1073~5
THE INTERNAL REVENUE CODE OF 1954

[ H.R. 8300, PART 1. (Apr. 07-08, 1954). Hearings on An Act to revise the IRS laws. Senate Finance Committee,
1073-5, includes 501 (c)(3) "Johnson Amendment" and capricious self-defined tax-exemptions for British
offshore bank holdings, 649 pgs., 83rd Congress, 2nd Session. GPO. |

HEARINGS

Click here to go BEFORE TIE

directly to

et COMMITTEE ON FINANCE
search-blocked 3 r A

scachblocked  NTTED STATES SENATE
account_ EIGHTY-THIRD CONGRESS
exemptions, SECOND SESSION

PDF p. 311
H. R. 8300

AN ACT TO REVISE THE INTERNAL REVENUE LAWS
OF TIIE UNITED STATES

PART 1

APRIL 7 AND 8, 1054

P'rinted for the use of the Committee on Finance

PDF p. 319 transcnptmn of scrambled offshore British accounts exemptions:

For our purposes, “readily convertible” can only mean such convertibility as can be effected easily, i.e. without an particular effort or sacrifice on the part
of the taxpayer and as is not contrary to his wishes and does not run counter to his private or business intentions and interests. Though probably the term
must not be interpreted in so broad a sense as to denote a convertibility which is available to the owner of blocked currency only by virtue of a general
permission, it would seem reasonable to carry the interpretation nearly to that point. Another approach to define “deferable income” would be simply to
say that income not readily convertible may be equal to income not taxable under statutes and case law, to hold, in other worlds that “deferable income” is
income the restrictions of which make it nontaxable.” The difficulty, however, lies in the fact tht no clear-cut rule exists as to what kind of restrictions are
required from the point of view of Federal income taxation to render an income nontaxable,” and none is offered in the mimeograph. Finally, it should be
noted that the preamble to the mimeography contains the statement that the omlarv or exchange restrictions often make it difficult for taxpayers to
ascertain the value, in terms of United States dollars of the blocked inco: ne might therefore be allowed to look upon this angle, which would
lead to an interpretation of these terms to the effect that not readily cox d therefore deferable, income is income the value of which in terms of
United States dollars cannot be readily ascertained. It seems, however, { fasoning provides too narrow a basis for the application of the
mimeograph.
Consequently, the first interpretation, given here, is probably the only safe basis for the application of the mimeograph. In fact, following our outline
about the present status of the Case law it is obvious that “deferable income” is not a synonym for “nonstaxable income”; there is definitely income which
is to be included in gross income if no election is made under the mimeograph, but which is deferable if election is made.”

2. Ending of deferment

In other words of the mimeograph, income ceases to be deferable income when, to the extent thereof-

(a) Money or property in such foreign country is readily convertible into United States dollars or into other money or property which is readily
convertible into United States dollars;

(b) Notwithstanding the existence of any laws or regulations forbidding the exchange of money or property into United States dollars, conversion is
actually made into United States dollars or other money or property which is readily convertible into United States dollars; or

(c) such income is used for nondeductible personal expenses, is disposed of by way of gift, bequest, device or inheritance, or by dividend or other
distribution, or, in the case of a resident alien, a taxpayer terminUN EUIEMeSTA T ited States.
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THE INTERNAL REVENUE CUDE OF 1954

WEDNESDAY, APRIL 7, 1084

UNITED STATES SENATE,
CoMuriTer. oN FINANCE,
Washington, D. C.

The committee met, pursuant to call, in room 812, Senate Office
Ruilding, at 10:30 a. m,, Senator Eugene D. Millikin (chairman)
presiding,

Present: NSenators Millikin, Butler, Martin, Williams, Flanders,
Carlson, Bennett, Johnson, Hoey, Frear, and Long.

The CralrMaN. The meeting will come to order.

We shall begin hearings todny on the Internal Revenue Code of
1954 (H. R. 8300). In lieu of reprinting the entire House report of
this Act I submit for the record a brief summary of the principal
provisions prepared for the use of the Committee on Finance by the
technical staff of the Joint Committee on Internal Revenue Taxation,

('The summary referred to follows:)

Summary or H. R, 8300, Tan Prorosep INTERNAL RevEnuve Cobr or
1054 aAs Passrp By THE HoUSE OF REPRESENTATIVES

(Prepared by the staft of the Joint Commlttee on Internal Revenue Taxation)
1. REARRANGEMENT OF THE CODE

H. R. 8300 substantially rearranges the present code in order to
place its provisions in & more logical sequence. The internal revenue
title is divided into seven subtitles:

. Incomo taxes

. Estato and gift taxcs

. Employment taxes

. FExciso taxes

. Alcohol, tobacco, and certain other excise taxes

. Procures and administration

. The Joint Committee on Internal Revenue Taxation

The major rearrangements were made in subtitles A, B, and F
although some changes or rearrangements were also made in most of
the other subtitles as woll.

Each of the subtitles is broken down into chapters which in the
case of the income taxes subtitle are as follows:

1. Normal taxes and surtaxcs

2. Tax on self-cmployment income

3. Withholding of tax on nonresident aliens and foreign corpora-
tions and tax-free covenant bonds

4. Rules applicablo to recovary of excessive profits on Govern-
ment contracts

5. Tax on transfors to avoid income tax

6. Consolidated roturns

QuEOQT»>
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2 INTERNAL REVENUE CODE OF 1954

Chapter 1, which contains most of what are commonly thought of
as the income-tax provisions, regroups those provisions, many of
which are unduly separated in the present code, into theg following
subchapters:

A. Determination of tax liability -
. Computation of taxable income
. Corporate distributions and adjustments
. *Deferred compensation, etc.
Accounting periods and methods of accounting
Exempt organizations
Corporations used to avoid income tax on sharcholders .
B institutions
Natural resources
. Estates, trusts, beneficiaries, and decedents
Partners and partnerships
. Insurance companies
. Regulated investment companies .o
. Tax based on income from.sources within or without the
United States
. Gain or loss on disposition of propert;
Capital gains and losses .
. Readjustment of tax between years and special limitations

The provisions in each subchapter are classified into parts, the
parts sometimes are divided into subparts, which are then divided
into sections. . ’

In addition to a rearrangement of provisions the proposed new code
makes a number of changes in basic concepts relating to income. ,

In the definition of gross income the involved; ropetitious language
of the present code section has been replaced by the briof statement
that “‘gross income mcans all income from whatever source derived.”
Thus, the statute adopts the broad language of the Constitution.
No attempt is.made to define the general term “‘income.” - The mean-
ing and scope of that term must in any case bd finally determined by
the Supreme Court. The fact that some items are excluded from

s3'income under other sections of the new code is indicated by the
mti)rqdluc,tory qualifying clause ‘“‘except as otherwise provided in this
subtitle.” : )

Immediately following the general definition there has heen added
for purposes of illustration, a list of 15 items-which are to be included
in gross income. They represent the more common types of incdme,
and many of them are specified in -the present code. ~Ii the new
section they aro separately stated and numbered so that they may be
more_easily identified. "Any itemn which falls within the general
definition will. constitute gross income whether or not it is specifically .
mentioned, in the illustrative list, -

he definition of “adjusted gross income” has been clarified, and
has been modified in two respects. Adjusted gross income, both under
the code and under the propossd revision, is used for four specific
purposes, all of which relate only to indivi(iup]s‘..
(1) The imposition of the optional tax where adjusted gross
income ia less than $5,000; . .
2) The determinaticn of the standard deduction;
3) The determination of the deductjon for medical expenses;

Cow
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INTERNAL REVENUE CODE OF 1984 : 3
(4) The determination of the deduction for charitable contri-

utions.

The definition itself is for the most part the same as that now con-
tained in the present code. It consists of gross income minus certain
deductions. The deductions are largely the same in the present codé
and the proposed code.

A new section, for the first time, provides a single term to describe
the portion of the taxpayer’s income upon which the tax is imposed.
The term is ‘‘taxable income,” .

Under the present code the tax, in the case of anindividual,isimposed
upon the “net income’” in excess of certain credits. The difference
between tho credits allowed for-purposes of the normal tax and the
surtax, ragpectively, produces a al-tax net income” and a
“gurtax net income.” In the case of & ration, the present code -
Provi,dés- for “adjusted net_income,” ‘‘normal-tax net income,” and

‘corporation surtax net income’’,

,The adoption of the single term)*“taxable incdme,” applicable to all

taxpayers, makes :z possible to. discard all of these terms. This is

accomplished by treating as deductions from grods income the items
!which noiv constitute cﬁiaws{;%ainst»het' income, ‘\Except in the case
o 8t
e mi

/ of an individual U¢ ;3‘“ dard deduction, “taxable income” is
defined as the ug/all the allowable\ deductions other
.than the sganda ﬁdtgction, T gpemonnl exemptipns of individuals

.| "are included.amgng.the dllowablp deductions. If an individus) elects
to use the stan deduetion, Ris taxable income consists of his ad-
justed gross income minus,the sim of the standard deduction and the
deductions for personal exbmptions, ~ ' :

and corporations. In the caseiof the former, partially tax-exempt

terest, if included in groks income, comtitut.r::c;he basis for a credit

against tax. In the presint code this inte is & credit against

. income. The eredit equaly 3 percent (the nérmal tax rate) of the

amount so included.. In the case of a copporation, the amount of

partially tax-exempt interest included in gross income is allowable as a

. deduction from gross income, Howewer, for purposes of the surtax

with respect to-corporations the texable income is computed without

the allowance of this déduetion. This device avoids the definition of &
special base for the corporate surtax. .

The abandonment of the term ‘“net income,” together with the
numerous variations necessitated by the complicated system of
credits against net income, and the substitution of the term “taxable
income” defined in a single section, should simﬁlify the process by
which the taxpayer determines the portion of his income which is
subject to tax.

\g}There is one 1tem which is tredted differently as bét&een individuals

II. Tax oN INpIvIDUALS AND CORPORATIONS

A. Combination of normal tax and surtazx (sec. 1)

Under present law the individual income tax rate structure consists
of & 3 percent normal tax and a graduated surtax.

Under the bill, the normal tax and surtax rates have been combined
into a single rate schedule. To take care of partially tax-exempt
interest & 3-percent credit against the tax is allowed.



4 INTERNAUL REVENUR CODE OF 1954

B. Head of family (sec. £)

Presont law allows half of the benefit of income splitting to single
taxpayers who maintain in their home a child, grandehild, or any
other person whom they claim as a dependent.

The bill extends the full benefit of income splitting to & “head of
family.” Tho depondent giving the taxpayer head-of-family status
no longer must live in the taxpaver's houschold, but the taxpayer
must actually support such dependent.  Such dependenta wnder the
bill are limited to a son, daughter, father, mother, brother, or sister,
Theso classea of depondents are somewhat narrower than present law,
deleting in particular the following classes: prandparents, grand-
children, aunts and uncles, nieces and neplows, stepsistors :uu? step-
brothers, and in-laws (other than mothev-in-law or father-in-law
where the taxpayer’s spouso is deceased),

TanLr 1,-——Comparison of the indsvidual sncome tax Hability 'fnr a head of household
with 1 dopendent under present law and under If. . $300

Tax 1nblity Ruduetlon {n tax

Net lncome (after deductions but batore I Eriaias mb e S

Prosout aw] HL, RRI00 [ Amouat Poroont

,000, e e e $1600 $10 | . .- e e

000 . 3% o | T
,000 - i M0 ® 1.4
000 m 00 1R 98
000, - 1, 08 1410 ; 01
19,000 . 000 1, R 172 ]
$18000, . 378 3,20 I 8t
8,000, , ¥, 082 8,734 1,488 ]
30,000, . , 19, 80 R
100,000, 82,770 o 744 n's
000 416, 388 403, 348 132,840 33
1,000,000, ) R S48 11, én 1.8

| Maxhnui affective rate lhnitation of 87 percout. .

1t is estimated that the changes made in this provision will decrease
revenues by $50 million in tho fisoal year 1855,

C. Corporate income-tax rade (sec, 11)

Undor present law tho corporato normal tax rate is reduced from
30 percent Lo 25 percent as of April 1, 1954, while the surtax rate of
22 peroent is unchanged. 'Tho bill extends tho 30-percont normal
tax rate for 1 year, thus continuing the 52-percont maximum corporate
rate until April 1, 1954,

The continuation of the prosont corporate rate is expoected to save
approximately $1.2 billien in revenue for the Govarnment in the fiscal

year 1955,
IIT. Crepirs Against Tax

A, Dividends received by individuels (seos. 84 and 116)

Under existing law dividends aro taxed twice: onco in the hands
of the corporation and once in the handas of the sharcholder. Under
the bill an individual may exclude from his gross income up to $50
of dividend inocome received from a domestio corporation during a
taxable year ending after July 31, 1954, and before August 1, 1055,
In subsequent taxable years he may exclude up to $100 of the dividond
income he receives. Theso exclusions are granted for each individual
filing & tax roturn, which moans that a husband and wifo filing a joint
return will have two exclusions where cach is a dividend recipiont.

N
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In addition, the taxpayer is allowed a eredit (soe, 34) agninst tax
egual to 5 percent of dividend income above the exclusion received
after July 31, 1954, and before August 1, 1055, and 10 percent of
dividend income above the exclusion reccived after July 31, 1956,

This ean be illustrated by an individual who veceived $250 of divi-
donds in, say, Septembor 1054, e would exclude $50 of these
dividends from his ineome and would rvecvive a eredit equal to 6
percent of the $200 of remaining dividend income, or $10, which he
could deduet. from his tax s otherwise computed. 1 he veceived
the dividewd in September of 10565 the exclusion would be $100 and
the tax eredit 10 peveent of $150, or $185,

The amount of the credit is limited to 2 percent of taxable incomao
in 1054, 7 peveent in 19545, and 10 percent in subsoguent years,  This
limitation vestriets the eredit to the amount of dividend income which
actunlly enters into the tax base,  ‘I'he uso of 2 pereont ad 7 porcont.
for 1064 and 1955 removes the necessity of provating incomo in the
2 yoars,

The dividend-rocoived eradit is not allowed with respeet to divideads
pnid by foreign mr;)oru\;ipxm, tax-exempt domestic corporations, or
insurance companies,  The eredit does not apply to dividends of
axempt farm cooperatives or to distributions which have been allowed
as n deduction (in effect treated as interest) to a mutual savings bank
cooperative bank, or building and lonn association, :

The pereontage reduction of tax under the combined dividend
oxclusion and cvedit is groatest in the lowest. brackot and doclines
})muwssivolv as the income level vises,  This is indieated in the
ollowing table:

Taniw 2. —Comparison of tax lability under present law and I, 1. 8300 of o
person receiting all his income from dividends in the year 19568

MARRIED QOUPLE, 3 DRIPENDENTS

Pareent Ponvent:
Amount of Prosent | N, R age toduios Amoant of Prosant | ML R, WRe 1
fivonie ¥ Taw lox 8300 tan t tion Ity ineon law Ly | 8300 tan? q\luc:km
n tax

0 0 w? LM LS ]

HO 1Y M3 1Hn,0n il

N 200 PR T4 s (14

70 R4 LIRS ALK . 167, Wl (LR

1,972 L WO [ 0m ., RIS SEAYT) 194

9 4% 1, $00 483 1] 81,000,000 04, 480 | 6T, 818 n

3, 800 LI ¢
1 Tnoome before daductlons and lmr:m\ml aweluptions, Twx \ fone assuiie floutend deductions
vitg Al net eows Rr tax purgw

u‘m\l to 10 \\\mm of incows (i arel e,
AN Ly idonds are wxaaiied (0 he rooclved by the husbond, (18 a wite receives dividaads tuay woutd get
& §0 exolusion feon lneome,)

Nota, - 'The pian Bocomes fully effootive (n 1838 stub providgs (r exoliialon of Aret $100 of dividands wud o
10-porcent tax crodit on dividonds novessy of the evelusion. The smonut of dividonds an which g cnvdit
I comtpitod 1y not to excoed the twrabln invome (wt tigetie after deductions and parsonal exemptiona).
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Tanre 3, —Comparison of the combined corporate and individual income taxes on
$1 of corporale profils before tar under present law and under H, R, 8300 when
Sully effective,

Prosont law 11, R. 8300 Poroents
e | o Btock liction
Stookbolder's tax. | FOt0 orpo- ek y \
rofita me holders | Btocks [ Amount | Stock- | Amount | in taxon
able income ore tax | dividond | holder's | “of - | holdern | of in- tock-

tax taxon | comw ax on come
dividond | after tax | dlvidend | after tax | dividend

Percend

$t 0. 82 $0.48 $0.10 $0.38 £0.05 $0.43 80.0

8,000, ] b2 48 A2 3 07 41 4.7
8,000. .. 1 52 8 M o 00 p: ] 35,7
0,000. 1 02 A8 A0 233 Il 37 3.3
0,000 1 82 48 3 A AR W30 nT
000.. 1 52 48 .28 .23 i\ ) 20.0
,000. . 1 83 4R R 20 R 28 17.9
000. . 1 A2 . W38 W13 80 A8 3

1 83 AR A2 08 .87 1 1n.e

U1t [s assumad the stookholder's equity from $1 of corporata onrnings i3 subjeot only to the tax eredit
provision, for slinplielty purposes tho 3100 exalusion has boen ignorod.

On the basis of current dividend payments of about $9 billion
annually it is estimated that tho dividend-exclusion and dividend-
received credit provided by the bill will reduce revenues by $240
million in the fiscal yonr 1955.

B. Retirement tncome credit (sec. 38)

Presently, unlike pension incomes gonerally, benefits under social
security, railroad retirement, and certain other Federal programs aro
tax exempt.  The bill adjusts this differentinl treatment by allowing
o limited tax credit for tho forms of retirement incomo which are
presently taxablo.

An individual over 65, who had proviously worked, is granted a
credit against tax determined by multiplying tho first bracket rate
(now 20 }gorcent) by the amount of his retirement incomo up to
$1,200. Rotirement income is dofined as ponsions, annuitics, divi-
donds, rent and intorest.

The retirement income base is reduced in two ways—

+ (1) by tho amount of social socurity, railroad retirement,
“certain veterans’ ponsions or other rotirement pension oxcluded
from gross income; and

(2) by the amount of earned income during tho year in excess
of $600. Military disability pensions and workmon’s compensa-
tion paymonts do not sorve to reduco rotiremont income, The
earncd income test is similar to the social security work test,
$900 cqualing $75 per month. This provision would complotely
eliminate the credit if the individual carned over $2,100 in the

yoar, :
To qualify, an individual must have Xreviously earncd at least $600
& year in any 10 precedingl yoars. widow whosoe spouse wouid
qualify is herself qualified. If both husband and wife have proviously
worked, each can qualify for the retiroment income crodit.
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Tavrx do—Maximum amount of certain types of income ¥ a single person can receive
(orer 65 years of age) and pay no tar wnder 1. B, 8300

Prosont faw | H. R, Ri00

£2.707 $2.407
100

Total lncomo .
Dividand excluslio!

T | 37
bord a7
"

Adjusted gross ncoma
Standdard dedetion. ..
Personal exemption

Tazable leowe. .ooeniuinnn ool et teeeree e vmeeiratiaaene e B

Taxlablity. . ... |
Tax credit (rotirement).

s 0

L Assunmtiong as to neame recvivad:
@) Indh el roeetves $100 of dividends,
(0} "The rewaining segmient of lneone (s pecelved as annuity fncome the cost of whieh has been fully
excludod i prior years,

Tavar 5, Marimum amount a marvied couple, hoth over 63 years of age, and hoth
having the same amount of dividend income, can reecive in dividends and pay no
tar under 1. K. 8300

Prosent law ’ H. R, R300
1
| ——
Total Income (dividends)....... ... e e e o £8, 083 N, 082
Dividond exeluston ... IO N N AN 200
Adjested gross Income . . 8,082 7882
Btandard deduetlon o000 S03 ™
Personal exemptions .
Taable lncome... . L l
Tax Hnhllity (hefore crediis).. ... .. . .
Tax eredit (retirement) L .. .
Tax enxlit (dividemds 10 pereent tanable tcomed. ..., . .. L.
Total et tax HABIEY . o oveenie et e aean . I

Tantk 6.~ Marimum a mount of certain types of inconet a mareied couple can
receive (both spouscs over 65 years of age) and pay no tng under 1, R, 8300

. ’ Presont law [ H. R, 300
U

Totat incowe .. 5, A4, 5, A4
Dividend oxelusion ’ . &‘«\‘J l ¥ '.\hl
Adjusted gross inovina. &, w!‘ A:‘l‘.‘l}
Btandard deduetion .. 553 A3y
Persount exeaptions ., 2,40 2,400
Taxuble Ineume " 2,400
crmazml oA

Cax Uability. ... L 450
Tax credit {retirement). . R P . 4S50
Net tax Uabitity....... 810 0

$ Assumptions og to lneome reeeived:
1) Husband and wifo cach roeslve $100 of dividend fneozme,
» gr yIol.:uawmnlnhm segtment of income atmuity eowe the cost of which has beou fulty excluded in
7 r3.

It is estimated that this provision will reduco revenues by $125
million in the fiscal year 1955,
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IV, Dxpvertons ix AmiviNg e Aoguaren Grosa INcony

A Pransportation expenses (ee, 68 () ()

Under present lnw husiness tentsportation expenses ean he dedueted
by an employee in weviving at adjusted gross income only if they ave
roibursed byt employer o if they ave incurred while the saployee
wis nway from home overnight,  Other business Lennsportation ex-
ponses cat by deducted fromy gross income if the taapayer itemises
all of his deductions, )

The Bill will peemit employees to deduet oxpenses for actunl tenvel
whother or not away from home overnight,  “Thus, if the cmployee
uses his own ear o deduction will be sllowed for the cost of gasoline,
oil, nuto vopairs, and deprecintion,  Comunuting expenses hotwoon
home and place of smployment are not allowable deductions,

B Business expenses of ottside sulesmen (see, 62 (9 (IN)

Anin the case of the teansportation expenses doseribod athove,
business expenses of an “outside snlesiman™ who is an enployeas
prosontly mny e deducted in aeriving at adjnsted gross income only
i they are veimbumsed or inenpred while he is away from home
ovaernight,

This bill treats outside satesmen in effoet like self-omployed persons
with respeot to these expenses, permitting the deduction of their ex-
ponses in arviving at adjusted gross fneome even thot the salesmen
ure the standand dedocetion, "These deduetions include oxpenditures
for antertainment of customers, €plit commissions paid onsubeontmets,
ote, An “ontside salesman® is detined s an (‘Ili|)l(\3‘«\t\ engaged prinei-
pally in the solicitation of business for his employor at places other
than the employer’s place of husiness,

V. Serctat Incuustons v Gross Evcomn

A Altmony and separate maintenance paymends (see, 71

Present law taxes to a vecipiont, and allows the payor a deduction,
for pariodie alimony ov reparate maintenanes payments i the pay-
moents ate 8 logal obligation imposed by a court deeree or by a
written agreamant inotdent to s dovven,

The bll extends the tax trestment desevibed above to periodie
payments made by o husband to his wifo undor a weitton separation

reemient even though they ave not sapavated under a court deeron
if they are living apart and have not tiled o joint retuen for the taxable
yoar,

B. Annwities (see, 78)

The so-called Sporcent: rule under present law taxes an annuitant
on the annuity payments he receives to the extent of 3 pereent of
the amount he paid for the annuity,  Any payments he vecetves above
thia amount are congidered to be the return of hin capital and ave
excluded from tax until the cunualative anmount. exeluded equals the
amount. he paid for the anmnity,  ‘Thereafter, the annuity payments
recoived are taxable in full,

The bill spreads the tax-free portion of the annuity income ovenly
over the annuitant's lifetime.  In the usual case the exclusion will
equal the amount the annuitant paid for the amnuity, divided by his
life expectaney at the time the payments begin,  This exclusion is to
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vornin the seme evon though he ontlives this life expeotaney.  Undoer
this rule the company providing the annuity will bo able to supply
the aunuitant with a statemont. indicating that for the vest of his |ifo
n stated smount of his nunaity icome will be exeluded anuually from
his incone subjoct to tax,

However, an individual veeciving n pension financed in part. by
contributions from Lis employer will not be taxed under the lifo
expectaney mothod if the amounts payvable undee the annuity in the
fitat 3 yoars equal, o excoed, his cost for the annuity,  Suelindivid-
unls ave to exeludo all annuity payments until they have recovered
their eapital tax frow; thoreafter, all annuity payments will be taxable
in full excopt, of couesn, for the vetivement incomoe eredit which may
oxempt ns mueh ns $1,200 of this income ench year.,

Any refued paid to a beneticiary at the death of an annuitant is to
bo exetpt from tax.  However, the anmunitant’s cost (to bo spread tax
froe over his oxpocted lifo) is to be reduced by the refund anticipated
computed in necordanee with his lifo expectaney,

1 the case of joint and suevivor annttitios, the cost of the nunuity
in determining the snnual exclugion, is to be spread over the combined
Lifo oxpectaney of the annuitants,  "This replaees the prosent rule pro-
viding a new ealeulntion for the survivor on the basis of the estate
value, but the change is mado only in cuses whore the oviginal annuitant
dies after January 1, 1964 A apecinl supplomental deduetion is al-
lowed the suevivar in this case for the estate tax attributable to the
Rurvivor annuity,

The life expeetancies of those sleondy voceiving annuity payments
will be dotermined as of danuary 1, 1064, and the cost, or consideration,
to be recovered tax free will bo reduced by any amounts already
recovered tax freo under the 3-pereent rule,

The vule deseribed above applies to payments for o fixed number
of yoars as well ax to payments for lifo,  Amounts vecoived under a
paid-up endowment contrnet also will be taxed in this manner whero
the polievholder oleets, within 60 days after he has the vight to receive
a lump sum, to veccive the payments in installmonts instead,

R

rr
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TasLk 7.—~Comparison of the taz lroa!mm;'prouidcd under present law and under
the.annuity and refirement provisions of H. R. 8300 for a single person 65 years
_ of age recetving. ;}8‘300 from a purchased annuily which cost $70,000—life

expectancy assum be 15 years and cost of purchased annusty {8 nol recovered
lax-frep in first $ years*
. - . " Presont law
Year of vetirement Tax attribe
Annial Amount of
anniity Thanble annuity ‘;ﬁ‘nbl‘l?t’;’
{novrae excluded income !
46,000 142,100 43,000 22
6,000 42,300 3, 700 464
6,000 6,000 0 1,30
.
H. R. 8300
. Not annual
‘Year of retlrement Ann Amount of | TAxattrid-| Tax eredit | tax during
1 Taxable 4 ulable to | for relire- | taxnayer's
sooulty | income | SENUNY | mnnuity | mentine | Wfoon
' me exalu inoome! | ocome! | annuity
' {ncome
I through 1Xh year. } -
8th yoar,........ 000 443,338 , 067 7 40 L
10th and sabeoqueni o " ' s

1 Assuming Individual has other tnoome equaling thoe personal exemption and deductions,
1 Maximum amount of tas credit allowable, 20 percant of $1,300.
33 porcent of the wglt the snnuity, ’
Annulity income of $6,000 less fomaining cost of annuity not recovered tax-free In first 17 vears,
2 Coat of purchased anuuity divided by 18 mm\m lifo oxpootanoy subtmeted from annwn] Annuity,
): uui &?a cost 13 rocovered In 3 years, then under the "Annulty Provision® of the bill such amourts
o QUS4 Are rullmhublo to she extent thoy exceed the amount oxoludod under the ‘‘getirement

. gme" provision of the b:

N
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Tanne 8.~Comparison of the tax treatment provided under present law and under
the annuily and retirement provisions of H, I. 8300 for a retired single individual
85 years of age receiving an annual annuity of $3,000 with the individual's con-
:;libuté:ona anounting to $7,000, the cost of which will be recovered Lz free in less

an § years

Presont law
Year of retirement Ar Tax at-.
nnual . Amount of
annutty | Jaxable | Tapgypy | tributable
Incotue excluded. [ ' AUTEILY

L8210 $2, 700 #H2
1310 2,700 42
41,580 1,40 a8
3,000 0 620
o e,
e Taxate | Tax =] Reductlon In tax
Yonr of rotirement | g pnunt | o Amount | ¢y foradit for | N8 8% To oooe prcgent Inw
anmit axable | of annute | s 50 | parire. | OW ARANS
. ] nw“y {ncome | ity ox: amuity | - Rent ity e | —
duded | jnoome” | Incotmad [ OMO Amom\ Parcent
d \] N -
- v )
$3,000 101~43,000 o 0 0 2 {\ 100.0
/78,000 «’84 8,000 | 0 0 J 0 ‘:2 \ 100.0
JoB000| v2f0| noco|l s0) s e 180 e
soo| sow| ol ew|>aw| sk ae)| \sr

: - N ;
1 Assuming indivldynl has $900 of "work luwrﬁ' ghd bathnee rrom\nveatinonu oqualing tho nal
exsmptions and doductiot N { i .

uctions, O {
3 Maximum nmopint oflmx tm‘t allcw@\ﬂo, 20/ pogornt of 83,200, )
pldo

!

i
by AR / '

It is estim&ted that tho annuity rules will déoreage revenues by $10
million in thefiscal year 1855, . .~ el /.
C. Amounts which are not annuity payments, bilt received under anfluity

or endowment contracts (seo. 72 (¢) apd (h) //u

Individuals fraquently reeeive under\annuity,contracts
which are not strictly aPeakm annuity payments, such as
and. amounts receive%\rom the surrender, redemption,
of the annuity contract>._Under present law, such am
to the extent that they exceed the portion of the ?midemtion paid for
the contract which has not previously heen yecovered freo of tax.

Tho bill mekes two changes in the present treatment. First,
proceeds other than annuity payments which do not constitute a
-complete discharge of tho carrier’s obligation under the annuity
contract (for example, dividends as contrasted with amounts received
from the surrender of the contract) are to bo taxed in full without any
“exclusions, if roceived on or after the date the annuity payments
begin. Whero the procoeds from the annuity contract are received
either before the date apnuit& payments begin or in full discharge of
the contractual obligation these proceeds will be taxed, as under
existing law, only to the extent that they exceod the consideration.

A second change made by the bill deals with cases where such
proceeds are received in a lump sum in one year. In such cases, the
tax on the lump-sum proceeds cannot exceed the tax which would be

45904—04—pt, 1——3

vy
83 percent of conglderation pald. AN Lo \l'r
. 4 Total wmount of aunuity exoltided tntil dogt'of nimuity is r?omom! x (rom,.
¥ Annuity incotuy of $3,000, less fomalning odst of annuity nof ex in fiest 2 yoafs,
! o
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payable if the proceeds had been received in 3 equal instaliments: 1 in
the year of receipt, and the other 2 in the 2 preceding -years.

D. Prizes and awards (see. 74)

The tax treatment of prizes and awards under present law is uncer-
tain although they have usually been held to be taxable,

The bill includes in income sul»}oct, to tax all prizes and awards
except thoso made in recognition of past achievements of a religious,
charitable, scientific, educational, artistic, literary, or ecivic nature
where the vecipient was selected without any action on his part anc
is not required to render substantial future services.  This exeeption
is intended to exempt such awards as the Nobel and Pulitzer prizes.
“Giveaway” program prizes and essay contest prizes will be taxable
in all cases despito some exceptions in case law (Pot O'Gold and Ross
Essay Contest).

Scholarships and fellowships are not covered by the vules deseribed
above, The bill contains o specific provision dealing with them,
(See sec. 117 in pt. VI-GQ.)

. Discharge of indebtedness (sevs. 76, 108, 1017)

Under present law, whethor cancellation of indebtedness results
in income to tho debtor, and to what extent, is now a matter to be
determined according to various rules developed by the courts,

The bill provides that all discharges shall be included in income
of the debtor unless they fall within specified categories where income
it deemed not to accrue, 'The spectfied exemiptions aro as follows:

(1) Transactions having the character of a gift to the taxpayer;

(2) Transactions having the character of a contribution to the
capital of the taxpsyer;

(3) Transactions effected as an adjustment of the puichaso
price of property acquired in connection with the assumption of
the indebtedness discharged; or

(4) Any other transaction in which the discharge is attributable
to the existence between the parties of & relationship other than
that of debtor-creditor.

_These specifications give recognition to the situations as thoy
actunlly exist. in day-to-day transactions, For example, a father
intercsted in tho financial welfaro of his son may, without considera-
tion, discharge the unpaid note his son had given to him. Such a
discharge would ordinarily constitute a gift to the son. Even in
cascs wheroe there is not such a close personal relationship, a creditor
may settlo a dobt for less than full value to assure continued business
rolations with the debtor. In actual practice, the determination of
whether discharge of indebtedness results in meome or not will be
dopendent on the circumstances of individual cases.

heso enumerated excoptions are to be inoperative whero the indebt-
edness discharged is an acerued item which the debtor has deducted
on his income-tax return and from which hin has received a tax benefit,
and thoe creditor has not acerued his claia as income.  In such cases,
the debtor will be required to include as ircomo for the year of can-
collation the amounts deducted for tax purposbs bui never paid out or
counted ns income by his creditor,

Undor presont law, whero cancellation of indebteduness of & corpora-
tion, evidenced by a sccurity, results in income which would otherwise
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be taxable in the vear of cancellation, such taxation may be avoided
if tho debtor corporation veduces the basis of its assets (in accordance
with Treasury rogulations) by the amount of the cancellution.

Uunder the bill this privilege is extended to an individual, if the
indebtedness was incurred in connection with property used in his
trade or business, and it is available (to such individuals dind to corpo-
rations) whether or not the canceled indebtedness was evidenced by
a seeurity,

Present law permits railroads to exclude income arising from the
cancellation of indebtedness, without any corresponding reduction in
the basis of their properties, if the cancellation is pursuant to an order
of the court in bankruptey or receivership proceedings.  'This provision
now inapplicabie to taxable vears beginning aftor December 31, 1954,
has been extendeid to apply to cancellations in taxable years beginning
before Januury 1, 1936,

VI. Exeruvsions From Gross Incomni

Ao Employee death benefits (see. 101)

Present Inw provides that beneficiaries of a deceased ewmployee are
to receive n special exclusion of up to $3.000 for payments by an
employer.  Under existing law, this exclusion is available only where
the employer is under a contractual obligation to pay the death
benefits and is not available where an employee has a nonforfeitable
right to the beaofit before death.

The bill extends this exclusion to death benefits whether or not
paid under u contract. 1t also extends the exclusion to distributions
under a qualiticd profit-shaving plan even though the employee had a
nonforfeituble sizht to the amount while living.

The $5,000 lemit on the exclusion under present law applies to
payments with respect to any one cmployer. ‘The bill limits this
exclusion té 5,000 with respect to the death of any employee.

B. Interest ciome:i v life-insurance proceeds (see. 101 ()}

Ixisting law exompts proceeds of life insurance paid by reason of
death, even though the proceeds may bo paid in installments so that a
portion of the payments represent imnterest oarned after the death of
the insured, .

The bill provides that the interest element in life insurance proceeds
accruing after the death of the insured (after the date of enactment of
the act) is to be included in the income of any beneficiaries, except
that an exclusion of up to $500 a year is provided for the widow of a
decedent and an exclusion of up to $250 a year is to bo provided for
each other beneficiary who is a child or lineal descendent or ancestor
of the decedent. 'The change doecs not, however, atfect the present
taxation of interest received on proceeds left with an insurance com-
pany under an agreement to pay interest.

C. Payments for injury and sickness (sevs. 104, 195, and 106)

Under present law, amounts recoived as accident or héilth benefits
are exompt only if the bonefits are paid under a contract of insurance,
This results in a tax differontial against plans which are self-insured
by the employer. It also involves difficult questions as to whether or
not an insurance contract is involved, for oxample, in a State with a
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compulsory employer injury and sickness program which permits the
emf\ oyer to self-insure if he posts a bond with the State.

The bill applies the same exclusion rule to both insured and non-
insured plans if the plans moot certain qualification tests. Sickness
and accident benefits are (1) entirely excluded if received as compen-
sation for injury or sickness (for example, for hospital bills), and (2)
excluded up to $100 a week if roceived as compensation for loss of
wages,

lt"or a plan to qualify it must be for the exclusive benefit of omployecs
and it must moet certain nondiscrimination tests similar to those
applied to pension plans. Employees must have enforcoablo rights to
benefits. Further, to qualify, the plan must provide a waiting period
before paymonts to compensato for loss of wages begin, This will
disqualify sick leave whore no waiting period is provided.

I(} an cmployee under a qualified plan receives supplementary pay-
ments as compensation for loss of wages under a nongualified plan
(e. ., a direct payment from the employoer’s pocket) the nonqualified
amount will be taxable and will also serve to reduce tho limitation of
$100 on the weekly exclusion.

Tho bill makes clear that employers’ contributions to sickness and
nc:(iidont plans ave not to be taxed to the employee at the timo they are
made.

D. Rental value of parsonages (see. 107)

Under present law, the rental value of o home furnished a minister
of the gospel as a part of his salary is not included in his gross income,

Tho bill provides that tho present exlusion also is to apply to rental
allowances paid to ministers to the extont used by them to vent or
provide a home,

E. Income taxes patd by lessee corporation (see. 110)

Under some long-term leases, a lesseo contracts to compensate the
lessor for income taxos assessed on the rental payment,

Under present law the lessor is deemed to derive additional taxable
incomo from the incomo tax paid on its behalf by tho lessco. Tho
losseg, in turn, is required to pay a tax on such incomo of the lessor,
and so on. Tho lesseo, however, is entitled to deduct such tax
payments in computing its own income tax liability.

Under the bill, tho income tex liability payable by the lesseo on
such rental income is to be excluded from the lessor’s gross incomo and
denied as a deduction to the lessce.  This applies only to leases entered
into bofore January 1, 1954, where both fossoe and lessor are cor-
porations, This provision has been in effect with respect to excess
profits tax liabilitics.

F. Combat pay of members of the Armed Forces (secs. 112, 692)

Presont law provides an exclusion from gross income for members of
the Armed Forces serving in combat zones or hospitalized as ‘the
result of wounds, disease, or injury incurred while serving in a combat
zone. In the caso of enlisted personnel, an exclusion from gross
income is granted for all pay received for sorvice in a combat zone or
. while hospitalized as a result of such service; for commissioned oflicors

the exclusion is limited to the first $200 of pay rocoived in & month.

Under present law this exclusion is avnilnglo only for sorvico in a
combat zone between June 24, 1950, and Januaty 1, 1955.
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The bill provides that this excluston is to be available with respect
to service in o combat zone after Juno 24, 1950, during an “induction
period,” that is, during a Yuriod when persons are generally subject to
induction into the armed services under an act like the Universal
Military Training and Service Act,

Present law also has a special tax-forgivoness provision applieable
to an individual who dies after January 24, 1950, and bofore January i,
1965, while in the Armed Forees if his death resulted from service in
& combat zone, Any income tax ho owes the Government at the
time of his death is forgiven, As in the caso of the exclusion, the
bill extends this provision to apply to service in a combat zone after
June 24, 1950, during an “induction period.”

Q. Scholarships and fellowship grants (see. 117)

The present statuto and regulntions do hot covor the tax treatment
of scholarships and fellowship grants, The bill provides that the
usual scholarship or felowship paid to a candidate for a degree is to
be nontaxable. A special rule is provided where the terms of the
scholarship or follows\xip require tho rendering of teaching or rescarch
sorvices. In this case a part of the grant will be taxable determined
by applying the compensation rates for work of a similar nature to
the particufur work roquired. In this situation present law does not
permit such an allocation but taxes the whole grant unless the services
rmiuired aro purely nominal.

n tho caso of a scholarship or fellowship for teaching or roscarch
where the individual is not a candidate for & degree, the grant will
be taxable income if the grant (oxcluding expenses) plus any com-
pensation from thoe previous employer, comes to more than 75 porcent
of the recipient’s salary in the yoar preceding the grant. Thus a
tax benefit is only extended to such fellowships if the individual has
suffered a real income decline in order to accept the grant.

In all cases, amounts received to cover expenses (other than living
oxpenses) connected with the scholarship or fellowship will not be
included in taxable income if thoy are so expended.

I, Contributions to the capital of a corporation (secs. 118, 355)

The bill provides that in tho case of & corporation, gross income is
not to include any contribution to the capital of the taxpayer. This
in effect places in the code tho court decisions on this subject. This
provision deals with cases where a contribution is made to a corpora-
tion by a governmental unit, chamber of commerce, or other associa-
tion of individuals having no proprietary interest in the corporation.
In many such cuses because the contributor expects to derivo indirect
benefits, the contribution cannot be called a gift, yot the anticipated
future benefits may be so intangible as not to warrant troating the
contribution as a payment for future services,

In the corporate reorganization provisions of the bill, a corporation
takes tho basis of assets in the hands of the transferor where the
contribution to capital is made by a sharcholder but takes a zero
basis for property contributed by a nonshareholder unless the property
is received as a gift.

A ard
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I. Meals and lodging (sec. 119)

Under present law meals and lodging have been held to bo taxable
to the employee unless they were furnished for the convenience of the
employer. Kven in such cases, howevor, they are not excluded from
the gross incomo of tho employece if there is any indication that they
are intended to be compensatory.

Undor the bill these meals and lodging aro to bo excluded from the
employee’s income if they are furnished at the place of employment
and the employeo is required to accept them at the place of employ-
ment as a condition of his employment.

J. Subsistence paymentis to State police officers (sec. 120)

The bill provides an exclusion from gross income, not to exceed $5
a day, for subsistence allowances paid to members of a police dopart-
ment of a State, Territory, the District of Columbia, or a possession.
There is no comparable exclusion under existing law,

VII. PErsoNAL EXEMPTIONS

A, Earnings test for dependent (sec. 161)

Present law provides a $600 exomption for a dopondent if the
dependent has gross income of less than $600. The bill continues
this earnings test for all dependents as defined under present law
except that a son, stepson, daughter or stepdaughter of the taxpayer
may have income in excess of $600 provided thev are under 19 yvears
of age or aro full-time students at an educational institution.

The estimatod revenue loss from this provision is $75 million in the
fiscal yoar 1955, )

B. Definition of dependent (see. 158) .

Under existing law a dependent is defined as an individual over
half of whose support is received from the taxpaycr and one who bears
1 of 8 specified relationships to the taxpayer.

The bill modifies the support test in two respocts. It provides that
in the case of children of the taxpayer who are students, any scholar-
ships thoy receive for study at an cducational institution are to be
ignored in ay‘){plv\‘ng the support test.

Tho second chango in tho support test relates to cases where two or
more persons supply the support of another individual but no one can
claim the dependency exemption because of the failure of anyoune to
supply more than one-half of the support. Under the bill a group of
contributors may annually designate one of their number to claim the
dependency exemption where no one in the group contributed more
than half of tho dependent’s support. if all of the teats with respect to
the dependency exemiption (except the support test) are met by each
member of the group; the person desighated to receive tho dependency
exemption has contributed more than 10 percent of the dependent’s
support; and all other members of the group who have contributed
more than 10 percent of the support have agreced in & written statoment
that they will not claim the axemption for that year,

The bill also modifics the “relationship” test of existing law, The
bill provides that a taxpayer may claim as a dependent an individual
over half of whose support he supplics, irrespective of the relationshi
of such individual to the taxpayer, if the individual has as his prin-,pal
place of abode the home of the taxpayoer and is & membor of the tax-
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haver’s houschold. The bill also provides a dependency exemption
or cousins of the taxpaver, whom he supports, who are receiving
institutional care (required by reason of a physieal or mental disability)
but prior to being placed in the institution were snembers of the same
houschold as the taxpaver.

At present in(liviJm\ls may not bo claimed as dependents if they
are not citizens or residents of the continental United States (includ-
ing Alaska and Hawaii) unless they are residents of a contiguous for-
oign country. The bill expunds this exception for contiguous coun-
tries to permit taxpavers to claim as dependents individuals who are
residents of the Canal Zone, Punama, and in certain cases the Philip-

incs, Tor a resident of the Philippines to qualify he must be a child
»orn to or adopted by the taxpayer in the Philippines before July 5,
1946, and the taxpayer must have been a member of the United States
Amied Forces at the time the child was born or adopted.

It is estimated that this provision will decrease revenues by $10
million in the fisenl year 1955,

VIIL. Itemizep DepucrioNs vor INDIVIDUALS AND CORPORATIONS

A, Business expenses not to include charitable gifts aboce limitation
(sec. 162)

At the present time corporations are allowed a deduetion for chari-
table contributions up to a limit of & pereent of their income otherwise
subject to tax. In addition, they are allowed to take as business-
expense deductions contributions to charitable and other organizations
where the institution is to render a service commensurate to the con-
tribution, However, where no service is rendered, a business-expense
deduction may not bo taken for amounts not allowable as charitable
contributions only because they are in excess of the 5-percent limita-
tion,

The bill makes it clear that the rule presently applicable to cor-
porations is also to be applicable in the case of individuals,

B. Interest (sec. 163)

Although interest payments are deductible under present law, ad-
ministration practico has donied any deduction for carrying charges
oninstallment purchases unless the intorest element is stated separately.

Where carrying chavges, but not interest, are stated separately, the
bill permits the deduction as intorest of an amount equal to 6 percent
of the average unpaid balance (computed as of the lst of each month)
under the installment contract during the taxable year. '

It is estimated that this amenrdment will decrense rovenues by
$10 million in the fiscal year 1955,

C. A;zpor!z‘ygz;enl of taxes on real property between buyer and seller
sec.

Under present law, a taxpayer who buys real estato may be denied
& deduction for the local property taxes which he assumes and pays
if under local law the scller of the property has become liable for the
tax prior to the dato of sale. ‘This occurs because the Supreme Court
has held that the deduction for taxes depends upon the time when
the tax becomes a lien upon the property. If, for example, the tax
lien attached to the property before the date of sale, only the seller
would be allowed to deduot the tax for income-tax purposes, rogardless
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of the manner in which the sales contract allocated the tax between

buyer'and seller, The purchaser would be allowed no deduction but

would include the portion of the tax he paid in the basis of the property.

