'EXCESS PROFITS TAXATION

A CoMPILATION OF

MareriaLs on Excess Prorirs TaxaTion
AND -

A BisLiograPHY oN WaAR Prorits anp Excess Prorirs Taxes

TAX FOUNDATION, [NC
50 Rockefeller Plaza .. -
New York, N. Y.

August 15, 1940




Thls compilation and bibliography arc preseanted in the
hope that they will contribute to a fuller understanding of o
~difficult and ot times controversial subject. 'In éelocting the
matorials included an effort was made to obtain a cross section
of opinions ond points of view. A.ttonti-on is directed to the
. bibliography of periodical and special materials on war profits
and excess profits taxation issued from 1916 to 1940. In the
light of rccent events, the body of literature devoloped as o
result of our experience with these forms of taxation during
and imodiatoly after tho War of 191U-1918 has assumed a new

significance.

August 15, 1940 TAX FOUNDATION

i1




CONTENTS

Poge
Current Proposals ' 1
b Some Aspects of the Profit-Tax Bill 2
. The Excess-Profits Tax 3
Taxation and National Defense L
Holding Up Defense 5
Zxcess-Profit Tax Hinges on Business 6
The Revenue Angle . T
The Basgis For An Excess-Profits Tax ’ 8
The Veluntion of Business Investments 9
Zffects of Excess Profits Taxoes A 10
Bicess Profits Tax: A Wartime Measure 11
Zxcess Profits Taxes, 1933 “o 1940 3 S 12
The World War and Postwar Federal Taxation 13
. Wartime Taxes on Profits | 14
LIST OF TABLES - . IE
National Defense Expenditures, Fiscal Years 1928-1941 ¥ o -
Taxos, Not Income and Dividends of All Activo 5
" Corporations in the United States 16 - |
Bffects of Tax Incroases 17 |
Table Showlng 7,899 Repregentative Corporations Classified | |
According to Amount of Invested Capital and Ratio of Net
Income to Invested Capital During tho Taxeble Year 18
Excoas~Profits Taxes of Twelve Coal Companies 19
BIBLIOGRAPHY
s Bibliography on War Profits and Excoss Profits Taxoes 20
l. Poriodical and Snovial 20
II. Goreral 25
111 i




OURRENT PROPOSALS

As recently as June, it appeared that an excess profits tax bill might not
be introduced before the opening of the next cession of the Congress. On July 1,

1940, however, the President sent a message to the Congress requesting immediate
preparation and enactment of a "steeply graduated excess profits.tax." Members of
the Woys and Means Committee and the staff of the Joint Committee on Internal
Revenue Taxation, together with Treasury experts, began work on various phases of
oxcoss profits taxation soon thorcafter, with a viow to submitting a bill to the
Congress at an carly dato,

The offorts of & spocial subcommittea of the Ways and Moans Committoe
culminated in an announcemont on August 6, that two plans for computing credits
against not profits in determining tho base for the oxcess profits tax had been
agroed upon. The first credit consists of average carnings during the years 1936,
1937, 1938 and 1939 plus the fixed sum of $5,000. It is provided that if the

‘' corporation acquires now capital in any taxable year, its credit can be increased
by &% of tho now capital. If thore is a reduction in capital in any year, tho
credit would bo roduced by 6% of the amount of the reduction.

The second method provides a maximum excoss profits credit of 10% on theo
invested copital and a minimum credit of not less than 6% on the first $500,000 of
invostod capital, plus 4% on the romainder of the invested capital., Botween thoso
moximum and minimum limits, o corporation would be given a credit ﬁqunl to 1ts
avorage rate of return during the 1936-1939 base period.

) Tho ratos for the cxcoss profits tax are uniform, regardless of the credit
sclected in detonmining the tax baso. The rates arc as follows:
1. Net incomo not in excoss of 10% of tho ©XCoss Profits $aX.eeesesecsssss 259
2. Net income in excoss of 10% of tho credit but not in excess of 20%.....30%
3, Not income in oxceoss of 20% of the Cradit....veeessssseencenroseesenes 40P

Tho choico of mothod of payment is limitod to corporations with oxporience
during ench of the four yoars in the bansc poriod. A corporation which was in
operation during only one, two or throe yoars would have to pay on tho rclationship
between oarnings nnd invested capital. In dotermining the avoragoe carnings for tho
baso period, deficit yoears cannot be oxcluded.

New corporations would be taxed on the basis of investod capital and would
be allowed a credit amounting to a roturn of 10% on the first $500,000 of invested
capital and a roturn of &b on the ramaindor of the invostod capital.

