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The new Administration and Congress

the Federal tax system and needs for
-revising it. The present study deals with

“tax system (in terms of revenue), the
- corporation income tax. The examination
- of certain major aspects of the tax is de-

+.sions of revision in any one year, 1 but also
ver a much longer future. T

- corporation tax from its initial form as
’,f'_'jf'permanent

evision. The volume of research relat-
'_-j..i.-rahon income tax is s large: that a review

"I;'tentatwe

" On the question of tax incidence, a
.. hypothesis is suggested that the burden

“changes in dividends or in consumer °
" prices, The most significant effect of the -
‘corporation tax appears to be on the total
~.volume of business investment expendi-
" the second most important part of the ' tures. A substantial reduction in the rate
:of the tax from its present all-time high -
“(with the 1968 surcharge) would be a
. “‘major revision for the long-run.

_signed to help, not only in the discus- ¥

"in 1969 will begin a fresh examination of

_:Conclusions” condense the essentials of "
- the study for those who may not have the
“The study reviews the history of the ‘time to read the whole text, and provide
~a guide for- those who wxsh to del'.re!

"an “excise” tax in 1909. The historical R i |
“section ‘covers various experiments and
proposals that have been made, as well ) o irs ‘Research, was primasily respon-;

+.as changes that have proved more er 18555.‘-“;{-";sxb1e for the preparation of this study.

":'The central purpose has been to ana- ' The Tax Foundation is a private, non- .
“lyze recent experience and research in
rder to suggest some priorities in tax -

“profit organization founded in 1937 to
‘engage in non-partisan research and °
~:public education on the fiscal and man-
A _ - :agement aspects of government. Its pur-
ng directly and indirectly to the COTRO" - hose is to aid in the development of more "

of “results”.is neeessarily selective ‘and ; efficient and economical government. It .

s widely spread through changes in var- e gt

:\---112"'ioqs forms of - income, net mex:ely thmugh-:--;_ pe Sme
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Introduction, Summary, and Conclusions

PURPOSE AND NATURE OF THE STUDY

The Revenue and Expenditure Con-

i .trol Act of 1968 marked the beginning

- of a new consideration of Federal tax

. reform. It directed the Administration

¢ “to submit proposals for tax revision by
it the end of 1968. While such proposals,
.+ "as it turned out, were not made public,
‘-, ~the Treasury Department’s studies and
- -suggestions were given to the new Ad-
. _ministration and tax-writing comn. ‘ttees
" of Congress. Many additional proposals -

‘will undoubtedly be ‘made ‘in ‘the new The study is primarily concerned with

_long-range issues, and only incidentally -

.+ session of Congress.

' Extensive tax revision takes a long
“time to plan, analyze, and develop in
" ""acceptable form, Detailed stugdies of the

. “Federal tax system in 1955 and 1959 by .

*‘Congressional committees and by pri- ‘tempt to cover the numerous issues in-

' vate groups contributed significantly.to )y q in administrative and compliance

5 tax changes in the early 1960’s.!

The last substantial revisions of the

. Federal tax structure were in the Rev-
" enue Acts of 1962, 1964, and 1965, The
1962 act introduced an investment tax

- credit and made changes in the treat-
‘ment of foreign income and various busi-

ness expenses. The 1964 act reduced the
individual income tax rates on the aver-
age by about 20 percent. It reduced the
general corporation income tax rate by

- about 8 percent (from 52 percent to 48

percent). The 1965 act repealed a large
number of miscellaneous excises.

A long-range view of Federal tax re-
vision must include consideration of the

extent of reliance on different types of ‘.

taxes, their comparative burdens, and

economic effects. This study examines = =
“the role of the corporation income tax

and selected changes, revisions, and al-

ternatives that have been proposed. The ',
-emphasis is on possible revisions related

to the goals of greater equity in the tax

system and the maintenance of a high- =~ -
‘rate of economic growth, . | | '

‘with the role of the corporation tax in
“stabilization” policy, that is, short-run . . .~
“fiscal measures to stabilize economic - - -
activity and help maintain a high level =~ .
‘of employment. The study does not at- " =

problems,

The corporation income tax is a main-

stay of Federal revenues. It now ac- "= .=
counts for about one-fifth of total Fed- 0= - v
eral budget receipts, as estimated for

the fiscal year 1969. o

Despite the large rise in social insur-
ance taxes, the share of the corporation
tax in Federal tax collections (excluding
miscellaneous receipts) has remained at
roughly one-quarter of the total since
World War 11, Excise taxes now account
for only 9 percent of the total, employ-
ment taxes for 18 percent, and the indi-
vidual income tax for 50 percent.

