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PREFACE

This study dezals with the problem of accumulatiocn of sur-
plus.' Several writers have diséugsed the problem in some of
its various parts. A sumnarizing of the problem and a survey
of the effects of the tax laws regulating the accumulation of
surplus seemé degirable. Thie thesis is an attempt to satisfy
the need of such a étudy. The study is limited to corporations
incorporated in the United States of America. Special study is
given to those types of corporations most likely to accumulate
more surplus than necessary for businese purposes and thus nost

T

in need of correction through the taxing power of the Federal

Government, Suech companies are the persoaal holding con

oani

Se

)

o

They are subjected to speeial treatment by the Revenue Law, and
will be given speciai emphasise in this study.

There are two questions involved in this problem, namely:
the economic and the iucome tax aspects, Bothh sides of tus
problem are gtudied in this paper. The taxation of surplus
accunulation started ia this country in 1917 when Congress
enacted a Revenue Law one section of which was entitled, "I~
proper Accumulation of Surplus".- Amendmente in 1924, 1928,
1934, 1938, 1940 and 1942, made this section more conproheli-
eive. This speclal tax was assessed on the tbeoryvthat stock-
holders were escaping high taxes because corporation fates were.

lower than individual income tax rates {(especially high~bracket

personal rates), and also because if dividends were declarced



they would be taxed again as income of %the stockholders. These

provisions applisd to most of the corporations subjected to the

corporative income tax. In 1338, Congress removed personal

holding compaties from the sections pertalning to the impropoer

aecumulation of surplus and placed them in separete sections.

A personal holding company was recﬁﬂnized ags a special c¢lass
over which the government needed mors rigid controls. Personal
holding company tax rateocs upon rcoteined scrnings ore wore than
twice ag high as on other corporations.

The undisstributed profits tax, enacted in 19356, was an

attempt by Congress to correct the loss of taxes and also the

£

economic evila created

0
&)

by the acecumulation of surplus by cor-
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ngress repealed the undigbtribated pro-

\.c

porations. In 1938, Co

fits tax as undegirable and unworkable. Congress, having been
usable to tax every eo “OOr"tloﬁ 8 asurplus, has had to use only
the milder forn of taxation, nanely, the uawarranted accunula=~
tion of surplus taxz, It ceoms ¢ertauin that more atieapts will
be made to regulats the accunulation of surplus in the iu%ara,
both for econopiic reasons and to bolster our federal incoms.

1

not in effect today, bub it

b

The undistributed profits tax is
will be studled because 1t 1ls the type of tax desired by those
who believe that surplus should not be accwaulated by 3O DOT~
abtions.

The provlem of accunulation of surplius is defined aad ex-
‘plained in Chapter One. It also presents the objectives and
needs for the regulation of the accumulation of surplus, froa

both the economic viewpoint and the incowme tax viewpolnt. The



second chapter presents the Inbernal Reveaue Lsws and Regula-~
tions, and also the declslons of the Courts concerning the accu-
rnulation of surplus by corporstions. Najor emphasis is placed

upon laws that are in foree in 1948. The third chapter presents

.\
T~
&

the effescts of regulating the uhwarranted acocumulation of sur-

A
g

plus, and points out probable future develoyments. Possible
methods of attacking tie surplus sccoumulatiop are conbtainsd in

L]

the final chapter.



CH:LPTER X
THE PROBLEM OF ACCURULATION OF SURPLUS

The phrasze "The problem of accumulation of surplus? is used
to meah the problems created by corporations not paying their
profits out as dividends. There are two sides of the problea,
namely: economic and income tax. Various edonomic srgumentis
exist égaiﬁst the accumulation of surplus by corporations. They
will be studied in some detall, From g tax viewpoint, the prob-
lem is largely one of equality in taxation zand plugoing the plaees
where taxes are escaped. This is the chief theme of the study.
Congress has been able to tax corporations which retailn unwarrane
ted amounts of surplus. Unwarranted accunulation of surplus
means an sccuwnulation of profits 1n exzcess of actusl business
needs.

But before going on with the study some terms used in this
discussion need to be explained and defined. 4Among these terms
are: surplus, profits, and dividends.

Accountants have disagreed on the definition of surplus.
Bvery secountant will admit that surplus, as he uses it, repre-
sents an excess of net worth over some other guantity, but ths
diffieulty'is in Getermining with what othoer wusntity the con-
parison is made., The main diversion of opinion is whether the
excess is the amount asbove the stated capitsl or the exceas over

the amount originally contridbuted by the steckhelders,l A more

1 Henry Rand Hatfield, Surplus and Dividends (Harvard:
Harvard University Press, 1943}, 119 p.



limited definition is made by those who sey that surplus, wien
used without modifyling adjeetive, should be limited to that por=-
tion of total proprietorship which is a result of the major busi-
ﬁess activities,® As used in this study surplus is the accumulated
profits from whatever source,

Also there is considerable lack of zsgreement as to the
meaning of the word profits. The word "profit" is variously
used and misused, being applied to such an interim figure =2s the
difference between the net sasles and cost of sales, or to the
figure representing net results from operation only.3 The Amesri-
can Institute's committee on the definition of earned surplus
defined net pfofit substantislly =8 follows: HNet profits, net
income, and gains iaclude profits from the disposition of any
corporate asset {other than the corporation's own casital stock,)
and ﬁhat which arises from transactions resulting in the aequisi-
tion of cash or of property which at the time éf its receipt may
ordinarily be classified as, or converted into, a current asset;
or from transactions in which the considerations received in-
¢ludes the complete or partial discharge of s 3‘.:3.@;;31JL:H;y.1‘P

Dividend is defined as any payment to the stockholders.
There are several kinds of dividends such as: cash dividend,

stock dividend, and liquidating dividend. Cash dividend is used

2 C. R. Rorem, Accounting Method (Chicsgo: TUniversity of

Chicago Press, 1928), 382 p.

3 Stephen Gilman, Aecauﬂgiﬁg Concepts of Profits, (Hew York:
The Ronald Press Company, 1939), 0605 p.

, &,Aecounting Terminolory, (New York: American Institute
Publishing Company, 1nc., 1931} 119 p.



mean cash paid to shareholders ariéiﬁg from operations over and
above operating costs. Stoeck dividend is a dividend paid ia
stoek, which is largely just a bookkeeping entry transferring
earned surplus to the capital stock account., A liquidating divi-
dend is a payment to sharsholders of‘ﬁart or &1l of thelr eguity

not arising from business operations. These meanings will be used

i

Also, ss an isntrodaction to the study the different types @f
inecome taxes u.on corporations from 1936 to 1948 need to be ez~
plained. The general ocorporate incomeé tax is besed upon profits
made by the business. This tax is paid by every corporation
with net profits for the year, with the tex rate graduated accord-
ing to the amount of net profits earned. The amount of the re-
tained earnings have no bearing upon the sorporations incoms
tax as far as this tax is coneerned. ‘When earnings are distribu-
ted, the cones Yreceiving aésh or equivalent as a dividend will be
subjected to the payment of personal incope tax. Another form

af inéome tax imposed uson COT?Orathﬂu was the undistributed
profits tax. Under this bax, the amount of tax levied against
the corporation depended upon the amount of earnings distributed
in the form of dividend. The more income distributed, the less
would be the undistributed profits taz of the corporation. A
corzoration distributing &1l of its net earnings would be free
from the undistributed profiis tax. Any corporaition which re-
tained part or all of its earnings would be subject to tax on that
part of the earnings retained. The tai was graduated in its rates
agcording to the amount of net earnings retained by the business.

*

Another form of income tax, which came later, is & tax imposed



upon the improper accumulation of surplus, somebtlmes known as
the tax upon the wunwarranted accumulation of surplus. This tex
took the form of a penalty. It 1s levied about two years after
the filing of the income tax return, upon ceorporatioans which
accunulated surplus unwarrantedly. The word unwarrantedly means
the accumulation of surplius beyond the amount necessary for ordi-
nary business needs. When levying this tax the Treasury has the
advantage of hindsight of some three years. The tax rates for
this purpose are gradusted according to the amount of earnings
retained by the corporation that eannot be justified for busi-
neas purposes., Unineorporated businesses are not subjected to
income tax upon their earnings. The owgers pay income tax on
thelr share as it is earned, whether distributed or not. A cor-
porate surplus tax should put the owners of boeth types of busi-
negs enterprises on a similar tax basis.

The general problem of surplus accumulation has received
much attention in recent years. Prior to recent years, in the
eighteenth and the first half of the nineteenth century, free
competition prevalled, keeping business surpluses small. But the
growth of large-seale production and technological improvements
of the last part of the nineteenth and 20%th centuries has pro-
vided opportunities for great production and large surpluses. Ian
the United States, corporations are used primarily for the con-
centration ol economic aetivity, that is, for large secale uro-
duction. Some reasons for thelr formation are outlined below.
Corporation stockholders enjoyed limited liability which made it
much easier to raise needed capital. The larger tﬁe business

the greater seenmed to be their chances of survival. Sole



proprietorships or .artnersiips ¢ould mde ¢rov in streagth

hearly as fast ss corporstions. They were i many cases forced

corporabions could bulld up large surpluses and ride tihrough

depressions. Wikt lurge surplusss, corporations were partially
able to shilt the burden of the depression cip small companies
and sole proprietorsiips. with the burven of depression mostly
upon small business, many were eliminaved, The problem of ths
goncentration of weallth and corporative surplus 1s becoming very
BPLETENT,

There are two sides of the surplus accumulaition probleis,

namely: the economic auspect, ond the income tex angle. The main

(‘ﬁ
@
£

S'J
,..I
o
[
b
[
ks
e
w0
ot
e
on
ct

argument sgainst the regulation of surplun ac
the regulution will interiere wilh mansgement policiecs and
prerogatives, and in genersl, 1imit irsc @utcrp“iae. Susiness

managensnt has clalumed they have vesin du““iV’ﬁ of the pouer to

some of thelr ecoiomic Power. )ﬁe@al&ti“m of
acoumuliation of surplus can be Jjustiried undsr the consbitue
vional taxing power of the federal goverament.

The income tax angls will be prescnted first. It ;ill e
discussed under three headiﬂgé. 1, That tnere ie esnough vari-
ation between tazes pald by corporavions and owners and tazes
paid by owiners oif partnerships and_inéividu&is to justify taxing
the surplus accumulated by corporations. 2. That a surplus tax

renoves these ipequities somewnat. 3. That a surplus tax will



prevent the avoidance of double taxation and especially the sur-
tax on income through the accumulation of income by corporations.

Under the Revenue Laws of 1935, there was need for taxation
pn surplus retsined by eorporatioﬂs; Shareholders in corpora-
tions had a distinct advantzge over the owners of sole propri-
etorships or parbnerships. The following sxamples will show how
this was true.

Supposs that in the fiscal year of 1935 Jim Brigham's cor=
poration made a net operating income of $100,000. And that in
the fiscal year 1936 it had a net operating loss of $100,000
Jim Brigham's Corporation's lncome tax would have besen compubed

as fallows:S

Corporation's net income $100,000
Rate of the tax 145
Tax for 1935
14,000
In 1936 the corporation wouldn't pay any income tax.

Het income 1935 100,000

Income tax 1935 14,000

Retained earnings £6,000

Net loss 1936 100,000

Het loss for 1935-1936 14,000

Suppose that in the Fiscal year of 1935, Jim Brigham, a sole

proprietor, made a net operating income of $100,000, And suppose

> Rates and method of computation are from the United States

Statutes at Large, 74th Congress, 1935-6, Volume 49, part 1.



that in the filscazl year of 1936, Drigham had

of $100,000.

Het income subjeet to surtax
Exemption for taxpayer

Surtax net income
Surtax

Net income subject to normal tax
Exemption for taxpayer

Hormal tax L%
Total tax liability

&

net operating loss

His income tax would have been compuited as follows,

£100,000
1,000
99,000

100,000
1,000
59,000

. 3.960
75,10

There is no tax liability for the 1936 net operating loss.

Het income 1935
Income tax 1935

Amount retained in 1935
Het loss 1936

Total loss 1935-1936

100,000
33,410
663570

33,410

The Brigham corporation with the =ame incoms and loss for

1935-1936 had to pay $19,410 less than would Brigham as a2 sole

proprietorship.

Under the Revenue Laws of 1948, assuming no tax upon the

‘aceunulation of surplus, there was s%ill need for a tax upon the

accumulation of surplus, there was still need for a tax on sur-

plus retainsed by the corporations.

A Corporation, in sevsral

ezses, has a distinct advoantage over a sole proprietorship or

partnership, unless there is a tax uponh corporation retained sur-

plus.

© Ibid, Volume 49, part 1l.

The following example will show how this is true.