Hoarings on tho propoged tax measurc before the full Ways and Means
Committce and the Sonabe Financo Committco began on August 9. It was announced on
Avgust 10 that it was hopod to have the leglslation on tho Presidont's desk by

August 17.
&




'SOME ASPECTS OF THE PROFIT-TAX BILL

The proposed bill is a drastic tax measure; it is capable of a stifling
effect upon industries not sustained by the mational defense program. It is
not a tax upon the "excess" of the rate of profits for the taxable year over
the average rate for the basic period (1936-39), because the credit allowed
under the alternative plan is iimited to a meximum rate of 10 per cent of the
invested capital; nor is it a tax upon the excess of income over a "normall
rate of profit on investod capital - unless 4 per cent has come to be re-~
garded as a fair return on investments in capital stock of business corporations,

A limitation of 10 per cent upon “invested capital' - as this term
has been heretofore employed for excess-profits tax purposes - disregards
unrecorded capitalized goddwwill of established corporations, Inasmuch as
only tangible assets, for tax purposcs, rccoive full credit as invested capital,
good=7ill, which has been built up through consistent earnings, and is re-
flected in the investment values of a corporation's sccurities, is left out of
consideration. Therefore, unless credit is allowed for the actual rate of
earniqgs of the basic period, the investment value of such good-will may be
partly or wholly destroyed.

It is proposed that corporations in existence during the basic years,
vhich either sustained losses or whose earnings werse low, shall recelve a credit
of 6 per cent on the first $500,000 of invested cepital and 4 per cent on the
remainder of invested capital, It is proposed that a newly formed corporation,
however, will receive a credit of 10 per cent on the first $500,000 of invested
capital and 8 per cent on the remainder.

On the basis of these limitations wn established corporation vhich
has struggled through a depressed basic period without net earnings or with
nominal earnings, as compared with a nevly formed corporation with like
capitalization and earnings for the taxable year, would be subjected, in the
highest bracket of the tax, to a greater tax on its income by $16,000 on each
$40,000 of net income and $1,000,000 of invested capital.

Such a discrimination between corporations otherwise similarly
situated would seriously affect the ability of the established corporation
to compete with the newly formed corporation,

1. TFrom Godfrey N. Nelson, "Drastic Aspects of Profit-Tax Bill," The New
York Mimes, August 11, 1940, . -




THE EXCESS-PROFITS max!

At first glance it might appear that the proposcd tax scheme
wos less drastic than that adopted during the World War. It obviously
exompte a larger number of small corporatidns; it is more liberal,
in that it gives the taxpayer the cholce between the two alternative
formulng, and the range of asscssments is considerably lower. On
the other hand, whercas the World War mechanism rccognized 8 per cent
as o "ormol" rate of return, the proposed law, 1t will be noted, is
based on a 6 per cent rate, this to be reduced $o 4 per cent in the
case of investments beyond $500,000. 3But the most important difference,
perhaps, is not to be found in the rates of tho ocxcess-profits tax
itselfs It is to be found in the fact that vheroas the normal
corporation tox nt the outbreak of tho World War was only 1 per cont,
the now taxes would be superimposcd upon corporate income taxes today,

which alrendy avorange closc to 21 per cent.

1. . From an editorial in the Now York Hornld Tridunc, August 8, 1940,




TAXATION AND NATIONAL DEFENSI™

On the other hend, if taxes are advanted too rapidly or at the wrong
points there is grave danger that not only will the oxpansion of tho defonse
industries be impeded but - becausc of the chock upon investment and consumption
generally - production, employment and the natlonal income may be frozon at the
oxisting sub-normal levels. In such case all that will have been accomplished
will be a shifting of production from peacetime to defonse industrics and a corros-
ponding roduction in the standard of living.

Only within tho past two months we have increased texes to the oxtent of
approximatoly o billion dollars a yoar, and it is conceded that additional taxation
may oc nceded bofore we arc through, But before subjocting industry and the people
to new taxcs at tho risk of impairing efficlency and drying up the scurces of
capital, we ought to weign carefully the possibilities that exist not only for
_increasing tax yields tarough an expansion of the national income, but also for
'effacting econonies outside of the ams budget. For the past seven yonrs: the
Federal Government has been spending billions of dollars for pump-priming and
rolief, justified on the ground that there were not jobs cnough to go around and
that but for thnese expondituros millions of poople would starve, With so much
work now urgently needing to be done for the dofense program, it ought to be
possible, as the program procoeds, to disponse with most of this "made® work,
thus rolieving the budget and making available additional funds for arms spending.
But here again it is a queation of the general policies pursued towards industry.
If these are of aldnd to cncourage and stimulate industry it should bo possible to
nake this shift, Otherwiso we arc likely to find oursclves saddled with a huge
defense cost and a big rolief bill besides.

