This PDF is a selection from an out-of-print volume from the National
Bureau of Economic Research

Volume Title: Dividends Under the Income Tax

Volume Author/Editor: Daniel M. Holland

Volume Publisher: Princeton University Press

Volume ISBN: 0-870-14455-3

Volume URL: http://www.nber.org/books/holl62-1

Publication Date: 1962

Chapter Title: Front matter, Dividends Under the Income Tax
Chapter Author: Daniel M. Holland
Chapter URL: http://www.nber.org/chapters/c1946

Chapter pages in book: (p. -20 - 0)



Dividends Under

the Income Tax

DANIEL M. HOLLAND

SCHOOL OF INDUSTRIAL MANAGEMENT
MASSACHUSETTS INSTITUTE OF TECHNOLOGY

A STUDY BY THE
NATIONAL BUREAU OF ECONOMIC RESEARCH, NEW YORK
—_——e——————
PUBLISHED BY
PRINCETON UNIVERSITY PRESS, PRINCETON
1962




Copyright © 1962, by National Bureau of Economic Research
All Rights Reserved

L.C. Carp 62-11953

Printed in the United States of America



DIVIDENDS UNDER
THE INCOME TAX




NATIONAL BUREAU OF ECONOMIC RESEARCH

Fiscal Studies

. Fiscal Planning for Total War )
William Leonard Crum, John F. Fennelly, and Lawrence H. Seltzer

. Taxable and Business Income
Dan Throop Smith and J. Keith Butters

. The Nature and Tax Treatment of Capital Gains and Losses
Lawrence H. Seltzer

. Federal Grants and the Business Cycle
James A. Maxwell

. The Income-Tax Burden on Stockholders
Daniel M. Holland

. Personal Deductions in the Federal Income Tax
C. Harry Kahn

. Dividends Under the Income Tax
Daniel M. Holland



NATIONAL BUREAU OF ECONOMIC RESEARCH
1961

OFFICERS

Harold M. Groves, Chairman
Arthur F. Burns, President
Albert J. Hettinger, Jr., Vice President
Murray Shields, Treasurer
Solomon Fabricant, Director of Research
Geoffrey H. Moore, A4ssociate Director of Research
Hal B. Lary, 4ssociate Director of Research
William J. Carson, Executive Director

DIRECTORS AT LARGE

Wallace J. Campbell, Nationwide Insurance

Erwin D. Canham, Christian Science Monitor

Solomon Fabricant, New York University

Marion B. Folsom, Eastman Kodak Company

Crawford H. Greenewalt, E. I. du Pont de Nemours & Company
Gabriel Hauge, Manufacturers Hanover Trust Company

A. J. Hayes, International Association of Machinists

Albert J. Hettinger, Jr., Lazard Fréres and Company

H. W. Laidler, League for Industrial Democracy

George B. Roberts, Larchmont, New York

Harry Scherman, Book-of-the-Month Club

Boris Shishkin, American Federation of Labor and Congress of Industrial Organizations
George Soule, South Kent, Connecticut

Joseph H. Willits, Armonk, New York

Donald B. Woodward, 4. W. Jones and Company

Theodore Q. Yntema, Ford Motor Company

DIRECTORS BY UNIVERSITY APPOINTMENT

V. W. Bladen, Toronto Harold M. Groves, Wisconsin
Arthur F. Burns, Columbia Gottfried Haberler, Harvard
Lester V. Chandler, Princeton Walter W. Heller, Minnesota
Melvin G. de Chazeau, Cornell Maurice W, Lee, North Carolina
Frank W. Fetter, Northwestern Lloyd G. Reynolds, Yale