The bill prevides that the purcheser and seller of real property are

to each claim a deduction for that part of the veal property tax which

' is proportionate to thé number of months in the property tax year

during whick he held the property. This provision applies whether

or not the parties to the sale actually apportion the tax. A spocial
rule extends the benefit of this provision to cash basis taxpayers.

D. Theft losses (sec. 165 (¢)) .

The regulations under present law indicate that generally ordinary
losges can be taken only in the year in which they are sustained.

‘The House adopted a provision which provides that theft losses can
be deducted in the year in which the taxpayer discovers the loss, and
only in that year. « .

E. Losses on securities in affiliated corporation (sec. 166 (g))

Present law provides that if the stock or securities of a subsidinry
© corporation become worthless the Paront corporation may deduct an

ordmur{ loss (rather than a capital loss) if it owned 05 percent of the

stock of the subsidiary, and if 90 percent of the gross income for all
years was derived from sources other than investment-type encomo,
“Gross income” means gross receipts from sales or services less the
cost of goods sold, Thus, even though the subsidjary may have beon
primarily engaged in commercial or industrial operations, a decline in
the gross profit margin (or a loss) from .such operations may have
mldulced the non-investment-type income to less than 90 percent of the
. whole, : ' .
For this reason the provision has been changed to permit an ordinary
loas deduction if 80 percent of the subsidiary’s ‘‘gross receipts” had
" been derived from non-investment-type income; " .
The bill also Teduces the 98 percent ownership requirement to 80
percent, This conforms this provision with the change made in the
-general affiliation requirement for consolidated returns, .

F. Bad debts (sec. 166) - ' .
Under existi;;(f law, business bad debts may be deducted in full.
Nonbusiness bad debts of an individual, however, are treated as short-

term capital losses, . o
_If o debt at the time it becomes worthless is not direetly related to
ths taxpayer's trade or business, under present law it is treated as a -
. nonbusiniess bad debt.’ This rule is applied whether or not the debt
" was related to the taxpayer’'s trade or business at the time it was

.. created. c . . .
.. The House bill permits-the taxpayer to deduct as a business bad
debt an obligation which becomes worthloss, whether or. not it is
: _e%tly.xelated to the trade or business at that time, if it was a bona

-fide business asset at the time it was created or acquired. . -

.G\ Depreciation (seo. 167) ‘ :
Preaent law sllows a8 a depreciation deduotipn & reasonsble allow-
ance for the éxhaustion, wear and teat of property used in the trade
or bubiness, ineluding & ressonable allowance for obsolescence. The
annual ‘de‘dmon is computed by spreading the cost of the property
over:its: estimatod: useful. lifs, . Most ,oaxpaym‘use zhe‘atra’llgh line
.. ’ } " .
/
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method which spreads the cost evenly over the years, although other
meothods are available, including the declining-belance method subject
to o limitation of the rate to 150 percent of the corresponding straight-
line rate. Moreovor, the declining balance meth resontly must
be applied to old as woll as now assets and thus much of the advantage
of this mothod is lost. :

The bill provides for a liboralization of depreciation with respect to
both the estimate of useful life of property and tho method of allocating
the depreciable cost over the years of service.

The provision specifies that deprociation allowances computed under
any one of the following metheds are to bo considered reasonablo for
‘new proEerty acquired or constructed aftor December 31, 19563:

(1) Tho straight-line method allowahlo ynder present law.

(2)The declining-balance. hod, using d-rate not in excess of
twice the straight-line 'rﬁatkf Under this method a™wniform percent-
ago is applied to the ufirecovered basis of the property, Since the
basis of a particularfropoerty is constantky.reduced by prior doprecia-

* tibn, the percentagé is appliod to a.gons ntly"‘dm%ining alance. The
dopreciation allowances undep-this methdad, thercfgre, are consi orably
larger.in the early years o lifojof & property-than those rosylting
from tho strafght-lino method. he iping-bulgnge mothoy at
twice the appropriate sthaightli write pproximatel
40 percent of the cost of an asse

(3) Any dther metliod-consi
latod depreclation alldwances far
not exceed the allowances whiph would v

* the declining-balance method i ‘
which would\be considered zéasonabl, Wi
unite of production or A combination of Btright-line rites, .
~ The depreciytion methods provided in the bill apply to all types of
tangible deprociable assots. They are Hmited, howerér, to prporty
new in use and therefore neyer before subjectito dépreciation’ allow-
ances, In the casg of propéity-eonstricted by the taxpayer, the
methods a.ppliv1 to. cogstruction complefed after December” 31, 1953,
but only to that por of cost inourrod subsequent 40, that date,
In the case of property ired by the taxpayer t December 31,
the ])roggsed depreciation methoda__g.pﬁlm«)‘ Dew property.

Thie bill also [])rovides that where the taxpayer and the:Internal
Revenue Service have agreed in writing to & rate of depreciation to be
applied to a particular proi)ert,y or to & group account, that rate will
‘continue to be a)ai)ropriat,e or tax purposes until such time ae evidence
is produced’ which was not taken into consideration when the agree-
ment wes made, The burden of é)roving the ovidence rests with the
*)a.rby initiating the change to a different rate. When the necessity

or o change has been established it will be made onlg prospectivoly.

... The bill further provides that the Internal Ravenue Service may. not
disturb a depreciation rate used by a taxpayer so long as the useful life
determined tK the Internal Revenue Service to be correot does not dif-
fer by more than 10 percent from the useful life used by the taxpayer,

:The dlﬁqringhoﬁect.q of straight-line and declining balance deprecia-
tion (at twice the straight-line rate) for single new assets are shown in
the following table. : ‘ : .

e ot 20 7 o8 amm akal r T e« g
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Tantn 18, —~Annual eharges for and acenmulated depreciation of an asset costing
$100,000 with estimated lifa as shown, under both alraight-line and the 200-percent
teclining-bal thod provided by H. R. 8300

10+yoar ife 20-year life 40-year 1ite
Simightlne horoentt, (- giratghteline boronit | ginightding | 200 beroent
daolining bnls deollining bals o doclining hie
Yoar! l0percont | giovgnporoent | O POPOONE  aye 10 poroont | PP PCRCONE | nriee’s oot
Annust! Cumnus | Annual| Qumu. |Annuat| Gumu. [Annual| Cumu. | Annuat| Cumua fAnnuoe) Cumu-
charge { lativo | chargo | Intlve | oharge | Intive | ohargo | tativo | ohargo ! Iative [ churge | Iative
1. |910,000 {$10,000 (20,000 (30,000 | $4,000 [ 85,000 /#10,000 (610,000 | 63,500 | $2,500 | $8,000 [ 35,000
++| 10,000 ) 90,000 | 10,000 | 38,000 , 000 [ 10, 000 , 000 | 19,000 MG | 8,000 [ 4,780 9, 760
vees]| 10,000 § 30,000 [ 32,800 | 4R, 800 ,000 | 15,000 , 100 | 27, 100 800 [ 7,500 , 013 | 14,208
| 10,000 | 40,000 | 10,240 [ 89,040 000 | 20,000 , 900 | 84,300 50 | 10,000 | 4,287 | 18,560
.ees| 10,000 | 80,000 | 8,103 [ 67,232 ,000 | 30,000 801 | 40,031 800 | 12, 300 ,073 | 43,023
~oeu] 10,000 | 00,000 | 6,884 | 73,784 ,000 { 30,000 906 | 40,848 800 | 18,000 800 | 20,402
veee| 10,000 | 70,000 | 8,'M3 | 70,020 , 000 § 36,000 {8,314 | 83,170 , 000 | 17, 800 oo | 30,107
L. 10,000 1 80,000 | 4,104 | 83,228 | 5,000 1 40,000 | 4,783 | 6,043 | 2,500 | 20,000 492 | 83,080
Looef 10,000 | 00,000 | 9,385 { 80,878 | 5,000 [ 45,000 | 4,308 | 01,28 | 2,800 [ 23,800 | 8,317 | 30,078
10 .| 10,000 (100,000 | 2,684 | 80,3062 000 | 80,000 , 874 | 68,112 800 | 28,000 18 40,127
L. 000 | A8, 000 ,4RT | 08,010 | 2,800 | 27, 400 104 | 43,101
2 00, 000 , 138 | 71,747 , 800 | }0, 000 R4 | 4B, 008
3 000 ! 68,000 | 2,824 | 74,881 | 2,500 | 32,800 [ 2,702 | 48,007
: ARSI R
3 3 ) , &
L3 80,000 iy | 200 [ | La8 | fro
7 88,000 843 | 83,323 42, 50 01
18 0,000 , 668 | 84,001 B0 | 48,000 , (01 1 00, 280
19, 98,000 | 1,501 | 84,403 , 800 | 47, 600 , D88 3
2 100,000 | 1,381 | 87,843 500 , 000 JART | 04,108
. 800 [ 62,800 | 1,400 | 73,
. 500 | 73,000 V100 [ 78,830
3. 800 | 87, K0 a7
«W.. 500 (100, 000 078 | 87,149

Ignoring any stimulus to investment and assuming all oligiblo tax-
payers adopt the declining balance, the loss in _the fiscal year 1656
would be about $375 million. In tho second and immediately subse-
quent yoars there would be greater losses, again ignoring any effoct
on investment.

H, Charitabls and similar contributions (seoc. 170)

The House bill raises the charitable contribution limit for individuals
from 20 percent to 30 percont of adjusted gross income, but this extra
10 percent is to be allowable only with respect to contributions to
roligious orders, educational institutions, hospitals, churches, and
conventions of churches, This extra 10 percent deduction for chari-
table contributions is to be available with respect to any contributions
to the specified types of organizations, even though contributions to
to other organizations account for the full amount allowable under
the regular 20 percent limitation,

The House also made throe other changes in the chevitable contri-
bution deduetion,

At present a taxpayer. (either corporate or individual) who has made
the maximum allowable charitable contribution, if he subsequently
carries back a net operating loss to that year, finds his allowable
charitable contributions have been reduced by this downward adjust-
ment in his income. The House bill ignores tg\o net operating loss

back in apglying the percentage limitations. .

AV present the 20-percent limitation on charitable contributions
does not apply where the combination of the taxpa:frgr’s charitable
contribusions and income tax in the current year and in each of the
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st 10 yoars oqual 90 porcent or more of his taxable income. The
hill provides that this 90 pereont test noeds to be met in only 9 out of
tho last 10 yoars,

At prosont it is possible for a taxpayer to reccive both a charitable
doeduction and an oxclusion from income where funds are placed in a
trust for o limitod poviod of yenrs with the incomo therefrom for a
poriod of years being dovoted to charitable, educational, or similar
purposes. The Houso bill provides that no charitable deduction is
to be allowed in the cnase of transfors to trusts after Mavch 9, 1954,
whero tho income or principal of the trust may revert to the grantor
if the chance of his receiving back the property is more than 1 in 20,

It is cstimated that the changes mado in the charitable contribution
deduetion will decrense rovenues by $25 million in the fiscal yoar 1955.

1. Amortization of premium on callable bonds (see. 171)

Under existing lnw, a bond premium may be amortized, at the
olection of the taxpayer, over the remaining life of the bond or to the
enrlient call date, whother or not the bond is actually called. This
has given riso to the following type of ense, which is iltustrated by
using recoent ligures of an ectual bond issue. The bond sold at & price
of 120. It was a 30-year bond with interest of 3.78 percent and
callable on 30 days’ notice at 102,  Tho circumstances made an actual
cnll very unlikely, A buyer of the bond could, therefore, purchase
the bond at 120, fold it for 6 months, and sell it again at approximately
120. During this poriod he would havo o premium of 18 points, the
differonce between the market price and the call price, which under
existing Inw he could write off in 30 days as an ordinary deduction,
The amortization reduces the basis of the bond to 102, ~ The buyer,
therefore, pays a capital-gains tax on a “gain” of 18 and gots a doduc-
tion of 18 against ordinary income, At a prico of 120 the interest
return on this bond is approximately 2% porcent, which is far below
a Government 30-yenr bond,

The bill provides that a bond premium may not be amortized to
tho earlier call date if that date is within 3 years of the original date
of issue, This will have no effect on bonds having a call date, for
example, on 30 days’ notico beginning any timo after 3 years from
tho original date of issue. It will, however, discourage the issue of
bonds at a substantial promiwm by means of-a very ecarly call date.
This limitation will avoid disturbing issues bearing an original long
call date as thoy approach the call date. In the 14th year of & 20-
year bond, it may be gencrally understood that the bond will be called
on the call date in the 15th year. A premium on the purchase of
the bond then would likely be & loss to the purchaser in the 15th
yoar. A limitation on amortizing this premium would discourage the
market for these bonds in the goriod just preceding the call date.

This provision applies to bonds issued after January 22, 1951,
and acquired after January 22, 1954, This lattor date was the date
of public announcement of this action by the Committee on Ways
and Means,

J. Net operating loss deduction (sec. 178)
Under })rosent law a not operating loss may be offset against net

income of other yoars by means of a 1-year carryback and a 5-year
carryforward, The House has extended the period for the carryback

- r g -
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to 2 years, 'This, in combination with the S-yoar carryforward,
provides a total span of 8 yoars for absorbing a loss,

The bill also modifies the method of computing the amount of the
not operating logs,  Under present lnw, cortain adjustmoents aro mado
in arviving at tho amount determined to bo the net operating loss,
Thus, adjustmonts are’mado for any tax-exempt intorest, reecived by
the taxpayer, tho exeess of pereentago or discovery deplotion over cost,
doplotion, the excess of nontrade or nonbusiness deductions of tax-
payers other than corporations over gross income from such sourees,
the oxcess of enpital losses of taxpayors othor than corporations ovor
capital gaing, and the deduetion with respect to long-term enpitnl

s for taxpayoers other than corporations,  In effeet, all these ad-
justments reduco the amount of the loss which may bo carvied to
another yoar., Under the revised provisions, all the present adjust-
mants have boen retained with the exeeption of the one for tax-exempt.
intorest,  The reeeipt of tax-oxempt interest thus will no longer serve
to reduce a not operating loss,

Under present law, cssentinlly the same adjustments that are made
in computing o net operating loas for a year, with the excoption of the
ono relatibg to nontrade or nonbusiness expenses, are likewise mado
in the yoar to which the loss is enrvied before such loss may be applied
against taxable income.  ‘Thus, if o 1953 loss were carried back to
1962 to be applied against 1952 income, any excess of pereentago
dopletion over cost depletion with respeet to 1952 in effeet would
firat bo used to veduco the 1953 loss carryback before it could bo
applied as a deduetion agninst 1952 incomo.  In addition, present
law provides, in the easo of a corporation, for p similar adjustment in
tho year to which the loss i onrvied for thoe dividends recoived eredit
in that yonr. The loss enfryback in effect thus is likewise reduced
by the portion of the intercorporate dividends roceived tax freo before
such loss is applied against taxable income. Under tho revised
provisions, however, no adjustiments are made in the vear to which
tho loss is carvied prior to computing the amount of tho net oporating
loss deduction.  The net operating ixons deduotion thus will bo simply
the sum of all the net operating loss earryovers and all the net opovat-
ing loss carrybacks to the taxable year. Cortain adjustments (not
ingluding any adjustment for tax-exempt intorest) will bavo to bo
made, howover, in detormining the tneome for any year which must
bo subtractod from a not opernting loss to determine the portion of
such loss which will still be nvuilnglo to carry to o subsequent yoar,

Presently the not operating losses which may bo doducted by o
taxpayer othor than a corporation ave limitad to oxponses oF loxses
incurred in oporating a business,  But the loss on o salo of all or part of
a business or its principal assots by sn individual has boen held to bo
not includiblo in his not oparating loss on tho grounds that such n snle
was not attributable to (Lu “operation” of & businass. 'T'he bill per-
mits taxpayars othor than corporations who rell 8 business or cortain
business assots to includo as part of the not operating loss for the year
any loss sustainod on the salo of business assets.

Yb ia catimated that the revenue loss under tho pmendmonts to the
not operating loss doduction provision will bo $100 million in thoe
flsoal yonr 1085, This is & nonracurring loss, which would in any
ovent ocour in the next 5 yoars undor prosont law.

1
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K. Research and expeetnenial expenditures (see. 174)

No speceifie treatnsond s wathorized by present Iaw for resonreh and
experimental espenditares. To the oxtent that (hey are ordinary and
necessaey they ave deducetible; but court deeisions have held that o
the oxtent (hat they arve ~upital in nature they nre to be eapitalized
and amortized over usefut tife,

The House bill providis that these expenditures, incurred subses
quent to December 31, 133, may, at the oplion of the taxpayer, bo
treated as deductible exprmes, o also provides that o taxpayer
may eleet to eapitalizo such expenditures and if no other means of
amortization is provided (suelt as depreciation in the ease of patonts),
muy write them off over o peviod of not less than 60 monthy, beginning
witl the month i whicel: Genefits are fiest vealized.

The tax treatment for these expenditures, onee adopted, must bo
adhored to consistently vales approval for o change (with rospoct te
all or a paet. of such (‘N[)"I)n’i(‘l!l‘l‘ss has been obtained from the Secre-
tary or his delognte,

These options do not wpply to expenditures for land or for dopro-
cinble property used in exporimentation work,  Also excluded are ex-
ploration expenditures incuvred for minerals, oil, or gns which aro
presently provided for under other provisions,

L. Soil and water consereation expenditures (see, 176)

Under present faw expenditures made by farmers to improve their
land are gencrally required to bo capitalized rather than doducted as
current. expenses, ‘The capitalized expenditures ineronse the farmers’
tax basis for the Iand nnd ave recoverable for tax purposes upon salo
of tho land. Howaever, the ‘I'ax Court has held that substantial ox-
ponditures for the terraeing of farms may be regardod as maintenanco
costs and, heneo, bo deducted as enrrent exponse,

This seetion permits farmers {o eleet to expense, rather than cap-
italive, expenditures for soil and water conservation, including ox-
penditures for the prevention of land crosion,  Iixpenditures for soil
and water conservation mean expenditures for treatinent or moving of
earth, Theso oxpenditures inelude, but are not limited to, loveling,
grading, and tereacing; contour furrowing; construction of diversion
channels and drainage ditehes; control and protection of watorcourses,
outlots and ponds; eradication of brush; and planting of windbrenks,
These expenditures do not include the puvchaso or construction of
facilities, applinnees, and struetures made of concrete, metal, ote, and
thus subjeet to allowance for depreciation,

The deductions for soil and water expenditures for any 1 year are
limited, however, to 25 pereont of the gross income derived from farm.
ing.  Inany year in which actual expenditures of this type are more
thun the maximum deduction permitted, the excess of these expendi-
tures may be carvied over to the following yonr and will be considered
the fiest expenditures mado in that yoar,

The deduction for soil and water conservation expenditures is also
limited to land which, prior to or at the same time as the expenditures
for soil and water conservation are made, was ov is used in farming,

Taxpayers must decido whether they are going to expense soil aud
water conservation expenditures in the first year after 1953 in which
thay have such expenditures, and must continue this policy with
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respect to subsequent similer expenditurcs unless they recoive per-
mission from the Socretary or his delegate to make a change.

The reduction in revenues resulting from this provision in the fiscal
year 1955 is estimated to be $10 million.

+ IX. Seecran Itemizep Depuctions ror INDIVIDUALS OR
ORPORATIONS

A. Expenses for production of income (sec. 212)

Existing law allows an individual to deduct expenses connected
with earning income or managing and maintaining income-producing
property. Under regulations costs incurred in connection with con-
tests over certain tax liabilities, such as income and estate taxes,
have been allowed, but these costs have been disallowed whore the
contest involved gift-tex liability. A now provision added by the
House bill allows a deduction for expenses connected with determina-
tion, collection, or refund of any tax liability.

B, Medical, dental, and similar expenses (sec. 213)

Present law allows the deduction of medical, dental, ete., oxpenses
which are in excess of 5 percent of adjusted gross income, and any
outlays for drugs and medicine may be included in “medical exponses.”’
The maximum medical expense deduction allowable undor present
law is $1,2560 for each exemption but with an overall limit of $2,500
per return or $5,000 in the case of a joint return.

The House bill makes three major changes in this provision. It
allows medical expenses in excess of 3 percent of adjusted gross income
to be deducted, instend of only those in excess of 5 percent; outlays
for drugs and medicines may be included in “medical expenses” only
to the extent they exceed 1 percent of adjusted gross income; and the
maximum limitations are raised from. $1,250 to $2,500 per exomption,
and the overall limit per return is raised from $2,500 to $5,000, or in
the case of a joint return from $5,000 to $10,000. For a head of family
the overall limitation is raised from $2,500 to $10,000.

A new provision has been added to.allow the cxpenses of a last
illness to be deducted on tho final return of a decedent even if paid
aftor death. A new dofinition of “medical expenses” is provided
which incorporates regulations under present law and also provides
for the deduction of transportation expenses for travel Xmscribod for
health, but not the ordinary living expenses incurred during such a
trip. '
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TanLp 10,—Comparison of the amounts of medical expenses allowable as deductiona
under present law and I1. R, 8300 by selected adjusted gross income classes

Maedical espenses Amount allowed n8 deductlons under—
Presont law I1. R, 8300
Expense for [m
Adjustod gross Totnl medieal .
incomie classea | Fospita l?,','}: " Enoons over ;’,,'",',m}:f“g oxronses for 10"»'33»’[‘@‘3
d:)l:tgra medl- ol | §percent of | taken tnto "“{fg,’,“é‘t‘“' deduetion
olnes ) e J ! (oinv t aver gomm o‘ve}-
gro 0688 over ¢ rarcont o
lticome poroent of 3,{(",‘{‘?3&"’ r'm;;zsmd )
adjustad Kross incoine,
gross fncomey| RTO8s Income
$125 425 $130 ] 0 $135 435
7 828 475 23 278 135
400 100 800 100 20 420 180
1,000 50 400
3,000 400 2,400 1,180 10 3,180 2,400
8,000 3,000 10,000 11,25 1, 500 9, 250 3,500

t Limltatlon allowable under presout lnw for o singlo lnursrm with no denendents,  For a single person
with 1 or niore d d ( lowable deduction under lpmsenl law is $2,500 and for a married
ooui)lle with 2 or more dopondents, tmuximum allownbloe dedtciion (s $5,000,

3 Limitation allowable under H, R, 8300 for o alnelo persan with no depatidents. For a single porson wltlh

2 or more dopondents maximum allownble deduction is $5,000; for a murziod couplo with 2 or more depend.
ents, $10,000; for a heud of family with 3 or more dopendents, $10,000.

The reduction of the lower limitation from 5 to 3 percont and the
doubling of tho maximum deductions would involve o revenue loss
of $125 million in the fiscal year 1955, but with the limitation on drugs
and medicine this loss is reduced to $80 million,

C. Child-care expenses (sec. 214)

The bill provides & new deduction for child-care oxpenses paid by
a working widow, widower, or divorced porson, or & working mavher
whose husband is incapacitated. The child must be below the age
of 10 (or 16 if the child is physically or mentally unable to attend
a regular school). The deduction is limited to actual expenses, but
it may not exceed $600. The cxpenses must be for the purpuse of
permitting tho taxpayer to follow a gainful employment. Expenses
paid to a person who is a dependont of the taxpayer may not be
deducted. An individual deducting these expenses may not use the
standard deduction.

TasLe 11,—Comparison of the sndividual income taz iliability for a widow with 1
child under present law and under H, R, 8800 assumning $600 child care expenses
and such person 1s head of a household

Reduction In tax nader

Tax llabliity }r{dnn' 8300 resulting Tota) reduoction
i

Net inoome (after deductions

but befote exoinptions) B
Presont tow|1t. R, sooot| Childauo | OULOK, |4 vy | parosnt
s provision provision
80 [o0 vaniey.an $60 ). $00 100.0
100 3:0 120 . 120 78.0
0 120 .. 120 3.3
4o 128 ) 128 2.5
7 0 120 13 138 1.7
1, 808 1,284 18 68 24 14.9
2,000 1,732 180 8 a8 1.9
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The estimated fiseal year 1955 revenuce loss resulting from this
provision is $40 million.
D. Tazes and interest paid to cooperative housing corporations (sec., 216)
Tenant-stockholders in a_cooperative apartment corporation are
presently allowed the samo deduetion for property taxes and interest
available to a homeowner. The bill extends this treatment to stock-
holder-tenants in w cooperative development of homes.

E. Deduction for dividends received by corporations (secs. 243-2/6)

Under existing law a corporation is entitled to n credit against net
income of 85 percent of the dividends it receives from other domestic
corporations which aro subject to tax, The bill provides that the
recipient corporation will be entitled to a deduction instead of a
credit. Cortain corporate distributions, such as dividends paid by
mutual savings banks which are allowed as an interest deduction, are
not treated as a dividend. Similarly dividends received from regu-
lated investment companies are subject to the limitations provided in
the regulated investment company provisions,

To correlate with the rules applicable in the case of the dividend
received credit under section 34 for dividends received by individunls,
the corporato dividends received deduetion does no apply in the caso
of dividends from the following corporations:

(1) Insurance companies.
(2) China Trade Act corporations.
(3) Corporations exempt from tax under section 501 (relating
to certain charitable and similar organizations) or section 521
(relating to farmers’ cooperative associations),
54) Corporationg treated under the ]provisions of seetion 931
(relating to exemption of incomo from United States possessions).
In the case of corporations falling within the latter two categories, the
dental of the dividends reccived deduction applies if the corporation
was oxempt cither for the taxable year in which the distribution is
made or for the preceding taxable year,
P, Corporate organization expenditures (sec. 248)
- Under present law the expenses incurred on behalf of & corporation
incident to its creation are capital expenditures and thus not de-
ductible. They may be amortized for tax purposcs only when their
useful life may be determined definitely by reference to a limited term
of oxistence specified in tho corporate charter. Where the corporate
life is not so limited, organizational expenses are recovered for tax
meoses only in the yoar of liquidation,

The House bill provides that a corporation may elect to amortize
organizational exponses ovor a period of not less than 60 months,
boginning with the month in which the corporation is first netive in
business. -

This provision is not applicable to the professional fees and other
expenses incurred in connection with stock issues or transfers of
corporate assots in reorganization. As is now the gonerally accepted
practice, these oxpenses are to be charged dirpetly to the capital paid
1n to the corporation as a result of the transaction.
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‘X, Irums Nov Depuerinie

A. Certain amounts paid in conmeclion with tnsurance contracts (sec. 264)
Present law disallows & deduction for interest on a loan incurred

or continued to purchase a single premium life insuranco or endow-

ment contract. Sinco interest on the savings clement of a lifo-

insurance policy is generally tax free, this disallows & deduction for

the cost of obtaining tax-free incomo. The bill extends this treat-

ment to single premium annuity contracts purchased after March 1,
5

o4,

The bill also deals with a variation of this device where the pur-
chaser borrows funds which he deposits with the insurance company
for payment of future premiums, thus obtaining an interest deduction
but not roporting the interest accumulations on the funds deposited.
The bill provides that if an amount is deposited with the insurer for
a substantial number of future premiums the contract will be treated
as o single-premium contract.

B. Disallowance of losses, expenses, and interest between related taz-
payers (sec. 267)

In trensactions between related taxpayers, present law denies losses
on sales or exchanges of property and deductions for unpaid expenses
or interest.

The House bill expands the concept of related taxpayers to include
(1) a fiduciary dealing with a beneficiary of any other trust created by
the same grantor; (2) a fiduciary dealing with a corporation controlled
by the grantor or the trust; and (3) an exempt organization controlled
by a person or his family.

Where losses on the d)i'sposition of property are disallowed, present
law provides for no adjustment of gain when such property is subse-
quontly sold to outsiders,

The bill recognizes gain to the original transferee only to the extent
that it exceeds the amount of loss not previously allowable to the
transforor. This new rule does not affect the basis of the property
for determining gain; consequently, depreciation and other items
which depend on that basis are unaffected.

C. Acquisitions made to evade or avoid income tax (sec. 269)

Existing law authorizes thoe Commissioner of Internal Revenue to
disallow a deduction, credit, or allowance in cases where control of a
corporation is acquired principally to obtain deductions, credits, or
allowances not otherwise available, for the purpose of tax evasion or
avoidance.

A provision added by the House bill has the effect of throwing on the
corporation the burden of proving that there was no such purpose of
evasion or avoidance in cases where the consideration paid in acquiring
control of another corporation, or corporation property, is substan-
tially disproportionate to the sum of the udij usted bagis of the px-operfﬁ
and the tax bemeofits not otherwise available, This provision wi
apply to cases where thoe tax basis of the property acquired for de-
preciation and other purposes, togethor with the tax value of other
tax benefits, such as operating loss carryovers, is substantially greater
than the amount paid for the property. Disparities of this type
genorally ariso where the old basis is continued in the hands of the new

45094B b, 1
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ownor. The corporation in such cnsos is to bo required to establish
by & clear preponderance of the evidence that the principal purpose of
the acquisition was not tax avoidance.

D. Hobby losses (sec. 270)

Under prosent Iaw, if losses from a trade or business exceed $50,000
o year for 5 consocutive years, only $50,000 of the annual loss may
bo offset against income from other sources and the portion of annual
loss above $50,000 is disallowed.

The bill removes from the application of this provision losses and
expenses incurred because of drought, casualty and abandonment
losses, and expenditures which may, at the taxpayer's option, either
be capitalized or deducted when incurred. Deductions for these
items are to be omitted in computing the amount of the taxpayer's
loss for purposes of determining whether he has a loss in excess of
$50,000. oreover, theso deductions are to be allowed even if the
taxpayer's losses exceed $50,000 a year for § consecutive yoars, This
provides the same treatment for these losses and expenses ns is prese
ently provided for interest and taxes,

E. Rental payments to governmental units for use of manufacturin
Sacilities (sec. 274) / J 7

Present law exempts from Federal income-tax interest on securities
issued by States and their political subdivisions as well as Torritories
and posscessions of tho United States,

The ITouse bill disallows deductions to private businesses for rental
payments made to State or local governmental units for the use of
property acquired by tho governmental unit by the issuanco of indus-
wrial dovelopment rovonue bonds authorized after February 8, 1954,
Industrial development revenue bonds are those issued to finance the
acquisition or improvement of real estate which is to bo used to any
substantial extent by private business for manufacturing purposes
and which do not plodge the full faith and eredit of the issuing author-
ity for the paymont of principal and interest.

This provision does not affect tho tax-freo status of State and
local government obligations,

XI1. CoitroraTE DISTRIBUTIONS AND ADJUSTMENTS

A, Corporate distributions (secs. 301-312) °

(1) Current distributions and effect on earnings and profits (secs. 301,
808, and 310).—~The House bill retains the general rules of present
law, with respect to distributions by a corporation to its sharcholders.
Thus, the amount of gain realized by a stockholder upon a distribution
is the amount of money distributed, or the fair market value of an
gecurities of the distributing corporation or of any property distributed.
Where one corporation’ reecives a dividend in property other than
money from another corporation, present law limits the intercorporate
dividends recoived credit to the basis which such property had in tho
hands of the distributing corporation, but the property in tho hands of
the distributes receives an increased basis, equal to its fair markot
value. The bill makes no change in this rule for intorcorporato divi-
dends but provides for a carryover of basis in such a case, with the
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result that tho basis of such property in hands of the distributee
corporation will be the amount on which the tax is to be measured.

As under present law, the bill provides that a shareholder, othor
than & corporation, is taxed on tho fair market value of property
distributed to the extent of the earnings and profits of tho distributin
corporation. Similarly, to the extent theo distribution is not_out o
earnings and profits, 1t reduces the basis of tho stock on which the
distribution is made (any cxcess over this basis is taxable at capital
gain rates). Prosent law is also retained for distributions out of
pre-March 1, 1913, earnings or apprecintion in value,

Tho bill writes inte the statute a rule that & corporation does not
realizo gain by reason of & distribution of its property even though the
value of the property distributed oxcecds its cost to the corporation.
Two exceptions are mado to this general rule, however, in order to

revent tax avoidanco, Where thoe corporation is usinF the last-in~

rst-out (LIKFQ) method of valuing its nventories, if this inventory
is distributed in kind, the corporation is to be taxed on the amount
of the difference between what the value of this inventory would be
if the corporation had not been on LIFO and the value of this inventory
under LIIFO,

The second exception is whore distributed property is subject to a
liability in excess of its basis. If a corporation has property which
cost $200, subject to a debt of $500, but which has a fair market
value of $1,000, the corporation would be taxed on $300. The
cor{)omtion 18 treated, in effect, as if it had sold the property and
realized $500 after retirement of the linbility.

Under the bill, the adjustment to the carnings and profits of the
distributing corporation will bo the amount of such earnings expended
in acquiring the property distributed. Thus, if property worth $100
is_distributed but if theroe are only $75 of earnings and profits from
which the distribution can be made, the taxable amount will be only
$75. If the proporty cost the corporation only $50, however, its
earnings and profits will be reduced only by $50, and $25 will remain
in its earnings and profits account.

If there is a distribution of inventory assets, the earnings and profits
acoount will be increased by the excoss of the fair market value of
the inventory over cost. The net effect to thé corporation is the
same ags if the carnings and profits account were reduced only by the
cost of the inventory. Unlike a distribution of LIFO inventory,
there is no corporate tax on the distribution of other types of inven-

tory.

X rule provided in the bill deterniines the manner in which earnings
and profits are to be allocated where there is a partial liquidation, a
corporate separation, or a redomption. In general, the cernings and
profits of tho transferor, or distributing, corporation in such a case
will be decronsed by an amount which bears the same ratio to the

- earnings and profits prior to the transaction as the adjusted basis of
the assots distributed bears to the adjusted basis of tho total assets.

(2) Redemptions of stock (secs. 302 and 811).~Under present law it is
not clear when a stook redemption results in eapital gain or ordinary
income. Some courts have held that a distribution sisproportionate
to the shareholder’s ownoership of common stock in the corporation
results in capital-gains treatment. Other courts have required, in
addition, a contraction of the business for such treatment,
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The bill sets forth tho conditions under which stock may be re-
deemed at capital-gain rates. In general, these include redemptions
to pay death taxes, complete liquidations, partial liquidations (dcfined
to insure a definite corporate contraction), and redemptions by a
sharcholder holding less than 1 percent of the common stock. The
bill defines when a substantially disproportionate redemption of a
shareholder’s stock will qualify so as not to be taxable as & dividend;
namely, when o particular sharcholder’s holdings of common stock
after the distribution is less than 80 percent of his holdings before the
distribution,

A distribution in complete redemption of a sharcholder’s stoclt will
also result in capital gain. A sharcholder is considered as owning
stock held by members of his immediate family, or by partnerships,
corporations, and trusts which he controls,

he rules of family ownership will not apply if the sharcholder
completely terminates his interest in tho corporation and does not
reaoquire, othor than by bequest or inheritance, an interest (other than
an interest s a creditor), for a period of 10 years thercafter. How-
ever, such a sharcholder may not have made or received a gift of stock
of the corporation, to or from his wife, for example, within 10 years
rior to the distribution. If any intorest is rencquired by a sharo-
older within tho prohibited period, an additional tax may be recovered
a8 if the original distribution had been a dividend,

(8) Redemption to tpay death taxes (sec. 303).—Tho bill rotains
existing provisions of law allowing stock to be redesmed to pa
death taxes without dividend consequences. The application of this
provision is broadened to allow stock to be redeemed where it not
ounly constitutes 356 percent of the value of the gross estato but also
50 percent of the value of the net estate.

he provision has also been brondened by (1) including funeral and
administration expenses as one of the purposes for which stock may
be redeemed, (2) extending the time for redemption to 60 days aftor a
decision of the Tax Court concerning the estate tax liability has
' become final, and (3) allowing steck of two or more corporations to
be redeemed if certnin tests are met.

(4{) Redemption through use of related corporations (see, 304).—While
the bill retains the provision of existing law which prevents tax
avoidance where a subsidiary corporation purchases stock in its parent
from the shareholders of the parent, an area of possible tax avoidance
exists by the use of substantially the same device, that is, sales of
“gtock between corporations owned by the same intercsts. Where
an individual owning all of the stock of two corporations sells stock
" of one to the other, the bill Frovides that where the offoct of tho sale is

in reality the distribution of a dividend, the sale will be taxed as such.

(8) Distribution of stock and stock rights (see. 306).~~The bill clim
inates uncortainties of existing law (bnsing taxability on variations in
shareholder’s proportionate interests) in the case of distributions of
stock and stock rights to sharcholders. Such distributions will be
allowed tax-free, with limited exceptions where the distributions are,
in reality, in lieu of cash or property. This treatment will apply not
only to recapitalizations, but also to a distribution pursuant to a cor-
porate acquisition, & statutory merger or consolidation, or a corporate

separation, . ‘
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(6) Distributions in connection with readjustments (sec. 306).—
Whore a recapitalization, a corporate acquisition of stook or property,
a mergor or consolidation, or a corporato separaiion takes placo, a
shareholder may receive money or property, known as ‘“boot,” in
addition to the stock or sccurities which may be received without the
recognition of gain. As under existing law, the transaction as a whole
is not disqualified as a tax-free exchangoe but the boot is subject to tax,

The bill follows tho principles of the existing boot provision but
has correlated the boot rules with the rules relating to corporate
distributions generally. Ior example, the distinction between the
tax treatment of a dividend reecived as an ordinary distribution
(taxable in full) and & dividend received in connection with & recapi-
talization (taxable to the extent of the sharcholder’s gain) has not been
preserved.

Where securities are exchanged for securities, the bill adopts the
rule of Commissioner v, Neustadts' Trust (131 F. 2d §28), that no gain
or loss is recognized where the securities received are in the samo
principal amount as the sccurities surrendered. Where the principal
amounts received and surrendered vary, the Neustadt rule is applied
to so much of the principal amount o% the bonds received as equals
the amount surrendered. In the case of a sharcholder surrendering
stock and securities and receiving stock and sccurities in return,
the bill follows the rule of Bazley v. Commissioner (331 U. S. 737),
Thus the fair market velue of an excess of principal amount
of socurities received over securities surrendered will be taxed as boot,

(7) Basgis to shareholders and security holders (sec. 307)~The bill
follows the principles of existing law relating to the basis of stock,
socurities, or property received by sharcholders or security holders in
connection with corporato reorganizations but has combined the
applicable provisions of existing law into one section, In gencral, the
stock and securities received take over the basis of stock and securities
surrendered, or if none are surrendered, as in a corporate separation,
(such as a spin-off) for example, the stock and securities take an allo-
cable part of the basis of tho old stock and securities. These rules
apply generally to transfers to a controlled corporation, a recapitaliza-
tion, & statutory merger or consolidation, a corporate acquisition of
atocit or proport\v, or a corporate separation,

The bill provides & rule to eliminate the necessity under present
law of making negligible basis allocations between stock and stock
rights issued on such stock. Under this rule the basis of the rights
will bo zoro unless the taxpayer elects to allocate or unless the value
of tho right is 15 porcent of the value of the stock at the time of
distribution, in which event the allocation must be made.

(8) Tax on transfers in redemption of nonparticipating stock (see.
309) ~In recent years, a mechanism known as the “preferred stock
bailout” for attempting to withdraw carnings from g corporation at
rates applicable to capital gains, rather than dividends, has developed.
The shorcholders, usually of a closely held corporation, cause a
dividend in preferred stock on their holdings of common to be declared.
This dividend stock is then sold. Although it may be subject to
immediate redemption from the purchaser, such a transaction has
been held to give rise to only a cepital gains tax on the shareholders
at the time of sale (Chamberlin v. Commissioner (207 Fed. 2d 462)
oert, den, March 8, 1954),
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. Inorder to eliminate the use of the preferred stock bailout, the bill
imposes a tax at the corporate level at the time any such dividend
stock is redeemed within 10 years from its date of issuance. This
tax would amount to 85 percent of the amount paid out in redemption
of the preferred stock.

(9) Definitions relating to stock and securities (sec. 312).—The bill
provides definitions of participating and nonparticipating stock and of
securities, which correspond to Instruments ordinarily considered
common stock, preferred stock, and bonds, respectively. These defini-
tions will remove questions in connection with so-called ‘‘thin in-
corporations’” where the capital is supplied primarily in the form of
loans by stockholders, If the corporate obligation constitutes true
debt within the definition of a security, questions concerning the
deductibility of interest payments or amounts attributable to worth-
less obligations will be removed.

B. Liguidations (secs. 331-336)

Under existing law, the tax consequences of a corporate liquidation
may vary with the statutory provision under which it is effected,
The bill combines these provisions into one set of rules of gencral
application. i

(1) General rules (secs. 331, 332, and 334).—The liquidation rules
under the bill do not impose a tax until there has been an economic
realization of gain. ~Accordingly, unrealized appreciation in the value
of property received at the time of the liquidation of a corporation will
not be taxed to the shareholder or to the corporation. At the same
time, if the value of any property received in the liquidation is less

han the shareholder’s cost of his stock in the corporation, a share-

older will be allowed a capital loss. Moreover, under the bill, a
shareholder will in general be permitted to receive the purchase price
for his stock as his basis for the assets distributed to him in liquidation
where the assets’ cost to the corporation is less than the purchase
price of the stock but their value is greater. In this respect, the
principle of Kimbell-Diamond Milling Co. (187 F. 2d 718) is effectuated.

As under existing law, any liquidation gain is & capital gain to an
individual shareholder. The bill also preserves existing law in
allowing the tax-free liquidation of a subsidiary corporation into its
parent,

(2) Collapsible corporations (secs. 332, 3934, and 336).~—~A noew
approach has been adopted for the tax treatment of corporations
which manufacture property and are immediately liquidated in order
that the imposition of a tax at the corporate level may be gvoided.
Existing law imposes a tax at the time of sale of the stock, or liquida-
tion, of such a coxl'lporation at ordinary income rates. Since the tax
avoided is ordinarily a tax at the rates apFlicuble to ordinary income,
the bill will preserve this tax at either the corporate or shareholder
Jevel. In order to accorplish this result, inventory assets (defined
to include certain depreciable business property and rights to future
income) which have appreciated in value will retain the basis in the
hands of the distributee which such assets had in the hands of the
liquidating corporation. This will insure recovery on subsequent
disposition by the recipient of a tax measured by the difference
between the coat of the property constructed and its value,

!
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3) Court Holding Company (sec. 335).—The bill eliminates ques-
tions arising as a result of the necessity of determining whether a
corporation in process of li(Luidnt,ing made a sale of assets or whether
the shareholder receiving the assets made the sale. Compare Com-
missioner v. Court Holding Company (324 U, S. 331), with U. S. v.
Cumberland Public Servrce Company 3338 U.8S.451). Thislast decision
holds that if the distributee actually makes the sale after receipt

 of the ;igopert,y, there will be no tax on the sale at the corporate
level. 'The bill provides that if a corporation in process of liquida-
tion sells assets there will be no tax at the corporate level, but any
gain relized will be taxed to the distributec-shareholder, as ordinary
income or capital gain depending on the character of the asset sold.

C. Corporate_organization, acquisition, separation, and insolvency
reorganizations (secs. 351-373)

The bill revises those provisions of existing law relating to corporate
organizations and reorganizations with respect to both terminology and
de%nition of transactions which may (}ualif for nonrecognition of
guin orloss, Thus, oxcc]pt in the case of insolvency, the general term

‘reorganization” is no longer used. The names substituted more
accurately describe the transactions which take place, such as a
corporate ecquisition of stock or property, or a corporate separation.

(1) Corporate organizations (sec. 351).—The bill retains the rules
relating to the tax consequences of the creation of a corporation.
Where one or more persons transfer property to a corporation in
exchenge for its stock or securities no gmn or loss is recognized to
either the corporation or to its sharcholders if they are thereafter in
control. Under existing law, however, the interest of the share-
holders in the corporation after the transfer must be in substantially
- the same proportion as were the respective interests of the shareholders
in the property grior to the transaction, or else the entire transaction
becomes a taxable one in which gain or loss is recognized. Under
the bill any disproportion in stock interest will merely render the
transaction taxable to that extent.

(2) Corporate acquisitions (secs. 362 and 369).—Under existing law
& corporation may transfer either its stock or property to another
corporation without recognition of gls{xin or loss if such other corporation
exchanges all or part of its stock. Since existing law makes no
distinction between publicly held and closely held corporations, it is
Eossible for a small corporation to transfer its assets to a large 1E)ubllcly

eld corporation in exchange for a small fraction of the stock of the
large corporation. This is very little differont from a sale of the
smaller corlmration for cash, The bill will require a substantial
interest in the continuing enterprise, specifically that the shareholders
of the corporation transferring its stock or property shall receive at
least 20 percent of the common stock of the acquiring corporation.

In the case of a corporate acquisition of property, 80 percent of the
transferor’s property must be acquired, the percentage being deter-
mined by value of propertics, less liabilitics. These standards are
substituted for the genecral requirement of present law that “sub-
stantily all” the properties must be acquired in such a cese. The
bill requires in addition that the transferor corporation liquidate after
aftransaction of this type has occurred.

-t
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The bill also providea that in tho tax-free acquisition of property by
a corporntion which is n subsidiary, the shmreholders of the transforor
corporation niny, without recognition of gain, reccive stock of tho

arant of the acquiring subsidisry corporation.  'Ihis eliminates a
ormality of oxisting Inw,  Gromen v, Commissioner (302 1, 8, 82),
and Helvaring v, Bashford (302 U, S, 454),

(3) Corporate separations (see, 863).—UInder oxisting lnw, n corporn-
tion may teansfor part of its nssets 1o o nowly orcated corporation;
if immadiatoly aftor the transfer, the transforee corporation is con-
trollad by the transfovor or its shareholders,  This requirement, which
implies that only stook of a transforeo corporation may be distributed
has been oliminatod,  "Thus, a corporation may distribute the stock of
an existing subsidinry tax froo to its sharcholdors, and it will not he
nocossary, a8 st prosont, to eveato an intermediato holding company.