In the

6



secal year of 1947, The Daa LicCroskey Corporation made a net o

-

erating inecome of $100,000, and in the fiscal year 1948 had nst

ating loss of $100,000, The net opuratiang figure in the ex-

ample is Lhe sawme zs the npormsl tax net ilncoue. The exemptlons,

used in the example, are ityplical for the typss of business bsing

analyzed., The corporation would bs Litled Lo credit for neb

B

operating loss carry back. This would reduce ths corporstion ine

C Qg

madse

1948,

3

tax. The Dan Welroskey Corporation !

]

i

;.,._
¥

some tax would be ¢ome

In 1947

Hormal tax net lncoume ' 100 GOo
“Drmai tax rate of 2@; 4@,000
Surtvax net income is 14 of 100,000 14,000

Total tax for 1947 v 6,000

In 1948, the corporation would nobt pay any income tax.
Het income 1947 $100,000
Income btax 1947 O4
~ Amount left as surplus in 1947
Het loos in 1948

Total losa 1947--1948

f{n the fiﬁﬂdi year of 1947, Dan Melroskey, a sole propristor
net operating lncome of L100,000. In the fiscal year of

MeCroskey had net operating loss of $100,000. Dan liclroskey

&
income tax would bse conysubed as i’ollows:5

statutes at Large, £0th Congress, 1947

7

Rates apd method of computatiocn are from the United Ststes

8 5

nwd.
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st incomc subject to tax $100,000
Less: exemption for taxpayer _ 500
Surtax net lncome $ 99,500
Less Optionel standard deduction 00
Surtaz nst inccnme S 99,000
Tentative surtax o 63,800
Less 5% rsduction {5% of 63,8300) 5,19k 450
Surtax + 60,205.50
Het incoms 100,000
Less: exeaption for taypayer , 500
Adjusted net ino & 99,500
Lﬂ“s Gptional stundara deduction 500
Amount subject to normal tax 5 99,000
Tentatlve normal tax is 3% ﬁf 39,000 2,985
Tess: 5% reduction {) of , /~s5} R ll@.{;’r;_:{i
Hormal tax $ 2,535.75
Totzal tax liability 5 63,451.25
In 1948, there is no tax os his net operating loss.
Het income 1547 ;10 , 000
Incoms tax 1947 63,4A1.25
Amount retainsd in 1947 @7;6,558.75
ifet loss 1948 100, 000
Total loss for 1947 and 1948 ‘; 63,40L1.25

The Melroskey Corporatiocn, which had the same income and
loss, had to pay $25,441.25 less than Mclrosksey ag a sole proprim
etor or partnership. The lerger the amount of income that a sole
proprietor makes the more income tez,'in proportion, he will have
to pay thsn a corporation with the same income, assuming no other
tax. The reason for the difference in taxes in the sbove example
is ms follows: the corporation normel tex is 24 per cent for all
over $50,000 and surtax is 14 per ceat for all over 550,000,
while the personal income tax is graduated until all over$200,000

is btaxed at the rate of 88 per cent. Injustice is worked on the

Ty

sole propriebtorshlp and partnership, In compsrison with a corpora-

tion, whether the surplus sccumulated is uanwarranted or not.
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surplus were paid to sharesholders, the shareholders would pay in-
gome tax on the dividends received, This tax would cgunalize

o

somewhat the different types of taXpayvers.

Guy Heivarimga United States Commissionsr of Internzl Heve-
pue in 1936, made the point that a surplus accumulation tax would
place all business on an eguality so far as taxation was con-
cernsd. Discrimination in favor of iancorporated as contrasted
with unincorporated business 1n the prior laws is %o bhe found ia
the fact that an individusl who reinvests in his business the large
profiis of one year, and subsequently eXperiences losses, is
nevertheliess subject in full to the ipcome tax on the profits of
the good year, whercas tihe stockholders of a gorporation would
not be subjected to the income tax., The way a corporation es-
capes income tax when nrofits are plowed back into the business
is that the stocikholder pays 1lncome tax osly when income ig paid

out in the form of 43

|

vidends. The object of the regulation of
the accumulation of swrplus is not %o tell corporate managenent

what proportion of earnings they shell distribube and what pro-

cv

portica they snall rebtain. The object is to see that the Federal
Goverunment shall aot}b% unreascnable and izeguitable deprived of
necessary revenues. Likewiss, it 1s not the poliey of the Admig-
istration to dictate whether business shall be carried on as indi-
vidual enterprises of partnershlps on the one hand, or as corpore-

. . ‘ 9
ation on tis obther hand.”

9 Guy T. Helvering, "Should the Administration New Tax Pro-
posal Be Adopbed,” Congressicnal Digest, (U.S. Governmen$ Publi=-
cation) 15:146, 1936,
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Some say that a tax upon the accumulation of surplus will
permit a nearer approach to establishing taxation on the basis
of ability to pay, and that if the Federsl Government needs more
revenue, surplus of the corporation would be a good source of
tax revenue. Nr. Robert Doughton, Chairman, House Ways and Means
Committee, testified before Congress that a surplus taz would be
‘in accordance with the ability to pay prineiple rests with the
individusl, and not with the eorporation. ‘hen we tax the corpora-
tion itself we are rsally tazing an artificesl entity represent-
ing an aggregate of individuals in almost every degree of econom=-
ic condition and owning all the way from s few shares of stoek
to blocks represonting hundreds of thousand of shares. Cbvious-
ly, then, no tax (with the excsption, perhaps, of a withholding
tax which wo&ld.be administratively very difficult) could be
devised which, when collected from the corporation, would egual~-
ize the tax burden with the ability of the individual share-
holder to pay. This being true, we can never have equitable tax-
ation of business income 50 long as we lgnore the real ownership
of the corporate income and continue to tax the corporation as
an entity very much as 1f it were an individual, Ability to pay
rests with the individual and the individual should be the bases,
so far as possible, on which income tazation is a@@lied.lg
4 tax on the accumulation of surplus will preveant the avoid-
ance of double taxation, and this is espeeially true ¢f the supr-

tax on income through the accumulation of surplus by corporations.

20 1pig, p. 150
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If the stgc&halders are aubj ed to taxation of corporate éérn_
ings only if they sre dilstributed, If corporations profitg are
not distributed the tressury will anot receive revenue from thne
real owners of the business in proportion with ability to pay.
If the corporation sarnings are retained by the corporation, the
stockholders would have 10 pay btax oanly on the Qet profit over
the iife of the business., A sole yroprietor would have to pay
income taxz on his het §rafité each year. He cannot put long tim e

losses inst the galns as can the corporation in the long run.

03

In President Roosevelt®s message to Congress on Januwary 3, 1936,
he explained the svasion of income created by the aeccumulation
of surplus by corporations. The President stated:

This method of evading existing surtaxes constitutes
a problem as old as the income tax law 1itself, Repeated
attempts by Congress to prevent this form of evasion has
not met with any degree of succe:ss. The evil has been a
growing one. It has now reached disturbing proportions
from the standpoint of the inequality it represents und of
its serious effect con the Federal revenue. Thus the
Treasury estimates that, during the calendar year, 1936
over 4, 500,000,000 of coiporate income will bs mlthheld
from utockholderu. If this undistributed income were dige
tributed, it would be added to the incowe of the stock-
holders and taxed as other personal income. As ths aatter
now stands, it will be withheld from stockholders by those
in control of these corporations. In one year alone, the
Government will ie deprived of revenue amounting to over
$1,300,000,000,°

The other side of the surplus accumulation problem is the
economic aspect. The economic aspsct of the problem can best be

understood by trecing its causes and to show why some or most of

11l ¥, D. Roosevelt, "President Roosevelt Presents His New
Tax Proposal to Congress," Congressional Digest, 15:14, May, 1936,
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%

the accunulated surplue should be eliminated. Large-scals pro-
daction has caused partial monopoly o replace competition.
Under paritlal monopoly, there is a strong tendency Tor large
bu51ﬂess to charge the public what the traffic will bear. This
practice has provided busigesses with large acce $u¢qblva
surpluses. DBig businesses, if and when depression comes, will be
able to ecurtsil production and withatand the depression, apnd per-
haps be even make & substantisl proiit. Small scale gompetitive
enferprises, especially in =sgriculture, are unsble ©o ovsreome the
tendency of individusls to maintain producticn, with the result
bhat the prices for competlitively-produced products decline.

1 1,

The result, then, is dis-equilibrium between the flexziblec and

oy

aflexivle indn aro those whose
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duction shanges with the chenge in price 50 the product. 4As

flexible industries

the depression is prolonged, tie @

will suffer. Vhat is really nesded, then, iz inflexible

srices mors flezible to business fluctuation. By eliminating
the encrmous surpluses accumulated by inflexible industries,
they could pot curtall produstion viltnout golng bankrupt. since
these inflexible ipndustries cennot withstand depression withoud
large surpluses, ney are forced to expand produection st the

same time flexible industries are expanding, Fquilibrium is

5 s gty LR

then restored Lo the €conony.
The €6 ONnor! iec aspect of the accumulation of surplus will be

further discussed under three headings. 1., That a surplus tax

12 alien C. Gruch, Liodern Economie Thought {Hew York: -
Prentice Hall, Inc., 1947), Chapter 7.




is needed o restriet saving so ag to etabilize spending,
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2+ 'That a surplus taxm pr
wealth. 3. That = survylus tax is a check against over-gaving
and helps to alimigat@ wide flustuation in ths business aycle.

A surolus tax is needed ito restrict saving s¢ as to stabie
lize spending. Professor John llaurice Clerk believss that there
is sonmse support for the argunsnt that the growth of profits
during prosperity, and its retension by corporations, indicates
an absorption of purchasing power of which more than the general
average might be saved or invested instead of being speat for
gooda., It may be argusd that income disbursements should be
stabilized in order %to stabilize spending. The actual behavior
of interest paymenits and dividends represents such a stabili-

stahilization

zation. FProfessor Clark further cox
benefits the upper-incoms classes primarily, who least nesd this
stabilization, it also inereases the instability of investmend
penditures, The management of financial reserves thus agra-
vates, rather than mitigaltes, some phases of industrial disorder.
The problem of controlling businsss cycleg by maaifyiﬁg the dig-
tribution of spending power lg complex and difficuli. Professor

Clark thus conecludes his discussion by stating:
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‘One may conclude that while changes in distribution
and corresponding changes in the proportion of incoue
actually play an important part in business cycles,
attempts to control the cycles through altering the dls-
tribution of spending pover are not easy or simple asnd
may bave effects tending to defeat the end in view., Tax
based upon retained earnings will help to control the
business cyele, bub more is needed.l
A surplus tax prevents somewhat the concentration of wealth,
- This is one justification of a tax upon the accunulation of sur-
plus by corporations. DBy plowing their profits back in the busi-
ness in large amounts wealth is concentrated in the large cor-
porations. A gzood example of busipness plowing profits back into
~the business is the Heary Ford Company. It started with very
1ittle capital, By plowing the profits back into the business,
the company has increased its size enormously. Thig tends toward
& mnore councentrated economy and away from free competitive econ-
omy. By taxing the accumulation of surplus, competition is fos-
tered., The wmaln reason for this is, the tax would cause nore
dividends to be pald and the ones receiving the dividends, having
a varied interest, would spend the money for various types of
goods, He would purchase many consumer goods as well as pro-
ducers goods, thereby, lessening the concentration of Wealth in
OUur eCONOMY.
& surplus tax is a check on over-saving and eliminates wide
fluctuation in the business cycle. The BEditors of the New Repube
lic have expressed the belief that the main purpose of the surplus

tax was bo eliminate wide fluctuation in the buslness cycle. The

13 5. m. Clark, Economics of Planning Publie Works (Washing-
ton: TUnlibed Statss National Planning Board, 1935), 234 pv.
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oyponénﬁs;have argued that because the plan deprives corporations
éf the reserves that enable them to ride through depression, the
plan will do much injustice and will curtail business, Vpat Goes
a corporation with a big surplus do when depression comes? 1%
knows it ean pay interest and perhaps dividends for some time %o
gome, even if it operates at a los: or shuts down. It therefore
8its back comfortably to ride out the depressicn. It lays off
men, 6eases ordering materials, but does not reduce prices, It
thus spreads the depression, nakes it more intense, and lays its
burden on the unemployed and the weaker producers of materials,
such as farmers, while it continues to sustaln those who 1ive on
interest and dividends. In the end this makes the éapressiaﬁ
worse for everyone., What does a cérperatién without a big sure
plus 4o when depression comes? Itfre&uces‘its prices, tries its
best to improve and sell its products. If it cannot easrn inconms,
it is foreced to delflate its eapital structure by the process of
reorganization or bankruptey. The effect of its behavior is to
sustain produetion, moderate the effects of the depressicn and
bring a more prompt readjustment. If capitalism‘is to eontinue,
a tax thatfdiscaurages large corporate surpluses might add
immensely to a needed flsxibility éf the system. The eifect of
a surplus tax would be to decrease the cpread and downward swing
of business fluctunation. One possible reasoﬁ»why the depression
of the 1930's was so much more severe than earlier onss is that
immensevpawers of resistance to ﬁeflatién were’deveioped'by the

great aggregations of aapital.lh

: 1k Bruce Bliven, "Taxing Corporation Surplus,” The Hew
Republie, 86:154, March, 1936.