1. U.S. Congress, Joint Committee on the Economic Report, Federal Tax Policy for Economic Growth and
Stability, pupers submitted by panelists appearing before the Subcommittee on Tax Policy, Bdth Cong., 1st
sess,, November 9, 1955, U.S. House of Representatives, Committee on Ways and Means, Tax Revision
Conpendium, Compendivm of Papers on Broadening the Tax Base, submitted in_connection with the panel
discussions on the sume subject, November 1959 (three volumes). See ulso Tux Foundatlon Research
Bibliography No. 9, Federal Tax Revision, Februury, 1963,
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The rate of the corporation tax is at
an all-time high, if we exclude the excess
profits taxes of wartime periods. The 10
percent surcharge of 1968 raised the
. general rate (normal tax plus surtax)
- from 48 percent to nearly 53 percent.
If account is taken of the cwirent speed-
. up in payment dates to make tax pay-
 'ments concurrent with liabilities, the

effective rate of the tax on a cash basis

is still higher,

A large unknown in dealing with the
' corporation tax is its incidence, or im-

g . “pact, on individual taxpayers. In general,
- _the effects of this tax are so difficult to

_.-quantify that the tax rate and structure

i . have been mainly determined by imme-
* . _diate needs for revenue and political

‘considerations relating to the taxation of

< L “business” versus taxation of individuals.

" A growing volume of research has

--,made some progress in reducing the
- unknowns in the impact of the tax and in
.+ delineating its effects. The present study
.. is, in part, an interim review of this re- -

- search and an evaluation of results for
- purposes of Federal tax revision. How-
ever, the very quantity of research work

~ being done suggests that recent results
. will be modified in the future.?

Chapter I sketches the history of the
Federal corporation income tax from its
first adoption as an “excise” tax in 1909.
This history is marked by numerous ex-
periments with changes in the form, and
‘attempts at rationalization, of the tax,

Chapter II reexamines concepts of in-
cidence as applied particularly to the
corporation income tax. It is suggested
that new definitional approaches are nec-
essary for a large revenue producing tax
that has important effects on the aggre-
gates of the economy —employment,
output, investment, and the general
price level.

Chapter III reviews recent research
on the effects of the corporation tax on
investment, saving, and economic

growth. It also examines these effects in

the light of the most recent data through

the end of calendar 1967. The events of
the past three years, which include the

_tax reductions of 1964, add useful evi-

dence that sometimes modifies results

o 'l!‘

of research done with data going only to e e

the early 1960's.

Chapter IV examires certain alterna-

corporation as a separate entity for tax

‘purposes, and the value-added tax. The =
integration approach has been givena = ™
‘new emphasis because it has been rec-

ommended by the Royal Commission on

‘Taxation in Canada, The value-added iy
tax has attracted more attention recently

because of its adoption by the Common
Market countries of Western Europe.
This Chapter also reviews selected issues
in the structure of the corporation in-
come tax. These are issues prominent in

discussions of current tax revision.

SUMMARY

Incidence and Burden

Questions of tax incidence have been
given a new setting in recent years when

much economic analysis has used an
aggregative approach to problems of na-
tional economic policy. Traditionally,
the incidence of taxation was examined

2. See Tux Foundation Research Bibliugmphy No. 28, “The Effects of the Corporation Income Tax and Its

Role in the Federal Tax System.”

‘tive approaches to taxing corporations:
the “integration” approach to income 2
“taxation which would not recognize the




in the context of the probable effects of
a tax on the cost position of a firm, or a
particular industry, given the demand
for its product, and the resulting change

- in the output and price of its products.

This approach is justifiable in dealing
with a tax which is a small element in

... the economy, or in examining the reac-

tions of individual firms. Because of its

* size, however, the Federal corporation
“income tax (which produces about $38

billion a year) requires other kinds of

~ analysis. The large amount of revenue

involved (and the associated govern-

~ment expenditures) must affect the leve!

~of business activity, the level of income

. in all segments of the economy, and the
"= demand for corporate products.

.. Attempts have been made to take ac-
.. ~-count of broader effects of the corpora-
“:.tion income tax and to analyze its inci-
~“'dence in the framework of possible
" “changes in all major segments of the
..~ ~economy, However, both theoretical and
. statistical efforts meet with great diffi-
“.‘culties in trying to define and measure
~effects of changes in the corporation
“income tax on the assumption that “other

. things remain the same.” Just how “other

~ . things” are to be held the same is a cen-
' tral problem. Statistical efforts to isolate
~the effect of the corporation income tax

. from other influences on corporate prof-

its have yet to achieve definitive answers.

The problem of incidence has usually
been posed as the extent to which the
corporation tax is shifted forward into

product prices, or on the other hand,

reduces profits after tax. (The tax may,
under some conditions, reduce returns
to other factors of production.)

On the view that the corporation tax is
largely reflected in product prices, it is
similar to a sales tax on corporate prod-
ucts. The impact on low income groups,
then, is heavy because their consumption

expenditures are a large proportion of
their incomes. Further, the tax falls
rather unevenly on different types of
products and services. The importance
of the corporate form of business in vari-
ous industries differs, as does the degree
to which the tax is likely to be passed on,
Public utilities, for example, can gener-
ally pass the tax forward as a normal part
of costs because it is part of the rate-
making process. Corporations in some
industries may be subject to such com-

petitive pressures, e.g., from imports, =~

that little forward shifting is possible.