In addition, tho bill provides that the transfereo corporation may
bo controllod by persona who were sharcholders of the teansferor,
For oxample, if individuals A and_ B teansfor theie separate sola
proprietorships to a corporation in which cnch recvives 50 poarcont of
tho stook, theso businesses nmay again bo separatad bat into corpo-
rato entities, one of which may bo wholly owned by A and one by B,

Prosont law conl‘om‘plu(un that a tax-freo separation shall involve
only the separation of assets attributable to the careying on of an
activo business,  Under the bill it will bo immaterial wlwhmr or not
the assots ave thoso used in an active business.  Tnvestmont assots
may, thevefors, he soparated from tho rvisks of the other corporate
business and transforroad to a nowly ereated corporation.  The stock
rany then be distributed, whether or net prorata, to thoe sharcholders
without gain being recognived,

In the event that a shareholdor receives, as a result of a corporate
separation, stock in & corporation which, generally speaking, for each
of tho & precoding years has received more than 10 pereont of 48 in-
como from investmonts, the corporation will be characteriznd as an
“inactive corporation.”  Any amount rocoived with respect to the
stock of such an innetive corporation (for a period of 10 yoars from the
time of the stoek distribution) whethor as o distribution in liquidation
or othorwiso, or g8 proceeds of sale, will bo taxable ag o <‘livi<lom|.
An inactive corporation may bo vemoved from its elassifieation, how.
ovor, whare for a peviod of 5 consecutive years, 00 pereent or morvo of
ita income is from sources other than investments,

(1) Qain or loss to corporations (sees, 364 and 369 ~~The principloa
of exiating law are retained which afford nohrecognition of gain at the
corporate lovel whare one corporation acquires the stoek or assots of
anothor corporation pursuant to cortain spocified trananctions,  How-
ovar, the bill makes o distinction between publicly held corporntions
and corporations not so held.  For this purpose any corporation will
bo considored to bo publicly held unless 10 or fowar shareholders own
more than 80 porcont of the stock, sush ownorship hoing dotormined
oither by voting power or value and determined with the applieation
of the attribution of stock ownorship rules, Thoe bill will allow
mergers and consolidations carried out under Stato law to be offoctod
without rocognition of gain or loss whare tho partios to the transaction
aro publioly hold corporations withowt rogard to the rules describod
holow with respoect to corporato acquisitions, ;
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Publicly held corporations are not denied the opportunity of carry-
ing out other tax-free transnetions, desertbod as corporate acquisi-
tionn, whero one of the parties is n closely hold corporation, and n
alosely held corporation may be n party to a statutory merger or con-
solidation,  However, if o ¢losoly hold corporation is involved, there
muat alio bo complinneo with the varions rules relating to corporato
acquisitions,

85) Bavis to corporation (see, 355), - "The vules of existing law with
respoct Lo basin of assots reeeived have heen retained for transfors to
a controlled corporation, a corporate acquisition of property, a merger
or consolidation, and a corporate separation. A earryvover of basis
from the tennsfovor is provided in such enses,

The present lnw vequiremoent. of a eaveyover of basis is changed
however, whore there is o corporate nequisition of stoek,  The bill
providea that the stock basis to the aequiring (-m'\mmlrion shall be the
ageregnto basis of the assets of the corporntion the stock of whieh is
acquived, Thus, if the corporation is liquidated, the hanis of its assets
will bo correlnted with the basis such assets would have had il they
had initially been aequived in o corporate nequisition of property,
rather than stock,

(6) Assumption of Hability (vee. 346). - In the ease of the organize-
tion of o corporation by a transfer to a controlled corporation, n status-
tory moerger or consolidntion, a corporato acquisition of property, or a
corporato separation, it is often the nssets of n going business, ineluding
ita doebts, that ave being transferred,  The bl retaing the provisions
of present tnw which altow the assumption of liabilities in sueh eases
by the transferee without the vecognition of gain, together with oxist-
ing safogunrds divected against the caso whero linbilitios ave assuntad
for purposes of tax avoidance,

An additional rale has been provided to impoxse v tax where the
tssots are subject (o linbilities in oxeess of basis,  Tn such n ease the
bill provides that gain will be recognized in the amount of this excess,

(7) Liquidation followed by retncorporation (see. 867)~ "The bill
adopts & provision divected agninst attempts to receive corporate
onrnings nt eapital gain rather than dividend rates by liquidating and
thon reincorporating the assets, othor than cash and inveatment assets,
Under this provision, il individuals control (definéd as ownaership of 5t
porcent of the aloulﬁ a corporntion which is liguidated, and il more
than 60 porcont of the opernting assots are reincorporated within 8
yoars, thon the entive teananetion will be considered to have beon »
corporate wcquisition of property,  Assots nob reincorporated will,
thevofore, be considored as baving beon distributed as boot, and an
approprinte amount. of carnings and profita will be ascribed to tho
corporation roceiving tho balance of the assots,

(8) Foresyn corporations (see. 368). ~The bill continues the offect
of oxiating [aw which makes the nonrecognition provisions proviowsly
deacribed inapplicable in the ease of o foreign corporation unless prior
to tho transaction it is established to the satisfaction of the Secrotary
that the proposod transnetion doos not have as ono of its principal
purposes thoe avoidance of Fodersl incomo taxes,

) Insolvanoy reorgunizations {secs. 371 to 378).~"Tho bill continues
tho provisions of oxisting law which relato to nonrecognition of gain
or loss (and corvosponding basis provisions) where thore is a corpornte
roorganization pursuaut to bankruptoy, rocoivership, or a similar
proconding.

~erugan e



36 INTERNAL REVENUE CODE OF 1054

D. Carryovers to successor corporations (sec. 381)

Present law makes no provision for the transfer from one corporation
to anothor, in a tex-free merger or consolidation, of the major tax
benefits, privileges, elective rights and obligations which wero avail-
able to the prodecessor. Those include such items as loss carryovors,
unamortized bond discount, installment sales reporting, Lifo inventory
method, etc. The courts have held, in genoral, that such tax attributes
of & corporation may ho preservod only by continuing the corporation’s
identity. For example, the surviving corporation in & merger is
generally entitled on fly to the tax attributes from its own premerger
experionce and not from the experienco of the other corporations
merged. More recently, however, this separate entity rulo appears
not to have been followed.

The bill provides for the carryover of about 16 spocific tax attributes
or items from one coripomtion to another in certain tax-free reorganiza-
tions, The principal items are loss carryovers, earnings, and profits,
and cortain elections such as the inventory and dopreciation method
of accounting, :

E., Special imitation on net operating loss carryover (see. 382)

Under present law where a controlling interest in a corporation is
acquired for the purpose of avoiding or ovadipg tax linbilities the
Internal Revenue Service may disellow the benefits of & deduction,
credit, or allowance which would otherwise he enjoyed by the acquir-
ing person or corporation. This provision has proved ineffectual,
however, because of the necessity of proving that tax avoidance was
the grimalzdpurpose of the transaction,

The bill adds a provision designed to limit undue tax benefits of this
character by restncting the amount of a net operating loss carryover
which may be utilized in cases where 50 percent or more of the
common stock of & corporation is acquired by new owners. In such
oases the net operating loss carryover to the current and subsequent
taxable years is to be reduced by the percentage of new ownership

uired either by purchase or by decrease in such stock outstanding.
This provision does not apply to publicly held corporations or to
transaotions in which stock is acquired in a tax free exchange, or by
inheritance, bequest, or gift.

XII. PensioN, ProFIT-SHARING, AND Srock-Bonus PLaNs

The bill retains the general advantages of (‘uuliﬂe(l pension and
. Eroﬁt—sharing plans; that is, deferral of tax to the employce, current
deduction for the employer, and tax exemption for the trust, The
vague tests as to whether or not a plan qualifies as nondiscriminatory
have been replaced by specific roquirements which in gonoral provido
greater flexibility, permitting adaptation of plans to particular cir-
oumstances, 80, safoguards are provided, and in somo arcas the
new rules aro more strict than present law. ’

A, Treatment of employees recesving benefits (secs. 401, 402).
One change made by the bill would allow employees under non-
ualified plans to defer tax until benefits are received, Present law
lows thie deferral only where the benefits are forfeitable. This
change will allow more favorable treatment of employces under
. N 4

)
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doferred compensation contracts, although tho employer will not get &
deduction until the benefits are puid unless the payment is part of a
qualified plan, Further, the hill provides long-terin capital gains
treatmont for lump-sum distributions from either trusteed or insured
?lmns, if thoy are qualified, which are made either because of separation
rom aervice or because of death after rotivoment. Presont law taxes
at ordinary income rates any distributions from insured plans and
distributions from trusteed plans due to death after tormination of
employmet,

B. Tax treatment of payments by an employer (sec. 403)

Under presont law employers may take a current deduction for
paymonts to qualified plans at the time the contribution is made if
such amounts do not overstate the normnl cost. Amounts to cover
unfunded past sorvice costs may be spread over the remaining service

of the omployees affected or over a 10-year period. An alternative is .

provided in prosent law which allows the past service costs to be
spread in un}l’ manner the employer chooses if the total annual con-
tribution is lo )
tlaronployoos. The bill raises the percentage in this last altornative to

ercent.

nder presont law, in profit-sharing plans a deduction is allowed
for purchase of a retirement annuity only if it is purchased through a
trust. The bill removes this trust requiremont for qualified plans.

Prosent law forbids deductions to e profit-sharing plan by grofitable
corporations in an affiliated group for a loss company in the group,
The bill removoes this restriction.

In the case of nonqualified plans the employer presently obtains
a deduction for contributions if tho employees’ rights to the amounts
are nonforfeitable (in which cnse the employeo takes up the contri-
bution in income immediately). The employer gots no deduction for

eyments into a nonqualified Flan if the employoee’s rights are for-

eitablo, Under the bill, in all cases of nonqualified plans, the em-
ployer will only got a deduction when the amounts aro smid to the
employce (aund reporting is similarly deferred for the employee).

C. Requirements for qualificd plans (sec. 501 (e)) .

As under present law, to qualify a plan must be solely for the bene-
fit of employoes and their beneficiaries.  Further, the plan must meot
tests of nondiscrimination with respect to coverage and benefits,
these are modified in the bill,

(1) Coverage requir ..ents.~—The coverage requirements under pres-
ent law for nondiscrimination are either that—

(i) the plan covers 56 percent of the employees (i. o., 70 per-
cont of employees arc eligible and 80 percont of the eligibles
participate); or that

(i) the pian is held by ruling of the Commissionor not to be
discriminatory in favor of shareholders, officers, or principal
employees,

The coverage requirements in the bill are more liberal and also
replace the dependonce on rulings with speoific tests. A number of
examples of nondiscriminatory categories are given in the bill, but

080, 88 well as any othor category, must meet the specific tests,
+ A plan will not in any case be considered disoriminatory if 25 percent
or more of ell eligible employees are participants (or 80 percent if

ss than 5 porcent of wages and salaries of covered |

.
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thero nre loss than 25 omployees in the firm).  In dotermining theso
percontages part-timo cmployees and employees with less than 8

oars’ - servios noed not bo counted as oligible employees, On the
other hand, employees cannot be considered as coveved if at their
ourront salary thoy would not be entitled to. bonefits,

Othor plans with narrower converago than this will be held dis-
criminatory only if—

(@) ‘moro than 30 porcent of tho contributions are used to
provido benofits for shareholders (cmployees owning themselves
or in their familios 10 percent or more of the voting stoek); or

(b? more than 10 porcent of thoe employees covored by the plan
aro '‘key omployees.” Xey employoes aro tho highest pnh\ 10

percont, of all employees but net more than 100 cmployees,

(8) Benefit requirements.~-Under the bill cortain requirements must

. also be mot ns to nondiscriminatory conditions within the covered

roup. For pension or aunuity plans the ratio of contributions and

onofita to wages or salavies must not be highor for u high-paid om-

ployea than a low-paid employce, excopt that the first $4,000 of wagos

* paid (approximating social-security coverage) can be ignored in
ost-ahliahil;g the houefits,

For profit-sharing or stock-bonus plans 75 poveont of the employoer’s
contributions must be allocated to omployoes on the basis of thoir
total componsation, including the first $4,000 of carnings. The
romaining 25 porcont of the contributions may be allocated as the
employer sves fit. Howovor, the contributions mule on bohwll of
any employee cannot be more than twico as high o portion of wages
88 contributions for any other cmployee,

Cortain rostriotions présently imposod by regulations are also
removed. ‘o qualify a plan nood not use a definite, predetermined
formula; bonofits for bonofleinrios may bo restricted to the employee's
.close roiativea; and in tho case of » profit-shuring plan amounts
contributed by tho employer may be in excess of curront onrnings if
acoumulated earnings aro sufficient to covor tho contributions,

Despite the new qualifications described above, a pension trust will
be considered as qualified if it alvendy has qualificd under oxisting law.

D. Tax treatment of an employee’s exempt trust (sees. 50! (a), 503-606
§11-616) ' '

Under the bill, qualified pension trusts are troated in tho same
meanner as tax-oxompt educationnl foundations undor presont law.
While the income of these trusts genorally will bo exompt, .o tax is
to be imposed on “unrelated business ingome” derived from the
.active conduct of n business or from rental incomo from cortain lease
arrangemonts,  Also, tho oxempt status of such trusts may bo ro-
moved if they engage in cortain “prohibited transactions,” such as
making loans to the eniployer creating the trust without adequate
security and a reasonable rate of interest. .

In addition, cortain restrictions are placed on the investmonts of the
trusts, The trust’s investments in goouritios of any ono company
may not excedd 5 porcent of the value of the assets of the trust or
more than 10 percent of the voting power of the stock of the company.
The firat of these reatrictions also applies to parcels of roal ostate.

'l;keee investment restriotions do not apply ta existing investments,
to investments in the employer corporation (or its parcnt or sub-

b
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sidinvies), 10 annuity or rotirement-income contracts, to Govornment
securitics, to cash items, or to investmonts in regulated investmeont
companies, . .

I'he incomo of & trust not qualifiod or not mooting thoe investment
rostrictions or which engages it cortain prohibited transactions is fully
subject to tax,

X111, Esmrroves Stock Ortons (Sre. 421)

The revenue bill of 1950 established a new sot of rules for tho tax
trontment of cortain employoo stock options.  As a result of this net,
when an option qualifies s & “restricted stock option” no tux is
imposed at the timo tho option is granted or oxorcisod, Instead the
tax is doforred until the stock is sold and at that timoe, if cortain condi-
tions are mot, any gain realized is & capital gnin,

Before the Rovenue Act of 1950, the Intornal Rovenue Servico hald
that the omployce was taxabloe at tho time he exercised the option and
ab that time had ordinary income to the extent the difference betweon
the market valuo of the stock at the time of exercise and the purchuse
price of the stock under the option,  This rule still np})lios for com=
ponsatory options which do not imoeet tho qualitications of a “rostricted
atock option.”

The bill retains the present “restricted stock option' provision but
makes cortain changes,

Under present law an option is denied treatiment as o “restricted
stock option” if not exercised before the death of the employee,  ‘The
bill provides that the exercise of “restricted stock options” by the
ostate or boneficiary of & doceased employes is to havoe the sumoe tax
effoct ns if the employee had oxercised the option,  In addition, the
ostato tax attributable to the inclusion of the option in the decedent’s
estato is to bo allowed a8 a deduction for income-tax purposes in the
your in which tho esiato or benoficiary has an inereased tneomo as o
rosult of disposing of the stock acquired under the option,

The bill further provides that variablo prico options may qualify as
“restricted stock options,” A variable price option is an option in
which the price to bo paid by the omployee for the stock is detormined
by reforence to the market value of the stock, for example, an option
pormitting an amployee to purchaso stock at 85 pereent of the valuo
of the stock, 'The variable price option was not casily adaptablo to
tho statutory language of present low beewuse the exiating provision
appeats applicablo mhy to an option which stipulnted its option prico
in dollars and cents,  The bill provides that these options are to
quolify as restricted stoek options if the option price is within 85 por-
cont of the valuo of the stock at the time the option was granted, and
tho othar qualifications of restricted stock options are mot.

Under present law if tho employer corporation is reorganized in a
tax-{reo reorganization and the employee has not oxercised hia option,
it Is not olear as to whothor tho employee still has a “restrioted stock
option.” On tho other hand, tho rights of amployees who have
excreised thoiv “rosteicted stock options” are protected, The bill
presorves the rights of the employee holsding an unoxevcisod restricted
stock option,
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The bill also provides that changes in the terms of a restricted stock
option, exorcisable over a poried of 10 years or less, which are attrib-
utable to the reorganization of the employer corporation are not to be
considored a modifieation requiring a now option price. Also, any
ohanges in tho terms of an option oxm-oisnb‘lu ovor a period of 10
yoars or less, which do not bonefit the employce, are not to ba con-
sidered a modification requiring a new option price.  Under present
Inw any substantial change in the terms of the option requires a now
option price, irrespective of whother or not the employee recoived an
additional benofit,

The House bill also provides that any options granted after the
enactment of this bill in ordor to qualify as restricted stock options
may only bo exercisablo over a period of 10 yoars or less,

nder present law a person who owns more than 10 pereent of his
employer coproration eannot receive a “restricted stock option,”
The bill provides that if the option price at the timo the option is
grantod is at loast 110 percont of the value of the stock at that time
and tho option is exercisable over a period not excoeding & years an
employee, even though owning more than 10 percent of tho stock of
his employer, can receive s “restricted stock option,”

The regulations under prosent law relating to the acquisition or
transfor of stock acquired under a “restricted stock option” in joint
tenancy have boen incorporated in the now lew. This permits stock
acquired in common-law States may be ownod jointly without incur-
ring & tax liability. o

nder prosent law when stock acquired under a “restricted stock
option” is disposed of prior to 2 years from tha dute the option was
grantod or 6 months from ‘the date the stock was acquired, tho past
retums of the employee and tho employor for tho year the option was
exorcised must be reoponed to tax the employeo and allow the em-
ployer & doduction for any difference betweon the option price and
the price of tho stock at the time the option was excrcised,  The bill
provides that any necossary adjustments are to be made in the year
tho atook is sold.

XIV. Accounring Provisions

A. 58-or 58-week year accounting periods (see. 441)

Undoy present law the accountini period used by a taxpayer in
computing tuxable income wwist cod on the last day of a ealondar
month. Corporations in certein industries (o. g., retail sales, mont-
packing, radio and telovision) for business purposes (but not. for tax
purioses) close their annus! accounting porlod on a particular day
of tho week rather than on the last day of the month., The books
of thoso corporations are closed on whatever dato & particular da
of the weck occurs for the last time in a calondar month (or falls
nearest to the end of o calendar month). As a result their annual
decounting poriods consist of 52 woeke (304 days) in & out of 6 yoars,
and 53 woeks in the sixth year, ) )

The bill ounlarges the term “flacal year” to includo this 52-53-wook

ariod.
Special rules are provided for offective dates and for the transitional
problems which may arise in the yoar of change.

/
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B. Prepaid income (see. 458)

Under present law paymonts received in advancoe for the use of
property in futurve years or for services to be rendered in future yoars
are includible i the income of the vecipiont in tho yoar thoy are
received. This is true regardless of the taxpayer's method of
accounting.

'he hiﬁ' permits acerual-besis taxpayors to dofor the reporting of
advance payments as income until the year, or years, in which, under
the taxpayer's vegular method of accounting, the incomo is earned,
Howovar, it provides that the period over which the prepayments
may be deferred cannot excood § yoars aftor tho year of receipt. This
linutation will not affeet the groat majority of propaymoents which are
cnn;od within & yonrs, but will reduce substantially the administrative
work,

Where amounts are recetved in advance and it is not expected that
the amounts will be carned within the -vear period, taxpayers who
have so electod are to take tho prepayments into account ratably over
the period of the taxable yoear of receipt and the 5 succooding taxable
years,  With the consent of the Secretary or his delegate, howuvcr,
the taxpayer may allocato the income in another manuner,

Whore a texpayer dios or where, for any other reason, the liability
with respect to the deferred income ceases, the prapayments nog
previously reported as income become taxablo in the yoear in which
such an ovent occurs, . :

The election provided in this provision is available only with respect
to advance paynonts received by a taxpayer in a taxablo year begin-
ning aftor Decomber 31, 1953,

C. Initial payment before use of installment method (see. 453 (b))

Under present law, in ovder to use the installment method of
roporting incomoe in tho case of salos of real property or easual sales
of porsonal property, some payment must bo made in the year in which
the sale occurs,

The bill provides that in the case of & sale of real property or a
casual salo of personal property made in a taxable yoar beginning
aftor 1953 thero noed be no payment made in. the taxable yoar in
which tho sale oceurs, if initin] payments in a subsoquent venr do not
axceod the preseribed 30 porcent of tho selling price.

D. Change of method from acerual to installment (see. 463 (¢))

Under present law a taxpayer who changos his nccounting method
from the accrual basis to the installment basis pays & double tax on
cortain incomo, Under the acerunl mothod the entive profit from a
salo is taken into account in the year of sale, regardless of when the
colloction is made. Undor the installment mothod, the profit from a
salo is rocognized piocomeal as the cash is collocted, In tho carly
voars following a change from the acerual to the instaillment method,
prosont law taxes portions of the profit realized from all installmont
colloctions, including prolits in colloctions on sales made before the
change which proviously had been reported as taxable income under
the acerual mothod.

Tho bill provides that a taxpayer shifting from the accrual to the
installment mothod of accounting is not to bo taxed twice on the same
income. The tax attributable to an amount included in income for the
socond timo is eliminated or is at loast decreased to tho extent of the

- g g & &
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tax for a prior year attributable to its inclusion under the earlior
method of accounting.

E. Accrual of real property taxes (see. 461)

Under present law a deduction for the payment of local proporty
taxes accries upon the date when the amount and liability for the tax
becomes fixed. In many jurisdictions tho amount and lability for a
proporty tax for the calondar year 1955, for examplo, would he fixed
on a date Iato in 1954 and, under court decisions, is deductible for
accrual-basis mxsayors only at that time,

The bill provides that an accrual basis taxpayer may in the future
accrue a real property tax ratably over the period for which the
property tax is imposed.

Special rules are provided to cover the transitional problems which
may arise as a result of the chango,

F. Reserves for estimated expenses (sec. 462)

Under present law deductions for expenses and losses incurred by a
taxpayer may be taken only when all events have occurred which fix
the fact and the amount of the taxpayer’s liability, While present
law permits a reserve for prospective bad debts, reserves for other
expenses and losses are not allowed.

The bill permits an accrunl-basis taxpayer to deduct reasonable
additions to reserves for cstimated oxpoenses, 'The oxpenses must be
related to income taxed during the year (except for adjustments or
corroctions of proviously established reserves) and must be allowable
deductions which the Secretary or his delegate is satisfied can be
estimated with reasonable accuracy. A reserve is to be considered
reasonably estimated when'it is based on relinble data or statistical
experience of the taxpayer or of others in similar circumstances,
Resorves for general contingencies, indefinito future losses, or for
amounts in litigation do not fall in this category.

At the end of cach yoar these reserves aro to be adjusted to refloet
the best estimate currently available; any amount by which a resorve
is found to be excessive 1s to be taken into account in the year of
determination,

The election to establish reserves for estimated cxpenses is not
available with respect to any deduction attributable to income reported
in a taxable year bgﬁinning beforo 1954, or to-prepaid income which the
taxpayor has olected to defer.

G. Other changes in methods of accounting (see. 481) )

At present taxpayers who request pormission to change their method
of accounting (other than to the installment method), or to change the
manner in which they computo significant itoms such as inventories,
are required to make cortan adjustments in the year of the chango.
These transitional adjustmoents provent income and oxpenses from
being reported for tax purposes more than onco anhd prevent the omis-
sion of certain income entirely. Undor certain circumstances, how-
ever, where a chango in accounting mothod is made involuntarily,
the courts have denied the Internal Revenue Service the right to
require these adjustments, In other cases, whore the adjustments
are made, the tax results in a “bunching” of incomo in the year of

change, ‘

The bill provides that the necessary transitional adjustments

will be made in all cases wh’ere there is a change in inethod of account-
- !
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ing, whether the change is voluntary or involuntary. 1t also pro-
vides an averaging devico where the taxpayer has had at least 2
yonrs’ experience under the old method of accounting and where the
transitional adjustments result in an inereaso in his taxable income of
more than $3,000 in the year of change. The averaging device to be
used provides that the tax of the person making the change is not to
be inereased by more than it would be if the net transitional adjust-
ment were sproad evenly over the year of the change and the 2 preced-
ing years,
H. Revenue effect

It is estimated that the changes mado by the House bill relating
to accounting periods and principles will decrease revenues by $45
million in the fiscal year 1955.

XV, Tax-Exusmer Oncanizarion (Skc. 514)

The bill extends the unrelated business income tax to exempt
ponsion, profit-sharing and stock honus trusts. The provisions of
present law relating to “prohibited transactions’ and aiso the pro-
vision imposing certain limitations on accumulations on certain exempt
organizations are also made applicable to these trusts, This is dis-
cussed further under the seetion of this report relating to pension,
atock bonus and profit-sharing plans,  (See No. XI1 (D)) Apart
from this change, only one minor modification was made in the tax
treatment of exempt organizations,

Under the “unrelated business income” tax, educational, charitablo
and cortain othor organizations prosently are subject to tax on their
rental income devived from leases, for more than § years, to the extent
of their outstanding indebtedness which was incurred to aequire or
construet the leased property.

The bill subjeets rental income to the unvelated business income
tax in the case of these exempt organizations where the lease is for
5 yoars ot less, if the same husiness tonant occupies the property for
more than 5 years. However, in such cases, the tax is to become
applicable only in the sixth year in which such a tonant occupied the
leased property. As in tho case of leases for more than 5 years, the
tax is to apply only to the extent outstanding borrowed funds wero
used to acquire or construct the leased property.

XVI. Conrrorarions Uskb To Avorp INcomr Tax oN SHAREHOLDERS

A. Accumulated earnings tax (secs. 631-536}

Seetion 102 of existing lew imposes a special tax on any corporation
formed or availed of for the purpose of avoiding the surtax on share-
holders by l)ermitt.ing enrnings or profits to accumulate in the cor-
poration. The statuto further provides that if earnings and profits
are -permitted to accumulate boyond the reasonable needs of the
business, this fact will be considered determinative of the purpose to
avoid tax unless the corporation proves otherwise by the clear pre-
ponderance of the evidence.

(1) Burden of proof—At the present time if the Commissioner
of Internal Revenue proposes & deficiency on the ground that the
taxpayer has accumulated earnings and profits in excess of the reason.
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able noeds of the business, the taxpaver Lins the burden of proof as to
the rensonablencss of the accumulation.

Under the bill, the taxpayer may, upon receipt of notice of » pro-
posed deficiency with respect to the accumulated earnings tax, filo
a statemont of the grounds on which the taxpayer velies to establish
the veasonableness of the accumulation,  If the taxpayer submits such
a statemont within the proper time, the burden of proof will bo upan
the Govornmoent as to whether the accumulation is in exeess of the
reasonable needs of the business,  If the taxpayer does not filo such
o statemont, it must bear the burden of proof as under existing law,
It must also bear the burden of proof if the statement does not present.
facts suflicient to indicate the basis of the grounds on which it velics
as to the reasonableness of the accumulation.  If the Seceretary or his
delegato fails to give tho mx?nyor notifieation prior to the issuance of
a notice of deficiency, then the Government must bear the burden of
proof evon though tho taxpayer has filad no statement,

(2) Reasonable needs of the businesy.~Ono principle which has been
appliod under present law in determining “the reasonable needs of the
business” is the so-callod immediacy test, under which thove must be
an immediate nood for the funds in order to justify the retention of
earnings, In some cases section 102 has been applied oven though the
corporation had definite plans for expansion and the bona fides of the
expansion program were not in quostion.

'he bill oxprossly provides in the statute that the reasonable neods
of the business shall include the “reasonably anticipated” needs of the
business. It is contemplated that this amendment will cover tho
case where the taxpayor haa specific and definite plans for acquisition
of buildings or equipment for use in the business. 1t would not
apply where the future plans are \'uf:uo and indofinite, or where
execution of the plans is postponed indefinitely. -

(3) Accumulated sarnings eredit.—Under the bill an accumulated
oarnings credit is allowod for the first $30,000 of earnings and profits
acoumulated by the corporation. Earnings and profits in oxcoss of
$30,000 may, of course, be retained if held for the reasonablo noeds
of the business. Thero is no comparablo cradit under oxisting law,

(4] Publicly held companies.~Under presont law the section 102 tax
is theoratioal applim\qﬁo to publicly held as woll as closely held
companies, As & practical matter, the vaision has beon applied
only in ¢éases where 50 percent ot more of the stock of n corporation
is hold by o limited group. i

The bill provides a specifio statutory exception for any corporation
which has moro than 1,500 shareholders and no more than 10 parcont
of the stock of which is held by any individual (including the membaers
of his family). The corporation must demonstrate its right to the
excoption by showing that it meots the stock ownership requirement.

(8} Computation 05 acoumulated earnings tax.—Tho bill rovises the
frovmons relating to computation of the acoumulated carnings tax,

t provides that the foreign tax credit is to be allowed in determining
the amount subject to the accumulated earnings tax, ‘The corporation
will also he given credit, in computing the accwmnulated carni )
for dividends paid not later than the 15th day of the 3d month follow-
ing the close of the taxable year.
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B. Personal holding companies (secs. 851-647)

. R. 8300 retains the provisions of present law which impose a
apecial tax on the undistributed income of personal holding companies,
Several amendments have been made, however,

Under the bill, the personal holding tax has been integrated with
the income tax so that a single return will serve the purposes of both
taxes. [t is anticipated that the Internal Revenue Serviee will
provide a separnte schedule to be filed by companies subject to this
tax,  Under present Inw when a corporation subject to the tax fails,
becenuse of negligence ar poor adviee, to file a personal holding tax
return, the pertod of limitation on assessment of this tax remains
open indefinitely, and the corporation may be barved from making a
deficiency dividend distribution unless it can demonstrate that the
failure to file a return was due to reasonable eause.  Under the bill,
the filing of an income tax return will begin the running of the statute
of limitattons for hoth taxes. However, the period of limitation for
assessment is extended to 6 years with respect to the personal holding
company tax if the eorporation fails to furnish information as to its
stock ownership and items of personal holding company income.

The deficiency dividend provision, which enables a corporation to
climinate a prior personat holding company tax by making a specinl
distribution of dividends, is made gonerally applicable by tho bill
oxcept in the case of fraud for willﬁtl failure to tile an incomo tax
return.  The benetits of the provision may be obtained by an informal
agreement signed by the taxpayer and the Contmissioner’a representas
tive in licu of the closing agreement procedure required at the present
timo.

Under existing law a corporation first bocomes subject to the
personal holding company provisiona only if it moeets two tests:
80 percent or more of its gross income is personal holding company
income as definod in the statute, and 50 percent or moroe of its stoel
is owned by five or fower individunls (including members of their
families). If in any 1 year the corporation meots the 80 percont
income test, then the percentago test is 70 percent for cach of the
next 3 yoars. The bill adopts u single 80 porcent incoma tegt.

The ‘stock ownership requirements have béen rotained in their
present form with the exception that the bill provides that an exempt
organization or charitable trust is to be counted as an individual n
determining whother 50 pereent or more of the stock is owned by five
or less individuels,

The bill also changes the application of the personal holding coms
pany provigions to corporations filing o consolidated roturn,  The bill
troats the group as a singlo corporation to determine whether the
personal holding company incoma st is met.  Thus, the provisions
which have proviously been applicablo only to afllinted groups of rail-
rond corporations are oxt.ondod‘ o any other affilinted group. This
treatment, is applicable only if the common parent derived 80 pereent
or moro of its income from the afhilinted grour for tha three preceding
taxablo years, no member of the group would bo o personal holding
company if its income dorived from the group is disregarded, and no
momber of the group is a corporation excmpt from the porsonal
holding company provisions, *
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The definition of personal holding company incomoe has beon
amendod in two respects. Under presont law when a corporation
rents proporty to its principal stookholders the rental income is treated
as porsonal holding company income and the corporation may be
subjoct to the penalty tax. The bill provides that such rental income
is not to be treatead as personal hol(fing company income unloss tho
corporation has other personal holding company income amounting
to 10 percent or more of its total gross income. Another amendmont
to the definition of personal holding company income provides that
guins from the sale of securitics or commoditios aro not to bo considored
a8 gross incomo to tha extent of tho losses on such sules, ‘I'hus gross
income and porsonel holding company income will refleot only the
net gains from such transactions,

In the computation of undistributed income subjoet to tho personal
holding company tnx, the bill provides that taxes are to be deducted
when acerued, Undor existing law it is not clear as to whother taxes
may be deduoted in the year paid or in the yoear accrued. The bill
permits taxpayers who have been deducting taxes whon paid to
continue to o so but such taxpayors may, if they so desire, make an
irrovocable oloction at any time to chango to the accrunl method,

The deduction allowed for taxes in computing amounts subject to
the personal holding company tax has boon extonded to include
foreign taxes claimed as a credit for income tax purposes. However,
the deduction for taxes may not includs tho alternative capital gains

'The consent dividend provisions of existing law wore onacted in
connection with tho undistributed profits tax in the 1930’s to enable
corporations to comply with dividend distribution requirements with-
out the necossity of an actual paymont of dividends. The bill elimi-
nates these provisions froin the law, ’

Othor amendments to thoe personal holding compuny provisions
inolude tochnical revision of the 1 yoar not ororuting loss carryforward
allowed to personal holding companics, and limitation of the provision
of presont law which excludes amounts subjoct to o lien from the per-
sonal holding company tax. The lien provision has beon amended to

rovide that any. income excluded under this provision is to be
included in the income of the corporation for the yenr in which the
lion is rolensed. Dividends attributable to such an inclusion will be
taxable to the sharcholders either in the yesr of dividend payment or,
at the clection of the taxpayur, ratably over the peried of the lien.

XVII. WortnLess STooK IN AFFILIATED BAnks (Sme. 682)

Under presont law, if stock or socurities of a subsidiary owned by
the parent corporation begome worthless the losa may be deducted by
the parent as an ordinary loss (instead of a capital loss), if 90 per=
cent of the aggregate gross income of the affiliated company for-all
taxable years was derived from sources other than investment income.
In the Past banks have not qualified for this tax troatment because
most of their income is derived from investmens, sources. The bill
remaoves this restriction in .the case of banks by treating stock held in
an affiliated bank as a noncapital asset,
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XVIII. Naruran Rusounrces

A, Rates of percentage depletion (sec. 613 (b))

Undor present law taxpayers owning economio interests in spocified
types of mineral doposits are allowed percentage depletion deductions
whenever these excood doplotion bused on eapital costs.  Such deple-
tion is computod as the lesser of (1) a statutory percentage of gross
incomeo from mineral property or (2) 50 porcont of the net income
from the proporty before depletion. On mines of minerals not accorded
porcentago depletion, discovery deplotion may bo doducted as an altor-
native to cost depletion if discovery value materially exceeds invest-
mont costs.

Under the bill there are a fow increnses, but no reductions, in the
rates of pere.ntage depletion allowed by presont law and regulations,
Tho bill has continued the presont rates of percontage depletion of
27% percont for oil and gas and 23 pereont for sulfur, gUmlm' the now
provision depletion allowanees, other than thoso for oil, gas, and sulfur,
are dividod mto two groups: Spoecific items dopletable at 15, 10, and
8 percont and another general class for nll othor minerals,

The specific 15-porcont. group containg: Metal mines, rock asphalt,
vormiculite, slato, chemical and metallurgical limostone, and ball,
china, and sagger clay, All of these items under present law aro
entitled to the 16-percent rato excopt slnte which has beea in the 5-per-
cont. catogory,

The specific 10-porcent group contains: Asbestos, brueite, coal,
lignito, porlite, and wollastonite.  Under present law all of these itowms
receivo the 10-porcont rate, although lignito has been covered only
by an intorprotation that it is a grade of coal,

The specifle 5-porcent eategory includes all the items prosontly
listed at 3 poreent oxcept slate which has boen raised to the 15-peresnt
class, and in addition the 5-porcent class is to include peat and mol'usk
shells (including clamsholls and oystor sholls),

Minorals in the above catogories will receive the statod doplotion
allowance regardless of the way thoy are used. All other minerals
not spocifically listod are placed in a’'genoral cluss to receive pereont-
ago depletion” at the rate of 15 percent, subjoct to the limitation
that if thoy are used for the same purposes for which stone is commonly
used, they are to bo regarded as stone and entitled to a percentage
deplotion rate of 8 poreont, ‘This ond use test is imposed to provent
discrimination in porcontago depletion rates botweon materials which
are used competitively for the same ‘pnrpos(\s. The gonoral 15-
porcent catogory is intonded to include, for example, quartz sands or

obbles whon sold for their silica content and novaculite and the
ollowing minorals which now reccive 15 porcent: aplite, bauxite,
fluorspar, fluke graphite, beryl, garnet, feldspar, mica, tale (including
gyrop 1yﬁito) lopidolite, spodumene, barite, phosphate rock, trona,
ontonite, glfsmut.e, thenardite, borax, fuller’s earth, tripoli, refrac-
tory and fire clay, quartzite, diatomaceous eavth, and potash. This
group also covers minerals for whicsh percontage deplotion is not
presently available such as gypsum, natural mineral pigments,
olivine, and kyanite, but it does not include dirt, sod, or mosses, or
minerals takon from tho sea or air or from sourcos gonorally consid-
ered inexheustible,

TEE I
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. The oclassification of nonmetallic minerals into these broad all-
inclusive groups makes it possible to eliminate the discovery value
depletion provisions of present law.,

B. Definition of income from property (sec. 613 (c))

Under present law and the bill, the gross income rates referrod to
above are applied to “‘gross income from the pmpcrty.” This is defined
a8 gross income from mining, and “mining” in turn is defined as the
extraction of the minerals, the “ordinary treatment procosses” nor-
mally applied to obtain commercially marketable minoral products and
certain transportation,

The bill continues theso definitions except in throe respeets. In the
case of magnesite, burning is to be regarded as an ordinary “treatment
process’’ and in the case of tale, fine pulverizing is to be regarded as
such a ?rocess. The present definition of “sulfur processing” is
specifically related to the Frasch process, so that the general rule for
ordinery treatment processes is to be available for sulfur produced in
other ways, :

C. Mine tailings (sec. 613)

Depletion allowances under present law are allowod with respect to
mines and natural deposits. The bill would extend percentage
depletion at the approprinte rates to mine owners for minerals recov-
ered from the residue that had accumulated from their mine.

D, Definition of mineral property (sec. 614)

Although depletion allowances are computed with respect to minerat
properties, present law does not define a “property.” In general
administrative regulations state that each separate interest owned by
the taxpayer in each mineral deposit in each separate tract or parcel
of land constitutes a property. From the standpoint of both tax-
galﬁglers and administrators, however, this division o lpropert-i% croates

ifficulties because, in some instances, it requires the preparation of
multiple depletion schedules and computations where a single compu-
tation would serve the snme purpose, :

The bill clarifies the situation with respoct to depletable properties

adding a statutory definition of “tho property.” This provision
adopts as the general rule the same definition reln.t-iuﬁ to soparate
interests now established by regulations. In addition, however, the
new provision permits & taxpayer to elect to treal as one properly an
aggresal.ion‘of his soparate oporating mineral interosts which cousti-
tute all or part of an operating unit. .

E. Gain or loss in the case of timber or coal (secs. 278, 631)

" Under section 117 (k) (1) of prosent law a taxpaycr may tront as a
capital gain the difference between his basis and the fair markot value
of timber at the time it is-cut. Under section 117 (k) 52) o taxpayor
may treat as capitel gain payments madoe to him by o lesseo under a
lease of coa] or timber property. Tho lessor is required to retain an
economic interest in the coal or timber disposed of under tho lease,

Present law makes no specific provision for tho expenses of the
w;payer attributable to the holding of the timber or to the making
an a:%gﬁnflstering of the contract under which the coal or timber is

posed of,

]
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" With rogard to the cutting of timber which is rocognized as a selo
it is specifieally provided that administrativo and other exponses,
incurred in the taxable year timbor is eut, in councction with the
holding and quantity measurement of the timber, shall be an adjust-
ment to thoe basis of the timber cut. These exponses will not be
deductiblo in any other way,

With rogard to the disposal of conl or timber by the owner under a
leaxo by virtue of which the owner retains an oconomic intervest. in the
counl or timber, it is provided that the expoenses of making and adminis-
tering the contract and preserving tho economie interest retnined under
the contract will be an adjustmont to the basis of the coal or timber
disposod of,  These expenses are not deductible in any other manner,

l}f the adjustment to basis required under this section results in o loss,
the part of the loss attributable to taxes would be allowed as an ordi-
nary deduction. Any loss attributable to other expenditures would
conatituto a loss from the sale of real property used in the trade or
business,

In the ense of coal, the section is made applicable to sublessors,

F., Revenue effect

It is estimated that the amendments made in the dq?]ot‘im'l pro-
visions will result in & reduction in revenues of $27 million in the
fiscal year 1955,

XIX. Esrares, Trusrs, AND THuirR BENEFICIARIES

A. Qeneral rules (secs. 641-643)

As under present law, the committeo’s bill provides that trusts and
ostates are to be taxable on thoir carnings after allowance for cortain
credits, deductions and distributions to beneficiaries,

The credits and deductions provided are substantially tho samo as
under present law with two excoptions:

(1) The deduction for a personal exemption was increased from
$100 to $300 in the case of trusts that are required to distribute
all of their income currently (the present $600 for estates remains
unchanged, as does the $100 for other trusts), to climinate the
taxation of small amounts of capital gains, ~

(2) An exclusion is allowed for the first $50 or $100 of dividend
income and n tax credit equal to 5 S)ercont or 10 percent of any
remaining dividend income retained by the fiduciary, to align
tho tax treatmont of trusts and estates with the genoral dividends
roceived provision,

The bill adopts the general principle that to the extent of the
trust’s current incomo all distributions are deductible by the estate
or trust end taxable to the beneficiaries. This approach represents
8 basic departure from the general rule of the existing law that taxable
distributions must be traced to the incomeo of the estate or trust for
the current year.

This approach, however, requires the use of a measure to impose an
outside limit on the total distributions deductible by the estate or
trust and taxablo to tho beneficiary., In general, the measure adopted
by the bill for this purpose is taxable income, computed without re-
gard to capital gains and lossos unless these 5ains and. losses are

or

utilized in determining the income available for distribution,
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Tho bill adheres to the theory of existing law that an estate or
trust is troated as a conduit through which income passes to the
beneficiary, In order to implement this theory in a satisfactory
manner, it is necossary to include in the measuve 1tems of income and
deductions which are not roflectod in taxable income. 1'hus, the
distributable net income of an estato or trust is defined as its taxablo
income for the curront year, oxcluding capital gains and losses not
distributod by the ostato or trust, the portion of oxtraordinary cash
dividends and taxable stock dividends allocated to principal (in the
caso of simplo trusts dosceribed below), but including tax-exempt.
intorest, the dividends recoived oxelusion, and foreign incomo of
foreign trusts,

Tho approach adopted by the bill eliminates the nocessity, in doter-
mining 8\0 taxability of distributions, of tracing such distributions to
the income of tho estato or trust for the currcnt taxable year, ltur-
thermore, amounts not included in the gross income of tho estate or
trust will goncrally not be taxable to-the beneficiaries.

B. “Simple” trusts (secs. 661 and 562)

A trust (but not an estate) may qualify under the “simplo trust”
provisions if all of its incomo is yvequired to be distributed currently
and it makos no charitable distributions. If it makes oceasional
distributions out of principal it is disqualified only for the years in
which the principal is distributed. Issentially the treatment pro-
vided for simple trusts is the seme as that provided by present law,

Qualifying trusts are allownd to deduet distributions made to the
extont of their distributable net income and beneficinries are roquived
to include the distributiong in their incomes for tax purposcs only to
the sanio.extont.

Thoe bill specifieally provides that the charactor of the income to
the boenoficiaries is to ba tho samo as it was to the trust (e. g., capital
gains to tho trusts are capital gains to the boneficiaries) and a specific
rule is provided to divide up tho various types of income among the
beneficiaries in the absance of specific provisions in the trust instru-
ment.

C. “Complex” trusts and estates (secs, 661-663)

For all catates and trusts not qualifying under the simple trust pro-
vision (including discrotionary trusts, trusts with charitable benefi-
ciories, and trusts making ocurvont distributions but also making
distributions of principal) deductions are-- )

(1) first, allowed for distributions required to be mado cur-
rontly, and ' .

(2) then, if any distributable net income ramains, allowed for
any othor amounts distributed (other than specifie gifts or be-
quests not paid in installments) but ouly to the extont of the
remaining distributable net income. .

