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A TAX INSTITUTE PUBLICATION

The purpose of the annual symposium conducted by the Tax
Institute is to focus attention on a major problem of taxation by
affording an opportunity for discussion by informed participants
representing different points of view. The publication of this volume
carries with it, of course, no endorsement of the views—sometimes
conflicting—of the various participants.
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FOREWORD

N TWO prior occasions, in 1936 and again in 1946, the
Tax Institute annual symposiums were devoted to the
general subject of business taxation. Also, on a number of occa-
sions in the past we have considered specific aspects of this topic.
We felt, therefore, that this symposium should be called a “re-
appraisal.” Recent fiscal developments and changing concepts
in all fields of taxation would seem to warrant that we have this
further review of business taxation.

In one sense, I suppose, it can be said that business is the ulti-
mate source of all income. Certainly tax policy in the future,
as it affects the business community, may very well determine
the extent to which we can achieve the national goal of accel-
erating the growth of the American economy and improving
our competitive position with foreign countries.

The present Administration has recognized, and in fact em-
phasized, the close interrelation of tax policy and economic
growth. The President’s tax message to Congress last April con-
tained recommendations for a number of sweeping changes in
the law, including a proposal for a tax credit to provide addi-
tional incentives for investment in plant and equipment.

The Ways and Means Committee considered these recom-
mendations, as you know, for several months. Hearings were
conducted. Testimony and comments were received from over
400 individuals and organizations. There was far from unanim-
ity on the merits of the Administration recommendations. In
late August, Chairman Mills announced that it would be im-
possible for the committee to complete its deliberations in the
1961 session but that the matter would be given first order of
business in the next session of Congress.

.o
xri



viii FOREWORD

Under these circumstances, certainly from a federal stand-
point, the subject of business taxation seems to be particularly
timely.

It is not the purpose of this organization to formulate tax
policy or to advocate tax legislation. Its purpose, as you all
know, is to focus attention on major tax problems and to direct
to the solution of these problems the best informed opinion in
all of the professions which have an interest in tax affairs.

The program for this symposium, which I think is a par-
ticularly good one, is in keeping with this fundamental pur-
pose of the Tax Institute.

J. RanpoLrH COLEMAN, JR.
President
Tax Institute, Incorporated
New York
March, 1962 oo



PREFACE

HERE is laid annually upon “business” a large share of

the responsibility for providing all levels of government
with the revenues essential to the performance of governmental
functions. This responsibility includes not only a direct as well
as an indirect sharing of its net product, but also the generous
and substantial sharing of its facilities in the administration and
collection of the revenues from business and nonbusiness
sources.

Every taxing statute, substantive or administrative, at any
level of government, therefore, has a real impact upon business
that penctrates to an unknown extent the entire economic and
social fabric.

Faced with continuing high revenue needs, with the revenue
to be extracted from a maelstrom whose basic element is free
enterprise marked by ever sharpening competition—operating
under the continued emergence of new forms of business or-
ganization; deep seated technological developments; extended
governmental regulation of business; changing legal and social
concepts; rising levels of managerial and production capacities;
and world-wide economic forces placing an ever higher pre-
mium on competitive talents—there is a real need for a contin-
uing vigorous and penetrating appraisal of the tax factor in
business.

The papers presented herein, coupled with those of previous
symposiums, go a long way towards providing a launching pad
for studies in keeping the appraisal on a timely basis coincident
with the unfolding environments of the future. Each of these
papers deals with matters of tremendous importance both pol-
icy- and principle-wise and constitutes a constructive and schol-
arly contribution to tax thought.

X



X PREFACE

The participants in this symposium have spoken and written
from a depth of experience and knowledge unique in tax dis-
cussions by virtue of their exceptionally rich background stem-
ming from intimate experience in wide areas of tax history,
philosophy, theory, and application.

The effort so generously and freely expended by them in
time, thought, and research entitles them to the thanks of all
who are interested in striving towards the discovery and appli-
cation of the best use of the tax factor in our economy.

The Program Committee is proud of the product contributed
by each program participant and desires to make its grateful
acknowledgement for the public service that each has rendered.

Grateful acknowledgement is also made by the Program Com-
mittee of the splendid leadeiship provided by J. Randolph
Coleman, Jr., and Mabel Walker, President and Executive Di-
rector, respectively, of the Tax Institute, Inc.

May these and all others who have contributed so vitally to
this symposium enjoy a justifiable pride in their part in the
enhancement of human knowledge.

TuoMmas C. ATKESON
Chairman
Program Committee
Williamsburg
March, 1962
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An address on “Business Taxation and Economic Growth” was
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ever, Dr. Brazer unexpectedly spoke extemporaneously and no pro-
vision had been made for a stenographic record at that session, we
are unfortunately unable to publish his address. We regret this
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PART ONE

THE ROLE OF BUSINESS AS AN OBJECT OF
TAXATION

“Some years ago, during one of the periods of controversy
about loyalty in the United States, the very distinguished Pro-
fessor of Constitutional Law, Thomas Reed Powell, was asked,
I am told, whether he would take an oath to support the Con-
stitution. He is reported to have replied, ‘Certainly, it sup-
ported me all my life.” I would not take an oath to support our
present system of taxing business, even though, in a sense, it
has supported me. In fact, I constantly criticize our present sys-
tem of taxing business. Or can we call it a system?

“We now have a set of arrangements which have developed
more or less haphazardly over many years. I think if at any
time in the past reasonable men had tried to lay out a plan of
where we would like to be in taxation in ten, twenty, or thirty
years, none would conceivably have proposed, or would have
outlined, the kind of arrangements we have now for taxing
business.

“The public today has some choice about what kind of sys-
tem it will be living with ten, twenty, or thirty years from now.
It should, it seems to me, try to make the choices as intelligently
and as rationally as possible.

“Although revolutionary and sweeping changes are unlikely
to be made this year or next, the clearer the goal which we
would like to reach, the better will be the individual changes

1



2 REAPPRAISAL OF BUSINESS TAXATION

that can be made from time to time. The better, too, they will
be as elements of a coherent, consistent, constructive program
for the long run.”
—C. LowkiLL HARRIss
Professor of Economics, Columbia
University, and Chairman of Sym-
posium Session



CHAPTER 1

HOW SHALL BUSINESS BE TAXED:
BASIS FOR REAPPRAISAL

HaroLp M. GROVES
Professor of Economics, University of Wisconsin

INTRODUCTION

N THE Foreword to an earlier symposium on our subject
sponsored by the Tax Institute, the Executive Secretary
observed:

The subject of business taxation is in an unsettled state, theoretically as
well as politically. There is no consensus among tax authorities concern-
ing how business should be taxed, as there is, for example, in connection
with personal taxation. The underlying theory of business taxation is
still in dispute. Economists have not agreed whether a system of business
taxation should be based on the principle of benefits received or ability
to pay.

There is even greater uncertainty concerning how either of these two
principles could be most satisfactorily used in taxing business. . . .1

Much water has flowed down the Potomac since the above
was written. Recalling only a few high points of business tax
history, we may mention the undistributed profits tax tried and
abandoned during the 1930’s; two new editions of war excess
profits taxes, the last one abandoned in favor of the traditional
corporate net income tax but with a spectacular top rate of 52
per cent; the controversial dividends-paid credit; and accelerated
depreciation. Michigan has pioneered with a value-added tax
of sorts. There have been important recent studies, some of

1 Mabel Walker, “Foreword,” How Shall Business Be Taxed?, New York: Tax
Policy League, Inc. [now Tax Institute, Inc.], 1937, p. V.

3



4 REAPPRAISAL OF BUSINESS TAXATION

them empirical, of the incidence of the corporate net income
tax. And so on.

This increment in experience with business taxation is surely
enough to warrant the choice of this subject for a Tax Institute
symposium. The Executive Secretary’s statement about the un-
settled state of business tax theory and policy is, however, one
that she could have repeated in the invitation to this confer-
ence, and one that she might have to repeat when the confer-
ence is concluded. None of this will be the fault of Miss Walker
or the conference—the fault, if any, lies in the nature of tax
theory and tax policy.

In developed countries, heavily committed to the net income
tax, the corporation presents the tax-makers with their severest
problem. Indeed it has all but wrecked the great ideal of a
universal personal tax applied without discrimination and with
some measure of egalitarian effects. Recent data assembled by
the First National City Bank,showing comparative corporate
income tax rates by countries indicate that taxes on undistrib-
uted corporate profits, abstracting from credits associated with
dividends, range from 38 to 2 per cent among the principal
competitors. While the figures may offer some reassurance as
far as international competition is concerned, they raise serious
questions concerning the inequities and other inadequacies of
the corporate tax institution.

DEeFINING A Busingess TaAx

The 1937 symposium started with an attempt at defining a
business tax and it is a fine exercise for those whose taste runs
to classification. There are a few special taxes on (more or less)
general business; special taxes on certain legal forms of busi-
ness (notably corporations); special taxes 8r in licu taxes on
certain lines of business (such as banks and insurance compa-
nies); and general levies (such as the property tax) that include
business taxpayers among others. Using the broadest concept
of business as all economic activity we may say that all income
arises from business. If the frequent assertion that all taxes
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come out of income be accepted, the conclusion is inevitable
that in some sense all taxes are business taxes.

The distinction between consumption taxes and business
taxes, if any, is a tenuous one. How do we classify the retail
sales tax? As to irnpact, it is paid in large part by merchants
and measured by the consumers’ goods they sell; some of it,
however, is paid by business at all stages of production and
distribution and measured by the producers’ goods they buy
(final purchases); and the incidence of either or both of these
sectors of the tax may or may not lie with consumers. To add
to the confusion we might try to distinguish between produc-
tion taxes and consumption taxes, ignoring the admonition that
a producer is but a consumer with a different hat on. But this
difference at least is marked—a state production tax covers all
production in a given territory whether or not for export; a
consumption tax reaches imports and excludes exports. Thus
a beer production tax in Wisconsin would tax all beer made
in Milwaukee wherever sold; a consumption tax would reach
beer wherever manufactured as long as it was consumed in the
state.

We shall go no further with this exercise in classification. We
shall assume that while boundary lines are blurred, there is
enough consensus as to what constitutes business taxes so that
we can talk about the subject without being convicted of pure
nonsense at the outset.

TuE IpEOLOGY OF THE CORPORATE NET IncoME TAX

The role of the federal corporate net income tax continues
to dominate discussion of business taxes at the federal level.
Part of this discussion is ideological. Here we have a very im-
portant tax institution in search of a theory. Not too much
that is strictly new can be reported, but particularly after World
War II a substantial amount of analysis was devoted to the
subject.

The issue was sharply posed by a committee of the National
Tax Association in 1949 as follows: “If all revenue needed for
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government could be raised from a moderate personal income
tax and all corporate net income were distributed, would we
then be in favor of a levy on corporate income, as such?” All
of the many views on the rationale of taxing corporate net in-
come were precipitated by this question. The majority thought
the personal tax with graduation adequate to deal with all the
faculty, benefits, and privileges associated with our economy.
When the assumption concerning moderate revenue needs was
relaxed, however, the weight of opinion shifted considerably.
This means that some ‘favored a corporate net income tax as a
matter of priority over consumption taxes and very severe per-
sonal taxes.

The proponent of the benefits-received justification of busi-
ness taxation can argue plausibly that government is in some
sense a fifth factor of production for which business should pay
as it does in the case of the others. To be sure the proponent
finds himself in this dilemma: Logically, business benefit taxes
should be imposed on all firms Tather than only on those that
make a profit, but a strong consensus supports the view that
cost taxes are generally shifted forward and are in essence con-
sumption taxes in disguise. Obliged to grasp one horn of the
dilemma, the business tax proponent may now argue that the
consumer should pay for the benefits of government incidental
to the production of the goods he consumes. The fact that the
benefits of government are regarded by some critics as immeas-
urable and indivisible can be taken in stride—rough justice is
all one can expect from the tax system. Anyway we have shifted
ground from a defense of a corporate net tax to one of a gen-
eral business cost tax.

A few proponents of the corporate net income tax have sought
to bring such a levy under the popular sancgjon of ability to
pay. Even as applied to personal taxation the ability concept
is not distinguished for its clarity and precision. Approaching
the concept abstractly, the literature has usually regarded abil-
ity to pay as calling for some sort of equality of sacrifice—an
equivalence of disutility. Whether collective entities can suf-
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fer a psychological pain is related perhaps to whether they have
souls. Corporations these days have become considerably in-
volved in philanthropy and one finds articles in the law journals
entitled “Love and the Modern Corporation.” One can at least
sympathize with this attempt of the corporation lawyers to
capture a bit of appeal in what would seem to be a highly
asexual field.

Approaching the problem more concretely, many critics
would say that a tax can be supported in the name of ability
to pay if it treats all incomes at the same level neutrally and
reduces in some degree the inequality among different levels
of income. On almost any analysis, the corporate tax is sure
to come out with a low score in terms of neutrality. If the
incidence of the tax is on the stockholders, it can mean only
(leaving undistributed profits aside) that the corporate profit
element in personal income is taxed at a higher rate than other
elements—everything else being equal. In terms of distribu-
tion, the corporate tax fares much better. Assuming no shifting,
much of it comes out of the pockets of rich people. This may
be persuasive to some whose moral code is insensitive to neutral-
ity among millionaires.

Taking a still more concrete approach one can argue with
Richard Goode that modern corporations—especially the large
and so-called “public” ones that exhibit the separation of man-
agement and ownership—typically generate a considerable resi-
duc of income to which nobody has any moral claim. This is an
excess above adequate compensation for stockholders and man-
agement. It is the counterpart in the income field to irrespon-
sible power in the area of control. Society might as well claim
this considerable fund or a substantial part of it. It is a per-
suasive argument but it suffers from the prospect that this awe-
some power of corporate management might be used to pass on
profits taxes along with other costs to less fortunate members
of the economic community.

Still other critics, abandoning all these virtuous efforts to be
rational, have argued simply that granted the present voracious
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appetite for revenue, some of our taxes must be grounded in op-
portunism. Our consumption taxes—at least most of them—
are hardly more rational in incidence, and these aggravate rather
than relieve inequalities. Thus the attempt to find a rational
basis for the corporate tax can end with abandonment of the
attempt but with support of the corporate tax anyway. Even
this approach, however, is acceptable only on certain assump-
tions about incidence, to which aspect we may now turn our
attention.

14

INCIDENCE AND EFrFECTS OF THE FEDERAL CORPORATE
NEeT INcoME TAx

Festering at the root of disagreements on tax policy with re-
gard to the corporation net income tax lies the matter of in-
cidence of the levy. Our present system is said to impose a
double burden on distributed profits, but the double burden
dlsappears if the assumpt1on that the incidence of corporate
tax is on the stockholders is dropped Moreover, the corporate
tax may then be viewed as a heavy burden on consumers, carry-
ing not only the usual concealment of a sales tax, but the addi-
tional one that the tax is advertised as a levy on profits. Add
to this the fact that the incidence might be capricious and the
face of the levy might change all the way from Dr. Jekyll to
Mr. Hyde.

As has been said, corporate tax incidence has been the sub-
ject of considerable empirical study since our last symposium
on this subject. Most of the studies have been historical-statisti-
cal, tracing the trend in corporate profits over the years under
various and drastically different levels of the corporate levy.
They show a remarkably consistent ratio of profits after tax to
assets. This suggests perhaps that there is morxg politics and less
econemics in corporate business pricing than classical theory
perceived. We must hasten to add that no sweeping or certain
conclusions are permissible. There are other variables besides
taxes in the picture, and it could be that profit ratios would
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have risen to dramatic heights in recent years had not the corpo-
rate tax level also risen to prevent this. It is, however, fair to
say that the new evidence has favored the skeptics of the con-
ventional wisdom in this area.

The issue has a critical bearing on the controversial measure
providing a dividend credit in 1954. A credit is logical enough
under any view of incidence, but if the corporate tax is a sales
tax in effect, the credit logically should be applied to reduce
the corporate and not the personal tax burden. Otherwise, where
there is shifting, the personal taxpayer escapes not only a double
burden but any burden at all. Any credit in this area is vulner-
ablc to attack as a concession to the rich. It might nevertheless
survive if it were based on a more defensible principle.

If theoretical considerations point toward a tax on undis-
tributed profits as the proper form for a corporate levy, con-
siderations of development may point in the opposite direction.
It is one thing, of course, to contemplate a new levy on undis-
tributed profits in lieu of a tax on corporate income that would
yield the same revenue, and another to contemplate a tax on
the narrower base at the same rate that one would apply to
the broader one. Suppose that we already have a tax of po
per cent on all corporate net income. What would be the eco-
nomic effect of confining the levy to undistributed profits and
raising the Jost revenuc from other sources? Let us disregard
the effects of the alternative sources. On the one hand, the
absolute relief of (some) profits from taxation should support
investment. On the other, the relative or differential tax fav-
oring dividends (as it appears to the board of directors) would
militate against reinvestment. It should be noted that the favor
to dividends is only apparent; counting the personal tax the
objective is more, not less, neutrality. But it may be the relative
rather than the absolute burdens and the directors’ rather than
the overall view that are important for investment decisions.

The effects of the corporation tax on saving and investment
are no doubt important but again nothing very definitive can
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be said about them. Ostensibly the levy on corporations signifi-
cantly reduces their ability to finance the purchase of new capi-
tal assets, but appraisal of effects is dependent on appraisal of
incidence. Taxes recouped by raising prices, whatever else may
be said about them, should have no great impact on investment.
This we do know: Despite tax levels, investment as a percentage
of gross national product was as high in the 1950’s as during
the 1920’s.

There can be no doubt at all that the combination of rela-
tively lenient taxation of capital gains and undistributed profits
plus accelerated depreciation gives corporate business a power-
ful incentive for growth. In many cases corporate boards of
directors worry as much about an outlet for available resources
as about new capital supply. But growth in the economy and
growth in the firm are two different phenomena. The tax sys-
tem has built-in biases that favor overcapacity. The principal
objection here is waste in the allocation of resources.

ACCELERATED DEPRECIATION

Recent controversy about depreciation policy divides into
two parts: the first concerns the sort of depreciation policy that
will indicate the true income of the taxpayer; the second re-
lates to the use of investment allowances to stimulate economic
growth and/or relieve unemployment. It is perhaps fair to
say, although the point is arguable, that the legislation of 1954
aimed principally at a more neutral and precise accounting of
annual business income. Stress was laid upon the evidence that
traditional straight-line depreciation erred in its timing against
many taxpayers, taking no account of the propensity of assets—
especially machinery and equipment—to lose value most rap-
idly in the early years. The current revisiom® of archaic life-
expectancy tables are also of this order. Some recent proposals
of the Kennedy administration, on the other hand, aim frankly
at the use of depreciation policy as a stimulant. This is clearly
discernible in the proposed allowance of more than 100 per



HOW SHALL BUSINESS BE TAXED 11

cent recovery of capital outlay—a policy long followed in the
case of depletion allowances for the extractive industries.

The questions raised by these innovations are many and
some of them are profound and difficult. How does one derive
the facts and the formula for realistic depreciation? The illu-
sion that accelerated depreciation would cost the Treasury noth-
ing ultimately has been adequately demolished—in a dynamic
and expanding economy the revenue never catches up with the
losses. Since loss of revenue is clearly at stake, would reduced
corporate tax rates serve the objectives as well or better than
generous depreciation or investment allowances? Is the shortage
of capital an important limiting factor in the growth of an
economy alleged to be afflicted with excess capacity? Is a de-
liberate discrimination between the new and the old sound
cconomics? How about the handicap to firms that have recently
completed new investment programs? Granted that replacement
of antiquated machinery is desirable for growth, why does free
enterprise need any prodding for replacement that is economi-
cally sound? Does all of this only add to the complaint that
businessmen make too many decisions on the basis of taxes?
Can and will we turn the faucet off when stimulants are no
longer needed? And so on.

Critics who have inveighed against unneutralities in the tax
system are likely to accept some (even generous) accelerated
depreciation as in accord with their bias. But investment allow-
ances which introduce deliberate discrimination are bound to
be regarded by them with skepticism. Some weight can be given
perhaps to the point that businessmen are not entirely rational
in replacement policy, but such innovations must carry a sub-
stantial burden of proof.

TAXATION OF BUSINESS EARNINGS ABROAD

This outline of business tax problems would be seriously in-
complete if it ignored entirely the knotty subject of levies on
foreign business, domestically owned. Elements of the subject
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include the validity of situs versus domicile or citizenship as the
principle to follow in territorial finance; neutrality as to domes-
tic and foreign investment and as to branch and subsidiary or-
ganization; the promotion of private foreign investment es-
pecially in underdeveloped economies; and the conservation of
our gold reserve. Obviously this area is more than we can cover
in adequate detail here even if we knew enough about it to do
so well. Untaxed foreign investment could be another oppor-
tunity of the acquisitive economy to enhance wealth indefinite-
ly outside the domestic, let alone the personal, tax system. On
the other hand, available data apparently do indicate that funds
remitted to this country from the cumulative foreign invest-
ment in past years exceed those currently going abroad.

PROBLEMS AT THE STATE LEVEL

If the federal system of business taxes invites some charges
of irrationality, state systems surely are worse. Take the insti-
tution of franchise taxes, for instance. The term “franchise
tax” is one applied mainly to a levy on the privilege of doing
business in the corporate form. Such a levy is an excise tax af-
fording the legislature extremely wide discretionary powers,
especially as applied to domestic corporations. With no defen-
sible measure of value of the corporate privilege available,
courts have permitted a wide variety of measures: gross income;
net income; capital stock, authorized, issued, or according to
market value; corporate excess (value of assets less that of tan-
gible property); and several other criteria. A state may tax its
domestic corporations on their franchises measuring the base
by all the corporate stock (or income) of the company even
though some or all of it is employed (or earned) outside the
taxing state. ]

On another occasion the author appraised the Michigan
franchise tax as follows:

Of all the considerable array of Michigan taxes, there is probably least
to be said for the business franchise tax based upon paid-up capital and
surplus of corporations. It is grounded on an old and antiquated theory
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that corporate privilege provides a measurable tax base. Actually there are
three aspects of a business which might provide the basis of a rational
tax: its property (including the intangibles); its net income; and the vol-
ume of its transactions. The franchise tax is calculated to reach none of
these with any acceptable degree of precision. Book value of assets (less
long-term indebtedness) is about the roughest possible approximation
of property value. Add to this the fact that as administered and perhaps
as necessarily administered the tax involves an excessive element of self-
assessment. Moreover, much corporate property is already taxed at the
local level and again taxed under the state intangibles tax. Other than
the revenue it brings in, what is to be said for the franchise tax??

The state taxation of interstate commerce hitherto dependent
for guidelines upon courts that were ill-equipped to provide
them is now on the agenda of the United States Congress. If
the Congress acts with due courage and discretion, it can do
much both to lay a solid plank in a sound structure of American
federalism and to relieve interstate business of much uncer-
tainty and perhaps excessive compliance costs. Decentralized de-
cision making needs defending but having some common rules
of the game prescribed by overall representation makes cle-
mental common sense.

SuourLp Business BE TAxep AT ALL, AND IF So, How?

It is not inconceivable that a modern state could subsist on a
revenue system that ignored business taxes—at least if the lat-
ter term be narrowly defined. The British system goes far in
this direction, at least, in leaving industry immune. Manufac-
turing property has been largely “derated” for local tax, which
falls mainly on houses and mercantile establishments; even the
national income tax system which does tax corporate income
as such at a moderate rate is mostly designed to reach personal
income only.

Perhaps the main impediment in applying a concept of
strictly personal taxation is undistributed profits. Even the Brit-

2 Harold M. Groves, “Michigan Taxes and Economic Growth,” Taxes and
Economic Growth in Michigan, Paul W. McCracken, Editor, Kalamazoo: W. E.
Upjohn Institute for Employment Rescarch, 1960, pp. 85-97.
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ish have been obliged to develop various gadgetry to foreclose a
wide-open invitation to use the corporation as a savings bank.
The acquisitive economy is largely an incorporated way of life
capable of insulating the individual from its bounties, except
for capital gains, some of which are granted important tax
concessions and some of which are never realized at all. The
personal tax system, at least a simple one, is ill-equipped to deal
with this phenomenon.

Beyond this and at the state level, corporation income taxes
apply the situs pr1nc1ple to business earnings; without them
considerable income earned in a particular state and distrib-
uted to out-of-state investors would go untaxed. At the local
level, no doubt most citizens would think it unconscionable to
exempt industrial property from ‘“paying its share” for the
benefits of fire and police protection, but this is hardly a matter
of special business taxation.

In the area of special business,taxation we encounter the old
controversy concerning the wisdom of confining such taxes, if
any, to corporate entities. There has always been some follow-
ing for the view that business taxes, if we are to have them,
should be extended to all business, however the latter may be
defined. But this special effort to introduce rationality into
what is mainly an irrational sector of the tax system has never
had wide appeal. When we carry the business classification to
include the farmer and the corner grocer, it becomes apparent
that the businessman after all is, as we have said, only a wage
earner, a householder, and a consumer in a different garb.

More support, no doubt, could be found for classification
within the very large and diverse corporate family of institu-
tions. Indeed we have enacted some legislation to neutralize
the tax burden as between small corporations and partnerships
by allowing a choice of tax status to these institutions under
certain circumstances. Small business enjoys, as well, other
benefits of other special tax provisions. These concessions create
plenty of difficulties: boundary lines are necessarily arbitrary;
some unjustified competitive inequalities may develop; cor-



HOW SHALL BUSINESS BE TAXED 15

porations can divide to secure advantages; complications are
added to a complicated law. Nevertheless small firms do have
special difficulties in securing equity capital and are especially
dependent on undistributed earnings.

Finally we may record the argument concerning the applica-
bility of progression to corporate income. The volume of cor-
porate earnings is clearly only an index of size—certainly not
of profitability. Graduation according to profitability still has
some following in academic circles but it has made no progress
against the traditional view that we must not attack the profit
motive directly; all profits are fair if they are competitive, and
if they are not competitive, we should call the antitrust division
rather than the Internal Revenue Service. Moreover, proposals
of this sort recall the experiences of the excess profits tax eras
which many taxpayers would be happy to forget.

If and when the public and Congress fall into the mood for
something new and different in business taxation, they might
conceivably consider a value-added tax. Our one experience
with this tax is in Michigan where the symmetry of an attrac-
tive theory has been severcly compromised by arbitrary features.
The tax is advertised as one the incidence of which could be
made to approximate that of a flat personal income tax on all
income. No doubt such a levy would encounter plenty of dif-
ficulties of its own. Its theoretical symmetry could be distorted
sadly in the political process of conceding exemptions and
(perhaps) classified rates. And its political attractiveness would
be far below that of the corporation income tax. In defense of
such a levy it could be argued with high plausibility that its
incidence would be more explicit and dependable than that of
the corporate net income tax.

The author has argued elsewhere® that our income tax system
suffers from excessive marginal rates that are not effective. Ways
may be found to broaden the base of the personal and the cor-

8 Harold M. Groves, “Revision of the Federal Income Tax,” Proceedings of
the . . . National Tax Association, 1961, Harrisburg, 1962, pp. 19-25.
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porate tax, both reducing the advertised rates and increasing
the yield of these levies.

CONCLUSION

Rigorous rationalism in the tax system is perhaps too much
to expect. But rigorous rationalism in tax critics, at least the
academic ones, can be demanded. These tax critics do now
and should continue to find the business tax system amply pro-
vocative.



CHAPTER 1I
APPROACHES TO THE TAXATION OF BUSINESS

SoLOMON BARKIN
Director of Research, Textile Workers Union of America

HE REALITIES of the federal tax system have made rela-

tively academic the issue of eliminating the corporate in-
come tax. We cannot truly change the proportion of our federal
revenue coming from this source. A battle over the shift of the
burden of taxation would involve us in a major national con-
flict of economic interests. We have already heard the protests
and witnessed the resistance resulting from relatively more
modest proposals. Each special claimant determinedly fights
for his position, and the mass of Americans, while inadequately
represented at the hearings, can voice their sentiments in elec-
tions. Moreover, our corporate business sector has adapted it-
self to the impact of the tax. Our nation has lived through pros-
perous, highly active, full employment periods, as well as major
and minor recessions, under this system of taxation. The issue
remains—how to operate best within this system of taxation.

PrROPRIETY OF THE CORPORATE INcoME TAX

The continued application of the corporate income tax
system supports the assumption that there is much substance
to the two basic presumptions argued by the proponents of this
form of taxation. The first is that the government does provide
services to the business society for which payments may well be
requested in relation to the company’s income, and second, that
there is a residue of income enjoyed by business enterprises,
again roughly measured by income, which results from its eco-

17
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nomic power, strategic position, or good fortune, to which the
community may well have special claims. There is an inde-
pendent taxing capacity which can be and has been tapped by
government. The objections to these corporate income tax pay-
ments, on the grounds that they should be more broadly as-
sessed or that the power should be curbed by antitrust authori-
ties, hardly get to the core of the issue. These business units
have incomes and tax capacities which the community has eval-
uated and to which it, has applied differential levies, according
to rough measures of the ability to pay.

The debate on the incidence of these taxes has not been con-
clusive, largely because the market conditions prevailing in
each of the economic areas have differed widely and have
varied from time to time. We can conjecture that in the more
competitive fields, the shifting of taxes is more difficult than in
the oligopolistic markets where taxes are passed on more easily.
The size of the transfer depends on the pricing policies fol-
lowed by the original taxpayers and the latitude allowed the
price-setter by competitive market factors and conditions. It is
more than likely that the narrower the limits of discretion
placed upon the price administrator, the less is he able to shift
his tax costs. Moreover, the varying impact of the flat tax rate
for all but the very low income business has different effects on
corporations, depending on the rate of profit. Therefore, it must
be presumed that some very substantial part of the tax burden
placed on corporations is absorbed by the original business en-
terprises which pay these income taxes. We cannot assume that
the corporation is only a conduit for the payment of taxes.

ELIMINATION OF INEQUITIES AND ABUSES

The grave question before us, therefore, is*not the propriety
of the federal corporate income tax system. Rather, the issues
are first, how to eliminate the inequities and abuses written into
the law, as well as those which have developed from the ability
of the taxpayers and their advisers to circumvent the obvious
purpose or to capitalize on undetected loopholes; and second,
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how to operate the tax system so that it contributes to the over-
all national purpose of achieving maximum economic stability
and continued economic growth.

As for the correction of the inequities and abuses, many have
written about this problem and have sought action to assure
greater fairness in the application of the law. Among those
proposals which appear to be most significant are the following.
First, there is the currently discussed issue of the special privi-
leges enjoyed by domestic corporations with foreign operations.
‘These ventures had been looked upon favorably during the
past few years. Now they are considered of questionable de-
sirability, particularly as they relate to the developed countries,
for they endanger our balance of payments and encourage man-
agements to seck easier, orthodox solutions through investments
abroad which provide built-in tax benefits and avoid tackling
their competitive problems at home. This changing attitude il-
lustrates the particular dilemma faced by the tax administra-
tors and economic policy-makers, who often apply laws which
are designed for specific periods, but which continue in opera-
tion long after their usefulness has been served and become
converted into abuses and special privileges, and may, as in
this instance, endanger the very soundness of our entire mone-
tary system. Our tax laws should limit the period of applica-
tion of special privileges and empower the administrator to re-
duce or even cancel them if they no longer serve national
policy.

A vital area requiring correction is the much discussed tax
haven for American corporations in foreign countries. These
allow for tax avoidance and much manipulation. The United
States Treasury provided an ample listing of these cases in its
testimony last spring before the House Ways and Means Com-
mittee.

Liberal depletion allowances have also been continued long
after they are appropriate. Whatever rationale there may have
been for them when this nation feared a shortage of oil, it has
been completely removed by the present international abun-
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dance of oil resources and supplies. Continued encouragement
of oil exploration in the United States appears unnecessary at
this time and is a further embarrassment to our foreign eco-
nomic policy.

Expense spending has been abused and has created a new di-
mension for untaxed executive compensation which the Treas-
ury has sought to curb, before the sense of general outrage
against special privilege inspires further cynicism and lack of
respect for our tax, system.

Other special areas which require immediate action are in
the misuses of the privilege of establishing corporate educa-
tional and philanthropic foundations as protective covers for
the control of business operations; the creation of banking re-
sources; the domination of social, educational, and welfare in-
stitutions and activities either locally or nationally; and their
use as tax havens. The loss carry-over provisions have enriched
resourceful taxpayers at the-expense of the Treasury and have
accelerated the demise of business enterprises where owners
have found it more attractive to sell out than seek to rehabili-
tate their ventures.

ImpPAcT OF CORPORATE INCOME TAX UPON ENTERPRISE

Still another area of close study should be an examination of
the impact of the corporate income tax system upon the indi-
vidual enterprise, as a business venture working consistently
with the overall interests of the economy for stability and eco-
nomic growth. In relation to the first of these objectives, the
evidence and opinions appear to agree. The tax system has con-
tributed to the achievement of greater economic stability. The
taxes levied on the enterprise have varied their income. More-
over, the carry-back and carry-forward pfovisions have permit-
ted concerns to average out their incomes. In times of business
reverses the tax burden has declined and in fact, if losses were
incurred, credits could be called for.

The real issues relate to the degree to which the tax system
has helped economic growth. In the prior periods of high
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rates of growth, the present corporate tax system has been fully
operative. We may, therefore, conclude that it has been an aid
and certainly not a deterrent to economic growth. Over the
last twenty years, the business community has exploited reces-
sions to seek out special privilege which has then become per-
manently written into the tax law.

Each was obtained in the name of aiding economic growth,
but the business community was always ready to ask for an-
other concession before the last one was fully implemented. No
better illustration of this course may be found than in the con-
tinued agitation for the liberalization of depreciation allow-
ances. The famous fight in 1940 over industry’s liberalized de-
preciation allowances as the price for conversion to war pro-
duction began this long chapter. The concessions of 1954 were
followed by the agitation which prompted rejection of the
special investment credit proposals offered by the Administra-
tion to this Congress.

Econonic Toors To ENCOURAGE BUSINESS ENTERPRISE

Our great need is to integrate our corporate tax system with
a full program of economic programming and balance, which
would encourage continued high employment and economic ex-
pansion, just as some countrics with continuing high postwar
employment have already done. We now employ a set of eco-
nomic tools beyond those built into our economic organization
to encourage business enterprise. These include grants for re-
search or contracts for military production, which yield many
opportunities for commercial exploitation. The government
now underwrites many private ventures in construction and in
the home building fields, which safeguard loans and which re-
duce costs, as in the case of high-priced land resold after pur-
chase by the government at a loss absorbed by the government.
Differentially lower interest rates are employed in various ways
to assist some types of ventures. Lower tax rates are assured for
operations in Latin America in order to encourage investments
in these countries. Our tax system has recognized the propriety
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of investment in research and allows for its deduction as a cur-
rent business expense.

The special merit of these procedures is that they can be
invoked only at the time of an actual business undertaking. In
some instances, safeguards are written into the operation of
these techniques and their supervision, which assure positive
results rather than gains through subterfuge. It is unlikely that
these provisions could promote such wholesale misuse as the
milking of depreciation funds, as now occurs in many real es-
tate operations. .

The Administration’s proposal respecting investments in new
capital expenditures falls into the same category. It is not a
concession applicable to all past investments and which would
net a windfall to present owners of capital. It is a special in-
centive for investment. The great deficiencies in this approach
are that it is not limited as to its period of application, and
provides the administrator with little area for discretion as to
its period of operation or guides, for its termination. It is ap-
plicable across the board to all situations without regard to
whether it is in the public interest to promote investments in
specific areas. All businesses want to get in on the benefits ir-
respective of their activity. They fight differentiation which is
becoming the focus of national economic policy.

The great challenge in our economy at the present time is to
accelerate the rate of application of scientific knowledge for
commercial uses. The United States government has invested
billions in basic research, much of which is available to our
business enterprises. The latter have not developed practical
uses for this knowledge at a rate which will keep our country
technically and economically ahead of other nations.

There is a great urgency in getting this process advanced.
Various means must be found. The Departmefit of Commerce
is embarking on a program of popularizing the use of scientific
knowledge. Perhaps we need development agencies for various
industries to bridge the gaps between knowledge, development,
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and commercial application. Whatever the needs are, they have
to be spelled out immediately and precisely.

The government needs the fiscal and tax tools, the incentives,
and the legal means for penalizing the laggards and discriminat-
ing between industries, to assure the promotion of those vital
to the competitive survival and economic growth of the United
States. Other countries in the Western bloc such as France, Ger-
many, Italy, the Scandinavian countries, and England have de-
veloped a series of techniques including tax rewards and pen-
alty devices which induce their industries to conform to their
national programs for economic development.

We in the United States have hardly begun to explore our
needs for new fiscal tools to aid in economic development. We
have enjoyed the luxury of maintaining a Council of Economic
Advisers for some fourteen years. During the last eight years,
it has not been an agency for the careful guidance of the econ-
omy. Its members were government business forecasters who
advised on fiscal, monetary, and political economic policy.
Other Western countries have forged ahead of us and spelled
out careful guideposts for development and growth. They have
provided their governments with a variety of tools for achieving
these results in order to maintain rates of economic growth.
Their effectiveness is illustrated not only by their record, but
also by the willingness of the English Conservative government
to emulate them in their ways. The tax systems in these coun-
tries have been closely integrated with their programs for eco-
nomic development.

The new approaches we have to study and pursue must be
based in part on the recognition that the United States, as well
as all other member nations of the OECD, has undertaken to
increase its real national output by 5o per cent in ten years
and maintain full employment. We also have an immediate
responsibility to maintain a sound balance of payments. These
ends cannot easily be achieved unless we provide the govern-
ment with many new tools for accelerating growth and guiding
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business action. The tax administrator will, therefore, have to
be given more discretion and tools than he has ever before
possessed to help effectuate the overall economic programs.
That does not mean that the tax burden on business has to be
reduced, but rather that it has to be shifted, adjusted, and
varied, as may be required to effect the broader national pur-
pose. Provisions designed for achieving short-term national
purposes should be dropped when their purpose has been
achieved. The tax administrator should, with the approval of
the President, integrate his program with an overall federal
system for stimulating economic growth and achieving stability.
The personal beneficiaries of these advantages will have to share
the results through higher personal income tax payments.



CHAPTER III
TAXATION OF BUSINESS

LeonArD E. Kust
General Tax Counsel, Westinghouse Electric Corporation

HE TAXATION of business has in economic theory al-

ways been an anomaly. We have, nevertheless, bemused
ourselves with the idea that taxing business somehow or other
relieved individuals of the burden of taxation. Yet nothing
could be clearer than the fact that a tax imposed on business
must be borne by people—the people whose combined activi-
ties comprise the business: its customers, employees, and in-
vestors. Growing recognition of this much obscured but simple
fact is enlightening current discussions of business taxation.
At the same time the argument over who bears a tax on busi-
ness, particularly the corporate income tax as between the
sharcholders or customers, is being recognized as irresolvable.
The incidence of the tax is, no doubt, a changing one depend-
ing on the stage of the business cycle and, hence, the tax is one
of uncertain impact.

In this state of the matter it would appear clear that the im-
position of taxes on business, regardless of their nature, is really
a device for collecting taxes actually imposed on individuals,
but without any certainty as to what economic group of indi-
viduals bears the tax. Good sense would, therefore, scem to dic-
tate that there should be no business taxes.

Yet, I think it must be recognized that utilizing business en-
tities as a collection device for spreading the burden of taxa-
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tion is too attractive and useful to be overlooked by a financially
hard-pressed government. Aside from this hard, practical con-
sideration, there is, in spite of the uncertain incidence of busi-
ness taxes, pragmatic wisdom in avoiding a tax system consist-
ing of only a single tax such as the individual income or ex-
penditure tax. No tax is perfect, and a medley of taxes, if prop-
erly chosen, can help to balance the imperfections of any
one tax.

The administrative convenience and relative certainty of col-
lection of taxes imposed on business is also a compelling prac-
tical consideration which has moved legislatures to rely on
business taxes. This is especially clear in the case of sales and
use taxes where the tax is supposedly only nominally imposed
on business as a means of collecting the tax from the purchasers.

Accepting, therefore, the pragmatic justification for business
taxation, the question remains as to what should be the nature
of business taxation. Should the main reliance be placed by
the federal government on the income tax? In 1g96o, $22 bil-
lion, or 8o per cent, of the $28.3 billion of business taxes col-
lected by the federal government (other than the alcohol, to-
bacco, retailers, stamp, and employment taxes) was from the
corporate income tax. As compared with other nations, the
United States (including the federal and state governments) re-
lies 1.6 times as much on corporate profits taxes as do the West-
ern European countries. Only Great Britain approaches our re-
liance on the corporate income tax. In view of the fact that our
extraordinary reliance on the corporate income tax compels a
rate of 52 per cent, which is widely deplored, it should be clear
that a consideration of alternatives or supplements to the fed-
eral corporate income tax is appropriate.

ALTERNATIVES TO THE CORPORATE INCOME TAX

In considering such alternatives it should be kept in mind
(1) that the broader the base the lower the rate can be, there-
by reducing the impact of the tax on business decisions; (2) that
the choice of the base may make more certain whether the tax
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is shifted or absorbed and if shifted that the tax will have less
impact on business decisions; and (3) that the choice of the
base may determine to what extent the tax is pyramided. It
should also be recognized that these considerations may be
contradictory, compelling choice among them.

A tax on corporate business income is, of course, imposed
on a relatively narrow base of about $45 billion, requiring in
the case of the federal tax a high rate that has a substantial im-
pact on business decisions. This impact is intensified by reason
of the fact that an income tax is less susceptible of ready shift-
ing than other business taxes. But a tax on business income is
not pyramided except to the extent that it is passed on in price
and incorporated in successive mark-ups.

General Business Tax

The opposite extreme of the income tax is the business re-
ceipts or turnover tax. The aggregate national base of this tax
would be on the order of $goo billion and it would require a
rate of only about g per cent to equal the revenue of $28.3
billion from the present corporate income and other business
taxes which it could supplant. Since the rate would be very low
and since the tax would most probably be shifted, it would have
relatively little impact on business decisions. But it would clear-
ly be pyramided through the whole production and distribu-
tion process and the extent of the pyramiding would depend
on the number of business entities in the chain. This would
give a competitive advantage to the industries and enterprises
with the fewest number of entities in the production and dis-
tribution chain. Nevertheless, turnover taxes are quite wide-
ly and apparently successfully used by many countries, espec-
ially in Western Europe. Moreover, the problem of pyramiding
is mitigated as the rate is reduced. Hence, il the corporate in-
come tax were to be retained at, say, a 25 per cent rate and
the general business receipts tax relied on to raise the remain-
ing business tax revenues of about $17 billion, the rate would
need to be no more than 2 per cent.
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Value-Added Tax

There is another form of tax, the base of which lies about
halfway between general business receipts and net income.
This is generally referred to as the value-added tax. Professor
Carl Shoup has done much to stimulate consideration of this
tax and it has been adopted in a modified form by the state of
Michigan as its business activities tax. The theory of this tax
is that normal business accounting provides the basis for cum-
ulatively determining national income in the aggregate, and
hence if each business entity is taxed on its contribution to the
national income, in other words the value it has added, the
total national income will be taxed and taxed only once with-
out duplication or direct pyramiding.

In determining the value added by a business entity one can
either subtract from its business reccipts purchases of goods and
services from other businesses and its depreciation charges (or
in the alternative, its capital expenditures) or one can add its
payments made to individuals for,salaries, wages, interest, and
rents, and the profits of the business. Based on 1959 data the
aggregate national value-added tax base would be about $300
billion, which would require a tax rate of about g.5 per cent to
equal the $28.3 billion now raised by business taxes it could
replace. Thus, the value-added tax also achieves a vast broad-
ening of the present tax base and a very substantial reduction
in the rate. It would not be pyramided except as the tax is
passed on in the price and incorporated in successive mark-ups.

It is much less certain, however, than in the case of the gen-
eral business receipts tax, that the value-added tax would be
shifted. Hence its impact on business decisions might be con-
siderable. Moreover, to the extent that it is not shifted it could
have serious economic consequences in that it would constitute
a levy on capital in years when the business did sot have income
at least large enough to cover the unshifted portion of the tax.
Here again, therefore, it might be wise to continue to rely on
the corporate net income tax at about half its present rate, or
25 per cent, and to raise the remainder of the present business
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tax revenues of $17 billion from the value-added tax. This
would require a rate of about 6 per cent.

General Manufacturers’ Excise Tax

A final alternative or supplement to the corporate income tax
which I shall bring up for consideration is the general manu-
facturers’ excise tax. Such a tax has often been advocated and
almost every session of Congress has bills before it which would
enact it. Canada has had such a tax for many years. In so far as
the general manufacturers’ excise tax would be a substitute for
the present selective manufacturers’ excise, it makes sense.

It is hard to see, however, how the general manufacturers’ ex-
cise tax can justifiably be used as a substitute for the corporate
income tax, since it would shift the present tax on trade and
services to manufacturing. Even on the assumption that the tax
is wholly passed on in the prices of manufactured products the
terms of trade would shift against manufactured products and
in favor of services with economic detriment to the manufac-
turing sector. If the tax is not passed on it would discriminate
against investment in manufacturing. The wisdom of selecting
a segment of business enterprise from which to collect the rev-
enue or part of the revenue now coming from the corporate in-
come tax on all business is certainly to be doubted.

The manufacturers’ excise tax is not essentially different
from a business receipts tax except for its coverage, and its lim-
ited coverage is its basic defect. On the other hand, being levied
only at the manufacturing level it has the advantage over the
general business receipts or turnover tax of avoiding direct pyr-
amiding. But the value-added tax also has this advantage and
at the same time does not suffer from the defect of applying to
only one sector of business enterprise.