R. A. Gordon, California Theodore W. Schultz, Chicago

Willis J. Winn, Pennsylvania

DIRECTORS BY APPOINTMENT OF OTHER ORGANIZATIONS

Percival F. Brundage, American Institute of Certified Public Accountants

Harold G. Halcrow, American Farm Economic Association

Theodore V. Houser, Committee for Economic Development

S. H. Ruttenberg, American Federation of Labor and Congress of Industrial
Organizations

Murray Shields, American Management Association

Willard L. Thorp, American Economic Association

W. Allen Wallis, American Statistical Association

Harold F. Williamson, Economic History Association

DIRECTORS EMERITI

Oswald W. Knauth, Beaufort, South Carolina ShePard Morgan, Norfolk, Connecticut
N. I. Stone, New York City

RESEARCH STAFF

Moses Abramovitz Milton Friedman Ilse Mintz

Gary S. Becker Raymond W. Goldsmith Geoffrey H. Moore
william H. Brown, Jr. Millard Hastay Roger F. Murray
Gerhard Bry Daniel M. Holland Ralph L. Nelson
Arthur F. Burns Thor Hultgren G. Warren Nutter
Phillip Cagan F. Thomas Juster Richard T. Selden
Joseph W. Conard C. Harry Kahn Lawrence H. Seltzer
Frank G. Dickinson Hal B. Lary Robert P. Shay
James S. Earley Robert E. Lipsey George J. Stigler
Richard A. Easterlin Ruth P. Mack Norman B. Ture

Solomon Fabricant Jacob Mincer Herbert B. Woolley



RELATION OF THE DIRECTORS
TO THE WORK AND PUBLICATIONS
OF THE NATIONAL BUREAU OF ECONOMIC RESEARCH

1. The object of the National Bureau of Economic Research is to ascertain
and to present to the public important economic facts and their interpretation
in a scientific and impartial manner. The Board of Directors is charged with
the responsibility of ensuring that the work of the National Bureau is carried
on in strict conformity with this object.

2. To this end the Board of Directors shall appoint one or more Directors
of Research.

3. The Director or Directors of Research shall submit to the members of the
Board, or to its Executive Committee, for their formal adoption, all specific
proposals concerning researches to be instituted.

4. No report shall be published until the Director or Directors of Research
shall have submitted to the Board a summary drawing attention to the charac-
ter of the data and their utilization in the report, the nature and treatment of
the problems involved, the main conclusions, and such other information as in
their opinion would serve to determine the suitability of the report for publica-
tion in accordance with the principles of the National Bureau.

5. A copy of any manuscript proposed for publication shall also be submitted
to each member of the Board. For each manuscript to be so submitted a special
committee shall be appointed by the President, or at his designation by the
Executive Director, consisting of three Directors selected as nearly as may be
one from each general division of the Board. The names of the special manu-
script committee shall be stated to each Director when the summary and report
described in paragraph (4) are sent to him. It shall be the duty of each member
of the committee to read the manuscript. If each member of the special com-
mittee signifies his approval within thirty days, the manuscript may be pub-
lished. If each member of the special committee has not signified his approval
within thirty days of the transmittal of the report and manuscript, the Director
of Research shall then notify each member of the Board, requesting approval
or disapproval of publication, and thirty additional days shall be granted for
this purpose. The manuscript shall then not be published unless at least a ma-
jority of the entire Board and a two-thirds majority of those members of the
Board who shall have voted on the proposal within the time fixed for the re-
ceipt of votes on the publication proposed shall have approved.

6. No manuscript may be published, though approved by each member of the
special committee, until forty-five days have elapsed from the transmittal of the
summary and report. The interval is allowed for the receipt of any memorandum
of dissent or reservation, together with a brief statement of his reasons, that any
member may wish to express; and such memorandum of dissent or reservation
shall be published with the manuscript if he so desires. Publication does not,
however, imply that each member of the Board has read the manuscript, or that
either members of the Board in general, or of the special committee, have passed
upon its validity in every detail.

7. A copy of this resolution shall, unless otherwise determined by the Board,
be printed in each copy of every National Bureau book.

