvent. . ) ’ : :

Mr, Haas. The point is, Mr. Senator, that I have never, through-
out the testimony, tried to put up any case against not building up
surpluses. I have tried to prove thet the{ did not provide' employ-
ment for labor or do theso other things claimed for them, . ., =~ °

Sénator Bauzr. It kept millions of people employed, it kept tho
industries goii}’g and they employed the labor. ‘

Mr, ¥Haas. No; T do not think o, ) .
~ Senator Baey. The ability to withstand the write-down ‘pre-
vented the corporation from going into receivership. The liw is
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ver‘y simple. If the capital stock of a corporation is impaired then
a stockholder e¢an bring an action for receivetship. .

Mr. Haas. That is a legal point, but it is my understanding that
except in special statutory cases, such as those of banks or insuranco
companics, a corporation can cure this situation by reducing the
stated value of its capital. ‘ ‘ -

Senator Hasmixes. Mr. Haas, you have made some definite state-
ments hero in the last paragraph, or next to the last, in which you say
[reading]: '

First, {f we consolidate the Income accounts of all corporations for each of the
3 g'eurs. 1101-33, inclasive, we find that they reporfed an aggregute net deficit
for this 2-year perlod, after taxes, of 6.8 biliicu dollars.

Did not you have the figures before yoit when you dictated that
statement? . '

Mr, Haas. Those are figures from the income account. Senator
Bailey was asking for figures from the balance-sheet account. Those
figures are in there in the table in the back, '

Senator Hasrings. All right. , ‘

Senator ConnNarry. Mr, Haas, let me ask you oné question, Sup-
Eqs.e there were not any corporations at all and that we were doing

usiness as individuals grouped together and pooled our assets in
theso corporations; is it not the theory of this bill, if that had been
the case, that we would be gctling how the same amount 6f monoy as
we pro to get under this bill :

Mr. Haas. In other words, if there was no corporate form of busi-
ness and they were all operating as partners and nothing else?

Senator Conxarry. If everybody under the present law was op-
erating as partnerships or as individuals and we were taxing them
under the existing tax. rates we would be getting just as much money—
:{’Prﬁﬂlately the same amount of money as we propose to get under

is bi - : ‘ o

" Mr. Haas. Yes, sir, ’ e ’ o

Senator CoNNArLy, The theory of this bill is that we are not going
to allow the device of a corporation to prevent the Governmant from
getting what it wonld otherwise get if there was not a ‘ccrporationt

Mr. Haas. Exrctly, Mr, Senator., ‘ ' .

Senator Hastings. Just & minute. - Thess tables you indicate aro
from 1031 t0 1933, I sulptpose that is inclusive? ) '

- Mr. Haas. We th?u&"b that was the worst period. v

Sénator Hasmnes. Why ‘did not you include 19349 ‘ )

Mr. Hass. We would be glad to put in 1934 but the data aro not
yet available,’ o ] : . ) C

Senator Bicx. I want to find out if you have any statement which
you have compiled with reference to write-downs, us to the amounts
of dividends that are Ez.nd by the oom%aniw during that period dom-

r:red' gntl:‘g;e other things and the other items. '}'iav'e you compiled
_ Mr. Haas. Most of those data ‘are included in tha tables appended
to my’ statement and I will add a schedule showing interest pay-
ments of all corporations,. -
Tablés referred to iﬁ})‘éar #t eild of Mr; Haad statement.)
nator Brack, Would there be much difficilty in' getting it, so
that we could find out the amount of itt
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Mr. Haas. No, it will be relatively easy. - R

Senator Lonrraan, Mr, Haas, may I ask & questiont

Mr. Haas.' Yos, Senator. - ° S : oo

Senator LoNkroAN, Say corporation “A” owns all of the stock in
corporation “B”, except the shaves to qualify the directors, and cor-
poration “B” pays 15-percent cor’porate tax, the balanca is turned into
the treasury of corporation “AY, would corpdration “A” under this
bill be allowed the ({::iuction of 15 percent? :

Mr. Haas, Mr. Turney will answer that,

Mr. Turner, What is the question? oL

Senator Loxeraan, Corporation.“A” owns ell of the stock in cor-

ration “BY, except the shares that are necessary to qualify- the

irectorship; corporation “B” pays 16-percent corporate tax, turning
over 85 Percent to corporation “A.” Will corporation “A” again be
ob‘l)igg(l o Fay 15 percent on that 85 percent that it reccives from its
subsidia : . ‘ :

Mr. 'l‘gmnf. You mean under the proposed billt

Senator LoNeraaN. Yes, sir. . ) :

Mr. Tuener. It depemfs on whether or not coxlporation “A” de-
clares that out in dividends to its stockholders. If corporation “B”
retains 30 percent and pays 15-percent tax, the tax of corporation “A”
on the 55 percent it receives will depend on the percentage that it
distributes to.its stockholders. If it distributes 100 percent, it will
not pay any tax. If it in tvin retained 80 percent, it will pay a
15-percent tax. S .

nator LoNreaaN, Notwithstanding the fact that the ownership
is the same and that corporation “B” pays 15 percent

Mr, TorNer. That is right, )

Senator LoNroan, Now, would not that be & double taxation on
that 83 percent!

Mr. Tuaney. Well, of course, we have to apply the tax to each
corporation, in order to I{)revent the holding of the entire income in
one corporation in the chain and in order to gét the money into the
bands in individual stockholders. .

Senator LoxzmaaN. Yes; but if the corporations are so closely alike
in the nature of {heir business and the parent organization regards the
§ubsi_dlsry s a necescity to engble it to carry on, that is the case I have
in mind. : .