The advantages and disadvantages of each of the several pos-
sible business tax bases suggests that possibly a combination of
all of them might be the most satisfactory. Such a solution could,
however, encounter serious problems in administration and
compliance, especially with respect to small business.
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While I do not advocate any specific change, I would like to
suggest that serious consideration should be given to reducing
sharply the federal corporate income tax rate to perhaps 25 per
cent and relying for the revenue lost either on a general busi-
ness receipts tax of probably 2 per cent or on a value-added tax
of probably 6 per cent.

Such a change would radically alter the federal business tax
climate and would, no doubt, alleviate some of the most dif-
ficult problems under our corporate income tax, arising main-
ly from the very high rate, such as depreciation, capital gains, de-
pletion, and foreign income.

STATE AND LocAL TAXATION OF BUSINESS

So far as state and local taxation of business is concerned, the
choice of and relative reliance on the several possible forms of
business taxation is in much better balance than with respect
to federal taxation of business. Of total general business tax
revenues in 1960 of about $6.7 hillion (other than property and
miscellaneous taxes), $5.5 billion, or 8o per cent, was from
sales, use, and gross receipts taxes and $1.2 billion, or 20 per
cent, from the corporate income tax. Hence, if business taxa-
tion by states and local governments is to be used as a supple-
mental means of distributing the tax burden among individ-
uals, there is not much to suggest for improvement so far as the
choice of taxes is concerned, other than, as Professor Groves
has pointed out, that there is not much to be said for a fran-
chise tax.

There is, however, a problem encountered in state and local
taxation of business which is not encountered at the federal
level. This is the vexing problem of how to tax interstate busi-
ness. The problem is now under investigation by a subcommit-
tee of the House Judiciary Committee and on® can hope that a
solution will be forthcoming. In any event the problem is too
big to explore here. In spite of the seriousness of this problem,
however, I doubt that it will ever be possible to persuade the
states and local governments to abandon taxation of business.



TAXATION OF BUSINESS 31

THE Use orF BusiNEss TAXATION FOR EconoMic GROWTH
AND STABILIZATION

At the outset I recognized that there was a pragmatic justi-
fication for business taxation even though there might be none
in economic theory. There is much discussion today, however,
of the merits and the means of using business taxation as a
fiscal device for stabilizing the economy and contributing to its
growth. If such a use of business taxation is accepted and is ef-
fective, it could of itself justify the taxation of business as a
matter of economic theory or at least as a program based on eco-
nomic theory.

It is not always clear whether the various tax proposals to
spur economic growth are conceived of as a use of the tax sys-
tem to encourage economic growth, or as a removal of the dis-
couragement that the tax system offers to economic growth,
which could best be removed by abandoning the tax on busi-
ness. It probably depends on the point of view and the convic-
tions of the proponent. In any event, such proposals as the
President’s investment credit, the various proposals for liber-
alized depreciation, proposals for incentives to research and de-
velopment, and the concessions to small business are devices to
encourage economic growth, the efficacy of which depends on
the existence of a business tax system. But it is not yet widely
or avowedly advocated that business should be taxed in order
that such devices to encourage economic growth may be used
as indicated.

There is inherent, however, in the view that the corporate
income tax acts as an automatic economic stabilizer the im-
plicit argument that for this reason the taxation of business in-
come is sound and desirable. Moreover, the existence of business
taxes is prerequisite to most of the proposals for employment
of fiscal machinery to moderate the business cycle. We shall, no
doubt, hear much more of such proposals in the future. If such
an approach to economic stabilization is accepted, this will, of
course, be another justification for the need to impose busi-
ness taxes.
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CONCLUSION

Business taxation is too firmly entrenched for anyone to en-
tertain any hope that it will be abandoned or significantly re-
stricted. But a wiser choice and balance among the several pos-
sible bases of business taxation, particularly by the federal gov-
ernment, can properly be expected and should be effected.

Should business taxation become the necessary foundation
for programs of economic growth and stabilization, the con-
siderations relevant to this purpose may dictate the choice of
business taxes, possibly taxes which are not extensively em-
ployed today or even familiar to us, such as taxes on undis-
tributed profits, on capital expenditures, or on business costs.
We may be facing an era in which business taxation assumes an
unaccustomed role.
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HE DIFFICULTIES encountered in formulating a ration-

able, equitable, and practicable approach to business taxa-
tion have been effectively appraised by Professor Groves. One
wonders if any order can be brought out of the confusing sit-
uation described. Possibly by taking inventory of the theory
and practice of business taxation and setting our sights on rea-
sonable but attainable objectives we may accomplish some
much needed reforms. This was my hope in 1950 when a num-
ber of us participated in a Tax Institute symposium on “Taxa-
tion and Business Concentration.”

As Professor Groves and other contributors to the present
symposium indicate, we are confronted with many different
points of view on what business is and on why and how business
should be taxed. The result is that many taxes imposed specifi-
cally on business as an object of taxation and other taxes col-
lected from business along with other taxpayers are, to a great

extent, the products of fiscal, political, economic, and social
expediency.

THE NEED FOR REVENUE

We all know that the primary purpose of taxation through-
out history has been the raising of revenue to support govern-
ment services. The Bureau of the Census has reported that our
100,000 taxing governments collected approximately $126.6
billion in taxes and compulsory social security charges in the
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fiscal year 1960. These revenues, rounded in billions, fall into
these categories:

Individual income taxes $43.2
Corporation income taxes 22.7
Property taxes 16.4
Selective sales taxes 18.2
General sales and use taxes 5.2
Customs duties 1.1
Motor vehicle licenses 1.7
Death and gift taxes 2.0
Other taxes 2.7
Social security taxes and charges 18.4

Total $126.6

Not included in these figures were $235.4 million in net in-
come reported for state liquor stores. These profits would be
regarded by many as a tax, in eftect.

Without attempting to separate the taxes on business and
those collected from business, it is apparent that these two
categories together constitute the great preponderance of our
taxes. Individual income taxes are largely withheld at the
source, property taxes fall substantially on business as well as
personal property, sales taxes are either levied on business or
collected by it, and social security taxes and charges are partly
laid on business and partly withheld. Corporation income and
franchise taxes are also assessed against business. Thus busi-
ness has become a favorite target for taxation and tax collec-
tion.

WHAT Is BUSINESS?

If business is to be an object of taxation, how shall it be de-
fined? If we say that business, in the broad sense, is productive
activity directed toward the markets for goods and services, is
this a practicable and desirable definition fo¥ taxation? As we
know, it is frequently not possible in taxation to draw a clear
line between production and consumption or between what
the economist might regard as business and nonbusiness ac-
tivity.
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Many difficult questions arise in defining business for taxa-
tion. If we include in business all productivity directed toward
the market, should any distinctions be made with respect to
the extractive industries, manufacturing, finance, trade, the
professions, and other classes of business? Should a uniform
business tax be imposed, or should tax rates vary with the class
of business? Should uniformity and equality of taxation in each
community be sought, or should distinctions be recognized for
domestic and foreign concerns? Should domestic firms operating
outside the community be subject to the same income taxes as
such firms operating in foreign communities? These are only
a few of the numerous questions arising in the development of
a rational concept of business taxation.

Justice AND OTHER TAX PRINCIPLES

The principles of taxation have frequently been advanced
with individual taxpayers in mind. This seems to have been
largely true for Adam Smith’s classic maxims of equity, cer-
tainty, convenience, and economy, which were formulated be-
fore the taxation of corporations became of great revenue im-
portance. Justice in taxation, as related to ability to pay, bene-
fits received, and other criteria, has been thought of as a re-
quirement for distributing the costs of government among in-
dividuals. Where business is merely a tax collector, as for sales
and purchase taxes to be added to the prices paid by purchas-
ers, the taxes taken initially from vendors may be regarded as
taxes on individual consumers. But both taxes on business and
taxes collected from business are essentially impersonal in their
application, and justice among individuals may be impossible
to attain.

More recently, the effects of taxation on the whole com-
munity have been considered and not simply the burdens on
those who are assumed to be the ultimate taxpayers. As revenue
needs have multiplied, business activity has increased, and such
social goals as full employment and economic growth have been
emphasized, the equitable distribution of taxation has become
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more and more a community problem. Much is being heard
about the increased need for investment and a faster rate of
economic growth, as anxious eyes are kept on Russia. Fiscal
policy has turned to taxation as an instrument of influence and
control over the flow of economic activity.

But economic goals may not be decisive in taxation. Political
pressures are always present, and political expediency may pre-
vail over rational economics. Then, too, as revenue needs have
increased, our governments have levied a greater diversity of
taxes, regardless of economic consequences. The overlapping
of taxes imposed by different levels of government has also in-
creased in the competition for additional revenues.

The interplay of economic, political, financial, and other
forces has resulted in a conglomeration of federal, state, and
local taxes imposed on business and collected from business.
Both revenue and regulatory motives have been at work. Now
we are confronted with the task of formulating regulatory as
well as revenue principles of taxation and bringing order and
consistency into their application.

THE UNSETTLED THEORY OF BuUSINESs TAXATION

Considering all of the complications involved, perhaps it is
little wonder that the theory of business taxation remains in an
unsettled stage of development. Each theory falls down on some
score, whether one refers to the numerous variations of ability
to pay, costs, benefits, neutrality, equality, uniformity, or other
bases of taxation. We always arrive at the point where ability,
benefits, economic effects, and so on become uncertain and
perhaps immeasurable. Furthermore, the different theories con-
flict with each other.

If one seeks escape from subjective value-judgments in de-
vising standards of tax distribution, whether h% considers only
the burdens on the taxpayers or the impact of taxes on the whole
community, he may find momentary refuge in an impersonal
theory of business taxation. Why not tax business, or productive
activity, as Professor Studenski proposed, with a value-added
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tax? Saying that any tax is impersonal, however, does not pre-
vent its falling on investors, consumers, or other individuals
through shifting or tax capitalization.

A value-added tax would tend to be shifted forward to con-
sumers in higher prices. The base of this tax would be sub-
stantially the same as that of a retail sales tax falling on the
sum of the values added in production, rather than on each
addition to value along the way. Why, then, resort to a round-
about process of taxing the values of production when a direct
tax on retail values would tax final values? In either event, it
is not production or business which bears the burden of

taxation; rather it is the individuals to whom the tax is
shifted.

BusinEss TAXATION AND THE EcoNoMmy

Tax theory has increasingly emphasized the necessity for the
taxation of business and individuals to be consistent with our
economic and social objectives, whether taxation be employed
for revenue or for regulation. Economic stability and growth
are commonly cited objectives. Growth of the economy requires
a consideration of the effects of taxation on manufacturing,
trade, employment, investment, consumption, and other eco-
nomic activity. To a considerable extent the local, state, and
national economies are competitive with other economies. In-
dustries also compete with industries and taxpayers with tax-
payers.

Agreement has not been realized on the implications of such
objectives as full employment, stability, and growth, and the
best means for advancing these goals. Despite all of our studies,
the economic effects of many of our taxes are shrouded in mys-
tery and controversy. Taxpayers disagree with tax officials,
members of both groups disagree among themselves, and tax
students debate the assumed effects of various taxes. We are in
doubt as to the final incidence and effects of our taxes, partic-
ularly when we relate the burdens of taxation to the effects of
the government expenditures they finance.
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THE SOURCES OF ALL TAXES

Facing such perplexing problems, perhaps our floundering
around is not altogether without explanation. It may be help-
ful, in attempting to envision the appropriate role of business
taxes and those collected from business to keep in mind a
simple but fundamental fact. The sources of all tax payments,
as we know, are the savings, spending, and income of the tax-
payers. Ultimately, the source of taxation is income, or the out-
put of the goods and services we produce. Property, sales, in-
come, license, privilegg, business, and individual taxes must be
paid out of these sources. A problem in the tax system, there-
fore, is the attainment of an appropriate balance of taxes on
these sources in order to assure adequacy of revenue, equity,
the minimum of ill effects on the economy, and other require-
ments.

ALL TAxEs ARE PAID BY INDIVIDUALS

Another simple but fundamental fact is worth emphasis. All
taxes must be paid out of the resources of individuals, however
the taxes are imposed. So-called business taxes are, in effect,
taxes on investors, employees, consumers, or other persons from
whose funds they are extracted. Business is merely the medium
through which individuals and associations of individuals con-
duct their productive activities, with the market as a goal.

This trite generalization seems obvious enough, but there
is a common tendency to regard taxes on business as taxes on
nobody and nothing. There is also the notion that to tax cor-
porations is to tax only the wealthy. In formulating tax measures
for legislative action it is common to think that both business
and individuals must be taxed. Taxes cannot be cut for busi-
ness unless they are also cut for individuals. The business firm
is thus.a mysterious entity, and taxes on its property, income,
or capital seem to dissipate somehow and to burden no one.

Business is also related to profit seeking. The owners are
thought to be in business, but the creditors, those who lease
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their property to the firm, and the employees and others who
sell their services to the firm in order to obtain income are ex-
cluded. Business taxes, from this point of view, should be con-
fined to the owners.

Corporations are looked upon as gainers of profits and hav-
ing wealth in their own right. Taxes on them do not burden
anyone. Again, big business is associated with monopoly, and
large corporations should pay taxes at higher rates than those
of lesser size.

In all of these classifications, the attitude is taken that taxes
on business either hit no one in particular or, at most, fall only
on the wealthy. So it does not matter how business is taxed.
The simple basic fact is overlooked that all taxes must be paid
out of funds belonging to individuals and, therefore, in some
way burden the individual payers, even though the burden is
not visible.

Another point of view encountered when business taxes are
mentioned is that these, like all other taxes, are passed on to
consumers, who pay all taxes in the last analysis. Taxes on cor-
porations thus become sales taxes, in effect, whether they are
imposed on net income, capital, real estate, or other objects.
Sometimes the diffusionists, who are many, suggest that no mat-
ter how taxes are imposed they finally hit the ultimate consum-
ers through price increases.

Some of those advancing diffusion theories complain, how-
ever, that net income, capital, sales, or other taxes are too
heavy or discriminatory and are burdensome to certain busi-
ness firms. Evidently, exceptions are made for particular taxes
and situations, and one may hear that while all taxes are dif-
fused over consumers, a specific tax has restrictive effects and
should be repealed or reduced.

The uncertainty over the incidence and effects of our busi-
ness taxes is an important contributing factor to the disagree-
ment over their appropriate role. This much is certain, how-
ever. To the extent that business taxes are passed along to
purchasers, they hit them all alike at the same rate regardless
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of their economic status. To the extent that these taxes fall on
investors, employees, or other persons, they also tax them all at
the same rate, without distinction. Many billions of dollars of
taxes imposed on business and of taxes collected from business
thus fall upon individuals in the most impersonal manner, re-
gardless of ability, benefits, or economic consequences.

‘WHY Not A SysTEM OF DIRECT TAXES OoN INDIVIDUALS?

Our analysis of business taxation suggests the question, why
should not all taxes be imposed directly upon individuals with
respect to their income, property, and spending? In this man-
ner no problems of defining business and deciding how to tax
it need be considered. Through such direct personal taxation
the costs of government could be apportioned among the indi-
vidual taxpayers in the desired manner and the effects of taxa-
tion would be more easily observed. Each taxpayer would know
what his share of the cost of government is and could relate his
tax bill to his assumed benefits*from government services.

In this vein of thought, no distinction need be made as to the
form of business organization, the size of the business, the re-
tention or distribution of business income, the nature of the
industry, and other variable business factors and conditions.
Such aid as might seem warranted for new business, small busi-
ness, investment, and other desired activity could be given
through subsidies.

The tax system pictured here is, of course, an idyllic one and
completely unrealistic in our presently imperfect world. Both
the taxpayers and the tax officials and legislators seem to pre-
fer a diversity of uncoordinated revenues to an orderly and
balanced tax system. In the levy of our taxes, however, it is
possible for us to hold in mind the taxes we would employ if
we could raise our needed revenues directly with personalized
imposts. The question is, what tax payments would we require
of the individuals who must bear the taxes collected, whether
these taxes be placed on business, collected from business, or
laid on individual taxpayers?
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THE PrROBLEM OF FEDERAL INcOME TAX REFORM

Having some guiding principles in mind and realizing that
we are, to a considerable extent, the blind attempting to lead
the blind through unknown and hazardous passages, one may
ask, how should our business taxes be reformed? And how
should the tax system be reformed to place the taxation of busi-
ness and the taxes collected from business in their proper roles?

The questions raised here call for many value-judgments, as
this discussion has indicated. For many years the reform of the
federal income tax has been proposed and many conflicting
opinions have been advanced. It is plain that to many persons
tax reform means tax reduction. If the tax rates were not so
high, the deductions and other features of the income tax would
seem less important.

Two years ago the Committee on Ways and Means conducted
extensive hearings on federal tax reform. Many experts pre-
sented their views in the three volumes of the Tax Revision
Compendium. All of the witnesses wanted equitable taxes con-
ducive to economic growth and producing adequate revenue.
The prescriptions for tax reduction and reform, however, varied
greatly. One can find here arguments for about any proposi-
tion he may want to advance.

In April, 1961, President Kennedy presented a number of tax
revision proposals to Congress. Probably everyone would agree
with the President that the tax system must be adequate for
our public needs, must distribute the costs of government fair-
ly, and must encourage the efficient use of our resources as well
as economic stability and growth. But how are these ends to be
promoted?

As we all know, the President’s business tax proposals stirred
up something of a hornets’ nest in the business community.
The investment incentive credit is favored by some of those
who would enjoy its benefits but it is held to be discriminatory,
rewarding concerns which would increase investment anyhow,
and delaying other needed business tax reforms. It is further
argued that the proposals for taxing foreign income, eliminating
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the dividend credit and exclusion, and other tax increases would
be unfavorable to investment and business activity.

Just mentioning the Administration’s tax proposals has the
effect of arousing arguments and counterarguments. The dis-
cussion and judgment process is typical of our way of planning
and legislating taxes. Public hearings bring the issues out in the
open and the various interests can present their arguments with
such substantiating evidence as they can assemble. The legisla-
tive body and the informed public, after the experts have re-
ported their findings, can then judge—intelligently and fairly,
we hope—the merits of the conflicting claims and a construc-
tive course of action can be chosen for tax reform.

Our temptation, in the face of such a complicated question
as the proper role of business taxation, is to arrive at conclusions
through a rationalization process which starts out, perhaps sub-
consciously, with the conclusions we want to reach. We are
biased in favor of this or that tax measure, possibly on ethical
or political grounds, and marshal.data which support the con-
clusion we prefer.

TAXATION FOR REGULATION

Revenue measures are frequently imposed with some regula-
tory intent, and some are adopted with regulation, rather than
revenue, in mind. It has sometimes been remarked that the
purpose of taxes on business is “to give business the business,”
implying punishment by taxation. For economic, moral, politi-
cal, or other reasons particular taxes may be selected, either as
penalties or rewards. Tariffs, licenses, sumptuary imposts, grad-
uated income taxes, and other taxes may be employed to pro-
mote certain objectives. Recently it has been proposed that the
President should be granted power to raise or lower income tax
rates to influence economic trends. It is the deliberate purpose
of fiscal policy, indeed, to regulate economic activity by taxa-
tion and other fiscal measures.

It is not possible here to appraise the various regulatory uses
of taxation. The history of regulatory taxation reveals frequent
abuses for the benefit of favored groups at the expense of the
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community. Often the measure chosen has been ineffective in
accomplishing the desired end. The fact that taxation is a
blanket, rather than a selective, measure, has commonly been
ignored, and it may be chosen to promote certain objectives
when only carefully selected and applied measures might be
effective. If the good and the bad are to be separated for re-
ward and punishment, someone must judge the taxpayers and
mete out the particular encouragement or discouragement re-
quired. For one reason or another, tax gadgets and tax incen-
tives have been found to have only a limited economic use-
fulness.

The historic and primary purpose of taxation is the raising
of revenue to support socially desirable public expenditures.
When regulatory purposes are introduced in the tax system,
there is always the danger that revenues may be forfeited to in-
effective or detrimental regulatory pressures. Should direct
subsidies not be employed by governments, rather than tax dis-
criminations, when it is desired to encourage particular ac-
tivities?

We are, of course, faced with something of a dilemma in
raising $125 billion a year in taxes, with many billions of dol-
lars coming from taxes on business and taxes collected from
business. All taxes have economic effects, and as taxation in-
creases, the economic effects also increase.

Taxation for revenue and taxation for regulation should, so
far as possible, be consistent with our economic and social ob-
jectives. Revenue measures should interfere with healthy eco-
nomic activity as little as possible. Regulatory measures should
be employed only when the objective is clearly for the benefit
of the community and taxation is the most effective tool for ac-
complishing a desirable social objective.

These are hard requirements. They demand far more ration-
ality in business taxation than we have thus far shown. They
call for a consideration of the effects of our taxes on the indi-
viduals who finally pay them and also on the community. They
also suggest the necessity for the better coordination of our
federal, state, and local taxes.



CHAPTER V

DISCUSSION OF BUSINESS AS AN OBJECT OF
TAXATION

CHAIRMAN C. LowgLL Harriss, Columbia University: We
now have some time for discussion. This can take the form
either of questions posed to people who have spoken or ob-
servations by members of the audience.

I, myself, could talk endlessly on these things, and I am not
going to abuse my position here, e¢xcept for perhaps one point.
All of the speakers have said something about the desirability
of economic growth. We are all for it.

Perhaps economic growth canbe usefully defined as more of
what people want. Perhaps one way of getting more of what
people want is to reduce tax rates and free more income for in-
dividuals to make their own decisions. At least this is not, it
seems to me, unworthy of some discussion in these matters.

However, I now invite you to participate.

PrROFESSOR WiLLiaM VICKREY, Columbia University: 1 am
unfortunate in not having been able to hear Professor Groves’
paper, but I think I can add just one idea to the discussion of
the corporate income tax. That is that it, together with the prop-
erty tax, makes the United States the most anti-capitalistic econ-
omy in this world. If you put together the fact that both the
corporate income tax and the property tax stand on the other
side of the market rate of interest, we find that the gross rates
of return that are necessary to induce invesfors to put forth
money for that which is necessary to economic growth go up
to 15 and 20 per cent and more in a great many cases.

I know that we have had a good deal of economic growth over
the past fifteen or twenty years, and yet I would suggest that it
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has not been what we could legitimately have expected. I think
that it is not too out of line to say that aside from the postwar
boom of reconversion the period of our slack economic growth
has more or less coincided with the period when, for the first
time, corporate income tax rates have reached unprecedented
levels, all of which says that I should be strongly in favor of
abolishing the corporate income tax. In a sense I am, but the
damnable thing about it is that we just don’t know how to get
rid of this incubus that we have fastened on our necks. I don’t
know how to get rid of it.

Suppose that tomorrow we were able to abolish the corporate
income tax in association with other mcasures that I would
say it is inextricably bound up with. I would propose the fol-
lowing action, but have no hope of getting it adopted. This
would be a package abolishing the corporate income tax, but
imposing a reasonable kind of undistributed profits tax, full
taxation of capital gains, closing of other loopholes, and pos-
sibly a reduction in the top individual income tax rates and
imposition of a net worth tax.

All of these things, wrapped up together, might result in no
net change in the progressivity of the tax system as a whole.
What possibly would happen would be that we would get the
opportunity for some additional investment in the long run.

But, to do this tomorrow, considering the extent to which
the corporate tax has been capitalized in the values of shares
and so on, would result in windfalls to individuals that would
be intolerable to my sense of fairness, even with the taxation of
capital gains.

What to do? We would hope that if this were done over a
period of years, these windfalls would be limited to tolerable
levels. Onc might propose that one should enact as soon as pos-
sible legislation that would say that the corporate tax is going
to be reduced 5 per cent per annum over the next 10 years.
Possibly in this case the windfalls wouldn’t be too large because
the increased investment would lower gross yields about as rap-
idly as the tax rates come down.
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But can we do this in our system? I suspect not. We just have
no way of guaranteeing that a program of this sort would ever
be carried out. Even if we had a way of guaranteeing it, even
if we could be sure it would be carried out, we have no way of
being sure that investors would believe that it would be carried
out, so that they would actually make the investments that
would prevent the windfalls from taking place.

We are in a heck of a spot, and I don’t know how to get out
of it.

CHAIRMAN Harriss: Thank you very much. Would any of
the panelists want to comment or ask questions?

ProFEssoR Tuomas C. ATKESON, College of William and
Mary: May I ask in connection with Professor Vickrey’s com-
ments whether he thinks the option to be taxed as a partnership
offers any gradual change over time by way of extending that
privilege to larger and larger corporations?

ProrFESsOR VICKREY: That is a fascinating thought. I would
have to think about that for a few minutes, but just offhand
it looks promising, except that probably if we want to get out
of this spot equitably, we have got to induce investors to step
up the pace of investment so that the gross rate of return on
investment will come down as the tax rates are abated.

Can we offer the investor, who is going to step up his rate
of investment drastically, adequate assurance that this will ac-
tually take place? I think this is the crux. Possibly this exten-
sion of the option would be more acceptable politically. Pos-
sibly it could be made credible, but this would have to be
worked out, and it would require much more study than I can
give it in two minutes.

MR. L. E. Kust, Westinghouse Electric Corporation: May 1
ask a question, Professor Vickrey? Your calculation of the gross
rate of return required assumes, it seems to the, that you do
not believe that the corporate income tax is significantly shifted
through price.

ProFEssOR VICkrEY: That is exactly what I do believe. There
is a great difference between a corporate tax which is paid on
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the one side of the market and, say, an individual income tax
which was confined to unearned income, that would be paid
on the other side of the market.

An individual income tax which was substituted for the cor-
porate income tax, a tax on unearned income, that is, would
mean we would be getting at the income from property; but
we would be getting it after we had gone through the capital
market.

The tendency is for friction in these markets to keep interest
rates somewhere in the neighborhood of 4 per cent to 6 per
cent on gilt-edged securities and 5 per cent to g per cent on
various types of equity finance. What I am arguing essentially
is that what has happened is that the market rates have stayed
fixed. In order to compete in the market, those who want to
engage in equity financing have had to get higher rates of re-
turn. That is, they have had to shift the burden of the corporate
tax to the consumer.

I have the fecling that relatively little of the corporate tax
could conceivably be thought of as being a net burden on the
investor today. It is a slow process; but over the years, I would
say my observation would be that it is more passed on than
passed back.

MRr. R. H. RAWLINGS, Bethlehem Steel Company: Sir, 1 would
like to address myself to Mr. Barkin. I hope that he can en-
lighten me in an arca that has been confusing to me for a long
time. I have read many pros and cons with respect to percentage
depletion, and, most specifically, with respect to depletion in
the oil industry.

I am not an economist. I can’t really comprehend the far-
reaching effects, good or bad. I think there is probably much
to be said on both sides of the fence, but we have heard a great
deal recently about the flow of gold in an adverse manner with
respect to our national economy. In that connection—I think
I understood you correctly, Mr. Barkin, and if not you can
straighten me out—1I believe you commented that one of the
errors of special tax legislation which should probably be termi-
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nated, since it has outlived its usefulness, is the depletion for
the oil industry.

I think, sir, that you said further that we no longer need to
encourage oil exploration in this country. That, as a shirt-sleeve
reaction, seems to me to be a little bit contrary to our concern
about the flow of gold.

For example, if we don’t encourage oil exploration in this
country it means one of two things. It means we know we have
such large reserves that we have no concern about our national
reserve of oil, or that there is so much in South America and
Asia and other such areas that we don’t need to be concerned
in the United States. But if the latter point is true, it would
seem to me that in order to get the oil from the other areas, we
are going to be vitally concerned about our flow of funds out
of the country.

As to discouraging oil production, 1 have read some material
in connection with Venezuela—and I believe a gentleman
named Perez Alfonso has been traveling world-wide trying to
get around his paradox or his dilemma.

That country has increased the tax rates rather substantially
on the extractive industries. Certainly that is discrimination in
a direction other than we have been talking about, I suppose,
but the fact has been that the oil companies—and I believe this
is a proper statement—have substantially reduced their produc-
tion. There are possibly other reasons, such as United States
controls and so on, but they have substantially reduced the pro-
duction. The economy has not been helped by the discouraging
aspects to the profits of the oil community in this one country,
for example. Can you help me straighten out my confusion, or
is it too vast to be straightened out, sir?

MR. SoLomonN BArkiIN, Textile Workers Union of America:
I think we are getting into the dilemma that Professor Groves
indicated. We have spread ourselves very thin.

The country of which you speak, I believe, is Venezuela. The
gentleman of whom you speak, if my memory serves me cor-
rectly, is seeking some form of price control and trade alloca-
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tion in order to maintain Venezuela’s place in the market.

First, on the oil depletion problem and its relation to the flow
of gold, if my understanding is correct, this concession was
originally granted to encourage exploration. At the present
time, if my information is correct, the world has an abundant
supply or has opeuned up resources which are very adequate.
Consequently, our immediate problem is that the world has
a tremendous reserve of oil. Oil is flowing very freely from
many countries. As a matter of fact, serious pricc wars are being
conducted in Europe with Russian oil competition.

On the second question, as to the impact of such imports on
our international balance of payments, the theory is that by
increasing such imports we shall be creating ultimately more
purchasing power in some second or third countries and thereby
allow for larger exports from the United States.

The judgment can’t be made about the very specific imports
with which we are concerned, except, of course, where there
are specific cases, such as in the case of coal, which might serve
as an illustration. This commodity comes to mind as a case
where the United States government instead of purchasing coal
abroad specifically employs American coal for its needs in for-
eign countries.

But the generalization which I presume would hold is that
we can’t separate the oil import problems as a separate, distinc-
tive part of our whole import problem.

To the question that Professor Vickrey raised, which I think is
very intriguing—namcly, how would you put Humpty-Dumpty
back again if you had to start all over again—of course, many
of us would, even from my side of the table, enjoy a good deal
of play with some of the available alternatives, because the basic
inclination would be to place major reliance on the personal
income tax. But we are without that practical choice, and con-
sequently, the problems which Professor Vickrey raises are re-
duced to some more practical issues.

Therefore, I call his attention to these specific issues which
I raised in my paper, namely, that it is very well to say that
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everybody pays taxes and some pay more than others. Conse-
quently, the real question we have in our corporate income tax
debate is whether or not it represents a tax capacity which
would, under our rather imperfect economic system, remain un-
touched, and whether we are tapping this tax capacity ade-
quately and fully, or roughly, in our present tax system.

I think that is the area in which I found Professor Groves’
discussion hardly satisfying. It is true that in the abstract, taxes
get paid by individuals, but we have created a legal fiction
which may have a lot of merit, namely, that the corporation
may be an individual too. Certainly many writers in the field
and some of us personally have perceived that there is a tax
capacity which should be touched.

What intrigues me about Professor Vickrey’s introductory
suggestion is that we must pay attention to all of these devices,
not for the purpose of the wholesale reform of our corporate
tax system, but to jog along economic performance in this
country without creating windfalls:>

There is a great urgency in this matter. Consequently the
government needs very much advice and reflections on the value
of specific kinds of tax system adjustments and tools that can
be helpful.

It was for that reason, for example, that my own personal
reaction was that broad management opposition to the Ken-
nedy proposal on investment was so unfortunate, because the
major debate which was posed to the American people was not
whether that particular device could be made more useful but
whether, having opened the door, American business could get
a wholesale across-the-board revision of taxes which would be
indiscriminately beneficial to various sectors of the economy.

This leads to another point that I was also making. It may
very well be, and I am personally persuaded to this effect, that
we have come to the point where having specific economic goals
—Ilet us say the 5o per cent increase in national income—and
having concrete ideas as to what national well-being might be,
I would answer Professor Harriss’ question very clearly and say
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the choice we have is not to give the people more of a choice
in spending, but to allow the government to spend more, which
happens to be my predilection.

Then, in those instances, the tax system must be geared to
that policy outlook or conclusion, and our tax discrimination
may, as among industries and activities, very well, therefore,
have to be increased.

CHAIRMAN Harriss: I think I can perhaps add one point.
Percentage depletion is applied to foreign operations oil com-
panies, so that imported oil, as I understand it, would qualify
for depletion treatment just as domestic oil companies.

MRr. RawrLings: It depends on the taxing system. I was think-
ing about whether it was a United States company or foreign
company.

CHAIRRMAN Harriss: If it is a United States company, I would
imagine the same would apply.

MRr. RawLings: If it is a foreign company, it depends on the
taxmg system.

MRr. J. D. Hartwic, Hartwig and Crow: I would like to ad-
dress a question to Mr. Barkin. He used a term that tends to
frighten me. He used the term “tax capacity.” I am not sure
I fully comprehend the limitation of the use of the term, Mr.
Barkin. I wonder if you could help us by elaborating on it a
little bit, and probably relating it to the proposal that has been
made to the constitutional convention now in process in Michi-
gan to tax the receipts from the sale of real estate which are in
excess of the assessed value thereof, as well as receipts of trade
associations, cooperatives, and labor organizations. Is this “tax
capacity” you speak of merely a process whereby you look at
the entity and, by some predetermined standard, say it has the
capacity to pay a given amount of taxes; and if so, how do you
apply this to labor unions?

MR. BArkin: Since we have little time and since the nub of
the question is the second part of it, and that is controversial,
let me address myself to that section.

I would agree if a union engages in any commercial activity
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for profit, it should be taxable. This is an area on which we
have a good deal of information.

As to the question whether the income of a union creates tax
capacity where it is exclusively for the service of that member-
ship and the furtherance of that particular organization, my
inclination is to say it does not create tax capacity.

The tax capacity 1 perceive as existing in a corporation is a
net gain in economic returns beyond that of merely passing on
taxes or costs to the consumer.

The reason why I see the corporation as having tax capacity
is that in setting prices for its services in a limited competitive
industry, it has an ability to create a margin of income, which
is a net return, which can be taxed, and which is equal to a
return which a person has for his own labors. This is net in-
come above merely serving the process of transmitting the costs,
and that appears to me to create tax capacity.

CHAIRMAN Harriss: Thank you very much. I declare this
session adjourned. -



PART TWO

BUSINESS TAXATION AS AFFECTED BY
BUSINESS FORM

“Because of the increasing conflict among federal, state, and
local taxing authorities and their respective revenue needs; be-
cause taxation is an exaction by the governing body and not a
charitable contribution by its subjects; and because Congress,
state legislatures, and local governments have neglected to per-
form fully their assigned role, business has pursued, through
foresight and ingenuity, modification and new creations of
forms and modes of conducting its business operations compat-
ible with its goals.

“There 1s no doubt that, as a result of the various modes of
operation utilized by business, some self-created and some as
the result of successful and, in some instances, unsuccessful liti-
gation, business has effected at least a temporarily favorable tax
climate.

“It is equally certain that any successful results obtained by
business and its management have brought about the reaction
of awakening the Congress and state and local governments, as
tailors of legislation, to revisit the taxing statutes so as to not
only counteract any revenuc losses but to refine and maintain
the morality and uniformity necessary in effective taxation.

“Actions of business and reactions of the legislative bodies at
all levels of government, and vice versa, need not continue ad
infinitum and perhaps, as a result of comments presented at
this symposium as regards federal, state, and local income taxes
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and state and local doing-business taxes, business and the leg-
islative bodies may step forward towards effective taxation
which permits effective business operation.”
—STANLEY J. BOWERS
Ohio Tax Commissioner, and
President-Elect, Tax Institute, Inc.,
and Chairman of Symposium Session



CHAPTER VI

FORMS OF BUSINESS AND FEDERAL INCOME
TAXATION

LEONARD L.. SILVERSTEIN
Silverstein and Mullens

T HAS long been a rusty platitude that ambitious programs
of tax reform aimed at the twin objectives of more equitable
distribution of the federal tax burden and simplification of the
overall tax structure achieve only a little bit of the first objec-
tive, and none whatsoever of the latter. Indeed, examination
of the legislative literature of the history of taxation in the
United States would suggest that—in so far as the business in-
come tax at least is concerned—revenue production has been
merely a by-product, rather than the intended consequence, of
a frenetic half-century of incredibly complex statutory and ad-
ministrative activity.

PrESSURE OF TAX LLaAws GENERATES NEw Business ForMs

It is well known that much of the complexity of the federal
income tax structure is unavoidable so long as federal tax pol-
icy adheres to a graduated rate structure which strives to take
into account the countless varieties of economic activities carried
on in a free enterprise society. Compounding the problem has
been the use of the tax laws to achieve social, political, and
even military objectives. Moreover, since under the graduated
structure tax rates have their greatest impact upon successful
business enterprises, and upon ingenious as well as persuasive
citizens, it is not at all surprising to find these parties entirely
equal to the challenge presented of adapting their business and
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personal activities to side-step wherever possible the full impact
of the federal tax burden.

Students of this field—and today much of the public as well
—are all too familiar with the forms which this specially in-
spired tax activity has taken. A variety of types of special legis-
lation has resulted. Some of it produced, unfortunately, what
amounts to a cat and mouse game between the taxpayer and
the government. For example, since the corporate rates are
less than the highest individual surtax rate, taxpayers seek to
find forms of bottling up investment income in holding com-
panies, and in unneeded but accumulated profits in business
enterprises, thus necessitating the holding company and accu-
mulated earnings tax legislation. While theoretically these pro-
visions constitute a bar to this tvpe of activity, in fact their re-
quirements can be avoided to create affirmatively artificial in-
vestment and business arrangements designed principally, if
not solely, to take advantage of the tax rate differentials.

The literally enormous swing between profits which are
capital gains and profits which are so-called “ordinary income”
has produced not only a complex legislative pattern (and an
unsettled array of court decisions), but a host of business and
investment transactions similarly designed solely to take advan-
tage of capital gains categorizations.

The initially simple—and perfectly meritorious—congres-
sional exemption of charitable institutions from income tax has
been a direct source of inspiration for business enterprises to
seek to engage these institutions in business activities, thus ne-
cessitating congressional reciprocity by way of the special tax
on unrelated business income. Indeed, were it not for the avail-
ability of the charitable deduction for both estate and income
tax purposes, it is unlikely that there ever would have developed
—at least to the degree which has occurred—*this vast new re-
pository of national wealth—the private charitable foundation.
Similarly, the fact that retirement programs can be instituted for
the benefit of employees on a deductible—before tax—basis, has
given rise to an equally impressive financial institution counter-
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part—the pension and profit-sharing trust. These organizations
operate directly under the Internal Revenue Code structure in
a self-contained network of statutory and administrative rules.
In substance, a new business activity has in large part been
created by the operation of the tax laws.

In terms of transactions, the ability of a taxpayer to avoid—
by deferral—all income tax on certain exchanges of property
(such as stock) in corporate mergers may well have served to
accelerate a national trend towards amalgamation of business
enterprises. Indeed, the burden of the federal estate tax and its
subsequent need for post-death liquidity has often made such
pre-death tax-free arrangements a matter of urgent business
necessity.

CATEGORIES OF TAX-GENERATED Business FOrMS

As the foregoing review demonstrates, this cross-fertilization
of tax laws, technological and business activities with human
and corporate desires to pay the least and save the most, coupled
with a tax administration—quite irrespective of which political
party is in office—which all too often functions as a partisan
advocate, has served to produce tax-oriented business and social
activity unprecedented in our national history.

The special aspect of the problem to which I shall address
myself today concerns the degree to which the federal income
tax laws have given rise cither to new forms of business enter-
priscs or to new uses of established business forms. I refer spe-
cifically to business forms which, in general, would neither be
organized nor operated in the manner in which they are legally
constituted were it not for the complexities, the inadequacies,
and often (in the light thereof) the artificial opportunities for
operation under the federal income tax laws.

Preliminarily, it is necessary to touch briefly on the relevant
tax attributes of established forms of business enterprises. A
corporation and its sharcholders produce the all-too-familiar
double tax. A partnership (including a joint venture) and its
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partners are subject only to a single tax, at individual income
tax rates. The partners, moreover, can avail themselves of losses
which have tax, but not necessarily economic, content. A trust
and its beneficiaries are subject to a single tax, without, how-
ever, a corresponding ability of beneficiaries to avail themselves
of losses.

The new breed of tax-generated business vehicles has sprung
essentially from the interaction of the foregoing tax attributes
with established legal forms.

These tax-generated business vehicles may be divided into
four categories. "

Eliminating Corporale Tax Status But Not Corporate
Attributes

First are the business forms which seek to eliminate corporate
level taxes but preserve local law corporate attributes.

Regulated Investment Companies. These corporations essen-
tially hold stock and securities in,other corporations. Therefore,
their owners would be subject to a partial triple tax on inter-
corporate dividends were it not for the special rules in sub-
chapter M of the Code. Once qualifications under these rules are
met, however, the regulated investment company can avoid
corporate level tax and pass on capital gains in conduit forms
to its shareholders.

Real Estate Investment Trusts. These recently authorized or-
ganizations constitute an extension of the investment company
approach—Ilimited, however, to the real estate field. Under the
peculiarities of the legislation (sections 856-858), the organiza-
tion must itself be constituted legally as a trust which has suffi-
cient corporate characteristics so that it is taxed as a corporation
—that is, so that it would be taxed as a corporation were it not
for the exception to the exception—thus démonstrating that
the rule of the new breed of business-tax entity is truly an ex-
ceptional one.

Subchapter S Corporations. This form of enterprise is en-
tirely too well known to bear extensive recitation here. For our
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purposes, it may be simply stated that a corporation with one
class of stock and 10 or fewer shareholders can now be created
without subjecting itself to tax, thus permitting its owners to
be taxed in general as proprietors or partners. They may not,
however, avail themselves of losses in excess of their active in-
vestment.

“Dummy” Corporations. A corporation may be created under
local law for local purposes solely. The purpose of the incorpo-
ration may be simply to hold title to property rather than to
function in corporate form. Under limited circumstances, its
corporate existence may be ignored for federal income tax pur-
poses, while recognized for local law purposes.

Eliminating Corporate Tax Status and Using Partnership
Deductions

The second category consists of the business forms which seek
to eliminate corporate level tax but affirmatively make available
all partnership or proprietorship tax deductions.

A common form of ownership of real estate now consists of
a joint venture or partnership (limited or general depending
upon circumstances.) Under Treasury regulations, such a syndi-
cate may be taxed as a partnership despite the fact that owner-
ship is widely dispersed and that management is centralized in a
limited group. In practical terms, however, no legal liability
exists upon the owners beyond the risk of loss of their invest-
ment.

Acquiring Corporate Tax Status But Not Corporate Attributes

The third category consists of the business forms which seek
to create corporate level tax without local law corporate at-
tributes.

Associations. This is a tax concept rather than a business form
as such, and encompasses any form of incorporated enterprise
or trust which possesses sufficient corporate characteristics so
that double taxation is justified as if a corporation had in fact
been formed. The association concept has presented a dilemma
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for the government and taxpayers alike. Thus, the same tests
are applicable in determining whether a professional organiza-
tion constitutes an association taxable as a corporation (thereby
enabling its employee owners to avail themselves of pension
plan benefits), as well as in determining whether a widely-held
realty syndicate is a partnership (thereby permitting its owners
to avail themselves of depreciation deductions in the form of
tax-free cash flow).

Professional Corporations. This is the answer of the states to
the understandable disinclination of the Treasury readily to
treat professional associations as corporations. The form of state
legislative answer consists of a new type of professional cor-
poration, created solely for federal tax purposes. In essence, it
is a vehicle designed to limit the tax rate on professional earn-
ings to the corporate rate and to permit these incorporated pro-
fessionals to avail themselves of pension plans and profit-shar-
ing benefits.

Subchapter R. This provision_ (section 1361) was enacted in
1954 ostensibly to permit qualifying proprietorships and part-
nerships to be taxed as if they were incorporated. It is interest-
ing to note that because of the “complexities” of application,
the Ways and Means Committee in 1957 recommended repeal
of the provision, but acceded to the Senate’s desires in 1958 for
retention. In actual practice, the provision is of most interest
to enterprises which are unincorporated under local law and
which cannot qualify as associations, but which desire never-
theless to be taxed as corporations.

Organizing Corporations in Foreign Jurisdictions

The fourth category consists of the business forms which
constitute corporations organized in a foreign jurisdiction by
reason of special applicable tax rates. ¢

Western Hemisphere Corporations—China Trade Act Cor-
porations. These entities carry on business in the areas indi-
cated and receive a percentage reduction in tax rates. While not
strictly speaking a special form of business enterprise, they nev-
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ertheless constitute a special business vehicle which may be
formed solely for the tax benefits.

Tax Haven Corporations. These corporations are often
formed in a foreign country having a nonexistent or extremely
limited corporate income tax. They serve as a vehicle whereby
a United States enterprise can carry on foreign business activi-
ties at a tax rate limited to the maximum tax of a foreign jur-
isdiction. Earnings so realized can be invested and reinvested
without full imposition of the United States corporate tax.

DiscrIMINATORY EFFECT OF CATEGORIES

These are the general categories. Observe if you will the
chameleon-like quality of this new breed of tax animal. Two
individuals can each be engaged in a retail grocery business in
the same community. One can incorporate and thereafter elect
not to be taxed as such. The other can refuse to incorporate,
yet elect to be taxed as if he had. Note that under the assumed
facts, the businesses carried out by each are identical, yet the
choice of the legal form under which the business will in fact
be conducted bears no necessary relation to business activity.
Instead, the business form operates solely as a function of the
federal tax circumstances of the owners. In short, the owners,
after the necessary session with their tax advisers, may question
whether they are in the grocery business or the tax business!