On the other hand, if the corporation
tax falls largely on shareholders, the

‘burden again bears little relation to the
size of the shareholders’ income. Many
persons with low incomes, particularly

among the retired population, are heav-

ily dependent on dividends. Some share- - PAR S e o B i

holders with high incomes may be able

to avoid part of the tax burden by influ- 7 T

encing corporate decisions in favor of

greater retained earnings. (The tax law, . ' .oy
‘however, provides a penalty for undue "

accumulation of corporate earnings. )
On either of these views about the in-

cidence of the corporation income tax, = : Wl et e
equity among individuals is not pro- - - .

moted by heavy reliance on this tax.

The present study suggests that part
of the difficulty of analyzing the burdens
on individuals lies in the fact that,
through this tax which is not levied di-
rectly on individuals, the government
has diverted a portion of national output
from private uses over a long period.
Consequently, it is difficult to measure
the burden on individuals in relation to
the incomes they might have received
had this tax not been levied and had gov-
ernment expenditures been correspond-
ingly lower, or if the same level of ex-
penditures had been financed by a dif-
ferent kind of tax.




- Individuals cannot be expected to

_ assess what their incomes would be were
there a substantially lower level of taxes

and government expenditures. Individu-

_ als usually make their decisions on con-

sumption and saving in the light of their

-incomes actually received, and with little
--regard for potential or accrued income,
~e.g., in the form of undistributed corpo-

" rate profits. A certain degree of illusion
". - ‘concerning the size of total real income

is involved. The effects of taxes may be

_-I-'diﬂ’erent than if no illusion were in-
. volved and some taxes contribute more
Ca e gthan others to this illusion,

- 1f individuals take little or no account

-r-of income not currently received, the
- effect of the corporation tax will depend
~.-~in part on how corporate decisions are
“"affected by the tax. Corporations typi-
" cally save a larger proportion of any
%" ~-addition to net income than do individ-
.+ uals, (Many also continue to pay divi-
. ~dends even when current profits are
++:-absent.) Moreover, there is a much
- icloser tie between saving and real in-
*’vestment in the case of corporations than
““in the case of individuals. Thus, changes
-+ .-in the corporation income tax are likely
.".to have a closer relation to the rate of
. real investment than are changes in the
' -individual income tax. Small corpora-
~'tions particularly are likely to be sensi-
. tive to changes in internal sources of
_fpnds.

Changes in business capital outlays

~....affect all personal income, first through
- -short-run effects on the level of total

payments for productive services, and
second through effects on productivity
and the rate of economic growth. For
portions of national output that have
never been distributed as income to in-
dividuals, no standard is easily available,
in terms of total pre-tax income and its
distribution, with which to compare

10

‘after-tax results. The burden of the cor-

poration tax on different people may be
not only harder to identify but also more

widely spread than is commonly as-

sumed.

Analysis of Economic Effects

In the past 20 years, the corporation
tax has not changed nearly so drastically
as in the preceding 20 years. Partly for
this reason, it is difficult to separate the

~effects of the corporation tax from effects.

“of other changes in the economy. Never- _
theless, the past two decades are more .-
likely than any previous period- to be

snmzlar to future conditions.

A review of recent research on the

effects of the corporation income taxand - -
‘related research on the determinants of .-
‘national output and its major compo- s
nents, suggest the following tentative =~ "~
‘conclusions based on evidence of the ™ " 7.
.period 1948-1967: (1) The level of cor- = =+ -

porate profits (before tax), particulaily B

in the short run, is determined to a large

-extent by influences other than the cor-

poration tax rate. (2) The level of divi-
dends is usually determined by influ-

‘ences other than the corporation tax. = .
(3) The impact of the corporation tax -~ = = -

appears to be largely on corporate sav-
ing (or undistributed profits), both in

short-run fluctuations and for the long

term. (4) The effects of the corporation
tax in changing the allocation of re-
sources in the private sector of the econ-
omy (the “misallocation” of resources)

may be less important than either the

short- or long-run effects on the rate of
investment.

Corporate profits before tax are the
most volatile item among the major
kinds of factor incomes from productive
services. Dividends, however, have been
relatively stable in relation to national




output, Over the years 1947 to 1967,
dividends averaged 2.7 percent of GNP,
and apart from the Korean War period,
the range of variation was from 2.5 to
2.9 percent of GNP. Over the same
period, corporate profits before tax (in-
cluding inventory valuation adjustment )
averaged 11.0 percent of GNP, and this
percentage ranged from a low of 9.2
percent in 1958 to a high of 13.2 percent
in 1950.

Because of the greater stability of
dividends, the corporation tax tends to

_ increase the short-run fluctuation in un-
- distributed profits, When corporate prof-

its before tax fall, undistributed profits

~fall relatively much more; when corpo-
“rate profits before tax rise, undistributed
- profits rise relatively much more.