The problem, in other words, is a broad onc of making tho economy strong
as a whole, and of secking the highest possible productivity of mon and machines.
Thus the total fund of wealth and incomo would be increascd, and the proportionate
burden of defense costs thereby diminished.

1. From Tac National City Bank Letter, The Nationnl City Bank, New York, N. Y.,
august, 1940, p.95.




HOLDING UP DEFENSE™

It is an open secret that Amy and Navy contracts are being held up by the
uavillingress of manufacturers to make largo capital outlays for new plants and
special equipment required to execute national defense orders. The chief reason for
their reluctance and the most formidable obstacle to progress at the moment is the
failurc of the Govornment to give satisfactory assurance that the cost of such out~
lays can be fully recovered by the time the emergency is over and the defenso cquip-
ment is no longer noeded.

Industrial concerns cannot afford to mako extensive capital oxpenditures for
dofonse purposes unless the Government makes sdequate allowance for the amortization
of such investumont. In other words, thc cost of spocial defonse facilitios must bo
deducted from profits subjoct to the income tax and prospective oxcess-profits taxes.
Tho Administration has signified its willingness to be liborel in rospect to amorti-
zation ollowances, But too much 1s at stake for industry to risk rolying upon pro-
mises alone. ihot is required is an immodiato omendment of tho tox lows liberalizing
doprociation allovances as urged by the National Association of Manufacturors.

Tho N. A. M. does not opposc onactment of an oxcoss-profits tax, roslizing
that the present emergency makos it necessary for the Govornment to reiso more re-
vonue. But it does objoct to the Administrotion's plan for doferring action on the
amortization proposals until Congress is ready to vote on an excess-profits tax

measure. Prompt action is required, as the N. A. M, states, to "remove a serious

bottleneclk now holding back progress in the defense progran.

If Congress should follow the recommended order of procedurc, it would not
only act as o spur to the lagging defonse industries; it would also give Congress
mora time to study the problems connocted with the toxation of oxcess profits. As
& rosult, thore would be less danger of hasty enactmoent of an unsatisfactory tyme of
oxcess-profits lovy that would impose additional hendicaps upon the successful carry-
ing through of the defense program.

L. Bditorial, Washington Post, August 6, 1940.




EXCESS~-PROFIT TAX HINGES ON BUSIHESS]'

Congressional contemporaneous reports upon the World War and post-war
excess-profits taxes furnish the most reliable information obtainable on our ex-
perience with these taxes. In any spplication to present industrial conditions
of the lessons learned from that experience, however, we must recognize the con-
trast between the industrial situations then and now existing.

In 1917 industrial prosperity provailed throughout the country; both
labor and capital were profitably employed; capital was plentiful and it flowed
freoly end without undue restraint or timidity; mutuel respect between industry
and the government inspired a mutual confidence. Business gonerally had attained
such a velocity that almost any tax, however sovere, could only have slackened the
nace.

Tho business situation today is quite different. Not all industrics are
onerating profitably and few at capacity; unemployment 1s still very large. Vhile
capital 1s plentiful, it is hesitant about assuming business risks; it prefers a
noninal return from tax froo sccurities to a bettor but uncertain return from tax-
asle socuritics. DFor obvious reasons incentive to invost capitel in productive
entorprise has lacked cnthusiasm. Conservation rather than expansion of capital
has prevailed among investors.

Present business conditiong do not appear to warrant the set-baclk which
general business would be subjected if the excess nrofits tax were adopted. As
early as December 6, 1918, less than a month after the Armistice, the Finance Com~
mittoe of the Senate said of the excess profits tax: MRepregsive taxes which in
timg of war are justified for the very reamson that they diminish the domand for
labor, capital and raw material, aro for the very same reason obnoxious and un-
dosirable in times of poace.”

Thus it wos recognized that the war-time excess nrofits tax was enacted
with & view to diverting labor, capital and raw material from business into war
activities. But our present situation is not comparable to the World War years.
While the national defense program must proceed wwoecily, avallable employables
gshould meko it possible, in part by substitution for those already engaged, to per-
nit of continued cxpansion of general business. And while the purnose of the tex
lg to ralse revenue for the pnyment of a portion of the cost of the national decfeuse
progrem, the oxtent to which it may detor goneral business, and thoereby reduce the

rovenues, and creoto more uncuployment, should not vo loft out of considoration.

1. From an article by Godfroy Ili. Nolson in Thoe Now York Times, Sunday, Aug. 4, 1940
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THE REVENUE ANGLEL

Iven though costs under the emergency program cen be held at a minimum

and public expenditures for other purposes can be reduced to gome extent, the

- 'volume of expenditures to be financed will be extremely large, Any additions to
or changes in the tax system that may be required should be based on several cri-
teria, ZEvery effort should be made to develop and maintain a tax system that is
fair and non-discriminator;, The tax laws should be as simple as possible and the
taxes imposed should be readily ascertainable.