Mr. Turney. If the subsidiary declares all its income in dividends,
the subsidiary will not pay any tax. The double taxation only occurs
when you have a vetention of income in both corporations. . -

Senator LoneraaN, You mean that could be avoided by having the
subsidiary turn over all of its earnings to the parent corporation :

Mzr. TurNEy. Yes, sir; the corporate tax under the bill is based on
the percentago of corporate income retained. If we compare the tax
on an operating ~orporation owned by individuals, assuming a given
income and smount of retained earnings, with the tax on an enterprisq
consisting of an operating company owned by a holding company
which is'owned by individuals, assuming the same income and the
same total retention in ono or both of the corporations, we may find
two taxes, but the tota] amount of tax will not be more, and may be
less, than in the first case. - _ T

o
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Senator LoNeroaN. Thank you.

The Cuatryman. Thank you very much Mr. Haas.

(The exhibits referred to in Mr. Haas’ statement follow) :
Typlcal new municipal tond (ssues, January to March 1938

65

Bortower Amount | Coupon lﬁm Ayvie'l'd“i'

Percess | Years | Pereent
8tate of Californls......... teeeemenssvavnseancensacanomsranas| $8, 000, 000 24 249
State of Mississinpi. .. -4 1,800,000 b 434 218
3tate of Bouth Dakota.. 2, 133 000 3 13 [ 4
Daflab, N 1, 500, 000 130 10 12
1, 613,000 I ";: 123
1, #88, 000 4 9 180
2, 750, 000 o ny 265
ES l(n.% 3 15, 268
£, 000 W 12 238
2, 700, 000 4 1) 148

1 To original (wholeesle)} purchaser.

Net tncome, caluation doductions, end oaih dividends paid, {or Gll corporations,

{In miltkons of dollare}

Valas-
Tow | e dadae-

Netiz- L0563 ony
. oM Bed | sdecd valos | befors | Cashi | tions
Yeus sfer. | BT | ceths | eapkct| Jta | varas- | vt | a3 pec
tar s0ts | "tiong | dedoo ags of
tions not
Sebcit
J-s1am | 85,008 s | e 67,008l saomet sa st | g6
2ea| M) L] Lme| «es| 23| 8 100
3 0 L) nes| con| K34 K1m ©3
1m,192] r61| s7s ) s || 11| sk s

Lrs| T ms) om

Imel | @)

1842 | m

03| cis| 8| s3] as
-5en)| a3l ] el Lie - ™ 2
TRl NN IR M AR ARSI R &
—eeol ness| w2l Cws]| Lasy gwr v m3l 101

—1aos| aeod| s} asxe ] qess| A l-ne0s] €8

1 Btatatory Bet Lacome ess Feders! Encorms tares, plos dirkdends and tax-exempt {ntersst reccived.
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Net income, valuation deductions, and cosh dividends pasid for oll nongrancial

8 corporations, 193133
‘ (In milons of doitar)
#
@ Valat-
¢ Total | "some s
Netln- Loas o, gome | ac-
Y come Deple-| Bsd |sa'yof valza- | before | Cash | tions
{ Year afiec inov frieg ok capltat | 20 | vals- | divh | as pec-
% taxes assels | “tione | dedue- age of
A tions net
i deficit
I .All nonﬂr.ancia.l Orpors-
W 28 [ otd| 8227 ] 4er6 ! 4035 803
2] 73] ew| Lo 2014 21w 18
™ (s | g8 2882 L
0,567

HE
o
H

2,168 1,830 15002 | 1,18 | 1

Nonfinancial corporstions

Y with pet Inocome:

’ 191 1,613 n 41 100

. ,1 £3 183 81

- 1,492 [} 104

o

; 4248 M 3

N Noufipancial corporations

. vﬂhuonetlmoms

1931 2,039 188 45 514 | 3,168 | ~970| 1,564 ks

2,250 182 54 539} 3,515 |-1,45%9 | 1,051 n
1,713 1 120 5131 2,808 ] —180 398 o
6,002 SIL] 1,431 L865] 9,516 [—32,000 | 2,90 s

1 Statatory net income bess Federal incoms taxes, plus dividends snd tax-exernpt {nterest received.

Interest paid by all corporations, and by all nonfinancial corporations, 1931—33,

. nclusive
‘«‘) All corporations| ocfoancal
! 000 | $2,737,000,000
4 000 | 2,640,000, 000
000,000 | % 44, 000, 000
> TOBh cscreaerenaeasesnasssseeeneronsmesneres resreesneraaaes 12,048, 000,000 | 7,845, 000,000
: Returns showing net income:
! e e | s
. 1833..0. 659,000,000 | 768,000,000
%l T eerverrnemennreseenesmrasaassanenss reeeneresrnnreneneneess] 3,231,000,000 { 2, 893,000,000
) Retumuboﬂnsnomlneom
. N a.moco. 1, 783, 000, 000
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Estimaled number of individuals and distribution of individual nel income by nel
tncome classes, calendar year 1938

Number of individusls
Net Income classes (tbousand dollars)
’I“ln:&t}h Additionsl Nox?n%l:bh Additlonallg, 14 1ota1
peessntlaw] tambled preunghw nontaxabie!
0o 18,773 1 30, 813,28 44,000 | 12,248,000
00 2,281 1,110,794 44,000 1,614,000
000 24,8% 441, 1720 42,000 990, 000
000 am 147, 508 21,000 812, 0%
% A o #&223
35 1583 i&w
344 ‘anr 7, %1
163 2,876 £
98 %3 . 2,10
373 180 1,161
212 400 813
88 N, . 08
2,887,768 101,302 | 13,031,608 141,000 | 18,061,763
Net incomne (in millions of dollsrs)
Net 1ncome classes (tbousand dollars) Ay .
e e ey
peesentIaw| PSEDM ! | peenntlaw, potatablet
1M 0 18,963 ] 18,43
1,218 5 2778 110 4 160
1,787 94 1,614 © 112 3,007
1,850 120 008 85 2 440
2,499 833 . 3,031
i o
e 1, 2%
253 (11}
282 818
140 1
143 44
o 185 - . . ™
T e veeenirrecreeceranaganmnanns 14,181 4018 22,09 383 40, 283