This effect on internal sources of cor-
porate funds tends to be a “destabiliz-

- ing” influence through the business

cycle. That is, in a recession, when busi-
ness investment tends to fall, the sharp

,~curtailment in internal sources of funds

tends to accentuate the fall in invest-

" ment. In a boom period, when invest-

ment and profits are rising, the relative

+-growth of internal funds permits a larger

rise in investment than might otherwise
have occurred.

The high level of the corporation in-
come tax since World War II also ap-
pears to have held down, or checked, the
long-run growth of undistributed profits
more than it affected dividends. For the
period 1947 to 1961, undistributed prof-
its showed no upward trend even in
current dollar terms. This result was
attributable in part to the rapid growth
of capital consumption allowances from
the low level of the immediate post-
World War 11 years. However, since un-
distributed profits have been the second
largest source of funds for business in-

vestment (after capital consumption al-
lowances), the slow growth in these
funds probably served to hold down the
rate of business investment in relation to
GNP. Gross private domestic investment
averaged just under 15 percent of GNP
in the years 1960 to 1964, as compared
with 18 percent in 1948, 17 percent in
1955, and 16 percent in 1966. Over the
whole period 1948 to 1967, undistributed
profits of nonfarm, nonfinancial corpora-
tions have amounted to about 81 percent
of such firms’ purchases of physical as-
sets less capital consumption allowances.

" In addition to its effect on internal

sources of funds, a corporate tax in the

neighborhood of 50 percent is a large
factor in business investment decisions.
The rate of return after tax is the pri-

‘mary concern of investors and corporate

management. A high tax rate tends to

eliminate investments with low prospec- -

tive returns. If we take “other things”

-as given for an individual firm, the rate

of return before tax must be twice as
high with such a tax rate to justify a
given investment. Such a tax rate also
tends to shift the “mix” of factor services
toward those subject to lower taxes. A

- high corporation income tax reduces the

size of capital stock most appropriate at
any given level of output. Efforts to
economize on capital may also serve to
slow the rate of technological advance
because much of technological change is
embodied in new plant and equipment.

Despite the advantage given to debt
financing by the high corporation in-
come tax, the last two decades have
shown little shift in corporate financial
structures on the whole. The major shift
appears to have been from preferred
stock to long-term debt. Common stock
equity has approximately maintained
its share in the total financial structure
of major industries and all manufactur-

11




-...—.ing, The years 1966 and 1967, however,

saw a large upsurge in corporate debt.

‘A recent estimate of the “efficiency

“.. cost” of taxes on income from capital —
. ~that s the loss in real income or output as
« i a result of a shift in resources from heav-
.. ily taxed uses to others taxed only light-
/1y or not at all — puts the amount be-

- ~rate of growth in corporate product has -’
.. “been about 8 percent, and for corporate
' ‘profits over the past two decades about
‘. .: 5 percent per year. At the 1968 level of

" corporate profits, this annual grc.th
“."“'would be about $4%2 billion. A small

“ichange in the rate ‘of growth, like com-
pound interest, could result in a large
~cumulative change in the total over a
- period of a decade or more. Similarly, a
_.*_small change in the rate of business in-
~ .. vestment in relation to total national
. "product could make a substantial differ- -

ence in the long-range rate of aecononnc

" "Nature and Structure of the ¥
_."Corporation Income Tax

P tween $1.5 bllhon and $2.5 billion per:
e SO |

- By way of comparison, the long-run

- In general this study suggests that the

" ‘basic form of the tax, ie., as a separate
“"_tax on the net income of corporations,
- has certain advantages over sweeping

experiments in new forms of taxation. In
large part, these advantages arise out of
_our long experience; with this tax, rather

- .than from its basic characteristics.

Rationale of the Corporation Tax. A
heavy tax on the net income of corpora-
tions, which we have arrived at largely
through the pressures of war and other
emergencies, raises fundamental ques-
tions concerning its rationale. Why
should such a tax be levied on the cor-
poration, a “person” which exists only by

12

_virtue of the law? Should not all income

be allocated and taxed to individuals,

as has peen suggested by the Royal - - -

Commission on Taxation in Canada?

~Should not a more uniform tax on all

business whether incorporated or not,

such as a value-added tax, be substi- @
‘tuted for all or part of the corporation 24
. tax? These questions have never re-
ceived very satisfactory answers, and it .
sseems unlikely that really: satlsfactory'_'_'_';--'

answers can be found.

At the state government level, the

c'orporatmn income tax has been justi-
fied in part as a kind of franchise tax —
‘a tax levied in exchange for the benefits
_presumably conferred by the franchlse_-;.__--:.

of operating as a corporation. -

It has also been argued that the gov-
ernment contributes in some way to all

forms of production, and that this con-

~tribution provides a justification for a -

tax on business. The theory of govern-

 ‘ment as a “partner” in economic produc-
. -tion provides at best only limited sup- -
~.-port for the corporation income tax, in -
“ " “part because much economic activity is -

carried on outside the corporate form.