It seems evident that the present trend towards the develop-
ment of these new forms of business-tax entities can serve only
to distort further the conduct of natural business enterprise by
adding a wholly new dimension of tax consideration to business
planning. This dimension, moreover, is in essence simply an-
other vehicle for adjusting tax rate impact. Unfortunately, this
is achieved in an indirect and cumbersome fashion and in a
manner which may be totally unrelated to the business activity

1 Compounding the problem is the fact that artificial tax entities are never
treated entirely like their genuine counterparts. Thus, the so-called pseudo cor-
poration—the subchapter S entity—cannot function purely as a partnership or
a proprietorship, but has its own special characteristics, principally corporate.
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the productive capacity of which is the essential source of the
revenue production.

KEY TO SOLUTION OF THE PROBLEM

I suggest that the heart of the problem—Ilack of relationship
between the nature of the business activity to be taxed and the
manner in which the tax is formulated—indicates the key to its
solution: The income tax laws should be recast in more perti-
nent terms, and the test of taxability should be governed by
the nature of the business activity. In framing this test, the cor-
porate or other form in which the business activity is carried on
is essentially irrelevant. I recognize that this concept cannot
be implemented without taking into account, in some instances
at least, the relationship to the business enterprise of its own-
ers. This is entirely appropriate, at least in those cases where
the owners of the enterprise are also its managers. Where the
owners are not managers—where they are essentially investors
—then taxation of these personsbecomes a matter of the treat-
ment of nonbusiness investment income.

In affirmative terms, I propose the following for considera-
tion.

First, it should be established as a primary standard that in-
come taxation of business enterprise should be formulated by
reference to the source and nature of the business activity sought
to be taxed. In this respect, the legal form in which the business
is conducted should be an irrelevant, or at least a neutral, fac-
tor. In ascertaining the nature and source of business activity,
due regard can be given to industrial and commercial classifi-
cation which today has developed well-known distinctions. I
refer, for example, to the industrial breakdown in the Statistics
of Income—Corporation Income Tax Returns. The question
of whether the earnings of the business activfty once classified
should be singly or doubly taxed should be resolvable through
a ‘“‘grossing-up” concept giving a tax credit to the owner for his
prorata share of taxes paid by the business enterprise.

I must here emphasize that the classifications be made on
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the broadest possible basis. A test of breakdown would be those
genuine business distinctions which justify, by their business
differences, separate classification for tax purposes.

Second, exploration into the nature of the business activity,
to ascertain its taxable capacity, should be carried on at the
level of the conference table. By this I mean that the Congress
give the same consideration to economic facts as do the owners
of the business itself; thus, the proprietors of a rental real estate
enterprise may compute its productive capacity in terms of
cash flow without regard to accounting concepts of deprecia-
tion as a function of cost recovery. In transactional situations
involving disposition of a business enterprise, more tax sig-
nificance can be given to known economic consequerces. For
example, a merger of a smaller and relatively nonliquid enter-
prise into a publicly listed concern gives to the surrendering
shareholder stock which (unlike the nonsaleable prior securi-
ties) may constitute the equivalent of cash, because of the avail-
ability of a ready market. The tax laws should possess capacity
to take this economic fact of life more realistically into ac-
count.

Third, due regard can be given—but in more direct fashion
—to national policy considerations which necessarily affect the
degree to which a given business activity may be called upon for
revenue production as distinguished from revenue capacity. I
refer here to modification of the tax laws because of special prob-
lems. For example, a national policy to stimulate oil explora-
tion can more directly be expressed through an adjustment to
the tax rate on oil activity than through the existing depletion
allowance, intangible drilling, and development cost approach.
Similarly, the need for adequate housing for the nation may
well justify reduction in the tax rate otherwise applicable to
financial institutions serving the housing market, and to rental
structures similarly operated.

There are obviously countless other examples. My sugges-
tion is that the tax structure can be enormously simplified if
the nontax policy issues which today cloud tax computation
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were more directly recognized and treated as an adjustment of
tax rate rather than in terms of a structural modification of
taxing provisions.

I fully recognize that recommendations for basic revision of
a portion of the income tax laws, once pronounced, customarily
and quickly take their place in the graveyard of previously ex-
pressed ideas. The ideas for changes recently expressed have
been numerous, and the graveyard has many occupants. I sus-
pect, in fact, that a few more have arrived as a result of this
meeting. I cannot realistically hope for more prolonged treat-
ment of these remarks. I urge, notwithstanding, that in the
field of business taxation, far less consideration be given to
legal form, and far more congressional attention be directed to
the essential economic nature of the business enterprise itself
—-as it is carried on in today’s economy.



PART THREE

SOME PROBLEMS INVOLVED IN STATE AND
LOCAL TAXES ON BUSINESS

“As tax practitioners I think we have all become enmeshed
in the mechanics, the philosophy, the convolutions and contro-
versy on taxation at all levels of government. Some of the con-
volutions and philosophies with respect to federal taxes have
been presented. We are now concerned with some of the state
tax problems.

“I think you will all recall that in February, 1959, the United
States Supreme Court rendered its decision in two cases which
have had a substantial impact on business and on the states, and
have generated an entirely new aspect and a whole series of new
problems in the field of state taxation.

“These cases are, of course, now classics: Northwestern States
Portland Cement Company and Stockham Valves and Fittings.
In this decision the Supreme Court determined that the net
income of a corporation engaged in interstate commerce could
be taxed by the various states if the tax was not discriminatory,
was properly apportioned to the activities within the taxing
state, and there was sufficient nexus to support the tax—what-
cver that means.

“More recently in March, 1961, the Supreme Court modified
its views in the now landmark case of Scripto, Inc. v. Carson.
Here the Supreme Court determined that there was a sufficient
degree of activity within the state of Florida to legally justify
making Scripto the agent for the collection of the Florida use
tax from Florida vendees.
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“As a result of these two decisions there has been a consid-
erable clamor for clarification and remedial relief from the im-
pact of these decisions. I am sure that you are all generally
familiar with the legislative history and some of the back-
ground which gave rise to Public Law 86-272, which was ap-
proved by President Eisenhower in September, 1959. This law
basically did two things. Title 1 provided for a limited ex-
emption from the imposition of the state net income taxecs.
Title 2 provided that the House Judiciary Committee and the
Senate Finance Committee shall make further studies and in-
quiries into these problems and report back to the Congress on
or before July 1, 1962.

“In keeping the mandate of Public Law 86-272, I think it is
of interest to note that this spring, as a result of the Scripto de-
cision, the Congress saw fit to enact Public Law 87-17, which
broadened the scope of the initial inquiry from just being lim-
ited to net income taxes and now embraces all matters of taxa-
tion. -

“The House Judiciary Committee is currently engaged in
two major projects, pursuant to this law. Number one, they are
preparing extensive questionnaires, one of which is to be sub-
mitted to state tax administrators, and the other to go to about
five thousand selected business firms for the compilation and
the formulation of statistical data that has never been effec-
tively derived in this area. The other aspect of their activity is
that they are currently conducting hearings in Washington.
They expect to have about seventy witnesses from states and
from affected taxpayers.

“It is not my function nor my purpose to elaborate in any
depth on these problems. I just bring them to you to give per-
spective to our discussion today.”

—ArLAN M. NEDRW
Assistant Counsel, National
Association of Manufacturers,
and Moderator of Symposium
Session



CHAPTER VII

STATES” RIGHTS AND THE SINGLE
MARKET CONCEPT

Joun F. TARRANT
Tax Research Director, Connecticut State Tax Department

OT MUCH MORE than a decade or so ago we in the

states felt that whether you were incorporated or no, you

were not doing business unless you had a place of business. We

looked upon the unincorporated concern as one involving the

“mama and papa” corner store and did not even bother to
think of it very much as an object of taxation.

The majority of the states still so regard an unincorporated
business and those that subject them to a tax do so at low
rates and with liberal exemptions. We found in my state, for
instance, that one would have to double our rate of tax on the
gross income of unincorporated business in order to equate the
burden of our net income tax rate on corporations.

Then along came subchapter S which provided that certain
smaller corporations might elect to be taxed otherwise than as
a corporation for federal tax purposes. The question followed
whether the states would go along. Most of them did not; some
because they had no unincorporated tax to pick up the revenue,
others for many reasons mostly having to do with problems of
administration.

The unincorporated business has no access to equity financ-
ing and this acts as a brake on capital-consuming multistate ex-
pansion. Furthermore, the high progressive personal income tax
rates may force a business in its own interests to incorporate,
particularly if its income puts the entrepreneur very far above
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the 52 per cent threshold. In view of these facts of life, perhaps
we can dismiss the unincorporated business from this discus-
sion.

Now as to corporations: I wonder if we can get old-fashioned
for a while and look at a corporation for what it really is—a
group of individuals who have set aside a portion of the mone-
tary rewards of their labor for the purpose of engaging in a
venture for profit.

DivisioN oF TAXx RESOURCES

Each of these individuals is a resident of three major taxing
jurisdictions: his local community, his state, and the federation
of his state with the other 4g—the United States. Still keeping
it simple, let us apply the packagec theory to this troika of jur-
isdictions. In 1960 more than g6 pcr cent ($15.3 billion out
of $15.9 billion) of all property taxes went to local govern-
ments. Less than 4 per cent of property taxes are collected at
the state level. Therefore, it may safely be said that the prop-
erty tax is the mainstay of local government.

In the same year sales and gross receipts taxes accounted for
about one-half (53 per cent) of a total of over $18 billion in tax
revenues in the states, being about three times the size of total
aggregate state tax revenues from income taxes both corporate
and individual. So perhaps we may say that sales taxes are the
mainstay of state governments. Certainly while the federal gov-
ernment refrains from imposing a sales tax this will be true,
because all of the localities in the nation combined took in only
about $1.2 billion from sales taxes in 196o0.

Now we come to the federal government. We find more than
73 per cent of total Internal Revenue collections (some $67.0
billion out of a total of $91.8 billion) come from income taxes,
both corporate and individual. Again we are foréed to the con-
clusion that income taxes are the mainstay of the federal gov-
ernment.

Assuming without deciding that the pie has to be that big,
isn’t this a fair division of it—property taxes for the localities,
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sales taxes for the states, and income taxes for the federal govern-
ment?

Real property has a fixed local situs for the property tax.
Delivery of tangibles and services determines applicability for
state sales tax purposes. Finally, income is generated by the ef-
forts of the mass of pcople in the nation without regard to state
lines—an ideal base for federal taxation.

The great thing is not to charge one fellow for the other fel-
low’s benefits and to refrain from taxing one fellow according
to the other fellow’s ability to pay.

But that is precisely what we do when we grant local prop-
erty tax exemptions for social and political reasons—we tax the
nonexempt for the benefit of the exempt.

We do both when in state sales tax administration we run
with the hares or the hounds as best suits our revenue interests.
We ask the out-of-state vendor, who has had only de minimis
benefits in the state of consumption, to collect a use tax based
on the other fellow’s use and we do so, I suspect, because the
seller in many instances has what lawyers call the “deepest
pocket,” i.e,, the greater ability to pay.

Finally, when two states tax a corporation’s business using
both the origin of sales and the destination of sales as deter-
minants, it is taxed on its benefits in one state and its ability
to pay in another.

APPEALS TO CONGRESS DEPLORED

I deplore the suggestion of high controversy in these situa-
tions created by the Stockham-Northwestern' and the Scripto®
decisions and further aggravated by Public Law 86-2%72 and
other proposed federal legislation. I feel we have got to settle
this question of state taxation as it affects the movement of goods
and services across state lines in an amicable manner and with
as little interference from the Congress as possible.

1 Northwestern States Portland Cement Co. v. Minnesota and Williams v. Stock-
ham Valves & Fittings, Inc., 358 U.S. {50 (1959).
2 Scripto, Inc., v. Carson, 362 U. S. 207 (1960).
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What will it profit the manufacturer if the Congress enacts
restricting legislation which will force the states to impose
even heavier taxes on those things and those activities over
which they do have sole jurisdiction? Indeed, what will it profit
the states if this in turn drives the manufacturer to Puerto
Rico or even to a foreign country with some of his operations?

Can we in the states—particularly the manufacturing states
—strike the troglodyte pose and lose these payrolls? Whom are
we trying to impress? There is no formula to which all states
and all taxpayers can agree; the various tax associations with
nation-wide memberships have been struggling with this prob-
lem not for years but for decades!

It is not even clear to me that Congress has the right to im-
pose such a formula. The late Fiorello La Guardia is quoted as
having said, “The devil is easy to identify. He appears when
you're terribly tired and makes a very reasonable request
which you know you shouldn’t grant.” The 86th Congress

must have been very tired when it was asked to enact Public
Law 272.

ALTERNATIVES TO FEDERAL LEGISLATION

But what about the alternative to Public Law 86-272? Do
we go back to the jungle? The jungle produced Stockham
Valves and Scripto. But lest business forget, the same jungle
also produced Spector® which was a bitter pill for the franchise
tax states to have to swallow.

I think we have a Berlin type of crisis here and both sides are
firing off ill-considered propaganda. Business rushed to Wash-
ington to seek federal legislation restricting the states and got
it within seven months after the Stockham decision! Not all of
us deserved those restrictions because we have voluntarily
avoided Stockham Valves and Scripto. Neither Hid we run to
Washington when Spector threw such a roadblock in the path
of what we felt were legitimate revenue exactions for services

3 Spector Motor Service v. O’Connor, g40 U. S. 602 (1951).



STATES’ RIGHTS AND THE SINGLE MARKET CONCEPT 41

rendered the property and activities of the taxpayer in the state.

What is needed here is a little tax statesmanship on both
sides. The late Justice Holmes in a federal wiretap case said
something like this: “I should far prefer a few criminals to
escape justice than that the sovereign should play such an ig-
noble role.” Well, I too should far prefer a few sales to escape
taxation than that the states should play such an ignoble role as
is offered them by the Stockham Valves and Scripto decisions,
but only if the ignobleness is deplored at both levels of govern-
ment—the federal as well as the state.

I doubt that the concept of the nation as a single market is
nearly so threatened by Stockham and Scripto as states’ rights
to exact legitimate revenues are threatened by Public Law
86-272 and similar proposed federal legislation. If there is evil
in unbridled tax ferreting by the states under the authority of
Stockham and Scripto, there is greater evil in the unwise re-
striction of states’ rights by Congress.

As Justice Brandeis, another great jurist, has said: “Expe-
rience should teach us to be most on our guard to protect lib-
erty when the Government’s purposes are beneficent. The great-
est danger to liberty lurks in insidious enforcement by men of
zcal, well-meaning but with little understanding.”

Many of us in the states have tried to be understanding in
this problem and have shied away from overzealous enforce-
ment. It is at least questionable, of course, whether Stockham
is applicable to those states whose corporation taxes are of the
franchise variety, and not income taxes such as were involved
in the Stockham Valves and Northwestern Cement cases.

REACTIONS TO JUDICIAL DECISIONS

Spector made it clear to us that we could not exact a tax for
the privilege of engaging in interstate commerce. But since the
Spector decision some states have amended their laws and may
want to amend them further if the occasion arises. Public Law
272 of the 86th Congress, which has been in force two years
now, prohibits the states from taxing income derived from op-
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erations in interstate commerce if the only operations carried
on within the taxing state are solicitations of orders. The law,
however, makes no distinction between privilege taxes and
income taxes. So the franchise tax states are vitally interested
in what the House Judiciary Committee’s Special Subcommit-
tee on State Taxation of Interstate Commerce, headed by Rep-
resentative Edwin E. Willis of Louisiana, is going to do about
the problem.

In any event, July 1, 1962, is the date the Willis Committee
report must be made to the Congress, so it will not be very long
before we shall know a great deal more about it.*

When the Stockham Valves and Northwestern Cement deci-
sions broke in 1959, our legislature in Connecticut was still in
session and many were urging that we change our law from a
franchise type of tax to an income type of tax so as to be able
to take advantage of these decisions. I was called into consulta-
tion with the then governor whose party had control of both
houses in the General Assembly,.and he asked for my views.
I took the position that no change should be made in our law
at that time and that was the final position taken by the leg-
islature.

The next scene in the drama was that the same governor got
a letter from the then president of the Connecticut Manufac-
turers Association asking that he lend his support to certain
bills in Congress aimed at modifying the results in the Stock-
ham and Northwestern Cement decisions. When asked for an
opinion, my memo to the governor concluded thus:

The problem here is one of keeping the cquities in balance. I feel it
would be unwise for Connecticut to support federal legislation that would
restrain the legitimate exercise of the taxing powers of the States. I fecl,
equally as strongly, that the States themselves should exercise restraint to
the end that this broadened power will not be abused. I m confident that
when the dust settles, such will be found to be the case and the need for
federal restraining legislation will have dissolved.

4 The study has since been extended to June 80, 1963.
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Unfortunately that hope was not to be realized. The income
tax states did not exercise the hoped for restraint and Public
Law 272 was enacted by the 86th Congress. Meanwhile, good
advice to business would seem to be: If you must stick your
“nexus” out, be sure you come within the “minimum activities”
rule.

Now what about Scripto? The same pattern was followed
here. Business ran to Washington with restraining legislation.
In fact, two of these bills were introduced by a Connecticut
Congressman and a Connecticut Senator.®

Nor were the states lax in also running to Washington to op-
pose this legislation. The National Association of Tax Admin-
istrators lost no time in setting up at its meeting in Minneapolis
in June, 1960, a committee to work up opposition.

IMPORTANCE TO STATES OF SALES TAX REVENUE

The efforts of this committee brought forth a plethora of
figures on state revenue losses claimed to be involved in the
passage of these bills. These figures have been challenged by
the proponents of federal legislation and these proponents have
given the committee in Washington a plethora of statements on
compliance burdens which in turn have been challenged by
opponents of the legislation.

According to the United States Burcau of the Census, more
than $4.5 billion of merchandise is sold at retail in the United
States annually through canvassing from house to house and
through catalogue advertising, and this figure does not include
sales by producers of the items sold nor sales made directly to
industrial firms. That is something to ponder.

With Texas recently joining the club, there are now 36 sales
tax states. I do not contend for one moment that all of the
$4.5 billion in canvassed sales escapes state sales taxes because
much of the selling will, of course, be done in the state of
residence of the seller and cannot avoid the tax.

5 H. R. 12235 and S. 8549.
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Again, much of the volume sold may include items which
are not taxable in different states, i.e., food. Offsetting this,
however, is the important fact that the figure does not include
services which are taxable in many states nor, as stated before,
sales by producers or to industrial firms.

But with all of these limitations, it is significant that § per
cent of $4.5 billion equals $135 million. If the states are forced
by federal legislation to forego even half of that amount, the
situation would become serious for many of them.

This survey conducted nationally by the National Associa-
tion of Tax Administrators indicates that no sales tax state
claims to lose any less than one-third of its use tax collections,
many of them claim the loss of one-half the use tax collections,
and at least one claims H.R. 1148 and S. §81 would cause the
loss of 10 per cent of total sales and use tax collections.

I am convinced that if legislation of this nature is enacted,
many of those out-of-state sellers over whom a state may have
jurisdiction because of their having a place of business within
that state will seek the proffered tax shelter and abandon such
places of business. The states would then swarm with tax-im-
mune canvassers in competition with taxpaying local vendors.
It has been estimated that such an advantage amounts to 10 per
cent where the out-of-state vendor is able to escape corporation
income taxes, sales/use taxes, and indeed, local property taxes.

Fortunately there is good indication that this type of legisla-
tion will not be enacted. The nation cannot afford to have the
states’ taxing authority thus bargained away.

TAX STATESMANSHIP ESSENTIAL

But some solution to this problem must be and can be
found. I said at the outset that tax “statesm'anship” will be
required. Statesmanship must take the form of mutual coop-
eration and understanding on the part of tax administrators
and taxpayers. I submit that this is not a mere visionary objec-
tive and that it is attainable.

To me “tax ferrets,” “border patrols,” “ports of entry,” “tax
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LI

informers,” “crackdowns,” “penalties,” etc., have always been
dirty words in tax administration.

The most amazing thing to any foreigner studying our tax
systems in this country is the degree to which we achieve honest
self-assessment.

I leave with you the plea, then, that we—tax administrators as
well as taxpayers—do all in our power to strengthen and uphold
that principle. Neither side can afford to do less.



CHAPTER VIII
THE SCOPE OF STATE SALES TAXATION

WyLIE KILPATRICK
Research Professor, University of Florida

HIS sophisticated audience would be wearied by a repeti-
tion of the bromides or conventional views regarding state
sales taxation. Any contribution I can offer will consist in pre-
senting a series of footnotes to the conventional wisdom; not
necessarily to challenge past study, but to probe tax form or
structure, nomenclature, and practices to reveal where we are
in state sales taxation. =
An initial footnote is to ask the question as to why sales taxes
are on a program of business taxation. With an overriding con-
cern with economic growth, a viable balance must be struck
between capital investment and consumer demand to sustain
and encourage business expansion. 1 shall leave to others the
ambitious task of deciding on the line of balance between these
factors that interact with improved technology and automation
and the health and education of the people to advance or re-
tard economic growth. I shall content myself with the more
modest task of indicating the degree of diversification resulting
from sales taxation that affects the desired balance. Excessive
sales taxes, such as state cigarette taxes at 7¢ and 8¢ per package,
may so concentrate taxes in one category as to undertax other
categories. The very absence or small size of $ales taxes may
concentrate taxes at high levels on income and property.
The form of the sales tax permits little manipulation to ad-
just for capital formation or consumer demand. Perhaps an
exception consists of excises on sick industries. Examples are
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the repeal of the federal tax on freight, and the hesitancy of
cities to tax admissions which would adversely affect moving
pictures. Net income taxes provide a keener cutting edge not
merely in adjusting rates but also in allowances for deprecia-
tion, capital gains, carry-back and carry-forward provisions, and
the pending Kennedy plans for accelerated depreciation for
technological obsolescence and an additional deduction for
capital investment. Nonetheless, sales taxes are generated by
pressures to diversify tax sources so that excessive reliance upon
one or a few sources is avoided or minimized. Among these
pressures are the loads of property and income taxes, the ex-
tent to which states assume responsibility for financing local
governments, and the level of educational costs.

Sales and gross receipts taxes of all American governments,
amounting to $24.5 million in 1960, cqualed 18.6 per cent of
total general revenue—nudging out the corporate income tax
as the sccond largest revenue producer. State and local sales
taxes, though under one-half of the three-level total, equaled
27.2 per cent of state and local general revenue—a proportion
over three times larger than both corporate and individual in-
come taxes and second only to property taxation. Between 1950
and 1960, the proportion of state and local general revenue de-
creased slightly from all sales taxes and from property and cor-
porate income taxes, and rose slightly for the individual income
tax and all other revenue. Despite variations among minor
sources and among states, the surprising footnote is that the
great upsurge in revenue did not disturb the overall balance
in state and local revenue. This is not to say that the present
distribution among sources is justified.

STATES CLASSIFIED BY SALES AND INCOME T AXES

To get a closer view of tax concentration or diffusion than is
permitted by global figures, the states are classified in Table 1
as to whether, in fiscal 1961, they levied (1) a broad-based indi-
vidual income tax but not a general sales tax, (2) a general
sales tax but not an individual income tax, (3) both a general
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sales and an individual income tax, and (4) neither a general
sales nor an individual income tax. Only the four states of

TABLE 1

STATE TAX COLLECTIONS BY STATES CLASSIFIED ACCORDING
TO USE OF INDIVIDUAL INCOME AND GENERAL SALES TAXES: 1961

Income States
Individual General an Without
All Income Sales Tax  Sales Tax Income and
Type of Tax States Tax States States States  Sales Taxes
Per Cent of Total Taxes
Individual income 12.4 83.9 1 12.7 1
Corporate income 6.7 11.2 34 g 2.0
Sales and gross receipts 57.8 32.8 73.9 59.5 52.8
General sales 23.7 — 38.5 29.8 —
Selective sales 34.1 32.8 35.4 29.7 52.8
All other 23.1 22.1 22.6 20.1 471
Total 100.0 100.0 100.0 100.0 100.0
Per Capita Taxes
Individual income $ 133 $ g8.61 $ . $ 14.60 $ o0
Corporate income 7.06 12.74 3.44 8.89 1.49
Sales and gross receipts 61.31 37:.30 75.06 68.35 39.58
General sales 25.16 — 39.11 34.20
Selective sales 36.15 37.30 $5.95 34.15 39.58
All other 24.53 25.17 22.86 22.99 33.83
Total 106.03 113.82 101.47 114.83 75.00
Taxes Per $1,000 of Personal Income
Individual income $ 592 $ 15972 $ oy $ 721 $ o4
Corporate income 3.18 5.19 1.51 4.89 .68
Sales and gross receipts 217.63 15.19 $3.04 33.76 18.00
General sales 11.34 17.21 16.89
Selective sales 16.29 15.19 15.83 16.87 18.00
All other 11.05 10.24 10.07 11.85 15.38
Total 47478 46.34 44.67 56471 $4-10

Source: United States Bureau of the Census, State Tax Collections in 1961.

Nebraska, New Hampshire, New Jersey, and Texas were in the
fourth class in fiscal 1961, though in fiscal 1962 New Jersey
will have a commuters’ income tax and Texas a ‘sales tax. New
Hampshire is included in this class because her income tax is
limited to dividends and interest, the same reason for which
Tennessee is classified as a sales tax state. Though states with
individual income taxes usually have corporate income taxes,
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several states with the corporate tax lack the individual tax.
Findings from the four-fold grouping are as follows:

1. Selective sales taxes, such as motor fuel taxes, were more important
in the aggregate as was to be expected, since they were imposed by all
5o states, whereas general sales taxes were imposed by only gp states in
1961. In the states which impose general sales taxes, however, they are
more productive than the selective sales taxes.

2. As measured by the percentage of total taxes, the two income taxes
accounted for a proportion over twice as large in the income tax states
(45-1 per cent) as in the income and general sales tax states (20.4 per
cent). By the same measure, sales and gross reccipts taxes, consisting
solely of selective sales taxes, were small in the income tax group (32.8
per cent); they were much larger in states levying both income and gen-
cral sales taxes (59.5 per cent); and they were still larger in the general
sales tax states (73.9 per cent).

3. The two income tax yiclds, as shown by per capita amounts, were
over twice as large in the income tax states ($51.85) as in the income and
general sales tax states ($23.49). By the same test, sales and gross receipts
taxes were much the lowest in the income tax states, much larger in the
income and general sales tax states, and still larger in the general sales
tax states.

4. Income tax states without a general sales tax included a number of
high ability states—Declaware, Massachusetts, Minnesota, New York, Ore-
gon, and Wisconsin. States taxing general sales but not individual in-
come tended, with a few exceptions, to be above average in personal
income per capita, including Connecticut, Illinois, Indiana, Michigan,
Ohio, Pcnnsylvania, and Rhode Island. States taxing both individual
income and general sales tended to be average, or often below average,
in personal income levels, including most of the southern states. A not-
able exception was California. Tax diversification was to be expected of
this group as was tax concentration of the previous groups.

5. Use of state and local sales taxation as a substitute for local prop-
crty taxation results in diversification relevant to the taxation of business
property. States with individual income taxes but no general sales tax
were likely to be high in property taxation. States without either tax
were high in property taxation. Witness New Jersey especially, as well
as Nebraska and New Hampshire. Having high property taxes by south-
ern standards, Texas is a late recruit for general sales taxation.

ForM oF GENERAL SALES TAXATION

Tax form is most specifically related to business taxation in
sales to industrial and farm users. The conventional wisdom, to
which I subscribe, objects to the inclusion of such sales in the
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general sales tax base because it conflicts with a single-stage tax
by involving two stages or two taxes—one for the industrial con-
sumer and one for the ultimate consumer. How does the record
square with standard views? Some double taxation is debarred
by the conventional rule restricting taxation to sales of tangible
personal property not for resale. Physical ingredients entering
into processed goods are exempt in most states. Beyond these
rules, the practice is contradictory and unsatisfactory. Indus-
trial machinery and equipment is exempt in seven states, if
directly used in processing, though this class is accorded lower
rates or tax limits in several more states. Industrial supplies
are exempt in only a minority of states. Farm equipment, sup-
plies, and products are treated inconsistently. Put another way,
the urge for larger tax collections too often results in a two-
stage tax.

The same urge is expressed in the unlike treatment of the “big
three” already subject to state and federal excises. Exemption of
motor fuel from the general sales_ tax is prompted more by
" highway needs than by equity. Inclusion of alcoholic bever-
ages and tobacco seems based on Mark Twain’s remark that
excessive use of anything is bad, but excessive use of liquor and
tobacco is barely sufficient. American tax practice has so wide-
ly expressed Mr. Clemens’ aphorism that I do not so much
question sumptuary taxation as to ask why general sales taxa-
tion of liquor and tobacco is necessary when the excises can be
readily adjusted to provide “barely sufficient” revenue.

The clichés invoked concerning the controversial exemption
of food need be barely mentioned. One is that an across-the-
board sales tax, including food sales, is sharply regressive; an-
other is that the American tax system as a whole is progres-
sive; and still another is that the food exemption renders the
sales tax proportional as among different size classes of family
income. Even when food is exempt, the sales tax differs from
the first proportional bracket of the federal income tax in
which a limited progressiveness results from personal exemp-
tions and deductions.
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The footnote here concerns the revenue loss from the food
exemption. To provide a guideline, information for 1960 was
assembled from 17 states, 10 taxing food and % exempting food
for off-premise consumption. On-premise consumption in eat-
ing places, which is taxable under all general sales taxes, ac-
counted for a very small proportion of total sales taxes but for
an important part of food consumed. Typical percentages were
a high of 22.6 per cent in Michigan and a low of 16.1 per cent
in South Carolina. Another reason for the overstatement of
sales taxes from food is the frequent classification of sales by
food establishments, including nonfood sales. Bonafide food
sales for off-premise consumption, expressed as a percentage of
total general sales tax revenue in the 17 states, ranged from
15.0 per cent to 2.2 per cent. The median was 20.1 per cent.

The range excludes Pennsylvania in which off-premise food,
if taxable, would have been 28.5 per cent of sales tax collec-
tions. Pennsylvania has the narrowest base of any sales tax state,
making the cited percentage abnormal. This points to another
conclusion—the size of the percentage loss from off-premise
food depends also upon the extent of other exemptions. If
North Carolina had taxed off-premise food in 1960, $24 mil-
lion more taxes would have been collected, or 21.4 per cent of
total sales taxes. If all exemptions had been removed, except
motor fuel, food for off-premise consumption would have been
14.9 per cent of the total. In the long run, the revenue poten-
tial of a sales tax is larger with a proportional tax, flexibly per-
mitting higher rates, than with a regressive tax for which only
low rates are tolerable.

The theoretical basis for taxation of many services is widely
accepted as part of the single-stage taxation of consumer ex-
penditure. Commodities and many services are either parallel
forms or often interwoven forms whose separation for com-
modity taxation is either difficult or undesirable. For example,
repair work, such as motor vehicle repairs, forms a unified trans-
action in which both the service and the goods should be tax-
able. Consumer expenditure for services is growing rapidly,
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goods expenditure more slowly. Between 1950 and 1960, Amer-
ican expenditure rose 46 per cent for durable goods, 53 per
cent for nondurable goods, and 104 per cent for service ex-
penditure.

Notwithstanding the theoretical consensus of the desirability
of the taxation of selected services, a footnote must be ap-
pended that the record is disappointing. Perhaps public utility
sales, especially electricity, gas, and local communication, con-
stitute at once the largest service class subject to the general
sales tax and the class whose inclusion is least desirable. Utility
services are partly taxed federally, often are subject to separate
state excises, and are taxed locally at rates varying from nom-
inal to 15 and 25 per cent of gross sales, including the over-
pricing of rates by not a few city owned utilities to produce sur-
pluses for general funds. Transient lodgings provide a respect-
able revenue to Florida and other tourist centers, and an un-
respectably small revenue in other areas. Admissions afford
only minor yields. 2

In brief, the retail sales tax states skirt the edge of service
taxation by levies on a few classes least capable of defending
themselves. Illinois in 1961 enacted a service occupation tax
as a companion measure to the sales (retailers’ occupation) tax.
The new act was not designed to tax services but more effec-
tively to tax tangible personal property sold in conjunction with
services. States having broad-based gross receipts taxes, in which
a beginning at least has been made to tax scrvices, provide a
better clue than the retail tax states. The tabulation below sets
forth the rates and collections from service taxation for 1960
in six of the seven gross receipts tax states, excluding Indiana.
Even in this group, the yields were minor because of the rela-

TABLE 2 ]
Revenue Revenue
State Rate  (In thousands) State Rate (In thousands)
Arizona 1%-2% $1,584 New Mexico 2% $3.577
Hawaii 3.5% 6,827 Washington 1% 8,520

Mississippi 1%-2% 3,857 West Virginia  .65%-1.05% 2,409
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tively small population of the states, the limited number of
services taxed, and the low rates, except in Hawaii.

Taxation of sales to governments, though obviously legal
when state and local governments are the buyers, runs into the
question of tax form when the federal government is the buyer.
A simplified version of the legal rule is that if the sales tax
is imposed in the form of a levy on the sale, the legal incidence
being upon the buyer, sales to the federal government are de-
barred from taxation. If the tax is in the form of a privilege
tax on the retail occupation, the legal incidence being upon
the seller, taxes on sales to the federal government can be sus-
tained.

Illinois successfully collected such a tax until sales to state
and local governments were exempted, and the courts invali-
dated the tax as discriminatory. The baseball score is “one hit,
one man caught off base, no runs.” Though the door is still
open to nondiscriminatory taxation of sales to the federal gov-
ernment, under the privilege form, the reluctance to tax sales
to state and local governments has prevented the states from
entering the door. The privilege form of sales tax also makes
possible taxation of national and state banks because the legal
incidence is on the seller, even though the economic incidence
1s passed on to the consumer bank. More baseball runs are be-
ing scored here.

SEMANTICS OR SUBSTANCE?

A final footnote raises the questions whether nomenclature is
misleading because of the lack of consistent patterns of state
sales taxes. The Washington State Tax Commission compared
the Census-reported retail sales of 1958 with sales taxable un-
der state retail rates. In the gross receipts tax states, only the
retail sector was included. The comparison reflected both re-
tail exemptions and the taxation of services at the retail rate.
Taxable sales as a per cent of Census-reported sales exhibited
the extraordinary range of 5.1 per cent in Pennsylvania to
141.9 per cent in Louisiana. In g of g1 surveyed states, taxable
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sales were under go per cent of Census sales, while in 10 states
they were over 110 per cent of Census sales. The closer ap-
proach between the two in the remaining 12 states did not
mean a pure retail sales tax. Taxation of public utility services
could offset some retail exemption, while the two-stage taxa-
tion of capital goods could offset other retail exemptions.

Modification of the retail tax is fortunately not a one-way
street of erosion. Ten states in 1961 broadened their sales tax
base. Without evaluating individual changes, North Carolina
notably plugged many holes in her retail base, introduced a
low rate on capital goods, and extended the sales tax base to
include service sales by laundry and dry cleaning establishments.

Ever since the sales tax was a gleam in the eyes of a few
lobbyists and university professors, the debate over turnover
taxation and tax pyramiding has been persistent. In the % gross
receipts tax states, the retail rate is the highest, usually much
the highest, of any of the categories, except for the very low
rate of Indiana. In the other 6 States in 1960, the retail sales
accounted for 63 to 81 per cent of the total collections of the
gross receipts tax in 4 states. Only in Hawaii and West Virginia
did retail sales collections drop to about 45 per cent of the
total, resulting in sizable turnover taxation. Wholesale rates are
very light except in New Mexico; extractive rates are light
aside from West Virginia; and service rates are high only in
Hawaii. The unique Indiana gross income tax minimizes tax
pyramiding by exceptionally low retail and wholesale rates
and a uniform rate of 1.5 per cent for other categories, espe-
cially for wages and property incomes that are not part of sales
taxation.

Perhaps not sufficient is known for a definitive answer as to
whether turnover taxation is nominal or genuinely oppressive
in pyramiding. Perhaps not enough is known regarding so-called
retail sales taxes that depart from the retail concept. In addi-
tion to the indispensable Census reports of tax collections and
the legal compendiums, do we not need a special study—or
better yet, recurrent surveys—of the occupational classes of sales
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taxes comparable among the states; measures of revenue losses
from exemptions or gains from additions to the tax base; the
seriousness of tax pyramiding; the impact of extra high rates
from selective sales taxes, especially when levied by two or three
governmental levels; and the role of all sales and gross receipts
taxes in promoting or retarding capital formation and con-
sumer demand. Without further probing, we are likely to in-
dulge in semantics rather than grapple with substance.



CHAPTER IX

SHOULD CONFLICTS IN STATE ALLOCATION
OF BUSINESS INCOME BE TOLERATED,
MANEUVERED, OR RESOLVED?

IrA J. PALESTIN
New York State Tcx Commissioner

EARINGS on the nettlesome question of state taxation of

business enterprise engaged in interstate commerce were

begun by the House Judiciary Committee’s Special Subcomit-

tee on December 4, 1961. Their inquiry was instituted to as-

certain the conflicts of law and their consequences between state
jurisdictions taxing interstate enterprise.

PoweRr oF STATE TO LEVY CORPORATE INcOME TAXx

The power of a state to lay a direct income tax on a corpora-
tion exclusively engaged in interstate commerce was upheld in
1959 by the decision of the United States Supreme Court in
the Northwestern-Stockham case.® Prior to that time, of course,
state taxation addressed to intrastate business activity had long
been acknowledged as a proper levy of franchise or business
privilege taxation. Reacting quickly to the definitive statement
by the majority in the Northwestern-Stockham case that a state
may lay its tax on a corporation doing an exclysively interstate
business, provided a nexus of activity exists between the cor-
poration and the local taxing sovereignty and provided further
that there is a fair apportionment from total income to the

1358 U.S. 450.
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local taxing jurisdiction, Congress in 1959 enacted S. 2524 into
Public Law 86-272.

The hearings just opened by the House Judiciary Commit-
tee’s Subcommittee are intended to adduce the facts upon which
recommendations required by this act will presumably be made
for possible federal legislation in the matter of state and local
taxation of business engaged in interstate commerce. Mean-
while, under the act, the mere soliciting of orders for tangible
personal property that are filled by shipments outside the state
falls short of the nexus required for local taxation of a for-
eign corporation whose only business is interstate.

S. 2524 was accompanied by a report of the Senate Finance
Committee. The report stated:

No two States [taxing business income] have exactly the same formula
for apportioning the amount of income attributable to local activities
within the State. The commitee understands that the formulas currently
in use are complex, that even within the formulas the meaning of the

basic words arc inexact; and that for example, many of the . . . income tax
States used a different definition to cover the term “‘sale.”?

Mr. Justice Frankfurter, dissenting in the Northwestern-
Stockham case, had been cven more pessimistic. Speaking of the
“thousands of relatively small or moderate size corporations do-

ing exclusively interstate business spread over several States,”
he said:

To subject these corporations to a separate income tax in each of thesc
States means that they will have to keep books, make returns, store records,
and engage legal counscel, all to mecet the divers and variegated tax laws of
forty-nine States, with their different times for filing returns, different tax
structures, different modes for determining ‘net income’ and different,
often conflicting, formulas of apportionment.?

It is presumptuous for a speaker to discuss the “facts,” now
that the legislative inquiry has been opened. But so much has
been written and said on the subject since, if not before, the
handing down of the Northwestern-Stockham decision that my
few words may be permitted to enter the flood stream.

28S. Rep. No. 658, 86th Cong., 1st Sess. (1959).
3358 U.S. 450, 474.
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Thirty-six states and the District of Columbia impose cor-
porate taxes on or measured by net income. Each uses proceeds
of sales of tangible personal property as a factor in arriving at
business net income allocable to the taxing state. Most use the
Massachusetts three-factor apportionment formula. Its factors,
equally weighted in the classical application of the Massachu-
setts formula, consist of property, payroll, and sales or gross
receipts.

CoNFLICTS ARISE IN SALES FAcTOR

There are no disparfties in the use of the property and pay-
roll factors which could not easily yield to uniform adoption
by all states taxing corporate income. It is in the sales factor
where most of the conflicts in apportionment law exist—con-
flicts which arise not from accidental inclination but as a re-
sult of regional jockeying for what is deemed a good taxing
position.

Whether sales are to be allocated to the taxing states on an
origin, or seller’s, basis—as would benefit a manufacturing state;
on a destination, or buyer’s, basis—as would benefit a “market”
or “consumer” state; or merely on the basis of the place where
the sales contract is negotiated, could depend largely on the
local legislature’s view of its state’s economy. Obviously, an “im-
port” state will derive relatively little from a formula that re-
lies for its property and, particularly, its sales factor on its own
domestic industry.

Forty per cent of the states apportioning business income use
a sales factor determined by the destination point of the mer-
chandise shipped. Almost an equal number use the place of
sales negotiation as the determinant. Three locate sales on a
shipment origin basis. Three use a combination of several fac-
tors within sales activity. Two, possibly three, wse a 50 per cent
origin:po per cent destination basis in measuring the sales factor.

Before further remarking on the differences in state allocation
sales factors and their economic motivation, recognition should
be given of a “position” which, as Charles Conlon told the
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symposium of this Institute in 1960,* has been taken favoring
total elimination of any sales factor in a local apportionment
formula. This may have had reference to Professor Harriss’
proposition that only property and payroll—i.e., capital and
labor—create wealth and income, or that the selling effort
necessary to create income is adequately accounted for by “. . .
the remuneration of the human and material resources that per-
form the selling function.”?

I wonder whether this economist’s observation exactly fits the
problem of income taxation. We are concerned with a corporate
income tax. Capital and labor produce wealth—probably “in-
come” in some economic sense—but not realized dollar in-
come. You cannot pay the states in kind, and realization means
marketing operations. Without a market, a most valuable in-
ventory of manufactures or even of fungible precious stones,
although fruits of commerce, has not reached that gross in-
come stage upon which operating net profit or loss is com-

putable.

MEzTHOD OF COMPUTING SALES FACTOR

“Market” is an all-inclusive term. It embraces negotiation;
offer and acceptance; appropriation of merchandise to the buy-
er’'s order; shipment by the seller; delivery to the buyer; the
buyer’s post-delivery right of inspection; the buyer’s ultimate
acceptance of delivery. Perhaps “remuneration of the human
and material resources that perform the selling function” is
broader than only wages and the carrying charges and return
apportionable to capital. In any event, the states determining
allocation of business income by apportionment formula ac-
cord a separate gauge to the conversion of inventory into money.

4 Charles F. Conlon, “Problems in Uniform Apportionment of State Income
Taxes,” Management’s Stake in Tax Administration, Princcton: Tax Institute,
Inc., 1961, p. 201.

58ee C. Lowell Harriss, “Interstate Apportionment of Business Income,” Amer-
ican Economic Review, XLIX (June, 1959), 400. Sce also Paul Studenski, “The
Need for Federal Curbs on State Taxes on Interstate Commerce: An Economist’s
Viewpoint,” Virginia Law Review, XLVI (1960), 1132.
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If every marketing step should enter the sales factor with its
own separate weighting, a formula computation would pile up
to frustrate any tax administrator’s office.

The various marketing stages divide easily into three cate-
gories. Offer and acceptance relate to location of the sales of-
fice or place of solicitation, i.e., to negotiation. Appropriation
to the order and shipment relate to the point of origin. Deliv-
ery, post-delivery inspection, and acceptance relate to point
of destination. It is these broad categories in which the sales
factors used by various states fall.

Among those that relate their sales factor to place of nego-
tiation, many use sales office location as the test, but they di-
vide on its definition. The predominant view considers the sales
office to be that out of which the salesman works, even though it
might be in a different state from the scene of his personal solici-
tation. A few jurisdictions define place of negotiation as the
actual point of solicitation, regardless of sales office location.

“Place of negotiation,” therefo¥e, is a protean concept that
baffles the uniform lawmaker. In contrast, place of shipment,
i.e,, origin, and place of delivery, i.e., destination, provide fixed
points as to which little interpretive controversy can be had.

Just as the local legislature’s view of the economy of its own
state will determine the choice of the sales factor in apportion-
ing income of an interstate corporation, so economic motiva-
tion molds corporate attitudes on allocation formulas. A des-
tination supporter would be a corporation whose gross sales,
fragmented outside its manufacturing state, would limit the
tax due to the manufacturing or sales origin state. Such a
corporation could minimize tax imposts in more lenient market
states.

Corporations whose manufacturing sites are dispersed over
several states might or might not favor the sales'origin basis for
a particular state. That could depend on the degree of concen-
tration of their factories within one or more taxing statcs. They
would prefer not piling up property, payroll, and sales factors
in the same state. Thus they might favor an origin sales basis
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for a heavily industrial state in which they have located none
of their own plants, but to which they ship large volumes of
parts or finished products.

No reliable statement can be made concerning the appor-
tionment predilections of corporate taxpayers generally. The
thought has occasionally occurred that the same taxpayer may
favor a different sales factor for various states according to the
location pattern of its factories and markets. The inquiry of the
House Judiciary Committee’s Subcommittee undoubtedly will
develop the extent of conflict in definitions of taxable base, ap-
portionment formulas, tax burden, and compliance costs.

STRUGGLE FOR UNIFORMITY IN STATE LAws

In July, 1957, before the suggestion was made in Public Law
86-272 of uniformity of state laws under congressional man-
date, the National Conference of Commissioners on Uniform
State Laws (NCCUSL) approved a model Uniform Division of
Income for Tax Purposes Act (UDITPA). Later that year this
act was approved by the House of Delegates of the American
Bar Association. Briefly, it incorporates the Massachusetts
three-factor apportionment formula, with sales of tangible per-
sonal property included in the numerator if delivery of the
property across state lines is received in the taxing state, ie.,
sales are allocated on the destination basis. Presumably, a basic
requirement of taxability under UDITPA would be the pre-
vailing local law of nexus, or jurisdiction to tax. The act pro-
vides that if the purchaser is not taxable in the state of destina-
tion, the sale is allocable to the shipping state on an origin basis.
Thus far, two states, Alaska and Arkansas, have adopted this
proposed uniform law.