Punitive taxes should be avoided. Under no circumstances should the
energency be an excuse for punitive taxation that tends to desti,y the incentives
that are essential to the operation of industry, There are inflationary tendencies
in the punitive taxation of profits, for cost outlays to avoid such taxes would
be encouraged. In nc event should the effieciency of management be penalized and
discouraged, |

Additional federal revenues will have to be ralsed, At present there
is é tendency to regard the proposed excess profits tax as a logical source of
large additional revenues., The exactions that are planned are justificd on almost
every conceivable ground, including the theory that a graduated tax on profits of

Itha type rocently proposed would be effective as a medium of price control,

The analysis in this article sugge ts that any excess profits tax law
that may be adopted should be drawn with extreme care, 1% should have as its
objective the taxation of true increment profits, This would require exemptions
of net income based on both past earning power and a minimm return on invested
capital, The income tax gtructure rather than the excess profits tax should be
the primary reliance for additional revenues based on income and profits, The
revenues from the excess profits tax should be rogarded mercly as supplementary,
Any other additions to the tax systom should be carefully chosen with a viow to
maintaining both tho incentive to lower costs and the motivating force of reasona~
ble business profits,

I, From Mational Dofonse: A Cooporative Zffort," The Tax Reviow, Tax Foundation,
Inc., New York, August, 1940, p. 23.
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THZ BASIS FOR AN ZXCESS-PROFITS TAX

Latest developments in Washington suggest that Congress probably will
use excellent judgment in its enactment of an excess-profits tax to be levied
on corporations., What is needed, of course, is & tax which will not be so
burdensome that it will interfere with the defense program and yet one which
vill prevent profiteering, '

The chiet difficulty in setting up such a tax is to determine the
basis of the levy. Some had suggested that earnings in excess of a three-year
average should be subject to recapture. Others held that profits over and
sbove a fized return on invested capital should be shared with the government
in the form of taxes,

Both of these methods, while seemingly fair would be partially harmful,
That is to say, no matter which method was adopted some corporations would be
‘hit much harder than others, It will be eppreciated that some companies
normally earn a higher rate of return on invested capital than others, Likewlse,
some companies have done fairly well during the last three years, while others
have found the going rather rough.

If averuge earnings were used as a basis of calculation those which,
because of general business condltions, have made subnormal showings would be
penalized. The steel companies, for instance, would fall into that category.
That industry is rccognized as a "prince or pauper!" busincss,

If income on invested capital were selected as a starting point,
concerns with normally nigh earning power would be hurt., The automobile companies
would be among those seriously affected under such circumstances. That business
is conceded to be quite risky, with earnings partly determined by the whims of
the public, so they are conceded the necesslty of "making hay while the sun
shines,!

1. From an article by Ralph Hendershot in tihe Ifew York Torld-Telegram
August 8, 1940,
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THE VALUATION OF BUSINESS INVESTMENTS!

Probably the most serious obstacle to the utilization of the excess profits

tax as a normal peace-time revenue is the administrative problem of defining
accurately the excess profits of business enterprises, The advantages of an
excess profiis tax are appealing and at first thought it may seem easy to de-
termine .the existence of excess profits. To avoid the necessity of evaluating
business ‘investments an excess profits tax may, as has sometimes been done, be
based upon the excess of total profits in the taxable year over the total profits
of a given base year or the average of total profits in {wo or more selected
years, It is next to impossible, however, to find a normal year or period for

this type of excess profits taxation which will not result in grave inequalities .

unless the tax is adjusted by the administration to the particular conditions

of each establishment. Allowances must be made for capital additions and with- "

drawal:; for business expansion and contraction. Uhe total profits, of course,
do not indicate the rate of profit return. It is highly significant that the
present excess profits tax of England defines excess profits in relation to

the value of the investment rather than in terms of prewar or standard totel
profits. The opinion prevailed in England after the World War that considera-
tions of equity require a valuation of investments in order that the rates of

+ return upon them may be discovered. Economists appear to be agreed that it

is morc logical to employ a tax based upon the rate of the return rather than a
“tax based upon the excess of profits over those in a given period.