1 Assuming that all sorporate earnings wreee distridatod.
m';’f‘;“;’féf,',‘ :‘»L $370,000,000, the estimated sdditional spount which would be distridated 1o tax-exenipt
3tito

EXTRACT TROM THE ANNUAL REPORT of THB AMERICAN TRLAPHONBR & TaBLER-
ararH Co. FOR 1935 .

BBLL BYSTEM FINANCIAL STATBMENTS

The Bell System financial statements which follow on pages 14 to 18, inclusive,
consolidate the accounts of the American Telephone & Telegraph Co. and thoss
of 23 associated telephone companies listed below:

Bell Telephone Co. of Nevada.

The Bell Telephone Co. of Pennsy!vania,

The Chesapeake & Potomac Telephone Co.

The Chesapcake & Potomac Telephone Co. of Baltimore City.

The Chesapeake & Potomac Telephone Co. of Virginia.

The Cheaspeake & Potomac Teteghone Co. of West Yirginia.

The Cincinnati & Suburban Bell Telephone Co. -
- The Diamond State Telephone Co.

Illinois Bell Telephone Co.

Indiana Bell Telephone Co.

Michigan Bell Telephone Co.

The Mountain States Telephone & Talé%mph Co.

New Fngland Telephone & Telegraph Co.
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New Jersey Bell Telephone Co.

New York 'I‘dg:bone Co.

Northwestern Bell Telephone Co.

The Ohio Bell Telephone Co.

The Pacific Telephone & Telegraph Co.
Southern Bell Telephone & Te! &aph Co.
Southern California Telephone Co.

The SBouthern New Engl Telephons Co.'
Bouthwestern Bell Telephione Co. -
Wisconain Telephone Co.

All but four of these companics are controlled directly by the American Tele«
hone & Teleq‘mph Co. through ownership of a majority of their voting stock,
See p. 27.) The Bell Telephone Co. of Nevada and Southem California Tele-

one Co. are controlled indirectly, all of their stock being held by the Pacifio
‘elephono & Te h Co. The Home Telephone & Telegraph Co. of S?okane,

one of the group formerly consolidated, was merged with the Pacific Telephone

& Teleg;ap Co. as of December 1, 1035. In view of their close relationship to

other Bell Bystem companies, the Cincinnati & Suburban Bell Telephone Co.

and the Bouthern New Eingland Telephone Co., in which the American Telephone

& Telegraph Co, owns less than a majority of voting stock, have for many years

gee::o tmﬁ\tod as parts of the Bell S8ystem and their accounts included in the Bell
Jystem res.

Since January 1, 1913, all Bell 8ystem telephone companies have maiuntained
their accounts in accordance with the uniform system of accounts prescribed for
telephone companies by the Interstate Commerce Commission and oontinued
in effect during 1935 by the Federal Communications Commission. In accord-
ance with the rules prescribed in the system of accounts, telephone plant is carried
in the accounts, with certain exceptions specified in the rules, at cost to the
accounting company.

‘The consolidated Income statement excludes (with minor exceptions) all inter-
company items such as interest, dividends, and license-contraet payments, which
constitute income reoeigta to one company in the consolidated group and incowe
disbursements to another company in that group. The consolidated balance
sheet excludes, for the 24 companies in the consolidated group, intercompany
receivables and payables and {ntercompany security holdlr}lgs. The latter com-
prise mainly fnvestments of the American Telephone & Telegraph Co. in the
securities of the associated telephone companies., The American Co,
carries these securities at their cost to it, which is about $57,000,000 in excess of
their par value, and this e.cess has been extinguished from the consolidated
balance sheet with a correexonding reduction in unappropriated surplus. Tele-
phone plant is Included in the consolidated balance sheet in the aggrégate amount
at which it appears on the respective books of the 24 companies consolidated.

Inve.stmen& in stocks of companies (not consolidated) controlled directly or
Indirectly gy Bell System companies, such a3 the Western Electric Co., Ino., the
Tri-State Telephone & Telegraph Co., Bell Telephone Laboratories, Ino., and
195 Broadway Corporation, are shown on the consolidated balance shoet under
“‘investment in ¢conirolled companies’’ at the amount of the Bell Bystem’s equit,
In their capltal stock and surplus. Dividends and interest received from sue!
companies, and the Bell System’s proportionate interest in their earnings or
deficits for the year (after dividends) saie included in the consolidated income
statement under "‘Other earnings—net.” .