The dispute between the adherents of the origin and destina-
tion basis for sales has been compromised in New Jersey. That
state in 1958 adopted a corporation tax based on net income. It
used the familiar three apportionment factors, with sales al-
locable 5o per cent to the origin state and 5o per cent to the
destination state. This year my own state, New York, amended
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its sales factor to like effect. Before that we had been a sales
origin state.

It may be that the 50 per cent origin-5o per cent destination
sales factor is a practical compromise limiting the revenue loss
which heavy industrial states would sustain if they should com-
pletely abandon sales origin for destination. But it is also rec-
ognition that marketing, which results in income realization,
cannot be confined to a single item of an entire process. New
York and New Jersey in effect are now using four parts of a
formula— (1) location of property; (2) location of payroll; (3)
location of goods appropriated to the order; (4) location of de-
livery point—with a one-third weighting for each of the first
two and one-sixth weighting for the remaining two; this, even
as they preserve equal weights for the three familiar categories
of property, payroll, and receipts.

If the hearings now in progress confirm the misgivings voiced
in the Northwestern-Stockham dissenting opinion of Mr. Jus-
tice Frankfurter and by the majority in the Senate Finance
Committee, the necessity for resolution of the many-sided con-
flict is indicated. Such a uniformity is in the best tradition of a
vigorously functioning federal system composed of sovereign
states wise enough to harmonize their individual views to serve
a national community.

The adoption by all our states and dependencies of a Uni-
form Negotiable Instruments Law and a Uniform Warehouse
Receipts Law, the adoption by the overwhelming majority of
our states of the Uniform Sales Act, and a long list of other
uniform acts governing commercial practice are solid recogni-
tion that the states can merge their differences to provide a
common national business community. The Uniform Nego-
tiable Instruments Law was approved by the NCCUSL in 18¢6.
It was enacted in New York in 1897. Final enactment in 1917
by California and Maine made unanimous its application in all
our states and territories. The Uniform Sales Act was approved
by the NCCUSL in 1906. It was adopted in New York in 1911.
It is now in force in g6 states and the District of Columbia, last
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having been enacted in the state of Colorado in 1g42.

Patently, it takes a long time for uniformity to emerge out
of law conflicts. Its quest is never easy. We should further rec-
ognize that resolution of conflicts arising from economic need,
as in the case of state taxation, may prove more difficult than
composing differences that have developed in phllosophlcal or
juristic concept under the common law.

No state tax administrator freely would prefer a compulsory
uniformity to one achieved by voluntary cooperation. Can con-
gressional intervention be a stimulant rather than a bludgeon?
In this connection the statement of Professor Harold M. Groves
given at the hearings before the Senate Select Committee on
Small Business held shortly after the Northwestern-Stockham
decision is pertinent. He said:

. what we need here is interstate cooperation with congressional inter-
cession, as I call it, or congressional prodding.

. I think the States should be given an opportunity, through confer-
ence, compromise, and contract, to put their own house in order in this
area.

. the intercession, I would hope, might come from a Federal agency

. which would prod the States, and the agency in turn would be prodded
by Congress. . . .6

I will leave the discussion at this point, particularly in view
of the pendency of a responsible investigation into all aspects
of this problem.

Before concluding, let me say that uniformity is a desirable
predicate upon which laws taxing business income should be
shaped. Every state, of course, is free in its choice of an avail-
able subject of taxation. Uniformity of existing law does not re-
quire its automatic extension elsewhere. As for the state of New
York, its position was well presented by my colleague, the Hon-
orable Joseph H. Murphy, Commissioner of Taxation and Fi-
nance, in a statement presented to the Select Committee on
Small Business of the United States Senate on June 19, 1959.

6 State Taxation on Interstate Commerce—r959, Hearing Before the Select
Committee on Small Business of the Senate, 86th Cong., 1st Sess., Washington:
Government Printing Office, 1959, Part 1, p. 67.
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He there gave his view of New York’s aspiration for a good
business climate. Our state imposes a corporate privilege tax
based, in good part, upon net income. New York is an adherent
of the three-factor Massachusetts apportionment formula. It
will not supplement its existing privilege tax with a direct in-
come tax laid on foreign corporations engaged in interstate
commerce.

Instead our state has now given its endorsement to an ap-
portionment sales factor compromised between the state of ship-
ment origin and the state of destination. Will this compromise,
which rests on a firm economic base, light the way out of the
present difficulty?



CHAPTER X

DISCUSSION OF SOME PROBLEMS INVOLVED IN
STATE AND LOCAL TAXATION OF BUSINESS

CHAIRMAN ALAN M. NEDRY, Assistant Counsel, National As-
soctation of Manufacturers: Now comes your turn. Do you have
any questions or comments?

Dr. HENRY FrRANK, Fairleigh Dickinson University: Mr.
Chairman, if there are no questions, could we prevail on Dr.
Kilpatrick to fish that other paper out of his suitcase and sum-
marize it?

Dr. WiLEYy KiLPATRICK, Bureau of Economic and Business
Research, University of Florida: 1 would prefer to have a few
questions first. Of course, I can talk through the dinner, 1 as-
sure you, but the hall will be empty long before that time.

Dr. Frank: May I comment on certain services that are
sometimes subject to general retail sales taxes? Some states and
cities have meals and lodgings taxes separate and apart from
the general retail sales tax—Massachusetts, Vermont, Alabama,
and New York City are cases in point. If the sales tax of a state
or city is extended to a service already subject to a special tax,
it is not likely that much additional revenue would be
picked up.

Dr. KivpaTrICK: All general sales tax states include in their
tax base meals served on the premises (a tax on commodities),
and most of these states tax transient lodgings (a tax on serv-
ices). Apart from the general sales tax, however, I recall only
Vermont and Texas that have levied a state excise on hotel
services, and Texas in 1961 adopted a general sales tax. Taxa-
tion of these two classes normally takes the form of city excises

95



96 REAPPRAISAL OF BUSINESS TAXATION

in a few states lacking a state general sales tax. The record re-
veals an irregular city adoption of separate excises and usually
small tax yields.

Separate city excises on small tax bases result in fragmenta-
tion of taxation. Once we begin splintering the general sales
tax into small city excises, we lose the possibility of substantial
revenue and introduce distortions in which one segment of
business bears a load and another segment bears little or no
load of a similar nature.

We must differentiate between undesirable fragmentation
and desirable diversification. An acceptable, if not ideal, type
of diversification is secured by states which make a conscious
effort to relate together, in a balanced tax structure, the taxes on
net income, property, general sales, and selective excises justi-
fied by benefit, regulatory, or sumptuary purposes.

In relation to the general sales tax, as an instrument flexibly
to be used, the broad, proportional base strikes me as much
better, as much more advantageous, than picking out high
- rates for special classes. For instance, New York City recently
repealed the 5 per cent tax on theatrical admissions. It was a
sick industry. The federal tax on freight was eliminated, and
the tax on passenger service is likely to be eliminated.

The cities hesitate to tax admissions because of the reaction
upon the moving picture industry. Except for a sick industry,
the sales tax has been too rough an instrument to be consciously
manipulated as a means of either encouraging consumption or
encouraging capital formation. The presence or absence of
general and selective sales taxes and the levels of their rates,
however, significantly affect consumption and capital formation.

A proportional base and elastic rate for the general sales tax
form a better instrument than fragmentized and diverse taxes
and rates. Selective excises, with the exception @f public utili-
ties, are often meager revenue raisers at the local level; and at
both the state and local levels, they may distort the distribution
of the tax load by discrimination among commodities and serv-
ices.
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Dr. Frank: Sir, I have another question. You are decrying the
fact that services are hardly tapped under the sales tax. Could
you suggest, other than transient rentals and food served in
restaurants for on-premises consumption, some other services
which might be good for sales taxation?

Dr. KirpaTrick: Here is a list that is typical of a limited type
of service taxation. The state of Washington now taxes amuse-
ments, architects, attorneys, barber shops and beauty parlors,
collection, advertising and other agencies, dentists, engineers,
general contractors, hotel rooms, tourist courts, real estate and
insurance agents, stock brokers and loan companies, storage
warehousing. This limited tax, at a rate of 1 per cent, yielded
$8.5 million in 1g6o0.

This is one of the more respectable showings by any state.
At a 3 per cent rate, Washington could have collected over $25
million. A proposal was made in the 1959 legislature to sub-
ject personal services to a 4 per cent rate, but the professional
groups organized so effective a lobby at Olympia that the pro-
posal was roundly defeated.

Washington’s limited array notably omits repair services,
which are the most logical candidates, particularly automobile
repairs.

Of course, you can without too much difhiculty, as the gen-
eral sales tax states do, require the garage to itemize the serv-
ice, or the labor, and the parts separately when you take your
car in for servicing.

What I am saying is that when your car is serviced, or a
smash-up has occurred, or a new job needs to be done, you
have in effect one economic transaction. Why require the re-
pair shop to separate on the bill the labor or the service and the
parts when, from an economic standpoint, the job is a single,
unified transaction? North Carolina recently tapped laundries
and dry cleaners, and some states have tapped printing and
photography. I could extend the list, but these types are indica-
tive.
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Dr. LLoYp SLATER, New York State Department of Taxation
and Finance: 1 am research coordinator for a special tax struc-
ture study committee established by Governor Rockefeller in
New York State. In listening to the discussions this morning, at
noon, and again this afternoon, I am led to contemplate some-
what the possible advantages that might be achieved by some
reshuffling of the different tax sources that are used by the fed-
eral government and those that are more traditionally, as has
been pointed out, mainstays of the states and local govern-
ments. Therefore, I would like to pose a question, something
like this: If it should become politically feasible—which you
might question—would there possibly be some advantages in
having the federal government take over most, if not all, of the
taxing of business as such, except for the property tax, and of
relinquishing at the same time to the state and local govern-
ments a larger proportion of the individual income tax base?
I'am assuming—though again you can comment on this, if you
think it is not true—that the interstate activities and income
of individuals create fewer allocations problems than the in-
terstate activities and income of business.

I don’t direct that question at anyone in particular, although
possibly John Tarrant would be the logical one to comment on
it. I would appreciate any other comments.

MR. JonN F. TARRANT, Tax Research Director, Connecticut
State Tax Department: 1 would be happy to comment on it,
Lloyd, and my comment is a very practical one. Your sugges-
tion is probably just put up as a trial balloon, because I am
sure that you don'’t put it forward as an abstract theory. If your
suggestion were acted upon, once your system was put in ef-
fect, the overriding political influences in the state would bring
it right back to where it was.

CHAIRMAN NEDRY: Are there any more que'stions or com-
ments?

Proressor THomAs C. ATKESON, College of William and
Mary: This morning we heard a reference from an economic
standpoint that the income tax is passed on in the nature of
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the nature of a sales tax, which we generally think of in
other terms. My question goes to this. We have at the federal
level the test for deductibility of a sales tax as a tax that is
specifically imposed on the purchaser by the state legislature.
You have a number of instances in which the state legislature
did not specifically draft the statute in such a way as to make the
tax imposed upon the buyer, and as a consequence it was not
deductible from the federal income tax.

What I want to know is: In the economic thinking that goes
behind the building up of a tax system in a state, to what ex-
tent does the legislature give effect to the interrelationship of
the state tax and the federal tax from the standpoint of the de-
ductibility of one tax against the other?

Dr. Kicpatrick: I don’t think too much consideration has
been given to that question in sales taxation. We have—and I
think perhaps I slurred over this point too briefly—two types
of legal form. First, the privilege tax is legally based on the
privilege of selling. The tax is on the vendor, the seller. We
have, secondly, the tax that legally is based upon the pur-
chaser, namely upon the consumer. If my memory is correct,
the states are about evenly divided. Perhaps the taxes legally
based on the consumer are in the slight majority.

Of course, from an economic standpoint, the privilege tax is
in effect passcd on to the consumer. When I mentioned, for
example, sales to the federal government, I was assuming a
privilege form of taxation. You cannot tax under the consumer
type of tax any sale to the federal government; but if you tax
the vendor, as Illinois successfully did for a while until it made
a mistake in excepting sales to state and local governments, the
tax legally is for the privilege of selling. In economic incidence,
the tax is likely to be passed on to the federal government.

The same question arises in taxation of state and national
banks, which must be treated alike. If you have a privilege
type of tax, you can tax people selling to banks, the vendors.
If you have the consumer type of tax, you can’t tax the na-
tional banks, and therefore the state banks automatically are
exempted.






PART FOUR

TAX POLICIES IN RELATION TO INVESTMENT AND
ECONOMIC GROWTH

“Private investment is generally conceived to be an important
component of economic growth, not merely because it serves to
expand the amount of productive capacity, but also because it
is a major vehicle for conveying advances in the industrial arts
and sciences into the actual processes of production.

“I think most of us are familiar with the very interesting re-
search that has been carried on in recent years, which tends to
emphasize the importance of technical progress rather than
mere expansion in the quantity of resources as major compo-
nents of growth.

“There are, of course, a great many difficult questions which
concern the processes of economic growth, the contributions of
private investment thereto, and the nature of business invest-
ment decisions, questions which must be resolved if we are to
know what kind of tax policies can and should be used to in-
fluence investment.

“The gaps in our present knowledge, therefore, pertain both
to the fundamental processes by which an economy expands
and to the way in which the tax structure impinges on growth-
generating activity. The latter relationship must often seem
particularly mysterious because of the great number and com-
plexity of regulations which apply in the taxation of business
income and which may affect both the capacity and the willing-
ness of businesses and individuals to save and invest, as well as
the composition of their investment.
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“Some of the more salient features of the present system of
business income taxation and proposals for revision thereof are
those to be discussed in this session this morning.”

—NoORMAN B. TURE
Director of Tax Studies, National
Bureau of Economic Research,
and Chairman of Symposium
Session



CHAPTER XI

GAINS AND LOSSES FROM THE SALE OR EXCHANGE
OF BUSINESS PROPERTY

WiLLiam M. HorNE, Jr.

Director, Corporate Tax Department, Olin Mathieson
Chemical Corporation

DEALLY, business decisions on disposal of property should
be made without regard to tax consequences.
Unfortunately, this is not the case under the present tax laws.
Nor does it appear any more likely to be achieved under pro-
posals now under consideration by Congress.

ADMINISTRATION PROPOSALS RELATING TO INVESTMENT

Take, for example, the 8 per cent credit which is proposed
for new investment in certain types of depreciable property.
This proposal is the principal feature of the Revenue Bill of
1961, a bill which the Ways and Means Committee did not re-
port out in the 1961 session of Congress. Instead, the Commit-
tee late in the session released the text of the bill for study by
the public. At the time of its release, the chairman announced
the Committee would take up the bill early in the 1962 session.!

To prevent abuse, the tax credit proposal includes a recap-
ture provision. This would cause the taxpayer to retroactively
lose the credit if the property was disposed of or leased within
six years of the time it was first placed in service.? This recap-
ture provision could “lock-in” the property for six years. While
it is true that the recapture provision would apply only if the

1Seec House Committee on Ways and Means, Press Release, August 23, 1961.
2 Committee Print (Discussion Draft) of Revenue Bill of 1961, H.R.—, 87th
Cong., 1st Sess. §2.
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Internal Revenue Service determined that allowance of the
credit would confer a benefit inconsistent with the tax credit
provision,® this ‘“safeguard” could prove illusory. Revenue
agents could be expected to apply the recapture provisions
whenever a disposition occurred within the six-year period,
putting the burden on the taxpayer to establish that the disposi-
tion was required in its business. This does not imply any
criticism of the Internal Revenue Service. Procedures of this
type might be deemed necessary to prevent tax avoidance. On
the other hand, most taxpayers would seek to avoid disputes
by holding the property for the required six years.

Enactment of legislation modeled on the Revenue Bill of
1961 could substantially influence business decisions on dis-
position of property in still another way. I refer to the pro-
visions of the bill which relate to gain from certain dispositions
of depreciable personal property.*

Under these provisions, any gain recognized on the disposi-
tion of most kinds of depreciable personal property would be
taxed at ordinary income rates to the extent of any deprecia-
tion deductions previously allowed.?

Standing alone, these provisions certainly do not appear to
stimulate new investment nor to promote economic growth. On
the contrary, they will discourage a taxpayer from disposing
of equipment that is obsolete or unnecessary in the taxpayer’s
business but which may have utility to others.

It has been estimated that the average age of all machinery

3 The Discussion Draft provides that the Secretary or his delegate is to deter-
mine whether the disposition or lease within the six-year period is to result in
loss of the credit.

4 Discussion Draft, § 7.

5 Section 4 of the Discussion Draft would add a new § 1345 to the Internal
Revenue Code. This new section would, with certain exceptions, apply ordinary
income treatment to the excess over adjusted basis of either (1) the recomputed
basis of the property or (2) the amount realized from a sale, exchange, or in-
voluntary conversion (or the fair market value in the case of other dispositions),
whichever is the lesser. Recomputed basis would be determined by adding back
to adjusted basis the amounts previously allowed as deductions for deprecia-
tion and amortization. These provisions would apply to all depreciable personal
property, other than livestock.
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and equipment in the United States is over g years.® In the past
few years, the stock of equipment over 10 years old has been
rapidly rising. By contrast, the average age of equipment has
been declining in the more rapidly expanding economies of
Western Europe.

The President and Treasury spokesmen have been urging
enactment of the investment credit as a means of stimulating
replacement of our growing stock of obsolete and inefficient
equipment.’ Paradoxically, the Treasury at the same time is
supporting the proposal to tax gain on the disposition of equip-
ment at ordinary income rates. This proposal appears to work
as a disincentive—a deterrent to equipment replacements. Fur-
thermore, this proposal is not required as a “package” with the
investment tax credit. As we have already seen, the tax credit
has its own recapture provision.

ARGUMENTS FOR TAXING GAIN FROM DISPOSITION OF
PERSONAL PROPERTY

What, then, are the reasons for this new proposal on taxing
gain from the disposition of depreciable personal property?

In proposing this change, Secretary of the Treasury Dillon
stated that the gain sought to be taxed as ordinary income “re-
flects prior depreciation allowances in excess of the decline in
actual value of the asset.””®

During the prior Administration, the Treasury made a simi-
lar proposal to the Ways and Means Committee. At hearings
on this proposal in March, 1960, the then Under Secretary of

6 Machinery and Allied Products Institute, “Changes in the Age Composition
of the Stock of Business Capital Goods,” Capital Goods Review, No. 40 (Decem-
ber, 1959).

"Sece e.g., the President’s Tax Message to the Congress, April 20, 1961; Ad-
dress of Secretary of the Treasury Douglas Dillon to The Business Council, Hot
Springs, Virginia, October 20, 1961; Address of Under Secretary of the Treas-
ury Henry Fowler to the American Retail Federation, New York City, October
12, 1961.

8 Detailed Explanation of the President’s Recommendations Contained in
his Message on Taxation, as submitted by Secretary Dillon at Hearings Before
the House Committee on Ways and Means, May 8, 1961, p. 84.
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the Treasury testified that capital gain treatment on the sale
of depreciable assets was a “troublesome barrier to sound ad-
ministration of depreciation allowances.”?

Since the Congress will undoubtedly consider this proposal
in the 1962 session, it is timely to examine the arguments ad-
vanced in support of its enactment.

First, let us examine the contention that ordinary income
treatment is needed because prior depreciation allowances are
excessive. Are present depreciation allowances, in fact, exces-
sive? Many commentators, including some of our distinguished
panelists, have testified on the need for depreciation reform.™
The view has been expressed that United States depreciation
policies are the worst of any industrialized nation of the free
world."

The prior Administration took cognizance of the need for
depreciation reform with enactment in 19r4 of accelerated
methods of depreciation.’? It also undertook a revision of Bul-

letin F, the guide to average usefut lives. This study, however,
~ was based on historical experience. The project was dropped
when it became apparent that it would not result in any sub-
stantial reduction in average lives.® Instead, the Treasury in
1960 instituted a survey of the depreciation practices of indus-

9 Hearings Before the House Committec on Ways and Means on H.R. 10491
and H.R. 10492, Bills to Provide for the Treatment of Gain from the Sale or
Exchange of Tangible Personal Property Used in Trade or Business, 86th Cong.,
2nd Sess., March 2-3, 1960, pp. 4, 7.

10See e.g., Statement of Dan Throop Smith, Professor of Finance, Harvard
Graduate School of Business Administration, at Hearings Before House Com-
mittee on Ways and Means on the President’s 1961 Tax Recommendations, 87th
Cong., 1st Sess., May 12-19, 1961, Vol. 2, p. g51.

11 See e.g., Study by the American Economic Foundation, August, 1961. See
also Statement of Joel Barlow on behalf of the Chamber of Commerce of the
United States, Hearings, supra note g, p. 84.

12 Reference is to adoption of the declining balance methdd and sum-of-the-
year-digits. method in the Internal Revenue Code of 1954 (§ 167 [b]). See H.
Rep. No. 1337, 83rd Cong., 2nd Sess., pp. 22-25; S. Rep. No. 1622, 83rd Cong., 2nd
Sess., pp. 25-29.

18 See testimony of Under Secretary Fred C. Scribner before House Committec
on Ways and Means, Hearings, supra note g, PP 4, 6, 7.



GAINS & LOSSES FROM SALE OF BUSINESS PROPERTY 10%

try, together with a questionnaire as to the type of deprecia-
tion reform that industry preferred.**

The present Administration has also stressed the need for
depreciation reform and similar measures to stimulate eco-
nomic growth. It has already taken action to reduce depreciable
lives, by an average of 40 per cent, in the case of one industry—
the textile industry.” Administration spokesmen have indi-
cated that similar reductions will be made for other industries
where a case can be made for the reduction.®

In light of the emphasis on depreciation reform, one may
properly inquire whether present depreciation allowances are,
in fact, excessive.

Let us examine the second argument for the proposal to im-
pose ordinary income treatment on the gain from disposition
of depreciable personalty. According to this argument, the strict
enforcement attitude of the Internal Revenue Service towards
depreciation allowances could be significantly relaxed if ordi-
nary income treatment applied to dispositions.

It should be noted that the Treasury advanced this argument
in hearings held in March, 1960, prior to the Supreme Court’s
landmark decisions on depreciation in June, 196o. These de-
cisions were the Hertz,'" Massey,”® and Evans® cases.

You are all undoubtedly familiar with these decisions. For
this reason I will not go into the facts in these cases but will
only restate the principles enunciated by the Supreme Court.
The Court upheld the Treasury Regulations, as promulgated
in 1956, defining “useful life” to mean not the physical life of

14 Letter of Under Secretary Scribner, July 5, 1960, to 2,700 corporations; also
letter of Administrator, Small Business Administration, August 8, 1960, to small
business firms surveyed as to their depreciation practices and opinions.

15 White House Press Release, October 11, 1961.

18 Announcement by Secretary Dillon that special engincering studies would
be made of six major industries: aircraft and parts manufacturers; automobile
manufacturers; electrical machinery and equipment manufacturers; metal-
working machinery and machine tools; railroads; and stcel mills. Treasury De-
partment Release dated December 6, 1961.

17 Hertz Corp. v. United States, 364 U.S. 122 (1960).

18 Massey Motors, Inc. v. United States, 364 U.S. g2 (1960).

19 Evans v. Commissioner, §64 U.S. g2 (1960).
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the property but the customary holding period of the property
in the hands of the taxpayer. This is broadly referred to as the
economic life of the property. Similarly, salvage is to be deter-
mined as the amount estimated to be realized by the taxpayer
on disposition of the property at the end of its economic life.

As a result of these Supreme Court decisions, the practices
of which the Treasury complained in the 1960 hearings were
substantially blocked.?

If we eliminate these practices from consideration, it seems
less apparent that capital gain treatment under present law is
a “barrier to sound administration of depreciation allowances.”
Certainly, taxpayers who testified in the 1960 hearings were
not convinced that revenue agents would relax their attitudes
on depreciation allowances if the ordinary income treatment
proposal were enacted.”

Is CapiTAL GAIN TREATMENT AN UNWARRANTED BENEFIT?

If there are, then, legitimate questions on the arguments
which have been advanced in support of the proposal, are there
other reasons for its enactment which have not been fully con-
sidered?

For example, is the capital gain treatment of existing law an
unwarranted tax benefit? If the taxpayer is entitled to an ordi-
nary loss deduction where depreciable property is sold at a loss,
why should he receive a capital gain when its disposition results
in a gain?

In the first place, it is important to note that the taxpayer fre-
quently is not entitled to an ordinary loss deduction when the
disposition results in a loss. Gains and losses of this type must
be aggregated or netted.? A taxpayer may receive only

20In this connection, the effect of application of the Cohn case (Cohn v.
United States, 259 F.2d g71 [6th Cir. 1958]) should also be cosidered. In this case
a depreciation deduction was denied by redetermination of salvage value where
it became known that proceeds to be realized from disposition of the property
were substantially in excess of the previously estimated salvage.

%1 See Hearings, supra note g, pp. 30, 46. See also Donald ]. Yellon, “Deprecia-
tion Developments in Congress and the Courts,” Taxes, XXXVIII (December,
1960), 952.

221.R.C. 1954, § 1251 (a).
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a 25 per cent tax benefit from substantial disposition losses.

It has been observed that the gain on disposition of depre-
ciable property is frequently the result of factors other than
excessive depreciation. For example, the gain may be attribu-
table to inflation, to increased costs of replacement, to change
in location, or other special factors which make the property
more desirable.

In the case of capital assets, such as stocks and securities, any
gains due to inflationary factors are taxable at capital gains
rates. In the case of nondepreciable property, such as land, gain
attributable to inflation or to special factors affecting value
is also taxable at capital gains rates. Take the case of land which
greatly appreciates in value because of a more desirable loca-
tion as a result of a population expansion. When this apprecia-
tion is realized on a sale, the gain is taxed at capital gains
rates.

In the case of depreciable personalty, such as machinery and
equipment, the factors of inflation and choice location are less
likely to lead to a market value in excess of depreciated cost
than in the case of real estate. In many instances, however, these
special considerations can, and will, result in a gain on the
disposition of such property. Increased replacement costs will
sometimes result in the old property having a higher market
value than its depreciated original cost would indicate. Is it
logical to tax at ordinary income rates these types of gain re-
sulting from inflation and other special factors in the case of
depreciable personalty but not in the case of real property or
nondepreciable capital assets?

An example which points up the problem is the treatment
of patents under the proposal. A patent is, of course, subject
to depreciation over its remaining life. Since the patent is de-
preciated at a straight-line rate over this remaining life, it seems
difficult to believe that the depreciation on the patent would
be excessive. If the patent is sold for an amount in excess of
its depreciated cost, the gain is undoubtedly attributable to
special factors affecting value. Yet this gain would, under the
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proposal, be taxed at ordinary income rates to the extent of
the depreciation previously taken on the patent.

“REAL ESTATE SHELTERS”

When the Treasury made the present proposal to the Ways
and Means Committee, its recommendations included depre-
ciable real property as well as depreciable personal property.*
In his testimony, Secretary Dillon referred to the fact that with-
drawal of capital gain treatment would eliminate much of the
tax advantage presently obtaining in so-called “‘depreciation
shelters.”?* In these so-called shelters, the aggregate allowances
for depreciation and for mortgage interest on a building owned
by a real estate syndicate will frequently exceed the rental
income from the building in the early years. During this pe-
riod, distributions of “income” arc tax-exempt in the hands
of the investor. When the depreciation and interest allowances
fall below the rental income, the building is sold and a capital
gains tax paid on any gain realizéd on the disposition. Secretary
Dillon referred to the fact that this gain is attributable to the
depreciation allowances. Whether, in fact, the gain is attribu-
table to the depreciation allowances or whether it is attribu-
table to inflation in real estate values is, of course, the ques-
tion. The Ways and Means Committee apparently determined
that the latter was the significant factor and decleted applica-
tion of the proposal to real property.®

Apparently the Treasury Department has not given up on
the question of extending the ordinary income treatment to
gains from the disposition of real property. A recent speech of a
principal Treasury spokesman indicated that the Treasury

23 See Detailed Explanation of the President’s Recomn‘endations Contained
in his Message on Taxation, supra note 8, p. 34.

24 Statement on President’s Tax Message submitted by Secretary Dillon at
Hearings Before the House Committee on Ways and Means, May 8, 1961, p. 4o.

25 See House Committee on Ways and Mecans Press Release, July 14, 1961
(Item II).
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would continue to press for some solution of so-called “real es-
tate shelters.”?

If Congress should reconsider its decision not to extend the
proposal to real property, there would be several alternative
possibilities for segregating out the gain which is attributable to
inflation or other special factors. Some of these alternatives
might be equally applicable to gain on the disposition of de-
preciable personal property.

For example, a price index might be applied to eliminate
from ordinary income tax treatment any gain due to inflation-
ary factors. The gain due to these factors would remain taxable
at capital gains rates.

Another alternative would be to make the ordinary income
treatment only a presumption. The taxpayer would then be
permitted to show that price level increases or other increases of
property values were the cause of the gain. If the taxpayer
could rebut the presumption, the gain would be taxable at
capital gains rates rather than at ordinary income rates.

Another alternative would deal with the depreciation shelter.
Under this proposal, so-called “true depreciation” on the prop-
erty would be regarded as the annual depreciation which is
not in excess of debt amortization for that year. Any gain on
disposition of the property would then be treated as ordinary
income to the extent of the difference between the deprecia-
tion previously allowed and the so-called “true depreciation.”

CAREFUL STUDY OF PROPOSAL NEEDED

In closing, I wish to again call your attention to the fact that
two administrations have endorsed the ordinary income pro-
posal dealing with gain on the disposition of depreciable per-
sonal property. The Ways and Means Committee has also ten-
tatively endorsed the proposal in principle.”

26 See remarks of Assistant Sccretary Stanley S. Surrey before Annual Meeting
of American Institute of Certified Public Accountants, November 1, 1961.
27 See Press Release, supra note 25.
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Before this complicated provision is added to the Internal
Revenue Code, I urge all of you, as educators, practitioners,
and businessmen, to give it your careful study. You may wish
to ask these questions: Is the proposal needed to prevent tax
avoidance? What effect will it have on economic growth? Is it
logical, fair, and equitable? When you have reached conclusions
on these questions, I would urge you to make your views
known to the Treasury and to the Congress.



CHAPTER XII
DEPRECIATION, OBSOLESCENCE, AND DEPLETION

DaAN THRrROOP SMITH
Professor of Finance, Harvard Graduate School of Business Administration*

REAPPRAISAL of the tax treatment of depreciable and

wasting capital assets is especially timely now. In spite
of the absence of new tax legislation, the widespread accept-
ance of the need for reform in the tax treatment of investments
in capital equipment has made 1961 a notable year in the de-
velopment of our tax system. The proposal for an investment
credit as the only item of tax relief dramatized the importance
of the subject. Whatever we may think of the method proposed,
the fact of the proposal was much more significant than the sub-
stance. The proposal itself has made reform in the tax treat-
ment of depreciable assets politically acceptable and hence feas-
ible. The more recent action in authorizing much shorter lives
for machinery and equipment in the textile industry is a wel-
come precedent for additional revisions of authorized deprecia-
tion rates for other industries in 1962.

Extensive revisions of authorized lives for depreciation dur-
ing the next several months will be a culmination of the Treas-
ury investigations undertaken several years ago. If achieved, this
will make 1962 important in tax reform, again even in the ab-
sence of tax legislation. There is, in addition, the prospect for
legislative consideration of the modified proposal for an invest-
ment credit and, in view of prospective authorization for faster

* Gratcful acknowledgement is given for time made available, under the re-
search program of the Harvard Graduate School of Business Administration, for
inquiries into matters of tax policy.
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depreciation, a real need for repeal of the section of the law
giving capital gain treatment to profits on the sale of depre-
ciated property to the extent that they arise from any overde-
preciation. A review of the issues involved in these various as-
pects of the tax treatment of capital assets is appropriate.

ARGUMENTS FOR DEPRECIATION CHANGES

The need for more realistic and liberal depreciation to en-
courage capital investment has been well stated so many times
in recent years that there is no need to do more than summar-
ize the principal arguments. Faster depreciation permits a faster
recovery of a capital investment in depreciable property. Faster
recovery of capital may be regarded as, in a sense, reducing the
net cost of an investment or increasing the rate of return on an
original investment from any auoticipated cash income flow.
From either of these points of view, the result is to shift the
margin in favor of investment. This is only one way in which
faster depreciation will facilitate new investment.

Faster depreciation also helps in the financing of capital in-
vestment through the more rapid cash throw-off from deprecia-
tion. For any given unit price and physical volume of business,
faster depreciation will give lower taxable income and lower
taxes in the early years of life of a property. There will thus be
a larger amount of disposable funds arising from any given
level of operations. These larger funds are in turn available,
among other things, for new investment or for more rapid
reduction of debt previously incurred to finance the invest-
ment. The reduction of debt, by restoring debt capacity, per-
mits earlier new borrowing to finance investment as an alter-
native to a direct use of internal funds. Also, the possibility of
faster debt repayment may open new sources of financing, such
as term loans which would not be availableg otherwise.

Two other ways in which faster depreciation may encourage
capital investment are more subtle and have received less atten-
tion in the general discussions; they both have psychological
rather than financial significance, but are nonetheless important.
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Favorable effects on attitudes towards investment may be more
important than a faster flow of funds in some instances. Virtual-
ly all capital investments involve risk and uncertainty, both
of which discourage a commitment of available funds. The
longer one has to look into the future to foresee a recovery of
a capital investment, the greater are the uncertainties and the
greater the discouragement to the investment. Since one can
typically foresee the near future with more confidence than the
more distant future, a prospect for more rapid recovery of an
investment can be a positive factor in its favor quite apart from
the prospective rate of return. The importance of the period
for recovery of a capital outlay is indicated by the preference
for faster recoveries instead of higher returns in the investment
decisions in some companies.

The second way in which faster depreciation may improve the
attitude towards capital investment is not altogether logical, but
may still be significant. The fact that existing machinery and
equipment has been fully depreciated may make a management
more disposed to replace it, or to review the possible advan-
tages of replacement. Logically, the fact of full or substantially
full depreciation should have no place in a decision on replace-
ment under prevailing theories of capital investment. But un-
sophisticated presumptions still have a place in the real world.
A rule of thumb that useful life may be expected to equal the
life assumed for depreciation and that replacement is due, or
at least due to be considered, when property has been fully de-
preciated probably still has considerable acceptance in busi-
ness practice. To the extent that it does, faster depreciation may
induce new investment.

All of the foregoing arguments for faster depreciation were
considered when the declining balance method was proposed
and adopted in 1954. They are equally relevant for decisions to
be made in 1962 concerning the authorization of shorter lives
for depreciation. Some, but by no means all, are also relevant to
the proposed investment credit.

There has been, thus far, a tacit assumption that additional
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capital investment is desirable; the analysis has been directed to
the effects of faster depreciation on investment. On the more
fundamental proposition concerning the importance of in-
vestment itself, this paper cannot even review the arguments.
The importance of capital, along with enterprise and manage-
ment, has been emphasized in studies of economic growth and
development. The rate of investment has even been taken to
indicate potential growth. With capital recognized as vital to
the less developed countries, it has again come to be recognized
as important and respectable in the more developed countries.
Those who are particularly concerned with our own rate of
growth in comparison with those in some other countries stress
our rate of savings as a measure of non-inflationary investment
potential, thereby indirectly stressing the importance of invest-
ment.

Investment has increasingly been recognized as a basis for
greater efficiency and productivity, and not simply as a basis
for greater capacity with constant productivity. It was only a
few years ago that many critics of depreciation reform cited ex-
cess capacity as though it were a conclusive argument against
additional investment. This superficial objection has dropped
by the wayside somewhere in the recent past and cost-saving in-
vestments are widely accepted as possible and desirable.

‘The new concern about the balance of payments gives added
significance to investments which reduce costs. A restoration of
prices which are competitive internationally is greatly in the
national interest. More efficient capital equipment is essential
to permit high-wage labor in this country to compete with labor
in other countries where wages are lower and where machinery
is frequently more modern than it is here. Our advantage of
being among the first countries to have large-scale and highly-
mechanized production may turn out to be a dkadvantage if we
do not replace old machinery rapidly enough to keep it as ef-
ficient as the new equipment in the countries of Western Eu-
rope and Japan where rapid expansion of total capacity assures
a relatively modern average plant.
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CRITERIA FOR NEW RATES

In the minds of most businessmen, faster depreciation is the
most straightforward and effective method of depreciation re-
form. The implications of faster depreciation are clear and un-
derstandable. The change fits into familiar patterns of business
thought and decisions of the sort previously described. The ex-
tent to which authorized lives should be shortened depends on
the facts and circumstances in particular industries. Very fast
depreciation, such as a five-year life for all machinery and
equipment, would be so unrealistic that it could be justified
only as a major tax incentive for new investment. There is no
present evidence that any such incentives are needed or that
their effect on the budget could be accepted. What seems to be
called for is an authorization of service lives which is somewhat,
but not greatly, on the short side of probable useful lives in a
highly dynamic economy where technological improvements are
expected to be substantial.

The historical record of the past generation should not be
regarded as very significant in setting service lives for the fu-
ture. Depression, war, and inflation have, each in its own way,
acted to prolong the use of existing capital equipment. The
absence of any one of these adverse forces would shorten future
useful lives. More rapid technical improvements can also be
expected to come from the increasing expenditures on research.
International competition, made more intense by inflationary
wage increases here, will increase the concern about costs and
make business more receptive to cost-saving innovations. These
are among the reasons that future allowances should not be tied
down by the past.

The data collected by the Treasury in 1960 on the deprecia-
tion rates actually used should be a major factor in setting new
rates. There will doubtless be great disparities in the rates used
by different companies within an industry. It would seem un-
desirable to lengthen the lives used by an appreciable segment
of an industry. Rather the rates used by the more dynamic com-
panies, which have justified faster depreciation than that in-
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dicated in Bulletin F, should be used as a base for setting new
authorizations. The rates envisaged here might give little in-
crease to some companies and for a very few there might even
be a decrease in depreciation allowances. But rates would be
generally and uniformly available. The benefits of the revision
might be greatest for those smaller companies which have
tended to adopt or accept without argument the depreciation
rates given in Bulletin F.

Hopefully, new rates may be given on rather broad categories
of property. This would be a great simplification, which is an
important advantage by itself. The Canadian practice which has
less than twenty categories of depreciable property, of which
not more than four or five are relevant to any one company,
seems desirable. With as much 10om for errors of estimate as
there is in even an elaborate depreciation projection, an attempt
at undue refinement hardly seems worth while. A relatively
few categories of depreciable property are also given in England
and many other European countries with apparent satisfaction
to both tax officials and taxpayers.

RELEVANCE OF CAPITAL GAINS PROVISIONS

With faster depreciation, it will become really essential to tax
as ordinary income profits on the sale of depreciated property,
arising from any overdepreciation. Faster depreciation and mod-
ification of section 1231 should go together. The Congress prop-
erly resisted the proposed change in section 1241 until the na-
ture of depreciation reform was made clear; the Treasury might
equally resist the adoption of depreciation reform until it is as-
sured that any too rapid depreciation will not permit an un-
intended and unjustified tax advantage from playing the tax
rates against each other. So long as the gain from what turns
out to be excessive depreciation is taxed only at the capital gain
rate, it would seem necessary as a matter of fairness and to pro-
tect the revenue to be strict in permitting deductions which re-
duce income taxable at the regular rates. Faster depreciation is
itself an advantage because of present value considerations, but
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somewhat too rapid depreciation does not appear to be an
abuse so long as any gains arising because of it are taxed at the
same rate as that applicable to the income which was decreased
by the previous deductions. The modification of capital gains
treatment should apply to all property including real estate.

Though the present tax treatment of gains seems inequitable,
the full taxation as ordinary income of gains up to original
purchase price might discourage replacement of capital equip-
ment because of the cash burden of an immediate tax pay-
ment. This point may be significant. The discouragement could
be avoided by allowing the gain to be applied as a reduction in
the tax basis of newly acquired depreciable property. This has
been done in some other countries with apparent good results.
The tax consequences of the gain are thus postponed and ap-
pear as reduced depreciation allowances in later years. It seems
both fair and economically desirable to permit a reduction of a
basis as an alternative to immediate taxation of the gain arising
from excess depreciation. If it is permitted, however, the re-
duction in basis should be limited to property with substantially
similar useful service lives. In one European country where
there are no restrictions, gains on sales of short-lived machinery
are typically applied to the basis of new buildings, a practice
which gives an unreasonable postponement of the tax impact.

The shift from existing to faster depreciation presents real
transition problems with respect to future depreciation on ex-
isting partially-depreciated properties. As a minimum, the lives
authorized for new properties should be a maximum for the
remaining life of existing properties. Good arguments can be
made for still greater reductions in the remaining lives of ex-
isting properties. In view of the revenue impact, however, the
minimum adjustment would appear to be sufficient; it would at
least not penalize prior purchases of depreciable property, and
that should be enough.

CArITAL GAINS ON SALES OF DEPRECIATED REAL ESTATE

Reference was made previously to capital gains on sales of
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depreciated real estate. Real estate investment and speculation
is conspicuously founded on tax considerations and special tax
maneuvers, as is immediately apparent to anyone who even
glances at the articles and books on the subject. The topic is too
broad to cover here, and quite frankly, I have not explored the
elaborate routes taken in real estate transactions enough to be
confident of any tentative conclusions, but a few possibilities
may at least be mentioned. In addition to the taxation as ordi-
nary income of profits on sales of overdepreciated real estate, up
to original purchase price, one might consider denying declin-
ing balance depreciation to real estate. In many respects the
sinking-fund concept of depreciation seems more appropriate to
a one-building real estate company. One might also limit de-
preciation on any tax basis arising from debt to the amortization
of the principal of debt. These are drastic changes, but the pres-
ent situation is also a drastic one, as is indicated by such fan-
tastic concepts and phrases as ““the tax-free depreciation income”
which arises in real estate promaotions.

Present tax laws unquestionably encourage construction,
though sometimes it seems the construction is undertaken to
have buildings to finance, to depreciate, and to sell rather than
to occupy. The question is whether the tax shenanigans can be
justified by the additional construction. It seems clear that they
cannot be justified, especially when they are so devious; if there
were to be a tax subsidy for construction it should at least be
forthright and measurable.

DivisioN oF RESPONSIBILITY BETWEEN CONGRESS AND
THE TREASURY

The division of responsibility between the Congress and the
Executive, represented by the Treasury, in establishing depre-
ciation allowances is a delicate one. Basically, the responsibility
is in the Congress which establishes the law which the Treasury
administers. Depreciation deductions have typically been au-
thorized in broad terms; certainly specific rates have never been
given in the law, except for the special amortization for emer-
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gency facilities. The work load involved in fixing and periodical-
ly reviewing individual rates would appear to preclude congres-
sional determination; the time required would be an undue
burden on the Ways and Means and Finance committees. The
law does not justify manipulation of depreciation rates by the
Executive, however, and changes in allowed rates should not be
made on a short-term basis or as a counter-cyclical gadget.

A major revision of rates, such as may now be in process of
development, might best be undertaken in consultation with
the appropriate congressional committees and in some way re-
ceive legislative sanction through a committee report on accom-
panying legislation. Or new legislation might specifically direct
the use of a few broad categories of property for depreciation,
with a general directive on the basis for determination of specific
rates and reference in the committee report to at least some of
the rates which, in consultations between the Treasury and the
Congress, are determined to be consistent with the policy di-
rective at the time. Such a procedure would preclude arbitrary
manipulations of rates in later years and at the same time avoid
placing an undue burden, and constant pressure for individual
rate adjustments, on the Congress. Though the division of juris-
diction here is difficult, it would be most unfortunate if juris-
dictional difficulties led to any appreciable delays in the revision
of depreciation allowances. The subject is important and action
is urgent. It would be almost inexcusable if action were not
completed during the 1962 session of the Congress.

RELATION OF DEPRECIATION TO BOOK ACCOUNTING

The possibility of limiting tax depreciation to depreciation
taken on the books is an intriguing one. It was considered in
1954 as a condition for use of declining balance depreciation,
but was rejected at that time because, among other things, of
the undue rigidities created by the requirement that LIFO in-
ventory accounting could be used only if no other method were
used for any purposes. In retrospect, it appears that it may have
been a mistake not to limit tax depreciation to book deprecia-
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tion. The complexities and, in my opinion, the confusion intro-
duced into corporate reports by so-called reserves for future
taxes seem worse than the rigidities which might have come
from a limitation on tax depreciation.

According to one point of view in the accounting profession,
a tax adjustment account should be established to reflect all dif-
ferences between tax and book accounts, including presumably
such items as research expenditures, liabilities for pensions and
deferred compensation, and liabilities under guarantees as well
as differences in methods and useful life estimates for depre-
ciation. It is to be hoped that this degree of complexity will not
be introduced into our accounting records. The theoretical per-
fection towards which it strives would not be worth the trouble
and, in fact and in theory, the reserves for future taxes would
appear to be misleading because they would become significant
only as a company declined towards eventual liquidation. For
a growing company, or even a mature company, the reserve
would appear to be more in the nature of a surplus reserve and
it should be treated as such.

There are some expenses where a difference between tax and
book accounting may be expected and even appropriate. This is
conspicuously the case regarding research expenses in a newly
established company which does not have enough income to
absorb expenditures for research outlays. A requirement that
the deduction be permitted for tax purposes only if it is taken
for book purposes would to some extent negate the desired re-
sult of the authorization for current deduction for tax purposes.
If the view favoring a general adjustment reserve for taxes pre-
vails, differences arising from estimates of useful lives for de-
preciation will be only one of the significant elements and these
differences would not be solely responsible for the new account-
ing complexity. If the adjustment account were to be required
only for differences in depreciation then it would seem desirable
on pragmatic grounds to restrict tax depreciation to book de-
preciation and thereby forestall the appearance of these con-
fusing reserve accounts on published statements.
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Such a limitation would have an important incidental result
of helping to limit the present tax abuse by which some utility
companies pay partially tax-exempt dividends because of an
absence of “earnings and profits” under the tax concept when
their tax depreciation exceeds the depreciation taken or allowed
under state regulatory commissions. But this problem might
better be dealt with directly; it does need correction.