Nevertheless, the arguments are made
‘that incorporation provides substantial
‘benefits, as well as capabilities for mak-
ing and using profits without distribu- -~ =
tion to individuals, so that a separatetax ina
«4s justified.

One role for the corporation income
tax is to provide a means of taxing in-

dividuals, even in the absence of the
tax. As suggested by the debates of the
1930’s over the undistributed profits tax,

-some way is appropriate for taxing in-

come not distributed to individuals.
Without some form of tax on corpora-
tions, it is argued, stockholders would
have an easy means of avoiding the in-




~dividual income tax by accumulating
“ “income through corporations. Such jus-
... tifications, however, can hardly support

a corporatmn tax rate at the current

Considerable attention has been paid

" recently to the alternative of a value-
.. ““added tax, particularly because of its
- =actual and proposed adoption by the

*" .Common Market countries of Western
....“Europe, Apart from the particular mer-

- its of the value-added tax, it would have

" the advantage of being refundable on

_-';--':Iexports, while the corporation tax is not.
““Moreover, the widespread adoption of
~“this tax in Europe will subject U.S. ex-

L ~_ports to larger “border taxes” represent-
7" “ing the equivalent of the value-added.

“““'tax on production in those countries,

The value-added tax has been exam-

_‘ined by various groups and individual

- experts. The present study does not un-
=+ ..dertake a detailed examination of the

. i7wiu case for such a tax. On one point, how-
. ever, the study suggests that the value-
"~ ““added tax and the corporation tax are
. similar. The hypothesis put forward

" earlier concerning the incidence of the

* .1 corporation income tax implies that the
M corporation income tax can logically be
..o :classified as an “indirect” tax. The GATT

~(General Agreement on Tariffs and

" Trade) rules, which permit exemption

.- of exports from indirect taxes only (on

~ the traditional assumption that profits
taxes differ substantially in their price
effects from a sales tax) can hardly be

- justified in the case of taxes ‘that are -

" levied nation-wide.

As a recent Tax Foundation publica-
tion pointed out,? there is a variety of
possible U.S. policy steps that might be
taken in response to these developments
in Europe. One possible way to influence

the U.S. competitive positicn and the

flow of investment abroad is to reduce R TR
. the corporation tax rate. |

Another approach to the taxation of
corporations, one which is aimed at a
‘more uniform treatment of all forms of
income, has had a long history in the
United Kingdom. Until recently, the
corporation tax there was viewed pri-

~.marily as a means of collection of the

individual income tax at the source. In

1965 the United Kingdom abandoned
this view of the tax, and followed the

‘United States example by adopting a

separate tax on corporate profits. Yet at
_the same time, the Royal Commission
on Taxation in Canada (also known as
‘the Carter Commission) advocated an .
“integrated” income tax, desxgned asa .
;fcomprehensive tax on all income. i

Aing capacity, and that the tax on the cor-

poration necessarily falls on individuals, -~
Partly for administrative reasons, the = .
Commission recommended the continu- =~

‘ation of a tax on corporations at a flat
rate of 50 percent. However, it also rec-

‘ommended that the tax base of the resi- -
‘dent shareholder should include the ° -
-corporation income paid or allocated to ... ...l

him, “grossed-up” for the corporation tax
on his dividends. In other words, the
shareholder would be assumed to re-
ceive a proportionate share of corporate
profits before tax, for the purpose of cal-
culating his individual income tax lia-
‘bility. The individual would then be al-
lowed, as a credit against his individual
income tax, the amount of the corpora-
tion tax included in his taxable income.

Realized capital gains would be taxed at =

ordinary income tax rates.

The integration recommendations of

3. Tax Harmonization in Europe and U.S. Business (New York; 1968).
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" The Carter Commission argued that = .
_the corporation as such has no taxpay- ...




the Carter Commission have by no
means been generally accepted in Can-

- ada. In the debates and studies of the

past two decades, the idea of an inte-

. ..grated income tax for the United States
~ has been repeatedly examined, in part
%7 as a means of achieving a more equita-

.. ble treatment of dividends. However, it.

" has yet to receive much support. |

: ~ The possible effects of such integra-
' "txon would be as difficult to trace as the

“traditional questions of incidence of the

~ corporation income tax, The assumption

- behind the integration approach is that

_ "’-.f.:_the corporation tax falls largely, if not
A . entirely, on the shareholder. The discus-

sion of incidence above suggests that

'the burden of the corporation tax is:

probably widely spread. On this view,
.~the tax in part represents a portion of
- national output that cannot be easily

attnbuted or unputed to. partncular
groups ‘of individuals.

Structure of the Corporation Tax. The
.. Federal corporation tax has seen many

_..changes and experiments with its form

- and structure. The general structure of

* the tax today is a relatively simple one:

« . the current statutory rates (exclusive of
"2 the 10 percent surcharge of 1968) con-
“sist of a 22 percent “normal” tax on all

‘net income, plus a “surtax” of 26 percent
on net income in excess of $25,000. This
two-step structure is a result of a long
evolution over the last 60 years.