In the caso of theso trusts or estates which may have paid out or
sot aside amouats for charitable purposes, their taxable income, and
therefore their distributable not income, is already reduced by such

ounts.
w}fl‘nlt? fenoﬁoiarios of those trusts (or estates) are required to include
in their incomo for tax purposes, distributions made to them out of
income required to be distributed ourrently angd then other distribu-

]
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tions made to them to the extent of their proportionate share of the
amount allowed as & deduetion to the trust,

Upon termination of the trust (or estate) any of Hs net operating
loss or eapital toss eavryovers which have not heen used are to be
made available to the distributecs.  Under existing law these loss
carryovers ave wasted,

D, Five-year throwback vule (sres, 665 -068)

In spite of the elaborate 65-day and 12-month rules, it is still possible
under the existing law to shift the tax burden from a beneficiary to o
trust.  Theso rules, in effeet, throw baek to the year the income is
realizad by the estate ov teust any distribution of such income made
within 65 days after the close of the taxable yoar.  ‘To meot this and
similar situations, the bill provides that distributions by a trust in
oxeess of its distributablo net income for tho current taxable year will
be “thrown back” to ench of the five procoding years in inverse
order and will bo taxed to the bencficiaries to the extont that the
distributable net income of those years was not, in fact, distributed,

To prevent double taxation, the boneliciaries receive an offsetting
cradit for any taxes previously paid by the trust which ave attributable
to the oxcessso thrown back.  In effect, the beneficinries, exeept for the
faet that thoy report the income in the year the acenmulation is distrib-
uted or mado available to them, are placed in the suma position as if
the trust had madoe the distribution at the timoe it recoived the incomo.

This throwback provision applies only to accumulations of income
in taxablo yoars beginning a}tur Decomber 31, 1953, It does not
apply to estates or to simple trusts.  Moreover, distributions oxeeed-
ing distributable net incomo by less than $2,000, disteibutions repre-
sonting aceumulations during tho minority (or before the bivth) of the
beneficiary, and distributions for the maintenance, support, or eduea«
tion of a benoficiary are specifinlly exctuded from the application of
this provision,

E, “Clifford” type trusts (secs, 671-678)

The bill also provides rules to determine when a trust’s income is
to bo taxed to the grantor beeause of tho grantor’s substantial dominion
and control over the trust property ov incomo.

Existing law containg a statutory provision dealing with trusts in
which the grantor retaing & power of revocation and also a provision
dealing with trusts whose income is accunnddated or used for the
bonefit of the grantor.  In addition, regulations (commonly known as
the Clifford Regulations) provide a sevies of rules to determino when
trust income is to be taxed to the grantor because of: a raversionary
intorest within s specified period; powers to control the beneficial
onjoymont; or cortain broad administvative powers. The bill in-
oludes specifio provisions to this effect in the estate and trust sub-
chaptor.  Theso provisions gencrally adopt the approach of the regu-
lations (and the two provisions of oxisting law) but with modifications,

Undor tho regulations, trust income 13 taxed to the grantor whore
he can take back the prineipal or incomo within 156 years, if ho (or
Lis wifo) as trustoo has cortain administrativo powers over the trust

roperty. If ho does not possoss these powers, the trust income will
Ko taxed to him if ho can recapture the principal or income within
10 years, Under the bill the grantor is not to bo taxed by reasen of a
roversionary interest in an irrevoeablo trust unless the reversion may
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ocowr within 10 years, If the beneficiary is a designated school,
hospital, or churclh, the grantoris to be taxable becauso of a revorsion-
ary interest only it the roversion will oceur within less than 2 yoars,
but, as pointed out in the diseussion under section 170, tho grantor
is not allowed o charitablo deduction, '

Under the vogulations, the grantor will be taxed on the trust income
if cortain rolated or subordinate trustees hold a power to apportion
incomo or principal among difforent beneficiaries. Under the bill,
the grantor will not be taxed if ho cun establish that the related or
subordinate trustee is not acting in accordanco with the grantor's
wishes.

A person other than the grantor may bo treated as the substantinl
owner of a trust if he has powers of the type which would make the
grantor taxablo, unless the grantor himself is deemed taxable because
of such a powoer.  Similar rules are contained in the regulations under
oxisting' lnw (commonly known as the Mallinkrodt Regulations).
The biﬁ, however, makes a specifie exception to the effect that a power
to apply the income for support of dependents is not to result in the
trust incomo being taxable to such other person unless the income is
actually applied for the support of dependents,

F. Revenue effect

Only tho increass in exemptions from $100 to $300 is expected to
affoct rovonues to an appreciable extont. 1t is estimated that this
will docrease rovenues in the fisenl year 1955 by $3 million,

XX. IncoMe 1N Rrapgcr or Dronnents (Skes, 691, 692)

Under existing law income in respect of o decodent which is recoived
after his denth by his estate or other benoficinries is taxed to the
recipionts rathor than being treatod as aceruing to the decedent in a
Tump sum immedintely prior to his death, The recipients aro allowed
an offsotting deduction for any estate tax attributable to the inclusion
of this right to incomo in the decedent’s gross estato, but do not
scqu‘i.re a new basis for this property at the dato of the decodent’s

eath. .

The abovo troatment, under oxisting law, is limited to tho. first
decedent., The bill 1l:mvidos that a right te income received from a
decedent, or & prior docedent, is to be includible in the income of the
recipient with an offsctting deduction for any estate tax attributable
to such property. . :

Under existing law, it is not clear whether income in respect of a
decedent which 18 received by an ostate or trust will be troated as such
in-the hands of the beneficiary if distributed by the cstate or trust.
Tho bill provides that if the estato or trust makes a distribution of
income in respect of tho decedent, the doduction for the estate tax
is to be given to the recipiont benoficiary, instoad of the estate or trist;

Under existing law, gain on uncollected installment obligations is
troated as realized on the death of the decedent, An excoption is
provided to this rule, however, if a bond is filed which is conditioned
on the subsequent reporting of the gain on the obligation by the
person who acquired the obligation from the decedent. The bill
eliminates the necessity of this bond requirement by providing that
in all oases the uncollected installment obligations are to be treated
as income in respect of the decedent. '

'
/

{,



INTERNAL REVENUE CODR OF 1954 53

The bill also extonds the treatmont provided for income in respect
of & decodent to cortain income not now eligible. This trontment is
extended to (1) that part-of the value of a survivor's annuity included
in the ostate-tax base of the decedent nnnuitant which ropresents the
interost accumulation for the survivor annuity since the annuity’s
purchuse, (2) the value of unoxercised restricted stock options
included in the gross estate of the decodent employee, and (3) pay-
monts to a decoased partner by a partnership which aro includiblo in
the income of tho estate or boneficiary of the decoased partnor,

XXI, PARTNERS AND PARTNERSHIPS

The House bill provides comprehensive statutory tax provisions for
partnors und partnerships,  In general, the propesed statutory treat-
ment retains the cxisting scheme of regarding the partnership as
morely an income-reporting, and not o taxable, entity. In addition,
a statutory pattern has been establishied for contributions to & partner-
ship, distribution by a partnorship, transfors of partnership interests
by satle or on the death of a partnor, tormination of partnorship taxable
yours, transactions between a partnor and the partnorship, and the
treatmont of payments to a retiring partner or & doceased partner’s
estate or hoir,

A, General rules (secs, 701-707)

(1) Income of pariners,. -Under the bill, as undor present law,
partners will be liable individually for incomo tax on their distributive
ghares of partnorship income.  The bill provides that the partnership
will act as & mere conduit as to incomoe and loss items, transferring
stch items directly to the individual partnors,

Tho items roquived to be sogregated will retain their original
charactor in t»heqhunds of the partner as though they wore realizod
directly by him from the same source from which realized by the
partnership_and in the samo manner. After oxcluding the items
required to bo separately treated, the remaining income or loss, which
cortesponds to the ordinnry incomo or loss of thoe partnership under
presont law, is attributed to the partners. .

The computation of partnership income is gonerally on the same
basis as oxisting law. The partnership is allowed the usual business
deductions, but is denied the deductions peculiar to individuals.

The bill provides that all clections with respect to income derived
from a partnership (other than the clection to claim a ecredit for
foroign taxes) aro to bo mada at the partnership lovel and not by the
individual partners, This rule recognizes tho partnership as an entity
for purposes of income reporting.

(2) Ihstributive shares.~The taxation of partnership incomo or
other items directly to tho partners requires o determination of cach
partinor’s share of such items,  In genoeral, such shares under the bill
will be determined in accordance with tho partnership agreement, as
undor oxisting practice,

In the ease of property contributed to a partnership, there has been
considerablo doubt, under present lnw, as to the partners’ distributive
shares of gain and loss upon the sele of such property and as to_the
allocation among the partners of deprecintion on such property. This
problem arises when the tax basis of the contributed property is greater
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or less than the valuo of such property at the time of contribution,
Undor the approach adopted by the bill, the allocation of gain or loss
and of deprociation is to be in accordance with the distributive shares
of the partners genorally, Thus, if 1 or 2 equal partnors contributes
to & partnership property which is worth $100 but has a tax basis of
840, and tho other partner contributes cash of $100 which is usod to
purchase proporty with a valuo of $100, the partners will sharo equally
in the dopreciation allowance, notwithstanding the low basis of tho
property contributed by the first partnor, Tho sharing of gain or loss
upon & sale or exchange of either property will also bo identical us
between the partners,  IHowever, upon the liquidation of the partner-
ship the partners who havo rovuivoJ too large depreciation dts(lhwtious
(or too small & gain) will have relatively largor eapital gains than
will be true in the case of the other partnors,

(3) Taxable years of partners and partnerships.-—Undoer oxisting law
8 partnor treata his distributive sharo of partnorship income as income
to him at tho closo of the partnership taxabloe year. Such incomo is
not roportable by the partner until he files his return for the taxable
year it which such partnership year ends.  Beeauso of these rulos it
has boon possiblo, gencrally by the selection of o fiscal year as the part-
nership yoar, to postpone the realization of partnership incomo by as
much as 11 months. The bill provides, in general, that & partner-
shilp may not, without tho consent of tho Secrotary or his dolegate
eithor adopt a fiseal year or chango from a calendar year to a senl

oar. ‘Tho samo requiremont is made applicablo to partners shifting
rom @ calendar yonr to a fiscal yenr basis. 1t is contemplated that
tho use of a fiscal yoar will be approved whore valid business reasons
for such an accounting poriod are shown,

Under present law the death of a partnor may result in the closing of
the partuership year and the bunching of more than a year’s incomo in
the decodont’s last year. Whoro tho partnership and the partners
aro on differont taxable years, this rule may huve the effoct of con-
contrating as much as 2:% months’ income in the final return of tho
docensed partner, that is, the income for the partnership year ending
within his taxable yoar and the income for tho taxable ycar closed by
the partnor's death, The bill provides that tho partnership yoar is
not to closo on the death of the partnor. The partnership year will
thon run-to its normal conclusion, and the docodont’s share of the
income for such year will bo taxablo to the estate. To tho oxtent
thet the right to receive such income constitutes incomo in respoct of
a docedont, the estate is entitled to a deduction for the cstato tax
attributablo to the inclusion of such right in the docodent’s estate.

Tho bill further provides that the taxablo year of a partnowship is not
to closo as a result-of the admission of a new partner, the liquidation
of a partuor's interest by moans of a distribution, or a sale or exchange
of a partner’s intorest in the partnership, Thus, it would not be pos-
sible by the admission of a new partner to terminate tho parinorship
taxablo year and commonco a now partnorship year. However, the
pertnership yoar doos close if there is a terminationof the partnership.
A tormination is defined for this purpose as a discontinuance of tho
business activities carried on by the partuership, or tho sale of an
interest of more than 50 timmuut in partnorship capital or profits to
persons not mombers of the partnership, The partners may choose

!
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to ignore the termination if they wish to continue to the close of tho
normal partnership year.

Whilo the partnership year does not close for the continuing partners
whon a partner severs his interest in the partnership, the partnership
year does close with respeet to such partner.  When o partner morely
redutees his interest in a partnership, the partnership taxable yvear is
not elosed, but the amount of his distributive share must be determined
with regard to tho varying interests which he held during the year,

(4) Transaction between partner and partnership.—When a partner
solls property to, or performs services for the partnership, a dotermina-
tion must be made as to whether the transaction is to be treated in
the snme manner as though the partner were an outsider dealing with
the partnership (the “entity” approach).  Analternative (“ageregate”
approach) is to view the partuer as dealing with himself to tho extent
o} iis own interest and as dealing with the partnership with respect to
tho balanee of the transaction. Tho present codo doos not cover the
pmblolu and judicinl decisions on the subject go in either direction,
Tho “entity” rule has been adopted by the bill,

Howaover, under the preseribed rule, a salo between the purt‘norship
and a partner will not boe recognized if it involves a “contralling”
partnor, that is, & partner who owns 50 percent or more of & capital or
income interest in the pavtnership,  Where a salo involves a control-
ling partner, any money or property passing between the partner and
tho partnership is treated 1n a manner which, in general, prevents
the recognition of gain or loss. The basis of the property transferred
romnins unchanged,

Under present law, fixed payments to a partner are not recognized
as a sulary but considered as a distributive shave of partnership carn-
ings. The existing approach has been to treat the fixed snlary in years
in which carnings are insuflicient to meet thoe salary as a withdrawal of
capitn], taxablo to the extent that the withdrawal is made from the
capital of other purtners.  The bill provides that payment of a fixed
or guaranteed amount for services shall be treated as salary income to
the recipient and allowed as & business deduction to the partnership.

B, Contributions to a partnership (secs. 721-793)

Contributions to a partnership have the same effect under the
proposed provisions as under [n-osont practico. No gain or loss is
recognized either to the contributing partner or to the partnership.
The property contributed to a partnership has the same basis to the
purtnership for purposes of gain, loss, depreciation, ote., as in the hands
of the contributor,

The basis of the contributing partner for his interest in the partner-
ship is increazed under the bill by the basis of the properly transferred
to tho partnership.  If the contributed property 1s subjoct to o debt,
the basis of the contributing partuer’s interest is reduced by the portion
of the indebtedness assumed by the other partners.

C. Distributions by a partnership (secs. 731-735, 737)

The bill provides u new method for detarmining the basis of prop-
orty distributed by a partnewship and the adjustments to the basis
of the interest in the partnership.  Theso rules aro applicable whether
tho distribution is out of income or partnarship capital, and whether
the distribution is pro rata to all the partners or has the cffect of
changing tho respective partuership interests.
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Under the bill, any property distributed by the partneship to w
partaier, in genoral, has the samo basis to the distributee pariner as
in the hands of the ertnorship, i, o, & “carryover” basis, The
money and property distributed is applied in reduction of the bagis
of the interest of the distributeo partner. After the basis of his
interest has boen used up, any further distribution of money or prop-
orty is taxed ns capital gnin to the distributee,

Tho distriburion of monroy or property does not result in gain or
loss to the partnership. Gain or loss is roacognized to the recipient
partner only in two cnses.  (ain is recognized, as indicated above,
whore the Dasis of any money or property reccived by a partner
oxceeds the brsis of tho partner for his interest in the partnership,
The recognition of gain may ocour cither in a eurvent distribution
not affecting the partnoer's mterest in tho partnership, or in a dis-
tribution which reduces or torminates the partner’s mtorest in the
partnership. The rocognition of loss is limited to a distribution
terminating the intorest of tho partnor.  In such a liquidating distri-
bution, capital loss is recognized to the extent that the basis of the

artner for his intoerest in tho Rarmomhip excecds the basis to the
istributee of the property distributed,

An oxcoption is made to the use of the “enrrvovor’ basis where the
besis of the property distributed oxceeds its valuo at the time of the
distribution, In this situation tho basis of the property to tho dis-
tributoe is reduced to such fair market value. The parthership,
howover, is permittod to rotain this “unused: busis” and apply it to
similar proporty held by the partnership.

Consistent with the use of the “carryover’’ basis, the holding period
to the partner of distributed property includes the holding poviod of
the property to the partnership. .

A special tule has been provided for the purpose of distinguishing
distributions which are subjoct to tho rules discussed above from
transnctions involving a loan by the partnership to tho partner.
When a partner is obligated to make repayment to tha partnership
with respect to monoy or property received from the partnership, he
is treated under the Lill as receiving a loan to the oxtent of his obliga~
tion, and no reduction is mado in the basis of his interest. 1If, how-
ever, such an obligation is canceled by tho partuership without ropay-
ment, the partnar will then be considered to have received o distribu-
tion equal to tho amount of debt eanceled, The tranafer of proporty
subjeot to an obligation to make ropayment is tronted ns o sale by
the partoership, so that gain or loss will be recognized to tho part-
nership. '

The provisions relating to distributions are subject to the special
rules, discussed below, rolating to unronlized receivables or fees, in-
veatory or stock in trade which has substantially appreciated or de-

reciatod in value, and payments to a rotiring partner or the estato.or
eir of & deceased partnor,

Present law roquires that a_portion of the basis of the distributen
for his interest in the partnership be assigned to the ‘)roperzy distrib-
uted. The use of the “carryover” basis eliminates the need for rules
of allooation of basis as between capital nssets and noneapital nssets,
and renders unnecessary any adjustment to the basis of tho remain-
ing assets in the partnership other than in the cage where the distrib-
uted property has a value leas than its busis. .
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The proposed rules for contributions to, and distributions by, a
partnership, in offeet, permit the tax-free transfor of property into or
out of a partnership,  Generally speaking, the bagis of the property
remains unchanged through the formation and dissolution of a part-
nership,  ‘This is made possible by veducing the basis of the dis-
tributee's intorest in the partnership by the basis of the distributed
pnl'l.lwrshi‘: propety and by the recognition of gain or Joss in the case
of eortain distributions,

D. Transfer of an interest ina partnerchip (sees, 741-248, 761)

(1) General rudes~~Under present decisions the salo of a partnership
intorost is generally considered to be a sale of a capital asset, nnd any
gain or loss vealized is trented as capital gain or loss. It is not clear
whother the sale of an interest whose value is atteibutable to rvights
to uncolleeted income gives rise to capital gain or ordinary income.
Thero is also doubt under present law whether the basis of the assets
of the partnership may be adjusted, or is requived to be ndjusted, to
refleet tho purchase price paid by n new partner for his interest,

The general rule that the sale of an interest in a partnership is to
be treated ag the sale of a capital asset is retained by the bill.  In
general, the transfer of an interest will not affect the basis of partner-
ghip assets,  Provision is made, howoever, whereby thoe partnership
may clect to adjust the basis of partnership assets to rofleet the in-
crense or deerense in the basis of the purtnership interest transferved
by sule or upon the death of a partner,  Such an eleetion, onee filed, is
irrevocablo until tho termination of the partnership and will requiro
similar basis adjustments with respect to n'll future transfers of partner-
ship interest. By making adjustments to tho basis of partnership
assots, the same effeet is achioved as though the partnesship had dis-
solved and been reformed, with the transferce of the intorest as a mem-
ber of the partnership,  Tho increase or deercaso in the basis o
partnership assets may bo allocated to such assets in accordanco with
their respective bases or in any other oquitable manner approved by
the Secretary or his delegato.

It is to bo noted that, if the election to increase or deercase the
basis of partnership property is made, the changa in the basis of the
partnership asseta will affoet all members of the partnership aecord-
ing to their distributive shares and not merely the transfereo partner,
- (2) Unrealized receivables or fres and inventory or stock in trade—
The bill provides that, if in connection with the transfor of a partnoer-
ship interest, the partner receives any amount attributable to his
share of (1) the unrenlized recoivables and fees of the partnership or
(2) substantially approciatod or doprecinted invontory or stock in
trade, such amounts are to bo treated as ordinary gain or loss. In
effoot, the partner is treated as though he disposed of such items in-
depondently of the rest of his partnership interest.

Since an ordinary income tax is paid by tho scllor on these items,
tho purchaser of an interest is permitted to deduct from his gross
incomo an amount equal to the income rocognized by the seller with
respect to such items. This amount may be spread ratably over the
period of time in which it is estimated that tho unrealized receivables
and faes will-be collected or the invontory will be disposed of, or may
be allocated in any other equitable manner which is approved by the
Secrotary. .
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A decedent partner’s share of unrealized roceivables and fees will be
treated as income in respect of a decedent, Such rights to income will
be taxed to the estate or heirs when collected, with an appropriate
adjustment for estate taxes. However, a decedent’s share of appre-
ciated or depreciated inventory or stock in trade is not treute&) as
income in respect of & decedent. The decedent’s interest in such
inventory or stock in trade will be increased or decreased in basis in
the same manner as other property held by the decedent. 'The
change in basis at the time of death will not be reflected in the basis of
partnership assets but will be used by the cstate or heir as an adjust-
ment to the income received on the disposition of such property. "The
estate or heir is thus treated in the same manner as a purchaser with
respect to the decedent’s interest in appreciated or depreciated inven-
tot:i: or stock in trade.

he term ‘“unrealized receivables or fees” is used to apply to any
rights to income which have not been included in gross income under
the method of accounting employed by the partnership, The provi-
sion is applicable mainly to cash basis partnerships which have
acquired a contractual or other legal right to income for goods or
sorvices. ‘“‘Substantially appreciated or depreciated inventory or
stock in trade” includes any noncapital assets, the value of which
exceeds by more than 20 percent the basis of such inventory and
exceeds by more than 10 percent the basis of all partnership property
other than money.

The treatment provided upon the sale of an interest in income itoms
is also extended to any distribution by the partnership to a partner.

The provisions releting fo unrealized receivables or fees and appre-
ciated or depreciated inventory prevent the use of the partnership as
a device for obtaining capital-gain treatment on fees or other rights
to income. Amounts attributable to such rights would be troated as
ordinary income if realized in normal course Ey the partnership. The
statutory treatment proposed, in general, regurds the income rights
as severable from the Eartnorship interest and as subject to the same
tax consequences which would be accordéd an individual entrepreneur.

E. Payments to a retiring partner or a successor in interest of a deceased
partner (sec,'736)

When a partner retires or payments are made to the estate or heir
of a deceased partner, the amounts paid may represent several items,
They may, in part, represent the withdrawing partner’s capital interest
in the partnership. They may include his pro rata interest in un-
realized receivables and fees of the partnership and its potential gain

- or loss on inventory. Part of such pagments may also be attributable
to an arrangement in the nature of mutual insurance among the
partners, o present code contains no provisions relating to the tax
treatment of such payments and existing case law presents no consist~
ont approach. -

en & retiring partner or the successor of a deceased partner
receives & share of partnership income in return for the completo
relinquishment of the interest in the partnership, under the bill the
distributions will be allocated between (a) payments for the value of
the capital interest and (b) other payments. ~Such allocation will be
made in accordance with regulations prescribed by the Secretary or
his delegate. : !
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The amounts paid for the eapital interest of the withdrawing partner
under the bill are treated in the same manner as a distribution.  The
remaining partners are allowed no deductions for such payments.  Ior
this purpose payments for a “capital interest” do not melude amounts
uttrigutrnbln to a partner's interest in unrealized receivables and fees,
amounts paid for substantially appreciated or depreciated inventory,
and amounts paid for good will in excess of its fair market value.

A different treatment is provided under the bill for the portion of the
payments to a withdrawing partner which is not made in exchange for
the capital interest of such partner.  Such payments are treated as a
distributive share of partnership income to the withdrawing partner.
Thus, they are taxable to the withdrawing pactner in the same manner
a8 if he continued to be a partner and are exeluded in determining the
income of the renmining partners.  However, if such payvments arve
continued for a period of more than 5 years after the vetirement or
death of the partner, they are treated as a gift from the remaining
partners to the withdrawing partner.  Accordingly, theso payments
are taxable to the remaining partners (with no inerease in the basis
of such partners for their interest in the partnership) and are exempt
from income tax in the hands of the recipient.

XXII. Temrorary Formurna ror TaxiNg Lire-Insurance Coum-
raNtes (Sxe, 802)

For the past 3 years life-insurance companies have heen taxed
under temporary provisions which apply a flat rate tax of 3% percent
on the first. $200,000 and 6% pereent on amounts in excess of $200,000
of net fvestment income with certain adjustments,  First adopted
in 1951 as o temporary expedient, these provisions were successively
extended to 1952 and 1953. The bill provides for the extension of
these provisions for 1 more year.

The proposed extension is for 1 ycar only to provide time in which
to work out a sound long-range formula for the taxation of life-
insurance companies. A subcommittee of the House Committee on
Ways and Means has been sot up for this purpose.

XXIIT. Recurarep INVESTMENT COMPANIES

Regulated investment companies which meet various requirements
with respeet to asset diversification, capital structure and operations
and which distribute at least 90 percent of their ordinary income are
treated as conduits of income and taxed only on their undistributed
income, Dividends paid by such companies are taxed in the usual
manner to sharcholders except that dividends arising from capital
gains realized by the company are identified and receive capital-gains
treatment in the hands of the recipiont. The bill continues these
basic provisions with only two significant changes.

A, Foreign tar credit (sec. 863)

Existing law grants citizens and domestic corporations a credit against
incomoe tax due for any income, war profits, and excess profits taxes
paid or acerued to o foreign country. A regulated investment com-

any ordinarily receives little or no tax benefit from the credit for
oroign taxes withheld because it does not pay sufficient income tax
to utilize the tax credit. The bill permits the shareholders of regulated
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investmoent companios to tako the foreign tax eredit for foreign income
and similar taxes paid on the investment incoma of the company in
the snmo manner as if they had held the foreizn investments them-
solves,  Howover, the passing on of the foreign tax credit is to b
limitod to situations in which move than 50 pereent of the value of
thoe assots of the regulated investment company s investod in foreign
socuritios,

B. Dividends-received eredits (secs. 854, 865)

Under existing law corporate investors in regulated investmoent
companies receive the usunl 85 percent dividends-reccived credit. on
dividends paid by the investment companies, ineluding those ideatified
a8 capital-gain distributions,  Part of the dividends may, howovor,
arise from interest on bond investments of the regulated investinent
company.  Since neither the corporation paying the interest nor the
rogu‘utml investment company will have paid tax on that amount,
there is no justifieation for a dividend reccivod eredit. A similar prob-
lom arises in conneetion with the application to individual share-
holders in regulated investment. companies of the dividend exelusion
and dividends-received eredit for individunls, contrined elsewhere in
this bill.

Under the bill, if move than 25 percent of the income of the vegu-
lated investment compuny is from interest, both the dividends-
received deduetion for corporations and the dividend exelusion and
credit for individuals provided by this bill are to be availablo only
on the portion of the regulited vestment company’s distributions
which actually represents dividend incomes  If less than 25 pereent,
of the company’s income is from interest, the dividend credits and
allowances will apply to the entive distribution by the regulnted invest-
ment company.,

XXIV. Fonrrian Incomn

A, Nonresident aliens and forcign corporations (secs. 864¥871, 881)

Under existing low, nonvesident alions who are employed by a for-
cign subsidinry of a domestic corporntion are not taxed on compensa-
tion received for services performed while in United States provided
theip stay in United States does not exeeed 90 days in the taxable
year and the compensation does not. exceed $3,000.  The bill extends
the same treatment to nonresident alien employces of a foreign branch
of a domestic employer.

The bill provides that the tax base for nonvesident aliens is extended
to include capital gains.  Similarly, the tax base for foreign corpora-
tions not. engnged in business in United States is enlarged to include
capital gains, .

B. Foreign lax credit (secs. 501--905)

Existing law provides that foreign income, war profits, or oxcess
profits taxes may be taken either ag o eredit against the United States
tax or as & deduction at the election of the taxpayer.  The eredit for
foroign taxea is subjoct to a per country limitation and an overall
limitation. The per country limitation restriets the foreign tox
which may be claimed as n eredit to an amount bonring the same pro-

ortion to the taxpayer’s total tax linbility as his income from the
oreign country bemrs to his total income. The overall limitation
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applies o similar formula with respect te the aggregate of foreign
taxes otherwise allowable as o eredit,

Existing law also provides that o foreign tax aredit may bo taken
for foreign taxes that are imposed “in lieu of” income, war profits, ov
oXcess profits tases.  Where a domestic mr[pomt.u taxpayor owns at.
least 10 parcent of the voting stock of a foreign corporation, it is
allowed credit for n proportionate part of any foreign income, war
profits, or excess profits taxes paic by the foreign corporation, Dused
on the ratio of the dividends it receives from the foreign corporation
to the accumulated profits from which the dividends were puid,
Similarly, if such n foreign corporation, in turn, owns 5¢ pareent or
more of thoe voting stock of another foreign corporation, t.\m foreign
parent is doemod to havoe paid a proportionate part of tho foreign
taxes puid by its subsidinry.

Thoe bill makes a number of important changes in the foreign tax
oredit,

(1) The overall limitation is eliminated, thus proventing losses in
one foreign country from reducing tho atlowablo foreign tax evedit for
taxes paid to another country.

@) Tho “in licu of” coneept is supplanted by the “principal tax”
concept.  Under the “principal tax” conecept, the taxpayer may clnim
a credit oither for the teaditional income, war profits, and oxcoss
wofits taxes or for a principal tax lovied by a national governmont,

'he principal tex is dotined as the tax imposed on the taxpayer’s trade
or busiitess which constitutes the principal source of tax rovenue from
that business to the foreign vountry. However, sales, turnover,
proporty, or oxeise taxes are excluded if they are gonerally imposad.

(:i} In limited cireumstances, the receipt of property in the form of a
royalty from a wholly owned foreign subsidiary is tronted as a dividend
distribution for purposes of the forcign tax credit,

C. Definition of noncorporate forelgn income (sees, 911, 912)

Incomoe earned abroad by United States citizens who are bona fide
rosidents of a foveign country is excluded from United States income
tax. (Tho exomption also applics to the extont of $20,000 poer year
for presence in a foreign country for 17 out of 18 months.) I the
taxpayer is_ongagod in a teade or business in which both personal
sorvicos and capital are nntoevial income producing factors, existing
law permits a maximum of 20 pereent of the income from the business
to bo treated w8 earned incomo.  The bill increases this poreontago
to 30 pereent,

D. Western Hemisphere trade corporations (secs, 921, 922)

The treatment of Western Homisphoro trade corporations romeins
substantially unchanged from existing law except for a now provision
that incidental purchases outsido the Western Hemisphero will not
digqualify a corporation whicl is otherwise ontitled to the 14-point
differentiad,

. Business income from foreign sources (seos, 87, 923)

The bill provides n new eredit against tax to the extent of 14 percont.
of the following classes of business inconmo derived from foreign
sources:

§l) Ineome from branches engaged in specified aotivities,

2) Income recoivad as componsation for thoe rendition of technioal,
engincering, scientifie, or like sorvices,
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(3) ' Dividends received from o forcign corporation under specified
conditions,

(4) Intoreat recoived from a foreign corporation under specified
conditions.

In the ease of qualifying forvign branches, the eredit is availablo
whoen the income 18 hmu;:ht home and is ineludiblo in the corpora-
tion’s gross income under the provisions (disoussed bolow) relating to
the deforral of branch income,

The foreign incomo eredit applies to dividends reccived from o
foroign corporation if tho foreen corporntion devives at loast 95
poercont of its carnings outside the United States and at least 90
poreent from the nctive conduet of a trade or business,  These ve-
quiromoents aro comparablo to those provided in qualifying for Wostern
ﬁuminphum teade corporation treatment, The teade or buginess,
howavor, must be conducted through a factory, mine, oil or gas well,
public utility facility or other like place of business situated within
the forcign country,  In addition, not more than 25 pereent of thoe
incomo may be derived from the salo of produets mmm!lm',lrurml in the
foroign country but intended for use, consumption, or sale in the
United States,  There is excluded from the definition of a trade orv
business (1) any cstablishiyent which is pricipally engaged in the
purchase or sule of merchandise (other than o retail salea establishe
mont), and (2) the employment of an agent for import purposes,  To
qualify for the credit ontsuch dividends, the domestic corporation,
eithor alone or in conjunction with not more than 3 other domestie
corporations, must. own more than 50 percent of the voting stock of
the foreign corporation,  As an alternative, the evedit is availabloe if
the domestio corporation owns at least 10 poreent of the voting stock
of the foreign corporation and furnishes know-how services to it.
Theso requirements muat be fulfilled both in {he year the profits
wore earnod a8 wall as in the year the dividends arve paid by the
foreign corporation.

In the ense of intorest reccivad by u domestic corporation from o
foreign corporation, the satme qualificntions as to ownership, type of
ingomo, and aotive conduet of & trade or business apply as in the case
of:dividends excopt. that the roquirements have to bo met only in the
yoarin which tho interest is pudd.

The credit may not offsot more than 14 pereent of .the taxablo
incomo whero there is incomo from country X but whore the corpora-
tion’s only other activities result in a loss from domestic oporations.
The eredit is not available to the following types of domestic corporn-
tions: (1) A corporation allowed & Western Hemishpore Trade Corpora-
tion deduction or a China Trade Aot deduction; (‘JB o rogulnted invest-
ment company; (3) an insurance company; (4) a personnl holding
company; (8) a shipownor's mutuel proteotion and indemnity
association,

F. China Trade Act corporations (secs. 941 9483)

The special deduction allowed China Trade Act corporations undoer
exiating low (formerly o crodit against net incolne) is rotained, oxeopt
that the dofinition of China has boen deloted and the deduction is
made applicable to persons residont in Formosa instead of Chinn and
only to United States citizens, Similarly, (dividends from Chins
Trade Aot corporations may he exeluded by residents of 1formosn but.
not by residents of Ching as undoer existing law.

'

-~
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a. Deferral of tan on branch inconte (vees. 951-968)

Tho House bill contains & new treatment for foreign branches of
domestic corporations which substantially equates the treatment of o
foreign branch with that of n foreign alllmi(‘liury. Under the bill, a
domestic corporntion may cleet to defoer taxation of income allocablo
to its foreign branch until sueli time as the income is withdeawn from
the branch and included in gross income of the domestic corporation
under the rules set forth in the bill,

To qualify for the deforeal provisions the braneh must devive at
least 00 pereent of Hs income from the active conduet of a trade or
business through a factory, mine, oil or gas well, public wtility facility,
retail establishment, or other like place of business, and 95 pereent of
its icome must be from sourees mtside the United States,  "These re-
quirements are the sume as those imposed for purposes of determining
whoether dividends from g foreign corporation qualify for the foreign
income eredit.  Similarly, tho deferval of tax on branch income is
donied if more than 25 percent of its income is devived from the manu-
facture of goods intended for use or sale tn the United States,

The election to defer is available for each separate foreign branch
of tho taxpayer even though more than one branch may he operated
in a foreign country, \\’huro the eleetion is exercised, the foreign
branch is teeated as a separate entity and a completely sepavate set. of
necounts must he maintained to refleet the operations of the hraneh.
Transactions between the hranch and home office nre 1o be treated as
though the hianeh were aseprrate corporation dealing at arnys lengeth
with the ome oflice,  Thus, the gross income, expenses, losses, dedue-
tions, and other items properly alloeable to the branch ave not to bo
taken into account in determining the taxpayer's income until the
branch income is withdvawn from the branch, "T'he domestie corporn-
tion is not entitled to pereentage depletion with vespeet to branch
operations,  Also, any gain or loss on transactions between the
domestie corporation and the branch is to be deteemined in the same
manner as if the branch were an independent entity,  Thus, any loss
incurred by the branch may not be ul"sol. agninst other income of the
covporation, In determining when hranch incone is withdvawn and
thus includible in the income of the domestic corporation, the amount
considered withdrawn is the excess of the taxpayer's investient. in the
branch at the beginning of the year plus the hranceh incomo for the
year (or minus the branch loss for the year) over the investment in the
yranch at tho elose of the year; however, the amount deemed withe
drawn may not exceed the aceunulated braneh income,  This prevents
& decrease in investment which is a roturn of capital from being tuxed as
incoma,

The taxpayer may not deduet foreign taxes alloeable (o a branch
as to which the eloetion applics, even though it actually pays the taxes.
The deduction instead is permitted to the braneh in computing its
braneh income,  When the hraneh income is withdrawn and includible
in tho domestic corporation'’s income, the Iatter is entitled to @ pro-
portionate foreign tax eredit based on the includible braneh incomao
which bore the burden of the taxes atiributable to the branch,  This
treatment is nnlogous to that afforded with respeet to foreign taxes
puid by @ foreign subsidiney of n domestic corporation,

The clection of branch treatment may be terminated cither volun-
tarily by tho taxpayer or involuntarily when the branch fails to meet
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the requiremonts imposed for such treatment. Onco the eloction is
terminated, the taxpaycr may reclect branch treatment only with
the consent of the Socrotary or his delegate,

The corporations which are ineligible for the foreign income eredit
are also donied the clection to defor tax on branch income. In addition
the domestic corporation may not eleet the branch income treatment
if (1) more than 50 porcent of its stock in value is owned, direetly or
indiroctly, by alien individuals or (2) if it is oxempt from tax as an
exompt organization,

H. Revenue effect
It is cstimated that the provisions dealing with foreign incomo
would involve & roevenue loss of $147 million in tho fisenl year 1955,

XXV, Gaiy or Loss oN Tur Sank ov Prorenry

A, Change in basis of property acquired from a decedent (sec. 1014)

Under existing law most property transferred as a result of the
death of an individual roceives & now basis at the dato of death cqual
to its then market valuo (or value 1 year later if the estate-tax
optional valuation date is used). This chango in basis is not available,
however, with respect to property include‘a in the decedent's gross
ostato for ostate-tax purposes if the property was transferred in con-
templation of death, was acquired by the surviving tenant of a joint
tenancy or tenancy by the entirety, or was included in tho gross estato
a8 & roserved income transfer.

The bill provides a now basis at date of death (or 1 yoar later if the
olptional valuation date is used) for nearly all property includible in
the decedont’s gross estato for estate-tax purposes. Tho only excep-
tions to this general rule are income in respect of a decedent, unoxer-
cised restricted stock options and the survivor's interest in a joint
and survivor annuity. Under that provision when the income is
reported for income-tax purposes by the estato or bonoficiary, o
deduction is allowed for any estate tax attributabloe to tho values
included in the decedent’s gross estate, This is n substitute for tho
nbw basis at death,

B. Depreciation sustained while property is used by a tax-exempt organi~
-zation (sec. 1016) .

Where a tax-oxempt organization which has held a property for a
number of years-bocomes taxable (as in tho case of the application of
the unrelated business income tax sinco the Revenue Act of 1050)

uestions have been raised as to what basis the property should have
or purposes of computing depreciation for income-tax puri)osos.

The present code does not deal specifically with this problem. Tho
bill endorses the position taken by the Internal Revenue Service by
specifically providing that tho basis of the property is redueed for

epreciation, to the extent sustained during any period since 1013
when the property was held by an organization not subject to incomo
taxation. 1
Q. Sale of an annuity contract (sec. 1021)

A rule is provided to provont the operation of tho new rule for taxing
annuities from resulting in a basis of loss thayj zero in the case of a snlo
of an annuity contract; Otherwise, the general rules for computing
gain or loss on the salo’of property apply.

‘- /,



INTERNAL REVENUR CODE OF 1054 65

D. Sale or exchange of a residence (see. 1034)

The Rovenue Act of 1951 eliminated in most cases the immedinte
recognition of & capitnl gain on the sale of a taxpayer’s principal
rosithmcv, provided that the procecds are used to acquire 8 new
residence,  In the case of qualifving sales the basis of the old residenco
is carried over {o the new residence,

Presentlnw provides that gain is recognized only to the extent that the
selling prico of the old residence exceeds the cost of the new. However,
the selling prico may not bo reduced by the expenses of sule or by
oxpenses of fixing the restdence for purposes of the sale, Undoer the
biill. the selling price is reduced, for purposes of recognizing gain by
selling oxpenses and repairving oxpenses incurred within the period the
sule was elfected.

Another change in present law provides that the involuntary con-
version of proporty used both as a personal residence and as business
proporty will be subject to the replacement requirement. for business
property (18 months plus permissive extensions) rather than the
l-yvear replacement requirement on residences.

The special provision allowing membors of the Armed Forces a
hoviod 0} 4 years to purchase a new residence was due to expire on

anuary 1, 19054, This oxpiration date has been eliminatoed.

E. Mortgage foreclosures (sec. 1035)

The regulations treat o foreclosure as a sale and provide that the
creditor recognizes gain or loss based on the difference between the
fair market value of the property and the portion of the loan which is
sutisfied by the proceeds of the foreclosure snle,  The amount of any
remaining unsatistied indebtedness is allowed as & bad debt deduction,
Under the bill recognition of gain or loss is postponed until the ereditor
disposes of tho property. The foreclosed proporty assumes tho same
basis as the debt P!us foreelosure expensoes um‘ less later payments by
the mortgazor. Taxable gain or loss is to bo realized on ultimate
disposition of the property, and on payments by the mortgagor after
disposition. ‘The gain or loss will bo capita! gam if the mortgage is a
enpital asset in the hands of the mort.ga;.iou and the gain or loss will be
ordinary if the mortgage is not a capital assct..

F. Erchanges of insurance policies (sec. 1036)

Under present law, where one insurance policy is exchanged for
another, the exccss of the value of the policy recoived over the pre-
miums paid for tho exchanged policy is taxable. The bill provides
that no gain or loss is to be recognized on the oxchango of-—

(1) a life-insurance contract for another life-sinsurnnce contract
or for an endowment or annuity contract;

(2) an endowment contract for another endowment contract
or for ah annuity contract; and

(3) an annuity contract for another annuity contract,

In the three types of nontaxable exchanges listed above, the con-
tract received by the, taxpayer will take the basis of the contract
exchangoed for it, with adjustments for other paymonts accompanying
the transfer.  When an endowment contract is oxchanged for n life
insurance contract, gain will continute to be recognized at the time of
the exchange,



66 INTERNAL REVENUE CODE OF 1084

XXVI. Cariran Gains anp Lossks

, The treatmont of capital gains and losses is not basically changal
in this bill. 'The application of capital gains taxation in the case of
cort_mu(; spocial types of assets, ov transactions, however, has beon
rovised.

A. Dcfinition of capital asset to exelude certain accounts and notes
receivable (see. 1221)

Under present law a taxpayer is vequired to take into income the
value of an account or noto receivable acquived in the sale of inven-
tory ot stock in trade, or in conneetion with the rendering of services.,
Unless the taxpayer is a dealer in accounts and notes, however, he
receives only a capital loss if he sells the necount or note for less than
he previously took into income,

The House bill provides ordinary loss or income treatment where an
account or note, acquired in the manner deseribed above, is sold or
exchanged.  This is the treatment presently applicable if the aceount.
or note is held until maturity.

B. Holding period (sec. 1223)

Present law, in determining long- or short-term eapital gains and
losses, pormits the holding poriod of an asset given up in a tax-froe
exchango to be added to t-ho‘]ml(ling peviod of an nequired asset.  The
bill pormits the adding of the two f:olding periods only where both
assots are capital assots. .

Under both present law and the bill, a taxpayer who holds a com-
modity futures contract for more than 6 months, and then sells it, has
o long-term capital gain or loss, lowover, under presont law if at
any time ho accopts delivery of the commodity, his holding period
starts again as of that time, ~ The bill provides that delivery in such o
case does not start & now holding period,

C. Short sales and opiions (secs. 1238, 123.)

Under present law o short salo always vesults in o capital gain or
loss, Under the bill the gain or loss will be the same type as if the
property used to elose the sale had been sold for immedinte delivery
rather than through a short sale.  Hedging transactions in commodity
futures will continue to result in ordinary gain or loss,

Under present law in the ease of the failure to oxereise an option
the holder of tho option always realizes a short-term capital loss and
the grantor a short-term capital gain; in the case of tho sale of an
option the holder (unjess a deater i options) realizos & long- or short-
torm capital gain or loss dopending on how long he held the option,
Tho bill provides consistent troatment for sale and failure to exeveise
an option and i the easo of the holder of tho option makes the treat-
moent as capital gain or‘ordinary income depend on whether the char-
actor of the property to which the option applied. The grantor of
the option always will recoive ordinary income on the failure to ox-
erciso any option,

Present law does not count as part of & holiling period any peviod
in which & taxpayer is both long and short with respeet to substan-
tially the same investmont., A short sale is defined to inolude a put
for this purposo. Sinco puts can bo used for tax avoidance only if
the property had apprecinted prior to tho putchase of the put, it is

)
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wovided that puts purchased the same day as stoek that ean be used
m the exercise of the put (and, if the put is exereised, the stock pur-
chased on that date is so used) ave not classified as short sales,

D. Bonds and other debt (see. 1232)

Under existing law gain realized from a corporate or Government,
bond in registered form or with coupons attached is eapital gain if
the bond is sold, exchanged, or held o vetirement.  In the ease of
noneotpon, nunrugislm-mr bouds any gain or retivement is ovdinary
income,

In the ense of bonds and other evidences of indebtedness issued
after December 31, 1954, the bhill makes two changes.  Capital gain
treatment on retirement is exiended to nencoupon, nonregistered
bonds,  In the ease of both kinds of bonds a provision is inserted to
tax the vecovery of the original issue discount as ordinary income,
If the hond is held over 6 months and sold prior to maturity, the gain
realized up to a pro rata portion of this discount. is taxed as ordinary
income, the excess is taxed as capital gain,  The rule may be illusteatod
as follows:  An individual purchases a 10-year bond with coupon
interest a3 pereent from an investment bank at a price of 90 on
February 1, 19635, The vedemption price is 100, It is sold February
20, 1960, at 87, The bond has been held for 60 months of its life of
120, The fraction 60 over 120 nrultiplied by the discount of 10 vields 5,
Tho gain up to 5 would be (axed as ordinary income and the batance
of 2 1a capital gain, .

E. Sale of patents by an inventor (sec. 1235)

Undor present law an amatour inventor may roceive capital gains
trontment on the outvight sale of his patent but a professional may not.
Howover, if a salo arrangement results in royalty income, rather than
installment payments, ovon an amatour inventor receives ordinary
income tax treatment,

The bill removes the distinetions between amateurs and professionals
and between royalty income and installment sales,  If the inventor
disposes of all his interest in the patent under the contract, and all
payments under the contract are required to be completed within 5
years, the payments will be treated as capital gains,  The price may
depend upon the productivity use or disposition of the patent in the
hands of the buyer during this § year period. If the paymonts will
oxtend over more than a 5-year period, thoy will be treated ws ordinary
income,

F. Investinent account of real estate dealers (sec. 1837)

Present law results in uncertainty in distinguishing between real
ostate held by veal estato dealers for sale to customers (which results
in ordinary gain when sold) and real estato held for investmont (which
results in capital gain when sold).