Consolidated balance sheel ) -
[Cousolidating the socounts of the American ng:,m' ? Telagraph Oo. and its 33 associsted telepbone

ABSETS

Dec. 31, 1933 | Dec. 31, 1984

20D PIABE. - o eiee e eaeene s v e ce e sa e e s $4, 208,684, 100 943,184, 358

Plant and equlp nant for furnishing service: comptotﬁ:s land snd “ B

bulliings, rights-ol-way, poles, -m‘ cabdle, undergr oond oy

switchbouds, telepbores, office furnliure, vedicles, tools, cons

tioo work in progress, ete. Inciudes also on Dec. 31, 1983, ozuln- ' 1

mo %&m];m costs, $1,915,833, asd podistributed coet of prop- A ‘
¥ 103, . 3 .

i
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A Consolidaled balance sheet—Continued
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ASSET8~Continusd
Dec. 31, 1935 | Dee. 81, 1934
hvutmmeauulnoontro‘hd panies (not Lidated): mris.m 208,516,834
. m"iﬁpruu ' """ (& i:li'y‘&i'iie‘ﬁ'-‘y'm"' ) in capltal stock and sarplis’
18 481,24
ooy ‘ :m.zg :cs:‘ou
“x‘aa;;;iga};;aen;;ae'.;au‘m' Ji Telsphops Co. of Cazada of ' U
notes, sdvances .ie reee 14,40%.3713 13,714, 453
Muodlaneouslnvastmentl. - ot 66 0050 ol s , 333, 2, 99, 803
Frincipaliy real eetate & ,000'od
butldings retired from telophone plant and held for sale.
8inking and otber reserved funds: 91T 2,068,788
44,000,000 f..oouneenanannns
de, 83, 839, 774 47,728, M43
en Dan 1213, 160, 626 207,507,962
ey R ] i *
Oumntm" .-ndux puion ts §1,004,184. 91, 640,350 48,061, 896
recelvables...... ezeceevsortatesessdaonenansvaensaresnsrasae .
: dlnt';mmddiv{dwdsncd vabla vork .dbh ces, wiounts '
a0
Matsrial and supplies............. cecscncens teracetenasasnssetecnas 48, 869, 839 49,743,683
Deferred ts:
g[sooun onudododu.‘d..am&.............w........ canees lg’.gkm &g‘;ﬂ“
aen! ren ote.. ..
A e AN . Ea%isa L5 o8
Dt‘rlt lmm.tba nuvdupmnonavmmmmw:-
'rom-mu‘.;.... . ceee] K050,352860 | 4,077,064, 656
LIABILITIES?
omw ntock (&a&vﬂuo outstanding held dlrectly by pubdik):
AmeﬂmnTlephom&Tth ........................... 1 227, 500 1, 866, 227, 500
dated te paie o : "mmm ' mm,m
Pre!arred stock, mochtad mepr»meom 97, 937, 600 97,937, 600
Premiums on stock, American Telepbone & Telegraph 208, 749, 8 8, 749, 078
Amount recelved (n excess of par valoe,
Btock Lastallmensts, American Tele, om&Telqrnph 4,830,337 9,078,813
Amount reseived undee ernp * stock plan oo stock subscel
tions ot yet completed or mmem (Thhpluvudhoonun
a3 L0 pew subsa(ptbos ln 1983.) - D
Loosterm dedt Sseep 19):
pbono&NennpaOo 453,900, 713 434,434, 613
1004, 474,750 0,
Omrmlmdmuodusbmm&
bilitles. 4, 801, 429 67,480,124
A&‘:!::g Labilities not d 118, 635, 6M 113,144,013
U eeeseeennntnreraoronneraeenznennzosnzzons
“lﬁugmgdmmmmnbbmmm :
l{s ...................................................... 8,490, 44 3,462,014
_ Credit fteins, (he final disposition of which bl not Deea deter-
Ru.rm!otde ecd of piAnt 40d 6QUIPAL. . .erereeraneerennencan 081, 302, 83 067,712,984
quvur::o %m Tont [a dapeedabie piaat spea it | "1 A
° Pnr'mtorimazmdto. tBa GitImat reiire- ha e Lo, 878
ent cases < I
nmtdluaebomgehu

Tel valos, 3, 1 212,962,000,
ht«unen a8 mD:}mu g&l:n’ﬁt lhbimkn sppears In pote (s

&)onp.-—.
“8.836] esiern Bell Telepbode series A box.- lod for redeznption oa Fed. 1
m&,nubo )P-‘ hw ) Co. s cal ) oa
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Consolidated dalance sheet—Continued \
¥ LIABILITIE8~Continued
2’- Dec. 31,195 | Dec. 81,1934
&
¥ Equity in consalidated surplus—reserved and unsppropristed—stisch-
: ] ? A 16 commmon stock of sssoclstad lekpbom ocompanses beld dlmu )3 .
b pablie.... R . 851441 $9, 621,640
: EquslgolA od. 84,043, 049 80,213,792
N p&us resery R .
N iscdnl)ec SI 1938, ﬂ.'k\wliw.mm ntunst gen-
- enloo.llngt e iog ¥ Amert-
can Telepbone & elemgmc\o R '566 patont tbo ooy
ency of refunds b{ Bell fystem oompoaies of exchange lnd
. Tévenves col : and n.mmme b as of Feb. 1, 19
. the unm« 12ed discount oa series A of SBouthwestern B:
: Telepbore Co. called for reaempuon
Unzpproprlaud surplus (ses p. 1) 208, 943, 308 371,05, 34
Total llabilition..cseueeennnnennnn.. 5,059,352, 360 | 4,977,054, 658
) Consolidated {ncome statement
[Consolidating the sococats of ths American T:éemne k:lt Telegraph Co. and {19 23 8ssociated telephone
Year 1935 (¢) | Year 1934 (c)
Opennnr revenues:
Local-service revenues (¢)....... $640, 993, 43¢ $607, 618 275
Revennes from Jocal exchs
Toll service revenues... 773,483, 258 258, 691,383
Revenues rrom n
Miscellaneous re . 2,734, 23,177, 509
lRe en uea derived from directory adveriising, rents, snd wis-
Iw uno:-lieclib‘e mu: revenues (¢)......oo...oiiiioiiiol. 3,830, 619 012,808
tor Ioumag: ggyunonsezumwhhbmyteunwl o
Total operating revenues (§) vrerseeeenn 34,370,873 S84, 832, 49
Operating ex
Cumntmununm (0 78 27 1 08
) Cost of inspoctk(uz. repairs, and rearrangements reguired to », 72 84,