Professor Tugwell ssems to bhe of the opipion that something
wst be done to crevent too much eorporation accumulation of

surpluses. He explains:

The corporation's gaviug of profite for a ralhy 4ay
defentes the very »nurpose which it 1s intended to meet.
[ 3

For when everyous saves, ho ope buys enoush to keep wiilngs
going., When every carnOfatlon ‘Lu:mu its earnings into
%uraluseg a good deal of the purchasing power of the
community is made sterile. If, instead of using its
eafnlaos to enlarge its surplus, tae gorporation used then
to increasse its payroll oy Lo reduce its prices to con~
suners, it would be enlarging the demand for its ow
produsts along with those of others. ihis would be bet er
insurance, really, sgainst an ;mviwiﬁ&bce raiay day than
following any of tae gourses open Lo it in the managenent
of surplus., Lven 1f it »ald these fuuds oub in divideuds
the effesct would be better than that of saving, for at
least part of ithem would be epent for consutmer goods in-
gtoad of bﬁl ng sdded to an already overdeveloaed equi p-
meat. it is @o @ result of following the course of
seving, that industries find themselves )arlodlcally with
g failing msvriket, Whea btoo nuch is gaved and finds 1tz
way into facturleu, our productive eguipment tends to
Othruw any denand there rnoy be for the rroducet. One of
the favorite devices resorted to in this siltuation is an
enlargement of high-pressure salesmainship and advertlisin
in an attempt to create ﬁgrke*s foreibly. But if
physical purehasing power is actually deficlient, the oply
result tﬂlg can have ig to tukc business awaj from soue=
0%e else,.

feds

€

-
«2;;

p_r
S

Several methods have been suggested to be used i btaklsg
accumulated surpluses from oig business. Gerdiner C. leans,

&..h

ah economist, hads suggested climinating exsess accuaulation of
gurpiuges by conbrolling prices of ilallexibls prices inlustries,
He would set inflexible prices at enough Lo cover cost of pro-
duction and yield only a udLl¢Cib1t profit 0 ia

to invest in the industiry. Flexible price isdustries would he

free from control, Under his plan, some goveramental body would

15 Rexford ¢. Tugiell, ihs Datile For Denocracy, (Few Tori:
Columbis University Press, 1935), 1L0-9 op.
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administrate prices in relation to the prevailing com&itians.lé
Rexford G. Tugwell, an economist, has suggesied that we can
elininate exeéss big business surplus with a tax based on a
graduated basis of profits withheld by the CUr@OTati@ﬂml7

Professor Tﬁgwell's method sesme to be mach eagsier to sceom~
plish than that of Professor Means proposal. }There will be no
radical éhaﬂge in our econony if Tugwell's suggestlion were
adopted completely. Franklin B; Roosevelt was in favor of the
tax suggested by FProfessor Tugwell, but was partially against
using the funds secured from such tax for the stabllization of
economic conditions,

Carpsraﬁe surpluses, Professor Tugwell maintains, have been
employed for the diversion of capital from its preper uses. To
attack the problem of the unwise investment of ecapital, corpor-
ate‘surpluses,'which, he believes, are the chief source of mal-
adjuétmentaf should be forced into the open investment markets
put of the hands of $he boards of directors. If these corporate
profits were distributed in dividends, under government pressure,
tﬁeyxwéuld seek re-investment through ths regulated investment
markels. Thefs should also be federal control of new issues of
stcckiby corporations. The revenues that were obtained from the
undistrivuted profits tax could, according to Frofessor Tugwell,
be uﬁiiized to support government expenditures whieh were di-

reeted Loward the stabilization of eeconomie eonditions., The

g o . P % = o S Y oy 2 ‘
16 gardiner C. leans, "Hotes on Inflexible Frices," The
American Economic Review, 26:23, Mareh, 1936.

17 Rextora . Tugwell, The Battle For Demoeracy (Wew York:
Columbia Press, 1935), 188 pp.
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govermment would thus eanjoy twofold bepefits from the undistri-
buted profits tax, for the tax would serve as an sgency of re-

el

form in sttaining control over the usges of cagpital in industry,
and it would alsc provide revenues for desirable government eX=-
penditures, 18

In an attempt to meet the surplus accumulation problem, Uon-
gresé passed an undistributed profits tex in 1930, but repcaled

- or changed it in 1938, Tax evasion and protest of vesited inter-

est were strong enough to defeat the undistributed profits tax.

o)

Thus Congress was unable %o tax all surplus accumulation of
every corporation, but they have been abls to tax the surplus
ascunulated unwarrantedly by corporatiocns. The uawarranted
accunulations of surplus tax sections place high surtax uron cor-
poration @ha capnot Jjustify that their accumulatiocn is necessary
for oréimary business operations, Congress in 1§38, placed per=
.SOﬂ&l ﬁalding companies in separate sectioﬁs 0f ths Revenue Law
and levied rates twice as much as rabtes levied agalinst other
forme of corporations that cannot justify the retention of their
surpluses, The mein reason for such action is that personal
holding companies cannot Justiiy retention of profits for expan-
sion nearly &s well as can ordinary corporatiocns.

The maln se¢tion of the Revenue law reguleting unwarranted
accumulation of surplus by domestic corporation 18 seection 102.
The provisions of Section 102 were partly enacted in 1917 and

has been amended in 1928, 1932, 1934, 1938 and 1942. According

¢ £ . 2 -
) lw Tugwg]_l’ Loo. ﬁlt, 192 p.
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to tax experts, Section 102 of the 1934 Act, which covers this
subject, varies only slightly from Section 104 in the 1928 and

1932 Acts, or from similesr provisions in each preceding law

.)

back to the first one in 1917. Revenus Amendacnts of 1938 and

k!}

1942, raised the rates and made the provi si ns more comprehen-
sive, Since 1919, interpnsl revenue collectors have looked sus-
piciously uﬁbn comfortable surplusss as possible harbors of in-
gomes that ﬁéuld 51l into the lucrative surtsx bracikets 1if
passed on to individaal shareholders, Up to 1934, only inconse-

Y

guentlial collections had been made through compromise setile-

ments involving tax dodging

(f 9

by means of dummy corporations. Sig-

1

nificant changes in the new Act, as

i
)

79

"t

i

as they apply 0 oper-

e
"

&
ating companies, were llulted to reduction in bthe penalty and
ineluding & sliding scale that levied a tax of 25% on Lanroper
surpluses up bo 100,000 and 35% on those above that figure.
sinee l?;w, amendments have glven the Tressuzy much more leeway
to tax surpluses. The treasury has assessed and collected con-
siderable anmount of money from corporations under this law.

In 193% Conpress snacted a new section of the Intsrnal Rev-

w

enue Law. This section applied to personal holding corporations.
Previously, these provisions were partly contained in secitions

relating to general corporations, but were in very mild form. In
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1938, Congress removed them from

surtaz pfg-

<<‘,1

plus section and placed the personsl hmlulnt compan
visions in a separuts section. In 1942, thepe sections were per-
maﬂeﬂtiy placed in sectlions 500, 501, and 504 of the Internal
Revenue Law, The noln changes in thess provisions were to make

them more comprehensive and increase the tax rate. Personal
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holding companies have thus been singled out and subjected to
harsh provisions for the accumulation of surplus. The main
reason for such actionh is that parsonal‘holding companies are
used primavily for financial advantages, They caunnoet justify
retention of profits for expansion nearly as well as cal cpel-
ating corporations.

The upwarranted accumulation of surplus law, as applicable
to operating concerns, depends for its teetin upon the interpre-
tation of "reasonableness" of the purpose for wihich surpluses
are built ap. Within the limits of that word, i1t ig fely thatb
operating companies have ample lesway to justify ahg dividend
policy that directorates choose. Holding companies, wihich have
less tangible reascns for not passing along dividends received
from subsidiaries, have found the tax applicable to them, and it

- was expected that private iavestment companies would provide less
ev&simﬁ than has previously been the sase, 19 After the Revenue
Agt of 1938; Seetion 102 was more rigidly enforced. However,
during the Second World War this section was not rigidly en-
forced.

In summary, the probleiz of accunulation of surplus means
the problems created by corporations not payiag their profits
out in dividends. There are two sides of the problem, namely:
economie and income tax. The maln arguenent against the regu-
lation of surplus accumulation is that the regulation interferes

with manageinent policies and rights.

O

19 Ralpn B. Smith, "Safe Surpluses,” Bysiness Weck, D 1
December 22, 193L.




A surplus tax is legal under the taxation powers of the
federal goverament, and such a tax can he justifie@ four ways
from the income tex viewpoeint, Fir@t,,ﬁﬁct there'ié enough vari-
ation in taxes of sﬁareﬁolﬁars of c@rpsrations.and oswners of pro-
priestorships as tovjﬁstify taxing the surplus sceunulation of
gorporations. ’Sécﬂﬂa, that a surplus tax would remove inequities
ahd serious ineqﬁélities betweeﬂ corporate, partpnership, and
~individual enterpfiée, Thirﬁ; the surplus tax wiil neranit a
nearey apprﬂach?ﬁa establishing'taxatiog on the basis of =2bility
to pay. Fcurth.ua éurplus tax will prevent the avoidance of
double tazation anﬁ‘espeeially the avaidanee‘af the surtax on
incoue.

The surplus tax can be justified three ways from the econom~-
ic aspect.of the tax. Tirst, Surplus tax is needed to restrict
saving 50 that speading will be stabilized. Second, a surplus
tax.will‘prevent,'sdmewﬁaﬁ, the eoncsntratiog of wealth. Third,
a surplus t&xiiévaféhéak on over-saving and thus helps to elimi-

aate wide fluctuation in the business cycle.



CHAPTER ITI

LAY, REGULATIONS, COURT CASES CONCIRNING THE

ACCUHMULATION OF SURPLUS

Ever since 1936 the United 3tetes Government has recognized
the need for regulating the aceumulaticn of surplus by corypore
abions, In that year Congress passed an undistributed profibs
taxi but under pressure from verious sources, this Tax was re=
pealed in 1938,

Being unable 0 tax the accumulated surplus of every core
poration, Congress passed legislstion taxing the accumulated sure
plus of corporationz that could not justify their retained surplusw
&5 as bsling necessary for normal busliness nseds. Thers are three

classes of taxes, which regulate the accumulation of surplus by

E

gorporations that are im force at the time of this writing.

They are: Improper Accumulated Surplus tax, Personal Halﬁing.
Company tax, =nd the Personal Service Company tax. The tax re-
gquires personal service companles stockholders to pay income tax
upon their share of profits as they are earned, wiether distri--:
puted op Hpt. Thei@ is also a tax on perscnal holding companies
whieh separates persocnal holding companies from other corperé«

tions and taxes them as a special eclass. Dach above provisions

{3

of the Revenue Law relating to the surplus accumulabtion problem

are studied below. Opecial emphasis will be placed upon them,
Before taking up laws still in foree, some atbenticsn will be

given to the 1936 law taxing 2ll undistributed profifte. This tax

was based upon undistributed part of corporate income. The rates
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were graduabted accordiang to the amount of profits withheld fron
- the stoegholders. If the corporation distributed its entire pro-
fits of the taxable period to the stockholders, it was not sub-
Jjected to the Undistributed profite tux. If the corporation re-
tained part of its profits of the taxable period, it was subjec-
ted to the undigtributed profits tax. This tax was s tax upon
corporations in addition to the regular corporation income tax.
The regular corporation income tax was allowed as a credit in
arriving at the undistributed taxable income, The tax applied 1o
corporations regardless of their size and regardless of their
need for reteining their profits. Labor, sgricultural organi-
zations, banks, and nonprofits organizations were expressly ex-
empt from the undistributed profits tax., The Commissioner of
Internal Revenue, in the process of collecting the tax, met much
resistance to the payment. Consequently there was considerable
tax evasion. The regulations were difficult to enforce and Je-
veloped ill-will with many taxpoyers. The significance of the
undistributed profits tax was that it represented a Congress-—
ional attempt to forece corporations to declare all profits as
dividends or, failing in that, to secure a tax return egual
approximately to that which would be secured if all profits were
declared a dividends.