The corporation tax, however, in-
volves many complications in determin-
ing “net income,” particularly in the
various deductions allowed in arriving
at net income. Among the difficult areas
are the allowances for depreciation and
depletion, capital gains and losses, sur-
tax exemptions and consolidated returns,
the special treatment of different kinds
of corporations, and the treatment of
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income earned in other countries. This

study is not intended to deal in detail

with structural problems, Nevertheless,

many changes have occurred in such tax -
provisions, some of which raise impor- . .

tant policy problems.
The Internal Revenue Code of 1954

‘provided alternative methods of depre-
‘ciation, which substantially liberalized
these allowances, permitting faster write- "
offs in the early years of the life of

depreciable assets, In 1962, by adminis-

trative regulation, a set of guidelines -vas < -

adopted for determining “useful lives”

of depreciable assets. These guidelines

permitted write-offs in periods 30 to 40
‘percent shorter than those which had ~
previously been in effect. The new pro- -
cedures also contained a “reserve ratio .
test” designed to provide “an objective '
. basis for appraising the correctness of
“-the useful lives claimed for tax pur-
iposes.” The reserve ratio test has beena -
subject of much controversy and its ap- .~ ..
plication has been largely postponed by‘"'-" ik
the Treasury.

These changes have muted the lengthy . 0
controversies over tax depreciation pol- = .

my that marked the previous decade.

~ In 1962 another important change was
made in the introduction of the invest-

ment tax credit. This is a credit against .

tax liability amounting to seven percent
of “qualified” investment in machinery
and equipment (3 percent in the case of
public utilities). The investment credit
serves to offset, at least in part, the ad-

verse effects of the corporation tax-on .

investment,

As a result of the inflationary pres-
sures in 1966, the Administration pro-
posed, and Congress enacted, a suspen-
sion of the tax credit for the period
beginning October 1, 1966 and ending
January 1, 1968, The “Restoration Act”




of 1967 restored the credit as of March 9,
~1967—as a result of an actual and pros-

- pective decline in business investment.
Suspension of the credit in 1966 was
.. strongly criticized by many who argued
that the credit was intended to be per-

“’.*manent and not to be used as an instru-

~-ment for short-run. effects.on business
.-'f---actmty

=% Despite the renewal of inflationary
. .7 pressures in late 1967, no suggestion has
- ~been made for another suspension of the

“tax credit. After the lengthy debate of
1967, the permanent character of the
~investment credit appears to be gener-
7ally accepted, and further use of changes

.'j_stablllmtlon seems unlikely,

-anew problems of multiple surtax exemp-
. .tions, intercorporate dividends, carry-

... stock. Existing provisions of the law on
‘these points have been modified signifi-

..~ Current proposals for revisions in the

s corporation tax relate largely to admin-

vistrative difficulties and various contro-

~versial provisions in the law. The in-

- crease in the use of industrial revenue

" bonds (tax-exempt bonds issued by lo-

cal governments, but used indirectly to

finance portions of certain commercial

developments—a device to attract indus-

. _try) led to the restriction of this exemp-

. tion in the Revenue and Expenditure

Control Act of 1968, The rapid growth

of state and local bonds outstanding has

led to new proposals for the tax treat-

ment of interest on these securities,

or for alternative forms of state-local
financing,

Other problem areas include the sta-

" in the credit for purposes of economic !

* The recent wave of mergers has raised

- over of losses, and tax-free exchanges of

tus of various tax-exempt organizations
and their commercial-type operations,
the trcatment of financial institutions,
the option of small corporations to be

One area of growing significance is . ' . .« -

the tax treatment of foreign income. In

and the company was

the direction of tax policy relating to

foreign income began to change. In
1961 the President recommended the

taxed as partnerships and the future of - -
the “reserve-ratio™ test for depreciable
asseta._ et :

‘the early post-World War II years, the -
“trend of U.S. tax policy was to favor for-
. eign investment—partly as a way of aid- .
_ing recovery in war-torn countries and -
promoting economic growth elsewhere, .
‘In accordance with a long-standing prin- .= -
‘ciple, income earned in other countries
by subsidiaries of U.S. companies was -~ @~ ..
~ subjected to U.S, income tax only when = -
“repatriated,” .
(and is) allowed a credit against U.S.
tax for taxes paid to other governments
on such income. Income of foreign -
“branches of U.S, companies, however, "
~‘was currently taxable to the parent com-. "
~cantly in the past decade. Studies of _;pany with credit for forelgn taxes,
" recent economic developments may sug-
.o gest that further revision is necessary..

Partly as a result of U.S. balance of
‘payments difficulties in the early 1960, "

removal of deferred tax treatment of = o

earnings of U.S. subsidiaries. The Rev-
enue Act of 1962 did not fully incorpo-

rate Administration proposals, but it did

limit tax deferrals to certain categories
of income, and added provisions to

check the use of “tax havens” for for- =~~~

eign operations.