keep the plant ard equipment {n condition, rep-
ldese‘x,ztlnx g{s .2 pemn.iqol the oost lboon”\'erax‘e‘ plant in ;'m«
urin;
Depnthliolex () PSR, eensessezasstosaszasosenns 171,681, 518 183,474, 643
Provision o oo (thuuhmtml'mmuwz ' 8% 44,
erty f3 mlnd from servics, based ates of tion
signed I'?h‘p(‘tbe this Joss Ml)‘:v”mkft unpi;r:l over l&
sexvice Life of pen preciat
opn‘sfgted m the 008t of the average depreciable
anf mm
Tr eavgsoestacorsransesierreseresonasnoevacatznrasensen 131,839, 788 138,047,318
Cos lncune&l thm&mdmmmwmﬂyem
tors' WALl
Cﬂmmuduo noes, .o.... coeconnadd 74,541,508 1,873,365
Costs inxcuperm fo Bust hise N ™

[ ) custotiers; pay sta-
tion commissions; also tbe cost of directoriss, sales sctivities,
" c.ot“"l"‘%’“" et )
A ral an: DOOUS expenses -
G admialstration, including cost of development and re-
................................ o 21,879,183 21,508,471
.\ooo\mﬁn and trensuxydepenmenu . 33, 868, 909 32,72, 03¢
‘rovidon for employees’ sarvice pensions 1),330,413 11, 1,07
Employees’ sickness, accident, deatb, an 6, 830, 283 &mﬂ%
- Other germral exper: (13,932, 798 7,004, 31
83 expenses chuged v31TLMA L % 414,079
Opeutlns uals A 13,184, 203 u.m.ug

(admioa
Total OPErsling SIPEnNS. ...o.uveueaannenasarvraaranons 651,429,009 €16,052, 538
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Consolidated incoms statement—Continuod

Year 135 (e) | Year 14 ()
TOZOE (€) e nrurasmrsniaezanonrrisencnsecarasnaavarnranscnnsaaonananas, %2
ﬂs!oaloﬁodmi.mumdloal tazes. ey #9945, 300
SatIng 447DI0gS. . ceonrecean ‘ ,017, %1 ]
° v::.ntlln‘m oonl::!led com pani Ln’.:m.:(; "::“l;:
rol T Y TSP P T e
Ptlmmumumuwﬁu s o¢ deficlis (alter dlvi dma)oi 265095 . ::"”
Dividends { oairoiled cotmpanicd ... ... 25 1,909, 805
Interest r:\--r:n “.’33“ lscellaneous earuings, net.. t%m 8,81%, 40
Tota] DAt GATBIALE. . cvevrecennnscnerrenncnsanennen 190, 911, 581 13
Interest deductlons (cm)" .............................................. g&";'.?b &&m
Interest charge, ncludlumonustkn oldumtontmco&dm
and tazes paysble under boad ladentures
.......... easens . cxe) 147,830,004 381,788
Dlvideold:onpgl(kerndmol oclaied teleph ica atd "::m ": s
N&!hﬂd {p’pﬁl hwbuo ...... ok of isoclted laapbods compli 8,819,187 T, ::m
Net income applica gthma{an'felepbom&Tekn Contebo] iRmaTEa|  uniersse
Nuam! buoldmum lecnphCo siock oGt | 18, 662,78 18,662,978
!:ninupu:hmon .1 $3.00

fat xu!!ndeado aw%wwwhmmmm 48765, proportionste

Changes durfng 1985 in" American Telephone & Tele fraph Co.’s equity in consoli-
pius

dated unapproprialed sur,
Balance—Deo. 31, 1034 ..o riiiciacicenanana- $321, 056, 224
Additions:
Net income applicsble to American Telephone & Telegraph
Co. 810K o o i iicecsanenaraceneneaana 132, 704, 782
’l‘unsl’er from surplus reserved upon ecttlements of rate liti- B 693 124
Muoellaﬁe'éds'&&hiiibh’s::::f:IZZIZIZIZIIZIIIZI:IZIIIZZ " 602, 492
Total. e cecccccaaccccccccccacnrceammmaaemn 137, 090, 398
]
Deductions:

Dividends on American Telephone & Telegraph Co. stock. 1(7, 960, 475
Transl‘em to surplun reserved:
Provision agzinst contingency of refunds in Fending rate
cases, .38 other miscellaneous contingencles_........ 6, 534, 797
Provision against extinguishment of unamortized dis-
count on bonds called for redemption on Feb. lk‘1936. 3,016, 092

Premiums payable on bonds called for redemption on Feb. 1,

1038 . oo eecceceecemccaaene ceerecabacnccncensnenana ¢ 3 441,830
Pmnlums pald on bonds redeemed. ..o o ccoiiaaniinaaaaa. 2, 655, 400
Unamortized discount extinguished upon redemption of

DONAS . e ceiceenennanncemaectaaaarrteacncanannn T 2,543,888
Miscellaneous deductions............ pemeeseecennananaan 4,031,836
Total..... e easeaeanas e recaeseeecmeaaeeas 189, 203, 316
A —

Balance Dec. 81, 1935, ceaonon. eestcscccamaacnenaane . 268, 043,306

C. A, Herss, Complriller.
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RXPLANATORY NOTES RBIATING TQ OOVSOLIDA'I‘ID BALANCE SHERET AND
£8 INOOME STATEMENT