"T'ho bill provides that all gain, except an amount attributablo to the
effort of thoe dealer in sclling the property (5 percont of sale proceeds
less expenses), will bo treated as capital gain if:

1. The property is specially identified as being held for invest-
mont. within 3¢ days of acquisition or 90 days aftor tho date of
onactmont,

2. Tho dealer makes no substantinl improvement in the
property. .

3. The property is held for 5 yours,

g ge g - -
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Gain from Hn'opox'by, whether or not identified as being held for invest-
ment, which does not meot tost 2 or 3 will be classed as ovdinary or
capital gain under the gonoral tests provided for sales of proporty,
T'his section is limited to individuals,

@. Sale of subdivided real estate (sec. 1238)

At present, an individual who subdivides real property held for
investment purposes is likely to be held o dealer and subjocted to
ordinary income tax rates on the entire long-term gain,

The bill provides that a taxpayer, not otherwise a dealer in real
estate, subdividing real estate may rgport incoma from the salos of lots
us ca})itnl gains, The taxpayor must, in general, havo hold the prop-
erty for 5 years and must have made no substantial improvement,
In such casos the first five sales may be made subjoct only to cupital
gain or loss treatmont. In the year in which the sixth sale is made,
and in any subsoquont sales of the property, the subdivider is treatod
in substantially the same mannor as provided in the caso of investinent
accounts of real estate dealors. '

H. Private annuities (sec. 1241)

Private annuities involve the exchange of property for a promise on
the part of tho buyer to pay a life income, Presently, the tax treat-
ment of these transactions is in an uncertain status due to conflicting
court decisions,

Under the bill the capital gains tax is to be imposed on the seller of
the property in the year of the exchange on any excess of the value
of the annuity, plus other consideration received, aver his basis for
the property. The annuity is not to be discounted for the financial
condition ofl tho person agrecing to pay the annuity. Morcover, a
taxable gift eloment may be recognized i the oxchange.  In addition
to the capital gains tax, tho seller of the property is to pay tax under
tho now annuity rule, using the value of the amnuity to determine
his exclusion.

Tho purchaser of the property (tho payor of the annuity) may have
an intorost deduction for part of tho annuity payment. His basis for
the property acquired initially is to be detormined by reference to tho
yurchasoe prico for the property including the valuo of the annuity.

tor mortality gain or loss is to result in a basis adjustment to the
property (or capital gain or loss if the proparty has been disposed of).

XXVIL ReapsusT™ENT oF TaX BrrwrerN YEeans

A. Averaging (secs. 1801-1304)

Present law provides a spreading back of income for tax purposes in
many situations where income earned over a period of years is received
in 1 year. The bill retaing this treatment but incorporates threo
substantive changes in existing law. It provides ﬁl) that a partner
cannot spread back his distributive share of partnership income ratned
in prior years to years prior to his becoming a member of the part-
nership, (2) that the maximum period over which income from an
invention can be sproad back is increased from the present 36 months
to 6C months, and (3) that a taxpayer, in computing the tax nttrib-
utable to income spread back to earlior years, is not to have the
benefits of income splitting for years prior to 1948 (evon though he
filed 8 joint return for the year of receipt). '

[
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B. Adjustments to elosed tarable years (secs. 1811-1315)

Under cxisting law an adjustment of the tax may bhe made for
years otherwise barred by the statute of limitations where either the
taxpayer or the Commissioner of Internal Revenue maintains & posi-
tion in an open taxable year inconsistent with the position adopted
with respect to the same item in the closod year.  An adjustmont is
also permitted in closed taxable years under certain conditions where
the taxpaycer claimed & deduetion in the wrong taxable year or the
Commissioner included an item of income in the wrong year.

In addition to teehnieal amendment deseribing the eircumstances
under which the adjustment to closed taxable years may be made, the
bill makes two significant changes,

At the present time the adjustment to closed taxable years may be
nmade only on the basis of a final determination of the tax linbility with
respoct. to the open year. The final determination must be either a
decision of a court, a closing agreement, or a formal allowance or
disallowance of w refund claim.  The bill provides that adjustment. in
the closed year may be made on the basis of an informal determination
signed by the taxpayer and on behalf of the Commissioner.  The in-
formnl determination will not be binding on the parties, but if the
dotermination should later be altered or revoked, the adjustment in
the closed year will also be vevised.

Under present law the adjustment is limited to a recomputation of
tax for the year of the crror. Such an adjustment may be wholly
inadequate where theve was, for example, a net operating loss in the
year of the ervor which affects the tax for other years, The adjust-
ment provisions have accordingly been amended to tako into account
not only the corrected tax lability for the yoar of the error but changos
in taxes for other years resnlting from changed net operating loss or
capital loss carryovers,

C. Involuntary Hquidation of LIFO inventory (sec. 1321)

Under existing law taxpayers on the LIFQ inventory basis aro given
special treatment in the easoe of involuntary liquidations of inventories
occurring after Janunry 1, 1950, and boforo January t, 1954, which
are related to war conditions or to the disruption of normal trade
channels which caused a scarcity of the inventory goods, provided
that replacement is made prior to January 1, 1856, M theso condi-
tions are met, an approprinte adjusttmont is allowed for the year of
liquidation to covoer the cost of replacing that inventory in the later

ear. :

Tho bill provides that this treatment may be applied to involuntary
liquidations occurring in any taxable yoar ending before January I,
1955. This section has not otherwise been changed from present fuw.

D. Claim of right (sec. 1341) :

Under present law a taxpayer may take a deduetion in the year of
restitution whero ho is obliged to repay amounts which he reccived
and included inincome in & prior yoar beonuso it appeared that he
had an unrestricted right to such amounts. The deduction allowable
in the Inter year may not compoensate the taxpayer adequately for
the tax paid in the carlier year,

The bill provides that if tho amount wrongfully received exceeds
$3,000, the texpayer may rocompute tho tax for the prior year,
excluding from income the amount repaid. This is an alternative to
taking the deduction in tho year of restitution.
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XXVIII. ConNsoLIDATED RETURNS

The bill makes several changes in the provisions of oxisting law
allowing the filing of consolidated roturns by an affiliated group of
corporations. It rotains, howover, the 2 percent additional tax on
the income of an affiliated group exercising the privilego of filing such
& return, just as the 85 percent intercorporate dividends cradit has
also boen retained although changed to a deduction.

A, Inserting the consolidated return regulations into the code (secs.
1601-1718)

Since the Revenue Act of 1928, the law has provided that the
Secretary is to prescribe regulations, !eﬁislat.ive in character, givin
detailed rules for the filing of a consolidated return by an uﬂ‘ﬁinte
group of corporations. These regulations are inserted into the law,
changed only to the extent necessary to reflect changes made elsewhere
in the code.

The filing of a consent to the regulations on joining in the filing of a
consolidated return is no longer necessary.

B. Change in affiliation test (sec. 15602)

Present law provides that for corporations to join in the filing of a
consolidated return, one must own 95 percent of the outstanding stock
of the other. The bill lowers this stock ownership affilintion test to
80 percent.

Q. Election lo file consolidated returns (sec. 1505}

Under both present law and the bill, onco the members of an affili-
ated group of corporations have joinc(i in filing a consolidated return
they are requiro to continue to do so for subsoquont years unless
ono of certatn specified .conditions occur. .

One of the conditions under present law which gives the members
of an affiliated group a new clection arises when there bas been an
amendment to the tax laws which makes the filing of consolidated
returns loss advantageous to affiliated ﬁroups genorally. The bill
retains this and the other conditions under which a new clection is
available. It also makes clear that the expiration of a provision is
to have the same effect as an amendment to the tax law in deter-
mining whether such a new clection is available.

D. Earnings and profits (sec. 1732)

Neither the present code nor regulations indicate how the tax
imposed on an afliliated group of corporations filing a consolidated
return is to be allocated among the various members in determining
their accumulated earnings and profits.

The bill provides four alternative elective mothods for determining
the reduction in the accumulated earnings of each member of an
affiliated group joining in the filing of a consolidated return. The
four methods are: ’

(1) Under the first alternative, the tax is apportioned among the
members in accordance with the taxable income each has produced
disregarding any member which has a loss. This rule is to be followe
where the affiliated group fails to make any eloction on its first return,

(2) Under the second alternative, the tax liability of the group is
allocated to the several membeors on the basis of the percentage which
the tax each member would have paid had it filed & separate return is
of the aggregate of these geparate taxes,

‘ ‘
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(3) 'The third alternative is the same as the first but with the addi-
tional requirement that the tax attributable to any subsidiary mem-
ber of the affiliated group is not to be higher that it would have been
had such member filed & separate return and any excess of such tax
is to be attributed to the members of the afliliated group, the tax of
which is lower by reason of joining in the filing of the consolidated
return or to the parent corporation, ] .

(4) The fourth alternative would permit the tax liability of the
group to be allocated in accordance with any other method selected
with the approval of the Secretary.

XXIX. DisarLowancs oF Minmusm ExemprioN aNp Creprr
- (Skc. 1731)

Under present law, if a corporation transfers property (other
than money) to another corporatton which it contrels and which was
created or utilized for the purpose of receiving the transferred property
in order to obtain either an additional $25,000 minimum surtex ex-
emption or an additional $25,000 minimum excess profits tax credit,
the benefit of the additional credit or exemption is disallowed to the
transforce corporation.  Under existing law, this provision is not ap-
plicable with respeet to taxable years beginning after December 31,
1953.

The bill extends this provision indefinitely insofar as it relates to
the $25,000 minimum surtax exemption and includes within it the
$30,000 accumulated carnings credit provided in connection with the
tax on accumulated earnings.

XXX —~Estare Tax

Substantive changes have been made in the estate tax by the House
bill but the basic structure of this tax has been retainod and the rates
in effect under present law have been continued,

A. Combining the basic and additional tax (sees. 2001 and 2011)

Under present law estate-tax liability is computed by first deter-
mining a “tentative tax” (basic and additional taxes). Then, if tho
estate is over $100,000 n “basic estate tax’’ is computed and 80 per-
cent of this represents the maximum credit allowed for State death
taxes,

The bill does away with ‘the necessity of separately computing the
basic tax. This is made possible by expressing the maximum eredit
allowable for State death taxes as a percent of the taxable estate of
the decedent.,

This method of computing the tax does not change the tax liability
of any citizen or resident of the United States or the credit allowed
for Stato death taxes. It does, however, raise slightly the tex of
those foew nonresident aliens who are entitled to a credit for State
death taxes.

A mothod of determining the basic and additional cstate taxes
separately is retained under the bill since some State death taxes and
the exemption of estates of certaiv members of the Armed Forces
require the separate computation of theso taxes.

s

¢ sre reas te
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B. Credit for tax on prior transfers (sec. 2013)

Present law allows a deduction for property received from a prior
decedent (or by a ﬁi‘ft subject to tax) within 5 years of the current
decedent’s death, 'The deduction is allowed for the value of the prop-
erty still in the possession of the current decedent at the time of his
death (or which can be traced as having been acquired in exchangoe for
such property) and is independent of the amount of the tax paid on
the prior transfer. The deduction is reduced if the g)roperty is subject
to a debt or claim and no deduction is allowable if the property was
received from the current decedent’s spouse.

The bill substitutes a credit for the existing deduction which removes
the nocessity of tracing the property. A credit is allowed for the tax
paid on the property in the estate of the prior decvdent but it can-
not he larger than if the current decedent had not received the prop-
erty sinco the credit is based upon the value of the property at the
time of the death of the prior decedent the requirement of identifying
the property among the assets of the decedent is eliminated. More-
over, property transferred between spouses, to the extent no marital
deduction was available, is eligible for this credit,

The credit is to be allowed in full for 2 years following the death of
the prior decedent and then decreases by 20 percent every 2 ycars
thereafter until no credit is allowed after the 10th year,

The credit for gift tax paid on a prior transfer has been omitted.

C. Alternate valuation (sec. 2032)

Present law allows an estate to be valued at either the date of a
decedent’s death or 1 year thereafter. The value of the property on
the valuation date selected is also used to determine the income tax
basis for the property in the hands of the transferec.

The bill provides that the option to value property as of a year
after death is to be available only if the property declines by one-
third in value during the year after death. In all other cages valua-
tion at the date of death is to be compulsory. ,

Since all property includibie in the gross estate will roceivo a date-
of-death basis for income tax purposes, relatively minor shifts in value
will have little not tax result. The higher estate tax due on account
of the use of the date-of-death value will be offset by the income tax
savings to the legatees by virtue of the higher basis.

D. Transfers taking effect at death (sec. 2037) :

Under present law property previously transferred by a decedent
is includible in his gross estate if possession or enjoyment of the prop-
erty can be obtained ouly by surviving him. This rule applies
whether or not the decedent has retained an interest in the property.

This rule has been discarded by the House bill. In the future the
bill provides that property previously transferred by a decedent will
be includible in his estate only if he still had (either expressly”or by
operation of law) immediately before his death a reversionary mterest
in the roglerty exceeding & percent of its value, that is, if he, prior
to Eis eath, had 1 chance in 20 that the property would be returned
to him,

E. Annuities (sec. 2039) )

Under present law the value at the decedent’s death of a joint and

survivor annuity purchgsed by him is includible in his gross estate.
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It is not clear under existing law whether an annuity of that type
purchased by tho decedent’s employer, or an annuity to which both
tho decedent and his omployer made contributions is includible in
the decedent’s gross estate,

The bill requires the inclusion of a joint and survivor annuity in
the gross estate to the extent that the decedent contributed to its cost
and, for the purpose of determining the extent of the decedent’s con-
tribution, the payments made by the employer under an unqualified
plan, are to be taken into account. However, under an approved
trust, pension, or retirement plan the employer’s contributions are
not to be considered as having been made by the decedent.

Yor values which are included in the gross estate the bill provides
an additional exelusion (income in respeet of a decedent) when the
survivor reports the income, equal to the estate tax attributable to the
interest clement of the survivorship foature whieh has aecrued since
the annuity was purchased.

F. Proceeds of life insurance (sec. 2047)

The procecds of life insurance on a decedent are subjected to tax
in his estate under present Jaw if the policy is payable to the executor,
if the decedent paid the premiums on the policy (in this case includiblo
in proportion to the amount paid), or if the decedent possessed any
elements of ownership in the poicy at date of death,

The bill retains the present rule including life-insurance proceeds
in the decedent’s estate if the policy is owned by him or payable to
his exceutor, but the premium test has been removed.  However, the
S-pereent reversionary interest rule. applicable to other property, is
also made applicable to life insurance.

It is estimated that the change made in this provision will reduce
revenues by about $25 million in the fiseal year 1955,

@G. Erpenses, indebledness, and tares (see. 2053)

T'uncral expenses, administration expenses, claims against the
estate and unpaid mortgages are deductible in computing the taxable
estate under present law,  However, this deduction is limited to those
expenses ellowable by the laws of the jurisdiction under which the
estate is being admmistered and cannot exéeed the value of the
property included in the gross estate subject to claims, that is, the
probate estate. Thus, if the decedent has placed most of his assets
in a trust (not includible in his probate estate) funeral and other
expenses actually paid by beneficiaries or expenses of administering
trust property paid out of the trust assets are not allowed as a deduc-
tion to the extent they exceed the value of the property in the probate
estato,

The bill provides that expenses incurred in connection with property
included in the gross estate, although not in the probate cstate, are to
be allowed as deductions, if the expenses are of the type which would
be allowed as deductions if the property were in the probate estate.
These ux?ensos must be paid within the period provided for the assess-
ment of the cstate tax.

In addition, expenses in connection with property net subject to
claims are allowed under the bill without regard to the total value of
the probate cstate if they are actually paid within 1 year of the
docedent’s death,
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I, Muarital deduction (sec. 20566)

(1) Life estate with power of appointment.—Presont law allows the
marital deduetion to apply to property placed in “trust’” if the sur-
viving spousc has a gencral power of appointment plus a right to all
the income from the property. The l)lll spocifically allows property
to qualify for the marital deduction if the:surviving spouse has---

(@) a right to the income from the property during her life, and
(6) a power of appointment,
If the surviving spouse 18 not the sole beneficiary of a trust, the trans-
fer to the spouse will still qualify to the extent she has both the income
interest and power of appointmont.

Conforming changes have been made for life insurance or annuicy
payments where the surviving spouse has a power of appointment.

(2) Widows’ allowances.—~Under present law amounts paid to a
surviving spouse, putsuant to a court order, for her support while the
estate is in administration are eligible for the marital deduction only
if the payments do not constitute a “‘terminable interest.” The deduc-
tion may be disallowed, whether or not the payments are made prior
to the filing of tho estate-tax return,

The bill modifics this rule by making the terminable interest rule
inapplicable to all amounts paid the widow pursuant to State laws
for her support during the settlement of the estate, to the extent of
payments made within one year after the decedent’s death,  Subsc-
quent payments, however, will continue to be subjeet to the termi-
nable interest rule as under present law.

I. Stocks situated in the United States (sec. 2104)

Under present law stock held by nonresident aliens is treated as
property situated in the United States if it is stock of a domestic
corporation regardless of whero the certificates are located, and if it is
stock of a foreign corporation, if the certificates are located in the
United States.

Under the bill only the first of these rules is retained: Stock is to
be deemed to bo situated in the United States only where it is stock
in a domestic corporation,

J. Members of the Armed Forces dying as a reswult of service in a combat
‘zone (sec, 2201)

Present law oxempts from the additional estate tax members of
the Armed Forces dying before January 1, 1955, in o combat zone, or
from wounds or disease incurred while in 8 combat zone.

The bill extends this exemption from the additional estato tax to
COVer any Boriod in which persons generally are subject to induction
under the Universal Military Training and Service Act. This change
is similar to those previously described in the case of the income tax.

‘XXXI. Girr Tax

A number of substantive changes have heen made in the gift-tax
provisions by the House bill but the rate of tax is left unchanged.

A. Nonresident aliens (sec. 2051) |

Present law applies thoe gift tax to all gifts made by citizens or resi-
dents of the United States, In the case of nonresident aliens the
tax is imposed on all gifts of property within the United States,

?
'
!
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The bill imposes a gift tax with respeet to all gifts made by citizens
or residents of the United States wherever the property is situated.
In the case of nonresident aliens who arve engaged in business in the
United States tax is imposed with respect to gifts of property situated
in the United States.  With respeet to all other nonresident aliens
the tax is imposed only with respeet to tangible property situated in
the United States,

B. Qifts to minors (see, 2603)

Under present law doubt arvises as to whether a gift in trust for a
minor ean be a present interest sinee the child does not presently have
complete control over the property.  Where a child’s guardian who has
control over gifts to a child is personally responsible for the support of
a child, it would appear that a valid gift could only be for a child’s
future henefit and the gift would he a future interest not qualifving
for the $£3,000 exelusion,

Tlie bill provides that gifts to minors will not he considered gifts
of future interests if the income and property ean be spent by or for
the child prior to his attaining age 21 ILII(I if not so spent passes to the
child when he reaches age 21 (and to his estate i} he dies prior to
age 21).

C. Revaluation of gifts for prior years (sec. 260.)

Due to the cumulative nature of the gift tax and the progression in
gift-tax rates, the tax lability for gifts in a particular year is dependent.
on the corvect valuation of gifts in prior vears. Therefore, & tax-
payer's gift tax liability for 1953, for example, might be dependent on
whether the valuation of a gift made in 1935 is larger, smaller, or the
same a8 previously reported, although the statute of limitations has
run on the tax paid on the 1935 transfer,

The bill provides that the value of & gift as reported on a taxable
gift tax return for a prior year is to be conclusive as to the value of the
gift (after the statute of limitations has run) in determining thoe tax
rate to be applied to subsequent gifts,

D. Tenancies by the entirety (sce. 2515)

Under present law the creation of a tenancy by the entirety may
result in a gift from one spouse to the other at the time the tenaney
is created,  The termination of the tenancy may also constitute a gift
unless the proeeeds are divided between the husband and wife.

The bill provides that unless the spouse who furnishes the major
part of the consideration for the property elects otherwise, a transfer
of real property to a tenancy by the entirety will not be regarded as a
gift at that time.  However, when such a tenaney is terminated a gift
18 considered as occurring at that time to the extent the proceeds are
returned to thoe husband and wife other than in proportion to the
consideration furnished by cach spouse.  Since this section is limited
to tenancies by the entirety, joint tenancies will be taxed in the same
manner as at present.

E. Property settlements incident to divorce (sec. 2516)

Undor present law ‘pmpm'ty sottlements between spouses are not
rogarded as taxable gifts if the property settlement is incorporated in
the decree of divorce. However, tho gift-tax status under present law
of settloments not incorporated in the decree of divorce is uncertain.

" 45004—34--pt, 1——0
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The bill provides that transfers pursuant to property settlements
aro not_to constitute taxablo gifts if followed by a divoree within a
roasonablo length of time.

F. Marital deduction (sec. 2583)

. The bill makos it clear that transfers to a spouse of u legal lifo estato
in property coupled with n general power of appointment aro eligible
for the marital deduction under the gift tax. * This corresponds to
tho changes made in the marital deduction under the estate tax,

XXXIIL Excisy Taxus oN Ancononie Bruveraars ann ‘Tonacco
(Cua. 50, 51)

‘The bill substantially revises the administrative provisions of pres-
ont law relating to sleoholic boverages and tobaceo although no
changes in tax rates aro made.

A, Use of returns for payment of tar

In the case of the excises on both aleoholic beverages and tobneco
products the bill provides that the taxes are to be paid by returns
rather than by the purchase of stamps,  The bill provides that the
Socretary may institute the vetuen svsten at any time after Janoary 1,
1985, Roproacntatives of the Treasury Department advised the
House Ways and Moana Committes that while no definite date has
bean set for instituting the return system, plans have been made to
require & wookly voturn when the plan is first. put into effect.  Sub-
sequent extensions of time for filing returns will be dependent on the
fiscal situation and on the oxperience with the woeekly return,

Under present law taxea on these products are paid for by the pur-
chase of stamps which must bo aflixed to packages or containers
prior to or at the time of removal of tho products from tho factory
or other bonded premises. Becanse of this procedure, producers
must finance tax payments botween the titne the stamps are purchased
and tho timo thoy receive pnyment for the taxed producta } vom their
vonders, Tho bill provides a mothod whereby a changeover can be
made to a delayed-roturn systom,

B. Penalties

Under presont lnw the provisions imposing penalties for violation
of the law with reapoot to the taxes on aleoholio boverages and tobacco
roducets ofton provide for minimum as well a8 maximum fines and
ail sontonces. Tho mandatory minimum requitemoents have been
deloted in the bill.
C. Distilled spirits

Due to a lack of time tho revision of the distilled apirits provisions
was more limited than in the caso of the provisions relating to the
othor alcoholio baverago and tobncco taxes. In view of this, at the
dircotion of the House Ways and Means Committeo an Aleohol
Tax Survey Committoe of the Treasury Department is now working
with & committeo of the diatilled spirits industry to consider further
changes for submission to tho next Congress. Novertheless, 8 num-
ber of substantive changes have been made in this bill. The more
{)mtportal\t ohangos, other than those already moentioned, arve listed
alow.

)
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(1} Authorization for voluntary destruction of distilled  spivits
prior to withdrawal from bond i provided by the hill.  Present law
provides for the colleetion of tax on distilled spivits voluntarily
destroyed unless such spivits ave unfit for beverage purposes,

() Distilleries ave authorized to conduet other I»usmv.«sus‘ exeept
apecifieally prohibited businesses, on distillory premises, when it is
found by the Seerotnry or hix delegate that sueh operations will not.
jeopardize the vevenue,  Currently, only operations conneeted with
the production of distilled spivits may be econdueted on distillery
prenvises,

) "The bill removes the requirement of present tnw that all stills,
for whatever purpose intended (exeept stills for refining |]w!mh-|un).
be registered. Registention is to be requived only of stills intended
to be used for the distillation, redistillation, or recovery of distilled
spirits,

D. Fermented malt beverages

The provisions of this bill relating to fermented malt boverages
represent a substantinl revision of prosent law,  The provisions listed
below represent the more important chnnges mado.

(1) Browers are authorized to use their premises for producing and
bottling soft drinks nud for such other businesses as the Seevetary may
find will not jeopardize the revenne,  Breweries which on June 26,
1036 were bottling soft drinks are now allowed to earry on such busi-
ness.  Under the bill this priviloge is to be available to all brewoers,

) The bill provides for the refund or credit of tax paid on beer
belonging to a brewer if it is returned to the brewery for recondition-
ing, for use as materials, or destroyed under required supervision,
Provision also is made for eredit or refund of tax paid if beer belonging
to u brewer is tost. by easualbty (other than by theft).  No claim for
casualty loss will be allowed, however, if the brewer was indomnitied
by insuranco or otherwiso,  Under present law, there is no provision
for such credits or refunds,

(3) Browoers owning two or more hreweries are authorized to tranafer
beer without payment of tax from one browery to another.  Existing
law does not permit such transfors, but comparable tax-free transfers
under bond are permitted for wines and distilled spivits,

" Wines

The major changes made in the wine Inws ave listed bolow,

(1) Winevies are to bo granted pormission to enrry on cortain opora-
tions besides the making of wino, if these operations wre conducted in
& manuner which will not. joopardizo the revenue,

(2) A thorough rovision of the definitions of wines, the methods of
proparation pormitted, and the required standards of quality is made
in this bill.” One of the most important changes is the provision
permitting use of methods aceeptablo in “good commercianl jmwl‘ivo”
to correct and stabilize wine.  Present law prescribes that only
“usual collar trentment” may bo usod,

() Tho bill provides n new catogory of premiso, the taxpaid wine
bottling house, which will oporate undor Government supervision,
Under present law the Government eannot supeevise tho bottling of
taxpaid wine,
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(4) Provision is made for the allowance of all losses of wine while
in_bond except losses by theft occurring becuse of negligence or
collusion. No allowance will be permitted where the elaimant is
indemnified by insurance or otherwise,  Allowance also is made for
voluntary destruction of wine in bond.  Under present luw, all losses
in bond are sllowed purely at the diseretion of the Commissionor.

(6) The bill authorizes the refund or credit of tax paid on unmer-
chantable sparkling or artifically earbonated wine which has been
roturied to a bonded premise.  No such provision now exists,

(6) The bill provides that the tax base }m' sparkling and artificially
carbonated wines is to bo a wine gallon instead of the present base of
cach one-half pint or fraction thereof in cach container.  The vates
for these wines have been restated to mmke them practically the
oquivalent of tho existing rates,

(7) The bill imposes the wine tax on sake and other vice wines.
Presently these wines, because they ave made from grain, can only
be made at breweries and are subject to tax as beer,

These wines usually contain }rom' 16 to 18 pereent of aleohol.
The rate of tax on wines of this strength is 67 conts per gallon.  The
tax on beer is about 29 cents a gallon,

(8) The bill clarifies the exemption from tax for hard ciders (usually
sold during season by farmers at roadside stands) to provide that it
applies whon the cider is not preserved by any process or by the
addition of any material and is not offered for sale ns wine or a substi-
tute for wine.

F. Tobacco products

Thoe new chapter relating to cigars, cigarettes, chewing and smoking
tobaceo, snufl, and cigarette papers and tubes represents & complete
rovision of present law.  The important changes ave listed below,

(1) Dotailed statutory provisions specifying the permitted sizes of
packages and thoe exact wording of notices and labels to be put on pack-
ages have been removed. The revised law gives nuthority to effect
changes by regulation.

(2) The bill authorizes credits or refunds to be made to the manufac-
turer for tax paid on articles lost by casualty (except by theft) while
in his:possession. -Present law already allows the refund of tax on
articles withdrawn from the market by the manufacturer. Several
court decisions have interpreted “withdrawal from the market” to
include loss by casualty (other than theft), while taxpaid articles are
still in tho possession of the manufacturer. This change brings the
law specifically in line with these court decisions.

(3) The bill provides that every person hefore commencing business
ad & manufacturer of tobacco products must obtain a permit to engage
in such business. Tho permit may be refused if it is deemed that the
applicant is unlikely to comply with the tobacco tax provisions. Once
issued, permits may be suspended or vevoked after hearing hofore
proper authority.

At the present time, manufacturers and dealers must register before
commencing business, but such registration has gnly informational
value as thero is no restrictive control connected with such registration.
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XXXI11I. ProvisioNs RELATING TO PROCEDURE AND ADMINISTRATION

The House bill makes a eomprehensive revision of the portion
of the Internel Revenue Code relating to procedure and administra-
tion. Administrative provisions presently seattered throughout the
code have beeen brought together into o new subtitle.  The new
provisions relate generally to all internal revenue taxes imposed and,
with the exception of those applying to the alcoholic beverage and
tobaceo taxes, only a fow administrative provisions of special applica-
tion have been left in the taxing subtitles,

Tho 3 changes of most gvnomram)livution and interest—-the changes
in the time for filing returns, the changes made in the declaration
system for iluli\'iduui‘s, and the establishment of a declaration system
for corporations---are discussed in the first 3 sections below., Other
changes of significance are described briefly in the remaining scctions
undor their chapter headings in the new codo,

A. Filing date for tar returns (secs, 6072, 6073)

The bill postpones from March 15 to April 15 the date for individuals
using a ealendar year to file their income-tax returns, A similar
1-month postponement is provided for individual income taxpayers
using a fiscal year,

'l‘ﬁis change in filing dates is effective for the 1954 tax liabilities of
calendar year taxpayers which are veported for tax purposes in 1955,
It is also cfleetive for fiscal year taxpayers with vespeet to tax labili-
ties of years beginning after December 31, 1953,

The change in the return_ date also_involves the postponing from
March 15 to April 15 of the filing date for the declaration of estimated
tax (and the first payment of estimated tax). However, no changes
were mado in the ense of the present June 15, September 15, and Jan-
uary 15 dates for amending declarations of estimated tax (and for
the last three quarterly paymients of estimated tax),

Under present law farmers are required to file their declurations of
estimated {ax by January 15 or, if they do not wish to file their
declarations by that time, file their fina! rettrn by January 31, The
bill moves up’ this alternative filing date for final returns of farmers
from January 31 to February 15. It also extends (he definition of
farming to include oyster farming.

No change was made in the March 15 filing date for corporations
except in the case of tax-exempt cooperatives,  The filing date for the
returns of these cooperatives was postponed until September 15
(following the year of tax linbility) to coincide with their last date for
declaring patronago dividends with respeet to the prior yenr’s business.
B. Declarations of estimated tax by individuals (sees. 6015, 6651)

Under present luw individuals whose tax liabilities are not substan-
tially discharged by withholding are required to file declarations of
estimated tax and to pay on a quarterly basis the amount by which
their estimated tax exceeds that which will be withheld during the
course of the taxable year. A declaration of estimated tax must be
filed by an individual whese income is primarily from wages or
salarios if this incomo is expected to be more than $4,500 plus $600
for each cxemption, Individuals with over $100 of income from
sources hot subject to withholding are required to file declarations of
estimated tax if they expect their gross income to excoed $600.
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Uuder the bill an individual with no more than $100 of gross income
from sources other than wages or salary is required to filo o declaration
only if gross income is oxpected 1o bo $5,000 or more. However, no
declaration will bo roquired by & marriod person if his gross income,
combined with that of his spouse, is expected te bo loss than $10,000.
The $10,000 roquirement also applics to heads of familios,

For individuals who expect to roceive more than $100 of income not
subjoct to withholding, » doclaration will bo required only if gross
income from other sources is oxpected to be more than $600 per
exemption plus $400.

dditional chargoes are imposed under present law for failure to
file a declarntion or make a payment of the estimated tax or for sub-
stantial underestimates of tax linbility, Tor failure to file a declara-
tion or to pay an installmoent of the estimated tax, the total chargo
may be as high as § percent of the unpaid installment. For o sub-
stantial underestimate of tax, that is, an estimated tax which is less
than 80 pereent of the actual tax linbility for the year (66¥ peveent
in the caso of farmers), a charge of 6 porcent of the amount by which
the final tax liability excewods the estimuted tax may be imposed,  ‘This
charge and the charge for failure to file a declaration or pay an install-
ment of estimated tax may run concurrently und result in a combined
chargo of 15 percent of the estimated tax due.

In place of the present systom of additional charges, 1. R. 8300
provides a uniform charge of ¢ pereent per annum for underestimates
and unpaid installments of estimated tax.  In general, this charge will
be imposed whoere the installment payment. inade by the taxpayer is
less than 70 pereent (66% for farmers) of the quarterly installment due
on the basis of the tax shown on the final roturn (legs the amount of
tax withheld). ‘The 6 pereent per annum charge will be based on the
amount of this difference.” .

Howaever, no charge will bo imposed, aven if the installment payment
is less than 70 percent of the quarterly installment due, if the amount

id ns estimated tax is (1) the same ne the previous year's tax or
fz‘\ the tax for tho previous year as it would have been if the vates and
personal exemptions applicable to the eurrent year had been used.

In addition, the taxpayer will be able to avoid an additional charge
if his total payments on or before any installment date are at least 70
percent of an estimated tax computod by projecting to the end of the
yoar the fncoma recoived from the beginning of the year up to the
month in which an installment is due.

€. Declarations of estimated tax and tax payment schedule for cor porations
(sec. 6016) : ‘
The Revenue Act of 1950 accelerated corporation tax payments from
4 quarterly installments spread over the 12 months followin% the
taxable year to two 80-percont installments, payable in tho third and
sixth month efter the close of the taxable yoar. The transition to »
2-installment system was accomplished over a 8-yoar dmriml begin-
ning with 1050 and ending with 1054 tax liabilitics. Calendar year
corporations, for examplo, will pay 45 percent; of thoir 1953 tax
Jiabilities in March of 1 54, 45 percent in June snd 5 percont each in
September and Decomber. ~ Their 1954 tax liabilitics will bo paid half
arch and half in Juno of 1085, '
Theo bill provides a system of declarations of ¢stimated tax for the
larger corporations which: restores the four quarterly installment

. l,
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system and reduces the time the corporation is given for the payment
of its tax. 1t requires corporations to file n declaration of estimated
tax and to make a partial payment on account of current tax linbility
by the middle of the ninth month of the year of the tax liability and
another by tho middle of the last month of the same year.  When this
plan is fu"‘\' effeetive, enlendar-year corporations will pay one-fourth
of their estimated tax on September 15 of tho year of the tax linbility
and another quarter on December 15 of the same yenr, A quarter will
be paid on March 16 of the year following the taxable year and the
final payment on June 15 of that yoar,

The bill makes provision for a gradual shift to the new system over
a S-year period, starting in 1955, In the case of a calendar-year
corporation & percent of the estimated 1955 liability will bocome duo
on September 15, 1065; another § percent will be due in Decomber,
and about 45 percent of the actual tax will be payable in the following
Marel and aunother 45 pereent in June,  For the 1956 linbility, the
September and December payments will be about 10 poreent and the
following March and June pavments about 40 percent each. Tho
Soptember and December payments will continue to increase each
vear uatil they both reach 25 percent of the estimated tax for 1959
liabilitics, when both the Mareh and June payments will have been
redueed to about 25 pereent of the actual tax.  In 1960, and in subse-
quent years, corporation income taxes will be due in four quarterly
installments, extending from the middle of the ninth month of the
currcat vear to the middle of the sixth month of the following year.
The schedule of corporate tax payments during the past § years and
the schedule under the bill for the next 5 yearsis as }ollows:

TaBLE 18,—Payment m'he(iule:#for corporation income tar wunder prevailing law,
1949-54, and proposal, 1956-59

(Oalondar yoar corpostions; showing pereent of tax Mability duo in each lnstaliment)

Income year Following vear

t D Sept D Torat

e | Docerne Septems | Docem-

e er Marehs [ June or bor
2 25 100
0 30 100
33 35 100
L “ 100
49 45 100
50 5 100
45 44 100
4« 40 100
» B 100
3 30} w
» 23 o

tAppliaublo to tax liabllity, in oxcess of $50,000,

The bill exempts from the required declaration of estimated tax
and the now taxpayment schedule corporations whose yearly tax
liability cannot reasonably bo expected to exceed $60,000. Moreover,
it limits the curront payment requiroments to that portion of the tax
linbility in oxcoss of $60,000. Bocause of these exemptions, the dec-
laration systom in this bill will not affect the 390,000 corporations
whoso annual tax linbility is loss than $50,000, It will, however, affoct
the 35,000 corporations with tax linbilities above $50,000.

e ms ewes em
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In the case of some fiscal vear corporations, however, the speedup
will have tho offoet of shifting payments to an eatlier fiseal your of
the Government. Because of tho changes in the paviments of the
fiscal-vear corporations it is estimated that there will be an annual
incrense in tax collections in the fiseal years 1056 through 1060 of
approximately $150 million, assuming present tax rates,

The hill preseribes for corporations the same additional charges
proscriho.d in the case of declarations of estimated tax by individuals,
These charges arc equal to 6 percent (per annum) of the amount. of
undorpayment. However, the charge will not be imposed if the esti-
mated tax upon the basis of which tho installments arve paid falls inte
any of the following four eategories:

(1) If it amounts to 70 percent of the tax (in excess of $50,000)
shown on the final tax return;

(2) If it amounts to as much as the previous year's tax;

(8) If it is oqual to what would have been last vemr’s tax
lisbility if current tax rates had been applicable, less $50,000, to
previous year's income; or

(4) If it is at least equal to 70 porcent of the tax (less $50,000)
duoe on the basis of projecting to the end of the year the income
recoived from the beginning of the year up to the date of the
declaration or its amendment,

D. Information and returns (ch. 61)

(1) Present law requires tho reporting of payments to another
person (not a corporation) of more than $600 consisting of rent,
snlaries, wages, premiums, annuities, compensations, remuncrations,
emoluments, and other gains, profits, and income. In the case of
intorest payments present law requires this reporting regardless of
the sizo of the payments, H. R. 8300 omits these provisions from
the new codo. This does not affect the information returns presently
required from corporations in the case of dividends and interest, nor
roports presently required as to the collections of foreign items,

(2) The bill raises the minimum incomo tax return filing require-
ment from $600 of gross income to $1,200 of gross incomo for indi-
vidunals ovor age 65.

(3) Married taxpayoers are to be allowed to file joint returns after
having filed separate returns without first paying the tax shown on the
separate returns.

(4) In tho case of corporate returns, 1 officer will be required to
sign the return instead of 2 as at present. Moreover, any offierr
duly authorized by the company will be able to sign, rather than only
cortain specified officots as at present,

(6) Tho Sccretary or his delegate will be given the authority to
grant an oxtonsion of time, up to 6 months, for the filing of any tux
return. At present, this authority is limited to the income and cortuin
other taxes. Corporations are also given a 3-month automatic cx-
tension for filing their income tax returns upon the filing of an appro-
priate form and the paying of the tax installment estimated to be duc.

(8) The Secretary or his delegate is to be aythorized to aliow tho
filing of returns in whole dollar amounts rather than showing the exact
cents.

.
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Is. Time and place for paying tax (ch. 62)

A uniform rule is provided permitting the Seeretary or his delegato
to estend the time for the payment of any tax for a period not in
excess of 6 months (the 10-year period, howoever, is retained for the
eatate tax). This is present law for income (axes, estimated income
taxes, unemployment taxes and gift. tax, bt in the ease of many
othems there either is no provision for an extension of time or provision
for only n 90«lay extension,

F, Assessment (ch. 63)

Prior to the enactment of the reorganization plans, in the case of
cuch of approximately 90 million retuens, the law called for the
making of assessinent lists by the eollectors, the transmiission of these
lists to Washington, and certifieation before assessment was accom-
plished.  The effeet of the reorganization plans on these requirements
18 ot expressed in the 1939 code,

Under the bill the assessment is (o be made by recording the tax-
paver's name, address and tax linbility.

O, Oolleetion (ch. 64)

(1) Under the bill while assessment may be made iimmediately when
yeturns are filed early, payment before the due date for the return
nwy not be demanded.

(2) The Seeretary or his delegato is authorized to receive any check
or money ovder for payment of taxes or stamps,  Present law closely
limits the type of cheek or money orders which maey be received for
stamps,

(3) It is made clear that the lien for {axes avises at the time the
assessment is mnde,

(9 Existing law is clarified and amplified as to the status of tax
liens relative to other liens.  They are to be subordinate to previous
adid liens of n bona fide mortgagee, pledgee, or purchaser but superior
to these liens if such 2 person had luu)\\'hwlgv of the tax linhility.

5) In certain estate and gift tax situations priority of lien is pro-
vided for bonn fide mortgagees and pledgees.  The situation of bona
fide purchasers for full value is also improved in some cases,

(6) 'The law is clariied with respeet to the -right of distraint and
fevy (seizure) for the colloction of tax Hability,  Also, in all cases of
jeopurdy the right is grantad the Service to seize property immedintely
aftee notice and demand.  Under present law there must be a 10-day
waiting period in the case of income, estate, and gift taxes.

(7) The right to levy on salaries due is extended to permit the
levying on salaries due Government employees in the same manner as
is presently possible in the case of other employecs,

(8} The list of household goods, cte., exempt from levy is modern-
ized.  Present law exempts “1 cow, 2 hogs, 5 sheep” (if the sheep
are not worth more than $50), ete. The new provision exempts
“necessary’”’ wearing apparel and schoolbooks; fuel, provisions, per-
sonal effeets, and furniture to the extent of §500; and necessary books
and tools for the taxpayer’s trade or profession up to $250.

Presont. law requires appraisals of tho property exempt from levy
by three “householders oy the vieinity.” The new provision requires
appraisal of the exempt property only if the taxpayer domands it, and
then the appraisal is to be made by three disinterested individuals
summoned by the officer making the seizures.

v o me . om .
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(9) The treatment provided for the sale of seized real and personal
property is made uniform.

Present law requires that the place of the sale must be not more
than 5 miles away from where the property was seized but this limit
can be ignored on special order of the Commissioner.  The new pro-
vision requires the sale to take place in the same county as the
seizure except by order of the Sceretary or his delegate.

More freedom is permitted in the methods of holding the sale of
seized property to obtain the highest grioe possible to the benefit
of both the taxpayer and Government: Sale by sealed bids as well as
by auctions is permitted, the sale of items may be made singly or in
groups, and downpayments by purchasers with the balance being
paid in a month are permitted.

(10) New rules are provided for the sale of seized perishable
goods to make such seizures feasiblo. :

(11) New rules are provided to insure valid titles to purchasers
of automobiles lawfully seized and sold by the Government.

(12) A new provision permits the releasing of seized property if
the taxpayer makes satisfactory arrangemoents for the payvment of his
tax, such as the payment in installments from part of his salary,

H. Abatements, credits, and refunds (ch. 65)

The rules now expressly grovided in the code with respect to certain
excises, that refunds will be made only if it can be shown that the
taxes were not passed on to others (or were repaid to them) have been
extended to include the cabaret tax, taxes on admissions and dues,
and the tax on pistols and revolvers. Also, the rules permitting
refunds of manufacturers’ and retailers’ excise taxes, with respect to
price adjustments, are extended to include such adjustments with
respect to the excises on dicsel fuel and pistols and revolvers.

1, Limitations (ch. 66)

(1) The 3-year period of limitations for assessment or refund now
applying in the case of the income, cstate and gift taxes is applied to
excise taxes, which Im\sontly have & 4-year limitation period.

(2) The period of limitation for assessmont is made 6 years instead
of 5'in the case of the omission of 25 percent of gross income, and a
similar rule is applied in the bill to the estate and gift taxes. How-
ever, under the bill -this longer period is not to nmﬁy if disclosure of
the nature and amount of omitted items is made on or with the tax
return,

(3) A 6-year limitation for assessment is provided for failure to
include personal holding company data on the special schedule pro-
vided for this purpose in the corporation income tax return (no longer
to be a separate return). .

(4) As under present law there is to be no limitation on the time
for assessment where no return is filed. However, if a “corporation”
erroneously in good faith files & trust or Partnership return, under
the bill such return is to start the running of the statute of limitations.

() The income-tax rules, presently providing that the period for
assessment is extended during bankruptey or receivership proceedings,
are to be made applicable to all Federal taxes and to any Federal-
or State-court proceeding. ,
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(6) The 6-year period during which taxes may be collected after
assessment is extended for the time the taxpayer’s property is out-
side the United States,

(7) The income-tax rule, that for limitation and interest purposes
an early return is deemed as filed on the last day for filing, is extended
to returns for all taxes.

(8) The period for eriminal prosecution is extended from 3 to § yvears
{for willful }niluro to pay any tax or to make a tax return, for making
false statements, for intimidating United States officers, and for cer-
tain offenses by such officers, Also, the period (3 or 6 vears as the
case may be) is extended for the period the individual involved is
outside the United States or is a “fugitive from justice’” within the
United States.

J. Imterest (ch. 67)

(1) One rule is provided under the bill for interest charged or paid:
It is to be 6 pereent from the due date until the amount is paid or
from the date of overpayment until not more than 30 days before a
refund is paid. This is to apply to all taxes except where payment
of estate tax is deferred under certain circumstances, when the pres-
ont 4-percent rate is to n})ply. However, no interest is to be paid on
refunds made within 45 days after the due date of the returns.

(2) In the ense of & net operating loss carryback the bill provides
that interest on a deficiency in the vear to which the loss is carried
runs until the end of the loss year; interest on a refund is to begin at
the end of the loss year (rather than when the claim is filed as at
present).