A final point in favor of a limitation of tax depreciation to
book depreciation arises from the fact that the higher book de-
preciation which would thereby be established would mean that
what would otherwise be larger disposable profits, available for
many uses, would instead become internal funds arising from
depreciation, and these funds are especially likely to be directed
into new capital investment. Thus it is argued that a failure to
require book depreciation to be at least as large as tax depre-
ciation would mean that an opportunity would be lost to shift
internal funds into a category most conducive to capital out-
lays. This argument is important. Against it is the proposition
that larger book depreciation might be reflected in unit costs
and, hence, decisions on pricing. The extent of this inflationary
effect is uncertain.

AN INVESTMENT CREDIT

The relative merits of an investment credit and faster depre-
ciation have been discussed at length in recent months. It is
not likely that anything new can be added, or that the argu-
ments can even be summarized briefly. The principal advan-
tage of the investment credit, it is asserted, is that it will pro-
duce the maximum impact for a given revenue loss. The effect
of an investment credit is to reduce the net cost of the capital
equipment to which it applies. The cost reduction is immediate;
there are no lingering or delayed effects through modifications
of subsequent depreciation allowances. With a lower cost of
equipment, any given income stream would represent a higher
rate of return and hence shift the margin in favor of invest-
ment,
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The investment credit gives the same dollar benefit for an
investment regardless of applicable tax rate; this means that the
advantage is greater for the lower-bracket corporations or pro-
prietorships than would be the case under faster depreciation or
additional deductions, such as the British investment allow-
ance. Also, it was argued that since an investment credit could
not be taken on a company’s own books, except as a reduction
in tax, there would supposedly be no reason for new discrep-
ancies between tax and book records. There would seem to be
a good argument, however, for taking it directly as a reduction
in cost of depreciable assets rather than as a reduction in cur-
rent tax, thereby spreading the effect over the life of the
property but without any use of a reserve for future taxes.!

Against these advantages is the objection in principle to any
deduction in excess of actual cost. This is a major objection;
if we depart from cost, a precedent will be established for all
sorts of differential tax subsidies and penalties for industries
which are in particular favor or,disfavor. The original pro-
posal was unreasonably complex, with carry-overs and adjust-
ments which would have left some taxpayers uncertain as to
what if any credits they might receive from current outlays.

Also, the investment credit does not fit into the pattern of
business analysis and decisions. This is a major objection. The
impact of the credit may be apparent to a group in a seminar
discussing scientific capital budgeting, but most decisions are
not made in a seminar or by former members of seminars.
Either faster depreciation, or even a first-year write-off of a large
part of cost, has meaning because it fits into familiar patterns of
thought. The investment credit does not. (The very interest-
ing recent analysis by George Terborgh that an 8 per cent in-
vestment credit would be equivalent to a 40 per cent first-year
initial depreciation allowance under some reagonable assump-
tions dramatizes the significance of the traditional thought. I
suspect that the psychological impact of an extra 40 per cent

1 Comments subsequent to the presentation of this paper suggest that there
will be proposals for allocating the tax effect through a reserve.
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first-year depreciation would be much greater than the impact
of the 8 per cent credit on most businessmen.)

The investment credit also fails to have some of the important
incidental effects of faster depreciation, such as the fact of full
depreciation in shorter periods, faster cash throw-off to justify
shorter-term financing, and larger internal funds arising through
depreciation and presumably available for new investment.

In view of these many objections, an investment credit, even
one at a flat rate, seems a very poor substitute for faster depre-
ciation. It is questionable whether anything beyond realistic
depreciation is justified or needed. Any credit which goes be-
yond a deduction for actual costs is so bad in principle that it
should be adopted only if the need is urgent and no alternatives
are available. The case has certainly not been made yet; hope-
fully, no action will be taken on the present draft legislation.

If it is concluded that something is needed in addition to
more realistic rates of depreciation, a better alternative to an
investment credit is fortunately readily available. The simplest
and most useful change would be to broaden the section of the
present law which gives a deduction of 20 per cent of the first
$10,000 of annual investment in depreciable tangible personal
property with lives of six years or more. This provision was
developed by the Ways and Means Committee and the Treasury
in 1958 to assist small business. At the time, it was recognized
that the $10,000 ceiling might later be removed, with or without
a change in the 20 per cent factor, to reduce tax barriers to gen-
eral business investment in machinery and equipment. This
special first-year allowance reduces the tax basis of depreciable
property; regular depreciation, including ordinary first-year
depreciation, is allowed on the reduced basis, but the total de-
ductions cannot exceed total cost.

An extension of this existing provision of the law would have
almost all the advantages of the investment credit. It would have
additional advantages of its own by conforming to accepted
business concepts and by increasing the funds arising through
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depreciation rather than generally disposable net income. It
would avoid the disadvantage of giving deductions (or credits)
in excess of costs.

But whatever is done should be done promptly lest uncer-
tainty lead to postponement of investment. (It should be a
matter of surprise that, in view of the Administration’s reit-
erated emphasis on the importance of the proposed investment
credit, it showed no concern about possible postponements of
investment when the matter was laid over for another year.
One can only infer that the proposal was not really very signifi-
cant or that there was a singular lack of appreciation of the
realities of investment decisions.)

DEPLETION

The title suggested for this paper included the word “de-
pletion.” Reference to this subject will be very brief, both ab-
solutely and in relation to the discussion of depreciation. Like
so many other economists, I have found the traditional equity
arguments in favor of percentage depletion unconvincing if not
actually specious. The fact that an oil or mineral deposit is
unique, physically exhaustible, and irreplaceable does not seem
to be a good reason why its value, rather than its cost, should
be recovered tax-free. There are many other types of unique,
exhaustible, and irreplaceable property in which value exceeds
cost, including copyrights, patents, successful styles or designs,
for which no one has even proposed a tax-free recovery of value.
But one’s annoyance with reiterations of equity arguments
which one finds unacceptable should not obscure possible eco-
nomic arguments which may justify some form of special tax
treatment for the extractive industries.

On practical grounds, the case for percentage depletion on
foreign production is good. The principal foreign countries
where oil is produced appear to establish taxes which at a
minimum equal the amounts creditable against the United
States income tax. Any increase in our taxes through a reduc-
tion of depletion allowances thus would not be likely to bring in
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additional revenue to our Treasury; it would rather be an in-
vitation for higher foreign taxes, perhaps even on a discrimina-
tory basis, on our companies producing abroad. Such taxes
would, in turn, place United States companies at a disadvan-
tage in competition with foreign companies.

As regards domestic production the significant fact now is that
oil and many solid minerals are relatively expensive in com-
parison with foreign sources. The products have a world mar-
ket and a world market price. Transportation costs are not pro-
hibitive and great distances do not offset basic differentials in
production costs. These economic realities mean that domestic
production may not be competitive. A domestic industry in
being may be necessary for defense purposes, however, and dif-
ferential tax treatment may be as good a way as any to assure
its continuation.

Many statements have been made about the possible conse-
quences of a reduction in percentage depletion allowances. Un-
fortunately they have too often been contradictory, sometimes
apparently even unconsciously so. Would a reduction in the de-
pletion allowance mean that we would have too little oil or too
much oil (but from foreign sources)? Would it lead to much
higher prices of refined products, or lower prices (but again
because of a flood of low-cost foreign sources)? Would profits
be unduly low or would they be restored by higher prices? Any
of the foregoing seem to be possible results, but they certainly
cannot all occur simultaneously. As an economist, I want to
know which of these results is more likely to occur before I can
have much confidence in a judgment as to the desirability of
changing the percentage depletion allowance.

Two additional economic aspects of a modification of de-
pletion are the possible effects on integration within the indus-
try, as independent operators sell for capital gains to new own-
ers who use cost depletion based on the present value of a
proven oil or mining property, and the possible impact on fed-
eral and state excise tax receipts from gasoline. If prices were
to be appreciably higher, there might, depending on the elas-
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ticity of demand, be an appreciable reduction in taxes for high-
way construction. These questions and uncertainties can only
be posed today; their resolution requires a good deal more
analysis than seems to have been given to the subject thus far.
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HERE ARE, of course, various significant types of tax

credits involved in our tax structure. The propriety, and
the adequacy, of each of them raises its own problems. Certain
of these provisions, such as the dividends-received credit, do
have a limited beneficial effect on inducing risk-taking in per-
manent equity investments. For the most part, however, the
existing credits are designed to minimize double taxation, or
to remove inequities of treatment as between different types of
receipts, rather than to provide any positive spur to economic
growth.

If taxation is to be deliberately adapted toward encouraging
economic growth, and if our rate of annual growth is to be
substantially increased, it is obvious that a very huge increase
in business investments will be required. Moreover, the risks
of large capital investment are so familiar that it is almost
superfluous to give examples. Perhaps only one will suffice.
The automobile industry, I believe, is typical of many other
industries in the large amounts of capital at risk. The degree of
risk, preplanning, and necessary advance commitments, how-
ever, are greater than those of most industries. In a typical new
model program, for example, approximately 40 per cent of the
additional expenditures for tooling, engineering, styling, and
manufacturing facilities are definitely committed at least a
year before the first new car comes off the assembly line. Mis-
takes are costly. In fact, a number of consecutive mistakes can

129



130 REAPPRAISAL OF BUSINESS TAXATION

seal the doom of even a strong, well-established company. In
the relatively few years since the beginning of the automobile
industry, some 1,500 automobile and truck manufacturers,
producing more than 3,000 different makes of automobiles, have
either failed, merged, or ceased manufacturing.

With such typical capital risks, and with high tax rates fore-
seeable in the indefinite future, the tax laws must be heavily
weighted in favor of, rather than against, capital risks if our
tax structure is to play any part in bringing about a substantial
increase in growth. One type of investment which tends to yield
more than average long-run returns relates to expenditures for
research and development. Possible types of tax credits or ad-
ditional incentives for outlays on basic research, which benefit
the public at large as well as the company paying the expenses,
have received legislative attention in various foreign countries
and might merit further attention here. The problem, however,
is to encourage the channeling of savings into business invest-
ments which tend to increase employment and produce future
income. Therefore, major attention has been focused on the
area of investments in machinery and other fixed assets. At the
present moment, when one mentions tax credits, businessmen
tend to think of the much publicized and controversial “invest-
ment incentive credit” proposed by the Administration in last
April’s tax message. In view of the fact that the proposal will
be under consideration again next year, it is appropriate to ex-
amine it with some care.

ProOPOSED INVESTMENT CREDIT

Under the original proposal submitted by the Administra-
tion, an investor would be given a credit against his tax bill
equal to 15 per cent of certain eligible investment expenditures
on new plants or equipment (with a usefultlife of six years
or more) in excess of his depreciation allowances. In addition,
he would be given a credit of 6 per cent on investment between
50 per cent and 100 per cent of depreciation. No credit would
apply to the first 50 per cent, except that as a minimum credit
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he would be allowed 10 per cent of the first $5,000 of invest-
ment regardless of its relation to depreciation. Such credits
would be separate from, and in addition to, depreciation of the
eligible new investment at cost.

After hearings on the proposal, and after consultation with
the Ways and Means Committee, the Administration agreed to
drop such graduated credits in favor of a flat rate credit of 8
per cent applicable to new productive machinery and equip-
ment (excluding buildings and structures) with a prospective
life of six years or more. A limited credit would also be allowed
for purchases of up to $50,000 of used property. Like its prede-
cessor, however, the modified proposal was part of a tax pack-
age, and when the package itself was deferred to the next ses-
sion of Congress, it went over also. The revised proposal, there-
fore, will be under consideration by Congress again next year.

The proposed investment credit was advanced in the belief
that it would substantially encourage the placing of additional
investment in plant and equipment. No one will deny that the
objective is an important one. It is questionable, however,
whether the proposed credit is the best initial step to attain the
desired result. I am reasonably confident that most business-
men would share this opinion. Most, I believe, would con-
sider that the first step should be to overhaul our basic depre-
ciation system.

An investment credit, in whatever exact form proposed, is
not to be construed or treated as a substitute for depreciation
reform. Careful review of what the credit would and would
not accomplish is rather revealing. The Administration, in
specifying the applicable tests for an acceptable tax measure,
requested “‘a more equitable tax structure and a simpler tax
law.” Although the proposed 8 per cent investment credit
would be simpler than the previously proposed 6 per cent and
15 per cent graduated credits, geared to depreciation allow-
ances, it would still be far from simple in many cases. More-
over, it would be of questionable equity in practice.

First of all, the credit is preferential. It would help only a
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limited segment of industry, while tending to exclude a much
larger part. The credit would favor business which can ob-
tain ample financing to provide funds for expansion or mod-
ernization. Smaller business is often unable to obtain financing
as readily, although smaller business is considerably more in
need of such cash with which to expand. Thus, it would appear
that the greatest relief would be available to taxpayers with the
least critical need for funds.

More importantly, the investment credit would constitute a
special provision conferring preferential treatment upon cer-
tain taxpayers more or less fortuitously. Taxpayers who might
have postponed making investments in prior periods, but who
happened to invest after such a credit became applicable, would
enjoy the benefits of a credit windfall. This would be true
even though the commitment for the investment might have
been made previously, and though the investment would have
been made even in the absence of such a credit. Taxpayers who
are able to make considerable large investments in the immedi-
ate future would also be in a position to benefit from the in-
vestment credit, solely because of their greater flexibility of
operation and their possible ability to finance and carry out
large capital investment programs quickly.

From a businessman’s standpoint, a prime objection to the
tax credit (in addition to strong opposition to certain other
parts of the tax proposals) is the element of possible imperma-
nence. A broad thread of uncertainty runs through the whole
fabric of the credit proposal. The very fact that the investment
credit would allow a recovery of more than 100 per cent of origi-
nal cost, and would thus not be tied to any approximation of
true economic depreciation, would make it unusually vulner-
able to future change. It is noteworthy that the British invest-
ment allowance of 1954 has been characterize8 by numerous
rate fluctuations, terminations, reinstatements, and other
changes which no doubt reduce its effectiveness as a reliable
stimulus.

Industry, in committing itself to long-range expansion pro-
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grams, would desire to be able to rely on a continuance of the
credit. Machines must be designed, built, installed, tested, and
finally placed in production. Most capital investment programs
require from 18 to 24 months to devise and carry out their ob-
jectives. The Administration emphasized, however, that the
proposed credit would be subject to continual review and modi-
fication from time to time, so as to adapt it to the needs of the
changing economy. Should the credit be repealed at the mid-
point of a long and costly program, the taxpayer engaged in such
a program would find upon completion that the anticipated tax
credit would not be forthcoming. This would be unsettling, to
say the least, without considering the serious effect the absence
of such a credit could have on the marginal financial utility of
such equipment in the taxpayer’s manufacturing operations.

Therefore, the proposed investment credit, if adopted, should
be guaranteed to some extent both in rate and tenure. A five-
year duration period would appear to be a minimum. This is
not without precedent. The emergency facilities certified for
use in World War II, and later in the Korean War, carried with
them a statutory guarantee of a five-year write-off period. It is
very unlikely that the same results would have been achieved if
taxpayers had not been given the guarantee of a five-year write-
off, but had instead been warned that Congress would place the
continuation of the credit on trial each year.

Where long-range programs are involved, the taxpayers
should also be able to rely upon a particular rate of credit. This
is especially true in the case of marginal programs. If the tax-
payer’s financial analysis indicated the program to be barely
feasible under a 10 per cent credit, the allowance of some lesser
credit at the actual date of completion, some years hence, would
shift the program into the area of financial unacceptability. He
might meanwhile have committed himself beyond the point of
no return. On the other hand, taxpayers entering into a pro-
gram on the assumption of an 8 per cent credit would enjoy
an unwarranted extra benefit should the overall credit have
meanwhile been increased to 10 per cent. These possible revi-
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sions in the rate of credit could have a sharper impact upon the
relative competitive position of taxpayers than would a uni-
form change in rates or other general provisions.

The proposed credit contained a provision that disposal or
diversion, within six years, of assets for which a credit had been
granted, would cause the credits already taken to be added back
to taxable income. This recapture provision would add to the
factor of uncertainty. All other things being equal, assets sched-
uled for retirement might well be kept in use until economically
unsound, merely to retain the advantages of the tax credit. A
lag factor would tend to become built into the holding period
of assets, depending primarily on the length of the recapture
period for tax purposes. This tendency would defeat, or at least
slow down, what should be a program of continuing replace-
ment and modernization.

The hope has been expressed that the credit would tend to
even out fluctuations in the business cycle and to stabilize the
economy. When business conditions are favorable, however, the
tendency would be to enter into additional investment com-
mitments. In fact, statistics would readily show that gross in-
vestments fluctuate closely with the gross national product, and
that peaks of investment would tend to occur at the tops of
the business cycle. If a boom period is followed by a contrac-
tion period, however, investment could fall off sharply and con-
tribute to a steeper decline than would otherwise be the case.
Moreover, the uncertainties as to the duration and future rate
of the credit would discourage taxpayers from entering into
long-range commitments. Instead, taxpayers would tend to
adopt short-term, and possibly less satisfactory, expansion pro-
grams which could be completed within the forseeable period
of eligibility for the credit. This would be true despite a pos-
sible, but always uncertain, carry-over of unused tax credits.
Such a possible emphasis upon short-range expenditures might
well accentuate extreme fluctuations in the business cycle, rather
than moderate them.

I think, therefore, that we must be realistic in reviewing the
incentive credit. Although credits of this type might have con-
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siderable merit in the eyes of their sponsors when originally
enacted, today’s “incentive” can easily become tomorrow’s “loop-
hole.” The credit as proposed is concededly a form of subsidy.
Although it is hard to conceive of a wholly neutral tax law, I
think one can say that business generally wants to operate on a
sound basis in a healthy economic climate. Under such condi-
tions, one would expect, as has been the case, that business gen-
erally would feel that a preferential and unpredictable subsidy
of this sort has a doubtful place in our tax structure.

BRACKET SYSTEM

In the general area of fixed asset problems, there has been
considerable recent discussion of some form of bracket system.
Under this system maximum and minimum rates would be
established for various groups of assets, but a major problem
would arise in establishing groups which would be appropriate
to all taxpayers. The inevitable tendency might well be to estab-
lish more or less “catchall” groups. Such categories would tend
to favor the holders of assets with relatively long useful lives as
compared to holders of other assets with much shorter lives but
falling within the same general group. The bracket system, un-
less very carefully developed, could thus tend to create serious
inequitics among taxpayers.

Typical of the many basic questions which would be involved
in adapting the bracket method for general use are the follow-

ing:

1. Would the new method apply to all existing assets, or to new acqui-
sitions only? (If the latter situation prevailed, a long transition period
could result, measured by the time it would take to retire the assets
ineligible for use in tax bracket categories.)

2. Would the specified rates be applicable for use with accelerated meth-
ods of depreciation?

3. Would the classes, together with applicable minimum and maximum
depreciation rates, be established by statute or by regulation? (The
designation of suitable categories and rates would require extensive
studies by tax experts and engineers, to recognize substantial differ-
ences which may exist between various industries.)

In connection with the preceding point 3, a problem would
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arise in the area of relating such brackets to asset accounts now
maintained by taxpayers. One of the difficulties encountered in
the Treasury Department depreciation survey of a year ago was
in devising categories of fixed assets that would be applicable
to most industries submitting the requested information. I dare
say that even within the broad category of machinery and equip-
ment, for example, there is a range of life for different types of
machinery extending all the way from 5 years or less to 25 years
or more. Assuming that a bracket life of 10 years were estab-
lished, a holder of assets having an actual average §-year life
would be placed within'the 10-year bracket, and would be con-
fronted with the burden of proof to overcome the presumption
that the claimed j-year life was too short. At the other end
of the scale, the user of 25-year assets might find that all his
problems as to support of useful lives had vanished.

Also, if the adoption of the brackct system were not predi-
cated on the corresponding adoption of such brackets for book
purposes, each taxpayer could be faced with the maintenance
of bracket categories for tax purposes and continuance of the
present method of accounting for assets on the books. This
would involve the maintenance of two complete sets of records,
which would not only create undue accounting problems but
would enhance the chance for error.

A natural question that arises at this point is, if business is
not receptive to the investment credit, what solution would
achieve the desired growth in our economy? I would say that
the program in this area should embrace depreciation reform in
two steps. The first would involve administrative changes in the
application and administration of the present tax provisions.
Secondly, legislative changes, less preferential in nature but
probably more permanent than the investment credit, should
be considered. ¢

.

PossiBLE ADMINISTRATIVE CHANGES

There is a definite need, which has become recognized by the
Treasury Department and taxpayers alike, to provide a more
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appropriate recovery of capital now invested in depreciable as-
sets and property. One objective, which should apply without
distinction to large and small taxpayers, is that more realistic
useful lives should be used for tax depreciation than are now
generally allowed. Many companies’ tax depreciation is less than
the book depreciation used in connection with stockholder re-
ports, financial statements, pricing policies, and the determina-
tion of return on capital invested. It is necessary that proper
economic lives be used for financial accounting purposes since
so many business investments and everyday decisions are based
on book depreciation policies. Normally, such lives for book
purposes would soundly reflect both past technological obsoles-
cence and anticipated future obsolescence. Rapid economic and
production changes, to provide an improved product for con-
sumers, must also be considered. To the extent that tax depreci-
ation lags behind book depreciation, taxes are overpaid, becom-
ing an additional and burdensome cost to be borne. Recogni-
tion of more realistic lives for tax depreciation purposes would
tend to close, or at least to narrow, this gap.

If business is forced to maintain antiquated depreciation
schedules, in the long run old industries will be seriously af-
fected because assets are not replaced as often as required to
keep pace with technical improvements here and abroad. The
textile industry, in which the recently announced depreciation
rate reform was long overdue, is a case in point. Similar ex-
amples of other industries no doubt exist in this country, and
similar reform should be assured such industries.

The whole field of depreciation examination philosophy
should be critically reviewed. There is a tendency for agents to
be overmeticulous in failing to recognize obsolescence and other
business risk elements. Many businessmen complain that the
tendency of agents to use hindsight on allowable depreciable
lives acts as a real deterrent in proceeding with business invest-
ment decisions. Such an overly conservative attitude on the part
of the examiners acts as a practical obstacle to investment, since
no businessman particularly welcomes a long-drawn-out depre-
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ciation controversy. There is a general feeling that examiners
should more readily accept taxpayers’ business judgments and
practices concerning claimed depreciation rates, especially where
tax depreciation is already less than the depreciation recorded
on the taxpayers’ books. More than 60 per cent of the firms re-
sponding to the Treasury’s recent depreciation survey attributed
the inadequacy of existing allowances to excessively long useful
lives for tax purposes. Depreciation experts often differ among
themselves as to the length of time depreciated assets may rea-
sonably be expected to be useful to the taxpayer in his trade or
business. The Service should recognize this as a natural occur-
rence, and should not merely attempt to resolve all doubts as
to useful lives in the government’s favor. The latter stringent
policy, over a period of years, undoubtedly lessens taxpayers’
risk-taking, and acts as a real brake to growth.

PossIBLE LEGISLATIVE ALTERNATIVES

The administrative changes which I have mentioned would
go far to eliminate much of the present dissatisfaction with the
application of the present depreciation provisions of the In-
ternal Revenue Code and would, in my opinion, encourage
productive capital investment.

It would appear that the simplest means of accomplishing a
further acceleration of depreciation would be an increased
write-off in the first year of an asset’s use. Such write-off should
be on the order of magnitude of go per cent to 40 per cent of
cost. A provision of this type could be very easily accomplished
within the framework of the present law; Congress would need
merely to extend the principle of section 179 by removing the
$10,000 cost limitation presently in effect, and simplifying its
operation. This route would have the added advantage that the
initial allowance would be charged against bas‘ls, thus permit-
ting no more than 100 per cent recovery of cost, compared with
an effective recovery of 116.%7 per cent of cost for taxpayers sub-
ject to a 52 per cent tax rate under an 8 per cent investment
credit system.
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The initial write-off would be relatively simple in applica-
tion, if it were allowed on an unrestricted basis for all assets
acquired in a given year. This requirement is necessary to facili-
tate the maintenance of proper depreciation records, as other-
wise some assets would qualify for the initial allowance while
others would not. Restricted eligibility would tend to create
confusion, with the chance for errors increasing with the size
of the company and with the number of years such restrictions
remained in effect. However, should the initial allowance be
made effective for all assets acquired after a given cutoff date,
there would be no insoluble problem of identification other
than the year of acquisition. Since such information is main-
tained in any event, chance for error and confusion would be
minimized.

Another approach to the problem would be the adoption of
some method of depreciation which gives recognition to changes
in price levels. These possibilities have been explored at length
in previous meetings of this group and, therefore, I have not
attempted to discuss them at this time. I do not mean to infer
that there is not a substantial case for such reform. Such meth-
ods, however, would inevitably complicate and discriminate,
since they deal only with one segment of a company’s assets.
Moreover, it would appear that some of the goals sought through
price level adjustments could be attained through the adoption
of depreciation legislation granting an increased initial
write-off.

CONCLUSION

A great deal of time has already been spent in oral and writ-
ten discussion as to what the investment credit might or might
not do. I believe it is safe to say, however, that most business-
men are of the opinion that the credit should not constitute
the first order of business in achieving much-needed deprecia-
tion reform. It is not surprising that the credit has not received
the support of business, since it constitutes a subsidy which
would be erratic in operation and would be unlikely, by reason
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of its very nature, to be accepted as a permanent part of our tax
structure.

Instead, concerted attention should be given to developing
suitable administrative changes within the framework of the
present Internal Revenue Code and Regulations. Such changes
should give greater recognition not only to the important tech-
nological progress which has been made in recent years, but to
future advancements which are foreseeable at an accelerating
rate. The Treasury Department has recently found this tech-
nique of administrative relief not only feasible but acceptable
in the use of shorter lives which are now permitted to the tex-
tile industry. The extension of this shorter-life plan to other
industries certainly cannot now be denied as impossible to ac-
complish. Such measures should be looked upon not as relief
to be granted only to industries which are depressed because of
foreign competition, but rather as a matter of right to which
each industry is entitled based upon a realistic review of depre-
ciation rates and lives, with recognition being given to the spe-
cial factors of obsolescence and the rapidly changing currents
which may prevail in that industry.

The second prong of basic depreciation reform should be
some form of legislation which would serve as an incentive to in-
vest in productive facilities. Such reform should be approached
on a long-term basis, and, accordingly, should not be based upon
subsidies, providing depreciation over 100 per cent of cost,
which might soon be withdrawn from the tax structure. In con-
nection with any such possible legislation, it is believed that the
most feasible and practical approach would be an initial write-
off, on the order of 30 per cent to 40 per cent. A 40 per cent
write-off, according to a study prepared by the Machinery & Al-
lied Products Institute, is equivalent to the 8 per cent credit in
average, or overall terms, in the case of compdnies subject to
the full corporate tax rate. The desired economic stimulus to
expansion and modernization could easily be achieved by such
an extension of deductions in the initial year of acquisition, to-
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gether with less archaic lives over which assets are to be de-
preciated.

Meanwhile, in the whole field of depreciation reform, we
must always recognize the real difference which now exists be-
tween activity and accomplishment. It is to be hoped that all
of the study and discussion, which for years has revolved around
the most desirable form of depreciation allowances, will soon
develop into the concentrated phase of action and real accom-
plishment.



CHAPTER XIV

EXPANSION PLANS AND THE ACCUMULATED
EARNINGS TAX

RoBERT S. HoLzMAN

Professor of Taxation, New York University Graduate School of
Business Administration

HE CONCEPT of expansion often involves change, espe-

cially in this day of unprecedented technological develop-
ment and opportunity. But the tax laws, instead of offering in-
centives to encourage expansion, have the opposite effect under
many circumstances. Specifically, the tax on accumulated earn-
ings may make it quite expensive for a successful corporation to
finance its entry into a new or different field of endeavor with
the funds accumulated from past successes.

UsE oF ACCUMULATED EARNINGS FOR NEW VENTURES

The tax on accumulated earnings actually is a tax upon
hoarding.! A corporation may sustain additional tax up to 38%2
per cent if its earnings are allowed to accumulate beyond the
reasonable needs of the business in order to save shareholder
surtaxes.? The key to the problem is that phrase “beyond the
reasonable needs of the business.” By court interpretation, earn-
ings may not be retained with impunity except for the needs of
the business as presently constituted. But it may not be to the
best interest of the corporation or of the economy to have the

1Robert S. Holzman, The Tax on Accumulated Earnings, New York: The
Ronald Press Company, 1956, p. 9.

2LR.C. 1954, § 531.
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business restricted to the products, services, or activities of yes-
terday. Perhaps much more could be done with the corpora-
tion’s potential if the corporate organization, experience, and
know-how were applied to new or additional endeavors. What-
ever made the corporation successful enough to acquire earn-
ings in the first instance might equally well be applied to an-
other venture.

At least as far back as the time of Adam Smith, it was sound
economic thinking to believe that capital automatically flowed
to those areas where it could be most profitably employed. But
in 1746 there was no man-made law which said that retained
earnings (which already have been taxed once) could not be
transferred into a more necessary and therefore more profitable
field, except at the peril of a tax upon this retention.

Economists generally agree that one of the healthiest forms
of expansion is created by the ploughing back of earnings into
an enterprise for further development. Surplus funds might be
obtained for expansion or development by means of increased
capitalization or other outside sources. The courts have agreed,
however, that for the purpose of the accumulated earnings tax,
“there is nothing reprehensible in achieving the same result
by ploughing back earnings. Moreover, the election to adopt
the latter practice does not demand that Section [531] be applied
if the purpose is not to avoid surtax on shareholders.”® But the
ploughing back must be into the corporate enterprise itself and
not into other fields.* That is not what the Regulations say.
“The business of a corporation is not merely that which it- has
previously carried on but includes, in general, any line of busi-
ness which it may undertake.”® The decisions do not support
the Regulation.

3 Wean Engineering Co., T. C. Memo., Docket Nos. 107584 and 109876, entered
July 24, 1943.

4 Southland Industries, Inc., T. C. Memo., Docket No. 3387, entered October
81, 1946.

5U. 8. Treas. Reg. § 1.537-3 (a).
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Thus, a corporation faced with declining profits in its field
of automobile engine rebuilding was subjected to tax on ac-
cumulations for the purpose of entering the new field of tele-
vision film production.® A radio broadcasting company was not
sanctioned in retaining surplus for the purchase of a depart-
ment store. “[E]xpected investment in a merchandising enter-
prise has no bearing on the needs of the broadcasting business
in which petitioner was engaged.”” A corporation in the business
of cold storage and warehousing was taxed upon earnings re-
tained to purchase residential lots and the construction of homes
thereon.* An automobile dealer could not retain earnings in
order to invest in an income-producing warehouse.?

In the only decision where there was specific citation of the
favorable subsection of the Regulations quoted above, the tax-
payer lost. A bar concessionaire (a renant) was not justified in
accumulating profits to buy land next to the landlord’s prop-
erty, in order to prevent neighboring occupancy by competitors.
Said the court: “The petitioner had no intention, at least none
" appears, of using this land to carry on a separate business. Cf.
. . . section 1,537-3. . .”%°

In what seems to be a conflict with that favorable subsection
of the Regulations is another subsection. The Regulations give
certain examples of unreasonable accumulation of earnings, one
of which is “Investments in properties, or securities which are
unrelated to the activities of the business of the taxpayer corpo-
ration. . .. Expansion of a business (which may be in products
or services as well as in size) might meet the language of this
disqualification. For example, one of the major manufacturers
of airplanes, confronted with government contract cancellation,

8 Automotive Rebuilding Co., T. C. Memo., 1958-197, filed November 28, 1g58.

7 Southland Industries, Inc., supra note 4. ¢

8]. M. Perry & Co. v. Commissioner, 120 F.2d 123 (gth Cir. 1941).

9 Kerr-Cochran, Inc., g0 T. C. 69 (1958).

goiiaymond I. Smith, Inc, 33 T. C. 141 (1959), aff'd, — F.2d — (gth Cir.
1961).

11U. S. Treas. Reg. § 1.537-2 (¢) (4)-
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recently shifted its emphasis to cement. Is investment in cement
properties related to the business of airplane construction?

Study of the cases indicates that corporations collectively have
been served illy by many taxpayers who went to court on the
issue of retention of earnings in order to enter new fields. Many
of the litigated cases were flawed by such perennial accumu-
lated earnings tax weaknesses as stockholder loans, failure to
effectuate plans, or vagueness. But these are the cases which
supply the precedents. What we cannot get away from is the
language which the courts have published for the edification of
revenue agents and others.

Thus, in one case it was stated by the court: “We think the
reference in the statute to the ‘needs of the business’ must refer
to the regular business of the taxpayer . . . in which it is then
engaged (as contrasted with some other unrelated business not
then carried on by it . . .).”* Another court declared: “The
statute, we think, contemplates immediate need, need associated
with business in hand. . . .”13 In a recent case, the court said dis-
approvingly: “There was lack of relationship between petition-
ers’ established course of business and their plans for expan-
sion.”!*

The very language of these cases is difficult to buck if a tax-
payer’s expansion is to be in a field other than that in which it
was engaged in the year of the accumulation. Earnings may be
retained with impunity only for the needs of the business. By
judicial gloss, this means the needs of the present business. A
corporation that would diversify its activities must look for new
financing as opposed to ploughed back earnings, for retained
earnings would be regarded as being beyond the reasonable
needs of the business which had accumulated them.

The ploughing back of earnings means that a corporation
may raise itself by its own bootstraps. Profits are used to finance

12 Jutomotive Rebuilding Co., supra note 6.
13 McCutchin Drilling Company v. Commissioner, 143 F.2d 480 (5th Cir. 1944).
14 American Metal Products Corp. v. Commissioner, — F.2d — (8th Cir. 1961).
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growth. But there can be no substitution. Earnings, to be re-
tained properly, apparently must be for the exclusive benefit
of the business which accumulated them. There is no room for
flexibility. It was fruitlessly argued in one case that a corpora-
tion had added a second business to the original one, which was
becoming less important. The court pointed out that purchases
and debts of the new enterprise in no way benefited the original
business.’® An analogy may be seen with the tax treatment of
loss carry-overs. The Internal Revenue Service was not willing
to let a corporation which changed the nature of its business
utilize the losses sustained in one type of endeavor against the
profits earned in a new undertaking, until the courts inter-
vened.!® But in the basic cases involving loss carry-overs, at least
the courts recognized that if the same corporation is involved,
profits from one type of business may be bracketed with losses
of another type of business. The only requirements are that
there must be a continuity of ownership and a sound business
reason for the acquisition. -

In cases involving the tax on accumulated earnings, the meet-
ing of these two requirements has not been a factor at all. In
fact, the only analogy that can be cited is the treatment of gam-
bling losses. Often the Internal Revenue Service takes the posi-
tion that gambling losses only may be used to offset gains from
that same type of gambling. But it is rather preposterous to
liken unto the gambler the successful businessman who decides,
after consideration of all the hazards, to expand into a new field.
Certainly the one gamble he should not have to take is the In-
ternal Revenue Service’s interpretation of “the reasonable needs
of the business.”

In connection with tax-exempt organizations, there has de-
veloped the concept of unrelated business income.”” The tax
shelter of these exempt organizations does not &xtend to unre-

-

15 Jacob Sincoff, Inc. v. Commissioner, 209 F.2d 569 (2d Cir. 1953).
16 Alprosa Watch Corp., 11 T. C. 240 (1948).
17LR.C. 1954, § 512 ().
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lated business income. There is an analogy in the tax on ac-
cumulated earnings. The shelter of retention for the reasonable
needs of the business does not extend to investments, which, in
the language of one decision, “had no relation to its storage
business.”*® Investments in income-producing properties like-
wise were regarded as “‘unrelated investments” in the case of
a distributor.'

Where entry into a different type of business is part of a policy
of expansion, the corporation has made its choice voluntarily.
If the corporation is not prepared to use new funds or to grapple
with unfavorable accumulated earnings tax decisions, the ex-
pansion need not be undertaken at all. This element of choice
is utterly lacking where a corporation has to go into a new field
because the old one looks hopeless. But here the courts have
been just as determined that retention of earnings must be for
the purpose of the existing business. Thus, a corporation that
had lost its franchise retained earnings in order to enter upon
a new field. The health of the chief executive was poor, perhaps
the reason for the loss of the franchise or the result of it, and
hence the court had doubts as to the reality of the ultimate
entry into the new field. It was not sanctioned.”

OTHER OBSTACLES TO RETENTION

There are other obstacles to be hurdled by a corporation
which retains earnings in order to enter a new business. It was
held in one case that retention was improper where costs of the
new facility and its commercial feasibility were as yet unknown
quantities.? No specific amount, the court felt, could be labelled
a reasonable figure for acquisition of facilities on which there
was yet no price tag. But often that is the actual situation in a
business unfamiliar to the taxpayer. Similarly, it may not be

18 J. M. Perry & Co., supra note 8.

19 Kerr-Cochran, Inc., supra note g.

20 Egan, Inc. v. Commissioner, 236 F.2d 343 (8th Cir. 1956).

21 KOMA, Inc. v. Commissioner, 189 F.2d gg1 (10th Cir. 1951).
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possible to project for an unfamiliar undertaking “estimates on
which petitioners might reasonably have relied as a reason for
accumulating earnings in the scale and manner in which they
accumulated them.”? Retained earnings of another corporation
were not sanctioned because there was no proof that the tax-
payer was going to depart from its long established course of
business.”® Or what was wanted actually may not have been ob-
tainable at the time.* The courts have been very lenient in im-
posing the accumulated earnings tax upon new corporations,
which lack the educative advantages of experience as well as
the most modest of earned surpluses.”® But now we are dealing
with corporations which may not argue that they are new, even
though many parts (if not most) of their business may be.
Purported change in an established pattern of doing business
has not elicited very sympathetic rcaction in the courts. Their
honors seem to mistrust the reality of accumulations for the pur-
pose of effecting change, questioning why, if this proposed
change had reality, it had not béen effected in the past. Thus,
where a corporation retained earnings in order to acquire a fac-
tory, the disapproving court noted that there had been no such
acquisitions in the past 14 years.? Accumulations to provide ad-
ditions to a plant were not recognized in another case, on the
grounds that the corporation had leased its premises in the past
and “It is reasonable to assume, in the absence of evidence to
the contrary, that it would continue to follow the same prac-
tice.”* It is difficult to see how a corporation may legitimately
retain earnings in order to expand into a different field, where
these cases state in so many words that if something has not been

22 American Metal Products Corp., 34 T.C. 89 (1960), aff'd, — F.2ad — (8th
Cir. 1961).

28 E. L. Bride v. Commissioner, 224 F.2d 39 (8th Cir. 19%5).

24 Southland Industries, Inc., supra note 4.

25 Hemphill Schools, Inc. v. Commissioner, 137 F.2d g61 (gth Cir. 1943).

26 Wellman Operating Corp., 33 T.C. 162 (1959).

2T American Metal Products Corp., supra note 22.
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done in a particular way in the past, there is no reason to give
it reality at this time.

Desired expansion into another field was not accepted as rea-
son for retention, even though negotiations already were under
way, where, by the end of the taxable year, it had not been pos-
sible to come to terms with the prospective seller.? Yet the com-
ing to terms with parties in fields with which the taxpayer is as
yet unfamiliar may be expected to require more time than nego-
tiations in the old line of endeavor.

Certainly business must expand if our country is to grow. As
was said in one accumulated earnings tax case: “A capitalistic
economy requires some freedom of action on the part of those
engaged in it and the needs of a growing business of necessity
must be determined by those engaged in its direction.”® Even
more to the point is this sentence from another accumulated
earnings tax case: ‘“To remain static in this field would be to
invite customers to discontinue their custom.”*

But the only favorable decisions in the area of earnings re-
tention for expansion are limited to the taxpayer’s own busi-
ness. A corporation could enlarge activities in its own field.®
A tool company could add precision tools to its regular line.®
Change to a new color process was justifiable in the case of a
photofinisher.*® A manufacturer of office furniture was allowed
to accumulate earnings in order to introduce a new line of steel
chairs.® A manufacturer could branch into retail outlets.® The
buying up of a concession was valid.** Addition of new plants

B 1. A. Dress Co. v. Commissioner, 273 F.2d 543 (2d Cir. 1960).

2 F, E. Watkins Motor Co., 31 T.C. 283 (1958).

30 Fotocrafters, Inc., T.C. Memo. 1960-254, filed November 29, 1960.
31Solar Oil Corp. v. Ferguson, D.C., Kan., Dec. 3, 1959.

32 Newman Machine Co., 26 T.C. 1030 (1956).

33 Fotocrafters, Inc., supra note go.

34 Metal Office Furniture Co., T.C. Memo., Docket Nos. 107369 and 238, entered
October 28, 19x2.

35 Defiance Lumber Co., T.C. Memo., Docket No. 34067, entered July 8, 1953.
36 Lion Clothing Co., 8 T.C. 1181 (1047).
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to be closer to important customers was approved.*” A corpora-
tion could make provisions to extend its existing specialty into
foreign lands.®®

But all cases of this type involve retention of earnings for ex-
pansion (horizontal or vertical) of an existing business. If a
corporation’s executives have the courage, imagination, money,
and pioneering spirit to enter upon a different business, and
surplus is accumulated for this purpose, they must be reconciled
to having to resist an accumulated earnings tax with some of
that same courage, imagination, money, and pioneering spirit.

37 J. E. Baker Co., B.T.A. Memo., Docket No. 87758, entered June 6, 1939.
38 Thomas W. Briggs, T.C. Memo. 1956-86, filed April 16, 1956.
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REACTIONS OF A WAYS AND MEANS
COMMITTEE MEMBER

Jackson E. BETTS
Ways and Means Committee, United States House of Rcpresentatives

HERE ARE some things about Congress and Congress-

men that I think you ought to know. One of my friends in
Washington got a letter from some mayor out in the Midwest
who asked him to secure a speaker for a Fourth of July celebra-
tion. He said to this friend in Washington, “If you can get me
a Cabinet officer, that would be fine. If you can’t get a Cabinet
officer, get a Senator. If you can’t get a Senator, get a Congress-
man, but don’t get anybody lower than a Congressman.” The
friend said, “Well, for your information, there is no one in
Washington lower than a Congressman.”

You also ought to know that in Congress we worship at the
shrine of seniority. That means you become important as peo-
ple ahead of you die, or are not re-elected, or are assigned to
some other committee. To be important in Congress you have
to have seniority.

Moreover, you should know that it is also important to be-
long to the majority party. So, for your information, I am fourth
from the bottom on the minority side of the Ways and Means
Committee. That is what you have here tonight to talk to you
about taxes.

It is a pleasure to be here. I am really flattered to be asked
to appear before this distinguished group. Of course, I am de-
lighted to see so many people from Ohio and particularly to
see that one of our Buckeyes has been elected head of this great
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organization. Stanley, I want to tell you on behalf of all your
Buckeye friends, that back in Ohio we are really proud of you
and the part you are playing in this organization.

I have looked over your program and the speakers that have
appeared and with the exception of this episode that is coming
up, I want to commend you for the work you have done and
the speakers you have had here. It is a tremendous thing to give
your time to something as important as taxes.

I never realized the importance of taxes until I got on the
Ways and Means Committee. Life used to be serene and calm
over in the Banking and Currency Committee. We met a couple
of times a week and heard somebody from the Federal Reserve
talk about banking, and somebody from the Comptroller’s of-
fice; but being on the Ways and Means Committee is really a
job. We really have to work.

This organization has made a great contribution in helping
to give assistance to those of us who sit up on the committee
rostrum and try to analyze tax problems, because from this or-
ganization there have come many erudite and profound state-
ments about tremendously important tax problems.

The first thing that I want to say is that I am not a tax ex-
pert. As I said, T am fourth from the bottom on the minority
side. You are the experts, and it is terrifying for a country boy
to come here to New York in the midst of this great organiza-
tion, composed as it is of experts in the field of taxation.

One of the reasons why I am not an expert is that I have to
consider not only taxes, but also many, many other problems
that come to Congress. For example, when I leave the Ways
and Means Committee and go to the floor of the House, I have
to vote on whether or not we are going to have parity or price
support in agriculture. I have to determing how many Polaris
submarines we are going to have, and how much foreign aid
we are going to need. I have to adjust my thinking on a tax-
writing committee to some of the problems of spending.

I want to chat with you about some of the reactions and some
of the thinking of the Ways and Means Committee as we at-
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tempt to analyze what you present to us and try to come up
with something constructive in this important field of taxa-
tion.

I recall that taxation has been called the price we pay for
government services, but I think there are many services that
are priced above the willingness of the taxpayers to pay for. At
the very outset, we have this problem of whether or not our
tax burden is increasing beyond the saturation point. Some
twenty years ago federal tax collection was one-eleventh of what
it is today. Immediately, one of the questions that comes to my
mind is whether we are today eleven times better off than we
were twenty years ago.

REASONS FOR TAX REFORM

Tax rates are not the only tax factors that affect our free en-
terprise system. For example, I recall that in his book,! Professor
Smith wrote something about the importance of considering
depreciation. When we come to talk about this important sub-
ject of taxation, we get into many problems other than tax
rates.