The method of compubtating undistributed profits tax can best
be explained by applying the regulations to a specific case. The
figuring of undistributed profits tax,., for & company with a

$100,000 income is:
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Step 1. Iancome is §$100,000; the normel tax would be
$13,840, obtained as follows: 8% of first $2,000; 10% on next
£13,000; 13% on next $25,000; 15% on all over 440,000,

7idend paid is 10,000, then undistributed

f-ie

Step 2. Assume d
sarnings tsx would be 14,962, as follows:

A, Subtraet normal tax of $13,8L0 and dividead of
$10,000 from $100,000 net income. That leaves 76,150 subject
to retained earnings tax.

B, MNet income eguals $86,160, oa 10% of that {38,615)
apply 7% taxe- 603,

C. 9On next 10%, apply 12%--31,034,

D, 0On next 20% ($17,232), spply 17% tax--32,929,

E. On next 20% apply 22% tax--3$3,791.

F. On balance of net income (024,46L4), apply 27%
tax--36,605,

G. 444 B, C, D, E, F, which gives retained earnings
levy of §1h,962.1

The method is adaptable to all corporations--with this ex-
ception: companies have the election of applying the 7% tax
rate to the First $5,000 of net income retained or to the First
10% of the retained income whichever is higher, TFor the small
ecorporations, with net income under $50,000 this choice is help-

ful.

1 Kethods and Rates are from the United States Statutes at
Large (Washington: United States Printing Office, 1936, 50:
1655«

®
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The undistributed profits tax was repealed by Congress in
1938, During the time the undistributed profite tax was inforce,
the Courts uniformally held the Law o be caﬁstitutiomal.z

Turning ﬂoﬁ,ts the laws still in fbré@-at the time of this
writing, we will study'ﬁection 102 of the Revenue Law taxing cor-
porations that have accumulazted surplus unwdrrantly. In 1924,
1928, and 1934, Congress passed regélatibns relating to the acou-
mulation Gf'unwarrénted amount ijgurplﬁs by corporations, In
1938, 1942, this provision Wa s amended end made more comprehen-
sive. The intent of Congress wes to leasen the chances of cor-

: parétionf withholding profits from their charsholders in excess
of normal business need. Especially when this was done so that
the shareholders would escspe personal income tax on most of the
corporation's profits which they would have received had all
profits been declared as dividends. The wmmein section of this
regulation is Section 102 of the Revenue Law. Jectlion 102 of

2

Revenue Law in force at the time of this writing, 2s follows:
- Section 102 {a) Imposition of tax-~There shall be
levied, collected, and paid for each tazable year upon
the ﬂet income of every corporation {other than a per-
sonal holding company as defined in section 504) if
such corporation, however c¢reated or argani ed, is
formed or availed of for the purpose ofF QICVthlﬂb the
imposition of the surtax upon its shareholders or the
sharsholders of any other corporation, through the ued-
ium of permitting earniags or profifts o accumulate in-
stead of beling divided or distributed. |

(1) Corporations subject to this tax a surtax
egual to the sum of following will be levied and paid.

25 per centum of the amount of the retained net
income not in excess of $100,000, plus

“ Grane Johnson V. $.I.H., 1938, 105 24. Tederul Reportis,
740, o
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35 per centum of the amount of the reitsined et
x a PN
income in excess of 100,000,

{b) Prima Facie BEvidence--The fact that any corpor-
aticn is = mere holding or investment company, or that
the earnings or profits are permitted to aceusulate bee
yond the rea sonable neees of the business, shall be
prima facie evidence of a gurpose to av01& surtax upon
sharehsiders. .

{d) definitions. As uséd in this chepter--

{1) Section 102 net income. The term
“S@btl@ﬂ 102 net income" means the net income, com-
puted without the be neflt of the deltal loss carry™
over provided in section 117{E) from a tazable year
which begins after December 31, 1940 and computed
without the net operating loss acauctlon in section
23{S) minus the sums of: ‘

{4) Tazes: Tedersl lncome, war-profits,and
excess=-profits taxes pald or accrued during the taxable
year, to the extent not allowed as = deduction by ssction
23, but not including the tax luposed by this section
or a corresponding section of a prior income tax law.

{B) Disallowed charitable, contributions.
Contributions or gifts, paysent of which is made within
the taxzable year, not otherwise allowed 235 & deduction,
to or for the use of donees deseribed in seetion 23(0),
for the purposes therein specified.

{C} Disallowed losses. Losses from sales
or exchanges of capital assets which are disallowed as
a deduetion by section 117{(d).

{D) Income subject to excess-profits tax.
The sredits for income subject to the taxz imposed by
subchapter E. of Chapter 2 provided in Sectiosn 261 { £

Seebion 102 of the Revenune lLaw faces the accumulation of

surnlus problem more squarely than any section of the Revenue

&

Law that 1s in force today. 1% partly solwes the income tax

o

problen of surplus accumulstion, but fails to have much effect

the eccnomic problem of surplus accumulation. Section 102 im-~

on

poses high taxes upon surplus accunulation that the business ree

taing which they cannot justify as needoed for ordinary businsss

3 United . 5tate~ Statuates At Large (Washington: United
Stabes Trincing Ofrice L19L2), 55123k
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purposes, If the corporstion reteins too much in the opinion of
the tax commissioners, it is the duty of the commission to assess
additional tax upon the corporation. Section 102 provides for a
penalty tax on “improper" accunulation of surplus, and the
Bureau is made the judge of the impropriety. If accumulations

excesd what the Treasury holds to be reasonable, the presumption

ig that reserves ars piling up to avoid taxe and to escape the
. £
ponalty, corporations must prove the Treasury is wrokg.

"

The constitutionality of Section 102 of the Internal Reveause
Code has been tested in several cases, The Courts have generally
held this section to be constitutional., JCorporastions have used
at least five reascns why thls section should be held void as
applied to a legitimate business corporation. Hone of these
have been held toc be sound. Thsey are ss follows:

1. It has been sald that the statute violates the Tenth
Amendment because 1t interferes with the power to declare or to
withhold dividends--a power which the State econferred upon the
corporations. The courts have answered that the statute in no
way limits the powers of the corporatican. The statue has mersly
laid a tex upon corporations whichk use tneir powers to prevent
imposition upon their stockholders of the federal surtaxes. Coa-
gress, in raising revenue, has inc idental power to defeat ob-

structions to that incidence of taxes which it ehoose {0 impose. >

% pavid Lawrence, "Tax Power Over Reserved Frofits,” United
States Hews, 20:22, Mqv 2L, 19L6

2 United Bu51nesg Corporation v. Gomn1581aﬁer of Internal
Revenus, 1933, 62 2d4. TFederzl Reports, 754,755,



2. It has besen seid that the statute iz unconstit
because the liablility imposed is pot & tax upon income, bub a

penalty designed to force corporations to distributes earnings in

(Q

order 10 create a basis for taxaitlion against the otoeltholders

(’3‘

ed on

!

If the business had been carr by an individual all the
vear's profits would have been taxable {o him. If, having a
partner, the business had been carrisd oz as o partioership, all

the yeart's profits would have been taxables o the par

duction as a corporation, prevent Congress, if it chose to do

a2

8o, from laying on him

s

ly the tesx on the year's piolits.

H'
,.J
H'
]..:.
Q.i
g_a

If it preferred, Congress could lay the tax upon the corporation,
as was doune by section 102, The penal nature of the imposition
does not prevent ites being valid, as the tax was otherwise per-~
missable under the eonstitution.6
3. It has beesn said that Secbiocn 104 of the 1934 Act, now
Section 102, is unconstitutionsl because the ligbility is lqld
upon the mere purpose to prevent imposition of the surtasxes, not
upon the accomplishment of that purpose; and that thus, it is a
direct tax on the state of mind. The courts would nct follow
this line of réasaniﬂg. The United States Suprems Court states
in substance that the. arguments by the corporatiocs were good
logic, but this was not'so in practice, The tax 1s laid “upon
the net income of such corporation.” The exipgtence of the de-

fined purpose is a condition Qrecedent t0 the imposition of the

£, e EN . ® o [P g o P R I
© Helvering v. Watlonal Grocery Company, 1938, 304 United
States Supreme Court 2859.
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tax liability, but this does not prevent 1t from being a true
incone tax within the meaning of the Sixteenth Amendment. The
instances are many in which purposse or state of mind determines
the inecidende of an income t&x.7

Le It is said that Secetion 102 applied, deprives the
corporation of its property without due process of law; that
it is unreasonable, arbitrary and capricious in that no standard
or Tormula ls specified to guide the Commissioner in sssessing,
or the corporate directors in syvoiding, the additional tax; that
it is assessed retroasctively; and that it is uvnfair to none
assenting minority stockholders, The prescribed standard is not
too vegus according to the ruling laid down by the United States
Supreme Court. Judge Hand said in the United Business Corpora-
tion v, Commissioner of Internal Revenue case, applying to the
above argument, as follows:

Standards of conduct, fixed no more definitely, are
gommon 1l the law; the whole law of toris is pervadsed by
them; much of its commands are that a man must act as
the oecaslon demapnds, the stapdard belng available to
all. The viece of fixing maximuwn prices in that it re-
quires recourse to standsyds beyond ascertainment by
sellers, by which therefore they cannot in practice
regulate their dealings. That is not true of the
reasonable needs of & business, which is immediately
within the ken of the managers, the supposititious sbane-
dard, though indeed objective, being as accessible as
thosge for ezample of the prudent driving of a moteor ear,
or of the diligence required in making s ship sea-
worthy, or of the eztgnt of proper inguiry into the
solveney of a debbtor.

5. It has been said that Section 102 is void becauss it

delegated to the commissioner legislative power. The statute

7 1bid, p. 290.

, & United Business Corporation v. C.I.R., 1933, 62 24
Federsl Reports 75L, 756.



31

‘Apfévides that if the corporation is availed of for the forbidden
pufpoée; the taxz "shall be levied collected and made prima facie
evidence of the existence of this purpose.”™ Ho power is dele-
gated to the Commissioner save that of finding facts upon evi-
dence, The legislature has given to the Commissioner of Internal
Reﬁenue only power %o carry out what it has commanded. Any legis-
lative body can delegate to some other body only adminigsterial
work,‘any delegation of legisiative is striectly uanconstitutional.
The United States Supreme Court has held the delegated power to
the Commissioner of Internal Revenue to be constitutional.”?

The Couﬁts have generally held sub-section b of Section 102
to be egnstitutional.~vln the case of Semagraph Company v.
C.I.R., the United States Supreme Court clearly held this sub-
section to be valid, the courts have sighted this case as author-
ity and ruling case. The Semagraph Compasny petitioned for a re-
view of a deeision of the Tax Court which approved the determinat~
ion of income tax deficiencies against the corporation for the
taxable year ended March 31, 1939, and NMarch 31, 1940. The gues-
tion to be decided is whether the taxpayer was availed of ian sach
of these years in order to prevent the imposition of the surtax
upon earnings and profits to aécumulate instead of being distri-
buted. Considerable progress was made in the field of experi-
mentation and in the development of the new machine, before the
incorporation of the Semagraph Company took plsce. The purpose

of that company was conceded to be for the development of the

9 Helvering v. Mational Grocery Company, 1938, 30L United
States Supreme Court, 290,
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invention and to reduce the idea to praetical form, sad not for
the purpose of avoiding the imposition of surtaxes upon Johnson.
All of the activitics consumed eonsiderable tims as well as
-money and it was not until after the tax years in question had
pagsed that the mschine was finally determined to be a practical

success, Bubt by far the greater part of the asseits of the tax~

e

payer corporstion was invested in securities and was oot used in
the development of the machine. It would sseem that these funds
were held by the taxpayer corporation primarily for the convens
ience of Johnson individually and not for the development of the
invention. The U, 5. Supreme Court, thus affirmed the decision of
the lower court..®

In the case of Universal Steel Company v. C.I.B., the evi-
dénce was not sufficient to violate 3Section 102 b, The company
had paid its general menhager & large salary, and the Collector
of Revenus clained 1t was not deductable and was subject to taxe
ation under Section 102. The Court's records show the geperal
manager was largely respaﬁsible for the petitionsr's successful
operation since its formation. He_carrieﬁ it through periods of
financial stress with a voluntsry reduetion of salapry and with
the fact understanding that, when the company should become
finaneislly able to do so, appropriate adjustment of his compen-

sation would be made. The court held, the company was not an
*incorporated pocketbook®™ of a single individual or a group of

wealthy stockholders who could use 1t for holding or investment

18 Semagraph Company v. C.I.R., 1945, 153 2@ FPederal Reports
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purposes. The complate absence in its balance sheed of aany loans
to officers or stockholders and of lnvestment of securities unre-
lsted to its business tends to confirm its lack of either an
intent to eircumvent the law or of action imputing s purpose of
preventing imposition of the surtax upon its shareholders, Its
accurulations in 1941 were impelled by sound and cogent business
reasons and were not beyosd the reasonable needs of its busi=~
nesswll

In the case of Hemphill Schools v, $.I.R., the United
States Circuit Court, faced the problem of what constitutes une-
reasonable accumulation, The issus waes whether the Hemphill
Schools gains and profitse were permitted to accumulate beyond
the reasonable needs of its business, The Court affirmed the
ruling of the lower court stating that the immeﬁiate.cash on
hand and very near future have no bearing on the reasonableness
of sccumulation of earniags,lg The case of Chicago Staék Yards
V. C.I.R+, is snother case facing the problem of whaet consti-
tutes unreasonable accumulstion of surpius. The issue of the
case was to determihe whether there was deficlencies in income tax
of the Chiecago Stock Yards Compasny. The lower court held that
the compsany had accumulated surplus beyond its reasonable ne@@si
and, therefore, was subjected to the tax under Section 102 of

the Revenue Law. The Supreme Court sazid the lower court'a very

1l yniversal Stesl Company ve C.T.R., 1945, 5 Tax Court 627.