(Resolution adopted October 25, 1926,
as revised February 6, 1933, and February 24, 1941)



To JeanNNE, LAURA, JONATHAN, AND ANDREW






CONTENTS

ACKNOWLEDGMENTS
PREFACE, BY LAWRENCE H. SELTZER
INTRODUCTION AND SUMMARY

l. THE IMPORTANCE OF DIVIDENDS IN PERSONAL AND TAXABLE
INCOME

Taxable Dividends and Aggregate Personal Dividend
Receipts

Patterns in Income Class Distribution of Taxable
Dividends

An Attempt to Correct for Price Level Changes

Shifts in Distribution of Taxable Dividends Among Income
Classes

Distribution of Dividends by Dividend Size Classes

A Note on Possible Variation of Pay-Out Ratios with Tax
Bracket of Stockholders

2. DIVIDEND UNDERREPORTING ON TAX RETURNS

High Fraction of Total Dividends Traced to Tax Returns

Dividend Gap in 1958

Changes in Gap over Last Twenty-Three Years

Income Class Distribution of Dividend Underreporting

Effect of Voluntary Compliance Campaign on Dividend
Gap

Summary of Findings on Dividend Underreporting

Technical Note

Note on Difference Between Aggregate Gap and Survey Gap

3. DIVIDEND RECEIPTS AND INCOME TAX LIABILITY

Variations in Tax Liability Attributable to Dividend
Receipts
Effect of Dividends on Revenue Flexibility of Tax Structure

1X

XV

Xvii

13

13

18
27

29
34

38

57

57
62
68
83

91
96
98
108

110

110
113



Contents

Dividend Receipts After Taxes 119
Comparison of Tax Liability Attributable to Dividends

and Other Sources of Income 122
Equalizing Effect of Taxes on Dividends 123

Distribution of Dividend Tax Liability and of Dividends 127
Share of Dividend Tax Liability in Total Tax Liability 130
Effective Tax Rates on Dividends Compared with Other

Sources of Property Income 132
Tax Liability on Corporate Earnings 133
4. “DOUBLE TAXATION" OF DIVIDENDS, DIFFERENTIAL TAXATION OF
STOCKHOLDERS, AND INCOME TAX RELIEF 138
Taxation of Corporate Earnings 138
Conceptual Framework 142
An Alternative Measure 152
Variation of “Extra” Burden Among Income Levels and

over Time 157
Effect of a More Liberal Dividend Credit 165
Differential Taxation of Stockholders 169
The “Extra” Burden on Earnings for Retention 170
Measuring the Differential Taxation of Earnings for

Stockholders 174
The Net Extra Burden as a Percentage of Stockholders’

Total Income 176
Differential Taxation of Stockholders in 1950 177
Effect of Relief Provisions on Differentials 184

INDEX 187



10.

11.

12.

13.

14.

15.

16.

17.
18.

TABLES

. Total Personal Dividend Receipts and Dividends Reported

on Taxable Returns, 1918-1957

Summary Data for Dividends Reported on Taxable Returns
Arrayed in Three Broad Income Classes, 1918-1957

Share of Dividend Receipts Reported on Taxable Returns,
by “Real” Net Income Classes, 1918-1957

. Comparison of Number of Stockholders and Number of Divi-

dend Recipients on Tax Returns, 1952 and 1956

. Distribution of Dividend Receipts by Dividend Size Classes,

1946-1952
Shares of Selected Percentile Bands of Recipients of Specified
Income Types, 1950

Dividends Reported on Taxable Returns, by Income Classes,
1918-1957

. Dividends as a Percentage of Adjusted Gross Income Re-

ported on Taxable Returns Arrayed by Adjusted Gross
Income Classes, 1918-1957

. Income Class Shares of Dividends Reported on Taxable

Returns, 1918-1957

Effective Rate on an Added Dollar of Dividend Income
and on an Added Dollar of Net Long-Term Capital Gains
for Selected Statutory Net Incomes and Years, 1936-1960