K. A(id;’lri%iz;; o tar, additional amounts, and assessable penalties
ch. 6

(1) The additions to the tax (5 pereent for negligence and 50 per-
cent. for fraud) are to be applied to deficiencies or underpaynents
and not to the whole tax, as is presently true in the case of the excise
taxes, These additions, and also the addition of from 5 to 25 percent
for failure to file a return on time, are to be applied to the net tax,
i. ¢, the tax after credits for tax withheld, estimated tax paid, or
other prepayments, .

(2) A 50-percent addition to tax is to be provided for failure to
pay a stamp tax, in licu of the present 100-percent penalty.

(3) Where withheld or collected taxes are required to be deposited
in approved depositories an amount equal to 1 percent per month is
to be charged }or any amount which should have been but was not
so deposited, until it is deposited or until the tax intended to be
deposited becomes payable.

L. Genceral provisions relating to stamps (ch. 69)

Provisions relating to issuance, use, cancellation, and redemption
of stamps, now scattered throughout the code, are combined in one
chapter.

M. Transferees and fiduciaries (ch. 71)

Assessment of a transferee for a tax liability of the transferor is
presently allowed under the income, estate, and gift taxes. The bill
extends this to all other taxes but only (as to such taxes) if the trans-
fereo liability results from the liquidation or reorganization of a
corporation or liquidation of a partnership.
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N. Crimes, other offenses, and forfeiturcs (ch. 75)

In this chapter all eriminal offenses are brought together, as are
all other offenses, and all provisions relating to forfeitures, except
those relating to alcoholic beverages, tobacco, and short-barreled
firearms, :

In general, uniform penalties are provided instead of the varving
penalties now pm\'ide(l for what in substance is the same offense,
nanmely, the attempt to evade tax. For offenses of this type the
penaltics usually provided by the new provisions are fines of up to
$10,000 or imprisonment up to 5 years or both, Minimum penalties,
howover, are omitted.

(1) A provision of the Criminal Code makes it an offense punish-
able by a $5,000 fine or 3 years’ imprisonment or both to foreibly
assault, resist, oppose, ete., any officer or employee acting under the
internal-revenue Inws. A similar, but amplified, provision of this bill
covers all cases where the officer is intimidated or injured; that is,
where corruptly, by force or threat of force, directly or by communi-
cation, an attempt is made to impede the administration of the
internal-revenue laws, The penalty in the case of all such attempts
to intorfore with administration of the internal-revenue laws is to be
a fine of not more than $10,000 or imprisonment for not more than 5
years or hoth,

(2) More rigid restrictions have been imposed upon State officers
to prevent divnlging, or permitting to be seen, information obtained
from the inspection of Federal tax returns.  The restrictions imposed
and the penalties for violation, are similar to those already in effeet
for Federal ofticers. . :

(3) Tho bill provides more severe penalties for offenses by Govern-
ment employees, making them correspond to the penalties itnposed
in the case of offenses by taxpayers generally.

0. Judicial proceedings (ch. 76)

(1) In thoe case of civil actions for refund, it is provided that when
a taxpayer has aued for refund in a district. court (or the Court of
Claims) and the Government sends a notice of deficiency, the taxpayer
is to be able to have all issues decided ecither in the district court
(or Court of Claims) or in the Tax Court.

(2) Where a petitioner is o foreign corporation, trust, or estate, or
& nonresident n{;on, it is provided that the Tax Court can order the
forcign corporation, or its parent or subsidiary, or any other person
under the control of the petitioner, to produce books and papers even
if they are abroad. If the petitioner does not comply, the Tax Court
is directed to strike out p{oudings, dismiss the proceedings, or give
judgment by default, as circumstances may indieato,

P. Miscellaneous provisions (ch. 77)

(1) Under the bill, if any claim, statement, or other document
oxcept a tax return is roceived after the day on which it is required to
bo filed it will novertheless be considered ns filed on time if the post-
mark shows a date on or before the due date. A registry receipt is
to be prime. facie evidence of delivery.

. (2) The bill provides that the time for filing any document, or for
rforming any act, is to be extended to the day following Saturdays,
undays, or legal holidays, as determined in tho District of Columbia

i
0

'
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if the act is to be performed in Washington, or as determined under
local law, if the act is to be performed in a district ofiice or elsewhere.
This presently is the rule with respect o petitions to the Tax Court,

XXXIV. Review or Rerend Cases

Under present law the Joint Committee on Internal Revenue
Taxation reviews all internal revenue tax refund cases involving more
than $200,000,

The bill providus that in the future the Joint Committee on Internal
Revenue Taxation is to review all such refund eases involving more
than $106,000.

XXXV, Stmsany or Revenve Erreers or B,

Tante V7, —Summary of the effects on individual and corporete tar collections in the
Siseal year 1955 of the Indernal Revenue Code of 1954, 1, R, 8300

tmonnt
{mitlions of

Individual: dollurs)
HHead of family provisions_ . . L. oL . — /0
Taxntion of annuities. ... . S —10
Lxcluston of retirerent income.. . .. . .. - 123
New definition and treatent of dependonts. . .. - 85
Interest sharge deduction on installinent contracts . . L. - 10
Deprecintion - .. . 0 o0 L. .. . -7
Raixe charitable individual contribution limitation from 20 to 30

pereent ... L R, . B - 25
Medical expense provi: e e e e — 80
Child-care expense deduetion ..o L el .. -0
Personal exemption increase from $100 to $300 for distributable

trusts, . ... . . e eemaiaaan -
Life insupance (premitm payment test) .. e e - 25
Soil and water conservation expease deduction ... . P, - 10
Dividend excluzion and tax eredit ... L . A - 240

Total fndividual ... o L i e —778

Corporation:

D epPreciation e e Lo e e - 300
Net operating loss deducetion. . e e 11 100
Percentave depletion_ . ... ... . L. 127
Accounting provisions. .. ... L ..o, 1 —45
Treatment of foreign incone. ... e 1147
Extension of 30-percent normal tax rate._ ... .. . -+1,200

Total corporation. .o oceoaecaeaaaao . eemdecmmnananan

Grand total. .o i .-

1A sruadl part of this cstimate appties to lndlviduals, which cannot be cloarly seeregated.
ln’!Alm" portion of this deerense In eolleotlons in the fiscal yo.ur 1085 will be atfset by increased collosctions
nLure years,

The Crirman, Our first witness will be the Honorable George M.
Humphrey. Secretary of the Treasury.
Mr. Seeretary, please take the stand,
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STATEMENT OF HON. GEORGE M. HUMPHREY, SECRETARY OF
THE TREASURY

Seceretary ITumenney, Mr, Chairman, if it meets with your
pleasure, and the gentlemen of the commitice, T have a statement here
that T will make, and then I would like to ask Mr. Folsom to run
through, in a rather rapid way, the details of some of the provisions
that will be of interest (o you, Then we will be preparved to answer
such questions as we can, I it is agreeable to you, { will start. with
tho statement.

The Cuamman. Very well,

Secvetary Humpnrey. The Treasury appreciates the opportunit
to tell, in open session heve today, why we think the tax revision bill
now before your committeo is so tremendously impovtant to the future
of our country. Copies of this statement will be available for you ina
moment.

Before I go into details of the revision bill and the rensons why it
should be enacted, T would like to Yook for just a minute with you at
the hodgepodge which is our present tax system and how it got ta be
that way.

Our tux tnws were last completely rewritten in 1876, Tt is obvions
that some of the tax laws of 78 years ago, when the total Federnl tax
tuke was $204 million, might very well not be proper tax laws in 1901,
when the tax take is upwards of $G0 billion. And it is also true of
many later provisions,

Many of the specific provisions of the present Internal Revenue
Code have outlived their usefulness, They now work havdships on
millions of individuals, They also reduce the incentive for those in
business to try new things of to improve the way they are doing t-hin{zs
at. present.  Wo realize that some of the present provisions of the
code were adopted to raise money quickly during periods of heavy
spending for war purposes.  But we have wound up with an overall
tax system which has many defeets,

The fuct that our tax system needs revision is not something, in-
eidentally, that the Republican Pavty has just suddenly proposed.

For years, congressionul connmittees, with. Democratic chnirmen

and Democeratic majority membership, have recommended revision.
And Democratic minovity members of the Fouse Ways and Means
Committee, in 1047-48, when the Republieans were the majority in
Congress, also recomended revision and specifienlly listed double
taxation of dividends and more flexible deprecintion as items needing
prompt consideration, . :
- 'The general tax revision bill now before you, in other words, is not
an arbiteary proposal of this administration,  Most of its major pro-
visions have bheen developed after long objective study and—in the
absence of compelling political reasons to the contrary—have, over
the years, been supported on both sides of the aisle in both the House
and the Senate. ’

With most sincere conviction, I say that & modernization of our tax
structure, as provided in part by the present tax revision hill, is some-
thing which this Nation must Y\ave for continued growth and pros-

erity.
r 'l‘h):a terrific importance of the tax structure upon our economy is
obvious when we stop to think that 28 percent of the nntional income

.
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now goes for Federal taxes,  With this larger proportion of our
national income going into Federnl Government, it is only sensible
that the tux laws provide the fewest possible havdships for individual
taxpayers. It is also important that the tax laws include the fewest
possible deags on the wheels of American ingenuity and business in
going nhead with new and better things under the free-enterprise sys-
tem which has made this country great,

For the future of our country, we must get out of our tax system
as many of the inequities (o individuals and barviers to cconomie
growth as we possibly can, ‘Fhat is the purpose of the tax revision
bill before you, ‘There are many other changes in the code which we
will continne to study and make further recommendations on in the
yenrs ahead.  But this is a good start in eleaning up what at present
1 0 very messy and stifling national tax structure,

T addition’ to straightening out. the many incqualities of the tax
code, we will keep working toward further cuts in total tuxes required.
And when wo have cut spending so that we can cut taxes even further,
we will then l'l‘l‘()llllll(‘lll! that vhese tax cuts be made in rates, beenuse
it is in rates that the principal inereases have been muade in the past
15 yenrs,

The Cuamratan, Mr, Secretavy, in rates as distinguished from what ¢

NSecvetary Husenrey, From rates as distinguishing from exemp-
tions, 'The general vevision bill is only a part, but a very vital part,
of our entire tax program.  And this tax progream, as the President
said in his Marvel 15 tax broadeast, is “the cornerstone” of the admin-
isteation's entire effort, It is p whole tax program which, when we
include some excise cuts to which we were opposed, will make effective
tax cuts of $7.4 billion this year, .

As the President pointed out at his news conference last week,
this is the Inrgest total fax eut made in any year of our history.

The spending program of this administration’s 1455 budget is $12
billion less than called for by the 1954 budget we found when we
arvived, .And it is $8.5 billion less than was actuntly spent in fisenl
1003,

Without these savings, there could have been no tax relief for
anyone, DBecause of these savings, tax cuts of more than $7 billion
have been possible,

On January 1, taxes were cut by $5 billiowr by the reduction in
individual income taxes, and the expiration of the excess-prolits tax.
The tax revision bill whiel we nve discussing specifically today, while
reforming the tax structure, will also result in reductions of $1.4
hillion,  We should note, also, that attached to this tax revision bill
is the continuation of the corporation income tax ut the 52 pereent
rte—un extension which will net $1.2 billion this yenr, or almaost
cnough to pay for the entire cost of the vevision bill.  Fhis havdly
mukes the bill a “giveawny to business" as some have ealled it,

Thoe cost of the vevision bill wus provided for in the budget mes-
sage—puge M28-—with n net loss from individual taxes—-now, these
are net figures——of $583 million, and a net increase in colleetions from
corporate income taxation of $370 mitlion, reflecting both the con-
tinuation of the 52 percent rate and revision measures,  Additional
items ndopted in the House increase the revenue loss from individunl
income taxes by $103 million,
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There are three main points about the general vevision bill: Hivst, it
is degigned as a reform of the tax structure and not a tax reduction
bill. t\’o must keep this in mind as we hear the arguments ngninst
it which are based on the misinformation that it is cutting taxes in
what some people think iz the wrong way. Tt is a reform program
which has been proposed for years nnd years'as needed veforn,

Second, it ho‘ps millions upon millions of taxpayers who have
been plagued by unjust and unfaiv havdships over many, many
years,

Third, and most important of all, it will help onr economy to
grow: it will help new businesses to start, old businesses to expand,
all businesses to modernize, and so help the creation of move and
better jobs and bhotter living for everyone,

A few specific provisions will show how millions of various types
of Americans will be benefited by specific proposals,

Some 1,300,000 taxpayers will llwm\ﬁt by a change whieh allows
a child to he continued as a dependent even if he enrns more then
$600 n year. '

Some 1,500,000 people will benefit from fairer treatment for vetived
persons on pensions,

Some 8,500,000 people will benefit from larger deductions for med-
ical expenses,

Some 1,600,000 people will benefit from allowing more liberal
deduction of interest under installment-purchase contraits,

Some 500,000 farmers will benefit from morve liberal allowance
for soil-conservation expense, '

Some 681% million of the 47 million taxpayers will benefit from
the partial relief from double taxation of dividends,

Some 9,600,000 individuals, us well as 600,000 corporntions, will
benefit from more flexible provisions for deprecintion.

The mnin purpose, as I said, is to help the economy expand and
provide more jobs and better living,

The tax structure in this country has reached the point where
initintive is seriously stifled.

The fentures in this tax-revision bill which make it more attractive

for the man who saves money to invest, or more nttractive for the
businessman to_replace his present inetHcient machinery, nrve (he
sort of things which can help this economy keep growing, Let's look
at two of these controversial so-called business provisions for a
moment.
" The recommendation to reduce double taxation of dividend income
will encourage the investinent of savings so that business ean expand
and create more jobs. Largely because of tax restrictions, the trend
in recent years has been sharply away from equity financing toward
borrowing. ‘This is the wrong way for America’s economy to finance
its expansion,

I might add, there, My, Chairman, that there is nothing more impor-
tant, in my opinion, for the future of Ameriea than to encourage wide-
spread investment in American business. Americn needs big busi-
ness, It requires big business, big enterprisds, to do the things
in big ways that a big country has to have. To corporate owner-
ship, the division of corporate ownership, the extension of it, the
encournging of millions of small investors to participate in the owner-

.
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ship of Amerien and Ameriean productive power is, in my mind,
one of the gratest. things that can be done for the stability and the
strength of America in the future, .

The Crxatryaxn, That applies, also, to little business, doesn’t it?

Seeretary Husenney, Tt does to all business, Mr, Chairman,

The broadest possible participation must be had in both big and
littla business. .\ great many Americans receive dividends,

The Cranoran, How mnany are there? Have you figured it out?

, St}u!'(\tur)’ Humeurer. About 614 million taxpayers receive divi-
dends,

The Criamrman, Is there any estimate of those who don't pay taxes
who receive some dividends?

Secretary Hoampeurey, Yes; about a million more, I think.

Tax relief which will encourage investors to invest in the growth
and development of old and new American businesses is in the inter-
ests of all t‘m citizens,

A great many Americans receive dividends. Three-fourths of all
individuals who get dividends earn less than $10,000 a year. A recent
United States Steel Corp. survey showed that 56 percent of its 280,000
stockholders carn less t\mn $5,000 a vear, Relief to stockholders is
not limited to just n few wealthy individuals.

Senutor Marrw, Do vou heve any information us to how many
stockholders of United States Steel also work in their various plants?

Secretary Husenrey, Senator Martin, I cannot tell you, but I know
this, that the Steel Corp. hay, in round figures, about the snme number
of stockholders that they have employees,

Senator MarriN, T knew they had.

Secretary Husrenrey, And they have a large number of employees.
It runs into n good many thousand, What the percent is of the total,
I can’t tell you.

Senator Wirranms, I noticed you said 66824 percent of all of the
United States Steel stockholders earn less than $5.000.

Seeretary Homeurey, Fifty-six percent.

Senator Winrrass. Did United States Steel release any figures as
to the percentage of their total dividends which went to this group?

Secretary Humreirgey, Tn Qollars?

Senator Wirniams, Yes, .

Secretary Humeurey. Tbelieve so. T will see that you get a copy
of the report, )

('The report in question was placed in the record by Mr. Keith Fun-
ston who appeared on A pril 12,1954.)

Senator WirrraMs, I have seen it

Secretary Honvnrey, They have a very interesting compilation.

Senator LoNa, Have you seen that study, Secretary Humphrey,
that points out that six-tenths of 1 percent of the people own 80 per-
cent of all corporatoe stock{

Secretary Homenrey, T dow’t know just how that is. T suppose it
is about 8% into 160 million, but that takes into account babies and
children and everything else.

...Senator Loxa. What I saw said that six-tenths percent of all fam-
:}:oz, 50 you wouldn’t need to worry about the baby caleulation on
that.

Scerotary Homrurey, I wouldn't think that was right. T think a
little better picture of the situntion is given if You think of it in terms

AB094—54—pt, 1——1
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of the taxpnyers. There are 471, million tnxpayers in the country
and—

The Ciiairman. Mr. Secrotary, I am advised by the stafl that the
Brookings Institute claims that there are ubout 9 million families
owning some stocks.

Secretary Homenrey, T don’t know how many families there ave,

Senator LoNa. Your figure is not meeting the point 1 am getting
to. The point I am getting to is that you are counting little tidbits of
stack here nnd there to say how many families own stock. 1f you
look at where the stock is veally held, and if that figure is covrect, that
one-half of 1 percent of the people own 80 percent of all of the corpo-
rate stock, then we can begin to see where this benefit will go, us far as
the tax reduction is concerned.

Secretary Humpenrey, Senator, I don’t think that will quite ex-
lain it either, 1In the fizures that you take into account with stock-
olders, it is a very rapidly growing thing and it must be a very rap-

idly growing thing, The pension trusts and these insurance funds
and these big funds ave becoming very large covporate stockholders,
They are listed as big stockholdors, which they arve, but the money
they get belongs to millions of other people.

Senator Lona. Is it not true that the bill we have here provides
that only individuals would get the benefit of this double-taxation
proposalf

Secretary Humenrey, It is the individunl, but you are talking
about where the money goes, and I am saying that a lavge part of
corporate money goes to trust funds and to funds that are listed as
being stockholders which, in renlity, aro charities and things that have
a very wide distribution, -

Senator L.oNa, Will these charities and pension funds get the hene-
fit of this double-taxation picture? .

Secretary HoMmenrey, No. The charvity dossn’t pay w tax at all,
It doesn’t need a benefit,  ‘The benefit, goes to indivi({unls. But when
?'ou are talking about the amount of money that goes to big stock-

rolders, you must eliminate, as I am saying, these big stockholders
which are big stockholders for the benefits of millions of other stock-
holtlers like the insurance and pensions nnd trust funds,

Senator Loxna, 1f we are looking to seo who gets the benefit of this
proposal, you eannot count these pension funds in there because they
are not paying n tax anyway. ‘Then that narrows it down to the fuct
that you have about 6 milhon stockholders in this country and that
out of those——- ‘ .

Secretary Humenrey, No, you have about nine.

Senator Lona. As you spread this tax exemption, however, you got
down to the fuct that. the only study I have seen on this subject shows
that six-tenths of 1 pevcent of the people own 80 percent. of ull cor-
porate stock,

Secretary Iusmpnrey, I am sure that is a mistake. I am sure that
figure is not right,

Senator LoNa, Do you have any computation to meet that fignre?
Have you made any study of it? )

Socretary Homenrry, Oh, yes, we have got some figures, and I wilt
be glad to get information for you about it, but I am sure that figure is
in error, ‘

(The material referred to is ng follows:)
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DATA ON STOCK OWNERSHIP

Twa studleg huve produced figures simitar to those wmientioned by Senator
Long. 'The results are summnrized In INects of Taxation on Investments by
tndividuals by Butters, Thompson, and Bolliuger and Stock Ownership Among
Amwrlenn Famlbes by Katonn, Lansing, and dedanost, Michigan Business Ite-
view, January 10563, Thesoe are the first sclentifle surveys in this area and‘arc
based on very small smmples, in one case only a few hundred people,  Bven
those who collected this data have important veservations about the accuraey
of the concentratlon of ownership figures. For example, the Katona study
Ntites:

“Phese data are new, they arve available from one survey only, and they cannot
be cheeked sutistactorlly axninst any existing stattsties,  The findings must be
regarded, therefore, as tentative until they can be corraborated.

v ¢ Tt g possible that the snmple * * * contning oo many or too few
tamilies who own stock worth $1 millton or more, sud it is ot course possible
that the fnformution on the value of thelr holdings 1s erroneous,”

These studles contaln the tgures used by Senstor Long which are based on
the value of family stockholdings, 'The same studles also coutain estimates of
stovk ownership based on family fncome whileh show less concentration than
the figures used by Senntor Long and nnd are more shegntficant in appraising the
tax vevision blil,  Another recent sample shows that 53 percent of the shayey
of the Unlted States Steel Corp held by individuals is held by persons with in.
comes under §10,000.

Discussion of the concentration of ownership of publicly held stuek is not
strictly relevant to (he proposal in the bill,

‘I'he I covers hoth publivly held and privately held corporate stock; the
studies cover only publicly held stock, This wmeans that the large number of
small, closely held corporntions are completely excluded. It is estimated that
there are 1 milllon or 2 wmitlien shareholders who owan shaves only in so-called
closed corporations (exeluded from the sneveys),

Lhe bitl reters to dividends revefved s the surveys cover the value of the stucks,
There are wide vavirtions hetween the value of stocks und thelr dividend pay-
ments,

The hill gives greater rellef to sinall shaveholders than to large sharcholders;
the interences drawn from studies on stock ownership take no acconnt of this
fact and thereby overstate the concentrntion of direet benefits from the
provision,

There Is an unmistakaltle trend toward larger fharcholdings by smatler in-
vestors, who would recelve the largest proportionate rellef as a result of this
provision. ‘The proposed 10-percent credit would mean 50-percent veliet of
double taxation for an investor subject only to the first bracket—20 percent-—
tax rate. ‘This sne evedit would mean only 20-percent veltef for an jnvestor
in the dt-percent bracket,  In the highest tax beacket the rellef would be only
11 percent, .

The Cmannan, My, Secvetary, if that is true, assuming that the
percentage is along that line, would it not be well to do those things
taxwise and otherwise to bronden the base of stack ownership?

Seceretary Husenrey, ‘That is vight. 1 think the chairman is fol-
lowing the point that I tvied to muke a minute ago, that what we arve
secking to do is to bronden the ownorslul}> of Ameriea in the greatest
possible way and that is the best thing that can happen in Amerien.

think it is going on very rapidiy, if you will laok at the trend of tho
. J o b ! .
figures.  You will see that it is going on and it should be enconraged.

Senator Irear, My, Chairman, may I ask w question right along
that tine of the Secretary, whom T admive very much? If we are
going to broaden the base, then we nre going to have to have a greater
number of stockholders coming from the Tower- and middle-income
groups. If wo give lurger personal exemptions, it would meun a littlo
more money with which they could buy stocks, would it not ¢

H ) P L

Secretary Husmpenrer, I think it is far better to give it the other
way, to give them the inducement to buy the stock and in that way save
the money.
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Senator Frear. But if theiv income is not such that they can buy
stock because they ave paying it in taxes, then they can’t own the
stock. Wo have got to give them money with which to buy the stock.

Secretary Humrenuey, But Senator, we have given $714 billion out
this year already. That is a tremendous amount of money to put out
in 1 year.

Senator Lona, Tsn’t it all going to the same people, thongh?

Secretary Humpnrey. No, Senator, this goes to every single tax-

ayer in America. They all get something. There is not one who

oesn’t get something,

Senator Lonag. Might I point this out, Secretary Humphrey : When
this excess-profits tax expired, the people who hold corporate stock
weto the people who got the exclusive Swm‘lit of that, and that goes
entirely to the snme people who hold this corporate stock to get the
benefit of this double dividend proposal, I other words, there is the
same group ﬁot.ting the second round of relief,  'That is by and fur o
gronp that benefited from the expiration of these Tust inerenses in
income taxes.

Secretary HumrHueey, What you are doing is putting the money
where it can be used to make the jobs that people have to have. .\
tax cut does you little good if you lmven't got a job. ‘That is what
we are losing sight of all through this discussion.  We must provide
jobs, and I think I can demonstrate to you that it is even more neces-
sary now than it evor was boefore.

Senator Burikw., Secvetary Humphrey, is it tvwe that the dedue-
tion credit is limited to the first $50¢

Secretary Humenmney. $50 this year and $100 next yeav. Then the
percentage over that is simply in tho fivst bracket.

Senator Buterr. That would not mean very much to a large stock-
holder. ' '

Secretary Humrurey. It menns 10 percent of whatever it is, that is
all, It means much more to a little stockhelder than to a big one,
What o big stockholder gets, gentlemen—and I think we ought to
understand it—if he gets a thousand dollurs of dividends, is $100 free
and 10 percent of $H00, or $00,  No his gross saving in tax that we are
so concerned about. is 800 plus whatever tax saving results from ex-
cluding the $100 from his total income, The rest of it goes on and
he pays up to his highest rate on it. No the big stockholder is not
gotting any boon to be relieved of the high brackets in any targe
aniount, any ‘more than the fittle stockholder,

The little stockliolder gets n bigger pereentage, ns 1 say, beenuie that
first $100 is & bigger pereent than the 10 pereent. would be Inter,

Senator Jounson. Mr, Chairan, may I make un observation and
a very hrief one?

The CuamrMan. Senator Johnson,

Senator JonnsoN. 1 think the Seeretary is neking a powerful
argument for equity capital and an argument that should be made
and kopt before committees of Congress constantly, but is not the
problem today consumption and not production? We need consnmers
worse than we need producers, because we are producing more than
we can consume. I don’t know what we can do about it, but equity
cagitnl is not the only problem we have. We need some buyers.

Secretary Hoarenrev, Senator, Idon’t want to bo appenring to duck
that question, because that is the very one I want to answer, but I

e Sppr——————
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think 1 unswer it in my statement, and 1 will be glad to either finish
the statement or go to answers, but I don’t think it is worthwhile to
do both, beeause we will just be duplicating.

The Cnatasy. What is the wish of the comittee?

Senator Jonxsox, T would rather he would proceed with his state-
ment.

Secretary Huseneey, 13 doesn't fully cover it we will como back
to ity because 1 want to get that particulur thing thoroughly clearved
up. You say you don’t know what we ought to do about it. I'rom
my point of view, 1 know exaetly what we ought to do about it, Wo
ought to puss this bill, beeause it provides the buyers wo need both
ways, [ will tey (o cover that here and then come baek to it, ngnin,

The Covrsas. Senator Johnson, will you agree to that ¢

Sewtor Jouszos, Ewill be move than plenased to have him handle it
that way.

Senator Heareurey, The method of relief proposed in this bill is
a partinl restoration of the trentment originally accorded dividends
in 1013 und kept in the Inw until 1036, During that entive period,
dividends were exempt from the normal individual tax which was
typically the lirst bracket tax, The 10-pereent eredit against tax con-
tained in the present MlE will, in effeet, exempt. dividends from oue-
half of the present first beacket rate of 20 percent.  This is the same
general mot%md of relief adopted in Canada in 1949, but goes only
half as far, except in the ense of the small stockholder who, by the
terms of this bill, gets the first $100 of dividend income complotely
exeimpt.

It is one of the provisions which will help the expansion of business
and the making of more jobs, We only need to remember that the
avernge cost of providing plant and equipment for one job in America
is between $8,000 and $10,000, Tt is certainly in the interest of all
Americans that the incentive to provide the money to create more and
moro jobs is stimunlated so that our inereasing numbers of available
workers can have the opportunity for employment and wages at the
Amorican high standards,

Another provision of this bill allows more {lexible changes for de-
preciation,  'This proposal will benefit 9,600,000 individuals—farmers,
snll businessmen, et cetern-—-as well as 600,000 corporations, Hero,
again, the purpose is to stimulate employment, plant expansion, and
modernization,

The total deduction over the life of the property will not be increased
and only the same total sum will be given as a tax deduction, but less
restrictive rules than at present for writing off the investment in
machinety or plant will encournge moedernization and rebuilding of
moro efficient plant equipment and the creation of more jobs for the
production of better and cheaper things for living,

Other countries have used specinl depreciation allowances with great
advantago to encourngo investment in new equipment and moderniza-
tion of old plant and equipment. Tho change in tax allowances for
dopreciation in this bill are quite limited compared to deprecintion
treatment in countries such as Canade, Great Britain, Sweden, and
Gormany.

Nothing can so add to our national strength and prepavedness ns
modernization of the whole industrial plant in Ameriea. There is
nothing that ean make more sure more jobs at which millions of people

r s
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can earn high wages by producing more and better goods at less cost,

Our tax program has two objectives: (1) revision to reduce hard-
ships on individuals and baveiers to incentive; and (2) reduction of
oxcossively high taxation as rapidly as it is justified by cuts in (Govern-
ment spending. :

About 70 percent. of all wo spend is for seeurity,. We have made
some savings in this area, and wo will make more, but no one wants to
endangor otir security by eutting expenses unwisely.

The only way the Government ean save money is to reduce its spend-
ing. This means either reduction of people from the Government
payroll or buying less material, which, in turn, means that the people
who produced that matorial ave temporarily out of work. The dollars
that are saved in Government spendiug rmKwos work for the mun who
used to get those dollmrs,  So that big reductions cannot be mado
quickly withont seriously dislocating the economy.

As wo cut Government spending, wo must return to the people in
tax cuts—as we are now doing—the billions of dolars of (iovernment
money saved, so that it can then be put to making new jobs for the
people who previously received their incomo from Government
spending.

Pooplo who have been making things for the Government for killing

must, in this period of transition, now get f'obs making things for
living. Those who were making tanks and guns must now make
wlashmg machines and automobiles, A great transition must take
lace, .
N T'o have real prosperity in Americn, we cannot stimulate consumer
buying alone. Large tax cuts to millions of individuals just to buy
consumer goods is not enough. Millions of people in this country
earn their?iving making heavy things—big lathes, generators, heavy
steel, and machinery that consumers do not buy. "Such things are
purchased by investors. Our tax program not only returns billions
of dollars to consumers but also seoks to stimulate the investment of
savings to buy the products of heavy industry—in the production of
which so many millions of Americans get their livelihood.

This administration is opposed at this time to any further tax cuts
than those proposed in this bill. We are particularly opposed to any
increase in personal exemptions, for two simplo reasons:

First, we cannot stand any further loss of rovenue. An incrense
in exemptions of $100 would cost about $2.4 billion. An increase to
$1,000 would cost nearly $8 billion, ]

gecond]y it would entirely remove millions of taxpayers from the

taxrolls, The President snid, in his broadeast, that “the good Ameri-
can doesn't ask for favored position or treatment. * * * Lvery real
American is proud to carry his share of the burden, * * * T simply
.don't believe for one second that anyone privileged to live in tﬁ\is
country wants someone else to pay his own fair and just share of the
cost of his Government.” When a further reduction in taxes is justi-
fled, it should be made b%reducing the rates.

The CrrammMaN. Mr., Secretary, I would romind you that the 80th
Congress took about 7 million taxpayers off the volls. Having partiei-
pated in that, I have no shame about that.

Senator Hoxy. At that time, Mr. Chairman, it also incrensed ex-
emptions of those over 65 from §600 to $1,200. '

The Criamman. That is right.
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Sonator Hory, Which accounted for some of the $7 million taken
off taxes.

Thoe Crzamman, No one escapes tnxes in this conntry.  You pay all
of the taxes that there ave, Stute taxes, city taxes and hidden taxes.
But they are no less clom-]y demonstrable becauso they ave hidden.
‘The average Ameriean is paying, perhaps, a fourth of his income in
taxes of one kind or another.,

Secretary Hunmeurey, There is no doubt, Mr. Chairman, that taxes
must comw out of the cost of things, ‘There is no doubt of it,  On the
other hand, the whole problem with respoect to taxation is two things:
LFirst, how much money do you spend? 'The only real way to reduce
taxes is to reduce spondinf. When you decide how much money you
aro going to spend, then the only othier question thero is with respect
to taxes 1s how do you fairly distribute that burden ¢

Senator Mawrnrin, Mr. Chairman, the big taxpayer in America is
the consumer,

Secretary Humpnrey, It has been suggested that the current eco-
nomic situation requires some tlypo of tax action different from that
proposed in this tax vevision bill,

Just what is the status of our economy at the momont? Thero is
frequent discussion nbout unemployment and how things are turning
down. We can be mislend about how bad business veally is and how
much pickup can be made. This doesn’t mean that I do not renlize
that a man who is out of a job is in serious trouble. I do not discount
his difficulties in any way. ‘This administration is concerned to see
that overyone who wants to work can have employment. But let
me call your attention to these plain facts:

In Junuary and February of this year, there were more people
omployed in America than in any January and February in the whole
history of this country, except in January and February of last year.
In Junuary of 1953 there were 60.8 million people employed, and in
February of 1958, 61 million. In January of this year, there were
9.8 million employed, and in February, 60.1 million. I repeat this,
Except for one year—1953—January and February of this year
;ll!l(} more people employed than any January and IFebruary in our

istory. .

Some economic indicators show downward trends in comparison
with this same time last year, which was he highest year in our history.
The index of industrin{ production is down 8 percent; civilian em-
ployment is down a little, as we have said; and the gross national
production is down about 1 percent.

Yet, construction is running ahead of 1963, Business plant and
equipment plans for 1954 are at a very high level. Personal income is
running a very little higher than a year ago. And the general price
level has been oxceptionally stable,

Some people, foaring further downward trends, ask when the Gov-
arnment is going to get “in” and do something about it.

The fact is that t.l‘;e Government is always “in.” There are so many
things that the Government does—or does not do—that have n very
real bearing on the state of the economy.

‘There are many things that the GGovernment has alvendy done;
things recommended which are now before the Congress; and things
which the administration has proposed either for the future or for
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action by executive agencies, all of which have and will help strengthen
our economy.

First, in things already done, we should look at an area ol Govern-
ment action very close to us at Treasury—the nrea of tlexible debt
managenent and monetary policy. .

The Federal Reserve Board—with its responsibility for monetary
policy—reduced reserve ro(\niromonts of member bunks substantially
us early as last June to make suve that there would be no bar to the

roper volume of bank credit necessary to a growing economy. 'The

'ederal Reserve hus purchased short-term Government secuvitios in
the market, to increase bank reserves, for n considerable period. The
rate at which bankers can borrow from the Federnl Reserve wus
reduced early in February.

Treasury debt manngement also has been o positive factor, and
Government interest rates have fallen to the Jowest poind in nmany
years, Last July, the Treasury had to pay 214 pereent for an s-
month loan. In February we paid the same rate for a loan running
almost 8 years, And our last 1-yenr money borrowing was at 164
percent. Ninety-day bills cost elose to 215 percent last June: now
they are down to 1 percent.

n the current economic enviornment, the Treasury has purposely
dono its financing in a way that would not interfere with the avail-
ability of long-term investment funds to corporations, State and local
governments, and for mort%nges to homeowners. We want to be sure
that plant and oqluipment, ome building, and other construction, all
have ample aveilable funds. The fact that construction thus far
this year is running so high demonstrates how effective these policies
are,

Wo have the Small Business Administvation to ease the proper
handling of credit in this particular and vital part of our economy.

Porhaps the biggest way that the Government is continually
the economy is in this mater of taxes, We have noted that tux cuts
offected this year will total $7.4 billion, the largest total dollar tax
eut in history. This saving of such huge mmounts of money for peace-
time yse should have a tremendously beneficial effect in stimulating
the economy. -

Soma of the things recommended by the administration and now
before the Congress which will have considerable bearing upon the
economy are as follows:

The President. has asked legislation to broaden the base and benefits
of old-age insurance. This legislation is currently before the House
Ways and Means Committee,

In the housing bill, which is currently before the Senate, are two
administration proposals affecting the building of homes. We have
asked that the Government be allowed to change the torms of govern-
mentally insured lorns and mortgages ns circumstances requive. We
have asked that a secondary home mortgage market be established.

The administration has urged that the highway construetion pro-
;}zIrnm be increased and a record sum has already been voted by the

ouse,

The administration is recommending a positive program for flex-
ible price supports for tha American farmer. The President’s pro-
gram is being actively considered by both the Honse and the Senate.

’
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The administration has taken specific actions within the executive
departients and with other governmental bodies to do things that will
hu{ ystrengthen our economy.

\\'(‘ have recommended legislation to improve unemployment insur-
ance and the administeation has nsked the governors of the various
States to study the posstbility of making pnyment scales more realistic,

A commiittee for State, local, and Federal planning has been ap-
pointed and is now at work,

The President has asked the Oflice of Defense Mobilization to redi-
reet its stockpiling program, which will help distressed mining areas,

The administration is going nhead with improved planning of its
public works programs which can be available for any emergency.

Last, but far {from least, the tax revision bill which we are specific-
ally considering today, will. upon enactment, have a tremendously
helpful effect upon the economy.  While it is basieally a long overdue
tax reform bill, it can help greatly the current economic transition,

There are many business projeets nround the country which are be-
ing held up pending final decision of this revision bill, It is imper-
ative that the earliest possible action should be taken. When the bill
is enacted, these new or expanding businesses can go ahead with their
plans, which will result in the creation of thousands of jobs and the
vital expansion of our economy.

The Crzairman, Mr, Secretary, T would like to invite your attention
to the fact that the administration has taken a favorable viewpoint of
reclamation matters. In nddition, they have approved a wool bill
which will help the wool growers of the West, T ey have approved a
measure on stockpiling, which will help the miners of the West,

Seerotary ITusmenrey, Thank you very much. We will see that
those things are added.

The Government. is always in the economy. That is one of the facts
of life today, DBut we must vemember the fundamental principle that
the best governnent is the lenst government,

It is the citizens of our free economy who, through their initiative
and ingenuity, must make sure that we i:ocp moving ahend with higher
employment, higher pay, and better living for all.” Tho steps the ad-
ministration has thus far taken—tax cuts, monetary and debt manage-
ment operations, as well as the other items outside the fiseal field—
are steps in the direction of restoring more freedom to our economy.
And in more freedom in our economy is the strength of our Nation—
not only in the current transition period but in the long run as well.

Mr. Chairman, with your permission I would ask Mr, Folsom to just
run through in detail, but not at any length, these various items, and
then I will bo pleased to resume, Senator, the discussion of the very im-
portant point you brought up and any other matters that we can.

The Cuivamaan, Proceed, Mr, Folsom.

STATEMENT OF MARION B. FOLSOM, UNDER SECRETARY OF
THE TREASURY

Mr, Forsom. I nin M. B. Folsom, Under Secretary of the Treasury.
Mr. Chairman and members of the committee, you ench have before
you n document giving a brief summary of 27 of the principal provi-
siong of this bill. This document was prepared for your help in
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studying the various provisions. I think if you will take the docu-
ment up and go ulong with me, I can briefly outline it.

(The analysis referred to follows:

)

SUMMARY OF 27 OF THR PRINCIIAL PROVISIONS OF H. R. 8300

1, HEAD OF FAMILY

PRESENT

Siogle peo&le supporting certain de-
pendents iu thelr homes are treated as
heads of household, with tax rates half-
way between those of single and mar.
ried people. Kffect ig to increase tax
rates on famities with children when
one parent dies.

PROPOSED

Allow full split income treatment to
widows and widowers with dependent
children and single people with very
close dependent relatives, rogardless of
where they live, Eliminates special tax
rate schedule for heads of households,

Nuwber of taxpayers benefited: 800,000.

2. DEDUCTION FOR DEPENDENT CHILDREN REGARDILESS OF EARNINGS

Parent cannot claim child as depend-
ent If child earns over $000, Effect is
to discourage children from earning
over $600.

Number of taxpayers benefited: 1,800,

Permit parent to continue to claim
child as dependent regardles of earn-
Ings if child {8 under 19 or is a student
and meets requirements of support.
Child will pay tax on own income in
excess of $600. Remove present feature
which burts incentive and gives rise to
sharp increase 1n family tax lability
;lue to an extra dollar of child's earn-
nge.

000.

8. BUPPORY TEST

{a) Dependent allowance provided
only on the basis of specified relation-
ghips or legal adoption. No allowance
for foster children or children awalting
adoption whom the taxpayer supports
in his bome.

(d) No dependency exemption if
several people share cost of support and
10 one provides more than haif of cost.

(@) Allow the taxpayer to claim as
a dependent any individual over half
of whose support he provides, regard-
less of the degree of relationshiy, if the
dependent lives in the taxpayer's home
as & member of hig household,

(b) Permit peaple jointly supporting
& dependent to declde among themselves
that some one of them may claim de-
pendency exemption.

Number of taxpayers denefited : 100,000,
4.' DIVIDENDS-RECEIVED EXOLUSION AND CREDIT FOR INDIVIDUALS

Income is subject to double taxation,
once to corporation as enrned, and
again to individual stockholders when
remaining corporate income is dia-
tributed as dividends,

See attached analysls for detalls,

Correct-exlsting inequity and ellni.
nate double taxation completely on first
$100 (350 in 1064) of dividends re-
ceived in & year by exemptlon of that
amount from individual tncome tax,
Give partial relief on dividend income
above $100 by a 10 percent credit (5
percent in 1054), Remove longstanding
obstacle to equity financing.

Number of taxpayers benefited: 7,000,000.
ANALYSIS OF DIVIDERD EXCLUSION AND CREDIT FOR INDIVIDUALS PROTOSAL
H. R, 8300 provides for the elimination of double taxatlon completely on the

first $50 of dividends for 1934 and the first $100 for subgequent years by provid-
fng that thoye amounts are to be excluded from the income of the individual re-
celving the dlvidends. It glves partial relief on dividend income above those
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umounts by previding that 5 percent of the dividends shail lie a eredit ngalinst tax
for the year 1054 and 10 percent of the dividends as a credit agalnst tax in 1955,
The credits apply to dividends received after August 1 in cach year,

History of the erempiion of dividends from individual income ta@

When the tirst income tax law was enacted in 1913, n normal tax was im-
posed on individuals at the rate of 1 percent. In addition, a tax was imposed on
corporations nt the rate of 1 percent. At that time, dividends were completely
free of the normal tax in the hands of the individual because, as the committee
reports on that act state, the corporation was merely thie collecting agent for the
shareholder and the income should be taxed only once. This prineiple continued
in the income tax law until 1036 with dividends being exempt £rom the normal tax
but subject to surtax,

In 1936, President Roosevelt recognized the inequity of the double taxation of
corporate Income: tirst, in the hands of the corporation and, second, in the hands
of the Individuat; and recommended that this be adjusted by the use of the un-
distributed-profits tax which would exempt the corporation completely from tax
if 1t distributed all of fts jncome. Tn the confusion over the enactment of this
proposal, the dividends received credit by the individuanl was aholished and has
not been in the law since that time. The recommendntion to now permit such
a credit to an Individual s, theretore, not a new suggestion hut merely restores
to the tax law the historieal concept of a credit to the individual for dividends
received, With a 20 percent first bracket rate, the 10 percent credit will exempt
dividends from one-half of the first bracket rate. ‘Ihis will be one-halt of the
relief accorded prior to 1036 when dividends were fully exempted from the normal
taX, which was usually the snme as the first bracket rate.

Relief from the double taxation of dividends has been recommended by numer-
ous congressional groups and outside organizations, The method adopted is
consistent with the orlginal treatment {n this country,

Faeperience in foreign countries

The method of relief from double taxation is a modification of the dividends
received credit adopted in Canada in 1049, However, the present Canadlan
credit is 20 percent instead of the 10 percent provided in this blil,  Moreover,
Umiting the credit to the amount of taxable income, when it is less than the
amount of dlvidends, is a vestriction not imposed under the Canadian system.
On the other hand, the dividend exclusion pirovided by the bill {s more liberal
than the Canadian method for persons receiving small amounts of dividend in-
come, 1t should also he noted that by another method complete credit has been
permitted in Kugiand for over a century. No change in this method has been
recommended by the Labor goveriments in Bugland,

Purpose of the recommendation

The purpose of the recommendation, in addition to removing the inequity
fnvolved in the donble taxation of corporation income, s to provide a source of
equity capital. Corporations in recent years have had difileulty in obtaining
equity capital with which to expand and buy new equipment. ‘This has been
especially true in the case of small business.

Tho ornership of stock in American corporations

Statistics of {ncome for 1930 shows that move than three-fourths of all indt-
viduals reporting dividends have incomes of less than §10,000, nnd over 44 per-
cent of dividend veelpieuts have incomes of less than £5,000.  Shareholders are
not o elass apart, but include farmers, housewives, sehooltenchers, husinessmen,
retired persons, craftsmen, skilled and unskilted laborers,

It is desirable to encourage nny trend toward wider partleipation in stock
ownership of Amertean industry, The proposal will encourage such investment
by many individuals who are now Inclined to prefer comparatively riskless
outlets for thelr snvinus because of the tax penalties an dividends patd on cor-
potate shares,  Thix should help attain @ broader base of ownership fn Ameri-
can enterprise and a wider participation in its earnings,

Ihe proposal follows the principle of the yraduated invcome tar

The proposed dividend excluston and credit confers partinl vellet for double
taxation in the most adintnistratively feasible wmauner, The method of ad-
Justment affords greater vellof for the tow-income investor than for those at
higher income leveils. The percentage reduction of tax under the combined
dividend exclusion and credit s greatest in the lowest bracket and declines
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. .
progressively as the income level rises. For'éxample, in the case of a married
couple filibg a joInt xeturn, the 10 percent credit alone will reduce existing tax
liabilitles on dividend income in the $4,000 first bracket (subject to a 20 percent
rate) by 50 percent; on dividend income in the $12,000 to $16,000 bracket (sub-
Ject to a B0 percent rate) by 83 percent; and on dividend income in the $32,000

ww‘

bracket (subject to a B0 percent rate) by 20 percent. At very high

incowe levels, the percentage reduction in tax on dividend income will be about

11 percent,

6. BETIBEMENT INCOMB CREDIT

Sncial security and raflroad retire-
ment benefits are not taxable; other
forms of retirement lhcome, such as
teachers' penslons, are taxable.