With continued difficulties in the bal-
ance of payments, it is possible that fur-
ther modifications of tax treatment of
foreign income will be added to the nu-
merous controls that have been used to
check the outflow of both long and
short-term capital funds. The extensive
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- regulations imposed on foreign direct
" investment have been a serious admin-
“istrative and compliance burden, and
S also have led to modifications of rules
governing repatriation of income  for
ta.\ purposes.

' Regardless of the course of the bal-

~-ance of payments problem, it is difficult

“to find agreement on basic principles
i ',_"'of taxation of foreign income, It is not
7 "easy to pursue the objective of equal
/" treatment of foreign and domestic busi-
.+ ness and at the same time take account
" of measures most countries have adopted

' The conclusions of the study fall into
""-.three categories, The first relates to the
““incidence and burden of the tax. The
‘. second concerns the chief economic ef-

St “essential rationale of the tax and possi-
“. "= ble structural changes. While the con-

mdy be summed up as follows' 2

(1) Incidence and Burden

" The usual approaches to the inci-
- “dence of the corporation tax concentrate
~‘on the extent to which the tax is shifted
~forward into the prices of final products,
‘or falls on returns to capital or other
factors of production, Neither of the ex-
treme positions, either that the tax is
~fully shifted forward, or that it falls ex-
elusively on returns to equity capital,
is strongly supported by statistical
evidence,

It is suggested here that the problem
of incidence cannot be formulated most
appropriately in terms of what groups

goal of neutrality or with other policy

income tax stand out as preferable to
‘the existing form of this tax. Alterna-
‘tively, a reduction in the rate of this tax
“would appear to be a more practical

‘_j‘;,‘,jce_i_t,hc_r.;j.t.o_ -p.rgn_mte-__qr_[.tor\qhe_qk the growth - “changes in: the form of the tax.

CONCLUSIONS

~hypothesis is put forward that the cor- -
“:poration tax may le viewed in part as a
~means by which output is diverted to
...fects of the tax, The third concerns the .
“fully reflected in changes in real or

_individuals. It is suggested further that

"j clusions are tentative and partly in the e
“the procedures generally used in as-

“form of alternative hypotheses they =

of business largely owned or controlled
by foreigners. The objective of simplicity
is not usually compatible either with the

objectives, particularly the maintenance

of a stable, or “equilibrium,” position‘in -
the balanrce of payments,*

In summary, no clear-cut alternatives
or structural changes in the corporation

and significant revision than sweepmg

l

of individuals bear the full burden. A

government, without the burden being

money incomes as seen or measured by

signing or allocating pre-tax income to
individuals could not be made precise .~ ..
even with much more ;1dequate statls-:-"j-" it e

tical evidence. e

The diversion of resources from pri- =~
vate uses occurs in such a way that the .- =, o
burden is not readily apparent to indi- = .
viduals. In attempting to reconstruct
the way in which income would other-
wise have been received by individuals,
too many alternatives are possible to _ |
provide an easy answer to the question ..
of “whose real income has been reduced . |
by this tax.”

‘n

On this view, questions of equity
among individuals are less important
than the effects of the corporation tax in

4 A more detalled discussion of these fssues can be found In Proceedings ol the 20th Tux Founduation
Nautlonal Tux Conference, *“Tux Policies and the Bulunce of Payments Problem,'* December 1968,
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- diverting resources in a different way
‘than would occur under other taxes, or
if the corporation tax were lower and
government expenditures were corre-
~spondingly lower, -

. The evidence on the effects of the cor-

- poration tax suggests that a major alter-
. 'native private use of resources is busi-
*..ness investment, Changes in business in-

. “-vestment affect not only dividend in-

“ come but all personal incomes, first

- through short-run effects on the level of
" total personal income, and second
* - through effects on productivity and the
<. ‘rate of economic growth. The burden

. of the corporation tax may thus be more

-"-I::-:.,w1dely spread than is . commonly_'
' assumed, o

- (2) Economic Effects

i The corporation income tax in the

.,.--;_‘._.,_.past two decades appears to have af-

“fected mainly the aggregate size of busi-

" ness saving and investment. The effect.
_on the national rate of investment may

be more significant than the “efficiency

- effects,” i.e., the relative shifting of re-

- sources toward uses not heavily depend-
. . ent on equity capital in the corporate

S form, or in distorting effects on corpo-

-rate financial structures.

The evidence suggests that short-term
changes in profits before tax and divi-
dends have been governed largely by
forces other than the corporation income
tax. On the other hand, undistributed
- corporate profits appear to have been
substantially affected by this tax, both in
short-run fluctuations and in the trend
over the last two decades. Undistributed
profits are the major source of funds for
net business investment.