The valuation of investments, however, is a colossal undertaking and it
is questionable if such valuation is reasonably practicable. The valuation of
public utilities for rate-making and the valuation of property for taxation
suggest some of the crucial provlems which would arise in valuation for excess
profits taxation., = ' )

1, From A, G, Buehler, "The Taxation of Corporate Excess Profits in Peace and
War Times." Law and Contemporary Problems, (School of Law, Duke University,
Durham, N.C., Spring 1940,)  Vol, VII, No. 2, p.300




EFFECTS OF IXCESS PROFITS TAXES®

The most important consideration in planning an excess profits tax

at the present time is the poseibility that national defense production and re-

emloyment of idle men may be dlscouraged.

As already noted, a tax which takes away no more than the amount of |
profits in axc..ass.'.of.r.:the smount which is economically necessary will not hamper
investment or productioﬁ. If the tax applies to all industries, and not only to |~
those directly. serving the government, it will not in itself discourage invest-
ment in the defense ihdustries, since every alternative investment will be
oqually taxed. The danger is that investments of all kinds may be discouraged, |
if business raaﬁ think the exemptions are so low and the rates so high that the |
prospective profits are not sufficient to offset the risk of investment. Per- |
heps of even greater importance than the level of examptions and rates is the |
fear that the tax may actunlly take more than tho earnings if statutory pro-
visions or administrative rulings are too rigid to allow roasonable adjustments
in particular cases. |

Small companies may suffer more under an excess profits tax than large
ones, since in genersl they are less adequately capitelized, and also because
their earnings are more uncertain and a higher rate of profits may be economi-
cally Justified. Small companies, too, must often rely on their own profits
for exponsion since they cannot reach the capltal market as easily or under as
favorable terms as larger and better established companies, This consideration
is nodified by recent governmental provisions for supplying capital to thoseo
concerns directly engnged in defense production. The burden on small companies
could be lessened by using different schedules of rates for different sizes of

corporations, somewhat as provided under the regular corporation income tax.

1. Willard D. Arant, Taxing Excoss Profits, (Tho National Economy Loague,
New Yorl, August 9, 1940}, p. 13.
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"EXCESS PROFITS TAX: A WARTIME NEASURE!

The excess profits tax, at best, is suitable only as a wvar-time
measure. hIf business is operating under great pressure for immediate production
of materials, almost without regard to cost, the tax can be borne. 'his was
the fact during the World War, but aftor the Armistice its prgdubtivity fell, |
from a peak revenuo of $2,500,000,000 (for 1918), to $335,000,000 (for 1921).
According to the rate of diminishing returns in the interim, another year of
it probably would have produced only a nogligible amount of rovenue. .

Unless business oporntes under an artificial impetus, as in wartime,
the tax is liable %o have a restrictive and harmful influenco upon business
gonerally. It is 1likely to gonerate inflationary tendencics and to cause
vastoful oxponditures of profits. This it did during the World War and for
threec years thorcaftur. and its repeal no doubt contributed to tho drastic
commodity deflation vhich followod.

If tho oxcess profits tax is merely sought now in order to rostrict
profits on government contracts, and if this is not accomplishable undor
prescnt provisions of the Vinson act, this act might bottor be so amended @

.o save to the government by reduction of cost of dofonse facilitlos the greater
portion of what might bo ronlized from an oxcess profits tans. General business
would not be thus disturbed. Morgover, tho additional rovenue to be derived
from onhanced non-defonse activities would moro: than make up for any difforence
~ in revenuo, not to montion the benofits to be had by way of incroased employ-
ment in ¢the field of gonoral business.

It is ndmittod that the cxcess profits tax has vast potential revenuo

producing qualities. 3But only war itsclf could Jué%ify our assumption of its

unavoldable ndministrative inoqualities.

1. Godfroy N. Nolson, "Difficulties in Tnx on Excoss Profits,” MNew York Times,
Sunday, July 7, 1940,
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EXOESS PROFITS TAXES, 1933 T0 1940

The National Industrial Recovery Act approved June 16, 1933 provided
for the imposition of three business taxes which were officially designatoed
Ro-omploymont and Relief Taxes., The three taxes added to the fodoral rovenue
system by this Act woro (1) a corporation capital stock tax, (2) an excess
profits tax applicable only to corporations and (3) an oxcise tax on corporate

dividonds.
' The cxcegs profits tax was lovied at the rato of 5% on net income
in oxcoss of 12.55 of the adjustod declared valuo of the copital stock. For
foreign corporations the base for tho tax was the adjusted declared value of
copital omployed in the transaction of busineoss in the United States. The
tax was made applicable to profits for the incomo-tax taxablo year ending
ofter June 30, 1933. This tax was properly rogarded as complomentary to the
capital stock tax. That is, if tho valuc of the capltal stock wore declared
at a low figure for the purpose of minimizing this tax, tho oxcegs profits
tox would become spplicoble, Becaugo of theo complementary nature of tho two
taxos, in practice tho combined taxes payable on account of the two lovies
deponded upon the ability with which the capltal stock valuntion could be
adjustod to carnings prior to tho poriod in which tho ocarnings accrucd.