4) Asof Des. 34, ms. certaln of the associated telephone comparies bad cor.tingent Hablitles to mnh

refunds, incuding lotereat thereon h the ovens ol verse declslons in court ¢ases Involving ehages for
talephods service ol s0ine $20,00), Moh besn sollected withia the period 1924 to l lneludvo
tnd taXen up |2 the socounts pending udg:: joa. Aninst these oonunseocles, the n
‘h by thesa oompsn!a [ surplm r& 18,799,623, ﬁ k:lm
uiph Cohis s‘v‘xn ¥y og”t%ndd executed gz.tnhlghlo Bovlgd’r;‘l: Co.int Tmhn 2 at oﬂl11_l wn w
¢4 such rate regun any umu y ul Compay. merican
'nh;nph Cor was released o Jan. 3, 1936, from lm-mnb!p on & bord o430 led b%
Bouthwestern Hell hkphou to nunn %0 Fuch rate refunds muh t D¢ reg
tholm Anml .nuuse, the cass hvinﬁee
fnancisl ¢ p mvision in respect of the Iolbwlu ooatia-

1) A vt ulooml the amount ,058,194, b
"’(,‘)‘T\ m:'::’oom“%g n 1Y emou, mrodyodhun!.underhhn

tax claim made b, mon olhov\’ock the American Tekphons & Telegraph uw
'l(iamll:loiup‘n d:nhsl f pbo Te Ph Ca.,
ar

y
t (Leing of rsﬂm.oc ocnam‘ed
1) The filis s Bell Telepbone Co. AR u'i.'wg, B¢ and refundio modgn
at lggas &:unt. npfly(ng other eoz'm nllmmt u

308 ol {11 A 728, sr‘rl A 3 percent bonds wh!ch were ca!
z§ ‘The Bouthwestern Ball Telephcns Co. s0ld in Decembder §44,000,000 first md Mundlnl mos
}?vmmt (nnd has an 24

3 canlbomls.oetch moo since the end of tdo yesr sold fonal $1
‘bonds st the f( of these solen will |&ibaﬂt other compeny
mnds to the retirement on Yeb. 1, I saries A bonds at 108 Sinoce these trins-
wmmnotbemmpbudluboehu 1535 thelr effect 41 not fully rediected Ln the consotidated
‘This refinancing reduces Bell System funded Sedt by sbout $7,600,000 and ansus) charges by
$1.728340, Tl 1040 4a200nt Laooe Laxes aDd 85900 of the preralam oa the B s rebined the
u-:‘u saving wmunount o spproxlmaul u,wnmol L $315,000 vﬂlmpmeat ssaving ¢! hrouti
3 o -
U0 The cotsatidated Income statetests for 1904 and 1608 efect sdfusiments In t nﬁ‘m
with settlements duﬂn(b:buoy of pendlog rase ml:o The lsm
tha lilinois Bell Co. in hicago rsts oass ard the Chesspeske & P

. in tbe C
1he Washingtoa, D. O, rate case (both of which were referred to In the 1834 annual report); and hnto? he
Bouthwestern Boll Telepboos Co. la the S8an Antonio, Ter., rate case, w hkhn tlement lavolved a refund
mmtely $729,000. The eomblnad u!ect of thoss adiostmenu wal to {ncrease certaln sccounts, asd
s otbers, A8 lotlows: ’

B Lo o] Yesrinds | Year v '

1 l 1
1103, 000 5-'su.wos
Taterst dafgeiicas. . 1491,635 | 14,908,738

1 Indicstes fociease.
# Indicates decreass.

9&rm Bet effect of these sdjustments was ta decreise net Income by $114,363 In 138 and by $4,203,833 in
1) penl nvonun for 1935 {nclude for certala of the colapanies eouondnm  total amount. Dot

oeec_ms subject #o possible refund 12 the sveat of sdyerse decislons I panding rate cases. (s«
) Duo w I.hq edoption of p revised methed of dlstdbuu f?. si tte 1933 o other
awdexpenwl.;:lllumm“ n&mn tdy“,t 000; [a 1934 simiar cc ety wece

CoupARISON OF Frpizal Revenuns, Unpre PrzeeNT Laow AXD UNpEn HousE biLL,
THAT Wotld B Dr21vip reox 118 HYPOTHETYOAL CORPORATION DIBRCR (D BY
BeNATOR HASTIRGS (p. 39 of HEARINGB)

1. A corporation earng 10 percent annuslly on $2,000,000 over a period of 5
years, retaining all the earnings in cash. At the end of the fifth year it Invests
its accumulated earnings of tho previous § years {n additlonal plant, and for
the ensulng § years it earns 10 peréent annually on the augmented {nvestment,
retatning n cash all such earringa, What would be the sggregate amount of
Federal revenues derived durirg the 10-year perlod under the present Jaw?