12 Hemphill Schools v. C.I.M., 1943, 137 2d Federal Reports
963k
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ﬁarrow view of petitioner's needs ss8 taken by the Board pro-
ceeded from a failure to recoghize petiticner's as that of the
stockyards enterprises as a whole, Accunulation "for the reason-
able needs of the business® ig nob limited %o makinz provisioa
for the bare legal obligatlons of the corporation but may in-
clude accunulation in furtherance of a reasocnable business pro-
gram for protection and enhancement of the corporstion's pe-
cuniary interests.L?

An editorial in the United States Hews, published in
August 8, 1947, issue, gives o very excelleant summary of the
rulings on the Sectlion 102 of ths Revenus Lew. The vax courd
rulings have been liberal in recent rulings. It said, in part,
that several prinelples have been recognized. The right to
grow has been recognized. A company may hold back money for new
bulldlings or new equipment. It is not to be foreced to deplete
its capital through dividends so that 1t has to borrow money for
expansion., Tax avoidance mnust be the purpose of withholding
earnings from stoekholders if penalties are to be assessed, and
that the particular problems of a corporation are coantrolline.
In one case, a company delayed dividends until the following
calendar year to await the auditor's report, and this was upheld
by the Court. In another case, a company pald ocut no dividends
at all, and the Court found no objsction. Unknown risks can be
the ground for accumulating earnings. The Court upheld ons
company that withheld its earnings for whatever unnamed 4iffi-
culties it might sncounterxr in the fubture. Wide latitude is to be
allowed businessmen in dec¢iding how much to pay out to stock-

holders. The Treasury caanot count on the Tax Court's backing in
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any striet enforcement of the 70 per cent rule. The 70 per cent

rule is that corporations must pay out ipn dividends 70 per cent

of their profit for each year and if not the accumulsbion must

be exoplained in the tax report and is subject to investi

gation

An important section supplementing Seetiom 102 1s Section

115 of the Reveaue Law, which defines a dlividend snd states

Ben

the

tax rule for stock dividends. The importance of this section,

in relation to the surplus accumulstion problem, is that

sSome

dividends are deductable when computing the surplus sccumula~

RE:

tion %ax. The main provisions of Section 115 of the Revenue Law

concerning the surplus problem are:

a. Definition of dividend. The term "dividend"
when used ig this chapter means any distribution made

by a corporation to its sharesholders, whether in money

or in other property, out of its earnings or profits

accunulated after February 28, 1913, or out of the esar-

aings or profits of the taxable year, without regard

to the amount the earnings and profits at the time the

distribution was made. Such ters also means any disiri-

bution to its shareholders, whetncr in money or in
other property.

f. Stogk dividends--l General rule. A Aisgbri-

bution made by a corporaticn to its sharsholders in its

stoek or in rights to acquire its stock shall not be
treated as a dividend to the extent that it does unotb

constitute income to the shareholder within the meazning
of the Sixteenth Amendment to the Constitution. 2 Elec-
tion of shareholders as to medium of payment. Vhenever

g distribution by a corporation is, at the election of

any of the shareholders, payable either in its stock,

of a class which it digtributed without election would
be exempt from tHax, or in money or any other property,

the distributior shall coanstitute a taxable dividend
in the hands of all shareholders regardless of the
medivm in whieh paid.dd

1k pDavid Lawrence, "Ruling on Reserve of Corporation,”

United States Hews, 23 48a9? August 8, 1947.

15 »y,s.¢.4., 26," Internal Revenue Code, (Washington:

- United States Prlﬂtlng Office, 1945, p. 324.



The iaterpretation of whetvher a dividend is a stock or cash

dividend is set forth in the case of Henry Vogt Company and has

been sighted in latcer cases as authority. This case involves
the question of whether a certain dividend declared by ths plain-
tiff was a stock or cash dividend. The eourt held that the evi-

dence presented shows ths increase of gapital stock arising from
the dividend. In order to be a deductable dividend the net re-
sources of the corporation must be reduced by the amount of the
dividend, or it will be considered to be a stock dividend and not
deductahle by the corpcration“15

Another section which supplements Section 102 is Section 148
of the Eevenus Law, which requires every corporation to make in-
formation returns, stating the amount of ineome retained and
gddress of its shareholders. The main reasson for this is that
the Commissioner of Internal Eevenue ¢an analyze these retupns
and see if the compainies are violatiﬂg the uhwarranted accumi-
lation section of the Revenue Law, Bwery ecorporation is required
under oath to file a correct return of ite payments or dividends,
stating the name and address of sach sharsholder, the number of
shares owned by him, and the amount of dividends paid to him,
When requested by the Commissioner, or any collector, every cor-
poration shall forward to him a correct statement of asccumulated
earninge and profits and the names and addresses of the individ-
uals or shareholders who would be entitled %0 the same if divided

or distributed, and of the asmounts thet would be payabls to each,

16 genry Vogt lMachine Co. v. United States, 1932, 39 2d
Federal Reports 987-90.
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Yhenever a company fails to make adeguate ixfOfﬂ&tiSﬂ return zs

‘sguested bhey are subject to a pupclty.l7 In the case of

H

Hati@ al Contracting Company v. C.I.R.,.a penalty was imposed
far}the fallure of the Company to make an adequate inforamation
return, and the Federal Court upheld the asction of the Commiss-
icner of Interanal Reveuue.lg vIn subsequent case, this ¢ase has
been sighted as authority on the subject.

Another tax relating to the surplus problem 1s the tax upon
personasl serviece companies. In October 1940, Congress enacted a
tax on the shareholders of personal service corporations. The bax
was amended in 1942, but the main provisions remained unchanged.-
These sections of the Revenue Code are 392, 393 and 39&;19 stocks
holders are required %o include thelr share of profits, made by
the corporation ia thelr gross income, on thelr return regard-
less of whether distribution is msde, The essentizl motive of
the law was that the psrsonsl servies corporation has all the
capital required to run their business, and profit aécu@ulatian
is unreasonable. Corporation inoome is taxable income to the
shareholders of sueh corporation in nearly the same way as sole
proprietorship or parthershipy incomes.are. This typa of the
tax might be applied to svery corporation in the United States

and would help solve the surplus accumulation probleil.

7 »y.5.C.4. 26," Internul Hevenue Tode, {(Washinglon:
United States mrlﬁtimg Office, 1945, Ds L35.

18 yational Contracting Co v. C.I.R., 1938, 105 Federal
Reports 488,

19 United States Statutes 4t Large (Washington: United
8tates Printing O folce, 1940), 54:1005.
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hen one is being taxed upoa something he does not have, he will
gxercise every means availsble to obtalin the income being taxed.
“hen he does that, the surplus accumulaztion problem probably
will be eliminated. |

Ancther tax relating to ths surplus problem 1s the tax upoa
personsl holding companies. In 1938, Congress passed rezulations
soverniz retained sarnings by parsogal hslding ecm@aniés. Per-
sonal holding companies were yormed largely to evade personal
income tax. Congress, made these regulations especially harsh,
80 8s to discouraze coatiaustion or organizing of personal
holdiag companlies. The United States Court eommenting oan the law,
stated that Lf Congress so desired, th@y could prohibit personsl
holding companies entirely. UJommissioners have found perscnal
holding company to be a good source of revenue, zand have not
taxed them to prohibit thelr existence. The main ﬂofisions of
the Revenue'Law are contalned in section 500, 501, 504. &Section
501 defines a personal holding comgamy; A personal holding is
any corporation if at aby time &urimg the last helf of the tax-
able year nmore than 50 per centum in value of its outstanding
stoecle is owned, divrectly or indirectly, by or ror not more than
five wntlﬁiQquo.EO 5¢ction'50A defines undistributed persocaal
holding company income. Its an&igtributeé income means the net
baxable income minug—-

a, The amount of the dividends paid eredit.

be Amounts used or irrevocably set aside to pay
or to retire indsbtedness of any kind incurred prior to

20 Jaited 5% SEA {WVashington: United

3
States Frinting Of
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Januzry 1, 1934, if such amounts ars reasonable with
reference to the sizes and terms of such indebtedness.
2, Dividends »zid alter ths close of the taxahle
year aihd before the 15%
of

day of the third moath
following the close & tarshle year nroviding it
shall not 93ﬂeed eith r
d. Amount distributed before January 1, 1944
redemption og preferr ed stock outstanding hefore T
ary 1, 1934,

%

H

LS

oy
e €Ty

go.a

Secetion 500 places a surtex on personal holdlng companies,
This section reads gs follows:

There shall be levied, collected, and paid, for
each taxable year beginning after December 31, 1938,
upor the undistributed net income of every personal
holding company, a surtax equal to the sum of the
following:

1. 65 per centum of the amount thereof not in
excens of 2,000; plus

2. 75 per centum of the amount thereof in ex-
cess of 2,000.%

Psrsonal holding company tax sections have been held to be

W

b3 )

valid., The princisles of constlitutionality were sustained in

2]

early cases and these decl

[

ions hove been glghtsd as authority

e
&

in later cases. In the case of Foley Lecurities Corporation v.
C.I.R., the constitutionality of the tax was tosved. Tho taxe

payer contended that if the laow is interpreted strictly and as

>

miplssioner and the Board have interpreted 1t, 1t becomes

<o

o

he
unconstitubional because the law csases L0 provide for income
tax and provides for a capitval levy; and violates the Fifth

Aneadment hecause it btekes the tazpaysr's proerty without dus

%

the

Q

process of law by eatablishing a purely arbitrary basis I

r
texation of the personzl holding conpaly haviaz an impalred

2l 1pia, p. 330.

lj'“’ 1 r 1wy S 9 -

<&~ United Ytates Statutes L Larfc {(Washingbon: Uaited
States Printing Off ice, 1942), 325.
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gapital. The court held tidis tax Goes not viclate the Llzteenth
amendment. The surtax is based upon income. The court held
this tax does not violatle the due process of law clause con-
tained in the Fifth smenduent. Lxccpt in rarc and specisl in-
stances the due process of Law clause oaﬁtaiuéd in the ¥Fifth
Amendment is not a limitation upoch the taﬁiﬂg pover conrerred

2

upon Congress by the Coanstivution. Dowever, a tax may be so
arbiltrary and capricious ag 1o amount o coafiscatlon and
offend the Fifth amendment. 2Zince the power of Congress to tax

ed pormally by the Fifth Amendwmen’t ahd since that

L'

imii

’.-J

is not

2 > -

Amendment contalus nc egual protection clause, znd

:,._k

it be confisceting, the tax is held constitutional,
In swwmary, Lonrr;ug has recognized Lxe need for regula-
tion of the accumulation of surplus by corporations. Thoy have

passed the undistributed profits tax, sectiocn 102, 115, 148,

w

393-4-5, and 500-1~-L, of the Leveaue Law, except the undistri-
buted profits tai are snforced at the tims of this_writinh.
Laﬂﬂrcaw was unablas to regulaﬁe the suprplus of every corpora=-
tion, and h3é %o substitute taxstion on surplus accumulated un=~
wsrrantably.

The main section dealing with unwarranted accumulstion of
surplus is section 102 offthe Reveuus Law. Under section 102,
corporations are taxsd on surpluses retained in which they can
not defend as necessary for businese growth, or new eguipmeant,

or for. unknown risk. Section 115 supplements section 102, it

23 Foley Zecurities Co. v. C.I.R., 1939, 106 2d. Federal
Rteport 731.



L1

5

defines dividends and gives rules for taxing different kiands of
dividends. Generally, stock dividends are deductable if the
stockholders are subject to tax on them. Section 148 reguires
gvery corporation to make information returns, so the Tax
Commissioner can determine if corporations are violating section
102 of the Revenue Law,

Stockholders of personal service companies are required to
include their shara of profits, made by the corporation in their
gross income, in their return regardless of whether distribution
is made, Such procedure, if applied to every corporation might
help solve the surplus accumulation problen.