While listening as a member of the Ways and Means Com-
mittee, the thought that comes to my mind is that tax reform is
needed for several reasons. I am reminded, first, of the long-
standing prescription of Marx and Engels that socialism can
probably be acquired first and best through an income and es-
tate tax. That is one of the reasons that makes me think that
we ought to reappraise our tax situation.

In the second place, I see the need of a strong economy in
which we can build up a meaningful defense or military pos-
ture. It may be that our tax system is developing aspects that
hamper or hinder our building up these tremendously im-
portant factors of a strong economy and a strong national de-
fense today.

1Dan Throop Smith, Federal Tax Reform, New York: McGraw-Hill Book
Company, Inc., 1961, 328 p.
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In the third place, I wonder if perhaps we are not using our
tax system to advance certain social and economic programs
that have no place in the tax structure.

These are questions that come to my mind as I sit up on the
bench, and I think the importance of probing into the need for
tax reform, because of these three reasons, is in the minds of all
of us on the Ways and Means Committee.

I want to discuss then some of the problems that are inter-
related with taxation and that affect our whole economy. We
have to have taxes to keep our economy going, and those of us
in Congress have to adjust the income to the outgo. We are
told—and I do not question it—that we live in one of the
richest countries of the world. Before leaving Washington I
asked the Library of Congress for some data which I thought I
needed to stabilize my thinking in this field. The Library staff
gave me some information which was amazing.

In the first place, they told me that the gross national product
of all of the other free countries of the world—outside Russia
and outside of the Iron Curtain—in 1959, which were the
latest figures I could get, amounted to about $540 billion. I
think all the figures have gone up since 1959, but this will give
you some idea. The gross national product of the United States
at that time was about $482 billion.

They also told me that at the same time the national debt of
all the other free countries of the world was about $197 bil-
lion, and that the national debt of the United States was about
$290 billion.

That means, if you are going to compare our economic pos-
ture in the free world, that we are worth about $50 billion less
than all the rest of the free world but yet we owe about $100
billion more than all the rest of the free world.

That is not all. Our national debt is incredsing, as you know.
We have had to raise the temporary debt limit to $298 billion;
so our national debt is approaching $3o00 billion. In 25 of the
last g1 years we have had national deficits, and from 19gg until
now the value of the dollar has slipped to about 44 cents.
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Nor is that all. Our national budgets have been constantly
increasing. I think our national budget in the fiscal year 1961
was about $82 or $83 billion, and the budget for the fiscal year
1962 amounted to about $847 billion.

If you analyze the budget item by item, you will be amazed
to see how each one of them creeps up. One item is defense
spending. I always vote for defense spending because I think
that in the world we live in today we must have a strong, solid
defense. Defense spending was about $42 billion in 1961, and
it is going up to about $45 billion in fiscal 1962. They say it
will go up to $55 billion by fiscal 1965.

The second largest item in the national budget is interest on
the national debt—about $g billion. Welfare and labor ex-
penditures have gone up from $5.5 billion to more than $6
billion next year. They are on the increase.

I am reminded of a recent statement by Senator Byrd that
with this constant deficit and with this increasing budget and
spending, our position is vulnerable and Khrushchev knows it.
Long ago the Communists told us that they were going to bleed
us white, and if they could not win by military strength they
would get us through bankruptcy. That is one of the important
problems that we have to consider when it comes to levying
taxes: How are we to meet this constant growth in the budget
and federal expenses without impairing our international po-
sition?

BALANCING THE BUDGET

What are some of the ways by which we up on the Ways and
Means Committee bench try to analyze how we can balance
this budget? Everyone here knows that the pressures for infla-
tion that come from an unbalanced budget and from a con-
stantly increasing national debt are considerable.

Through Expenditure Reduction

In the first place, of course, one way to balance the budget is
to try to reduce spending. I want to emphasize again the im-
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possibility of reducing spending for our national defense. It is
interesting to note that when there is a defense budget under
consideration, Congress is practically unanimous in approving
it. I am going to be the last one ever to vote against a strong
national defense, and that is the way most members feel.

But we must concentrate on reducing somehow the nonessen-
tial nondefense spending. Most Congressmen have some ideas
about how to do it. I have such a pet proposal. At every
session of Congress I introduce a resolution. The resolution
never gets any place, but I keep on introducing it. It pro-
vides for a constitutional amendment which would apply 2 per
cent of the revenue to the national debt. It would, of course,
have some kind of escape clause, by which, in the event of an
emergency, and on the recommendation of the President and
two-thirds of Congress, the provision could be avoided.

If we are ever going to try to balance the budget, we are go-
ing to have to do something drastic. We could pass a law to-
morrow which would balance it for a temporary period, but the
next day we might increase the appropriations and thereby
unbalance it. If we are honestly going to try to win the battle
of balancing the budget, we shall have to do something dras-
tic, such as enacting a constitutional amendment.

I was interested in reading on the train coming here that the
businessmen and the bankers of the country are concerned about
the deficit and the unbalanced budget, so far as our imbalance
of payments is concerned. It means that more gold is going out
of the country, so a balanced budget is our second line of
defense. Naturally, the first line of defense is a strong military
defense; but a strong economy through a balanced budget is,
in my opinion—and in the opinion of many of us on the Ways
and Means Committee—our second line of Qefense.

Through Tax Adjustments

The second consideration that we think about on the Ways
and Means Committee, so far as balancing the budget is con-
cerned, is in making tax adjustments.
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Two years ago we had about six weeks of hearings on the
question of loopholes. I think some of you here appeared be-
fore us at that time. I learned a lot from those hearings. I
used to think “loopholes” was a bad word, but I learned that
it has all sorts of connotations and that the term probably ought
to be explained. I look at it this way. If A, who is a single man,
has an income of $10,000, and beside him is B, who has an in-
come of $10,000 and has six kids, and on the other side is C, who
has an income of $10,000 and an invalid wife, the tax laws have
somewhat equalized and adjusted their unequal economic situ-
ations. They provide exemptions for the man with the chil-
dren and deductions for the man with the sick wife.

If you apply this concept of deductions and exemptions to the
field of business and industry, you have a justifiable explana-
tion of loopholes. I see nothing wrong about these benefits that
have been given to various segments of industry over the years
—depreciation, depletion allowances, etc. Members of the Ways
and Means Committee and members of the staff tell me that
every one of these so-called loopholes is the result of weeks of
hearings and days of consideration by members of the Ways and
Means Committee and their staff. They have been built into
the economy. They are part of it. To take them away now would
constitute a complete disaster to many industries. As a result
of those weeks of panel discussions, we did absolutely nothing
about loopholes.

The President sent up a tax message last year. It was pretty
much in generalities. We discussed that for about five weeks.
We listened to testimony, and we considered it in executive ses-
sion. As a result we tried to come up with some tentative drafts
on eight different items, but we did nothing.

It is hoped that perhaps between the adjournment of Con-
gress and the time we convene, the staff, working with repre-
sentatives of different industries, may reach some compromise
or some common ground where we can legislate; but using the
tax panel discussions as an example, I would say that the pos-
sibilities are slight.
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When people ask me what the Ways and Means Committee
is going to do about taxation next year, I tell them—and this is
honestly what I think: There are going to be so many prob-
lems before the Committee, and we have had such bad experi-
ence with trying to solve all these many tax problems, such as
loopholes and reforms, that I question whether we shall do any-
thing.

We are going to have to do something about reciprocal trade
because the Reciprocal Trade Law expires in June. The pres-
sure is on to do something about medical care.

There is such a thing as politics, too, and Congressmen and
Presidents are under pressure. I am a politician and I am proud
of it, because I think our two-party system is important. It is
through our political parties that we air these problems to
the public.

Therefore, I question whether there will be any legislation
in the area of the President’s tax message. One of the sugges-
tions he made that caused the greatest controversy was that of
withholding income tax on dividends and interest. I think I got
more letters on that than on any of the other proposals that he
presented to Congress in his message. After weeks of considera-
tion, it seems to me that the withholding question might be
solved very easily. I do not think that the Treasury Department
and Internal Revenue Service have ever done anything to try
to educate the taxpayers on the necessity of reporting dividends
or interest as income. They have asked banks and the corpora-
tions to do it. But perhaps by the simple expedient of stamping
in red ink on the top of the 1040 form a question such as “Have
you included as income your dividends and your interest?”’ gg
per cent of it could be collected without more legislation. If
some of the problems can be solved in this way, perhaps others
can also be solved through similar procedufes.

Through Return of Functions to the States

In the third place, to try to balance the budget, we may have
to concentrate on removing from the federal area certain func-
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tions which properly belong back at the state level—such as
federal aid to education and to depressed areas. These are ex-
amples of activity in the federal area that I think properly be-
long back at the state and local level.

These comments indicate some of the things that go through
the minds of members of the Ways and Means Committee. As
I said, I just wanted to chat with you a few moments about it,
and to emphasize the importance to the Ways and Means Com-
mittee of the activities of this organization. We respect organ-
izations such as this, and the members who appear before us.
I do not have to tell you that that places upon you a respon-
sibility—a responsibility to make sure that the solutions you
have are the right solutions, because we rely on experts.

RESPONSIBILITIES OF A CONGRESSMAN

I have often said—1I don’t think this is any tip-off, but if it is,
I am glad to give it to you gratis—that when a Congressman de-
cides how he is going to vote on an issue, there are three or
four considerations to keep in mind. They are perfectly proper.

First, I think he has to remember that the Constitution gives
him the title of Representative, and that means that to a cer-
tain extent he has to know the feelings of the people back in
his district. This is by no means to imply that he has to count
up the letters he gets for a measure and the letters he gets
against a measure and then base his decision on the number for
and against; but I do think he owes some responsibility as a
representative to know what the thinking back in his district
is on every important issue.

In the second place, I feel that he ought to use as a sort of
guideline the position of his political party. It is not my pur-
pose here to make a political speech, but I feel that in a de-
mocracy such as ours, where we have two political parties, the
greatness of the country to a large extent has depended upon
the strength of these two political parties. I think any legisla-
tor owes a certain loyalty to his party to follow its position. I
do not mean that when a tax issue comes up I will run back to
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the office and look up what my party said in its platform on
that subject. I do not believe in being a blind partisan at all,
but back in Ohio when we file for political office, we swear
that we will abide by the principles of our party. To a certain
extent that is a guideline that I have to follow in reaching a
decision.

Third, I often say that in addition to those two criteria, we
have to rely on the experts. They are divided into two types of
experts—the staff of the committee and the people that repre-
sent organizations and appear before us.

I do not know whether you realize the importance and ef-
fectiveness of the staff organization of a committee. As I said,
it is simply impossible for a Congressman to be an expert on any
field, because he has to scatter his interests all over the range
of agriculture, defense, and foreign aid, as well as taxes. To
get to the fine points, he has to rely on the staff of his committee.
The Ways and Means Committee has one of the finest staffs
of any committee in Congress. I am sure that anybody that has
been before Congress, or has had anything to do with the Ways
and Means Committee, will agree with me. We have staff mem-
bers who are doctors of philosophy in economics and who are
experts in the field of taxation law. We have to rely on them.

We also have to rely on experts appearing before the com-
mittee, people who have dedicated their lives to important sub-
jects that affect everybody, such as you folks here who have
made a life study of taxation, represent great institutions, and
are interested in the impact of taxation on our society and on
our economy.

I leave you with these remarks with the hope that you will
appreciate the responsibility—and I know you do—of thinking
out these problems, because we rely on ypu. We look to you
for the solution to many of the problems.

It has been a pleasure to be here, and if you ever come to
Washington, I hope you will drop around and see me. My office
is near the Ways and Means Committee room and the staff
bring a lot of people down to talk to me about these problems.
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So, if you ever come to the Committee hearings, I hope that you
will look up me, or any other member of the Ways and Means
Committee. If you have not done it before, I think you will
find it is an education that you owe to yourselves to see how
your ideas are transformed into living law. It is a pleasure to

be here, and I thank you very much for this opportunity to
participate in your symposium.



CHAPTER XVI

DISCUSSION OF TAX POLICIES IN RELATION TO
INVESTMENT AND ECONOMIC GROWTH

CHAIRMAN NorMAN B. Turg, Director of Tax Studies, Na-
tional Bureau of Economic Research: This is your chance to
take our experts apart, I hope with trenchant and searching
questions.

PROFESsOR WILLIAM VICKREY, Columbia University: 1 want
to comment on Mr. Holzman’s presentation in the following
vein: He apparently would like essentially to get rid of the tax
on accumulated earnings almest to the point, if I understand
the tenor of his talk, of making it virtually a dead letter. If a
corporation in the aviation industry can be allowed to accumu-
late earnings on the allegation that it is intending at some vague
future date to invest in the cement industry, I can think of no
way of assessing a tax on accumulated earnings of the present
type, unless the taxpayer is so foolish as to admit frankly that
it is done for the purpose of avoiding surtax on shareholders.

I think there is a legitimate beef here in that the tax does have
a serious influence on corporate decisions and on diversification.
I would like just to suggest the remedy for this that I have made
elsewhere, and that is that we need a tax on the accumulation
of surplus that will not be a penalty tax, but will be an approxi-
mate offset to the actual advantage that a corporation and its
shareholders do receive from the accumulition of earnings in
thé corporation, whether or not there is a legitimate or illegiti-
mate business purpose.

One form which this tax might take would be, for example,
a tax levied at a rate of about 2 per cent per annum on the ag-
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gregate accumulated undistributed earnings, so that in effect
the corporation would be paying to the government something
that would be comparable to an interest charge on the funds
which it is obtaining in a sense as a tax-free loan from the gov-
ernment, through the postponement of the tax on the eventual
distribution of the earnings to the shareholders.

ProOFESsOR ROBERT S. HoLzMAN, New York University Grad-
uate School of Business Administration: 1 very definitely do
not agree, sir, that the accumulated earnings tax should be re-
moved. I think it serves a very useful purpose, but I should
like to see its application confined to its purpose, which is to
penalize any effort to avoid shareholder surtaxes.

If a corporation has acquired earnings and it finds that it
can’t use these earnings in what has been the accepted form of
business before, I do not see why the corporation has to go out
of existence; nor do I think that the corporation should pay
out these earnings, and then wonder how it is going to finance
its growth into new fields. If the corporation cannot use its
earnings in one way, I believe that it should be permitted to re-
tain the earnings to use them in another way, providing always
that the purpose of this is not to avoid shareholder surtaxes.

If we stick to this original and basic concept of the tax, which
has existed ever since the Tariff Act of 1913, I think it will be
serving a very useful purpose. I don’t think the shareholders are
being allowed to get out of taxes if a corporation says, “We are
going to go into a new field.”

ProrFEssor VICKREY: I would like briefly to ask how the
Treasury could maintain a case against a taxpayer who has been
reasonably clever in asserting a business purpose under the cir-
cumstances.

ProrEssor HorzmaN: I think the answer would be the same
as the one we now have; namely, what is the corporation actual-
ly doing with its money? There is no reason whatsoever today
why a successful corporation cannot have a policy of never
paying the dividends as long as they are using the money for
business purposes; namely, the carrying on of operations of
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business. I think the matter can be resolved by looking merely
at the article. I think it is the carrying on of a business, not the
carrying on of the business.

MRr. Frank KEHOE, Secretary, Detroit Edison Company: 1
would like to ask Professor Smith what his opinion is on price
level depreciation.

PRrROFESsOR DAN TurooOP SMmiTH, Harvard Graduate School of
Business Administration: It was not an oversight that I didn’t
mention it. In fact, I thought perhaps I should put in a para-
graph to say that it was not an oversight, but my paper was
already unduly long.

My feeling on price level depreciation is that if we once go
beyond the monetary—the dollar—measure of income, in any
respect, we have opened a tremendous field for other proposals
by analogy for adjustments, including such things as individual
investment in fixed income securities.

My belief is that for the extremes of inflation that have oc-
curred in some of the European countries, the price index ad-
justments that were made were necessary and were well done
and were effective and desirable. My feeling is that in this
country we are substantially short of anything that justifies go-
ing into that area. I, of course, desperately hope that the situa-
tion will never develop where we would have to go into it.

Dr. HENRY J. FRANK, Fairleigh Dickinson University: Would
it pay business firms to give up the capital gains rate on the
income from sales of overdepreciated assets and receive in re-
turn more realistic depreciation schedules? Since business firms
claim that depreciation schedules are too long, they should
never find themselves in a position where assets may be sold for
an amount greater than their depreciated value.

PrOFESSOR SMITH: It seems to me it depepds on the business.
There are many businesses, I believe most of the large widely-
owned companies, where there is very little sale of plants. By
way of example, steel companies don’t sell steel plants to each
other. 1 presume the automobile manufacturing companies
don’t sell automobile factories or automobile manufacturing
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machinery to each other. So there I would say the faster depre-
ciation would be of substantial importance, and the denial of
the capital gains treatment would be a negligible offsetting
burden.

On the other hand, there are certain areas where there is
conspicuous buying and selling of properties. Reference was
made earlier by Mr. Horne to the Hertz case of a year ago last
June, in the auto rental business. There was a regular pattern
of buying, depreciating, and selling, and getting a new fleet
of cars.

In the one-building real estate companies, I suspect they
would find themselves much worse off, even with faster depre-
ciation. That is no reason that section 1231 should not be re-
pealed with reference to real estate also. Perhaps Mr. Horne
would comment.

MRr. WiLLiaM M. HornE, Jr., Tax Counsel, Olin Mathieson
Chemical Corporation: I would just like to clarify what perhaps
may appear as an element of disagreement between Professor
Smith and myself on this question of partial repeal of section
1231. I don’t think there really is any disagreement between
us. I, with Professor Smith, would agree that if, in fact, de-
preciation is excessive, ordinary income treatment should be
applied. I think the problem is one of determining when the
depreciation is, in fact, excessive.

Certainly if you had a type of very liberal depreciation al-
lowance, such as Mr. Gornick proposed, of g0 or 40 per cent
the first year, you might very well need the ordinary income
treatment in order to prevent tax avoidance or abuse. The
question today is, I think, which is the cart and which is the
horse? Do we enact the ordinary income treatment now and
then hope to get a liberalization of depreciation lives or better
depreciation policies, or do we wait and enact both of these
provisions at the same time?

That seems to me to be the critical question. I don’t think
it is advisable, either from the standpoint of revenue adminis-
tration or from the standpoint of industry, to have deprecia-
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tion policies made on an industry-by-industry approach, on an
ad hoc basis, where the rest of the industry cannot tell whether
they are going to get any depreciation relief, and then ask the
rest of the industry to accept a repeal of section 1231 on ma-
chinery and equipment.

Mgr. ALaN L. Gornick, Tax Counsel and Director, Office of
Tax Affairs, Ford Motor Company: As I understand the ques-
tion, it was whether, assuming that industry was granted more
realistic lives over which to depreciate property, business would
generally be agreeable to including in income salvage that
might be obtained on the sale of the property.

There are two elements involved here. As you know, in de-
termining the amount of depreciation, the basis is usually ad-
justed under present law for any salvage that might be con-
templated. I think that business is on record as stating that if
salvage were eliminated from any calculation at the beginning
of the period during which depreciation would be computed,
there would not be any objection to including in ordinary
income any gain that might be obtained from salvage.

Assuming that the depreciation rates are adjusted to more
reasonable and realistic bases, and that salvage is not taken into
consideration to begin with, in setting the rate of deprecia-
tion, I believe that there would be no objection on the part of
business generally to including in income any gain that might
be obtained from the sale of depreciable property. That would
certainly seem to be true in the case of machinery and equip-
ment used in manufacturing operations.

MRr. TayLor H. SEEBER, Ernst & Ernst: Carrying Mr. Gor-
nick’s thought a step further, he refers to realistic rates. The
proposal has been made—and I would like to ask Professor
Smith to comment—that taxpayers be givew wide latitude to
take whatever depreciation they want to, within limits, some-
thing along the line of the Canadian system. This is assuming,
of course, that section 1231 is changed. What is your opinion
on that?

ProOFEssor SMITH: I am a strong supporter of the general con-
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cept of the Canadian approach. That is the general use of broad
brackets. I would want it to be operated in a manner such that
the taxpayer could prove even shorter lives than those author-
ized. I believe in the Canadian system it is a minimum life that
can be used. Would your treatment require as a prerequisite
that it also be taken on the books?

MRr. SEEBER: I think theoretically that presupposes that, but
when the question came up in 1954, wasn’t there considerable
objection for other reasons, practical reasons, as to why it was
not insisted upon?

ProrEssor SmiTH: No one was considering in 1954 going so
far as saying that it is the taxpayer’s option as to how rapidly
the depreciation can be taken. If we were starting the income
tax from scratch and there were not a budgetary problem, then I
think there would be a good deal to be said for letting the tax-
payers make the decision, at least in so far as the widely owned
public companies were concerned, on the further condition that
it also be taken on the books, because there would be a con-
cern about stability of earnings.

In the closely controlled companies, however, where the re-
ports are only to a few bank creditors, I think there would be a
runaway rapid write-off, which would be an undue favoritism
to closely controlled companies and which would have an im-
pact on the budget, if one made the transition to that method,
that would be completely unacceptable.

MR. SEEBER: May I just comment? You are assuming, of
course, that there would be minimum lives and maximum
lives.

ProFESSOR SMITH: I'm sorry, I missed that in your statement.

MR. SEEBER: My thought is that, say, a broad classification for
machinery and equipment might have a range from 5 years to
20 years.

ProrEssor SmiTH: That would be too broad by my standards.
If we are talking about 8 to 12 or 10 to 15 or something of that
sort, that would be all right. But this is a matter of degree.

MR. Gornick: In any event, it is quite clear that the bracket
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system would have to be carefully developed. I think in the
administrative field it is certainly one type of reform that should
be given very serious consideration.

So far as the Canadian system is concerned, it is my under-
standing that they have established for different accounts what
are not minimum rates, but rather, maximum. For example,
I believe Canada has provided in certain areas a specification of
different machines with a rate of, let us say, 10 per cent. The
taxpayer could choose anywhere from between 1 and 10 per
cent. But the 10 per cent for that particular category is the
maximum, as I understand it.

The bracket system that has been under discussion recently
in this country has been something similar to what Mr. Seeber
mentioned. That is not to put a maximum and then take zero
from that, but rather to fill in a range of § to 10 years, or 8 to
12 years, and let the taxpayer have his choice.

It is always a question of opinion as to whether the proper
life of an asset is going to b& 8 years or 10 years. I cannot
see how anybody can, with any reasonable certainty, predict
whether he is actually going to use a machine for 8 years or 814
years, or 10 years. I think that what is more important is con-
sistency. Once the life is chosen, the taxpayer ought to be stuck
with it. If he picks 8 years, it ought to be 8 years and he should
not be able later to say that it was 10 years or some other
figure.

Establishing brackets along the lines of those suggested by
Mr. Seeber might eliminate a great deal of controversy. 1 think
that the administrative difficulties could be ironed out upon
study. In this connection I understand the Treasury Depart-
ment is studying, among other things, something along this line.

MR. WiLLIAM ]. STEINMETZ, Tax Departmgnt, American Can
Company: Mr. Gornick, I understood you to indicate that the
tax credit wasn’t a very satisfactory way to handle depreciation
problems, but that instead, it could be better approached in two
ways, either by administrative changes, or by legislation.

My question runs to whether there is really any hope for
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effective administrative action here. In the first place, if the
Treasury would revise lives in Bulletin F, which is, of course,
only advisory, to a point that would be substantially below
those being actually used in tax returns, they would be under
considerable attack by Congress for giving away the revenue; so
that they would probably only revise Bulletin F down to the
lives actually being used, and therefore it would be of no real
benefit to anybody.

Secondly, if they were able to bring lives down to a point
that would seem lower than might be justified in terms of his-
torical experience—and this is because they are looking ahead
toward the technological obsolescence that is difficult to measure
and is in fact really only a guess on anybody’s part—this would
be transmitted in the form of Bulletin F, and would be chal-
lenged by any revenue agent who is examining a return on the
grounds that the local situation does not conform with that
type of technological obsolescence and, therefore, the agent
would not in fact be bound by Bulletin F.

Let me make one more point. The concept is that if Treasury
revises Bulletin F, they will do it prospectively only. I don’t see
how that is possible since mere revision of Bulletin F would not
change any of the actual obsolescence. Thus, taxpayers would
be able to revise depreciation for all open years. It seems to
me it would take legislation to do any kind of effective job in
this area.

My question is simply: Do you think there is any real hope
for any administrative determination under Bulletin F as con-
trasted to legislation?

MRr. Gornick: I think there is real hope and, in fact, I think
something is being done in this area right now. You may have
read in yesterday’s Wall Street Journal the announcement by
the Treasury Department that they are now going to make a
thorough study of six industries, in order to determine two
things: What is the situation in that particular industry with
respect to future obsolescence and present actual obsolescence?
The purpose of that is to issue not a new Bulletin F, but a new
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series of lives applicable to industry in general and certainly
to the six mentioned. That is all scheduled, as I understand it,
to be done by April 15, 1962, so there is something being done
in this area.

On your second question, suppose the Treasury Department,
for example, states that the average lives of machinery in the
textile industry have been 40 years, and they lower it to 15
years. What is to prevent an agent from saying it is 15 years,
even though a particular taxpayer can show it is 5 years in his
case? In such cases, I quite agree with you that there is still
bound to be some dispute between the taxpayer and the agent.

The bracket system could, however, very well eliminate a
good deal of that controversy if the government were simply to
say: “In this particular industry, and with this particular run
of assets, we will let the taxpayer choose anything between 10
and 15 years. If he desires 10, let him have it. If he wants 11,
let him have it, so long as he sticks with that and does it not
only for tax purposes but book purposes as well.” In other
words, if his financial statement represents his financial situa-
tion on the basis of a category of assets having lives of 12 years,
then for tax purposes he ought to do the same thing. That
should be coupled with the further principle that that is bind-
ing on the taxpayer and the government alike for the life of
that asset.

In this way, it might be possible to eliminate this area of
controversy. I hope that eventually we might see administra-
tive reform in this field.

MRr. STEINMETZ: Could I ask one short question? I think you
hit the problem right on the nose. You say that we should go to
the bracket system. I say that with Bulletin F they can’t go to
the bracket system, not in the sense we wang¢. Therefore, we
can’t do what you say should be done.

MR. GornIck: Are you saying that it cannot be done by reg-
ulation; it would have to be done by statute? I think it can be
done by regulation, but, even if I were wrong on that, I see no
reason why Congress might not be asked to amend the law to
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provide for the bracket system. I am certain that many taxpayers
might welcomeitasa possible method of eliminating controversy
in this area. However, in my opinion, it can be done by regu-
lation because, as you know, the law provides for reasonable de-
preciation deductions related to lives.

PrOFESsSOR SMITH: I am always puzzled as to the significance
of the maximum life in a bracket. We are talking about 10 to
15 years. Does that mean the Treasury would not accept 16 or
18 years if the taxpayer wanted to use that, or do we have a
sliding scale of minimum life implicit in the bracket? This is a
rhetorical question that I throw out.

MRr. SEEBER: Professor Smith, it was my thought that the
bracket system should have a limitation on the maximum life
that could be used, as well as a minimum life, in order not
to get into difficulty on the question of the allowed or the al-
lowable depreciation for accrued depreciation purposes.

CHAIRMAN TURE: Are there any further questions?

Dr. LErOY DUNN, Department of Economics, Trinity College:
If you assume that a capital allowance were introduced in a
single industry, wouldn’t you expect the market to revalue the
assets so as to produce an effect on yield, so that you wouldn’t
really have to go into a process of expending capital allowances
to industries at large? Wouldn’t the market take care specifically
of the yields in such a way as to produce a reallocation of in-
vestments all around, so as to produce the same effect as if you
had had a general allowance scheme?

PrOFESsOR SMITH: I'm sorry. I missed the implications. Is it
that an allowance to one industry has a general effect?

Dr. Dunn: Yes, if you enlarge the capital allowance in one
industry, wouldn’t you in effect change the net yield on invest-
ments in that industry with the result being a movement in-
to that industry, and a movement out of other industries; with
the effect being that one would pull up the yield in the indus-
tries from which capital was moving out?

ProFEssor SmiTH: This is obviously an extremely interesting
idea. I am afraid it calls for more thought and reflection than
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I can give it here, behind this microphone, in a few seconds.
My first reaction is that though that might be the long-run ef-
fect, it takes a long time for things to work themselves out. In
view of the concern which apparently is pretty widespread now
about increasing capital investment for cost-saving purposes in
a variety of industries, we probably don’t have time, even if it
might work out that way. I am afraid that that is as far as I
can go.

CHARMAN TURE: 1 would like to extend our thanks to the
gentlemen who have spoken this morning for an extremely in-
teresting and clearly provocative discussion of some major fea-
tures of the present tax system as they affect the processes of
investment.



PART FIVE

RECONSTITUTION OF BUSINESS TAXES

“The Sixteenth Amendment is a very short paragraph, but
Congress in its infinite wisdom has seen fit over the year to
amend, modify, change, and rechange the income tax law by
adding special provisions as situations have come up which at
a point in history scemed to be important to the country. As a
result, a practitioner today must have a volume of books about
the income tax covering about fifteen feet, in addition to his
excise tax services, gift tax services, stamp tax services, etc.

“As a result of this vast complication of our tax structure, we
have a new profession—the tax man. He is one-third lawyer,
one-third accountant, one-third soothsayer. Why has this pro-
fession developed—because business, being flooded with this
mass of complicated material, various returns, forms, and sched-
ules, was forced to create the tax man in self defense.

“The amazing thing about the whole situation is that in
spite of these complications, in spite of the fact that we have a
52 per cent income tax rate—once we had an excess profits tax
rate of over 8o per cent—business nevertheless has learned to
live with our tax structure, but this doesn’t mean that business
is happy about it.

“Business has a legitimate complaint in these areas where
originally you had a special situation but over the years, with
the able assistance of these tax men, we have evolved preferen-
tial treatment. In fact, President Kennedy, in his message of
April 20, acknowledged that special provisions over the years
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have evolved into an area of special treatment for special groups.
“It seems to me, to draw a very seasonal analogy, that when
West Point plays Yale, you don’t have two sets of rules—one
because West Point is government owned and the other because
Yale is an eleemosynary institution. Similarly, if Pennsylvania
played Lafayette, you wouldn’t have two sets of rules because
Pennsylvania is 16 times as big as Lafayette. They are com-
peting. There should also be the same rules in the tax game.”
—HARRY F. SCHROEDER
Vice President, Bankers Trust Company,
and Chairman of Symposium Session



CHAPTER XVII

FLAT RATE CORPORATION TAX VERSUS
PRESENT TAX

E. GorponN KEITH

Professor of Economics, Wharton School of Finance and Commerce,
University of Pennsylvania

IMITED graduation has long been a feature of corporation
income taxation in this country. Except for the years
1913-1918, and 1932-1935, the federal corporation income tax
has always been designed to impose somewhat lighter burdens
on corporations with small amounts of income than on those
with larger amounts. Furthermore, some 6 of the go-odd states
which have taxed corporate profits over the past go years have
applied lower rates to the first few thousand dollars of net
income than they have applied to income in excess of these
amounts. No state, however, has a maximum rate greater than
7 per cent at the present time, and in each case the maximum
rate is reached at an income of $25,000 or less.

History oF CORPORATE INCOME TAx RATES

From 1919 to 1931, the federal corporation income tax was
nominally a flat rate tax. A mild degree of graduation was, how-
ever, effected by exempting from this levy the first $2,000 or
$3,000 of corporate income. A graduated rate structure was first
introduced in 1936, when the standard rate applicable to net
income exceeding $40,000 was 15 per cent. Under the 1936
statute, the first $2,000 of corporate earnings was subject to an
8 per cent levy; the next $13,000 to an 11 per cent rate; and
earnings of more than $15,000, but not exceeding $40,000, to
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one of 13 per cent. The progression thus introduced into the
corporate tax structure was still very slight; and it was much less
extreme than in the personal income tax. Since 1939, both the
minimum and maximum rates of tax on corporate profits have
been increased sharply, and the point at which the latter rate
applies has been lowered to $25,000. The benefits of gradua-
tion have, therefore, been felt mainly by small corporations,
although they have not always been confined to these companies.

Indeed, one much criticized feature of corporate income tax
graduation prior to 1950 stemmed from the desire of Congress
to limit the benefits of progression to corporations with incomes
not exceeding $50,000. This end was accomplished by the use
of a “notch” rate which gradually brought the effective rate up
to the maximum statutory rate as income rose from $25,000 to
$50,000. Thus, under the 1942 Revenue Act, when the first
$5,000 of income was subject to a combined normal tax and
surtax rate of 25 per cent, the next $15,000 to a 2% per cent rate,
and the next $5,000 to a 29 per ent rate, the levy on income in
excess of $50,000 was 40 per cent. In order to get the effective
rate up to 40 per cent at this income level, income over $25,000,
but not over $50,000, had to be taxed at a 53 per cent rate. The
taxation of many small companies at what then appeared to be
a very high marginal rate was said both to be unjust and to be
damaging to production and employment incentives.!

The notch provision was eliminated in 1950, and since that
time corporations have been subject to a normal tax (currently
30 per cent) on total taxable income, and to a surtax (currently
22 per cent) on income in excess of $25,000. Under this rate
structure, all corporations enjoy the benefits of the surtax ex-
emption up to a maximum tax saving of $5,500. Moreover, since
a corporation does not risk the loss of this saving if its income
should exceed $25,000, the new rate structufe has encouraged
the multiple incorporation of what are essentially integrated

1This method of graduation also made it very difficult to change the align-
ment of rates in order to increase the spread between the preferential rate on
small companies and the standard rate.
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business enterprises. Consequently, in resolving the notch prob-
lem, we have introduced a new problem of tax avoidance. I shall
return to the multiple incorporation problem at a later point
in this paper after considering the reasons why it has been
thought desirable to graduate a tax on corporate profits.

ATTITUDE OF ECONOMISTS ON GRADUATION OF CORPORATE
IncoME TAX

Although the practice of limited corporation income tax rate
graduation extends back to the early 19oo’s, it was not until the
1940’s that this practice found much favor among students of
taxation. When Roy Blough discussed this question of flat ver-
sus graduated rates for business net income taxes before a sym-
posium of this organization exactly 25 years ago, he had little
difficulty in reaching the conclusion that the taxation of corpo-
ration income is less likely to achieve generally accepted tax
aims at progressive rates than at flat rates.> Whether the corpo-
ration tax was viewed as a personal tax collected at source, or
as an impersonal levy on the corporation as such, he could find
little merit in the argument that progressive rates were more
equitable than flat rates, or that they were either an efficient
or an effective way of attacking the problem of socially unde-
sirable bigness. As a personal tax—and at this time the burden
of the corporation income tax was generally believed to fall on
the stockholders—a progressive tax on corporate income could
be justified under the ability-to-pay principle only if it could
be assumed that the stockholders of large corporations have
greater ability to pay taxes than those of small ones. This was,
however, an assumption that appeared to have little basis in
fact, except possibly in the cases of extremely small companies.

On the other hand, as an impersonal tax on the corporation
as such, neither the ability-to-pay principle nor the benefit prin-
ciple appeared to Professor Blough to support the justice of

2 Roy Blough, “Flat Versus Graduated Rates for Business Net Income Taxes,”
How Shall Business Be Taxed? New York: Tax Policy League, Inc. [now Tax
Institute, Inc.}, 1937, p. 85.
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progression. Size of income was clearly not a fair measure of
corporate taxpaying ability unless the amount of capital in-
vested in the business was also taken into account. Nor did it
appear to him that the benefits derived by business firms gen-
erally from the government, or that the special benefits associ-
ated with the use of the corporate franchise, were conferred in
such a manner that corporations with large incomes were more
favored in proportion to income earned than those with smaller
profits. Finally, it was reasoned that a progressive business in-
come tax of the usual type was much too crude an instrument
to be used effectively as a means of controlling the economic
power of large corporations. Certainly, the mild forms of grad-
uation then in effect could not accomplish much in this direc-
tion; and it appeared that steeper graduation could not be justi-
fied unless it could be applied under some variant of the excess
profits tax principle.

While much of what was being said on this subject 25 years
ago can still be accepted as sound, the weight of authority ap-
pears now to accept the reasonableness of some differentiation
between large and small firms in taxing corporate profits. This
shift in opinion among students of taxation may be traced in
part to the fact that the impact of a 52 per cent tax rate on
businesses of different sizes may be quite different from the im-
pact of a rate of less than 20 per cent. But it also reflects a bet-
ter understanding of the incidence and effects of corporate in-
come taxation, and of the role of this tax in the federal revenuc
structure. During this period when the standard corporate rate
has been ranging between 38 per cent and 52 per cent, much
attention has been given to the impact of this levy on small
businesses, and especially to its impact on new firms and on
those with growth potential. As a result of t¢he studies which
have been made, the conclusion seems inescapable to many that
a flat rate corporate tax, at least within this range of rates, im-
poses a greater burden on small enterprises than on large ones.

In the first place, we know that small businesses are peculiarly
dependent on retained earnings as a source of funds for develop-



FLAT RATE CORPORATION TAX VS. PRESENT TAX 179

ment and expansion. Not only is it more difficult for them to
secure capital from external sources, but, to the extent that they
can tap such sources, they usually have to pay a high price for
the privilege. Consequently, the taxation of income of small
and large corporations at uniform rates is believed to limit the
growth of small firms more than it does large ones. Furthermore,
this disadvantage is held to be accentuated by the fact that small
companies, which usually operate under conditions of intense
competition, are unable to shift any substantial portion of the
taxes imposed on them. On the other hand, it is now generally
accepted that some part of the corporation income tax can be,
and is, shifted by large corporations both in the short and long
run.? If indeed, small companies do find it more difficult to
pass their taxes on to their customers than do large ones, their
income after taxes would of course tend to be lower than that
of their larger competitors.

Second, taxes on earnings tend to be more severe for small
businesses than for big ones if the earnings of the former fluctu-
ate more than those of the latter. Although variability of in-
come is not peculiar to small corporations, it is especially notice-
able among them. Furthermore, to the extent that small com-
panies are less able to offset any losses they may incur against
other income, their risks are increased more by taxation than
are those of larger enterprises. This is because the Treasury
stands ready to share in any prospective profits, but shares losses
only to the extent that a company has income to offset them.
For example, a large corporation with diversified sources of in-
come takes much less risk in undertaking to produce and sell
a new product than does a small company organized to produce
and sell a single line.

OTHER WAYS OF ALLEVIATING BURDEN ON SMALL BUSINESS
There are, of course, ways other than rate graduation by

3 For a survey of recent opinion concerning the shiftability of the corporation
income tax, see B. U. Ratchford and P. B. Han, “The Burden of the Corpora-
tion Income Tax,” National Tax Journal, X (December, 1957), 310-24.
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means of which the greater burden of income tax on small
corporations can be at least partially alleviated. The extension
of loss carry-forwards and carry-backs since the war, so as to
permit profits and losses to be averaged out over a period as long
as seven years, has made it easier for small firms to derive tax
offsets from their losses, and to some extent mitigates the prob-
lem of fluctuating income. Congress has also introduced modifi-
cations into the tax laws which were designed to make it easier
for small businesses to finance their development and expan-
sion. By making any doss sustained by an original investor in a
small corporation deductible as an ordinary loss rather than as
a capital loss, Congress undertook, in 1958, to increase the at-
tractiveness of the stock of small corporations to individual
investors.* And by permitting a deduction of 20 per cent of the
first $10,000 invested in depreciable tangible personal property,
Congress made it easier for such corporations to finance limited
purchases of machinery and equipment out of earnings. Finally,
some 25,000 small, closely-held~corporations have, since 1958,
been able to avoid the impact of the corporation income tax
by electing to be taxed as partnerships.®

These and other measures which have been adopted in recent
years with a view to mitigating the burdensomeness of income
taxes on small business have undoubtedly been helpful, but few
persons would contend that they have resolved the tax problem
of small business. In 1958, fewer than 1 out of every 24 corpora-
tions with incomes of less than $25,000 were able or willing to
use the partnership option. And, helpful as the other small busi-
ness tax relief provisions may have been, it is generally conceded
that they do not remove the need for continued rate differentia-
tion between large and small corporations. Indeed, there are

4 A small corporation for this purpose was defined as $ne in which the total
capital stock did not exceed $500,000 and net worth $1 million. For a discussion
of this provision and of other types of tax relief extended to small business in
recent years, see Dan Throop Smith, Federal Tax Reform, New York: McGraw-
Hill Book Company, Inc., 1961, pp. 261-63.

5 United States Treasury Department, Internal Revenue Service, Statistics of
Income, 1958-59, Corporation Income Tax Returns with Accounting Periods
Ended July 1958-June 1959, Washington, 1961, Table 7.
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many spokesmen for small business who contend that this form
of relief should be extended by assigning a larger part of the 52
per cent rate to the surtax and by increasing the amount of the
surtax exemption.

THE TAX AVOIDANCE PROBLEM

Before we can consider proposals such as those, however, we
shall have to give some attention to the tax avoidance problem
that has arisen under present rates and exemptions, and to which
reference was made earlier. As we noted, the $25,000 surtax
exemption at a surtax rate of 22 per cent makes possible an
annual tax saving of $5,500 for each corporation with income
equal to or greater than the exemption. This has made it ad-
vantageous for what are essentially single business enterprises
to carry on their business through multiple corporations. For
example, each store in a retail chain can be separately incorpo-
rated; a construction firm may establish separate corporations to
carry out each of its contracts; or a manufacturing enterprise
may split up so that a different company carries out each stage
in the production process. Moreover, to the extent that split-
ups or spin-offs can be effected without adverse tax consequences
for the individual owners of the enterprise, the breaking up of
an integrated enterprise into two or more corporate entities
presents few difficulties.

Congress was not unaware of the tax avoidance opportunities
which it had opened up under the new split rate provision of
the corporation income tax, and under the minimum excess
profits credit provision of the 1951 excess profits tax statute.
Hence it lost little time in moving to limit closely related corpo-
rations to a single surtax exemption and a single minimum ex-
cess profit credit.® Only if a corporation could establish by the

6 Section 15 (c) of the Internal Revenue Code as amended by the Revenue Act
of 1951. Specifically, this section disallowed both the credit and the exemption
in the case of a corporation which was created for the purpose of acquiring
property other than money transferred to it after January 1, 1951, or which
was not actively engaged in business at the time of such a transfer, if after the
transfer the transferer corporation or its stockholders, or both, were in con-
trol of the transferee corporation during any part of the latter’s taxable year.
The credit and the exemption could, however, be allowed if the transferee cor-
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clear preponderance of the evidence that the securing of the
exemption or credit was not a major purpose of its separate in-
corporation, would more than the single credit or exemption
be allowed the two corporations.

At the time that section 1} (c) was under consideration, ob-
jections were raised to it. Some persons argued that the separate
incorporation of various parts of a business enterprise was not
necessarily tax motivated, but could serve a sound business pur-
pose, while others maintained that some separate although affili-
ated corporations were not interconnected economically, but
acted independently. It was presumably objections such as these
that induced Congress to recognize the possibility of exceptions
from the general rule of a single surtax credit for affiliated cor-
porations. In any case, section 15 (c) and its counterpart, sec-
tion 1551 of the Internal Revenue Code of 1954, appear not to
have been very effective instruments in preventing tax avoid-
ance through multiple incorpgoration. Commenting on the in-
clusion of section 1551 in the 1954 act, a group of lawyers with
considerable experience in tax administration stated flatly that
the “old section 15 (c) was of questionable effectiveness in pre-
venting the obtaining of more than one surtax or excess profits
credit, and there is no reason to believe that section 1551 will
be of greater effectiveness.”” And within the past few months, a
former Treasury official has called attention to the need for
legislation to require multiple corporations owned by the same

poration could establish by the clear preponderance of the evidence that the
securing of such exemption or credit was not a major purpose of such trans-
fer. For the purpose of this subsection, control meant the ownership of stock
possessing at least 8o per cent of the total combined voting power of all classes
of stock entitled to vote, or at least 8o per cent of the total value of shares of
all classes of stock of the corporation.

7 Edwin S. Cohen, Paul A. Phillips, Stanley S. Surrey, Thomas N. Tarleau,
and William C. Warren, “The Internal Revenue Code of 1954: Carry-overs and
the Accumulated Earnings Tax,” Tax Law Review, X (March, 1955), 303. The
observations of these men regarding section 1551 gets some support from a
statement by Harry A. Wardenburg, in an article entitled “Business Reasons for
Dividing Businesses,” Taxes—The Tax Magazine, XXXVII (February, 1g59),
163. He wrote: ‘““Taxpayers have been very successful in substantiating that rea-
sons other than federal income tax savings were controlling in the formation of
additional corporatjons.”
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groups to be combined for tax purposes.® Clearly, in this case it
is one thing to recognize an avenue for tax avoidance and an-
other thing to close it up.