During the first 3 years the corporation toxes would approximate 18 percent
of tbe annual income, or $32,000 a year. During the second 5 years the cor.
poration would earn 10 percent, not only on its origlual capital of $2,000,000
but on the additional reinvested earnings of $340,000 ($1,000000 lees $160,000
for § years' taxes), Hence, during the second 8 years it would pay approxt-
mately $45440 in corporatlon taxes annually. For the 10-year period, there-
fore, the Federal Government would obtaln $§357,200 from the earnings of this
corporation unider the present law. (The stockholders, having received no divl-
dends, would pay no Indivilual Incosne taxes on the corporation’s eamings.)
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I1. Under the House blll, {f the corporation distribated all of its edrologs
during the first 5-year period, It would pay no Federal tax whatever. Baut lta
etockholders, it they represent & cross sectldbn of stockholders generally, would
be subject to Individual fncome taxes on the distributed earnings, amounting
to about 8314 perceut In the aggregate, (This (s {he, average rate which would
be pald od corporate earnings if alt esthnated 1938 corporute eatnlngs were
distributed. ) hus the Fuderal Government would recelve approximately
$335,000 during the first 6sear3)erlod: gd 1f no part of the dividend payments
were used to subscribe for additional capital In the corporation, the Federal
Government would recelve an edditional $335000 duriog the s¢cond g&ear
period.” This total of $470,000 may -be comparel with b $387,200 of Federal
revenues that would be deriyed undér the existing law, . . - :1° .t :

111. To make the examples comparabie, however, it 18 proper to assume that
under the House bill, no less than under existing law, the corporation could
profitably employ additional capital. If, therefore, at the end of the first &
yeara tha corporation successfully Invited its stockholders to resabscribe for
additional capital stock an emount equal to all of the dividend distributiéns of
the previous 5 years, less the average amount of individual Income taxes
thereon, the capital of the corporation woyld be increased by spproximately

000 to a total capital of $2,068,000. 'Annual earhlngs theresn at’ the, rate
of 10 petcent would amount to $266,500 If the corporation distribated 41l of
these earnings to stockholders, it would pay no corporation taxes. But the
stockholders would Pt}y‘mdlvldunl Income taxes, on the samp basis as that
noted above, amounting to $448357 for the second B-year perfod, making total
Federal revenues for the 10-year period $781,387, as compared with 200
ynder the present law. =~ . ' - o

| ep——— . A

‘ Praml Fj’aim;l corporation tazes as percent of fncome transferred 1 Juiplu .

o " Taxesas
Federal Dividends " percent of

Trans-

ke |t | T ey
o surpius
;

Pereesd of | Pereead srrcent of | Percentof

atxlor] stelulory stalutory  atutory
net lmw'u nel income | nctincoms | et [ncome
4 400.¢
9 3 17
}; Zg 14
H £l = ,
2 &8 ‘;, : |
ol . 50 24
T 14 45 4L
44 4 %
49 35 T3
& 0 2%
% 28 7.
64 0 18
, ] 15 R
" 10 2L
”» 8 2
& 0 1.0

+ Roogh ue:u;& total corporation lu_:ome. capital stock, and exeéss«wgﬂu taxes.

BTATENEST PREPARAD BY SBORETARY MOBGENTHAU FOR THE JUDIOTARY COMMITTEX
oF THE HOUSE OF IUEPRESENTATIVES OX THE SUWECT oF TAX-EXRMPT SCUAL-
1ies, Fruruany 19, 1835 o . .

‘Che Treasury Department favors as & permanent policy the elimination of
the exemption from Federal taxation now accorded to Federal, State, and
municijal securities, Insofar as future issues of such securitles are concerned.

1 consider it very fraportant that wheo the excmpiion {s eliraivated it should
be elimipated not only in respect to future Istués of Federal iccurities, bot in
respect to future {ssues of Btate and municipal securities as well. The enact-
nwent of legislation requiring Federal obligations to be istued ia the fature on
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v

Bk

8 fully taxable basis, in competitjon with wholly tax-exempt. squﬂtlec origipat-
ing elsewherd, would be likely to react tnfa¥orably on the market for Federal
securities, to increase the cost of the Government's borrowing, and to compif-
catn‘:tgr financjng operations, R ' )

Y aln adv that a eccnstitutional amendment would be required to enable
the Federal Government to tax State gnd municipal securltles. In my judg-
ment, such an gmendmént should be drawn on & reciprocal basis; the Btates
shculd be permitted to tax Federal securlties and (he Federal Government to

Sub Ss e RV T

: tax HBtate and mubicipel securities. I favor such an smepdment.

P STATEMENT OF FRANKLIN SPENCER EDMONDS, PHILADELPHIA,
Zt PA., REPRESENTING THE PHILADELPEIA OHAMBER OF
8 ~ COMMERCE o o I
! _The CuamsmaN. Mr, Edmonds, as I understand it, you represent
3 the Philadelphia Chamber of Commerce!

. Mr. Epumonps. That is right, sir.

Thé Cramuan, All right, you may proceed. | . .

. Mr,.Epmongs. Mr..Chairman and ‘members of the committee, the
Philadelphia Chamber of Commerce has about 2,000 meémbers repre-
senting manufacturers, wholesalers, retailers, tradesmen of all kinds
in Philadelphia... We hava had for seyeral years s committee on taxa-
tion and public expenditures, of which I have been chairman during
that whole period, composed of about 45 members. We have made a
study of the taxing problems from the point of view of Philadelphia.
We have gathered data and we have prepared a report, sir, which we
will be glad to deliver to each member of the committee. That report,
on its reverse side, contains the names of the members of the com-
mittee, s0 you can see the businesses in which they are engaged. (See
data at close of Mr. Edmonds testimony.)

Senator ConnaLLy. May I interrupt you there for one questiont

Mr. Epmonps. Yes. - :

Senator CoNNaLLY. Has the State of Pennsylvania still on its
3 statute books an act exempting manafacturers from tax?

1 Mr. EpMonps. You mean the capital-stock taxi
: Senator ConnNarry. I am talking about the State law.

Mr. Epmonps. Noj it has not.