Surplus accumulation tax on personal holding company,
separates personal holding companies from other corporatioans,
and taxes them as a special class. A personal holding company
cannot Justify retaining earnings as easy as can opsrating or
manufacturing oorgmrations. Personal holding companies are sub-
jeet to tax ratesg more than twice as high as other corporations.
Every provision regulating‘surplus accunulation has been held
to be constitutional. The courts have enforced regulations re-
lating to the surplus taxes more rigidly upon personal holding

companies than any other kind of corporation.
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CHAFPTER IIX

TUE EFFECTS OF TUE UNUARRANTED

Ly

AYDY PROBARLE FUDTURT DIVELL

The effects of the taxation of surplus accusulation by cor-
porations discussed below are two~fold. For one thing, corpor-
ations have attempted tax avoidance~-both of the general income
tax and the surplus accumulation tax. They have overstated
their depreciation expenses, and they have spent more freely

for such thinge as zdvertising expeuases to builld goodwill and

.

t.
£¢

secure probable future benefits., The latter is a legilimate

'TQ

business expense, but nevertheless it reduces current profits
and thus temporarily, at least, reduces surplus., Also, the
effect of the tax upon different types of business seems to op=
erate to the detriment of the small growing business. Changes
in the tax regulation have been proposed so as to aid small
growing business, but such changes have not as yet been en-
acted.

The esnforcement of the surplus sccumulation tax was re-

laxed durin

the Seeond World var. The question of whether there

ie now g nesd Tor strict enforcempent of Section 102 of the Heve~

4

nue Law will be precented in the latter part of this chapter, ss
one cof the probable future developments. The arguments {or
strict enforcement ars: large amount of liguid asseis arc held

5y

soekholasy

or
s

by corporations which ¢hovld be psld to their s
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retained profits are too larsge, and therefore the conceatratieﬁ
of economic power is becoming great. The arguments against
strict enforcement will also be presented in thet part of the
chapter.

The high surtax under Section 102 of the Revenue Law bave

forced corporations to Tind methods of bullding up casSh re-

b

1

serves without paying the high taxes. These meltibods operat

6-:-_4

80 as $0 reduce corporations general ecorporstive income btax and
the surtax upon surplus accumulations unwarrantly. They are de-
ductable for income bdax purposes in arriving at net taxable in-
come,; as ordinary business costs. By paying less corporate in-
come tax, corporations are able to conserve cash. The corpor-
ations have tried various ways of understating their asset
values malnly:

1. Deprecigtion. By establishing high depreciation re-
servesg_cash has been conserved; but the government has rigid
rates of depreciation and obsolescence, 80 that dangers of a
belated assessment lurk in this procedure.

2. Advertising. This is congidered a legitimaste business
expense. Companies may decids on large expenditures, either to
expand new business or for the development of ipstitutional good
will., The effect would be %o bulld up a supstantial "good will®

as a Tuture surplus ltem without being taxed.

£

e

3. Paying dividends ang taklang them boek. This can be
- done by declaring a cash payment to stockholders and asking
stoekholders to subseribe to sbock in the corporation to the

amount of the disbursement. The income tax is not escaped by
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this method, but the umwarranted surplus accuwsulation tax is, of
course, avolded.

Le Insuranes, The Internal Revenue Bureau regards insur-
gnce promiums pald as an ordinary eXpense in the conduct of
business. Thus & corporation which forms its own insurance
companies sag charge the premiums 506 operating costs. Iu that
ﬁay thé normal income tax plus the rebtained earnings tax on the
amount of the expenditure is avoided. The practice of placing
insurance with casualty and indemmity companies is prevalent,
put some large corporations have their own insurance funds,
making approprliations out of sarnings each year %o guard against
loss, These appropriations are allocated to an insurance re-
serve,l

It is to be expected that business will continue taking
advantage of all means possible 50 escape the rigzors of the
surtaxes--parbicularly if and when the small compahies obtain
concessions and when certaln compahies are specifically exenmpt.
A law whieh everyone violates is very hard tsvenforce.z

The geaneral effect of the tax upon the accumulation of an
unwarranted amount of surplus has been increased spending by
corporations. The more a gorporation spends money {or pays
dividends) the smaller will be ite tax bill usder Section 102

of the Revenue Law. Thus, if a company reduces its net income

1 Ralph D. Smith, "New Taxes lMcan Higher Prices,” Business
Week, June 27, 1936, p. 12,

2 1pid, P. 13.



{by advertising, say),

tribubtor to the businsss.

L5

Unele Ssm will become an subomatic con-

In sertain cases, $100,000 worth of

advertising would cost a company only 687 of the dollar. The
governaent, by not cocllecting taxes on that uld pay the
rest. Table aumber 17 is a sample of what would happen when
a e¢orporation increases its expeanditurse $100,000 to cub its
tax bill. Note bhow the law of diminishing returns is at work.
Table Ho.
Spending--4 Way Out of Taxes
Dividends $1,000,000 et Income After Spending Saving
% Retained Lotal $100,000 in
Barnlngs bax Eetglned Taxes
tax Barnings tax Total
tax
None $174, hﬁ? 323,327 157,062 290,902 32,425
10 l5l,)Gu 300,346 136, 376 270,214 30,130
<G 128,525 277,365 119,69@ 249,530 27,835
30 105,543 254,383 95,003 228,842 25,540
L0 84,562 231, 402 T, 31? 208, 157 23,245
50 63,837 212, 6 )E,L 191, 302 21,375
60 45,111 193, 9)1 L0, 696 174,446 19,505
70 30,642 179,482 27,582 lcl,hhg 18,060
80 16 172 165 Ol? 14, 5)7 lk8,397 16 ,615
90 5y ;958 154,798 5,363 139,203 l),595
100 none 148,8@0 none 133,840 15,000

Includes 148,840 normal income tax in each instauce.

Includes 133,840 normal income tax in each instance.

Also, the effect of the surplus accumulstion tax seems to

operate to the detriment of the smell growing business. This

3 Ralph B. Smlth "Advertising Can Soften Tax," Business
Week, p. 20, June 27, 1936
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can best‘be shown by explaining the stages of business growth.
The corporations of the country are of all sizes, from those‘
with very trivial capital and businese t0 enormous concerns which
are almost monopolies in their lines. It is commonly understood
that the law of corporation growth is divided into three stages.
Most corporations begln in a rather smsll way and struggle

along for a number of years esbtablishing fthemselves as sound
economic units. Then they bggin a period of growth and expan-
sion during which tims they are incrsasing their markets both in
respect to terpitory covered and variety of produet; they are
developing their organization and their business to the limits
of their economic possibilities. The third and final stage rep-
resents the eomplete development or, in other words, the ma-
turity of the corporation. During the second stage, while the
eorporation is buildiqg, the corporation usually plows back all
or nearly all of its earnings into its capital structure, By
the time the final stage 1s reached, the corporation has all the
cagital that is'required for business purposes and, therefore,
devotes 1tself chiefly to holding the business it has secured,
and is then able to distribube practiecally all of its sarnings
as requireﬁ by law. The swmaller corporation& of the Qountry in
the secoad stage of development'are heavily taxed when they
should be plowing most all their earnings lnto their surplus
account for the purpose of developing their business and com~

peting with eompanles whiech are in third stage of development.
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has defeated ons of the very nurposes that the

ﬂ\

lezislature had in mind when they enacted a tax upon retalned
earnings of ths ccrperatisr.h

Cne of the chbjectives of the spoascrs ol the tax wag L@ re~
tarding of the growth of large corporatiocus ani the nreservation
of smpall enterprises. L“rbe ﬂofuorat¢oqu hwve not been retaydsd,
and the small, grewiﬁg corporations nave Telt ites harsh eflects.
Most eccinomists believe that eompetition 1s vital; tﬁaﬁ.keﬁging
small business enterprises aiive aregerves competition. Section
102 tax dries up small enterprises and Keeps taem from growing.
LT penaslizes them in their effartg to faise gapital. 1t nekesm

of then emupty shells by eaptying their reserves into dividends.

Hobody wante to loan to an empty gorporation.”’ I

n
wes introduced in Con-

«;‘

pogal to &id small corporate businesses
gressg by dr. Staa, & tax szipert. e Qfoposed to exXeapt re-
talned earaings ¢f small business from besing taxed by Ssction
102 of the Hevenue Law. The proposal was found by ths Treasury
to bs a possible way of helping small riras ralse outside capl-

tal. DBut it was argued that such an exesption would discrici-

e

i

nate in faveor of one kind of sdving and sgainst other kinds.
41lso, it was contendsd that tie systenm might lead tc widesprsad

tazx avoldance. The proposzl has 1ts good points as well as its

_z.

David Lawrence, "Tax Aid for Small Business," United
States Mews, 23:Lh2, YWovember 7, 19L7.

obﬁ Fuhl, "Letter from Jcha Huhl elativo *a Pron
rpluses of Corporations,” Jongressional Hecord, }a bb?b
Harch 403 l,)us

o




bad points. The passage of the proposal, at the time of this
writing, seems to be doubtful,®

Turpning to the problem of possible future developments, it
has been noted that the enforeesment of the uvanwarranted surplusg
accumulation tax was relaxed duriag the Seeand_ﬁorldvﬁarn It
may be enforced more strietly in the future. Revived interest
in the Seection 102 weapon is a warning to cafporations that tax
officials are ready to press for a sharp change in the dividend
policies that were pursued during war years. As previously ex-
plained in the opening paragraphs of this chapter, the questioa
of whether there is a need for s more strict enforcement of
Section 102 of the Revenue Law may be found by seeking answers
bo three gquestions, namely: Pirst, are there enough liquid
assets to Justify the strict enforcement of the tax? Second,
are profits retained large enough as to Justify rigid enforece-
ment of Ssction 1027 Third, does ths tax need 10 be eaforced
rigidly so as to stop the concentration of economic power in
large eoiporations and thus usable by the majority of stock-
holders.

The study of the question ol whether therebére snough
liquid assets held by corporations so as to Justify the striect
enforcenent of the tax will be presented first. The amount of
liguid assets held by corporations, in 1939, was §$6,660,000,000,

and has inersased to $25,000,000,000, in 1946. The amount of

5 pavid Lawrence, "Tax Ald for Emall Business,”™ United
Lard
7, 1

o
States Uews, 23:42, Wovember 7, 1947.
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and has inereased to 26,000,000,000, in 1946, Liguid assets
have increased 385 pércent frem 1939 to 1945. The amaaﬁt of
corporation iavanturies incrsased nsarly 150 percent for the
same pericd. Those statistics are the latest aveilable data

at the time of this writing. OSufficient data is already in the
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Treasury files to throw some light on thls

R

veals that United Statesvcofgsr&ticms have more cash oun hand,

in the aggregate, thaa ever before in their history, The
Treasury, thus, is likely %o conclude that further cash accu-
cmulations are-uﬂwérranted, that earnings should go to stock-
holders in large volume and come within the grasp of the tax
collector in that manner or be taxed under section 108.7 Liguid
assets of ﬁnited States corporations was $6,600,000,000 in 1939,
the last peace~time year, which amount was sufficient to satisfy
nermal business needs. By the end of 1945, as shown in the
Chart, liguid assets had Jjumped to %25,000,006,000, alacst four
times the prewar amount. These assets consists c¢hielfly of cash
and Goveranment bonds. Such holdings suggest to the Treasury
that corporations probably have all the réady cash they nz=ed

gnd that there is 1little reascn for corporations to continus
building reserves at such & pacé. The Chart showe that in 1939
inventories were eighteen billion and liquid assets were sbout

seven tlillion. At the end of 1945 inventories were twenty-six

! pavid Lawrence, "Lever T
&

Tor Bigger Dividend: Tax Pow
over Reserve Profits,"” United State

X ey
tes Hews, 20:22, May 24, 1946,
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billion and liquid asssts were twenty-~five billion. The sncr-
nous increase in liquid asgets in compariscn with iaventories
ﬁemoaétrate tihat corporations are now accumulating surplus be-
yond reascnable business needs. This condition seems Lo indi-
cate that strict snforcement of Section 102 of the Revenue Law
is desirable, However, many people centend that the sconcmic
conditions invcur cougtry'warrant large amounts of ligquid assets
for business purposes, Expeanses, and taxes reguire muech eash
to be retained. However, much of the liquid assets consist of
Government securities that eannot be justified as necessary for
ordinary business operations, This condltion seems tc indicate
that strict enforcement of Section 102 is desirable. However,
corporations would have to sell their Goverament securitiss,
increasing Speﬂding.and inflation, {(Inflation probably should
not ba increased.) The unwarranted surplus accumulation tax,
howsver, should be increased so as te do away with liquid
agsets that normally should be paid to shareholders in the form
of dividends.