PrROBLEM OF SECURING NECESSARY DIFFERENTIATION

We have seen that a good case can be made for the gradua-
tion of the corporate income tax at the lower income levels as
a means of relieving small business from the unfair burdens of
a high flat rate tax, and as a mild stimulus for the growth of
small dynamic enterprises. In fact, there may be some question
whether the present split rate structure goes as far as it should
in promoting tax equity and economic growth. The present go
per cent normal tax rate was intended to be strictly temporary
when it was placed on the statute books in 1951, and it was ex-
pected to drop back automatically to 25 per cent in 1954. Even
if we still cannot afford to let this intended rate reduction take
effect for all corporations, it has been argued that we could and
should allow it to do so for small companies simply by cutting
the normal tax by 5 percentage points, and at the same time
raising the surtax rate from 22 per cent to 27 per cent. From the
standpoint of many small companies, the relief afforded would
be substantial, while the revenue loss would be only a fraction
of that which would be incurred if only the normal tax rate
were to be changed.®

Still another suggestion that has been made with a view to
reducing the tax burdens of small business is that the surtax
exemption might be increased to, say, $100,000. This second
proposal would, however, presumably cost considerably more

8 Dan Throop Smith, op. cit., p. 264.

91t was estimated in 1959 that the revenue loss from a reduction of the nor-
mal tax to 25 per cent, accompanied by an increase of the surtax to 27 per cent,
would be about $250 million on a full year basis at 1959 levels of corporate in-
come. On the other hand, the scheduled rate decrease, involving only the nor-
mal tax rate, would have cost about $2.25 billion on the same basis. United
States, Congress, Joint Economic Committee, Staff, Federal Revenue System: Facts
and Problems 1959, 86th Congress, 1st Session, Washington: Government Print-
ing Office, 1959, p. $6.
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than the first, and a fairly high percentage of the benefit derived
from it would go to corporations with incomes of over $100,-
000." On the other hand, we have seen that the present split rate
corporate income tax structure encourages corporate split-ups,
and we can hardly fail to observe that the attractiveness of this
practice would certainly be enhanced by any further increase in
the corporate rate differential, or in the size of the surtax ex-
emption. Our problem, then, is this: How can we best secure
the necessary differentiation between large and small firms un-
der our corporation income tax, and at the same time prevent
large enterprises, by means of split-ups, from enjoying rate ad-
vantages not intended for them?

So far as the rate structure of the tax is concerned, there
would appear to be three major alternatives to choose from:
(1) a flat rate tax with or without a specific exemption, (2) a
split rate tax with a specific exemption, and (3) a graduated rate
structure with or without a “notch” provision. Taking these
alternatives in order, it is clear that there would be no induce-
ment to set up multiple corporations under a flat rate tax with
no exemption. On the other hand, since a flat rate tax would not
differentiate between large and small firms, asking Congress to
enact such a tax would be asking it to turn its back on the tax
problem of small business. Because it seems to me extremely
unlikely that Congress would be willing to do this, I do not
view this as a practicable alternative.

A flat rate tax with a specific exemption would afford some
relief to small businesses, but it would seem less attractive than
a split rate tax in that it would wholly exempt some corpora-
tions from tax and would subject others to rates well below
the starting rate under the individual income tax. Even though
the exemption would presumably be smalley than under a split
rate tax, there were over 50,000 corporations which reported
net incomes of less than $10,000 in 1958. Furthermore, even

10 The 1959 estimate of revenue loss from this proposed change was $850 mil-
lion. Corporations with incomes over $100,000 would have received 61 per cent
of this tax saving. Ibid.
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if the exemption were no more than $10,000, its value to each
corporation with income of at least this amount would, of
course, be $5,200 under the present corporate rate, or not much
less than the $5,500 which can be saved under the present law
provisions. So there would be no appreciable lessening of the
incentive for multiple incorporations under this alternative
approach.

We now have, as we have seen, a split rate tax with a specific
surtax exemption. This provides a fair amount of relief for
relatively small firms without actually introducing a graduated
rate structure into the statutes. Furthermore, the relief extended
at the bottom end of the income scale can easily be increased or
diminished by varying the size of the specific exemption, or
by adjusting the surtax and normal tax rates without changing
the total rate. On the other hand, this approach places a high
premium on multiple incorporation, and therefore poses an
administrative problem for which no one seems to have a good
solution.

Some persons fear that a graduated rate structure without a
“notch” provision would ultimately lead to full-scale gradua-
tion such as we have in the case of the individual income tax,
a development which most students of taxation would view with
some concern, and one which would certainly do nothing to
discourage corporate split-ups. These fears may or may not
be justified, but cven if graduation were strictly limited to the
lower end of the income scale, the avoidance problem might
not be any less serious than under the split rate approach. The
introduction of a “notch” provision is undoubtedly a safeguard
against carrying progression too far up the scale, and makes
less certain the advantage to be derived from multiple incorpo-
ration. For if corporations that were set up to take advantage
of the low bracket rates did too well, the anticipated tax sav-
ings would be lost. On the other hand, a graduated rate struc-
ture with a notch provision introduces the problem of above-
standard marginal rates in the notch bracket, and does not lend
itself readily to alterations in rate alignment.
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CONCLUSION

After weighing the advantages and disadvantages of each of
the above alternatives, it seems hard to avoid the conclusion
that the present split rate structure offers the best means of
differentiating between large and small businesses under the
present federal corporation income tax. But if this conclusion
is accepted, it appears that something more has to be done to
check the abuses that have arisen under this provision during
the past 10 years. Although the Treasury has been able to dis-
allow multiple surtax exemptions in some cases, the require-
ment that affiliated corporations must establish by “the clear
preponderance of the evidence” that the securing of an addi-
tional exemption was not the major purpose of separate in-
corporation has, as we have seen, not been difficult to get
around. Since there is no reason to believe that the courts will
interpret this major purpose test any more strictly in the future
than they have in the past, it may be necessary to adopt a more
arbitrary rule for determining whether or not multiple exemp-
tions should be allowed, or to require multiple corporations
controlled by the same interests to be combined for tax pur-
poses.



CHAPTER XVIII

MANUFACTURERS' OR WHOLESALERS' TAX
VERSUS PRESENT EXCISES

FreEp S. GILBERT, JRr.*
Hedrick and Lane

ROFESSOR Scott of the Harvard Law School tells the fol-

lowing story. He had been out of law school a few days
and had just begun his first job as a lawyer with a large New
York law firm. Naturally, he was quite excited, although some-
what puzzled, when he was called to the office of the senior
partner. When he arrived, he was introduced to a man whom
he instantly recognized as the president of one of the firm’s
largest clients. His senior told him that the client had a prob-
lem, and that they would like to have his opinion as to its solu-
tion. I need not tell you his feeling—pride mixed with an ap-
prehension that his answer would not be a satisfactory one. But
the problem seemed rather easy, and he quickly rattled off an
answer. As soon as he had finished, the senior partner turned
to the client’s president and said, “There you are, Jim, I told
you that any young punk fresh out of law school would give
you the same answer I did.”

Except for the fact that I am not fresh out of law school
and that the problem on which I have been asked to speak is
not easy to solve, my feelings today are rather akin to those
possessed by Professor Scott then—pride at being asked to speak
before such a learned group; apprehension that my “answer”’
will not be altogether satisfactory.

* The author gratefully acknowledges the assistance of his colleague, Theo-
dore R. Groom, in the preparation of this paper.

18y
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Despite this reservation, I am going to advance what I be-
lieve to be the proper approach to the federal excise problem.
I do not believe that a general federal sales tax—regardless of
the level at which it is imposed—is the proper solution to this
problem. I do believe that the underlying structure of present
selective excises needs to be evaluated, redefined, and redirected
along the lines which I shall presently suggest.

HisTory AND DEVELOPMENT OF PRESENT SYSTEM
i4

First, however, it may be instructive to glance briefly at the
history of federal excise taxation.

With the exception of minor use during the War of Inde-
pendence and the War of 1812, excises were first incorporated
into our system of federal taxation during the Civil War.! These
taxes—principally liquor and tobacco excises—produced sub-
stantial revenue then, and today produce in excess of $5 bil-
lion of revenue or, excluding highway taxes, are responsible
for well over half of the present revenue from all excises.? In-
terestingly enough, a general federal sales tax was proposed
but not accepted shortly after the enactment of selective excises
during the Civil War?

A wide range of excises was imposed during World War I,
but most of these were repealed in the decade immediately fol-
lowing that War.* During this same period, different types of
federal sales taxes, including a manufacturers’ sales tax, were

1United States, Congress, Joint Economic Committee, “Federal Excise Taxa-
tion,” The Federal Revenue System: Facts and Problems 1961, 87th Congress, 1st
Session, Washington: Government Printing Office, 1961, p. 134. This report, and
pages thereof, will be referred to hereafter as J.E.C., supra note 1, p. —.

2 J.E.C., supra note 1, p. 135. Excluding highway taxes, total revenue from all
excises in 1960 was approximately $9.7 billion.

8 United States, Treasury Department, Division of Tax Research, Considera-
tions Respecting a Federal Retail Sales Tax, Hearings Before the Committee on
Ways and Means on Revenue Revision of 1943, 78th Congress, 1st Session, p.
1097. This paper, and pages thereof, will be referred to hereafter as Div. Tax
Res., supra note 3, p. —.

4 J.E.C., supra note 1, p. 134.
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considered by Congress as an alternative to selective excises. In
1921 a g per cent manufacturers’ sales tax was voted on and
defeated.®

In the revenue bill of 1932, H.R. 10236, a 2.2} per cent manu-
facturers’ sales tax, proposed as a temporary measure to balance
the budget, was reported favorably by the House Committee on
Ways and Means.® The bill provided for the taxation of sales
by licensed manufacturers of articles sold for “final” consump-
tion or use. Articles subject to the tax included gas and electri-
city, but excluded farm products, seeds, fertilizer, specified foods
such as meat, fish, poultry, bacon, ham, milk, cheese, butter,
sugar, tea, coffee, and salt, newspapers and magazines, school
books, and certain religious articles. Canned foodstuffs were
taxable, however, on the theory that they were manufactured
articles. Exceptions were also made for sales for further manu-
facture, sales for export, and sales to states and municipalities.
If a manufacturer’s sales in a given year were under $20,000,
he was to pay no tax. It was predicted that 140,000 manufactur-
ers would be subject to the tax which was to be in addition to
the tax on admissions, stock transfers, telephone, gas, and so
forth.

This bill was defeated on the floor of the House for a number
of reasons including the belief held by some members that such
a tax would further depress industry to the detriment of the
entire depression economy,” and that a tax on certain selected
nonessential items would be preferable. In lieu thereof, the
present system of selective manufacturers’ excises was enacted.

A general federal tax upon the sale of commodities and serv-
ices was again seriously considered by Congress in connection
with the Revenue Acts of 1941, 1942, and 1943.° But no action

5 Div. Tax Res., supra note 3, pp. 1097-98.

8 The textual discussion following is based upon the debate on the floor of
the Housc of Representatives, 75 Cong. Rec., 5692 ff. (1932).

7 See e.g., the remarks of Rep. Mouser, 75 Cong. Rec., 5703-4 (1932).
8 Div. Tax Res., supra note g, p. 1101.
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was taken on these proposals; instead, existing selective rates
were increased and new articles made subject to the tax.

After the Korean War, Congress again considered certain
excise revisions, reduced some rates in 1954, and repealed the
tax on transportation of property in 1959.

In considering the development of the federal excise system,
three points are worthy of emphasis. First, excises have evolved
to a considerable extent as the result of sudden demands for
increased revenue in time of war. The tax imposed upon the
sale of articles during wartimes has not, however, generally been
removed at the termination of hostilities. Second, articles se-
lected for taxation have been chosen largely upon the basis
that they are “luxuries” rather than “necessities.” Third, a gen-
eral federal sales tax has been proposed to and rejected by the
Congress repeatedly.

SoME CriTiciSMS OF PRESENT EXCISES

Even though the present s?stem of excises has received consid-
erable criticism, Congress has been reluctant to make changes.
The following are some of the major arguments advanced in
opposition to the present selective system.

1. The selective excise discriminates against the taxed industry in
favor of the untaxed industry, particularly in marginal areas of com-
petition.?

2. Among the taxed industries, discrimination results because of lack
of uniformity in rates.! For example, the sale of cameras is taxed at 10
per cent while the sale of projectors is taxed at 5 per cent.ll

3. Even in the same industry, the tax imposes different burdens on
different businesses, depending upon their internal structure. Thus, a
business which is integrated may bear a heavier burden than a non-
integrated concern, since the tax may be imposed on a sales price which
reflects distribution as well as manufacturing costs.12

9 J.E.C., supra note 1, p. 136.

10 J.E.C., supra note 1, p. 140.

11 LR.C. 1954, ? 4171. All references hereafter made to the Code and to stat-
utory sections refer to the Internal Revenue Code of 1954, or sections thereof,
unless otherwise indicated.

12 Arguments may be advanced that a manufacturers’ excise is less of a bur-
den on the highly integrated company since the tax will enter cost structure at
a later stage between production and sale, thereby avoiding markups by whole-
salers based upon a price which includes a tax. See ]J.E.C., supra note 1, p. 136.
This argument seems the weaker of the two, however.
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4. Technical and administrative difficulties, familiar to us all, abound.
Since articles taxed are only those specifically named, each article must
be defined. Innovations escape the tax because of this problem of defi-
nition. The television receiving set and the electric can opener are ready
examples. The problem of pyramiding of tax is avoided only by com-
plex provisions for exemption certificates.)® There are a host of other

problems—who is the manufacturer, what is the sales price—to name
a few.

These criticisms are insufficient to persuade me that a selec-
tive system should be abolished and a general federal sales tax
substituted in its place.

It is true that under a general tax with a uniform rate, dis-
crimination between and within industries would be abolished.
But selectivity is not an evil in itself any more than uniformity
standing alone is a virtue. Congress by necessity selects modes
and subjects of taxation. It prefers, in one area, the income tax
to others, and there selects the progressive system as the fairest
mode. But within that system it provides for exemptions and
exceptions in specified situations.

We see then that selectivity, or lack of uniformity, is not a
valid criticism.

With regard to the other criticisms listed above, I concede
that tax burdens should not vary with the internal structure
of a business; but a general manufacturers’ tax would leave this
problem untouched. The question here is not general versus
selective but a manufacturers’ tax versus a retailers’ tax.

Similarly, those who advocate a general tax, too often it seems,
overlook some of the technical and administrative difficulties
that would continue to exist. As we have seen, proponents of
a general tax customarily except a number of items from the
tax, such as certain food and clothing articles. Also, certain
selected articles and services, such as liquor, tobacco, and en-
tertainment are usually treated separately under most general
sales tax proposals. As Dan Throop Smith has pointed out,*

13 See chapter g2, subchapter G, §§ 4221-4227.
14Dan Throop Smith, Federal Tax Reform, New York: McGraw-Hill Book
Company, Inc., 1961, p. goo.
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each time special treatment is accorded an article, that article
must be defined and distinguished from related articles. The
person upon whom the tax is imposed, whether manufacturer,
wholesaler, or retailer, must be defined and ascertained. Nor
would a general tax necessarily avoid the elusive problem of
price or of pyramiding. Moreover, an increase in the number
of articles subject to tax, with a corresponding increase in the
number of manufacturers, wholesalers, or retailers upon whom
the tax is imposed, would result in greater difficulties in col-
lection, and an increase in the number of personnel required.

The basic difficulty with present excises is not selectivity but
the fact that the selection is not consistent, coherent, or mean-
ingful. Or, to put it very simply, one cannot look at a list of
articles subject to tax, and, after research and inquiry, explain
why Congress decided to tax these articles instead of others.
Perhaps all that can be ascertained about the reason for the tax-
ation of a particular article is that revenue was quickly needed
and the particular industry appeared to be a ready and continu-
ing source of substantial revenue.

Where one does glimpse a connecting thread of reason, it is
usually the traditional distinction between “luxuries” and “ne-
cessities,” a dichotomy which is deficient in a number of re-
spects:

1. “Necessity” varies with individual choice patterns. High quality
music may be “essential” for a person to the extent that he would
rather have a stereophonic set than decent meals every day in the
week. On the other hand, a gourmet may prefer expensive food to pro-
fessional entertainment or an adequate car.

2. Closely related to the first reason is the fact that a luxury item for
one person is a commercial necessity for another. For example, a sales-
man may depend upon a car or a telephone for his daily bread, while
the car is a luxury when in the possession of¢a teen-ager and the tele-
phone a luxury when in the hands of a gabby wife or young daughter.

3. Most items commonly possessed by Americans are neither luxuries
nor necessities. Americans could no doubt get along without clectric
refrigerators, yet how can an item owned by g5 per cent of American
families be accurately termed a luxury?

4. Perhaps even more important, the distinction has not been con-
sistently applied. An article which was once a luxury and taxed as
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such loses its luxurious character as it becomes commonly owned. But
Congress usually fails to recognize this changed status in so far as the
taxability of the article is concerned. Moreover, Congress has failed to
recognize the fact that the same article may be either a luxury or a
necessity depending upon its cost of production and sale. In our time
and place, an automobile costing $2,000 is usually not a “luxury,”!5 while

one costing $6,000 probably is. Both automobiles are taxable articles,
however.

It is proper to say, I suppose, that a uniform tax would be
fairer than a tax on selected articles whose choice was governed
by considerations of expediency. But I believe that a selective
system can be developed upon rational principles and by which
national and individual interests, outside the tax realm, are pro-
moted. Such a system can be developed without radically chang-
ing present excises or radically shifting away from the “luxury-
necessity”” dichotomy.

A ProprosAL

All forms of taxation have at least two common goals.

First, a given amount of revenue is sought from a particular
source or mode. In 1961, for example, about $13 billion was
the quota allocated to excises. There are those who argue that
most or all of this burden should be shifted to other modes,
such as the income tax. One need not be a mathematician, how-
ever, to understand what would occur to a progressive income
structure if an additional burden of raising $11 or $13 billion
were placed upon it. But perhaps even more important is the
view held by some commentators,® a view with which I concur,
that a revenue structure should not rely completely on one mode
of taxation. Each mode has its advantages and disadvantages,
and the proper use of different modes tends to result in a well

151t may be if purchased as a second car for a teen-age boy.

16 See e.g., Smith, supra note 14, pp. 300-1. Compare John F. Due, “The Ap-
propriate Role of Commodity Taxation in the Federal Tax Structure,” Tax
Revision Compendium, Compendium of Papers on Broadcning the Tax Base
Submitted to the Committce on Ways and Mcans, Washington: Government
Printing Office, 1959, p. 201.
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balanced, fairer system.!” Accordingly, the revenue burden pres-
ently allocated to excises seems a proper one.

The second common goal is to distribute the revenue burden
in the most palatable or least harmful manner. Here the ap-
proach is essentially negative. Mr. Rich is taxed more than Mr.
Poor not so much because Congress likes Poor more than Rich,
but because Congress needs to raise money and Rich can afford
to pay more than Poor.

Were these the only relevant considerations affecting the
amount and distribution of the excise burden, I might agree
with those who advocate a general federal sales tax.

But taxation may also be used, and in fact is quite frequently
used, to accomplish specific social purposes and national objec-
tives other than raising revenue. The tax on narcotics is one
example, the estate tax another.*

I believe that the excise tax should be used to encourage the
growth of industries manufacturing certain types of desirable
and important articles and discourage the production of others
which are harmful or virtually useless to Americans and the
American economy. Articles should be selected for and ex-
cluded from taxation depending upon the extent to which they
promote the collective and individual well-being of Americans.

It is obvious that adoption of this principle would result in
the retention of present liquor and tobacco excises. While a

17 Income tax is favorably regarded by many because of its progressive struc-
ture while a general sales tax is considered regressive, and unfair. Sce authority
cited supra note 16. Moreover, a progressive income tax is considered to have a
built-in stabilizing factor for the economy as a whole—increases in income are
set off by increases in tax thereby impeding inflation—while it is sometimes
thought that a commodities system does not have this advantage. On the other
hand, a large percentage of Americans completely escape, honestly and dis-
honestly, an income tax, and it is justifiably felt thag they should bear part
of the common burden of taxation. There are also those who feel that ours is
a society which—notwithstanding certain depressed areas—has overabundant
private consumption, and that a tax directly affecting consumption is desir-
able. See e.g., John Kenneth Galbraith, The Affluent Society, Boston: Houghton
Mifflin, 1958.

18It should be noted that these two taxes raise little or no revenue, and are
in this respect different from many excises.
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nation which consumed neither would undoubtedly be a health-
ier one, individuals enjoying these products should be free to
do so. But there is little justification for providing tax treatment
to the manufacturers and consumers of these articles equal to
that accorded manufacturers and consumers of more useful
articles. The point need not be belabored; it is generally agreed
upon, not only in the United States, but elsewhere.”

The type of change that would be effected by the application
of this principle may be best understood, however, in connec-
tion with the taxation of other articles. As already mentioned,
the automobile is taxed without regard to the function it plays,
the manner in which it is equipped, or its cost. One can effec-
tively contend that motorized vehicular transportation is essen-
tial to the American individual, business, economy, and even
defense. But, to what extent do tail fins, chrome, or a goo-horse-
power rating contribute to national or individual well-being?
Would it not be more appropriate, then, to distinguish between
the two? This might be readily accomplished by progressive ex-
cise taxation; for example, no tax on automobiles selling for
under $2,000, a 10 per cent tax on automobiles selling for $2,000
to $3,000, and a 15 per cent tax on automobiles selling for more
than $3,000.2

The progressive approach might be applied to other items or
services, or distinctions might be made which would turn upon
the manner in which an article or service is employed. For ex-
ample, business telephone conversations might be exempted
from tax because of the importance of the telephone to the eco-
nomic segment of the American society. At the same time, home
telephone conversations might be taxed upon a progressive
basis depending upon units of use. In this manner the cost of
home telephones for essential purposes, e.g., emergency calls,
would not be increased by tax, while luxury calls, e.g., a chat-

19 Smith, supra note 14, p. 299.

201t should be remembered that what has been stated is merely an example.
No attempt is made to say that the rates used are proper or that they would
produce the necessary amount of revenue.
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ting session by a teen-age daughter, would bear a tax burden.

Articles and services within the entertainment area may be
susceptible to the same analysis, although more difficult prob-
lems are posed for the tax planner. An attempt should be made
to determine whether distinctions can be made between enter-
tainment which makes a cultural or informational contribution
and entertainment which does not. Newspapers, books, stereo-
phonic recordings, opera, and the legitimate spoken drama,™ to
mention a few, seem to satisfy the former requirements. On
the other hand, burlesque, night clubs, and other forms of en-
tertainment in a lighter vein would seem to fall into the latter
category. Perhaps distinctions might be made even within the
two categories upon individual types of programs or material.
Whether problems of definition or categorization are too great,
or whether the right to unfettered communication®**—even of
material possibly unworthy of reception—outweighs the tax in-
centives to promote information and culture, are problems
which need further exploratien.

The sale of some items not presently subject to tax would
be taxed under the proposed tax revision. What reason is there,
for example, to distinguish between a tax on cosmetics and a
tax on expensive lingerie? Since the essentiality of underwear,
like that of the automobile, varies according to its cost, it seems
appropriate to exempt the one of low cost, while subjecting the
high cost item to the tax. Similarly it is difficult to understand
why foods whose cost largely reflects such factors as attractive
packaging or precooking should not be subject to tax. One
might go so far as to say that these items are less essential to in-
dividual well-being than such things as refrigerators and other
articles presently taxed.

211n 1926 the House of Representatives proposed t® exempt the “legitimate
spoken drama” from the entertainment tax, (S. Rep. No. 52, 6g9th Cong., 1st
Sess.; 1939-1 (Part II) Cum. Bull. 339 [1926]); but the Conference Committee
rejected this provision of the House bill. See H. Rep. No. 356, 6g9th Cong., 1st
Sess.; 1939-1 (Part II) Cum. Bull. 377 (1926).

221t is possible that a selective tax upon entertainment might be overturned
by the courts for constitutional reasons. This problem is beyond the scope of this
particular paper.
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It may be appropriate at this point to try to clarify two or
three miscellaneous questions that I am sure some of you have
formed in your minds. First, the system contemplated would re-
quire an establishment of priorities. Not all articles that have a
neutral social value would necessarily be subject to tax. Those
articles with the least social value would be taxed first until the
revenue goal for excises is obtained. At the same time, no ar-
ticle, except those positively injurious such as narcotics, would
be “taxed out of business.” The purpose of the system is to
guide business and individual choices, not to control or elimi-
nate them.

Second, it is apparent that the system proposed would not
eliminate most technical and administrative problems. These
problems might be decreased if, upon final tally, the number
of taxable articles is decreased. More likely there would be some
increase in technical difficulty. Definitional problems would be-
come more critical, particularly in the area of price. Manufac-
turers of those articles subject to a progressive tax according to
price would certainly try to ease their product under the line.
The Service seems to accommodate itself to similar problems in
progressive income taxation. Therefore, such an accommodation
here would not seem to be beyond reach.

Technical and administrative factors are, of course, one of
the determinants of the fairness of any tax. In the final analysis,
the question is whether the increased technical difficulty, if any,
engendered by the system would be outweighed by the other
advantages of the tax.

Third, since the tax proposed depends for its effectiveness
upon a high degree of flexibility within the general framework,
the level of sale upon which the tax is imposed would vary with
different articles and situations. A retail tax is generally ad-
vantageous to the extent it eliminates or minimizes: (1) prob-
lems of pyramiding and markups based upon a price figure in-
cluding the tax; (2) problems of price definition; (3) problems
of identifying the taxpayer and taxable transactions. On the
other hand, a manufacturers’ tax involves fewer administrative
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problems because of fewer, more responsible,* taxpayers.** Cer-
tain items such as automobiles, with a high unit cost, might be
more appropriately taxed at the retail level. Similarly, indus-
tries such as the telephone system, which are already established
on a unit call basis, may adequately be taxed at the retail level.
Where, however, such a system does not exist and where there
is a large volume of sales at a low unit price, it may be more
feasible to tax at the manufacturers’, or in some cases the whole-
salers’, level.

Finally, there may be those who will argue that the system
proposed reeks too much of state control to the extent that it
deprives individuals of free choice and regiments industry. As
I have tried to indicate, the objective is incentive, not com-
mand; discouragement, not prohibition; guidance, not control.

The point which I hope to make may be articulated in at
least two ways. America as a nation and Americans as individ-
uals do not possess many products and services which should
be possessed. Our education;-our culture, and even in some
cases, our basic items of health and sustenance, are deficient. So
long as we possess items and services which are completely or
nearly valueless, or at least unnecessary, why should not tax
policy encourage a shift from the latter to the former. Or, if
you feel more comfortable phrasing the idea in terms of allo-
cating an undesirable but necessary tax burden, why should not
those items and services which contribute the least to the na-
tional good, first feel the tax bite?

Not too long ago, the Chairman of the House Committee on
Ways and Means, after introducing the Committee Bill, sum-
med up as follows:

I believe, my colleagues, that it is absolutely indefensible that the
budget of the United States in peace times should aggregate $4,100,000,000.
[Applause]. It is unjustifiable. It is crushing. It iS destructive of love of
government, and it must be reduced. . . . The masses of the people have

28 From the standpoint of maintenance of accurate accounts and records.
24 For a general discussion of the advantages and disadvantages of taxation
at the several levels, see Div. Tax Res., supra note 3, pp. 1115-23.
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been long suffering. The inarticulate voice of the masses has not been
heard. When that inarticulate voice is heard it will roll as thunder, and
it will sweep all before it. I know not but what that hour has arrived. [Ap-
plause, the Members rising].?®

Then referring to the duty of Congress to raise taxes to balance
the budget even though it be an election year, he continued:

The boys in the war at the zero hour went over the top for their
country; it is now our turn!2é

You will excuse me if I do not urge your duty upon you with
the same fervor or exact from you the same degree of sacrifice.
It is readily apparent that I have not advanced a code but an
approach. Nor do I urge immediate enactment, but instead I
ask only further examination. I believe that the approach sug-
gested deserves your further consideration.

2575 Cong. Rec., 5696-97 (1982).
28 Ibid., p. 5708.



CHAPTER XIX

COOPERATIVES AND MUTUAL FINANCIAL
INSTITUTIONS

REUBEN CLARK
‘Wilmer, Cutler & Pickering

N REAPPRAISING the taxation of cooperatives and mutual
financial institutions, I take it that my job is to evaluate, in
some respect, the present income tax treatment of these par-
ticular methods of doing business. The term reappraisal implies
a point of view. From what perspective should it be made? Are,
for example, cooperatives and mutual financial institutions to
be judged, taxwise, by the social contribution which they are
deemed to make to the general welfare? Or should a tax sys-
tem be tailored to their particular necessities and requirements,
such as these are thought to be?

Let me say at once that I do not think so. Such an approach
—and I hope I shall show why—is peripheral to the problem
of how properly to tax a given entity, although there are times
when it cannot be avoided. One’s point of departure must, it
seems to me, rest on a structural tax system that refuses to dis-
criminate between comparable businesses and comparable types
of income. I appreciate immediately that this statement begs
many complex questions: What are comparable businesses?
What are comparable types of income? But it has the immense
advantage of refusing to embroil tax policy—and, more signifi-
cantly, tax-writing committees—in what bne writer has de-
scribed as “the big, unsettled issues involving social and po-
litical judgments.” Furthermore, one should recognize that the
problem of taxing cooperatives, at least, can only be considered
within the general framework of the corporate tax structure.

200
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Fundamental decisions made with respect to the nature of cor-
porate taxation must profoundly affect the taxation of coopera-
tives. This aspect of the problem cannot, in my judgment, be
overemphasized.

First, what are we talking about? I propose to discuss the
taxation of nonexempt cooperatives, on the one hand, and
mutual savings banks and savings and loan associations, on the
other. There are, of course, other types of cooperatives and
mutual financial institutions. But they are considerably less
important for our purposes. I think the problem of taxing ex-
empt farmer cooperatives is, for example, a subsidiary one for
tax policy, as is the problem of taxing exempt credit unions.
The problem of taxing mutual insurance companies is sufficient-
ly unique that it should not be confused with the question of
taxing other forms of mutual enterprises. Accordingly, I shall
limit my remarks to the taxation of nonexempt cooperatives and
of mutual savings banks and savings and loan associations.

It should be borne in mind that there are substantial differ-
ences in functional operation between cooperatives and mutual
financial institutions. Therefore, these two types of enterprises
should be considered separately.

History oF SPECIAL TAX TREATMENT FOR COOPERATIVES

A cooperative is a business organization, usually incorporated,
owned and controlled by shareholders or members for the
stated purpose of operating at cost for their mutual benefit as
producers or consumers. After allowing for expenses, a coop-
erative generally returns to its members a pro rata share of its
profits, or net margins, existing at the year’s end. This share
is generally determined on the basis of the volume of busi-
ness each member does with the cooperative and is known as a
patronage refund or patronage dividend.

Special tax treatment for cooperatives goes back to the ear-
liest days of our modern income tax laws. In the first income
tax act, Congress exempted from tax the income of certain
farm cooperatives which met stringent qualifications as to in-
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come received and business done. These cooperatives have
since been known generally as “exempt” cooperatives, but they
have not emerged as a truly significant factor in the competitive
picture. Of far more importance has been the activity of the
so-called “nonexempt” cooperatives which have earned a tax
exempt status rivalling that of the exempt cooperatives them-
selves without specific congressional legislation.

Nonexempt cooperatives have obtained, for all practical
purposes, exemption from federal income taxation as a result
of recognition by the Treasury Department and the courts that
patronage refunds are an exclusion from income for tax pur-
poses. The rationale here is that such refunds constitute price
rebates. It is important to note, however, that not necessarily
the entire amounts of such refunds have constituted exclusions
—for example, distributions of nonoperating income, or of cap-
ital gains, or of profits attributable to business done with non-
member patrons who are not entitled to refunds have histori-
cally not been regarded as exclusions, even though distributed as
part of a patronage refund. On the other hand, distributions of
operating income from business done with members has always
been regarded as excludable, even though such income might
in fact be attributable to manufacturing, processing, or min-
ing activities, or constitute a return on substantial invested
capital.

In 1951, Congress enacted what are now sections 521 and 522
of the Internal Revenue Code for the purpose of bringing the
tax treatment of exempt cooperatives more closely into line
with that of nonexempt cooperatives. In doing so, it proceeded
on the assumption (shared at that time by cooperatives as well)
that the rules for the exclusion of patronage refunds operated in
effect so that the earnings of cooperatives yere taxed either at
the cooperative level (i.e., if not distributed as a patronage re-
fund), or at the patron level (if so distributed). This legisla-
tion allowed the cooperatives an exclusion for patronage divi-
dends allocated on their books to members instead of actually
being distributed in cash.



COOPERATIVES & MUTUAL FINANCIAL INSTITUTIONS 203

The courts interpreted this legislation in such a way that it
quickly became possible for cooperatives to allocate earnings to
members on their books, resulting in exclusions to them which
were not included in the member’s income because such allo-
cations did not necessarily have any fair market value. This
resulted in the advantageous situation that earnings so treated
could be retained by the cooperatives for investment purposes
without any current tax whatsoever. Accordingly, presented
with a remarkable opportunity to accumulate tax-free earn-
ings, the cooperatives entered into an era of great expansion,
with both marketing and purchasing cooperatives using tax-free
retained earnings to expand widely into mining, manufactur-
ing, and processing activities.

CURRENT ADMINISTRATION PROPOSAL

The Administration has now advanced a proposal for taxing
cooperatives that would assure one tax on their earnings. Sub-
jecting both exempt and nonexempt cooperatives to essentially
the same tax treatment, this proposal would allow a deduction
for the distribution of patronage refunds only if distributed in
cash or its equivalent. (In addition, such refunds would be
withheld on by the cooperative in the same manner as other
dividend and interest payments.) But it should be noted that
this proposal would leave unchallenged the historic principle
that patronage refunds represent tax exclusions (now deduc-
tions) to the cooperatives—that is, that cooperative earnings
would continue, in a significant manner, to be taxed different-
ly from corporate earnings.

Although some cooperative spokesmen continue, apparently,
to assert that a cooperative should be allowed to exclude its al-
located net margins from income even if the allocation is not
includable in the patron’s income, it is my impression that a
wide consensus exists today, shared in by many cooperatives,
that the earnings of cooperatives should clearly be taxed at
least once when earned, either to the cooperative if not dis-
tributed or to the patron if distributed. I suggest that there
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can be no real dispute as to the desirability of the existing
Treasury proposal, although debate may continue with respect
to certain details thereof, such as, for example, the provision
requiring that a member’s consent to leave funds in the coop-
erative must be made annually. Accordingly, I do not think it
profitable to spend much time in considering the question
whether cooperative net margins, if retained but allocated,
should continue to be allowed to be accumulated without tax.

COMPARABILITY OF COOPERATIVES AND CORPORATIONS

The real question with respect to the taxation of coopera-
tives is whether cooperatives are sufficiently comparable to cor-
porations, and patronage refunds are sufficiently comparable
to corporate dividends, so that any deduction whatsoever should
be allowed at the cooperative level when they are distributed.
It cannot be denied that most cooperatives bear all the earmarks
of a joint stock enterprise—continuity of life, limited liability,
centralized management, and so forth-—indeed, all the factual
attributes which have historically justified imposition of the
normal corporate tax on associations. Most cooperatives, gen-
erally speaking, earn their profits in the same manner as ordi-
nary corporations, sell and buy their products at prevailing
prices, and their relations both with the public and their em-
ployees are generally no different from those of the ordinary
corporation. Accordingly, the question turns on whether pa-
tronage refunds are comparable to corporate dividends.

First, what can be said about the competitive relationship of
cooperatives and taxpaying corporations, if patronage refunds
continue to be treated as deductions at the cooperative level?
If the Treasury proposal is enacted, it would seem clear that
retained earnings of both cooperatives and gheir corporate com-
petitors would bear substantially the same rate of tax. To
this extent, therefore, a previously existing tax advantage of co-
operatives would be substantially eliminated. Undoubtedly,
however, considerable further competitive advantage lies in a
tax structure where reinvested profits are subject only to one
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tax instead of the double tax on corporate earnings. Indeed,
there are certain cooperative practices that rather spectacular-
ly underline this fact. Accordingly, notwithstanding enaction
of the Treasury proposal, a substantial residue of competitive
advantage would undoubtedly continue to inure to coopera-
tives, particularly in the manufacturing and processing areas.

Cooperatives, of course, have historically argued that their
earnings, which are obligated to be paid out to patrons, do not
constitute income within the meaning of the 16th Amendment;
or that a cooperative acts only as the agent of its members so
that the cooperative’s income is really that of the members;
or that cooperatives are more closely analogous to such con-
duits as partnerships, trusts, personal holding companies, reg-
ulated investment companies, and similar entities; or that pa-
tronage refunds are really price rebates. I am not impressed by
these arguments, except for the last one. The constitutional ar-
gument is not, I believe, taken seriously today. The agency
theory has been repudiated by the courts at every opportunity.
With the conspicuous exception of the recently enacted sub-
chapter S corporations, Congress has historically refused to ex-
tend the conduit principle to entities which bear the factual
attributes of a corporation and at the same time are actively
engaged in a trade or business. Justification for special tax
treatment for cooperatives must turn, I submit, on a deter-
mination of what constitutes a patronage refund.

ANALYSIS OF A PATRONAGE REFUND

To begin with, a patronage refund bears many of the attri-
butes of a normal corporate dividend, except that it is distrib-
uted on a patronage basis instead of on an invested capital
basis. In most instances—certainly in the case of cooperatives
other than the simplest type of purchasing or marketing coop-
erative—a patronage refund can be clearly distinguished, con-
ceptually, from a price rebate or discount. The latter seems to
me to be a pre-existing obligation to make a fixed payment to
a customer if certain conditions are met—for example, an
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agreement that a certain percentage of the purchase price will
be refunded if a particular volume is achieved or, for that
matter, discounts for cash or bonuses for prompt delivery. I have
no real difficulty in distinguishing this type of payment from a
payment representing a distribution of a pro rata share of cor-
porate earnings which are computed in the normal accounting
manner—i.e., gross income less expenses—at the end of an ac-
counting period. Such payments seem to me clearly to be anal-
ogous to a corporate dividend, regardless of what they are
called.

But a patronage refund may be something other than this.
In the case of the marketing cooperative that simply effectuates
sales for members, the amount received as a patronage refund
may in part represent the difference between the value of the
commodity at the time of delivery and the initial amount paid
therefor by the cooperative. In this case, particularly if the co-
operative is accounting individually to its members, a patronage
refund would appear to be a genuine price adjustment or re-
bate and, hence, properly deductible to the cooperative when
paid.

Depending on the facts involved, a patronage refund may
also include profits or earnings attributable to savings effec-
tuated through the pooled method of doing business; this ele-
ment would clearly seem to constitute a distribution of profits
from joint business activity—i.e., normal corporate earnings.
Also, a patronage refund may include a distribution of earnings
arising from the use of invested capital—and, to the extent that
capital is jointly used and centrally managed, a cooperative
patron would seem to be in receipt of exactly the same pay-
ment as any other investor. Thus, the conceptual similarity be-
tween a patronage refund and corporate dividend is at most
points clear, but at others less clear. ¢

PossIBLE APPROACHES TO TAXATION OF COOPERATIVES

Pursuing, therefore, our basic approach that comparable en-
tities with comparable incomes should be comparably taxed,
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the question is: How does one go about taxing cooperatives in
light of the foregoing analysis of a patronage dividend? Re-
member, I am assuming that a distribution of patronage refunds
is taxable at the patron level.

For example, it would be possible to tax cooperatives as cor-
porations, without allowing any deduction whatsoever for pa-
tronage dividends distributed to patrons. This would seem to
me to be an unrealistic step, since it would result in taxing
many small consumer marketing and purchasing cooperatives
that may have retained many of the elements of a real prin-
cipal-agency relationship between themselves and their indi-
vidual members; and it would treat as a dividend that portion
of many patronage refunds that might in fact bear a close re-
semblance to price rebates. Particularly, such a step would en-
courage many cooperatives, especially the less sophisticated
marketing and purchasing cooperatives, to “price out”’—that
is, to adopt pricing policies which would minimize net mar-
gins. We may note that Denmark attempted this extreme step
in 1940 and was subsequently forced to retreat to the Canadian
system after many cooperatives apparently succeeded in elimi-
nating net margins through pricing policy.

A different approach would be to adopt the existing Cana-
dian—and present Danish—system of taxing cooperatives. This
method requires a cooperative to pay the regular corporate tax,
although a deduction is allowed for patronage dividends in
excess of the amount of g per cent of the capital employed in
the business. The rationale here is that patronage refunds rep-
resent, at least in part, a distribution of profits derived from
invested capital; and an arbitrary rate of return is assumed to
differentiate this element of the refund for purposes of treat-
ing it as a nondeductible dividend. This system presents dif-
ficult definitional problems, however, as well as very serious
problems in determining fair rates of return for individual
companies within given industries. As a solution to our prob-
lem, it would be both arbitrary and complex.

Another approach to the taxation of cooperatives would be to
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follow the general Swedish pattern, which is to tax all coopera-
tives as corporations, except certain “open” cooperatives which
are deemed to have retained what are thought to be socially
desirable attributes, such as “one vote per member,” and so
forth. This approach, however, would seem to introduce new
criteria of social relevance into the tax laws which, however de-
sirable they may be, should be excluded from considerations of
tax policy.

A final approach to the problem of taxing cooperatives would
be to segregate thdse earnings attributable to manufacturing,
processing, mining, and assembling and simply to exclude them
from the definition of a patronage refund (in the same man-
ner that the nonoperating income of a cooperative is excluded
today). This approach would subject such earnings to the full
corporate tax, whether or not they are distributed. Comparable
to the “unrelated taxable business income” approach to taxing
charitable institutions, it would tend to place profits arising
out of those activities (where’the competitive problem is great-
est) on a similar basis with corporate earnings. This approach
would, of course, present certain difficulties of its own, partic-
ularly definitional problems in borderline areas surrounding the
proscribed activities.

Also, the cooperatives might continue, to some extent, to
avoid the impact of the tax by “pricing out.” I am strongly in-
clined to suspect, however, that “pricing out” in these more
sophisticated areas of activity—as distinct from the more simple
marketing and purchasing type of situation—would be very
difficult; in any event, if this should prove to be the case, “pric-
ing out” would seem to reflect an inherent advantage of the
cooperative method of doing business with which the tax sys-
tem should, in so far as possible, be uncgncerned. Remedies,
if they are desired, lie elsewhere.

The foregoing approaches, which seek to place the earnings
of cooperatives on a comparable basis with the earnings of pri-
vate corporations, are based on the assumption that the present
double tax treatment of corporate earnings will continue. It is
moct imnartant to realize that. if the law is first clarified to
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assure one tax on cooperative earnings either to the coopera-
tive or the patron, any reform of the corporate-shareholder tax
structure that would allow a corporation a deduction for divi-
dends paid (on the grounds that they represent, like interest
on borrowings, the cost of obtaining capital) would render
moot the question of how to tax cooperatives. It is ironic that
the problem of taxing cooperatives arises, in the last analysis,
out of a basic deficiency in the method of taxing their com-
petitors.

TAXATION OF MUTUAL FINANCIAL INSTITUTIONS

Mutual financial institutions are nonstock corporations
which serve substantially the same economic function as com-
mercial banks—that is, they are institutional intermediaries be-
tween ultimate lenders and ultimate borrowers, converting the
illiquid debts of the latter into the more liquid holdings of the
former. Although originally they differed substantially in con-
cept from commercial banks, in that their members were both
borrowers and lenders, today this mutuality no longer exists.
Mutual financial institutions are of two types: mutual savings
banks and savings and loan associations.

Mutual savings banks are an ancient form of mutual finan-
cial institution, originally organized for the purpose of serving
as a savings institution for wage earners of moderate mecans.
Generally speaking, they are organized with no capital stock
and all of their income is either paid out to their depositors or
is held in surplus or reserve accounts. They have traditionally
invested heavily in government securities, although their real
estate mortgage portfolios have risen sharply in recent years.
Savings and loan associations, on the other hand, are of more
recent vintage. Their primary purposes have been to encour-
age home building and home ownership and the promotion of
thrift. They have invested very largely in residential mortgage
loans. Like the savings banks, they are typically nonstock cor-
porations, they sell “shares”—i.e., withdrawal savings accounts
—and set aside sums out of income in surplus or reserve ac-
counts for the protection of their depositors. Both mutual sav-
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ings banks and the savings and loan associations are generally
required by supervisory authorities, whether federal or state,
to accumulate and retain a certain level of reserves in propor-
tion to their deposits.

Until 1951, mutual savings banks and savings and loan as-
sociations were entirely exempt from federal income taxes, be-
cause of their mutual form of organization and because of their
original social purposes. Congress found by 1951, however,
that few of these institutions any longer retained their mutual-
ity; that is, depositors and customers were no longer the same
—and no longer, as a general rule, were loans limited to mem-
bers. Accordingly, Congress provided for the taxation of these
institutions, taxing them as corporations on their net normal
earnings, but in addition allowed them to accumulate, free of
income tax, a reserve in the amount of 12 per cent of deposits.
These reserve provisions have proved so liberal that, since
1951, the mutual financial ipstitutions have paid very little in-
come tax, certainly when compared to their arch competitors,
the commercial banks.

Accordingly, the mutuals have continued to operate under
severe criticism from the commercial banks, who contend that
the tax laws have given them an unfair advantage in competing
for savings accounts—although it is by no means clear that the
relatively greater success of the mutuals in this competition has
not been primarily due to their lower operating costs and more
aggressive management. In particular, the banks have argued
that, since they are stringently limited by statute as to the in-
terest rate they can pay, the tax structure should equalize this
disadvantage by limiting the amount of interest that the mu-
tuals can deduct. Also, they contend that the 12 per cent reserve
limit is much too liberal and permits vmjustified tax-free ac-
cumulation of earnings.

Equity iIN TAXATION OF MUTUALS

If we approach this problem once again from the point of
view of tax equity, we can note that obviously the mutual finan-
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cial institutions bear all the attributes of corporations and, in
fact, are markedly similar, functionally, to commercial banks.
Once again, comparing them as entities, it would appear that
these institutions should be taxed in substantially the same
manner as their competitor financial institutions.

The commercial banks, however, appear to be seeking an
unjustified subsidy of their own in arguing that a limit should
be placed upon the deductible amount of interest or dividend
payments made to depositors by mutuals. Interest paid by a
mutual organization, as long as it is a pre-existing obligation
in a fixed amount and is not a distribution of a pro rata share
of earnings computed at the end of an accounting period, would
appear to be as legitimate a tax deduction as any other cost
arrived at in the market place. Obviously, when competing for
savings funds, the level of interest that a bank can pay will ul-
timately depend upon its own profitability. More profitable
banks can pay a higher rate of interest. But this fact does not,
for tax purposes, convert a fixed interest payment into a non-
deductible distribution of earnings.