According to the provisions of tho Notional Industrial Recovery Act,
thoe oxcoss profits tax was to bocoms inapplicable in tho taxable yoar followling
the taxablo year in which the date of ropeal of the Eightoenth Amendment occurred.:
The Revenue Act of 1934, howevor, provided for the continuation of this tax and
the capital stock tax at the same ratos as in tho 1933 Act. The rate for the
oxceoss profits tax was changod by tho Rovenuc Act of 1935 to 6% on net incomo
in oxcoss of 10% and not in oxcess of 15% of the adjusted declared value of tho
capitnl stock and 12% on not income in oxcess of 15% of adjusted declared
valuo. The law was amendod by the Revenue Act of 1936 to provide that the
income tax should not be deductibleo in computing tho oxcess profits tax, The
ratos providod by the 1935 Act were continuod unt11’1930. The only change
mode by tho Revenue Act of 1940 involved ar incroase of the tax payable by 10%
of the oxcess profits tax as computed.

Tho oxcess profits tax applicable to corporations in rocent years
has not boen important ng a producer of revenue. According to data in Statistics
of Incomo the largest total lovy on account of oxcess profits was $43.000.000
for 1937.
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THR WORLD WAR AND POSTWAR FEDERAL TAXATION™

Major wars inevitably and profoundly affect the finances of the
participating naticus for many years after hostilitles cease. In the United
States, for example, federal interest payments alone in the immediatc postwar
poeriod oxcceded total expenditures in the prewar ycars.% ..

It is not possible to plcture the composition of the tax system during
the 1920's without tho influence of the war. The rates for tho income taxes
would probably have been increased in any ovont to & level somewhat above
those in the 1913 law, but there is ﬁo reason.to bellove that the rato on
corporation incomes would have risen above 3% or U4 under peacetime conditions.
‘uﬁhe actual rato on corporation incomos under the Rovenue Act of 1924 and the
“two following nctswaried betweon 12% and 133%. It appears that tho war was
rosponsible not only for the high rates applicable to corporations, but also
for the practice of. taxing corpornte income at a rate well nbove the normal
rate on individual income.

Wnrtime experience with certnin excises vas an influontial reason
for adopting taxecs on the samo commodities in 1932, when it was again found
necessary to rosort to such levies. ' The capital stock tax imposed by the
Wationnl Industrial 3ecovery Act in 1933 was pattorned after the wartime
capital stock tax. Some precedent for the undistributed profits tax of 1936
is found in tho Rovenuc Act of 1917. |

The conclusion is inoscapnble that the fodoral tax system as now
constituted, excopt for payroll taxes, is largely tho rosult of wartime adjust-
ments. Wo nre now o hoavily taxed nation in contrast to our sitwation in 1913.

The raising of largo additionnl revenués would be n far morc difficult task

than it was a quartor of n century ag

T, Tror "Podoral Taxation in the Wbrld Wnr Poriod,“ Conferonce Board Economic
Rocord, October 11, 1939.

2. Intorost paymonts for 1923 umountod to $1,056 million. Total oxpondituros
for 1914 wore 8735 million, including interest payments of $23 million.

13




WARTIME TAXES ON PROFITS!

The first of the war-tax measures was the excise on munitions manufacturers.
This tax was enacted as a part of the Act of September 8, 1916, It imposed, in
addition to the income tax on corporations, a tax of 12.5% of the net profits of
manufacturers from the sale of firearms and munitions. The tax was also applicable

- to profits resulting from the manufacture of submarines. This tax was made retro- '
'active to January 1, 1916.

The Act of March 3, 1917, which was designed for the purpose of providing
revenucs for a spocial proparedr “3s fund imposed an oxcess profits tax at the rate
of 8% on not incomes of corporations and partnorships in excess of 8% of the
invested capital. In computing the tax an excmption of $5,000 of not incoma was
allowed. .

The War Revenue Act of Octobor 3, 1917 imposcd a more cemplicated form of
excess profits tax. A deduction was granted equal to the average rate of profit -
on invested capital in the period 1911 to 1913, but not less than 7% or morc than 9%.
Tho rates for this tax wore as follows: |

' Not Profits Betwoen Rato
Ded.uction and 15% 20%
15% and 20% 25%
20% and 25% 5%
255 end 33% Y455
¢ ‘ 33% and above 60%

The above ratos applied to partnorships and individuals, as woll as
corporations. The specific excmptions granted were $3,000 for corporations and
$6,000 for partnorships and individuals, Tho rate for the munition manufacturors
tax was roduced by this Act from 12.5% to 10% for 1917 and provision was made for:
i1ts discontinuance theroaftor.