Investment Objectives of a Sample of Active Investors Inter-
viewed in 1949

Ratio of Net Dividends Paid Out to Net Corporate Earnings
for Net Income Corporations, by Asset Size Classes, 1936

Net Income Classes’ Weighted-Average Distribution Ratios,
1936

Yield on Traded and Untraded Common Stock Held by
Wisconsin Individuals, Arrayed by Income Classes, 1949

Aggregate Personal Dividends and Dividends Reported on
Taxable Returns, 1918-1957

Derivation of Dividends Not Accounted for on Tax Returns,
1958

Dividend Gap, 1936-1958

Effective Rates of Individual Income Tax for a Married
xi

14

20

28

32

36

38

40

42

43

44

45

49

50

53

58

59
69



19.

20.

21

22.

23.

24,

25,

26.

27.

28.

29.

30.

31.
32.

33.

Tables

Person with Two Dependents and a Single Person, at Se-
lected Levels of Net Income, 1940-1954
Percentage Increase in Effective Rates and Percentage De-
cline in Income After Tax, at Selected Net Income Levels,
Between 1939 and 1952
Comparison of Percentage Changes in Aggregate Personal
and Fiduciary Dividends and in Dividend Gap for Selected
Two-Year Periods
Estimates of Amount of Dividend Underreporting and Fre-
quency of Such Errors in 1948 Derived from Audit Control
Program Data
Estimated Absolute and Relative Size of Underreporting and
Overreporting Errors for Returns with Major and Minor
Errors in Dividends, 1948
Percentage of Taxpayers in Sample Who Fully Reported
Information Document Dividends on Their Income Tax
Returns, 1959
Percentage of Taxpayers Who Fully Reported Information
Document Dividends, by Size of Reportable Dividends, 1959
Percentage of Information Document Dividends Reported
on Income Tax Returns, 1959
Derivation of Dividends Not Reported on Tax Returns,
1936-1958
Values of Z; and Z, for Year-to-Year Changes in the Gap,
19361958
Estimated Revenue Loss Due to Dividend Underreporting
in 1958
Selected Data on Dividends and Dividend Tax Liability,
1918-1957
Comparison of Percentage Changes in Dividends Reported
on Taxable Returns and Dividend Tax Liability
Derivation of Measure of Revenue Flexibility
Personal Dividend Receipts Before and After Taxes, 1918-
1957
Weighted-Average Marginal and Aggregate Average Rates
of Tax on Dividends, Selected Years, 1929-1952

xii

74

75

82

85

86

89

90

90

100

107

109

112

116
117

118

120



34.

35.

36.

317.

38.

39.

40.

41.

42,

43,

44,
45.

46.

47.

Tables

Comparison of Percentage Shares of Selected Components in
Personal Income, Before and After Taxes, 1918-1956

Dividend Distribution Equalization Effect of the Personal
Income Tax, 1934, 1937, 1941, 1947, and 1952

Share of Dividend Tax Liability by Income Classes, 1918-
1957

Dividend Tax Liability as a Percentage of Total Personal
Income Tax Liability, 1918-1957

Comparison of Effective Rates on Fully Taxable Interest and
Dividends, 1924, 1929, 1935, and 1956

Comparison of Contributions of Corporate Earnings to Tax
Liability and to National Income, 1918-1957

Differential as a Percentage of Earnings for Distribution,
Computed at Average Rates at Selected Taxable Income
Levels, 1913-1961

Differential as a Percentage of Earnings for Distribution,
Computed for Marginal Increments at Selected Taxable In-
come Levels, 1913-1961

Percentage Reduction in Earnings for Distribution After
Personal Tax Because of Corporate Tax, 1913-1961

“Extra” Burden Computed on Marginal Rates and Relief
Provided by Dividend Tax Credits of 4 and 15 Per Cent, at
Selected Levels of Stockholders’ Taxable Income, 1961
Percentage Differentials, 1950