Therefore, the mutual financial institutions should not be
limited taxwise with respect to interest or dividends paid to
depositors, as long as these payments are not in fact pro rata
distributions of earnings. Whatever advantage inures to the
mutual thrift institutions by virtue of inherently lesser costs
arising out of the mutual form of doing business is an advan-
tage of which a neutral tax system should take no notice—just
as it should not take notice of the commercial banks’ own com-
petitive advantage—if, in fact, it is such—arising out of their
access to capital markets.

The propriety of the existing 12 per cent reserve provision
is an entirely different matter. Any provision for accumulating
reserves tax-free out of income is clearly a subsidy to the ex-
tent that it is unrelated to the costs of doing business. It con-
stitutes, in other words, a distortion of the common definition
of taxable income. It seems altogether clear today that the
existing reserve provisions for mutual thrift organizations,
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geared to a rigid percentage of deposits, bear no relationship
to a true bad debt reserve and, in effect, have had the principal
result of permitting the mutual thrift institutions substantially
to avoid income tax.

It is argued that these reserves are required by supervisory
authorities and that the mutual financial institutions should be
permitted to accumulate reserves tax-free because they do not
have access to capital markets; and, furthermore, that the sav-
ings and loan associations in particular require heavy reserves
because of their substantial investment in mortgage loans, which
have historically shown bunched losses periodically. All these
arguments constitute no more than special pleas to the taxing
system for preferential treatment, i.e., exceptions to the com-
mon definition of taxable income and, hence, subsidies.

If the problem is approached from the point of view of a
neutral tax system concerned only with the definition of tax-
able income, there seems nQ doubt but that no taxpayer should
be permitted to accumulate reserves tax-free, particularly if
another, similarly placed and in direct competition, cannot.
There is no more reason, for example, to permit mutuals to
accumulate tax-free reserves because supervisory authorities re-
quire reserves than it would be to permit any other corporation
to accumulate tax-free working capital because such reserves
are needed to stay in business. The real question is: What ad-
ditions to a reserve are reasonable in terms of computing tax-
able income? Here, the problem is simply that of estimating fu-
ture losses properly chargeable against current income; and, in
establishing such reserves, investigation should be limited to
the analysis of past loss experience or reasonably anticipated
future losses.

The overriding reason why the taximg authorities should
resolutely reject claims for preferential treatment on the basis of
social and economic assertions is this: The tax-writing commit-
tees of Congress cannot properly evaluate the necessity of tax
subsidies or the actual effect of tax benefits once they are in op-
eration. A determination of cause and effect between a tax bene-



COOPERATIVES & MUTUAL FINANCIAL INSTITUTIONS 213

fit and the purpose served is, almost always, so lost in a maze of
variables and lack of data that the taxing system cannot fairly
or efficiently employ tax subsidies, except to serve the very
broadest national purposes. A good example of this can be seen
in the current controversy over the taxation of mutual thrift
institutions.

Many such institutions and, most specifically, the Federal
Home Loan Bank Board, are arguing against the current Treas-
ury proposals to reduce the present 12 per cent reserve allow-
ance on the grounds that such a restriction would result in a
decrease in the interest rate payable to depositors, with a re-
sulting constriction in savings flowing into the home construc-
tion industry. It seems more probable than not, however, that
the effect of the 1951 tax legislation, which increased the taxes
of mutual thrift institutions, resulted, paradoxically, in an ac-
tual increase in such interest rates, with a resulting stimulation
of the flow of savings into home building. The fact is that one
cannot predict with certainty what would be the effect on sav-
ings available to residential construction if the 12 per cent re-
serve figure were to be cut. We can guess but we just do not
know.

REASON FOR NEUTRALITY

A tax system should at bottom be neutral, not because it is
fair but because the standard of fairness—as expressed in a basic
concept of taxable income applied across the board to the
comparable income of comparable taxpayers—offers the only
method whereby the taxing system can be rationally grappled
with. The only way that tax authorities can determine what is
in fact “preferential” is to have a basic standard by which a
preference is tested. This standard can only be the concept of
taxable income.

Furthermore, the principle of rigid conceptual impartiality
offers tax-writing authorities their only real protection against
the pressures of private group and lobby—pressures which are
generally most effective when underlying criteria of judgment
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are confused—and it eliminates many definitional problems
which place an enormous administrative and compliance bur-
den on the tax system. It may be—on account of the existing
corporate tax structure and the definitional complexity in-
volved in separating dividends from price rebates—that the
problem of taxing cooperatives cannot be resolved entirely
within a framework of defining taxable income; but the prob-
lem of taxing mutual financial institutions really involves no
more than this.
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HE TOPIC “Business Income of Exempt Organizations”

A frequently excites strong and varied reactions, some of

which are very emotional. Because of this, and the breadth of

the subject, it is necessary first to establish the frame of refer-
cnce and the premises upon which this paper will be based.

The statement of the subject brings into focus the question
for consideration: In a system of business taxation, how shall
exempt organizations with business income be treated?

This paper will consider the question as it relates to the
federal income tax, and on the premise that the exemption of
certain organizations will continue as part of the basic law.
For purposes of practical limitation, this study will be re-
stricted to organizations of the type which are exempt under
the familiar provisions of section 501 (c) (3) of the Internal
Revenue Code (charitable, religious, educational, scientific,
etc.) and which, for convenience, will be called “charitable or-
ganizations.” This is not to treat the wording of present sec-
tion so1 (c) () as inviolate, but rather to use it as a base (since
this subject assumes there is some exemption) and not to compli-
cate the matter unduly by adding other categories of exempt or-
ganizations, which may present other problems but do not af-
fect the basic principles.

THE DEFINITION OF THE PROBLEM
In determining the proper treatment of charitable organiza-

215
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tions, conclusions may vary substantially because they are based
upon different approaches or premises. It is necessary first, there-
fore, to examine various approaches and determine their sound-
ness and relevancy as proper criteria under a tax system.

Revenue Approach

One approach to this subject is that of raising revenue. From
a dollars and cents viewpoint, there is considerable question
whether there is a significant amount of income escaping
tax through exemptions of charitable and related organizations,
and, more particularly, through exemption of income from ac-
tivities (as distinguished from passive investments) which might
be considered as “business.” The arguments generally presented
for changes in the law in this field have not been based on di-
rect losses of revenue, but usually on other concepts (which are
discussed herein). If this subject is approached as a matter of
revenue, then the question must also be asked whether subject-
ing certain activities of organizations to tax will so change their
patterns as to deprive the public and the government of benefits
and require, in turn, greater governmental expenditures.

Competition

Another approach is that this subject involves the question
of whether the tax laws afford an unfair competitive advantage
to exempt organizations. The so-called “competitive advan-
tages” are sometimes said to involve (1) lower prices to the
public and/or higher compensation paid to attract employces
presumably enjoyed by exempt organizations because they do
not have taxes as a cost of operations; and (2) management ad-
vantages through perpetuation of management, interlocking
management, and lack of stockholder prgssures to which cor-
porate businesses are generally subject. These arguments indi-
cate that the full scope of this approach to the subject can carry
us far beyond the tax field. On the pure question of prices and
compensation, there are obviously factual arguments to be pre-
sented on both sides; and the disinterested observer may well
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wonder whether there are not so many factors involved in each
particular case that the emphasis on the tax factor may be mis-
placed. Moreover, the fact that someone else may be engaging
in the same activity for profit has never been a criterion for tax
exemption; witness the existence of tax-exempt schools and hos-
pitals as compared with similar taxable institutions operated
for profit.

Regulation of Charities

Another concept is that this subject involves the regulation
of charitable and similar organizations; and, on this basis, the
question is the extent to which such organizations should be
regulated and who should do it. It is said that the tax laws pro-
vide a vehicle for such regulation because (1) status as a “tax
exempt organization” is important to such institutions; (2)
withdrawal of the tax-exempt privilege and of the deductibil-
ity of contributions are potent financial weapons in the hands of
the government; and (3) the Internal Revenue Service is feared
and respected as an arm of the federal government. While of
course the enforcement of the tax laws has a policing effect,
there is a serious question whether tax officials should be given
the responsibility and authority to regulate such organizations.
The skills and competency called for in tax collection may have
little relation to qualifications that are desirable for regulation
of charitable institutions and, in fact, may be inconsistent with
public policy toward the latter.

Definitional Approach

Another concept is to approach this matter as involving the
question: What is the permissible scope of activities of an ex-
empt organization? Under this approach no special problem
exists in this area; the proper resolution of difficulties will come
from applying sound legal concepts to the terms used by the
legislature in providing exemptions. Thus, if Congress exempts
charitable organizations from the income tax for policy reasons,
then the permissible scope of activities of such organizations
claiming exemption is to be determined by the legal definition
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of “charitable.” Under this concept, the matter is no different
from that of any other tax issue, i.e., it is to be resolved by ap-
plicable legal principles already existing or to be determined by
the courts.

This of course is more of a legal approach than a new policy
approach. It does, however, have the virtue that it is based on a
framework of long standing, i.e., the special role of charitable
organizations in our society; and it carries with it the appeal
that matters that appear to be problems as to the proper scope
of activities of charitable organizations can be resolved in due
time by the application of existing legal principles rather than
by new enactments that may produce more confusion than cor-
rection. In brief, this approach is that no great crisis exists, that
the public has been served by the encouragement given to
charitable organizations, and that efforts to resolve such prob-
lems as may exist should be based on determining and apply-
ing proper legal principles.

Exemption Policy Approach

Another approach to the subject is to treat it as involving a
re-examination of the basic question of whether there should be
any exemptions. This is based on the concept that if exempt
organizations have “business income” then perhaps the time
has come to re-examine the fundamental question of whether
the public is really being served by having exemptions in the
tax law. This approach is sometimes the springboard for an at-
tack on the exemption of a particular group of organizations,
and to that extent at least is beyond the scope of this paper. This
approach, however, is also frequently the basis for the question
of whether curbs should be placed on activities of exempt or-
ganizations in order to “maintain conﬁde’nce in the tax sys-
tem.” In the final analysis, this involves the question of whether
we can devise a proper line between the activities of exempt
organizations that serve a public purpose justifying exemption
and activities not justifying exemption. The emphasis here
should be on whether the legislature, in its wisdom, can devise



BUSINESS INCOME OF EXEMPT ORGANIZATIONS 219

the terminology that will draw such lines clearly and effec-
tively.

These five different concepts indicate the necessity of agree-
ment on approach to the subject before agreement can be ex-
pected on solutions. Some observations on these approaches may
be helpful. The approaches based on revenue, competition, and
regulation of charitable organizations bring in certain extra-
neous matters, if one accepts the basic premise that exemption
of certain organizations serves a public purpose which is worth
the loss of revenue. If the activities of such exempt organiza-
tions “get out of hand,” however, then of course everyone may
be properly concerned that any such improper actions are not
encouraged by or privileged under the tax laws. Therefore, in
the final analysis this subject should be approached as one in-
volving exemption policy or definitions: What is the concept
of a charitable organization and the proper scope of its activities?

CONGEPTS OF CHARITABLE ORGANIZATIONS AND Busingss INcOME

This in turn requires the answer to another question: What
is meant by “business income”? There seems to be a feeling
that the realization of business income is inconsistent with ex-
emption. This is not necessarily so. It depends on what is meant
by business income and what kind of business is involved. The
term “business” is broad enough to encompass any series of ac-
tivities, and, in a tax sense, generally includes any activities
having income and expenses. In this sense, the conduct of char-
itable activities may itself be a business. Moreover, as public
desires and needs for services change, activities which may have
been clearly “charitable” at one time may now be considered
by some to be businesses, because others have entered the field
with a profit motive.

To test these concepts, let us relate them to realistic factual
situations. Consider the following as a case which will raise
these issues.

A corporation with the improbable name “Hibrow Educa-
tional Fund, Inc.,” is organized under its state’s nonprofit cor-
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poration law by a group of high-minded citizens who made
substantial contributions. Hibrow’s purposes are stated, in its
charter, to be charitable and educational, including for such
purposes the contribution to charitable and educational organ-
izations exempt under section 501 (c) (3) of the Internal Rev-
enue Code and the contribution to and support of research and
literary projects for such purposes. The corporate charter also
contains the usual restrictions, in compliance with the pro-
visions of the Internal Revenue Code, against legislative activi-
ties, engaging in ‘political campaigns, distributions of earn-
ings to private shareholders, etc. The corporation has powers
under the state corporation law that are necessary and appro-
priate to carry out its purposes.

Hibrow, in fact, provides college scholarships for worthy
students; makes grants for research projects, conducted by stu-
dents and others, in the fields of economics and education; con-
ducts or supports lectures and seminars, to which the public is
invited, on subjects of current interest in the fields of educa-
tion and economics (as to which Hibrow is not an advocate of
any particular point of view but is attempting to provide a
forum for public enlightenment); and publishes reports, re-
sulting from the aforementioned research and other materials,
written by members of its staff, lecturers, and others, all of
which publications are intended to be for the education of the
public and are recognized to be of a high quality. Hibrow de-
rives its income from interest, dividends, and gains on securi-
ties, which it holds in a principal fund, and from the sale of the
aforementioned publications. The income from the publications
department constitutes 50 per cent of Hibrow’s total gross in-
come and results in an excess of income over expenses for this
activity. This excess (or profit) and Hibgow’s investment in-
come and contributions together support the other activities
of Hibrow.

While there are many other details we should know about
Hibrow’s activities, the foregoing gives us an ample start in
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seeking to determine the proper method of tax treatment of
the income involved.

We can assume for purposes of discussion that Hibrow’s pur-
poses as stated in its charter satisfy requirements as an exempt
charitable (or educational) organization; that its activities in
providing scholarships, research, lectures, and seminars are all
activities for exempt purposes; and that its income from securi-
ties is properly derived and used. The principal question is the
policy to be applied with respect to or on account of the pub-
lication and sale of educational materials and the use of the
income therefrom.

From our prior discussion, this question should be ap-
proached as involving these issues: What is the concept of an
exempt organization, and what practical methods can be de-
vised under a tax system in keeping with such concepts?

METHODS OF TREATMENT OF ‘“BusIiNEss INCOME” OF
TAx EXEMPT ORGANIZATIONS

The methods available are derived from varying concepts as
to the nature of the “business” problem and how to meet it.

The Exempt Purpose Test

One method is to treat an organization in its entirety as
either exempt or taxable based upon its primary purpose. Under
this method, business activities incidental to exempt purposes
will not adversely affect exemption.

This in effect was the concept under the federal income tax
law prior to 1g50. The problem, of course, was whether the
so-called business activity was incidental to the exempt pur-
pose under the statute. In this connection it should be noted
that the concept of what is a business was not so important as
the question of whether the activity was incidental to an ex-
empt purpose. Thus, a majority of the courts passing on the
issue approved exemption of organizations based on the des-
tination of income rather than source of income.

In our hypothetical case, the fact that the publication depart-
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ment of Hibrow realizes income from the publication and sale
of materials would not under these “destination of income”
cases deprive Hibrow of exemption.

Congress, in 1950, in effect recognized this as the law and
continued the recognition of the exempt status of organizations
having such business income, but added to the law the tax on
their income from unrelated business activities regularly car-
ried on, except in those extreme cases where exemption was
withdrawn for feeder corporations organized primarily for the
purpose of carrying on a trade or business for profit.

In more recent years we have witnessed a re-examination of
fundamental concepts as to whether an organization can have
business income and be exempt. In the development of the
new Treasury Department regulations finally issued in 1959,
there was a clear attempt made to redefine an exempt charitable
organization. The approach under the regulations requires not
only that stated purposes be affirmatively limited to exempt
purposes, but also that the drganization not be empowered to
engage, otherwise than as an insubstantial part of its activities,
in activities not in furtherance of exempt purposes.

Thus, this language of the regulations seems to require that
an organization in order to be exempt must not have, as a
substantial part of its activities, activities that are not in
furtherance of exempt purposes, and for this purpose it may
be assumed that the regulations do not regard mere destina-
tion of income as in furtherance of exempt purposes. At an-
other point in the regulations, this concept is made clear by
the rule that an organization may be exempt ‘“although it op-
erates a trade or business as a substantial part of its activities, if
the operation of such trade or business is in furtherance of the
organization’s exempt purpose or purposes and if the organiza-
tion is not organized or operated for the primary purpose of
carrying on an unrelated trade or business. . . . ”

It will be noted, therefore, that under the regulations “des-
tination of income” apparently is not sufficient, but rather the
test becomes whether or not the “business” is in furtherance
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of exempt purposes. In our hypothetical case, therefore, it
would appear that Hibrow would be treated as an exempt or-
ganization under the regulations if the publication and dis-
semination of materials by the publication department is in
furtherance of a charitable and educational purpose of Hibrow.
How is this to be determined?

The present Treasury regulations give some indication of the
view of the Department by in effect laying down these tests as
to whether a “business” is in furtherance of exempt purposes.

1. In the usual case, the nature and size of the trade or business must
be compared with the nature and extent of the activities for which the
organization is granted exemption in order to determine whether the
principal purpose of such trade or business is to further (other than
through the production of income) the purpose for which the organiza-
tion is granted exemption.

2. A business is considered in furtherance of exempt purposes if
opcerated primarily as an integral part of the educational program of an
organization for educational purposes.

3. A business is considered not in furtherance of exempt purposes
if operated in substantially the same manner as a commercial business.

4. A business not otherwise in furtherance of exempt purposes does
not become substantially related to an organization’s exempt purpose
merely because incidental use is made of the trade or business in order
to further the exempt purpose.

It is apparent that these guides in the regulations are not
wholly complete or consistent. If they are applied to our hypo-
thetical case, they do not necessarily supply clear answers. Thus,
on size alone, if that is relevant, it would be difficult to deter-
mine whether the publication department’s activities would re-
sult in denial of exemption. Furthermore, while it would ap-
pear clear that the work of the publication department of Hi-
brow is an integral part of the educational program of Hibrow,
nevertheless, it probably cannot be denied that such publica-
tion department may be operating in the same manner as a com-
mercial establishment in the sense that (we trust) it is operat-
ing efficiently and that in the sale of the literary output it is
not deliberately seeking to lose money.

Without attempting to comment further on the regulations,
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it would seem safe to say that in substance the regulations do
not change the basic test from one of attempting to determine
the primary purpose of the organization, because while the
regulations recognize that an organization may carry on sub-
stantial business activities and be exempt, it requires such busi-
ness activities to be in furtherance of exempt purposes.

Therefore, in the final analysis this method basically involves
the matter of applying appropriate legal definitions of exempt
purposes. The present regulations reflect a narrowing from the
prior concept which permitted business activities where the
destination of income was charitable. This method, however,
permits no compromise where it requires an organization to be
either completely exempt or completely taxable.

The Dual System: Exempt But Subject
to Tax on Unrelated Business Income

The present Internal Revenue Code suggests a second method
of handling the problem of exempt organizations with business
income, namely, to treat the organization as exempt if its pri-
mary purpose falls within the category of exempt purposes, but
to subject the organization to tax on income derived from those
activities which are considered to give rise to “unrelated busi-
ness income.” In this sense the federal statute is similar to, but
not the same as, certain state property laws which permit the
exemption from the real estate tax of property directly used
for exempt purposes but not of other real estate owned by a
charitable organization but not so directly used. The present
rule under the Internal Revenue Code is derived from the leg-
islation in 1950, in which Congress sought to cut through the
legal dilemma of exempt organizations with business income
where a clear-cut rule was needed to prqvent continuing con-
troversy as to whether such an organization was wholly tax-
able or wholly exempt.

The concept under the present statute, as spelled out in pro-
visions which have been in effect since 1950, is as follows:



BUSINESS INCOME OF EXEMPT ORGANIZATIONS 225

1. In the case of an organization organized for charitable purposes,
its exemption is determined, in the first instance, under section 501
(¢) (8) of the Internal Revenue Code and its exemption is not lost even
though it carries on substantial trade or business activities, unless it is
a feeder corporation.

2. In the case of an exempt charitable organization which is en-
gaged in a trade or business, its “substantially unrelated trade or busi-
ness activities regularly carried on” are carved out and treated as if
conducted by a separate entity, which is subject to tax on the net in-
come from such activities (without, however, affecting the exemption
of the organization’s income from its other activities or its characteriza-
tion, as a whole, as an exempt organization for purposes of the de-
ductibility of contributions to it).

3. In the case of a feeder corporation (defined as an organization
operated for the primary purpose of carrying on a trade or business for

profit) the exemption of such organization is denied and the organiza-
tion is subject to tax.

Thus, at first blush it might be assumed that the concept
and treatment under the present federal income tax law in our
Hibrow example would be to treat the organization as exempt
under section po1 (c) (3) of the Internal Revenue Code and
impose, or not, a tax on the net income from the publication
department, dependent upon whether, on consideration of all
the facts, it is determined that the activities of the department
are substantially unrelated to the charitable and educational
purposes of the organization.

If the publishing department is subject to tax as an unre-
lated business, then its situation is equated to that of a taxable
publishing company, that is, it is subject to the same federal
income tax as a private corporation for profit, including a lim-
itation on the deduction of its net income contributed to Hi-
brow’s exempt purposes; but Hibrow will be entitled to $1,000
exemption, and contributions to it will still be deductible for
federal income tax purposes. Thus, under the present law, the
taxable activity is treated, in part but not wholly, the same as
if it were conducted in a separate taxable corporation which is
a wholly owned subsidiary of the exempt organization.

Admittedly, the solution provided by Congress in 1950 is an
anachronism in that it treats a single organization as having
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both exempt and taxable characteristics, but nevertheless it is
a solution which in many ways is preferable to an all or noth-
ing approach. At least the present law permits reasonable com-
promise without the pretense that there are clear standards by
which all activities can be classified as entirely exempt or en-
tirely taxable.

Narrow Definition of Exempt Organization

Another method is to restrict the definition or concept of an
exempt organization so as to minimize the possibility that it
will engage in “business” activities. This may take the form of
requiring that the exempt organization either (1) have no
sources of income except from passive investments, or (2) fall
within a narrow class of exempt institutions such as a school
with a regular curriculum and faculty, a church, a hospital, etc.
As part of such a narrow approach an organization would either
fall within the exemption or it would not; there would be no
middle ground of being partly exempt but having some tax-
able activities.

This approach of course would require very careful defini-
tions, for it basically raises the question of whether it is pos-
sible to define “business income” and whether there would be
any sound policy in permitting certain types of “businesses” to
be exempt but not others. Thus, for example, if exemption re-
quired the organization to have income only from interest,
rents, and dividends, it presumably would also be necessary to
exclude those organizations which carry on such a financial
program that it could be said that “investments” constitute a
business. In fact, the Revenue Service has in recent years de-
nied exemptions in some cases on the ground that the founda-
tion was in a business other than for chagitable purposes. But
even assuming this could be overcome, the problem would nat-
urally arise as to the treatment of those “businesses” which in
their very charitable and educational operations produce in-
come, such as a college, a hospital, or a social welfare agency
which “requests” welfare patients who can to pay small fees
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for services rendered. This of course basically raises the ques-
tion of whether it is a sound policy to treat an organization as
no longer exempt merely because it seeks to become self-sup-
porting. It is believed that proper policy would indicate that
the fundamental test should be the purposes of the organiza-
tion and the public benefit which it serves; and if it can pro-
vide this service and benefit and at the same time be self-sup-
porting, then the public interest and exemption would seem
to be served.

The second type of limitation, namely, to define the exempt
category so narrowly that business activities are not likely to
creep into the organization’s work also misconceives the pur-
pose of the exemption. Thus, while of course a legislature
could limit the exemption to schools, churches, or hospitals,
which otherwise meet the test for exemption, nevertheless this
would be a step backward in our concept that the country is
served by private philanthropy and by the dedication of non-
profit institutions to charitable, educational, and similar pur-
poses. Certainly a college is engaged in the “business” of edu-
cating, and there is no reason to deny exemption to other or-
ganizations for educational purposes on the ground that their
activities may constitute a “business.”

Thus, 1in our example of the Hibrow Educational Fund, Inc.,
its service to the public warranting exemption may be as great
as that of a more formalized educational institution such as a
school or college. The mere fact that Hibrow may have a pub-
lications department is no reason to deny exemption to such
an organization where such department is in furtherance of or
is, in fact, its exempt purpose, any more than it is to deny the
exemption to a college or a university because of a university
press. In the final analysis, the matter of seeking to eliminate
the “business” problem by very narrow definitions of exemp-
tion is an attack on the basic concept of the exemption itself.
Either the purpose of the exemption in seeking to promote
public purposes by private means is sound and such activities
are given a reasonable range, or there is little purpose in the
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exemption itself. Limiting the exemption to more formalized
institutions confuses the form of the exemption with the sub-
stance of its purpose.

Business Relationships

Another aspect of the “business” problem is the relation-
ship that may exist between a tax exempt organization and a
private business. This relationship may arise from the owner-
ship by a tax exempt organization of a substantial interest in a
business corporation. The possible effects of such ownership
upon the corporation, its competition, and the community
should be considered. There are some who believe that this is
a major problem area, requiring new legislation, although the
form which it would take is not clear.

The evils sometimes cited are (1) exempt organizations, par-
ticularly “private foundations,” may be used as a device for
perpetuating control of priyate business corporations through
substantial stock ownership lodged in a foundation which has
perpetual existence; (2) the interlocking of corporations
through foundations where the same trustees of the foundation
or foundations can vote the stock of a number of businesses to
the advantage of those businesses and to the disadvantage of
others or their competitors; (3) the foundation control of pri-
vate business may in other ways give the business a competitive
advantage over others which have to be responsible to private
stockholders and may not enjoy the benefits which accumulated
funds in a foundation may provide for the business or its em-
ployees.

These charges have been made from time to time with, to
say the least, differences of opinions as to whether they have
been proved and how serious the probleng may be. The Treas-
ury Department, in 1950, recommended legislation as to one
aspect of the control feature, namely, the disallowance of the
deduction for charitable contributions and bequests when
made to controlled foundations. This approach could have a
long-range effect of eliminating the foundation as a device for
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perpetuating family control of a business. The Reece Commit-
tee, in 1954, considered a somewhat different approach, name-
ly, legislation limiting the investment by a tax-exempt foun-
dation in the stock of a corporation. This would permit only a
certain percentage of the assets of the foundation to be in-
vested in a business and the foundation could own only a cer-
tain percentage of the total equity of a business; a foundation
violating these rules would be given a certain period of time
to extricate itself by disposing of such interests.

Such a method of dealing with the “business” problem of
foundations is easier to state in general terms than it is to
place in practical operation by law. Aside from the transition
problem which would obviously exist if new rules as to invest-
ment were required as a condition to tax-exempt status, there
is the problem of determining the extent to which a founda-
tion may possess an interest in a business corporation and
should, in order to protect its investment, exercise some de-
gree of control (e.g. representation on the Board of Directors).
Or is it intended that a charitable foundation should not exer-
cise its rights as an investor? Moreover, since many charitable
organizations seek out responsible leaders in a community to
serve as their trustecs, as they should, arc they thereby pre-
vented from holding an investment in a business in which such
leaders may also have an interest? The present attitude of the
Internal Revenue Service would not seem to go this far, as
long as the trustees handle the affairs of the foundation in ac-
cordance with its exempt purposes and not for private benefit.

The method considered here, i.c., placing such restraints upon
investments of charitable foundations, appears based more on
a desire to regulate foundations than to apply relevant tax
considerations. The Treasury Department recommendations in
1950 were tax oriented in that they were based on disallowing
deductions for contributions which the donor continued to
“control”; but rules more recently proposed appear to have a
different purpose. In this connection it is interesting to note
that under such rules the publications department of Hibrow
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might be an exempt function as a division of Hibrow, but that
if it were a separate corporation Hibrow might not be able
to “control” it.

CONCLUSION

In summary, these conclusions seem apparent.

We should approach the subject of “business” income of ex-
empt organizations on the basis of a proper concept of exemp-
tion under a tax system.

The extremes, on the one hand, of establishing a very nar-
row set of rules for permissible exempt activity, and, on the
other hand, of focusing only on regulating foundations’ invest-
ments, do not provide a basis for a soundly grounded method
for treating exempt organizations with business income. This
is not to say that the legislature should not enact specific leg-
islation to curb abuses; an example of appropriate legislation
of this type is the federal income tax on rents in certain sale
and lease-back transactions of charitable and educational or-
ganizations. Such shotgun efforts are not a substitute for a basic
policy, however.

The choice then lies between having a basic policy of a
broad concept of exemption with organizations qualifying as
wholly exempt, or not at all, or a basic policy similar to the
present federal income tax rule treating organizations with
business income as possibly having a dual character. Although
the dual concept may be attacked as unsound in theory, it is a
practical approach which permits compromise of many other-
wise insoluble problems.

This policy survey has not sought to resolve many of the
difficult problems in this field, such as the treatment of busi-
ness income of religious organizations, the matters of abuse by
organizations and donors in using “gimmicks” for deductible
contributions, etc., because first it is necessary that some ra-
tional philosophy be agreed upon as to the concept and role
of exemptions for charitable and similar organizations. It is be-
lieved that our tax systems are not harmed and the public is
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generally benefited by a concept recognizing the dynamic and
growing functions of charitable organizations in meeting com-
munity needs. New developments and services for these pur-
poses should not be throttled simply by labeling them as “busi-
ness.” There is an obligation to taxpayers as members of the
community to continue to balance the role of government in
public service, supported by the tax system, and the role of
nongovernmental institutions serving the public and sup-
ported by private means.



CHAPTER XXI

DISCUSSION OF RECONSTITUTION OF
BUSINESS TAXES

CHAIRMAN HARrrY F. ScHROEDER, Vice President, Bankers
Trust Company: At this time we will have the questions and
answers.

ProrEssor C. LowELL HaRrriss, Columbia University: 1 don’t
want to take any time at this session, but I would like to sub-
mit a comment later on the general subject of the excise taxes,
especially the differentiation in the taxation of common car-
riers, notably public transportation and telephone service.!

MR. GEORGE L. BLiss, President, Century Federal Savings As-
sociation: I would like to ask Mr. Clark the basis for his state-
ment that the mutual savings banks and savings and loan asso-
ciations were no longer mutual because of the fact that the bor-
rowers and the savers are not the same persons. I would like to
ask if he is prepared to document that as the test of mutuality?

MR. REUBEN CLARK, dttorney, Washington, D. C.: I am afraid
I don’t quite understand the question. The original test of
mutuality, as I understand it, was that a financial institution
took savings from members and in turn loaned back to mem-
bers but, that over a period of years, this mutuality between
the depositors on the one hand and the bgrrowers on the other
hand substantially disappeared.

MR. Briss: I don’t assume you desire debate on the subject,
but I don’t think that that can be substantiated.

1See comment inserted on pages 237-42.
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Mr. CLArRk: Would you have a comment on it as not being
an accurate fact?

Mr. Briss: It is a statistical impossibility.

MRr. CLARK: As a matter of fact, I believe that was found as a
finding back in the Senate Finance Committee Report in the
1951 act.

MR. BLiss: That was rejected by the Senate.

MRr. CrLArK: It was not rejected by the Senate, as I recall. The
Senate Finance Committee, in fact, taxed the mutual financial
thrift institutions, but imposition of a 12 per cent tax on re-
serves was provided on the floor of the Senate. If you are inter-
ested, I think I can locate here the actual language of the Sen-
ate Finance Committee Report, which found that as a fact.

There was a joint staff report of the Treasury Department in
1950, which was the basis of this legislation. This joint staff
report stated that the cooperative savings institutions had long
since lost the mutuality that characterized their original for-
mation. I believe that this was found certainly as a fact by the
staff of the Treasury Department.

MR. Buiss: I raise the question because you stated it as a fact,
as I understood you.

MR. CLARK: I would refer you, sir, to the report of the Senate
Finance Committee on the Revenue Act of 1951.

MRr. Briss: I am familiar with this, although I haven’t read it
recently.

MRr. CrArk: Since the question has been asked, let me read
what the report stated, because you asked for a factual state-
ment as to the basis of what I said.

The Finance Committee stated that “few of these institutions
had retained their mutuality, that mutual savings banks tradi-
tionally made loans to non-members, and the savings and loan
associations were rapidly departing from the principle that
guided their early organization, of loaning to their members.”
That is the Senate Finance Committee Report, pages 22-29.
This, as a matter of fact, is the source of my statement.

Mgr. BLiss: Thank you very much. I would just like to make
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an observation for the record that that cannot be substantiated,
that the people who borrow and the people who save obviously
cannot be the same, because those who have savings don’t have
the need for borrowing, and there must be others than the savers
who do the borrowing.

MR. CLARK: As a matter of fact, let me make the point fur-
ther. As far as I am concerned, in trying to judge how a taxing
system should be applied to a taxable entity, I would not regard
mutuality really as being significant. It is the fact of operating
through the joint dssociation form that brings the entity within
the scope of the corporate tax. As long as taxable income is
created during any particular accounting period of time, I
would conceive that that income should be taxed.

If, on the other hand, a particular mutual form can operate
in such a way that net margins are substantially eliminated, as I
say, I believe I would regard that as an inherent advantage of
the mutual form of doing business, concerning which I don’t
think a tax system should take notice.

MR. Briss: With that I have no objection. In other words,
that is a matter of proof then.

MRr. Crark: I think it is a matter of opinion and a matter
of the basic premise from which you start.

MR. BLiss: Mr. Chairman, may I ask one other question of
Mr. Clark? That was his reference to the reserves—bad debt re-
serves—sanctioned by the act of 1951 as tax-free reserves. An
institution may use a charge-off method. The reserves are for
the purpose of absorbing losses, and those losses may be charged
off as they are incurred, or a reserve may be established to meet
them as they occur, as with any other allowable reserve.

MR. CLARK: You can charge off your losses against the re-
serves and that is entirely proper.

.MR. BLiss: I am objecting to the descrlptlon of them as tax-
free reserves. They are not more tax-free than any other allow-
able reserve.

MRr. Crark: If I understand you sir, I wouldn’t agree with
that statement. I think that where an entity is able to take out
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of income and add to reserves deductions against taxable in-
come, which reserves are not justified in terms of loss experience
or assets held at risk, I suggest that is unreasonable and is not
justified in terms of normal concepts of tax accounting. That is
the basic premise from which I have been approaching the
problem.

Mgr. Briss: I agree with that statement. I have no objection
to that statement. In other words, whether it is a reserve for
depreciation or depletion or bad debts, it is not of itself a tax-
free reserve.

MRr. CLARK: I suggest it is tax-free in any result. I suggest the
reserve for depreciation is a tax-free reserve. You are setting
aside out of income, income which is not taxed, as a reserve.

MRr. Briss: I raise the question as a characterization that is
not commonly applied. It is only recently that it has been ap-
plied in regard to the argument.

MRr. CrLARrk: I am sorry, then, Mr. Bliss. I would certainly
apply the term “tax-free reserve,” in the sense I have been
using it, to a depreciation reserve, bad debt reserve, or any
other kind of allowable reserve under the tax system.

PrOFESSOR VICKREY, Columbia University: There is a possi-
bility of some confusion, I think, in the matter of the taxability
of the patronage refund or dividend to the customer. It seems,
at least offhand, to me, that when the customer is an individual
customer buying for his personal use, that there would be no
occasion for the taxation of such a dividend; but in practically
every other case that this would appear either as a reduction
in cost of what is purchased or an increase in the proceeds
from what is sold, and would almost automatically be included
in the income of the patron, if the patron is a business entity,
rather than a private entity. Am I wrong in that?

Mgr. Crark: I did not go into the details of the distinction
between a patronage refund which relates to nonbusiness and
business transactions. A patronage refund in consumer buying
does not result in taxable income to the patron under existing
law. Only a patronage refund that relates to business items
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would result in taxable income under existing law. The Treas-
ury proposal, as I understand it, continues to maintain that
distinction.

ProrEssor VICKREY: Thank you.

Mr. F. CLEVELAND HEDRICK, ]JRr., Attorney, Washington,
D. C.: T would like to ask Mr. Clark a question with respect to
savings and loans associations if I may. I hope you don’t feel dis-
criminated against here. I take it that a basic assumption in
your approach to savings and loan associations is that they are
in competition with commercial banks. I wonder if that as-
sumption is actually sound when you consider that savings and
loan associations have a limited objective with respect to their
loans. That is, it is almost entirely limited to home loans; where-
as the commercial banks may use their savings for all types of
loans, including short-term business loans and things of that
kind.

MR. CrArk: The savings and loan associations have attracted
a great deal of personal savifigs, which, in fact, are reinvested
substantially in mortgage loans over a long period of time. They
have not really, as I understand it, been in acute competition
with the commercial banks for those types of savings accounts.

I think the competitive problem has been greatly overstated
by the banks, and that to a very large extent the success of the
savings and loan associations in attracting savings has been due
to operating efficiencies and to aggressive policies and, to a sub-
stantial extent, to the complete failure of the banks to respond
to this particular challenge in serving as a financial intermedi-
ary. I understand that commercial banks are getting increasingly
into the area, and I understand that the pension trusts also may
be getting increasingly into the area of investing their portfolios
in residential loans.

, Of course, the return on such a port}olio is substantially
higher. I would say, to answer your question, Mr. Hedrick,
that the competition is becoming more acute because of the fact
that banks are getting more into this area. But, basically, from
my point of view, I don’t think you really have to prove whether
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close competition does or does not exist. I think a tax-writing
committee cannot actually grapple with the factors that you
mention. The only way that you can develop a taxing system
that can be rationally applied across the board is to try to use
the basic concept of what constitutes income, and then try to
apply the definition rationally across the board.

Once you get into the question of who has what savings and
who gets what savings from where, you are bringing before a
tax-writing committee these incredibly complex questions upon
which the experts disagree. You pick your data by your pre-
disposition to the answer, and it is a system I find myself dis-
enchanted with.

MRr. Heprick: Thank you for your answer and redirect state-
ment.

Editorial Note:

Following is the comment by Professor Harriss to which he
referred on page 292.

Proressor C. LowkeLL Harriss, Columbia University: The
discussions of business taxes and of excise taxes prompt me to
suggest certain points which seem to me inadequately considered
in some current debates.

The federal excise taxes on passenger transportation and on
communications now discourage use of the common carrier.?
The Treasury’s investment credit proposals would not grant
credit to public utilities providing power and communications,
while giving credit to businesses which invest to provide such
services for themselves.

The public utility—the common carrier—is often subject to
higher rates of tax than apply to business and consumption in
general. If the utility has a very extensive and firm monopoly,

2 The Administration in January, 1962, proposed elimination of the tax on
railroad and bus passenger transportation and reduction and eventual elimina-
tion of the tax on air travel.
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if there is no significant competition for its services, then ap-
praisal of the tax discrimination will rest on more or less famil-
iar considerations. Is the consumption of this service an unusu-
ally desirable base for getting revenue from consumers? Or if
the tax in fact burdens the supplier, will net earnings be re-
duced below a level which is in the long-run public interest?
Such questions, though clearly important, are not my concern
here. Rather, I suggest that explicit attention be paid to the
possible effects of taxes in encouraging the establishment of
private sources of supply If so, what will be the effects of any
such development on the public as a whole?

Some competition, i.e., substitution, for some of the supply of
a railroad, electric, or telephone utility is always possible. Po-
tential substitution is, of course, partly a physical or technical
and partly an economic matter. Taxes are among the factors
affecting the choice among alternatives.

Ordmarlly, as in the case Qf taxes on telephone and telegraph
services, there is nothing in the spending of the tax revenue
(nor, of course, in the tax itself) which makes the taxed service
more attractive. Conceivably, spending of the specific revenue
might serve users directly—if the tax on rail passengers were
used to improve the quality of rail service. But we ignore such
a possibility. We can assume that the tax on the utility does not
benefit those who pay it in any way they can discern. Anyonc
who escapes the tax sacrifices no public service. The direction
of his incentive is obvious.

The demand of most users may be so inelastic that the effect
of the tax on quantity will be imperceptible in the short run.
Though the effects over the long run will be greater, they, too,
may be so intermixed with others as to defy measurement.

For at least one group, however, demand may have signifi-
cant elasticity. This group consists of businesses (and some units
of government) which can set up their own facilities for supply-
ing the service—or part of it. The possibilities depend, among
other things, upon the scale of the company’s own operations,
its resources, and technological conditions. Even a giant manu-
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facturing company is not likely to establish much of a railroad,
but it can use its own trucks and airplanes as well as those of
the common carrier. No manufacturing, mining, or financial
business, no state or city government, would think of setting up
its own complete communications system. But they can, and
many do, set up communications systems. Some generate their
own electric power, and more have this as a realistic alternative.

Private individuals, small businesses, and small governments,
and various others do not in fact have comparable opportunity.
They must rely upon the common carrier. Their interest is
served by, among other things, policies which enable the com-
mon carrier to reduce costs. This large group of consumers is
likely to benefit from policies which tend to favor, rather than
discourage, the common carrier—except where it is operating
under conditions of increasing cost.

The determination of unit costs of supplying rail, electric,
communication, and other utility services is notoriously difficult
if it is possible. Typically, however, total unit costs (as reason-
ably interpreted) vary over a considerable range—peak-hour
service and that rendered to distant and thin markets may cost
significantly more per unit than services from facilities which
are used more nearly all the day or year. Public utility rates
which are set to cover something approaching average cost—or
which reflect estimated value of service—will be above total
unit cost in some cases and below it in others.

As a result there will sometimes be an attractive opportunity
for a business which can supply its own services. A form of
“cream skimming” is possible. The firm can set up facilities
for supplying services where its costs would be below the charges
of the public utility, while perhaps relying upon the latter for
other services.

One consequence for the economy as a whole, I suspect, will
be the building of some duplicate capacity which is excess. The
common carrier is a sort of giant pool of facilities. Dozens, hun-
dreds, or thousands of individually owned systems can hardly
be integrated as effectively as the facilities of the single supplier.
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The cost to the total economy will be increased. The major-
ity of consumers will suffer if average costs of the common
carrier are higher than if it supplied all the service.

Many years of growth in the usage of privately owned (not
common carrier) trucks, pipelines, and airplanes, to say nothing
of automobiles, leave no doubt about the technological and eco-
nomic possibilities of such substitution for the common carrier.
The private supplying of electric power has long been recog-
nized as a competitor for the public utility. (This consideration
played a part in the ‘elimination of the federal tax on electricity.)

Today, private communication facilities—those not supplied
by the common carrier—are growing rapidly. These provide
services some of which are directly competitive with some of-
fered by public utilities. Somc systems are relatively small in-
ternal devices. Others, however, are extensive installations cov-
ering large areas. Microwave radio has opened up new technical
possibilities for private communications systems, and business
and government are taking advantage of the opportunities.

The new private facilities are separated physically as well as
economically, from those serving the general public. I do not
venture to comment upon the problems involved in connecting
such facilities with those of common carriers. Unquestionably,
the problems of adjusting the rate schedule, and especially
those of controlling quality are difficult, but they may not be
insuperable. Be that as it may, these private facilities must often
be at least a trifle less satisfactory to their owners than com-
parable facilities which are hooked up with the national sys-
tem of communications. Moreover, in the absence of intercon-
nection, outsiders do not have access to such facilities even when
dealing with the owner.

Can the public interest be served by the gevelopment of such
private communications systems? Perhaps technical features are
superior or quality of service better or price lower than com-
mon carriers offer. I make no pretense to competence to evalu-
ate such matters. But one point seems probable—the subject is
worthy of explicit consideration by the Treasury and Congress.
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Present and proposed federal taxes create a preference for the
non-utility supplier. The firm with its own communications
system need not pay the 10 per cent federal tax on communica-
tions. (Moreover, state-local taxes will often be lower.) In addi-
tion, under the investment credit proposal, communication and
electric facilities supplied by public utilities would not qualify
for the credit while those supplied by a manufacturing, mining,
financial, or other business would receive credit. Whether such
differential treatment has significant or tiny effect at the margin
on the allocation of resources, the presumption seems to me that
the direction of the effect is against the broad public interest.
If one is to be favored over the other, does not the concern of
the majority of the public seem to call for favoring the public
utility?

Yet the problem of rate regulation would appear at once if
utility taxes were reduced. The complexities would be great.
Moreover, only a small portion of total communication and
power service may be affected by significant competition of sub-
stitutes. Perhaps the rates on this part of the market can be high
enough to permit public utilities to compete effectively with
any sources aided by the investment credit. This possibility,
however, does not strike me as an unqualified good.

In transportation, the tax on passenger service favors the use
of the private, rather than the common, carrier. Does the sub-
stitution which follows serve the public interest? Under the in-
vestment credit proposal, railroads, airlines, and other transpor-
tation facilities would receive benefits—if they have tax against
which to offset it. By no means all companies in this industry
earn profit. Conceivably, or probably, the investment credit
would hurt part of the industry by encouraging expansion and
intensifying competition. Even though there may now be an ex-
cess of some forms of transportation capacity, some nontrans-
port firms might use part of their investment credit to buy
transportation facilities they would not otherwise acquire—
duplicating what is already in existence somewhere. A free price
system, or possibly one with prompt, rational, and brilliant regu-
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lation, might just possibly keep the waste tiny. Yet in transpor-
tation neither exists.

If the tax system is not to be neutral as between common
carrier and private suppliers of services, I suggest that the bias
be in favor of the public utility. Heaven knows that tax policies
have long favored governmentally owned utilities. Perhaps neu-
trality, difficult as that concept may be to define, is a wiser goal
and guide. The present and the proposed tax discriminations
against common carriers seem inconsistent with the interests of
the majority of the public.
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