Tho Rovenue Act of 1918 provided for a combination of war profits and oxcess
profits tax for the year 1918. The law provided that for 1918 the rates should be
30% on corporation profits of more than &% and not moro then 20% of invostod capital,
and 65% on profits in oxcess of 20% of invested cepital . Under the war profits tax
provision an sdditional tax was imposod cqual to the sum, if any, by which 80% of
tho amount of not income in excess of the war profits credit excocded tho amount of
thoe tox computed on the basls of the rateg of 30% and 65% for the excoss profits tax.
For 1919 and lator yoars tho rates for the oxcoss profits tax wore 20% on corporation
profits of morc than 8% and not moro than 20% of investod capital, anl 40% on
profits in oxcoss of 20%, This tax was ropealed offoctivo January 1, 1922

1. Adaptod from the soveral rovonue acts.
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NATIONAL DIFENSE EXPENDITURES,
Fiscal Years 1928-1941

Source; Annual Reports of the Secretary of the Treasury
Computed by the Tax Foundation

Vational Defense Expenditures

National Defense Expenditures

as a Percentage of

e

In computing the percentage for 1937 and later years, transfers

Fiscal Amounts in
Year Millions of Per Capita Federal National
Dollars in Dollars Expenditures Incone
1928 626 5.22 22.4 0.8
1929 677 5e5T 22.9 0,8
1930 702 5-%& 22,3 0,9
1931 700 T 19.7 1.1
1932 702 5462 15,8 1,5
193 666 E.}O 17,6 1,6
193 540 026 9,1 1.2
1935 710 5457 10,2 1,3
1936 912 7.10 10,6 1.3
1937 935 723 11l.5a 1.
1938 1,028 7.89 Y4.7a 1.5
v 1939 1,163 8.93 13,68 1.8
1940 1,559 11-37 17.7a 2,2
1941b 5,000 38,40 40,0 6.3
9416 . 3,600 27465 32.4 4,5

to the old-age reserve account and the railroad retirement
account werc deducted from total federal expenditures.

be Istimated, In making the éomputations for 1941, the population
estimate for 1938 was used, and it was assumed that the national

income for the year ending June 30, 1941, will be $80 billion,
National defenso exponditures for 1941 arc estimated on g

minimum-maximun basis,
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TAXES, NET INCOME AND DIVIDENDS OF ALL ACTIVE

CORPORATIONS IN THE UNTIED STATES-
In Millions

et War &  Local Net

Incone Foderal Excess State Income Divi-

beforE Income Profits & misc. Total a.“t‘ta::"2 dends
Year  Taxes Toxes Taxes Taxes Toxes Taxes Paid 3
1916  $9,109b $ 172 $..... $1,000 $1,172a $7,9370 c
1917 11,14 K0k 1,639 1,041 3,183 7:958D c
1918 g, 646 655 2,506 828 3,987 4,659 c
1919 9,526 T4 1,432 932 3,107 6,419 c
1920 7,292 637 989 1,198 2,823 4,469 c
1921 2,120 366 335 1,473 2,175 -55 c
1922 6,682 175 8 1,518 2,302 4,380 2,634
192 8,399 937  « weene 1,635 2,572 5,827 3,299
192 74550 882  ...s. 1,670 2,552 1,998 a.hzﬂ
1925 9,915 1,308 s 1,774a, 2,944a 6,971 ,01l
1926 9,882 1,830  seese 1,878 3,108 6,774 4,439
1927 9,025 1,130 ... © 2,014 3,145 5,880 4,765
1928 10,953 1,184 ... 2,203 3,387 7,566 5,157
1929 11,499 1,193 ..... 2,222 3,415 8,08l 5,927
1930 4,375 7 2 2,297 3,009 1,366 5,631
1931 ~515 399 e 2,231 2,630 -3,145 4,182
1932 -3,002 286 ..., 2,087 2,373 -5,371 2,626
193 168 416 7 2,124 2,547 -2, 379 2,101
193 2,920 528 o 2,162 2,758 162 2,672
1935 5,037 710 25 2,628 3,363 1,674 2,927
1936 8,052 1,169 22 2,958  Y4,1lg 3,903 4,702
1937 8,81l 1,233 43 3,666 M,Ege 3,872 4,832
19384 6,400 770 30 3,600  4,L00 2,000 3,400
1. Compiled from Statistics of Income, Treasury Department.
2. Includes tax-exempt interest received, but excludes intercorporate

dividends recelved.
%, Cash dividends on preferred and common stock. ZExcludes stock dividends
and intercorporate dividends paild.

a. Partly estimated.
. Statutory net incomo; excludes tax-exempt interost receivod.
¢. lot reportod.
d. Estimated. : -

Adapted from The National City Bank Lettor, The National City Bank, New York, N. Y.,
August, 1940, p. 92.
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Source: Steinmetz, Henry D.