Comparison of Differential Against Net Corporate Earnings
Under Standard Assumption and Two Alternative Assump-
tions, 1947

Effect of Relief Provisions of Internal Revenue Code of 1954
on Differential Against Earnings for Distribution
Reduction in Differential Against Net Corporate Earnings
and Stockholder Incomes Due to Relief Provisions of the
Internal Revenue Code of 1954

xiii

124

126

128

131

134

137

149

151

166

168
179

183

184

186



CHARTS

. Personal Dividend Receipts and Dividends Reported on Tax-
able Returns, 1918-1957

. Income Class Distribution of Dividends on Taxable Returns,
1918-1957

. Percentage of Dividends and Wages and Salaries Accounted
for on Tax Returns, 1936-1958

. Tax Liability Attributable to Dividends as a Percentage of
Total Personal Income Tax Liability, 1918-1957

. Percentage Breakdown of Dividend Tax Liability by Income
Classes, 1918-1957

. Tax Liability Attributable to Dividends as a Percentage of
Total Personal Income Tax Liability, by Income Classes,
1918-1957

. Differential on Marginal Increments of Earnings for Distribu-
tion at Four Selected Taxable Income Levels, 1913-1961

. Percentage Reduction in Earnings for Distribution After Per-
sonal Tax Because of Corporate Tax, 1913-1961

. Differentials, 1950

Xiv

16

24

72

113

129

132

160

167
178



ACKNOWLEDGMENTS

IN CARRYING out this study I have been helped by many people.

Lawrence H. Seltzer and C. Harry Kahn advised me from start to
completion and made available materials developed for the National
Bureau’s Personal Income Tax Study.

I have benefited from searching criticisms and numerous suggestions
by W. Leonard Crum, Geoffrey H. Moore, Joseph Pechman, and
Willard L. Thorp. Also, for a critical reading of the manuscript at
one stage or another of its development, I am indebted to Richard
A. Easterlin, Solomon Fabricant, M. Slade Kendrick, Oswald W.
Knauth, Morris Mendelson, and Carl Shoup.

In the work incorporated in Chapter 2, Edwin Kuh and Jacob
Mincer advised on statistical problems, Milton Leontiades and Stan
West on data sources and estimating procedures, and Ernest Engquist,
Jr., on the sampling variabilities of Statistics of Income and how to
interpret them.

The criticisms and suggestions of all these men have improved the
study. But the responsibility for errors and conclusions is solely mine.

Jacob Silverman handled the computations and carried out the
estimates for the first draft of the manuscript. Massimo Brighi and
Robert Hamada performed a similar service at a later stage. I am
grateful to the Sloan Research Fund of the School of Industrial Man-
agement at the Massachusetts Institute of Technology for financial
assistance which made Messrs. Brighi and Hamada’s help possible.

H. Irving Forman’s skill is evident in the charts. Carolyn Stone and
Marie-Christine Culbert edited the manuscript more than capably.

XV






PREFACE

THE individual income tax levied by the Federal Government has
since the war become by far the most important single source of gov-
ernmental revenue in the United States. In 1958, an aggregate tax
liability of $34.3 billion was reported on 45.7 million taxable income
tax returns. Over 85 per cent of the estimated total of adjusted gross
income received by all individuals now appears on taxable returns.

Because of the fiscal and the broader economic importance of the
individual income tax, the National Bureau of Economic Research
has sponsored quantitative and analytical studies of various aspects of
the tax and their changes over time. One of these studies, Interest as a
Source of Personal Income and Tax Revenue, written by me, was pub-
lished by the Bureau in 1955 as Occasional Paper 51. Another, en-
titled Personal Deductions in the Federal Income Tax by C. Harry
Kahn, appeared in 1960. The present report on dividend income is
the third.

LAwRENCE H. SELTZER
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