P'rovide more equal treatment and
alleviate hardships by allowing retired
individuals a 20 percent tax credit on

.retirement income up to $1,200, Retire-

ment income would include pensions
and annuities, Interest, dividends, and
rents. To avold duplicating existing
exemptions, retirement income would
be reduced by the amount of soclal secu-
rity or other exempt pension incomé,
T6 equalize status of retirement in-
come with nontaxable social-security
benefits:
65(@) A)jow credit only for people over

*(d) Provide reduced credit for each
dollar of income earned cver $900,

(o) Require earnings of $6800 in 10
prior years as basis for qualificatio
for credit. .

- Number of taxpayers benefited : 1,500,000,

6. TAXATION OF PURCHASED ANNUITIES ON LIFE-EXPEOTANOY BASIS -

* Thtee pofcent of cost fi taxable; bal-
ance hotitaxable unttl cost iy recovered;
thén full amount 14 taxable. Bffects

‘vdry widely and erratically with type
of annuity contract and circumstances
of the taxpayer. In some cases, tax-
payer cannot possibly recoves his full

ost tax-free. In others, the taxpayer
ﬁecomeg fully taxable on annuity pay-
ments after short period of retirement.

Determine taxable portion of each °
annuity payment in a uniform manner
on the basls of life expectancy by per-
mitting tax-free recovery of cost over
average life. Simplity reporting of an.’
nuity income, Avoid abrupt change in
taxabillty during "lifetime of petson
receiving annulty.

.

Number of taxpayers benefited : 800,000,
" 4 EMPLOYLES' PENSION AND PROFIT-BHARING PLANS

(a) Requirements are colplex and’
credte uncertainty as to whether par-
ticular plans qualify. Discretion to
develop plans to meet individual needs
is restricted. Benefits are taxed in-
cousistently. Inadequate safeguards
;o %mvent disslpation of pension trust

unds, .

() Present value of survivors' an-
nulty ls subject to estate tax on death
‘o husband,

{a@) Provide clear, simplificd rules to
facllitate determination as to whether
particular plans qualify, Plans are
granted greater flexibillty to adjust to
speclal needs, but cannot diseriminate
in favor of key employees or stockhold-
ers, Benefits are given more uniform
treatment. Trusts are prevented from
dissipating funds in certain prohlbited
transactlons. Co '

(3) No estate tax on death of hus-
band. Tax the benefits to survivors in
same way a8 benefits ic original retired
person were taxed.

!
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8, EMPLOYEES' SICKNESS AND ACCIDENT PLANS

Present

() Law s indefinite on tax status.
Fear exists that employees will be
taxed on insurance premiums paid by
employers on their behalf,

() Payments received while sick are
tax-cxempt if pald from an insured
plan. Payments from otlmr plans nra
taxable, | R e

Proposed

(a) linmovo’ fear and uncertainty by
providing that employees are not tax-
qble on employers’ contributions,

(b) Remove discrimination between
fusured and self-insured plang. For
qualified plans, limit tax-exempt pay-
:‘Lentq to §$100 a week of compensation

i togs of wages,
pita], medical and  surgleal benefits

from qualtled plans.
Number of tnxpayexs benefited : i’o(entlully, all employees.

N
I .o MnchL ‘EXPENSE\DEDUOTION  \

(a) Deduction - for expenses in' ex-
- cesg'of § percent of income/ .
b) Celling of $1,250 per mrsou m\
per family.
(0) any broad deﬁx;!thn oﬂ,medt-

i?] expeuses i1
-} o~ & e
! . b s

N
Y

Number of mxpnyex-s beneﬂted 85000‘)0 !

N

No deducilon allowed.
. <.

..
e,

. (sa) Reduce percéntage requirement
0
@) Boubie celling \o $2,500 per per-
. son and $10,000 per family.

(g) Tighten definition to exclude
31' nary household supplies,

uction aof cost of | transportation
Heckssgly for health byt not ordinary
}vlng eXpefises lncurr«i during trip.

Overall effect of proposed changes is
to liberalize and extend reltef in real
hardship situntions dug to heavy medi-
‘cal expernige but curb dednction of ordi-
;mry or luxpry living,txpenses in guise
medlc;l ‘costs,

7

10, OMILD OABE DEDUCTION //’

Allow degdtction for expenses up to
$600 for, care of young children, paid
working widow, widower, or

her whose husband is incapacitated.

Exempt i1 full hos- .

Permit:

s e o

Numbor of taxpayers benefited: 800,000,

11. DEDUCTION OF INTEREST CIIARGES IN INSTALLMENT CONTRACTS

. Interest element in carrying charges '
is not deductible unless stated sepa-
rately in the instaliment purchase
contract.

Permit the deduction of interest up
to 6 percent of the average unpaid
balance due under the contract during
the taxable year.

Number of taxpayers benefited: 1,600,000,

12, GIFT TAX ON PURCHASE OF HOME

If a man buys a home for himself and
his wife and takes title Jjointly, the
value of the wife's share is treated as
a gift for tax purposes. Taxpayers are
frequently unaware that such a pur-
chase constitutes a gift and fail to flle a
gitt-tax return,

Eliminate this difficulty and relleve
taxpayors of gift-tax flling requirement
on purchase of home in these situations
by recognizing no gift until the house is
sold and then only if therc is a net
transfer of funds from one spouse to
another,

22
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18. SALF OF PATENTR BY INVENTORS

Present

An amateur inventor may receive
capltal-gains treatment on the outright
aate of his patent; a professionul wmay
not. Distinetlon between amateur and
professional and between royalty ine
come and instaliment payments arbi-
trary and confusing. Discourages scien-
title, inventive work.

Proposed

Provide falr, clear-cut rules to elimi-
nate present .nrhitrary and contusing
distinetions.  Allow capital.galng trent-
ment oh sules of patents by Inventor if
bared on productivity of patent for
perlod of not mere thun i years and sale
proceeds recetvable ln 3 years, Encour-
age seientifle work,

Number of taxpayers benefited: All Inventors,
14, REAL-ESTATE DEALERS

Generally taxed at ordinary lucome
rates on gain from sale of Investment
holding.

Allow renl-estate dealers to segregite
investment holdings, as is done by deals
ers (n secutltles,  Allow capltal galus on
long-term holditige, Reduace ltigation,

18, BALES OF REAL ESTATE BY INDIVIDUAL INVESTORS

Individual Investors owning real es-
tate may be classified as subdividers and
taxed at ordlnary income rates unless
property 18 sold in a single tract.

DPermit owners of investment real es-
tate to xell property in separate pleces
and still recelve capltal-gains rates,
Facllitate disposttion and development
of property now frozen by tax uncer-
taintles,

16, DKCLARATIONS OF XSTIMATED TAX BY .INDIVIDUALSN

Extlimates of tax and payments ave
due March 18, June 106, September 18,
and January 15, with tinal return om
March 15, No effective penalty for un-
derpayment if adjusted by January 15,
Declaration required in large number
of cages where there is little or no tax
llabllity in excess of that withheld.
Complex and severe charges for failure
to comply.

Number of tuxpayers benefited : 1 million exempted from filing estimates,

Change March 15 date to Aprll 16 tor
both finnl return and first esthmate,
Qive additional optional bases for esti-
mates of tax due, Ellminate returns
for about 1 miillon taxpayers with small
Hability not withheld at source. Im-
pose d.pereent nterest charge on de-
ficiency In quarterly payiments, it they
fall short of 70 percent of amounts ac-
tually due.

All

individual taxpayers benefited by extension of final return date to April 15,

17. DEPRFCIATION

Cast of bulldings and equipment
usuaily depreciated by straight-line
method in equal amounts over ex-
pected life of property. Rigorous estl-
mate of useful life, resultiug In retavded
rate of writeoff of costs, Dlscournges
investiment, especlally risky, long-range
commitments, ’

See attached table for examples.

Restore some dlscretion to taxpuyers
on  depreclation allowances, Permit
larger depreciation charges on, bulld-
ings, machinery, and equipuent (includ-
ing farm buildings and equipment) in
carly years of life of property through
use of the deciining-balnuce method at
double the corresponding straight-line
rate. This will reduce tax barriers to
Investment by: .

(a) Letting property bo written oft
while risk and prospective income can
be foreseen,

(b) Permitting ' gome short-termn fi-
nancing for capital equlpment. Lib-
eralization of particular fmportance to
smill growing businesses since it will
improve working capital position,

Number of taxpayers benefited: Individuals, 0,600,000 ; corporations, 600,000,
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Annual charges for and geoumulated depreciation of an asxet costing $100,000
1with estimated life ag shown undcer both straight-line and 200 pereent deelining
balcmm'

10-your Itfe m-_vmr o

Year

Stralght-line
10 peroent

0 parcent des
(‘lln ng balatice
20 percout

Straight-line
8 porcont

Y0 purcent de-
¢ Ilu ng balnce
10 poroent

Aunnbnll Cumus | Annual] Cumus | Annual {Camas fAnaunl | Cumus
charge { Intive | oharge | latlve | chargo | Intlve | charge | latlve

} 8;8&:(0 $0,000 3%000 $5,000 | $5,000 (810,000 | $10,000
3 30, 000
4 40,000
5 , 000
4. ), D00
7 70,000
8. 80,000
¥ 0,000
=l|) 100, 000
12

5]

L]

5.

18..

17..

18,

0.,

PROVISIONS OF PARTICULAR IM

PORTANCE TO NMALL BUSINESS

18, ACUMULATION OF SURPLUS

Present

Penalty tax on unreasonable accumu-
lation of earnlngs to avold individual
income tax, with burden of proof on
taxpayer to prove retentlon not unrea-
sonable and requirement of immedlate
investment, Source of serlous uncer-
tainty and controversy. Hspecially
burdensome on small business which
cannot readily accumulate funds for
needed expansion projects,

Proposed

Shift burden of proof to (overnment
if business rubmits rengons for accurnu-
lation. Remove requirement that re-
tulned earnings must be invested im-
mediately. Provide that first $30,000 of
retatned earnings {8 not subject to pen-
alty tax. Remove existiug fears and
uncertainties. Permit accumulation of
adequate liquid funds for future expan-
slon and financial reserves. Aid growth
of small business from internal capltal
source,

19. REBKARCH AND DEVELOPMENT KXPENBK

No specific statutory treatinent, Un.
certainty whether particular expendl-
ture ts deductible or must be capltalized,
particularly where there ls no regular
research budget. Unusual vesearch ex-
penses must he capitallzed and written
off {n Inter years. Discourages re-
senrch, Kspeclally restrictive for small
business.

Provide definite rules, glving optlon
to thxpayers to capitallze or write off
resenrch and experimental expenses
currently. Encourage research and ex-
perimental activity., Help small, plo-
neering businesses.



106 INTERNAL RKVENUE CODE OF 10484

20. NRT OPRRATING 1088 DROUCTION

Present

Tary careyback for 1 year; carryfor-
ward for B,

Proposed

Extend logs carrybnck to 2 yonrs; cone
tinue S-year carryforward. Help small
bustinesses wdth Haetmiting tneome by
fierearing the apportunlty for pronygm
tux rellef (o tide over a perlod when the
eurh s most needed,

21 PARTNRRRIID PROVISIONN

Inndequate  statutory  provislons,
Prosent trontment based on rulings and
court decisiona i3 uncertaln and in-
cousistent,

Provide  comprehensive  clear-cut
pattern of trentment,  Shuplity rules
and ellminate confusion,  Permlt for-

wittion of aml changes In partnerships

without  uwndue  tax  complieations,
Factlitate flexible, equitable arvange-
ments {0 pavinership transactions,

B0 CORVORATE RRCAPITALIZATIONN AND REORUANIZATIONS

Complox nnd uncertain tax trontient,
Unduly restrictive in conncetion with
chunges In corporte form of sl
businesses,

Many differcnces between gutey for
computing lneotwe for (ax purposes and
rules for computing fucome for business
purposes uikler gonerally aceepted aee
conuting principlea.  Difforonces cause
unnecornrry adiintstrative work and
oluborate  veconcllintions,  ‘Pax  rules
tond to spocd up the voperting of ju-
come amd to defer (he deductlon of ex-
POBNOR Al losses

1) Prepald incomo In taxod before
oarnbd, and .

(@) Nocurront nllowance Is made for
rosOrYeY fur Knowa future expenses,

Simplify and make certain, o gea-
oral, permit tax-free ehnnges o caplial-
fantiony, with tax tmposed only when
futids or proper(y ave withdrawn from
corporitions,  Change  some  of  tax
rules which now toree sale of smalt busl-
nesses to laeger corporations and at
same e prevent badl-out abuse,

280 ACCOUNTING PROVIBIONA

Bring tax rules into Wnvmony with
genevally  aceepted  acconnting  peine
ciplon, thereby elfmtinting to a great
extent necessbty for taxpayees to malu-
talt  two  setx of records,  Provide
rentlstie thnlaig of weeme for tax pur-
mses fncontormity with seutid business
practives:

L) e prepald fncome as enrned

12) Recopnixe  deduetions for  re-
serves for known future exponses ; and

(1) Allow propevty taxes to be allo-
catod ratably over the peviod for whieh
the tax {r imposod,

24, 80IL AND WATNR CONSRRVATION KXPENSK

- Uncertaln and very lmitod tax dedue.
tion for sofl nnd wator conservation ex.
ponse,  ‘These exponditurds ave gener-
‘ally eapltalined as part of the cost of
the lnnd which ts ot deprecinble and
therefore recoverable only upon sale of
the land.

Allow current tax deductlon for apoc-
Hfied xoll.ednservation expeuses wot in
pxeess of 2 pereent of gross farm in-
come,  Clavities tax teeatiment and en-
COUTRReR somd conservative practices.

Numboer of taxpayers denefited: 500,000,

P
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an,

Present

() Complex and unelenr elassitiea.
tion ol notwetallic minerals for pure
poses of pereentage depletion, wilch ex-
clides i fow nonmetallles,

(b)) No clear statutory definktion of
A property for purposes of pereentagre
depletion  allownuees, Meaning  of
proper )yt ik unrvowly defined,

Pereentigee depbaton deuled on
minerals produeed  frome “mine  tadle
inas~neenuntlinted  waste  naterinly
from wmintng operations,

(X

107

NATURAL RESOURCRS

Proposed

Only minor chinnges, In view of budget
message tecoimmendation for postpone-
ment of major consideration in this
area.

() Sappiy o simpler, mse compres
henslve ctussbication and grant per.
centage deptetion to omitted nonmetal-
Hex,

() Allow the taxpayer grenter flex-
bty in eombiningg operating interests
i identitying a minerat property,  1ro-
vide elear, warkable detinttion of prop-
orty,

() Esteud pevcontage depletion to
CHCOBHLRY recovery  of inerals from
residune,

24, FORELAN INCOME

L) Dividomds from foreign subsld-
favies taxed at regular United States
rate,

M lneome from
taxed as oarned,

forelgn dranclies

(e} Credlt allowed agniust Untted
Stater tax for forelgn neote (ases
paid, subjeet to overall and per coun-
(ry Hltations,

udy Iavestment (rusts can mnke no
use of forelgn tay eredit whieh they
receive,  lnvestors in sueh trusts pay
tan an the disteibuted tncome without
benetlt of foreign tax eredic,

() 'I'nx focome from foviegn sub-.
sidlarvien at rate 14 pereent helow
United States eate. "This will reduce
tengeney of foreign conntries to rafse
thele rrtes to ones,

(0) Permit foreign branches to be
txed ax subsidiades, o at the re-
duced vate,  Poxtpone tax wntll income
s brought home as fin the ciuse of for.
elen subsidinvios,

1) Brenden definition of  foreigan
txes which iy be eredited. Remove
averall Huitation on tax eredie, to avold
present penalty ou companies golng ine
to new countey where they expeet to
operate temporarily at a loss,

) Permit regulated  Investmoent
rusts with substantlnl forelgn invest-
ment to pass taxn credlt on to thely
stockholders,

27, ADVANCE PAYMENTS BY CORPORATIONN

By 1030, corporations will pay thelr
entive eame x e twe equal instali-
ments on Mareh 15 awd June 1h, Cou-
contration of payents feads to e
Nuctnations in publie debt and disturh.
anves in money markets, Well mannced
carporations fund tax tabilities tn -
vitnee by purchase of shovrt-term Qov-
ernment gecurities, on which Govern-
Nent payr tnterest,

Requirve estimates and advanee pay-
ments on Septomber 13 and December
T mtarting at § porcent in 14930 nod vis-
fu to 20 pereent fn 1850, Rxengit flest
00 of tax HaMiity, which will ex-
otipt over 0 pereent of all corpori-
ttona, but {ess than 10 pereent of total
corporate tax Habllky.  Provide options
for ostimates comparable to new op-
tHons for Individuats, fueluding veliof
provision for eovporations with hecome
concentrated  in (ast o part of | year,
Npewnth tax receipts, publie dobt and
money market movements? save {ner-
ext by requiving nvge corportions to
pay cuerent tax diabiitios to the Gove
ertiuent  ustendd of - barrowlne: - tnx
money from thew,

Number of corporations affeeted @ 35000 out of tatal of 4250,

400404 - pt, - <8



108 INTERNAL REVENUE CODE OF 1954

ProvisioNs CLOSING I.OOPHOLKS

Over 50 loophules have been closed, as noted by Chairman Reed. These
Include

(a¢) Amortization of premium on honds with short-term call dates against
ordinary income and subsequent sale at capital gains rate.

(d) Unilinlted tax-exempt sick benefit pnyments under insured plans, by
which high-salaried employees could increase thelr net income, after tax, several-
fold while on sick leave. Tax-exewipt benefits in the form of wage and salary
contintiation payments limited to $100 a week,

(0) Purchase of corporations to secure beneflits of loss carryovers.

{d) “Bail-outs” of corporate profits at capital gains rates by issuance, sale,
and redemption of preferred stock.

(e) Collapsible partnerships,

Income taw rates and evemptions—1913-54

Exemptions
Range of rtes
Income yeur (0
'orcent)
singlo | Marrioa | Popond-

Mar. 1, 1918-18..ccuueeeen. ... -7 43,000 $4,000
1018... ~15 3,000 4,000 |..
1017, -7 1,000 2,000 $200
1018... 6 -77 1,000 2,000 200
1010-20 4 -3 1,000 2,000 200
1031, 4 -3 1,000 2,500 400

023. ~B8 1,000 2,50 400
103, -4.5 1,000 2,500 400
1024 ~48 1,000 2,500 400
19025-23 1 5-25 £, 800 3,800 400
1929.. . . 8~24 1. 800 3, 500 400
1030-31 Jv:% 1,500 3. 500 400
1632-3) 4 1,000 2,500 400
103439 -1 1,000 2, 500 400
18401, -7 800 2.000 400
191, 10 -81 %0 1,500 400
104243 19 -83 500 1 200 350
104445 2 - A00 per capita

1046-47 10 -88, 4, H00 per capita

1048-49 16.6-82,1278 600 por caplta

1050. 17.4-84.3 601) per caplta

1031... 20. 4-91 0800 pe'r caplta

1082-R} 22,2-02 000 per caplta

1084... 2 -9 600 per capita

1 & velustve of tha defenso tax of 10 percent of the total tax dute.
# ixclusivo of the viotory tax :g)rlloahlo to 1043 which was imposed at a rate of 8 percent on net Incoma
after n pordfie examption of $1,245 for & marriad couple flling 8 joint return and $824 for othor taxpayers.

Ooynirtnco? rwempiions and oredits for family with 3 ohildren and first dracket

taw rates, 1940-54
Comblned ox-| Conibined ex-
emptlons and]  First emptions ad|  First
Yoar credits for bracket Year erodltafor .| braoket
(nmﬂwnh rate - faintly with rate
three ohildren three children
Peroend Pereent
£3, 200 4 43,000 16.¢
3,700 10 3,000 16,9
2,30 19 3, 000 17.4
2,250 19 3, 000 20. 4
2,800 n 4,000 ‘R2
2,500 19

Erreors oF INCREASES IN EXEMPTION

For 1054, it 1s estimated that 47.2 million taxable returns will be filed, repre-
senting 77.7 million taxpayers.' The total individual jucome tax liability 1s es-
timated at $20.2 billion, . ’

1Bach joint return counted as 2 tazpayers, )

™



A seat

INTERNAL REVENUE CODE OF 1954 109

Eftects of fnr'rm.tc.o in excmption adove present $600

Reductlon in | Reductlonin [ Ruduction
n

Fxempiton tuxable number of [
returns taxpiayers labllity
MUtions Afiltions Billionx
$700... 4.1 7.0 $2.4
$300.. 7.6 13.2 4.5
$000... eiiiiiedceieiiiiee e s n.2 14 8.3
$1,000° oLl Tl 4.6 2.4 7.8

1 Ench Joint return counted as 2 taxpayers.

The increase in the level of income received wholly tax-free by a family with

three children is shown below, asswming standard deductions:
Nr::‘t;a:nebla
m

Exet;xptiuu :

——— 5, 000

Following table from page 3 of Report of the Committee on Ways and Means,
Housa of Representatives, to accompany H, R, 8300, a bill to revise the internal
revenue lnws of the United States, March 9, 1954,

Effcct on receipts, flscal ycar 1955, of measures contained in your committce's dild

[Milions}

Loss Qain

Individuals:

Ttems having permancnt effect:
Full split income for hioad of family...
Dividends rovetved oxclusion and credit
‘Taxation of annuitles on life expectancy
Deduetion for certaln dfopondnuts regardless of

of taxpayer's b
nioets suﬂm
Retirement income credit.
Deduetlon of interest charges in

Modleal .-
Chilld care deduction. ... ...

Personal exernptlon for tms .
Promi{um test on life ins
nmomue in chuluhle oontrlbunon I
R pomont.. cverrenennaan

who

tal
Ttomy whlch merely shift deduction or nooms between taxable years:

Soll and wator conscrvation expenditures !..
Depretiation !

8ubtotal.. cevescanie
Combined offect for Individuals ..........o.oceieiinniiiinnt
Corporations:
mns having dlm:t rovenue effect:
Natuml resou!
Treatment of inoomu from foreign sources
Subtotal 1.

Ilunlg whlerl:artnomlyahm deductions or lnoomo betwesn wmblo ymu

Net operating loss deductlon !
Accounting provisiouss ...

Suhtotal 2

Total
Extonsion ol ) lwrmnl Tute for § year
Combined cffect on corporations ¥

Grand total, individuals and corporations. .. .......oiiiiiiniiiien

! Ttems with substantial incantive offects.
1 A small part of this estimate applles Lo Individuals, but this eantot bo clearly segrogatod.
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1954 Taw reduction progrivi—-t'ull-year effects
Rillione

Reduction in individual income tax, Jan, 1, 19054, .. v ccnmiicacncnanae $3.0
Ellmination of excess profits tax, Jan. 1, 1064... 2

Tax revision bill

Reduction {u excise taxes, Apr. 1, 1054 __..__ e ————————————— 1.0

NoTR.—$1.1 blllion of this total will occur fn fzcal 1984 ; nlinoxt all the rest will occur
{n fiscal 1956,

Diatribution of tae savings betiwween individuals and corporations

Individuals | Corporations

“Hiltions Billions
Individual income tox reductlion 3.0 [..eennas .
Fxcess profits tax oliminatlon PO $2.0
Tax revision bill......... . 8 K]
Exaiso reductlon.e........... 8 .2
T2 T PR 4.4 28

Summary of budget fgurer, fiscal yearg 1M3-53

(In billlons)
1858
1983 netual Tranun Nudget 1
estimate NSsage
Jun, 8, 1983 [ Jun, M, 1954

Expenditures:
Natlonal sceurlty . .. $50.38 4.7 M8.7 49
Allother............ u.7 2.2 2 X 0.7
Total oxpen 4.0 e 10.9 65,6
Not recoipts. .. o8 R0 6.6 62.7
Doficit.. 0.4 83 20

Mr. Forsosm. The first item on page 1 is the changing of the defini-
tion of head of family. It now is head of houschold and is treated dif-
ferently from husband and wife. The bill would accord full split
income trestment to widows and widowers with dependent children
and others with close dependent relatives. That would benefit £0,000
taxpayers and would cost us about $50 million, .

t the buck of this list there is & consolidated list showing the
cost of these various items, but I will indicate tham as we go along,

The second item has to do with permitting families to claim chil-
dren as dependént even if they earn over $600. That will affect
1,300,000 taxpayers and will cost about $75 million.

The third item broadens the definition of suppurt, mainly to bring
in fostér children ns dependents. That would affect about 100,000
tm'ilmyers and will cost about $10 million.

he Cuamaran, Mr. Folsom, I invite your attention to the fact that
that is not & rich man’s provision. The fellow who most needs the
deduction is not the rich man. He can take it all vight. Ho can get
along without any deduction. The fellow who needs the $800 exemp-

' !
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tion that we are t‘a!king about is the average fellow and the fellow in
the lower income-tax brackets.

Mr. Forsoar. That is true, My, Chairmar, and, of course, the present
rule is quite unfeir,

On the next page you have a brief description of the dividend pro-
vision, As the Secretary has alveudy pointed out, this eliminates the
first $100—50 in 1954 and $100 next vear--of the dividends received
and then it gives n partial velief on dividends above that $100 by a
5 pereent credit on the tax in 1954 and 10 percent in 1955,

Ve have considered several different wiethods of handling this
and we feol that the plan that we are recommending is the fairest and
the simplest and the easiest to administer.

1 think if I indicate briefly some of the background of this you
might like to hear it.

Senator Jonxson. What is the costt

Mr. Forsoa, The cost of the first year is $240 million. The third
year, when it gets into full operation, will be $814 million. It will
benefit. roughly 7 million taxpayers.

Prior to 1936, as the Secretary indicated, there was no normal tax
on dividends. If you consider the first bracket as the normal tax,
that would mean now we would have a 20 percent credit, e are
suggesting a 10 percent credit, about half of what we had in 1936.
That. 1936 provision was dropped out—it. had been in since 1013, at
the time the undistributed profits tax was put into effect. The un-
distributed profits tax was stinply a tax on corporations for profits
which were not distributed in tue form of dividends. So there was
no taxation at that tims on the dividends that the stockhelders re-
ceived. When that was discontinued, they didnt’ go back to the pro-
vision which we had pricr to 1936,  Since that time we have had this
complete double taxaticn »f dividends.

The Cuxamryman, Do you handle it as an item against the tax rather
than an exemption or a d~duetion? Why is that?

Mr. Forsom. We don't itke the proposal of taxing only the earnings
that are not distributed Le-ause it penalizes growing companies.  You
give an advantage to companies which are well established and pay
out a large percentage of ¢heir enrnings in dividends. The company
which has to depend on re wined earnings to finance itself would be
at & great handicap becauss the tax would apply only on earnings not
distributed,

Wa don’t think that is scund at all.  When that law was in effect
in 1937 and 1938, there w+: considerable criticism, It stayed on the
books a very short time boc 'use of that reason

Senator Hoky. Is there 'ny limitation on the amount of dividends
to which this 10 pereent ay plies?

Mr. Forsom. { will exylain that, We start ont first with this
exemption, a complete exeription of the $100. Then we recommend
10 percent cvedit for all dividends above that, If you take the man
who is in the $4.000 salary lass, he now pays a tax of 20 percent.
Let us say he has a thousand-dollar dividend, after the $100 exclu-
sion. He will get a reducticn of $100 in his tax. That means he is
paying half the tax on the d'vidends he paid before, Tle was pay-
ing 20 percent and now he i naving 10 percent. Iet us take the
man who is in the 50 pereent encket. ™ o gets the same $100 credit.
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He had been paying 50 percent and he will now pay 10 percent, so
he is getting the same dnl‘nr reducetion but only a 20 percent reduction
compared with the 50 percent reduction for the man in the 20 percent
bracket.

Senator Hory. Suppose he is getting a hundred thousand dollars
of dividends.

Mr. Fousom. He will get a 10 percent credit on it. .

Senator Hokx, There is no restriction on the amount of the divi-
dends?

Mr. Forsom. No,

Senator Frear. I would like to ask a question but it refers to the
previous item, Mr. Chairman,

I don’t want to delay this,

The Cnamxan, Go ahead.

Senator Frear. In your support back on No. 3, did you give any
consideration to & double exemption where the supporter of a blind
person is not the husband or wite? |

In other words, suppose it was & child, Ho now gots one exemp-
tion if he sups)orts u blind mother. But if it was the husband sup-
porting a blind wife, they would get a double exemption,

Mr, Forsonm, I am not sure whether that is in or not. I will have
to check that and let you know on that. I don’t think it is.

Senator Frear. Do you have any iden, if that were the case, that
you permitted that, what the cost would be in taxes?

Mr, Forsox. I imagine it would be a comparatively small itom.

Senator I'rrar, Thank you, Mr. Chairman,

My, Forsom, The system that we recommend to eliminate partially
the double taxation 0% dividends is the plan which Canada adloptcd in
1949 after a oon:})leto study of the whole situation. They now have
a 20-percent credit and we are only proposing 10 percent, 1 might
also sny that in England for years, since the beginning of the incone-
tax system over there, they have never had any double taxation of
dividends.

Senator Frear. Would you E)x'opose a 20-percent reduction if you
thought that the Treasury could stand it, i} you thought you could
reduce the income by that amount? What you favor doing it the
sume as Canada {

Mr. Forsom. We would like to try this system out and see how it
works. We are now suggesting 2 steps, 5 percent and 10 percent,
and then we will depend entirely on the revenue situation at that time
‘a8 to what wo suggest, : '

Senator Jourxson. ‘Under your plan, when do we reach the maxi-
mum of $814 million? -

Mr. Forsom. In 1057,

Now, going to the next page, we have the retivement income eredit.

Senator LoNa. What is the purpose in putting these things into
effect graduallyt If the* are going to go into effect, why not go
ahead and put them in¥ If we are going to have tax reductions next
year and the year after, why not consider the,overall economy and
consider all taxpayers at that time.

Mr. Forsoa. This is mainly a question of the loss of revenue in-
volved. Wo ave trying to lose iust as little revenue as we can and
at the same time give the people the benefits,

o e e - g




INTERNAL REVENUE CODE OF 1034 113

Sonator Loxa, 1t seems to me vight now you are thinkjng in terms
of who should be getting tax reductions this year, next year, and the
year after.  You have got a few of those tied by the propuosals in there
that are geing to help some widow and a few people like that, It
amounts to about $250 million that I can see. Those things just
oceur in the first year. They don't incrense, so far as 1 ean detor-
mine.  Are widows going to get any additional benelit the second
and third years?

Mr. Forsom, Noj; they continue right on,

Senator LoNa, At the same rate, but on the other hand these corpo-
ration benefits grow year by year,

Mr, Forsom, If we conld stand the loss of vevenue we would like to
do it this year, but we can't do it. 1 also mentioned the fact that
these individual tuxpayers have already just gotten a $3 billion cut
on January 1,

Senator LoNe, How much of that benefit goes to the average labor-
ing man? Half of them didn’t make more than $3,600 a year and
the socinl-security incrense wiped out their savings,

Mr. Fowsom. Socinl security is looked upon by most wage earners
as saving for old age. It is not the sume as income tux,

Senator Lona, As far as increasing thejr purchasing power is con-
corned, & workingmun with $3,500 a year income has less money to
spend now than e did before that 10-percent reduction in income
taxes went into effect, doesn't het

Mr. Fowsont, I think that is about the brenk-even point, somewhere
around there,

Senator LoNa. And more than half the workingmen make that
much or less, :

Mr. Fowsom, But the point I am making is that there was o §3
billion tax cut to individual taxpayers the first of the year.

Senantor Lona. There is one point I have in mind about that, though.
¥rom where we stand right now, based on your tax program, the
avernge Inboring man has less money in his pocket to spend now than
he had before the tax reductions went into effect, It seems to me that
those in the lower income brackets are more likely to spend money
buying these consumer items that we would like to have purchased
than those in the upper income-tax brackets, It is true that & man
making $50,000 & year is paying a very high tax, but he is in a position
to buy all of the foods he wants. 1f he is enting red beans and rice,
it is just becnuse he has had enough beef stenk for the time being.
But a workingman would like to buy clothes, shoes, washing machines,
and things that he hasn’t been able to buy up to this point. But he
doesn’t have any more purchasing power.

Mr, Forsom, Many of these provisions in here will benefit the
individual taxpayer.  The important thing, as the Secretary pointed
out, is that we want to create move jobs for these people.

Senator Lona. You point out to me the provision in this bill that
will put more money in the pockets of the average workingman with
a wifo and two children,

Mr. Forsom, I will get to quite a fow of them ns we go along. Iam
guing to point. them out to you here. I'have mentioned in each case the
number of taxpayers that will benefit. You have a million three hun-
dred thousand, as the chairman pointed out, of tho small-income
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t:;x&x:j\(')ers who will benefit from this exemption on dependent children
o .

.We have got 8.5 million benefiting from the medical expense pro-
vision that T will ’ﬁab to later on. I will cover those as I get to them,

Senator Lona. That is providing they have some considerable mis-
forhtl?e. How much is that medical expense going to cost the Govern-
men

Mr. Forsonr. It will cost us $80 million. It benefits, we think, 8.5
million tnxlpayers.

Senator Lona. That is about 8 percent of your third-year cost of
this provisionj isn’t it

Mr. Forsom. You ean’t pick out any individual item but must look
at the bill as a whole.

Senator Lone, That is about 7 million, Aside from that 7 million
and about 1 million on it~

Mr. Forsom, The one I am getting to next is the retirement income
credit which would benefit a million and a half taxpayers. That pro-
vision, Mr, Chairman, has to do with the fact that now we exempt from
taxation the benefits from social security. Under this provision we
would extend that exemption to peo;;;le who are retired from other
pension plans, teachers’ plans, firemen’s plans, widows, policemen, and
so forth. They will all get the same credit we now extend to Et))eople
receiving social-security benefits. So we estimate that will benefit
a million five hundred thousand people over 65 and it will cost us
$125 million, .

'I'he next item has to do with the treatment of annuities. It would
simplify the tax treatment of annuities and pnt it on what we think
is a fairer basis. I will not'explain that in detail.

Senator Long. Mr. Folsom, you just said the individual received
about $3 billion at the beginning of this year in tax benefits by a re-
ducftiior;. Is that difference of 2 billion, between 3 and b, in excess
profits

Mr. Forsom. Yes. .

Senator Lone. Let me ask you this quéstion: How many taxpayers
do you have paying income taxes in this countryt

r. Forsom, Ithink there are 47 million taxable returns,

Senator Lona, More than half of them are paying more income tax

now than they were paying—when you add the social-security in-
crease—at the first of the year.

Mr. Forsom, No; it would be anything like that high figure.
" Senator Lone. My understanding is that half of your laboring
‘men have had no tax reduction if you consider the social security.

Mr. FoLsom. Many people are not covered under social security.

Senator LoNg, .Qut of that 47 million taxpayers, how many mullions
of them are not going to receive any benefit at all from this bill¥ Have
you made any calculation of that{ .

You have got several million who would benefit from the medical
expense provision, although I believe it might spread over quite a few,
that is about $80 million. If you are going tq spread $80 million
among 47 million taxpayers, you are not going to suve them much
money. ‘

Mr? Forsosm, That applies to the people with great needs, with
heavy medical expenses,  Which ones of the 47 million will get that
relief no one can tell. : ‘

!
!

T Py
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Senator Lona. You say you have perhaps as many as 9 million tax-
wrers who own some corporation stock. I would ask this question:
1en you get to this widow over here and this man who has the work-
inig child and this person who has a very high medical expense, do you
be {eve %lmt is going to have something for every one of these 47 million
in here

My, Forsoy. There is 1 plan that we propose which will fully
exempt sickness and accident benefits from nondiscriminatory plans
and exempt up to $100 a week of compensation for loss of wages from
nondiscriminatory plans. That will benefit almost all employees at
sonie time or other.

Senator Lona. How much will that cost?

Mvr. Forsoy., We haven't any estimate on that. I might say that a
person with an insurance plan has that exemption now. Now we are
suggesting extending it to everyone, insured and self-insured.

Senator Loxa. I that is something that you ave going to benefit
everyone with, why haven't you gone to the trouble of finding what
the expense will be?

Mr, Forson. It is very diflicult to estimate it.

Senator Loxe. How much do you think it will cost the Government ?

Mvr. Forsoam. Idon’tknow.

Senator Lona, s it going to be a major loss of revenue?

Mr. Forsom. No, but it will be n benefit to the people who get it.

Senator LoNa. Do you think it will cost as much as$15 million?

Mr, Forsosm. Oh, probubly.

Senator Loxa. You think it would cost as much as $15 million §

Mr. Forsoa. We haven’t any figures at all on that.

Senator Lona. Isn't it your responsibility to advise us how much
revenue these benefits would cost ¢

My, Fousoa. We ave giving you the estimates we can on the cost of
it. That one which I will get to later on we cannot estimate.

Senator Lone. Do you think it would run more or less than $15
million?{

The CrairMaN. $14,999,999.

Senator Lone. I would like to have some idea, Mr. Chairman. 1 an:
not being facetious about it. .

The Ciairyman. FHehas given you a fair answer.

Mr. Forsom. Iecannot give you any cost estimates on it. I will look
into it and if we can, I will do it.

Now, Mr. Chairman, on page 6, as far as employees’ pension plans,
we suggest greatly simplifying the rules for qualification. They are
very complicated at the present time. We don’t think Congress in-
tended them to be that way. We want to change the law so we can
simplify the rules and so the small companies will know what kind
of pension plans will qualify and which ones will not qualify. We
would also make it very clear that we do not muke it easy for any plans
to get in that should not qualify.

he second smrc of that is survivorship annuities. In most pension
plans, and I think it is true in the congressional plan, you permit n
person to receive n smaller annuity and have it continued to his wife
after he dies. The way the law is now you would have to pay an
estate tax on the present worth of that survivorship annuity, Many
people do not want to face that heavy tax because they don't know
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whether the widow is going to receive anything. She might die a
short time after.

The Cuamman, How many pension plans are there?

Mr. Forsom. I don’t know.

The Cramrman. Fourteen or fifteen thousand?

Mr. Forsost. Probably more. Most plans have that provision it it.
What we are saying is that now the (Fersoh who retires pays an income
" tax on his retirement nannuity. Under the bill this will continue when
he dies and his widow, continuing to receive a survivorship annuity,
will have to pay the income tax just as he paid it. You continue it on
at the same rate. In the long run we think we will get more money.

Senator Wirrrams. This particular feature is for widows alone, -

i8 it not{

Mr. Forsom. It is for the estate and, of course, the widow will
natura]ly participate in that. 'We think in the long run we will get
revenue out of this and it is only fair trentment. J .

The next item is the employees’ sick benefit plan. At present if
the plan is insured, the benefits are not taxable,  We propose to give
tax exemptions up to $100 & week régardless of whether it is insured

or self-insured.

On the medical-expense deduction now, you can deduet for expenses .,

in excess of B percent. We suggest reducing that to 3 percent,

The ceiling is now $1,250 and we suggest raising it to $2,500. The
family ceiling is now $5,000 and we recommend raising it to $10,000.
We would also tighten up on the definition of medical expenses. We
think 8.8 million taxﬁayers will benefit and it will cost us $80 million.

The next item is the child-care deductioi, We recommend allow-
ing a deduction for expenses up to $600 for the care of young children
. paid by working widows or widowers or mothers whose hushands are

ncapacitated. That will cost us $40 million and will benefit about
800 taxpayers, ' Co .

Senator Lova. Is there any reason why that should not be more
than $600? Ts it that this proposal to recognize tHe expense of a
'working ‘mother and employing a baby sitter just the same as a busi-
Egss}r’nup whg has to employ a night watchman while he is away from

is business .

Mr, ForsoM. The Ways and Means Committee thoqght $600 would

be o fair figure. 5
Senator Lona. You completely exempt the businessman for the ex-

pense of hiring a night watchman, don’t yout Is there any reason -

why you shouldn’t completely exempt a widow who has-no husband
or no one in'the family to look after the children while she is gone
for the expense of hiring a baby sitter? :

3 I

Mr, Forsom. There is no exemption now and we think $500 or $600

would be all right. Thia will cost us $40 miltion,

Sengtor Lona. ‘As between individuals, wonldn’t it seem that she
is perhaps even more entitled to that deduction than some of those
people who draw corporation dividends? ° .

r. Forsom. It is'very difficult to administer this, anyhow.

';‘hie qcn.mumx. It is $600 more than they have ever had befors,
ien’t it . Ct ‘ R i :

Mr. Forsom, Sure; <
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The Criarman. It has taken a long time to grant anything. Noth-

in% has been done so far; is that correct §
fr. Forsom. We think $600 is a good start.

Senator Jorrngon, Would you give me again the cost of No. 10¢

Mr. Forsom. $40 million, : T

Senator Jorrnson, Would you give me the cost of the 8,500,000

. Mr..Forsom. $80 million. This is all summarized on the last page
of this document. .

Senator Long. What would the reaction be of the Treasury Depart-
ment to n proposal to permit working mothers to deduct that same
expense of hiring o baby sitter, even though their husbands are able
to work, even though they are married and their husbands are able,
to work?

Mr, IForsom. You.menn-att-working motherst

That wogld‘;r‘dd considerably to the.cost. ‘

'Senatgp-T.oNa, Is that the only objection to it, that it would add
to the c6st? .. -
Seefetary Humrnref. No; Senator, we a,fa\deﬁnitely opposed to

he Ways arid Means Committee held long hdarings on that and
any of therchild-tare onganiZations’and many of the churches and
great nﬁny eopl¢ c,ume-m‘g;;i objected to it. Thé Ways and Means

{Committ ected this as the'gropgr way. to do it. .
+ Senator Lona. t i¥ithe argunient against it} It is nota question

' of who objects, b hapi? the arglunent against it?

" Secretary Husrihey) (The child-delinquency cased. )

.+ Therd ard-great o gum" ts that the mother ought to be at home -

+. looking Rfter hen ¢hildre! yem,is & wage earnprin the family.
are soiie-cases where the mother 18

n ‘whére
\ Senato Lozm})f courcsg 4the(\
grking the children can héve\an opportunity tf go to college or

hil

become-Yetter citizens,
Secreta

umprRrey; Thet is right a(d it all depends on the a
ofthe children and-various ‘conditiops, but there was very defini
objextion to this ifi the hearings and testimony,

_ TheCrrammman, You favoer the increase t| roposed

Secretary Humpurry. We are in favor-6f doing it this way an
limitingitin this manner. o )

Senator Lowa.. Actually, thoughy{sn't that every bit as much of
a legitimate expense 6tithe piit of a mother who feels that she must
work, even though she is married, as it is on behalf of a businessman
who hag to hire that night watchman I was speaking of.

Secretary Humrnrey, That is right.

Mr. Fousom, Mr, Chairman, on item No, 11, we would permit the
deduction of interest on installment contracts. That will benefit
1,600,000 taxpayers and cost us about $10 million.

The Cramman. What kind of pieople would that affect?

Mr. Forsom. The people in the low-income groups, of course.

The next item is something that is very unusual,  If a man now
buys a home for himself and his wife and they take title jointly, the
value of the wife’s share is treated as a gift for tax purposes. Very
fow people understand that. We suggest eliminating that difficulty.
We are relieving the taxpayers of filing a gift tax unless the house
is actually sold, and then only if there is a net transfer of funds from
one spouse to another.
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The Cuamstan, Would this benefit vieh or middlv-class people or
pun})h\ in tho lower ineome-tux brackets ¢

Me, Forsos, 1 npplies to sveryoune,

Pago 9 simply gives o move definite and fuiver teeatment as to
capital gning tor renl-estate dealees and inventors. - We are (rying to
give eapitnl gains to those whe have bona fide elnim to it,

Pago 10 has to do with changing the dute for the iling veturn ot the
first. ostimate from Mavelo By to Apeil 1h This wmhd help many
taxpuyoers, and parvticularly would help the acconntants and the frust
departments and banks who 611 out income-tux veturns for many
poople,

ow, we gt to the ems atfeeting business coneerns, Onr main
proposil ag to deprecintion has (o do with making it optionnd for n
taxpayer to uso a deelining-balnnes wethod double the corvesponding
stenight dine vate, L have w able on the next page which will explain
that quite elearly, T think,  Wo have taken heve an asset that, would
cost. a hundred thousands dollaes, The fivst set of figures assines
that that asset is estinmted to last 10 years,

Under the present methods, the straight-line method, you chaego
$10,000 off cncl yoar.  You will end up with a total of $100,000 writ-
ton off.  Ou the deelining-balanee methad, the first. yeur you will
oharge off $20,000, This leaves you $80,000, 'The next year yon
charge oft 20 pereent of the $R0,000, or $16,000.  You take 20 pereent
of the balanee and it brings it down to $12,800,  You seo your charges
go dowi.  In the other colunm you have the accunmnluted figure, The
first 2 years undor the fivst. mothod you would Tinve written oft $20,000,
Under the proposed method you would have written ofl $3¢,000,  You
got 30 porcant baek in 2 yenrsand 20 pereent the other way.