EFFECTS OF TAX INCHEASES-

MMhet War Taxes Mean to Investors™
The Magazine of Waell Street, July 13, 1940, pp.400-402

et before Federal
Income Taxes

Federal Income Taxes

Wet before Excess
Profits Taxes

Excess Profite Taxes
Met after all Yaxes

Het before Federal
Income Taxes

Foderal Income Taxes

Het before Excess
Profits Taxes

MOxcess Profits Taxes
et after all taxes

et before Federal
Income Taxes

Foderal Income Taxes

Net before Excess
Profits Taxes

Broass Profits Taxes
et after all taxes

Cyclical Company

190

$10, 000,000 $12,500,000

$7,500,000 $10,000,000 $5,000,000
(Four-year average net - $7,675,000)

Stable Company

&,000,000 8,500,000 7,500,000
(Four-year average net - $8,050,000) -

8,000,000 8,500,C%0 7,5C0,000

Growth Company

5, Guv, 000 7,000,000 6,000,000
(Four~year average net - $6,550,000)

5,000,000 7,000,000 6,000,000

1,800,000 2,612,500

8,200,000 9,887,500

1,106,250

8,200,000 8,781,250

10,000,000 10,500,000
1,800,000 2,194,500

8,200,000 8,305,500

127,500

8,200,000 &,178,000

10,000,000 12,000,000
1,800,000 2,508,000

8,200,000 9,492,000

1,471,000

8,200,000 §&,021,000

1. In the hypothetical cases, "Federal Income Taxes" for 1940 give effect to the
incrense in the tax rate from 18 to 19 por cent ond to imposition of the

10 ner cent super-tax.

"Excess Profits Taxos™ arc computed at an arbi-

trarily assumed rate of 50 per cent of profits in oxcess of average annunl

net oftor taxes over tho proceding four yoears.

Noto: Thig table shows tho varying offocts the oxcess profits tax will have if

the lovy is based wpon average earnings over a recont period of yoars.




Ry e- Snom_ng 7,899 Eepresentai:iva Corporations Ciassified According to Amount of
Invested Capital and RBatio of MNet Income to Invested Capital During the Taxable Year 1917.

Source: Guarieriy Journzi of Zconomies, "The Excess Profit Tax.® liay, 1921, Pp. GHU-67

Ratio: of Net Income to Invested Capital

. Less than 20% ~-20% to Lo% L0% to 60% . 60% and over
Corporatiors having (Tax less than (Tax from 12.25 to(Tax from 30 to 40.674 (Tax over 40%
Invested Cepifal of 12,25% of net income) 314 of net income) of net income) ~ of net inccome) Total
' Yo. - £ . Zo. % Fo. % No. ? To. £
Less than $20,000 54 5.l 383 . 35.9 299 28.1 - 329 30.9 1055 100
$20,000 to $100,000 . 1671 46,1 557 LSS A ¢ 318 8.8 124 3.4 3627, 100
Z $100,00C ©o $300,000 1576  65.0 640 26,14 143 5.9 65 2.7 &M 100
. = e
® $500,000 to $5,000,000 518  69.9 Ik - 231 40 5alt 12 1.6 ™1 100 3
$5,000,006 znd over 36 85.7 6 14,3 0 0 0 0 Y2 100 - |
Total 3855 : a7k 800 530 7899




Loxgor dompanios
WL
W2
W3
Wi
5
R

~ Smaller companies
L

8

W9

W10

Wil

W2

a. o tax

EXCESS-PROFITS TiXES OF TWELVE COAL COMPAITIES

Revenue Act of 1918, p. 31

Invested
Capital,

Taxoble

Year

$30,86L,696
10,200, 747
120,785,010
6,608,168
2,250,959
9,625,189

29,824
6,553
4,692

14,287

91s137

65, 514

Net In-
conme for
Taxable
Year

$2,154,233
5,564,657
13,685,997
3,154,491
813,838
1,280,478

54,148

29,039
35,978
63,301
186,720
211,833

19

Eh:cas.;.
Profits
Tasx

a
$2,114,104
1,005,739
1,125,547
226,591
66, Tu2

28,324
15,309
19,562
35,345
99,970
18,833

" Source: Hearings, Ways and Meons Committee, 65th Congross

Ratio of
Tax to
Income

Per Cent

37.98
7.35
35.68
27.8F
5.57

52.31
52.69
B4, 37
55.87
53. 54
56.03
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