Despite the advantage given to debt
financing by the corporation tax, the
lust two decades have shown little shift

on the whole in corporate financial struc-
tures. Nevertheless, the tax advantages
of debt financing do put pressure on cor-
porations to increase debt-equity ratios,
and debt-equity ratios have risen no-
ticeably in the last few years. Some

measure to reduce the differential tax @
results of debt versus equity financing . -

may be desirable,

Quantitatively, the differential effects
of the corporation tax as among different

scctors of the economy would appear to -
be less important than the effect of the . - . -
tax on the-total rate of business mvest-- Ao

ment

At a rate in the neighborhood of 50 '
“percent, this tax is a large factor in long-
‘term business investment decisions. The ~ ** @~
rate of return after tax is the primary . -
concern of investors and corporate man- el
agement. S

_( 3) The Structure of the Tax

If corporations are to continue to be

an important source of tax revenue, the

general form of the present tax, ie., as

a separate tax on the net income of cor- . -
porations, has some advantages over .

alternatives that have been proposed.

Adjustments have been made to the
long existence of this tax, and two dec-

ades of tax revision have mitigated or

removed many objectionable features.

While problems remain with the cor-
poration income tax, a new form of tax
at the Federal level, such as the value-
added tax, would have to go through a
“shakedown” period, even though it may
have theoretical advantages cver the
present corporation tax.

A different npproach to the taxation of
corporations is to try to “integrate” the
corporation and individual income taxes
so that income not paid out hy corpora-

17




tions (undistributed corporate profits
plus profits now taken by the corpora-
tion income tax) would be allocated to
individuals and taxed at rates of the
individual income tax. The assumption
_ behind the integration approach is that

~-the corporation tax falls largely, if not
~entirely, on the shareholder. The discus-
“ sion of incidence in this study suggests

- that the burden of the corporation tax

“is widely spread. If this is the case, adop-

“tion of the integration approach might

‘create new inequities,. - -
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This study concludes that the major
priority in revision of the corporation

tax is a substantial reduction in the rate,

This is needed for domestic purposes of
improving the tax structure and remov-
ing obstacles to economic growth, It
would be helpful in mitigating current
problems in the balance of payments

and the international competitive posi-

tion of this country. In addition, some

structural changes may be necessary to =
reduce certain tax-favored positions.or’ =




_Historical Changes in the Role of the
| Corporation Income Tax 19091968 ~

constitutional, Although there were nu- '

7 After its first enactment as an “excise”
o+ tax in 1909, the corporation income tax

G during World War I became a significant
“ y.revenue producer—more important than

~the individual income tax (Table 1).!
' “Currently, its revenue importance is be- .
.. 'ing challenged by social insurance taxes.

. Numerous changes have been made—

ret .-often to be abandoned later—in th-.

(... structure of the corporation tax. These -

i3 . past experiments show many deadends

" progress..

i :.J-T_?he Initial Form of the Tax

- The “excise” tax of 1909 was intro-
-+ ~duced almost as an afterthought, late in
_the congressional session, as a means of

' meeting a deficit. The tax was not pro-
-~ posed by the Administration or by the
...~ House Committee on Ways and Means,
~ but introduced on the floor of the House

by Representative Cordell Hull and
others.2 With relatively little debate, the
tax, a one percent rate on net income,
was adopted as a source of additional
revenue, It was called an “excise” tax

‘because of the constitutional limita-

tions on income taxation. An income tax
enacted in 1895 had been declared un-

merous cases involving the excise tax of i st
1809, the Supreme Court upheld lits
“constitutionality.,? " "

After the 16th Amendment, the first . .
‘income tax act in 1913 was applied to
‘both corporations and individuals. How-

ever, the corporation tax was viewed

largely as a means of collection of the

tax at the source — dividends were

R e ke o te tax revision . SXEMP from the “normal” tax applied ' .
o) :n d e;np 5 ;_ﬂf°:1’° ra._g. s ae;li;qn’ to individuals, The “normal” tax of
e Yot mueh T e _;eg r ©% 85 one percent applied to all taxable in-

i-'----{---lcome, corporate and individual; the sur-
tax levied on “upper bracket” individuals

began with a taxable income of $20,000

and the rate reached a maximum Of 16 ot homeniiir
percent on taxable income in excess of . o o

$500,000.

Changes in the Nature of the Tax,

" Rates, and Collections*

The corporation tax rate was raised
to 2 percent in 1916, 6 percent in 1917,
and reached a peak, excluding excess-
profits tax, of 12 percent in 1918 (Table
3).

A special tax on munitions manufac-
turers was levied in 1916, at a rate of
12Y2 percent on net profits, following
the example of the leading belligerent

1. The civil war income tax did not np]:lsyl to corl:orntlons as such, although assorted other taxes were applied

to various types of business. ‘Paul udensk

and Herman F. Krooss, Financial History of the United
States, New York: McGraw-Hil, 1952, pp. 141-151),

2. Roy G. and Gladys C. Blakey, The Federal Income Tax (New York: Longmuns, Green und Co., 1940),

p. 26

3. Sldney Ratner, American Taxation (New York: W. W. Norton and Co., 1942), p. 29,

4. A detalled history of changes in tax rates und major provisions of the law can be found In M. A. Chirel-
steln and others, Taxation In the United States, World Tax Serles, Huarvard Law School International

Program In Taxation (Chicago 1963), pp. 108-120,
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