The study of the gquestion of whether there are enough
profits earned and retained by corporations s as to justify
the rigid enforcement of Seetion 102 of the Hevenue Law will be
studied next. In Nineteen hundred and thirty nine, corporatioans
earnings for the year were $5,005,000,000, of which
$3,796,0006,000 was distributed leaving $1,209,000,000 as re-
tained earnings. In nineteen hundred aad forty six, corpora-
tions earnings were ¥12,539,000,000, of which $5, 614,000,000

was distributed leaving $6,925,000,000 as retained earnings.



Twenty five percent of all corporations profits were retained
in 1939, as compared with fifty five percent in 1946, Iany
corporations today ars retainlag lavger percentages of their
s than during any previous periods.g |

Many peopls hold contrary ideas aboubt taxing corporate
profits. An example of this view is that of kir. Robert Driver,
whoe wrote an article in the Saturday Evening Post, titled, "How
Rich Are Our Corporations." He seems to be of the opinion that
corporations are being taxed too heavily. He explains it-is
uafortunate that so many of us assume that a corporation has
all the capital it needs and can pay higher wages, pay more in
dividends or reduce prices because it has a lot of cash or a
large surplus. He states that only in rare instances are those
assumptions correct. HMHany corporations have been ligquidated as
bankrupte while thesy had more cash on the date of liguldation
than they had during their successful years. Corporations need

vast amount of equity capital, but they will find it 4iffi-

o

cult to get ag long as this type of ceapital is discriminated
againat. Income on equity capital is taxed sometimes three
times by the Federal Government alone. Several States have ip=-
come tax laws which levy & tax on dividends received by stock-
holders. If & corporation distributes its income, both the
corporation and the stockholders are taxed. If the corporation
is subjscted to Section 102 of the Revenue Law, it would have

to pay & larger perceat of the income to the tax authorities

9 “*Ligquid Assets Estimate 1933-1946," Survey of Curresnt
Business, p. 20, July 1947..




quporatioaa are faced with the necessity of producing far nore
goods with less eapitai, and at this time it takes pmore 6apita1
than ever 10 operats a bhusiness. The success of Gorpargtisng
is only an indication of how well we are maintaining cur standard
of living and moving shead to improve it. We depend upon @orpor-
ations and mcdefn industrial plants %o maintain our high svaunfard
of living and preparé an adequate defense against possible ene-
mies in the future. We cannot go on milking corporations if we
refuse to feed them.to

Inflationary priees and wages have led to inflationary
profits. Bubt the decline in the purchasing power of profits has
been lost sight of in the general discussion. A dollsr does not
have any mére purchasing power for a company than it does for an

t

individual. Reese Taylor, who was the author of the famous
Teontrolled material plan® for the War Production Board has pre-
segted,_in rocent writing&é some significant aspects of this
provlem. Hr. Taylor explains that the casual reader of the bus-
iness pages of the newspaper cannot help but be impressed by the
apparemtly high profits being reported today by a majority of
the nation's leading corporations. In most instances the coum-
panies reporting_these increased profite are retaining in the
business a higher percentage of tne profit figure than had been

the custom in the past. This situation has led many individuals

10 povert L. Briver, "How Rich Are Dur Corporations?,” The
Saturday Evening Post, 220:76, December 27, 1947.
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and groups to express concern over the possible effects such
profits and such a dividend policy might have on the general
economy. The main diffioulﬁy is that the figure marked "pro-
£its® doss not represent meoney thst management can distribute

to the shareholders, since a portiéﬂ of that amount nmust be re-
tained in the company to continue its operations. 4 glance at
any of the Department of Labor's commodity indices will suffice
to prove that for the consumer the dollar today will not pur-
¢chase as much as it did five, ten or twenty years ago. Wage

and salary increases during the same period have more than
egualled the rise in commodity prices. As a unit of exchange
the dellar will purchase no more for = corporation than it will
for an individual. The buyer of = new house or automobile
realizes that today he must pay a greater number of dollars for
his purchase than he did previously. Therefore the industry
will have to pay more for its automobiles, bulldings, machinery
and so on as they become obsolete and worn out. These increased
costs are amply doecumented by work now being done by the 0il ine-
dustry. Refinery equipment, which before the Second World iar
could be built at a cost of 400 per barrel of capacity, now
costs more than $1,000 per barrel. Formerly a mile of pipeline
could be laid for $#12,000; it now takes $30,000 to do the same

' _job. Replacing & barrel of oil lifted from the ground has
reached the point wneré it reguires almost three times as nuch
poney as it did only a few years ago. Because of these infla-
tionary conditioans current provisions for depletion and dspreci-

abion do anot provide sums sulfflceient to meet this cost of doing
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" the profit dellar
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business. It is evident that a percentasge
will have to be retained to furnish thege replacemsnts to the
extent thay tﬁe amounts representing recaptured depreciation
cogts are upable to do so. Lusiness' bookkeeplng procsdurss and
the ruling of the Bureau of Internal Kevenue do not take oog-

Fa =]

nizance of the eifect of today's 1nllaticnary conaiticn on such

reported profits. It may be that some companiss reporting pro=-
fits acetually are liguidating toeir assets .l

However, many people hold that profits made by corpera-
tions as a whalé are iarge énougﬂ to justify tax on the unwar-
ranted aceumulation of surplus. TPo combat such dangercus
thoughts, the financial press is plugging the themebthat
current profits are lafgely illusory. Two factors are usually
given for the supportvof therillusory cufrent profits idesa.
Pirst, altogether inadequate provisions are belng made for the
cost of replacement of fixed assets., Secondly, higher unit
prices, which boost the value of year-end inventories, tea-
porary inflate profits. Discussing the first of thess factors,
the writers usually cite aicase similar to the following. A
manufacturer with plant and equipment costing $1G,000,000 befors
thie last war cannot now replace it for less than twice that sum.
He must, therefore, find $10,000,000 over and above his depreei-

ation reserves, In praetice, many corporaticns--United States

11 Reese Taylor, "Profits, Toc, Are Losing Purchasiag Power "
The United States Heows, 23:32-3, Cctober 10, 1947.




A4
I

~ T e o PP I oy e ) “'T Ty T ARl N S VY 3 € = TIEs
Steel, du Poat, and Geperal Jotors are gXaaples--ara e

3 i 5 P T gl Ty s TR =&t 3 ! S ek A A e & e £
nrofits altsyr making nrovigiocn for extre depresiasticn, not fo

1wlding dividends. DBub smueh of the plant and equipment now
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cases nearly as.high ac teodey. &H#néd new machinery purcihssed today
is not e ] ly identicel with thet which ig beinz discarded; much
of it, presumably, is a great deal more efficient and more nro-

fitable to operate, even asllowing for greater I

suggestion that rising inventory valuastione creete an illugicn of

profits also bears further study. Aectually, many corporastions

have largely eliminated inventery profits and losses by adopting

LY)
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the "Lifo" (last in first out) system of coating. Others,
notable the big retallers, have set aside, before striking
profits, large reserves against gible inventory losses. Cor-
porations whieh have gnot tsasken such p:ecautioas may be hit by
sharp price daclines. However, most corporations now protesting
price

ES

have provided adequate reserves agesinst losses by sharp
decline.l?
HMost corporations have gensraslly made large enough npxof
as to be financially able to withstand the loss of assels by
rigid enfercement of the surplus accumulation tax, Many corpor-
ations have reported large profits after provisions for unusual

expenses and inccme tax. Idle profits are some times used for

12 ¥eith Hutehison, "Up, and Up, and Up!," fThe Haticn,
165:532, Hovember 15, 1947.




investment or expansion of bunipess that are not ascessary. The
surplus accumulation tax, if'increaaad, would tax idle profits
and thus prevent, so to spsak, profits from being wasted by
overinvestment in plant. By transferring such pre fits to the
government, the public would benefit, probably, more than it
would if profits were retainsd by the corporations,

The guestion of uwsing the surplus accumulation tax to stop
the cohcentratlion of economic power is, at least, an interestlng
thought. Some writers contend that consolidations should be |
fostered, Concentration, to thean, seems to bs a good thing, bub
they would regulate such csnaeatratiOQ.so as to operate in the

. )

interest of the publie. loss produchion metholds can

0

st em=~
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ofe
ployed winen industries are more concentrated. Undsr conszi-
trated conditions, therefore, more goolds counild be produced for
the beneflt of the public.

| If competition is to be promoted, concentration of economic
power will have to decreases ‘There 1s a worldwide movenent to-
ward consolidation in every industry. Some statistics will well
illustrate this contention. Theze stabictics are based unon the

[

i

year 1932; abnormal times of later years would gomewhabt compli
cate the pleture, but fundamenitally %the relationships are largs-
ly the spame. In the manufacturs of automobiles two companies,

out of a total of nearly 200 engaged, occount For 61 psr cent
of the total output. In the meat-packing industry, in which
over 1,200 corporaztions were engaged, the two larsgest do 50 per
eent of the total business. In the production andg refiniag of

petrolesum, one of American's largest industries, 87 per cent
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the buslaess is controlled by four companises. Out of 486 steel
‘ five account for 75 per eent of the combined invest-
ment, n the manufacture of soap and soap products, three com-
panies, out of a total of over 250, do 92 per cent of the busl-
ness. In the refining of sugar, & per cent of the refinsries
do B89 per cent of the business. There are 60,000 telephonse
systems reported by the Uhlted States Census, yet 8% per cent
of this country's telepﬁone business is handled by the 23 assoc-
iated companies of the Bell System. The trend of concentration
of eapltal irn the major indusirisl fields is increasing with
time, L2 During Morldlwar II, the concentration of economiec
power in America was stepped up another notch. Perhaps it would
have stepped up still more were it not for the constant resis-
tance of liberal foress, chiefly the Small Business Committes.
The Small War Plant Corporation reported to the Senate Sumall
Business Compmittee that before the war, 250 corporations con-
trolled two thirds of our total produetion and almost without
exception what the big companies hold is the newest plant.
Sinee 1943 there has been a new wave of mergers in many isndus-
tries thst previously had been more or less free. On the other
slde of the picture, the total number Df{in&epen&ent business
(other than farm and professions) fell to 2.8 millions in 1943,
and by April, 1946, had recovered %o 3.3 millions. By the end

of 1946, the figure was reported as over 3.6 millions, the

15 William Hodges, "Defense of the holdlﬂg Company,"”
Annuals of American Academy Of Pol. 4nd Soc. Scienee, 159:7:14,
da0,, 1932




1argesﬁ number of independent eotablishaent in our histor vy, belns
ostly one-man busines ses.lh This increase in small businesses
took place whila the surplus tax was not being strietly enforced.
These staﬁietics demonstrate thot the concentration of sconomic
nower has been 1&0r@a81ﬂwc Hany corporations have used their
idle surplus to buy coatroling lnterest in other companies,
thereby inereasing coancentration of esconomic povier, Another way
of increasing conecentration of aconomiec power is for business to
use idle surplus to expand thelr economic activity. By taxing
surplus away from corporation, it scems logical that rate of
concentration of economic power will decline. However, this
method alone will not stop or decrease the rate of concentration
of economiec powsr, We feel, that 10 our economy that there are
forces that tend to promote concentration of ecoanomiec novwer.
The rigid enforcement of the unwarranted accumulation of surplus
tax would probably lessen the rate of concentration of economic
Dower 1o our eCconomy.

In suamary, corporations have tried to increase spending
that would he deductable on the income tax return sad yet be of
‘considerable value t0 the busiress ik fubure years. HMMost not-
sble example being increased advertising. The effect of the

tax upon surplus accumulabion upon different types of business

3

secing 2 operate 1o the detriment of the gmall growing busi-

ness. Tax reliel seems to be desirable for growling business.

1k pavida Coyle, "The Big Cannot Be Free,” Atlentic Ioathly,
179:78, June, 1947
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Section 102 of the Hevenue Law should be enforced more rigidly
for three reasons. First, corporations have too much liquid
asgets. The unwarranted svrplus acceunulation tax should be in-
ereaped only to do away with licuid assets that normally should
be paid to shareholders 1n the form of dividends. Second, pro-
fits sre large epough 50 as to justify more ripgid enforcement
of Section 102, Business have asrgued that profits are large,
but that they gren't too large, because purchasing dower has de-
elined. This argument can be met by explaining that asw egulp-
ment costs are high, but the company isa't replacing the same
productive unit. The unit generally is much more productive
and efficient than the replgeed unit, Afber cossideriaz sll
factors, unit gcost per produced unit is lowsred with the use of
new egquipment. Third, the tax should be enforced more rigidly
to stop coucentration of seocnomic power. The rigid enforcement
of the unwarranted accumulatlion of surplus tax would probably
lessen the rate of concentration of economic power in our

economy .
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CEAFTER IV
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POSSIBLYE RETHORS OF ATTACKING ToH SURTLUS

T 577
PROBLIY

In chapter one, it was shown that there are certaln eco-
nomie arguments against the accumulation of surplus by corpors-
ations. It was also shows tnat this is one of the ways that
certain wealbhy individuals can and do escape paying some in-
come taxes, The laws taxing uawarranted surplus accumulation
and other laws previously disoussed were passed for economic
as well as for tax purpoces. At lzast those who supported such
laws used the economic arguments as partial support for the
tax, Perhaps the chilef reason for the laws was simply to getb
the tax revenue,

The problém still exists. Present laws have not solved
the problem with complete satisfaction to all concerned. And,
~if wealth and the control over business becomes more coancen-
trated in the hande of a few, the problem will become more in-
tensified. It seems possible that the above concentration may
contlnue if dividend policies are unregulated.