Senator Coxnairy. Do you not have a Jaw in Pennsylvania that
. exempts manufacturers from taxf{ .
> Mr. Evmonps. We had & law in Pennsylvania for 40 years which
exempted capital engaged in manufacturing from the capital-stock
tax. That law was changed in 1935, for a 2-year period, so the
could have a basis for unemployment-relief taxes. Now, in 1037,
when that change expires, I cannot tell what will happen then.

Senator ConNALLy. But still the manufacturers in Pennsylvania
have an advantage today over most of the manufacturers throughout
the United States?

Mr. Epmonps. Not today.

Senator ConNaLLY. Not in this temporary period of 2 years!

Mr. EoMoxps. There was a Feri when Pennsylvania favored
manufacturers, and I hope it will favor them again. I see no objec-
tion to that point of view. .

; Senator ConnaLLy, I am not arguing that. I just wanted to know
, whether that is not the fact.
Senator Kina. However, the assets wore taxablet

.~

Ry
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Mr. Eosonos. Yes; tho real estate and everything wad taxable, but
when it came to the capital invested in manufacturing it was exempt
from that one tax, the capital-stock tax; not at’all from tho corpora-
tion net income tax. -~ ° - - 7 S

Now, I would like to say, Mr. Chairman, that our committee has
considered this bill with very t care, andwe ¥'>uld liko to pre-
sent some thoughts to you with reference.to it whk. h dre hostile to
the new portion of the bill, and I want to gw;xou very frankly the
reasons -for it; which will be more elaborated én in the 'printed
memorandum. ° R S S

In the first place we regard this bill as fiscal fv from the point of
view of the (Government, an unsound piece o ‘leglslatlon.,_Whyi
Because today the Government is relying very largely. upon income
taxes, but you have an income-tax law which gives you wide varia-
tions in the return to the Government. Now;. your income-tax law
is different from that of Great: Britain in that psrticular. I have
certain figures here ‘which I obtained from my friend,!Mr. Parker,
whom we regard as the most accurate statistician on this subject in
the United States. .~ .- -+ .~ . : o

The Cuatruan. And the committee so regards him, too, **@ '

Mr. Eoxmoxnps, That is fine, sir, - In the Iggy;ears g&to and jnclud-
ing 1935 the ‘United States collected ! $31,994,000, from income
taxes, That is the Federal (Government. Great Britain collected
$20,662,000,000. ' The average annual income tax-in the United States
was $1,692,000,000, and in Great Britain $1,690,000,000. . e

Now, notice the variations in that same 13-year period. Our
lowest income was $747,00,000, in 1983, and our highest was $2,410,-
000,000, in 1930. In other words, the‘dxrslpmty between the lowest
and the highest amounts to 223 percent.” That. 1s the variation in the
ups and downs that you get from income taxation. - -+

Now, what was it in Great Britain? - Their lowest in-hat period
was $1,412,000,000, in 1935, and their highest was sx,sas,ooo,&‘o, in
1923, Their variation from lowest to highest:is 37 percent, and ours
is 223 percent. L

Senator Coxvariy, In other words, you favor our adoption of
the British system ‘ : e r

Mr. Epsoxps. Give me just a moment on that, Senator. I want to
explain where that variation is. .Our income-tax law has a variable
feature in it and their law does nct have that feature in it. They
tax income, the annual recurrent gains, what the average man thinks
of as income; we tax income, including capital gains and losses, and
it is the capital gains and losses which caused aﬁ! the trouble in these
variations in income tax, L )

. Senator Barkrey. Are you referring to the corporate tax or the
individual tax? .

Mgd Epyonps. This is both. This is all of the incomse taxes in this
period.

T}_ne Cramuan. In other words, you advocate the elimination of
the income-tax law?

Mr. Eoxoxps. No, sir; I haven’t %olten that far, because that is
not before the committee. So you have this variable factor that
swings your incomo up and swings your income down. In certain

05545366
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riods you have a feast and at certain other periods you have fanine.

s;t‘ythat lsbﬁd'-ﬁscally.. L RS P PO S | L N P
- ‘Now, you proposé to add another feature, namely, by encourcging
the distribution of the profits, all the profits, or a very large propor:
tion of the profits. In the good years you will swing up higher and
in the bad years you go down lower.. -. - . .. .

-+ Senator .ConnarLy,: Do you, advocate lessening the tax:in times
of prosperity and making it higher in periods of hard times!
" Mr, Epmoxps, I advocate a taxing system which will give you a
more stable basis. That is what I think business requires. I think
this business of going up and down by 223 percent in £ years is
absurd. ' When you:have the feast, which encourages overspending
on the part of the Government, they have got the money, and when
you have got the famine, that 1s when the people are hard vp, then
you have.got to levy a Yot of new taxes in order to make up. the
deficit. That is not g?od fiscal organigation., - . ... .. ..
- -Seriator. Barxver. In order to havs.a general level of taxes, so it
will be the same- in depression times as in:times of prosperity, you
have got to increase the rate in famines and lower it in feasts.

Mr. EpMoxps,To some degree.. They have done it in. England.
In this: particular period we know the English are increasing the
income tax. Then also you have lowered certain forms of: taxation
which are just as stable’'as the Fnglish taxes. -Take your tobacco tax.
The tobacco tax is the best tas: from the point of stability that.you
have got on the statute books, and it is the lowest tax in the percent-
age of tost to collect,. That is a very remarkable fedture. :

- Senator Barkrey, That is the only wartime tax that has never
been raduced in times of war, - -

Mr. Evpumonos. It has lived. in times of peace as well as in times o
war. I think the tobacco tax has been on ever since the Civil War.
* 'The Caamruan, Pennsylvania does not raise much tobaccs, does it?

Mr. Eoxonoe.- Oh, yes; we do, Senator. I beg your