How, then, shall the problem be attacked? Three lines of
procedure appear to be possible: first, discontiﬂue all such
form of regulation as are now in effect and let normsl business
and economic forces operate; a second possibility is that of

increasing the provisions of Seetions 102, 500, 501, and 504
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of ths present Revenue Law; a third line of attack is to try
sone new form of regulstion.

The first method-=thet of letting normal foreces of a free
economy operate is the simplest to do, bub probably would notb
remedy the gitustion. Such procedure would appeal to the
disciples of Adam Smith. In the United States, we feel thatb
under frees gompetitive sonditions the economic forees work for
the maximum benefit of all. Adam Smith was of the opinion that
in a frese compebitive ecconomic system there is a guiding hand
at work ¢ausing goods 0o be produced in such way as to give ths
maximun benefit to society. He felt that under free competi-
tive conditions, economic forces tend to allocate commodities
equitable snofg those who may rightfully c¢leim to goods pro-
dﬁéed- But we have not found this to be entirely trus., In-
stead it appears that, under free economy, there is a tendency
boward the davéloymﬁﬂt of monopolies., Under monopolistic con=-
ditions, economic forces are controllsd by some sezments in
the economy which cause wealth to be sllocated inequitably.
These sopirents aequire contreol of the economic forces go that
they obtain goods that dp not rightfully belong to them, and
by so doing they take goods away from those who are sntitled
to have them. OSometimes manageimnent, at other times labor, may
acquire eontrol of such economic forces and may be able to ob-
tain profits which are not rightfully theirs. Because of the
forces that check the incorrect allaeation of profits, con-
trolled by monopolistic forces, the problem of surplus re-

mains. f“he accumulabtion of surplus is the effect of the



ill-viorking economic forces in our modern economy. By COrrsc-
ting the ill-working economic forces, the economic problem of
surplus accumulation will disappear. DIost economic systems of
the World, before our Civil War period, were free competitive
systems is their entirety. After the Civil War, many nations

steadily drew away from the nearly free competitive systems to

a more controlled economy. GConcentrated economies have devel-
oped into partial monopolistic systems until today many of the

major nations of the World have partially monopolistic econo-
mies, Oince our seonomy is partial monopolistie, a solution
wnich allows‘the iree play of economic forces does not geem to
be feasable. It would not solve the economic problem involved
in surplus accumulation. Weither would it solve the tax prob-
lem. Corporations would be free to retain profits in order to
save stockholders taxes without fear of government interfer-
ences, Shareholders sell interest would dictate the Qolicy, to
the Board of Directors, of manmging earnings so as to cause the
least amount of taxes to be paid by the stockholder.

Another possible method of trying to solve the problem is
to increase regulations used in Section 102, 500, 501, and 504
of bthe Revenue Law. If the profits which had accumulated were
transferred to the goverament for the benefit of the general
publiec, most ill-effects of the accumulation problem would be
lessened., Wo doubt these sections have reduced the unfavorable
cconomic effect of surplus accumulation and the loss of reve-
nue by causing more dividends to be paid; or if not paid the

tax is collected. One thing that must be remembered is tha
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ths suriax levied by Section 102 does not require imunedizte nay-
ment ¢f & corporaite texpayer, bub may be acsessed by the Zureau
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year when the iacome rebturn i asudited. Thus the Eureau has the

%

advantage of several yeaes® hindsight. Although there have baen
a numbar of court decisions coveriag this scetion of the law
over a psriod of yesrs, there have becn comparativsely few rulings
gince the end of the second World Wer. Wevertheless, we have
endugh information in the way of Bareau proancuicoements and cases
to atbenpt the evaluatlion of the effect of Section 102. The
effect has been thalt management has undoubbtedly declsred more
dividends than they would have dsclared, had there been no law
governing the unwarranted sccumulation of surjslus. The Treasury
Department has the power to require every corporstion to file an
information return, to explain each item and to indicate why
thelr earpings wéreAretained. If the Treasury Department doss
not fesl that the explanstion is reascnable, the corporation is
‘liable to asgessient by the Treasury Department. One of the
unusual features of Secticmvlﬁz is the way in which the respon-
£ibility of tex payments is placed entirely upon the shoulders
of the taxpayer. The Statute states:

The fact that the sarnings or profits of a corporation

are permitted to accumulate beyond the reasorable needs

of the business shall be determinative of the purpose

to avoid surtax upon shareholder unless the corporation

by elear preponderance of the evideance shall prove io

the contrary.
The Treasury Department will give close attention to determine

whether or not Code Section 102 is applicable to the following:
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1. Corporations not having distributed at least 70% of

their earsnings as tazedble dividend.

2, ©Corporations havipg sums advenced Lo officers or share-
helders in forms of loans from the undistributed profits or sure

plus of which taxable dividends nmight have been declared.

_3, Corporations having iavested earnings in securities or
other proyarti@@ uarelated {o tb@ir normal businese =etivitlies.

L, Go:poratiaﬁsm-a majority of whoge stock is held by a
family group or othker small groups of individusls, or by a
trust or trusts for the benefit of such groupns.

5« Corporations, the distributions of which, while ex-
ceeding 70% of their earnings, appear to be inadequate when con-
sidered in connection with the nature of the business or the
financial position of the corporation or eorporations with
accumulations of cash or other quick assets which appear to be
beyond the reasonable needs of the business.

The Treasury Department has been very liberal in the en-
forcement of the tax payment. One reason for such liberality
may be because of the reslstance put forth by wealthy interest.
The Collectors of Internal Revenue have enloyed more success
in administrating the bax upon per@aaal}hsldiﬂg companies.
These sections have enjoyed considerable success and should be
enforced more rigidlyq The income tax angle of the surrlus
aceumuiation problem has been partially solved by these sections
of the Revenue Law, But the economic angle of the problem re-
mains entirely unsolved, What is needed to solve the economic

angle of surplus problem is legislation taxing svery
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Qor»“rﬂblon’ﬁ aurrplus, Thorefore, other proviclons should be

snacted supplemsnting thesge provisions 17 ths surplus acous ulae

The third method of attacking bthe surplus accunuliation prob-

the above described methods cowmpletely #olve the provlem, othar

methods sean desireble. Iastead of being one thing this is

broken down into three plans for the purpose of our diseussion,
wiich are: ths British plan, the partnershiy nlan, and tas ta
ocn undistributed profits.

The British have developed a plap for avoiding doubls fTax-
ationbof cgrgcrata earnings which will avold the preblem of
accuriclation of surplus. In recent years, under tae British
plan, the corporations may an incoame tax at the "standsrd rate®
of 50% of net income., Perscnal income i1s also tazed at 509 of
their taxable income. Dividends received by the sharehcldsrs
are not subjeeteﬁ to the income tax. This plan has the ad-
vantage of taxing income from all socurceg at the same rate,
whether it be iancome from corporations or fros cther sources.

D =

The exe gpt on for the taxpayer will normally be large in crder
to counteract the viclation of the prineipls of tauisng accor-
ding to the taxpayer's ability to pay. & plan siailar to the
British system has beea proposed in the United States of Ameri-
¢a but nsver has been adopted. It is known as the "with-
holding approach®. Under this proyosal,ﬁtha corporate ftax
would be regarded as a withholdiﬂg tax paid by the cornoration

on behalf of the sharsholders in the ratic in which the
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divilends paid are to the net earnings of the coipora
Under this plan, corporations could not withhold profits for the
e

purpose of saving shareholders taxes. OCorporation retazined

earnings would be taxed at the same rate as persomal lacans,

TF . ol

therefore, there are no chapces of saving taxes by retaining
sarnings. The arguments against both plans are apnroximately
simiiar. The wmain argument agalnst such tax is thet taxpavers

are taxed st the same rate regardless of their ability to payv.

o o

£
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4 personal income of $100,000 will be taxed at the same rate as
an incamé of §2,000, after exemption for the taxpayer. The neo-
ple in the lower income groun will suffer much more than the
bigher income groups. 7The exesption for the taxpayers will nor-
mally be large for-each dependent in order to counteract the
violaticn of the principles of taxing according teo the taxpayer's

soass with

o

ability to pay. The British have had considerabls s
thelr plan, but it probably will not be adopted in this country.
This plen faces the problem of surplus accumulstion, but it
violates the prineiple of taxing according to the ability %o

pay, which is serious enough to defeat such a taz plan.

Another plan which has received considerable attention iz
referred to as the Y"partnershin method"™. Under this plaa, all
corporate income, whether distributed or not, would be taxed
through the shareholders just as though they were partuners., IT
the corporatiocn is nothing more than a legal fiction, this lis
plan., Each person would be taxed on all of
income whether distributed to him or not. Under this plan, no

tax would be imposed on the corporation, but stockholders would
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well as the distributed ezrniangs of the corporation. The oaly
profits with the respect 1o which ro tax is pald, would be
those which asre psid or allocable to exenpt individuals or ex-
empt institutional recipients. The partnership approach accom-
plish the compleote integration of corporation and individual

incone taxes by elimlnating the corporation tax. The problem

]

of the evasion of taxes by the retention of sarnings would then

sny stoclknolders will not bhave enough ¢ash

£y

be eliminated.l I
for the paymeant of the tax vpon thelr share of corporate earn-
inge not digtributed by the corporation. When one has $0 pay

tax upols income he does not receive, he will exercise svery

4

poseibls means of obtalhning ths igcome in the form of divi-

oo
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dends. Thsre are, however, two major difficulties with this
approach. ¥First, there is the matter of treating a small stock-
holder of General Hotors o of American Pelepiione and Telegraph
stock as though he were a partner {(whielh he cleerly is not).

Can or should sueh a stockholder be taxed on income which he

has not recelved, and which caunnot be forced from the corpor-
ation, and which may pot even be reflected in the price of his
stook? TFurthermore, will it be possible to administer a law
shich requires the Bureau of Internsl Hevenue to follow each

dollar of corporate profits through to the individual

=]
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1 Gordon ©. Keith, "The Corporation in the Tax System,”
Commercial and Financial Chronicle, 163:3233, June 13, 1846.

————
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‘stoekh&lder in order to meke sure that it was correctly reported
on his tax return? Until satisfactory answers can bve found to
these questioﬁs, the partnership plan caniot be regarded as a
practical or gensral approach to the corporation tax problem.
Some propose that in order to correct the problam, EOTPOr=
ations should be granted a deductlon from taxable ianconme for
dividends paid. The corporation would be taxed only uypon
earnings rebtained as surplus by the corporation. The general
eor?arate income tax would be discontinued. Shareholders
would be taxed upon dividends when received, The main differ-
ences in this plan from the undistributed profits tax is that
general corporate incoms tax is elliminated. During the years
1936 and 1938, we had an undistributed profits tax., This tax
was repealed by Congress as unworkable and updesirable. The
undigtributed profits tax meetes the problem squarsly and is
simple and offective, However, there is some critieisa to the
plan, It would affect managements business decislons. Reten-
tion of earningg is pen=zlized by the tax, and the rate of such
tax normally will be high to prevent tax avoidance by such a
retention. The tax becomes a penalty oo business development
and expansion, and is especlally harsh on small and growing
corporations with small oapital rescurces, and upon those which
must retain a substantisl share of earnings for legltimate
growing purpose. New tax based upon retained earnings will be
criticised for the shove reasons. However, this plan will

remedy the surplus accumulastion problem if enacted.
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T summary, we have studied three possible methods o

F

attacking the surplus accumulation problem. First, is dilscon-
tinuing the regulation and let normal foreces operate. Our
gconony l1ls parbtial nonopolistic, and therefore this method will

probably aot work. Oecound, is to lncrease the provigions of

Sections 102, 500, 501, 504, of the Revenus Law. UGther pro-

e
[

visions should be enacted to supplenent these provisions,

e
[os2

the surplus accumulation problem is to be solved. Third,
trying some new form of regulation of the accuzulation of Sulw=
plus, Brample of the new forme of regulatiors are: the
British plan, the partnership plan and the tax on undistributed

profits, New forms of resgulations are desirable and worthy of

oy

consideration.
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