At the ond of the third yenr you have written off almost half.  You
have half writton ofl in one-third of the life.  When you got. beyond
that point, you charge less on a deelining wmethod than on s straight-
line method, so we begin to pick up revenue on the fifth year. You
ondd up with gomothing still Toft,  You keep writing oft 80 poreent of
your balance,  In most ouses what is left would amount. to about. 10
porcent of the cost of tho assets, 11 you sell it at n loss at that time,
you enti chargo the loss against income,

The Crauwadran, 1 think it is obvions but. tell us, please, what is the
virtuo of that

Mr. Forsonm. The big advantage of this proposal is that in the tivst
placo your assot is writton oft in the way in which deprecintion actu-
ally oceurs, - A machine, like an automobile, deprecintes much faster
in the fivst fow yonrs than later on. - Wa nresimply recommending go-
ing in necord with actual practice.  The big advantage of it is that it
would stimulato people to serap old machines and buy new machines
becanse you can get your monoy back in tux reductions quicker than
youean under the other method.

1t would be particularly helpful to small business in financing the
lmrclmsn of a machine, Lot us tako this machine here of a hundred

honsand dollavs, A snll business firm would go to the bank and

say, “Wo ave making monoy and we can got a reduction heve of $36,000
from ont tuxes in € yoars,  Tf you will Toun us $50,000, T ean put up
another $14,000 and with this tax reduetion T ean buy this machine,”

Othorwise, ho might not bo able to do it.  We think it will greatly
stimulate the introduction of new machinery. ' '

!
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Senator Loxa, ‘Plint stinmdntion is based on the immediate loss of
revenie, is it not ?

Mr, Forsos, We will lose money on it but we think we will get. it
baek through inereasing our buse of taxes, l‘)vom}uulliy, of course, it
enn be dedueted only ones, s T pointed out before, aftor the fourth
or Bfth yenr on this machine we will be colleeting more taxes (han we
wonll on the other method.  We nve losing the first and making it
up Inter on. o the process we ave stimulnting the purclinse of new
machines which we think will inevense our rovenue,

Senntor Loxa, Will yon give us your estimnte of what your reve-
nue toss is for the tirst several years?

Mr, Fousos, Only for 1 yenr.  Wo are estinnting in 1 year over
O million individuals will benefit from this, 1t applies to real estote,
apartient honses, and overything else, providing you have it ns o
business operation,  H doesn’t apply to individual residences because
you cannot deduet for deprecintion on that now. it applies to busi-
tess propert e, . )

The Chanestan, The sooner (the property is fully deprecinted, up
goes the income taxes,

Mer, Forsos, Sure, Youenn fake it only once,

The Cramsan, 1 you took it all in the first year, thevenfter you
wonld have n heavier income tax, wouldn’t you

Mre. Forsom, Sure,

Senator Loxa, On the other hand, if a man confinues to expand
his buginoss nnd buy move and more machinery, every time you would
get ready to pick up that revenue if he hought more machines you
would not pi«'( it up, would yout

Mr, Forson, That wonld mean business was expanding and his
profits were going up and our vevenne would inevense,

Secretary hl'su'lnuw. Wenre after a lot of people working,  Tivery
time hie buys o nmehine a ot of people go to work,

Senator Loxa, Let's just wateh the revenue for n minute, though,
Suppose he is making a Ln'niit of $36,000 and he gets $36,000 additional
depreciation,  You don't colleet nny taxes on that,  If next year he
buys $36,000 more and continues to expand his business, you are not
collecting that revenne, nre yon?

Mre, Fotsonm, 11 his business is expanding we are gelling more
revenue,

S;mutm‘ Loxa, How are you getting it if he ix not expanding the
fax |

Me, Forsom, The ought to be making more profits,

Senator Loxa, If he makes more profits and continues to expand
his business, where are you going to colleet the tax?

Seeretary Tlovenuey, You get it ont of the profits and ont. of the
anrnings of all the peaple working, Fvery time n man goes to work
it helps the income tax,  You ave all partuers of mine.  Youn are all
working for me to some extent,

Senptor Tona. You say you ave getting it divectly from the salarvies
of the laboring men?

Seeretary TTevenmey, Out of the wages nnd ont of the profits of
the business und out of the people who make thess new machines,
“There ave going to he a lof nI!' eople making them and there will be
smae profits there, T we ean just sthuulate the buying of machines
and putting in the machines, owr income taxes will go up,
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Senator Lonag. Here is one question I would like to ask about that.
I understand that the automobile industry ean make about 8 million
automobiles n year. They ave only making ¢ million now. 1o you
think anyone is going to go in the automobile business if they can’t
sell the automobiles they have the eapacity to produce already?

Secrotary Huarnrey. You have heard Mr. Curtice state how much
he is spending. You don't need to guess about that, Senator Long.
Mr. Curtice hus stated the hundreds of millions of dollars that the
automobile business is spending. There is no question about that.
You don’t need to guess on that one. He has unnounced that he is
spending a billion dollars,

Senator Long. He is spending a billion dollars morve. Docs that
menn we nre going to have any more automobiles produced next year
than are produced this year?

Secretary Huarenirey., You ave going to have cheaper automobiles,
chenper and more eflicient production, more efficient factories, nnd
more goods of other kinds produced.

Senator Loxa, How do you propose to get this automobile produc-
tion to the 8 million that you alrendy have the capacity to produce?
How about those plants that are not producing at full capacity? Do
they need this incentive in order to go into full production?

Mr. Forsom. Much of this would go to improve old plants and
modernize them, ‘That will cut the costs and lower prices. A large

avt of the industry expense now goes to modernization and not always

o increased eapacity. It works both ways. Tf yon modernize and
fmt more up-to-dato muchinery you can cut your cost and therefore
ower prices,

Senator Lona. I can see merit to this plan and a great number of
tax reductions. It seoms to me when you try to determine which one
you are going to give you have to determine all of the items of merit,
considering which one would serve the greatest purpose at this time.
The question in my mind is, What is preventing the automobile in-
dustry from producing more automobiles? Ts it the fact that there
is not suficient tax incentive or the fact that they don’t have the cus-
tomers to sell the automobiles to? '

Secretnry HumpHrey, You are getting into a big field that is en-
tirely independent of the tax field. The reason the automobile people
right now aren’t producing more cars is becanse they produced too
many, cars of the old model last fall and they haven’t got them sold
yet. They have an inventory adjustment and tho inventory ndjust-
ment is-beine worked off and automobile production is currently in-
creasing. . ’

enator Lona. It sounds to me, Secretary ITumphrey, as though
you said what I asked, a8 though you answered my question to the
effect that they are not producing more automobiles because they don’t
have enough customers for the cars they have nlready produced.

Secretary Humeanrey., They produced last. year’s models and peo-
-ple want to buy this year’s models. You have to produce the kind of
goods that people buy. If you have some goods that wers last year’s
mode]s and you are coming out with improved goods, you will have
trouble selling last yenr’s goods. :

Senator Lona. Can you make the statement. that the automobile
factories are in full production of this year’s model ¢

!
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Seevetury Husrrrey., No, and they are not going to be for some
little time.

Senator LoNg, Then, as far as wanting this year's model is con-
cerned, the public apparently is not demuanding this yeur's model to a
suflicient extent to use present automobile facilities to full capacity.

Seeretary Homenrey, It is an adjustment of inventory.

Senator Lona. Is that model difterence the reason why steel is
oporating at G pevcent of capaeity rather than o hundred precent?

Secretnry Husmenruy, It is partly that. It is partly to the extent
that steel is bought from the autoniobile business. I had bettor wait
until I get buck on the stand, though, to answer further (Huest,ions.

Senntor Wnaiams. Mr, Folson, is it not a fact that this deprecia-
tion formula here is a formula which will be made available to the
small-business man, giving muany to some extent the same benefits
which have been available ulmost entively to the large-business man in
the amortizntion certificates?

Mvr, Fousom, Yes.

Senator Benzgrr, Mr, Folsom, this privilege has been in existence
bused on & rate of 150 percent,

My, ForsoM. Yes, for many years,

Senator Benngrr, It is now available at 200 percent. 'This is not
a new principle. In other words, going buck to your formula on page
12, up until this time, tuking your 10-year life basis, the businessman
has been privileged to deduct 15,000 the first year. Now, you ave
permitting hini to deduet an additional five,

My, Forsom. This is a plan that has been recommended by many
organizations. It is nothing that we have just suddenly struck upou
ourselves,

Sehator Lona, This incentive has some merit to it, but I question
whether or not as between two alternatives a businessman is going
to build a plant if he doesn't have suflicient custotiers,  nother words,
if ho can’t sell the product 1 have my doubts whether he is going to
build a plant. 1t might be better to approach the problem by trying
to have suflicient customers so he can sell that product,

Mr. Forgoy. Maybe by improving his rlunt he can sell at a lower
price and get u better product so he ¢an sell it

Seuntor Loxe. Kven at the terrvific taxes that business was paying
in 1953, you bad about $28 billion invested in plant and expansion when
you hnd o 52 percent corporation tax and nn excess-profits tax,  Does
that coincide with your }igures?

Mr. Forsom. Somewhere around that figure.

Senator Lona, That is my understanding, By contrast you can go
back to 1946 when you had no excess-profits tax and only a 38 percent
corporation 1ax and yet there was only $14,800 million invested in
plant_expansion. I am not saying that high taxes are going to get.
you plant expansion. 1 am not contaqdin%)tht;t for a moment. Iam
saying that the figures indicate that if a businessman has a market
for his product he is going to expand his plant and production, if he
hus someone to do business with and someone who will buy the product.
Do you have any facts to indicate that that has not been the case?

Mr. Forsom. Much of this expansion you mentioned is due to war
economy and inflation and things of that sort.  We will have to depend
on normal incentives from now on.  We don't want to depend on wir
and inflation to bring thum about,
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Senator Lona. The point is, if he had a chance of making profits he
wes willing to expand his plant even though the Government got most
of his profits, I question whether he is going to be willing to expand
his plard 3£ he has very little oppovtunity of showing a profit.

Senator Fraspers. Will the Senator yield for a moment?

Senator Lona. Surely. C

Senator Franorrs, I would like to sny that the most successful ele-
ments in American business sometimes invest to make a market instead
of waiting until & market shows up and then investing to tuke advan-
tage to n readymade market. Tt is part of the American business
scheme to invest to make a market,

Secretary Humprmey, Mr. Chairman, I just cannot refrain from
saying a word at this time, If the Senntor’s viewpoint was the view-
point of business, we wouldn’t have any America. The thing that has
made America is the fact that you have people in America who, under
proper circumstances and with proper feeling of confidence in the
security of their Government and in the soundness of the economy,
go ahead and complete new things, build plants to build new things
and make new things that people want and then go and sell them to
them. They don’t wait for pe()}l)‘le to come to their door and asgk them
to make something for them. Think of the new products. (o back
26 years. Look at the things that are made today that nobody ever
heard of 25 years ago, How could they ask for them?

People made them and then went ont and gold them. That is what
makes America. It is the stimulation of sound economy and & proper
bage on which to operate and confidence in the country that makes
people create all sorts of new things and crente markets and create de-
mand and get people to buy the things. You ean name # thousand
things. Take a television set. Who ever heard of a television set 23
years ago? Did somebedy come up and rap on somebody’s door and
ask them to please make a telovision! No, American business went
out and built television glants. They pioneered it. They developed
it, invented it, pioneered it, built plants, bought machines, put peo-
;I)‘fe to work, made television sets, and then went out and sold them.

hat is the way America has grown and that is the way America will
graw and the way it has to ﬁrow to provide jobs for all the coming
younger generation who will want jobs and more jobs every {eur.
America has to make more jobs every single year to keep the people of
America employed, Unless they are employed, all this business about
taxes doesn’t amount to anything because they won’t have anything to
pry them with, You have got to get that payroll first. .

enator Lone. I would just like to point out that in order for you

- to produce you need to have a market to produce it for. The facts

do mdicate that, even with high taxes, business is willing to invest in
plant expansion because they have done it.

Senator Frear. Mr, Chairman, I cannot refrain from saying some-
thing, either. The Secretary is a better booster of the last 20 years
than I thought he was.

"~ Seoretary Humpnrey., Even the Democrats couldn’t hold business
down; it is that good., Just think what we would have been.

Senator BenNerr. Mr. Secretary, I can't refrain, Do you think
the Democrats are going to succeed in holding business down under
the present ciroumstances by their talk of depression ¢

Senator Frrar. I hope not. !

!
/

/
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Mr. Forsom., Mr. Chairman, you will note that these are some pro-
. 2 : ny

visions that are designed particularly to help small business, There
has been considerable criticism in the past of the application of this
section 102 which penalizes what is called an unreasonable accumula-
tion of earnings in order to avoid the stockholders’ paying individual
income taxes, Under this proposal we would shift the burden of
proof to the Government to show that they must prove that the
amount being accumulated is unreasonable and not necessary for the
business, We think that is going to relieve the minds of a lot of
small business concerns and it will be helpful generally.

The next itemn has to do with the trentment of research and develop-
ment expenses, In lar%e companies there is little difficulty involved
in writing off the cost of development and research expenses. Insmall
companies there is some uncertainty about it. A concern might buy
a patent or have n heavy investment for research in one year. The
tendency has been in some cases to make them capitalize that and
write it off over u period of years instead of charging it off over 1
year, Now, we suggest making it optionul. A concern can write it
off in 1 year or spread it over a period of years.

The next item, the net operating loss deduction, we are now recom-
mending giving companies under this bill a provision to extend their
loss carryback to 2 years instead of 1 year. We would maintain the
same provision we have now of carrying forward losses for 5 years.
This would give them a chance to carxy them back for 2 years, We
feel that wil ;])robnbly cost us about a hundred million dollars orig-
inally but in the long run it-won’t cost us much because it is mn.inizy
a question of shifting. If you didn’t shift it back for 2 years you
might be able to shift it forward for 5 yeavs in the future. Wo can’t
figure exactly what the net cost will be. That will be helpful in a
small business particularly.

On page 14 we have o number of suggestions concerning partner-
ships and corporations, recapitalizations nnd reorganizations, They
are mainly with the idea of sim‘)lifying the present rules, They will
be particularly helpful to small businesses which want to remrange
thelr capital structures and we think in many cases it will prevent
the necessity of these small companies being sold to larger companies,
That is quite o detailed provision and I will not go into it but that
is the purpose of it. Of course, those provisions won’t cost us anything
to speak of.

On the next page there are a number of changes we are recommend-
ing in accounting provisions which will bring the tax rules in harmony
with generally accepted nccounting principles as to income and ex-
ponses. 'There it is & question also of shifting, primarily, but we think
that will cost us probably $45 million,

The next page has to do with soil and water conservation expenses
to farmers and wo expect it would benefit about 500,000 taxpayers and
cost us about $10 mihion. That is allowing farmers deductions for
soil conservation expenses.

In the field of natural resources we suggest only minor changes
because, as the President indicated, we postponed until later n complete
study of this whole question of natural resources,

The next item is the trentment of foreign income. At present n cor-
poration with foreign subsidiaries can deduct from its United States

45004~-54wept, 19
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tax the income taxes which it pnys to foreigh countries up to the full
82 percent. There has been n tendency on the part of these forei

countries to incrense their income taxes up closer and closer to the
52 percent because they say these corporations operating in their
countries will have to pay the 52 percent to the United States anyhow
and they should get it thero instend of having it come to the Uhited
States. In order to encourage investment in countries abroad by
American industries and to avoid this tendency for them to raise
their taxes, we propose in this plan that the tax income from these
foreign subsidiaries be 14 below the United States rate, 38 percent
instead of 52 percent. The so-called Western Hemisphere trade
corporations now have a tax rate of 38 instend of 62. We are following
the line already in the Inw relating to Western Hemisphere companies.

Senator Lone, What is the revenue loss thero?

Mvr., Forsom, $147 million. But we would be losing o good part
of that anyhow because these countries incrense their tax rates, of
course, and we don’t get the roevenues here. England, Canada, Aus-
teatia, and Germany, mostly have their taxes up to ours already. ‘This
is primarily to stimulate investments in undeveloped countries of
the world by American capital,

Senator Lona. How much would it cost if you just extended that to
new investments rather than applying that to existing investment
overseasf
b Mr, ForsoM. I don’t know whether we havo any estimates on that

asis.

Secrotary Humpnrry., You can’t do that,

Mr. Forsom, It would be very unfair,

Senator LoNa. Your present loss estimated is on the present busi-
nesses !

Mr. ForsoM, Yes, .

Senator Lona. Have you explored the possibility of working out a
dovice to prevent these foreign countries from raising their taxes by
virtue of the effect on our tax laws? In other words, have you ex-
plored to see how you might get this revenue without encouraging
these foreign countries to—

Mr. Forsosm. The purpose of this is to stimulate these companies to
invest in these undeveloped countries of the world,

Senator Lona. That was the second purpose yon stated.

Mr, Forsom. Becanuse mentioned them in that order does not mean
that is a secondary purpose.

_ Senator LoNa. You mentioned that these foreign countries were

raigsing their tax rates because they found that by doing it the loss

was not to the corporation doing business but to the American
ury.

?enator Bexnerr. That is what is known as the good neighbor
policy. '

Senator Loxa. Have you explored to ses whether there is some-way
Kou could perfect our tax laws so that o foreign country would not
have that incentive to raise its tax rate in order to deprive the Amer-
ican Treasury of the taxes that we would otherwise collect

r. Forsom, We don’t sea how you can do it if you don’t give
them credit at all because we can't tell the foreigners they can’t have
income tax in those countries or what their rate shall be.

!
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Senator Frear, But you do find a discrepancy in the income tax of
forcign countries bused on American capital? .

Mr, Forsom. Yes, it does vary. Somctimes they do tax companies
and not their own compunies. . .

Senator Cangon. Mr, Folsom, this 88 percent is already in effect
in the Western Hemisphere? 'This would muke it applicable to all
the other nations?

Mr, Forsom, Yes, sir. We suggest treating branches now the same
as subsidiaries. It would not apply to ordinary wholesale trade,

Senntor CarrsoN, Tt is limited to fuctory productiont

Mr, ForsoM. Yes.

The Crrairatan. Should it not apply to wholesale operations also?

Mpr, Forsom. Well, of course, that would stimulate exports and it
wouldn’t necessarily mean investments in these countries, It would
mean another loss of revenue,

The Criamman, Tho case has been brought to my attention. If
you ave in the wholeseale distribution of oil {n’oducta you have to
nln)uint:l\in distribution facilities and tankers and many plant facilities
abrond.

Mr. Forson, T know it has been pro)posod and we have discussed
it at length but we thought initially it should be confined to this.

The Cnamyan, That is what you thought but I am trying to find
out. what is the logicnl distinction between a distributing operation
and any other operation, It is all part of the economy. Tt is all a
part of Ameviean investment trying to do something abrond,

Mur. Forsom. This is where the main investment. comes, in this aren,
and not just shipping of goods to these foreign countries,

Senator BrunNerr. Under this law, isn’t that privilege given to
retailers? It is difficult for me to see how you can jump over the
wholesaler and benefit the manufacturer and benefit the rotailer and
assumo that the wholesaler is in a different class and therefore should
not be benefiting from this.

Mr. Forsom. One of the arguments is that we would be accused of
giving them an unfair advantage through rebates.

Secretary Humrurey, Senator, it is the difficulty with your deal-
ings with other countries if you are giving a rebate through a tax
deduction on goods made here and exported: The other countries
claim that is o rebate which you give. If you are denling in goods
in the other countries, retail or wholesule, if you are doing Eusinéas n
those countries, then you get the benefit of it,

Senator Benngrr. Should not your distinction bo at the level at
which the goods are distributed but the fact that they are manufac-
tured there?

Secretary Humrurey., Where the goods originate is the distinction,
not the fact that thoy are wholesalers or retailers at all. The whole-
saler gets it the same as the retailer does, doing business in the same
place and under the same circumstances.

Senator Franoers, Does the law, then, as you propose it, permit
corporations to get X tax benefit on their wholesale business under
ang circumstances?

ecretary Humenrey, On all goods produced in the country where
they are doing business. By a tax device gou cannot make goods in
Americn and ship them to Venezuela and get a tax advantage in
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America as o robate on your Venezucln sale because then you are in
trouble with your trade treatios with other countries of tho world,

Senator Franpers, Can you oxtract oil or usphalt from Venezuolu
and sell it in other countries abroad and get n tax advantage from
your wholesaling operations in other countries from Venezuelan
material? :

Senator Humrtrey, That is right.

Senator I'ranpers, You cant

Sceretary Hustenney. That is rvight, It has to do with treaty
relationships.

The Cuamman. Porsonally, I don't feel tho nnswers ave as clear
as they should be. My, Stam, will you give that some special atten-
tion for the committee's benefit? .

Secretury Humenrey, It is treaty relationships.

The Cuamaan. I think u lot of this whole field will be covered
by these treaty conventions, but they are not perfect yet, and the
matter of what the treaty is depends n good deal upon the integrity
in the practices of the countries abroad.

They can frustrate most anything we may do in the wny of foreign
trade %y internal policics. When you got all through with your
trenties and overything else, you have just got a piece of papor unless
there is an honest desire of the countries abroad to run their businesses
so that American capital can live in those countries. It is not only
a tax question, but there are nll kinds of questions involved, including
tariff regulations, regulations of money and all sorts of innumerous
hurdles that we know exist in trade that may upset anything you do
in a tax way,

Mr, Forsor, We will be glad to go into that more fully with you,
My, Chairman.

The Cuairman, If you would give us a supplemental memo on it,
I would apprecinte it. © We will have that question taken up in execu-
tive session because we have had several people point out that they
think the wholesalers should come under it. Wo would appreciate a
supplomental memo and also Mr. Stam will give it some attention.

r. IforsoM, We shall be glad to reconsider this subject with o
vigw to possible modification in the House bill and advise the com-
mittee uccordinglly.

The next item has to do with advance payment of corporation in-
como taxes, Due to the operations of the Mills plan, we are now
collecting 45 percent of last year’s taxes on corporations in March, and
45 percont in June, Next year it will be 50 percent in March and 50
percent in June, . '

That concentratesin a very short period of time this $20 billion we
are collecting from corporations, It upsets our whole debt manage-
ment program in the Treasury and also the money markoet generally.
What this bill would do is to spread that out evenly over the yenr and
at the same time advance part of the payment into the current year.
‘We would exempt from this all companies with taxes of less than $50,-
000, 1t means corporations earning less than about $100,000 will not
be covered by this. That would exempt about 90 percent of the
corporations, Only 85,000 corporations out of u total of 425,000 would

affected by this, That is where the bulk of the revenue comes from.
Most of the larger corporations are already buying tax anticipation
notes during the year so that they can turn them in in March and
June of ths Tollowing year against their tax liability.

!
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In thoso cases, we are paying interest on the tax notes. What wo
propose to do hore, starting in 1055, is to have the corporation in the
Yoar 1955 pay 50 percont. in March and 50 percent in June, wiping out
the 1954 tax linbility; we are asking them on September 15 to pay
5 pereent of their 1955 taxes and § percent agnin in December. Then,
in March they will pay 45 percent and 45 percent. The next year
they will pay 10 percent in September and 10 porcent in December
and 40 pereent and 40 percent.  Eventually, wo will reach a point in
1959 when they will pay 26 percent in September, 25 percent in De-
cember, 25 percent in Mareh and 25 percent in June, That gradual
approach we don’t think will cause any more difficulty than the in-
troduction of the Mills f)lzm. We think it will be good for people to
get more up to date on their tax payments and not to depend too much
on their tax linbilities to finance their current operations, That will
considerably ease our debt management problems and it is the only
wuy we can sea of getting around this difficulty we have now with this
heavy coneentration in March and June,

"The corporations will still be quite a little behind individuals. The
individunls ave starting in Jannary, Wo are going to ba liboral in
allowing for estimating in September.  'We have a libernl provision
so wo won’t hold them down to exact figures at that time,

Senator Frear, That’s very good.

My, Forsom., As the last item, there are 50 loopholes that the bill
would close.  Chairman Reed outlined those in presenting this bill
to the House and the only one T will mention is typical of the group.
It gets back to the question of sick benefits we were tatking about
before, Here is where wo nre going to save some money to offset
the cost of it.  When the present law was put into effect giving tax
exempt status to sick benefit payments under insured plans, vory fow
insurance companies would write policies providing more than $50
or $756 n week benefits, But, in recent years they have cut off the
maximum and now some of these insured plans provide almost un-
limited benefits when people are out sick, for executives as well as
the rank and file.

Under the present lnw, that is all tax exempt. Under our proposal,
we would put & ceiling of $100 a week on tax exemptions of any siclk
benefit plan.  That is typical of some of the loopholes which the bill
would plug.

T would like to turn to page 21.  On page 20 you have a historieal
record of the changes in incomo-tax rates and exemptions, On 21
simplified, you cnn take the ense of o family wtih three childven. 1
you start at the bottom vou will find 1864, The family now has an
oxemption of $3,000. Their bracket rate is 20 percent. If you go
back to 1947, yon will find their exemption was $2,600, That is
when the 80th Congress increased the exemption from $500 to $600,
The $2,500 was in effect until 1943, Tn 1941 it was $2,700. Al the
way bick to that time, wo have had exemptions lower than we have
now. At that time tho tax rate in the first bracket was 10 percont
and now it is 20 percent. In 1940 the exemption was $8,200, only
slightly above the $3,000 we hnve now, and at that time the first
bracket rate was 4 percent. If you go back the way you came up,
you would reduce tax rates considerably before you would get your
exemption above the present $3,000, ‘
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On page 22, we have a table showing the number of people who
would be affected by increasing the exemption. If you go up from
$600 to $700, you will cut down 4 million in taxable returns and ve-
duce the number of taxpayers by 7 million, assuming that ench joint
return is counted as two taxpayers. That would lose $214 billion,

Senator Canrson, On that table on page 22, if I x'en(% that cor-
rectly, it is estimated we will have 77.7 million taxpayers in 1954 and
if we had a thousand dollar exemption increasing it from $600 to
$1000, we would lose or eliminate for tax purposes about one-third
of the taxpayers of this Nation.

Mr. IForsom, That is about right.

Senator CarrsoN. At a time when I think everyone must feel the
responsibility and need for Government and their personal interest
i Grovernment,

.Senator Franpers, Mr. Folsom, I think I have expressed at pre-
vious times my dislike of the universal sales tax. Why isn’t Senator
George’s proposal the best argument for the universal sales tax that
has yet been raised? That is the only place you can get the money
that Senator George’s proposals would eliminate from the income
of the country. It seems to me he is batting right down that alley
and that he is campaigning for & universal sales tax. That is the way
it appears to me,

. Mr. Forsom. If we lose this $8 billion, we will certainly have to get
it back somewhere else.

Senator Frear. As a matter of fact, I think a combination of the
two could work, sir. Senator Carlson has made a statement now that
if we eliminate one-third of the taxpayers we are eliminatin{; one-
third from any responsibility of Government operations. 1 have
never been in favor of that, and I think the one-third might be elimi-
nated through this increase in personal exemption should be put on the
tax rolls in some manner at & minimum fee of $5 or $10, or whatever
that might be, and that probably would have accompanied the per-
sonal exemption bill,

Mr. Forsom. Of course, this $100 increase in exemptions doesn’t
mean you get a $100 tax reduction.

SJenator Lona, What is your argument for exempting aged persons
from meing an income tax up to $1,2008 Why do you feel the
should be exempt from paying any income tax when you take them o
the tax rolls

Mr, Fovsox, That has been in effect for some time,

Senator Lona. Don’t you have other provisions in this bill to give
further relief to those drawing retirement incomet

Mr, Forsom. We give that relief in order to equalize a situation
that now exists with regard to socinl security benefits which are not
tax exempt. We don’t think it is fair for a teacher or a widow of a
policeman to have the same benefits,

Senator Lowe. Either take away some of the benefits they are

tting or give more to others who are not getting the same type of
‘benefit, en you give more that indicates you approve of that
$1,200 exemption for the socm1~s_ecur1t{ income.",

, Mr Forgom., We don’t think it would be wise to start taxing those
‘people who are receiving social-security benefits and who have been
.exempt from taxes from the very beginning,

Senator Lona, You are proposing as a matter of administration

policy that an aged perspn drawing%lﬂoo & year should not pay in-

1
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come tnk. By contrust you arve proposing that a man drawing $51 per
month income should pay an income tax,” Doesn’t that person who is
working for that $560 need to eat just as mueh as an aged person who
is drawing $100 a month?

Mr, Forsom. Of course, he is making $51.

Senator Loxa. That is over $600 a year.

Mr. Forsom. He is entitled to a standard 10-percent deduction,
He wouldn’t pay any tax.

Senator Loxa, Let’s say he is making $60 a month. Doesn't he
need to ent just us much as an aged person getting o hundred?

Mr, Forsom. Sure.

Senator Lona. As o matter of fact, if he is workiné; for that $60
he probubly needs some extra nourishment, doesn’t he

Mr. Forsom. That is taken into account in setting the exemption.
That ts why you have the exemption in the first place,

Serator Loxa, Is it not true that when the cost of living advanced
that a man who had n $600 exemption found nbout 10 percent of that
exemption wiped out. With increased pensions to try to overcome
some of that, we incrensed old-nge pensions something over $5 a
month. Tn terms of purchasing power his exemption did not give him
as much tax exemption us he had before. Isn’t that correct?

Mr. FForsoa, At that time when we had those lower exemptions, the
total tax flow to the Government was considerably less than now.
Also, the initinl tax rate was much lower,

Senator Lona, You wouldn’t argue that a person making $58 or $60
fn m(?)nth doesn’t puy any taxes? You are not contending he is tax

ree

Mr. Forsom. Oh, no. e puys a lot of other taxes besides Federal
income tax.

Senator Loxa, As o matter of fact, it was President Eisenhower
who made the point that that man is paying 100 hidden taxes when
he buys an egg and 150 when he buys n loaf of bread and over 200
if he had the good fortune to be able to buy an automobile,

Senator WirLzams, Mr, Folsom, don't you think that the least worry
of any man earning that much is the rate of taxationt?

Mr. Forsoy. Yes, his tux is & very small item.

Senntor Loxa. Do yvou agree with the principle that the income tax
should be in accord with a person’s ability to pay the tax?

Mr. Forsoy. The present system is based on that.

Senator CarrsonN, Mr. Chairman, on that point of exemptions I
think it is interesting to note that the exemptions for dependents was
greatly increased from 1944 on. At that time, we made an exemption
of less than $500 and in 1148 we stepped it up to $600. The exemp-
tions for dependents previous to that time had been $200. I think that
makes quite a little difference.

Mr. Forsom. The last table on that page shows at what point you
begin to pay tax on the different exemption rates. Assuming, again,
a Tamily with three children, with a $600 exemption there is no tax
paid until he reaches $3,333, assuming standard deductions, When
you get to a thousand-dollar deduction, this family of three would
not pay tax until they got up to an income of $5,556. Everybody be-
low that would pay no Federal income taxes with a thousand-dollar
exemption.
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On page 23, you have a summary of the effects on revenue of these
various provisions, showing at the bottom that we will lose 778 million
from individuals. = By extending the 52 percent rate to corporations,
we gain 1,200 million,” There is & loss of 619 to corporations, so we are
gettmg a net gain from corporations of 581 million to offset the loss

rom Individuals of 778. So, we get a net loss of 187 million from
this bill. The way the budget was presented, there is a loss of about
15 million and this is a loss of 197 million, So, we are getting a dif-
ference of about 180 million. The deficit would be increased $180
million 131 this bill beyond what we estimated in the budget which was
presented for 1955.

On the final page you have a brief summary of the budget situation
showing the 1955 budget and the 1954 budget.

The CrarrMaN, Are there any questions to Mr, Folsom ¢

I might say that this table at the last does not {;ive account to the
billion-dollar loss in revenue from the excise-tax bill,

That was the budget as submitted.

Senator Frear. Should the personal exemption be inereased, the tax
savings that went to the individual—what would happen with that tax
saving? Do you think it should be put in the savings account or the
stream of the econom{'?

Mr. Forsos. It will vary widely with individuals, just like the $3
billion cut that took place effective the 1st of January. Much of that,

robably, went into spending and some of it went into savings. Sav-
Ings arestill at a very high level.
enator Frear, It would be pretty hard, I'suppose, to estimate what
went into consumer buying versus what went into savings, or the
percentage of it. It would.probably be the same difficult task to make
a guess. However, it is reasonable to assume that part of it would
go into the purchasing power of the American public, is it not.?

Mr. Fousonm. Oh, yes.

Senator Frear, Would yon assess to that the same type of turnover
that you would in borrowing from a bank? Say if 2 man deposits a
hundred dollars it turns over six times or inflates six times or something
like that. Could you assess the same value to the purchasing power
of that amount of mon:g that went into the extreme by the turnover
within a 12-month period ¢

Mr, Forsom, I don’t know how you could do that.

Senator Franpers, Mr, Chairman, I think the New Deal term for
that was “leverage.” I don’t remember that the lever ever worked,
. Senator Frrar. If you had a fulerum which had enough and a lever
long enough, you could move the world. .

Sgenator CartsoN. Mr, Chairman. .

The Crramryan. Senator Carlson.

Senator CarrsoN, The Treasury has prepared some tables that I
have which show the tax ‘saving from January 1, 1054, rate reductions
based on salaries of $3,000, $4,000 $5,000 and $6,000. They have some
other tables that they have prepared showing the effects of the tax
benefits to individuals under the proposed rate exemptions of $100
additional, $700, $800, $600, and $1,000, X wduld ask unanimous
consent that they be mede a part of the record at this time.

“The Cuamman. They will be made a part of the record,

(The information is as follows:) .

, A
! i

/
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Tax savings from Jan, 1, 1954, rate reduction

131

Incomo after deductions, hefore exeiiptions 1954 tax

Prosent tax

Tax savings

S|ingle person

$542 28 $54
788 08 80
1,052 b4 108
1,842 1,204 138
Marrled couple, no depetdents
$400 $100 $40
622 560 02
843 760 8
1,085 976 109
Marrled couple, 2 dependents
$143 $120 $13
305 320 35
77 520 &7
e 720 kg
Mbarried couple, 3 dependents

R 450
400 40
0600 60

Taa savings from increase in per capita evemption to $700

Tax with $700;

Income before oxomptions, aftor deductlons Present tax | por eapits | Tax savings
oxemption

8ingle person
$488 $466 22
708 0686 22
044 u18 20
1,204 1,178 2

Muarriod couple, no dependents
#1060 82 #0
560 620 ]
700 720 4
976 92 44
Marrled couple, 2 dependonts

3120 480
320 240 80
8 440 80
20 640 80

.
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Tax savings from propoaal to allowe deduoction for dvpemtonou oromplion for
OhIld earning more than 3600

i After deduotions before Y Prosout tax

"Tax unﬂorbm] T'nx anvings

Biuglo person, no dum-mlmwy oxomption
under prosont law

000.00uensanonns {14 UK 124
000 $ o Hae
vla o0 188
1,1 e 180
Mavrlod conpts, no y pt

umiut |\n\wnt law
g $300 240 §H™
800 " (1l
. aenea “eane . 0 [ 1%
,000. v s 0ae reasnen cveseresnenonane e 1] 132
Marrted cuup 2 doxnmkney otetnpiions

under present la

o . (13 ]
0 00 10
a0 «w 10
™ a0 1%

Married conpie, 3 depend L

Wnder evaent lav
g $300 w stn
[ 120
ieee 00 4% 1%

1 Assuriea tull du ll| I for hoad oﬂ‘uull nmm N‘mul Ot the tu uvln 8 o) (neoines of ",
m'."-'na 0‘.004. iy m&'ﬁ«w ting pnvh t!?o nix for 63, m,' il t\:\ respecti vcm&
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Bfteot 6f propoaed retiremont income tn@ oredit for persons over 65 yoars of age
with $1,200 of retiremont ingome

Only husband has rettromont ineomoe

Bushand

o have 81,
of ratiremont In-

and wite
200

conip
Tt | Tax {y
Vrasont " T'us snv: Tt snve
Not tueown t ";:‘lh' ) “m;i" g
[N DSUISENN R URPUPI [PUIRURU. PP JSse SECIIE L+, M
Bingle person, 1o dopanislents
o N e e e o "o 140 |
00 . A70 00 PI
00 . . i AM HO
000 P . (AT L] HO
Married coupls, no dopandonts
N, 000 L1130 ot $20
00 ¥ "» ‘WO 320
Yiith LY. o Ho $10 480
0 ™™ o™ Ho 20 480
P SRS SR W S
Martied conple, 2 depondents
SR e
Kol 0 0
(L M 480
Marrlod couple, 3 dependants
100
H

Diceme nftor doduotions and bufors easnptious,
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Tow savinge from proposed radwotion in medioad capenso lmitation from § per
oont Lo 3 peroent of adjusted gross income

[Assutuption: Taxpayors huve $500 of modioa) expenses)

Inoome aftor dednotlons bofore exempiions Prosont tax

'l‘ui%’ Illlln;‘"" Tax savings

Bluglo porson, o dopandents

s $10y 8
? 67 20
b 8’7 put)
1,161 1,120 H
Mutrisd couple, no dopondonts
$280 $13
MH 487 17
718 [Lh8) 2
[X0] o )]
Muarrled oouple, 2 dopondonts
403 $40 #3
Py 07 17
474 48 23
W7 o0 b1
Marrld oouplo, 3 dopsudonts
i e T
364 da8 2
a7 80 Pig

lmlx:lu“m computed on nssuniption that'deduotions, other than modloal oxponses, sinount to 10 percat of
10,
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Taw savinga from proposed dividends-reocived exclusion and orodit on $250 of
dividends, 1954 and 19556

1954 1088
Tineowie after doeduction, before exemptions l‘r:r‘:gut Tax T Tax T
under d under 4
bitl mvIings bill savings
Single porson, no dopendents

$1R% $7 a1 $451 X0
8 oy al on a7
N4 Wi 2 Wi (1]
Lo 1,181 3 1, 163 41

Mureled couple, no depondonts !

300 240 $20 $328 18
0 840 €0 826 db
w0 ki) 20 125 a0
L] LAt a 930 37

Married couple, 3 dopendents 1

$3,000 $120 $100 $20 485 13
L) w20 3 2 o b3
7\ 800 20 483 8

70 iy 2 683 35

Maeriod coupta, 3 dopendonts |

$3.000.. P P P ey I [ PPPO] PPTIURRN
000, $£200 $180 20 $108 {313
8,000 400 380 2 308 38
000 . s 600 880 k. 808 38

1AL dividends rooolved by husband.
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Hffeot of proposed instaliment oredit provision assuming an average unpaid
balanoo of $1,000 and intorvat at 6 percent

Net income !

Presont tax

Tax nnder
bill

Tux savings

8lnglo porson, no depondents

000, 1 e nsaeenearmmarens rervenenens eeeannn $488 $476.00 $12.00

000, . N 708 004, 80 13.20

1000, cenmerennenuens teemeeersrrmaeaeenan aeneece 4 018,40 18,00

000, .o iens 1,204 1,188, 40 16,00
Marriod couple, no depondents

000..... $300 348, 00 12,00

000 500 e o

X 760 48,00 12.00

X 70 962,80 13.20

Marriod couple, 2 dopondonts

$120 $108, 00 $12,00

320 308, 00 12.00

620 M8, 00 12.00

(o] 708,00 12,00

Marriod couple, 3 dopendenta

aceneessrretanacntsovnsancnans

1 Inoome after deductions and befora oxemptions,

Taw savings from proposed dedwotion for ohild-care e,

snch copenses

1)0N868, assuning $600 of

Incomo after deiuetions, beforo oxemptlons

Presout tux

‘Fax under
by

Tax savings

Head of hausehold, 1 dopondent

$120
128
198
168

———
ERES

80
430

EER!

$ Assuming full Income-splitting for heada of familtes,



INTERNAL REVENUE CODE OF 1054 137

Taw savings from proposed head-of-family provigion—single person, 1 dependent

Ineonie uftor deductions, before oxomptions Prosent tax T“’b'l’,'lld“‘ Tax savings
300 00 }.eeuneonennnss
] ot i
m 760 13
1,042 1] 3

Myr. Forsom. We neglected to mention some information on that
point that we have in here.

Senator Lona, I would like to ask for your best estimate of the
revenue reductions that would take effect under this bill, based on the
third year in operation. Do you have that, or have you projected
it to the third yeart?

Mv. Forsonm. Many of these items will be approximately the same.
Some of them we can’t estimate that far ahead, such as the deprecia-
tion item, ns we are deponding on the stimulation and increased reve-
nuo. Wo can only estimate for 1 year,

Senator Lona, I have heard it suggested that this depreciation
item will cost 2,200 million in the third year of operation. Have you
made a study to see whether or not that is positive?

Mr, Forsoa. We don’t see how you ean make any reliable estimates,
You have got to allow for the incrense in stimulation in new invest-
ment whicl we think will offset n part of the loss from the deprecin-
tion provision, Also, you must realize, as 1 said bofore, this is simply
a shifting from one year to the other.

Senator Lona, T have had some oceasion to observe how some busi-
nesses operate, where they can take a major reduction by making a
major investment. T am sure you have looked at some of those situa-
tions, too. Wheroe that situntion exists, the tendency is for the busi-
nessman to continue to pyramid his investment. I am not saying
that that is not a good iden,

I like the iden of expanding these plants.  But I would like to know
\;'Imt. the positive cost isund I wonder to what extent you have explored
that.

Mer. Forsom. We just haven’t been able to make any estimates.

Senator Lowa, If this thing works as well as you %ope it would
work, it might bo that you would never get to the point that the Gov-
ernmont brings in any more revenue. It is just positive that the man
might keep buying machinery to the point that he never paid any tax.
You would just continue to pyramid his oporation.

Senator Bexnwre, Mr, Chairman, I think this is a very vital point.
I would like to get into the record the nssmuption that depreciation
can only be taken once and every man has the right to fully depre-
ciate the nsget which he buys, When this man sells this particular
machinery beforo he has exhausted its actual life in order to buy
something else, he pays a profit on the difference botween the price
at which he sold it and the amount to which he depreciated it. 1f he
depreciates it all the way, he pays tax on the sale price. I have been
in business 30 years and the one thing that has been borne in on me
is that you can’t shenanigan the Government eventually on this ques-
tion of deprociation. You are allowed to deduct the full value once
in depreciation, but you can’t pyramid it or you can’t beat it. While
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I recognize that this is a shifting, if you shift it out of the years imme-
diately ahead, then you catch the fellow on in the years beyond. You
can’t shift it. .

Personally, I feel thut we should go to the British system, which
allowed the taxpuayer to set his own rate of depreciation and then make
him stick to it. I have come to have the feeling that it costs more to
collect the taxes that are involved in these questions of depreciation
rates, The Bureau of Internal Revenue spends far more money argu-
ing and trying to calculate depreciation rates than any other thing
on which it deals with business. If that were eliminated as part of
the cost of the collection of the tax, we would probn‘bly be better off
in the end, I realize that the Treasury would say, “Well, that is
fine, but at this particular time we cannot take a chance on the shifts
that might affect the years immedintely ahead.” It is also interesting
to observe that the fellows who got the accelerated depreciation
privilege in World War IT have paid more taxes than the people who

roceeded on the normal rate, because the tax rates have risen and the

ellow who has been able to charge his depreciation off against the
52 percent rate has been better off than the man who had the privilege
in the earlv forties and charged his whole plant off. I personally think
that there is altogether too much concern about the question of the
rate of depreciation.

. Inthe end youchargeit off once,

Senator Lona. Of course, when you ave thinking about the ex-
pense of financing the Government, it is always well to know how much
money you are going to get. That is one of our responsibilities, here,
and that is the Treasury’s responsibility, to advise us, if they can,
how much money this thing brings in, or how much less it brings in.

Mr. Forsom. Mr, Chairman, I migilt say that the main purpose of
this is to put in a provision which should have been in here all along.
Our present system is entirely too rigid when it comes to handling
depreciation, Prior to 1934, the taxpawer had wider leeway as to
how he was going to write off his plant. As long as it was based on
sound accounting principles and consistent policy, they didn’t ques-
tion it because he could write it off only once, In 1934 they tried to
raise 25 percent more from corporation taxes by cutting down on de-
preciation allowances.

There has been considerable criticism of depreciation ever since that
time. Probably the greatest gripe that business people have now has
to do with depreciation. .

Now, we are putting into effect what should have been in there all
along. We think it is a very good time to put it into effect. This
system has been in effect in practically all other countries, We know
machines do depreciate faster in their eurlier years. We think it is
very timely that it come in right now, because it will apply to all pur-
chases nfter January 1,19584, and it will serve as stimulation. .

Senator Lone, One thing you must keep in mind is that if a busi-
man has his choice about it he is going to throw every expense he can
into a high profit year, That is good business admintstration,

r, Forsox. He can’t shift his depreciation policy around. It has
to be consistent.

Senator Lona. That's right. I saw a statement that indicated that
when'a steel strike ceourred in an excess-profifs tax year, it meant

)

/
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that the Government picked up 76 percent of the cost of the steel strike.
We don’t want to have the situation occurring where the Government
is picking up first one contingency and then another, in terms of the
different business allownnces we give.

Mr. Forsonm. This is just one of the gross inequities we are trying to
remove,

Senator Franpers. Mr. Chairman?

The Ciamman, Senator Flanders,

Senntor Franoers, I would like to go back to some information I
would like to see in the record on the previous question of raising the
personal exemptions, T wonder if you could put into the record in
some form against the various proposals from $100 up to $400 in-
crease in exemptions the effect on the personal income taxes of trying
to replace those exemptions inside the personal income taxes. For in-
stance, if you took the highest, raising the exemptions from $600 to
a thousand dollars per person, how far down would you have to go?
For instance, nssuming $10,000 ns an income allowed the upper in-
come brackets, how far would that $10,000 as & maximum income take
care of theloss from the high exemptions?

Maybe you would allow $12,000 as o makimum income. Would that
take care of the higher exemptions? Maybe it is $15,000. But, if it
is possible to calculate it, I would like to see some maximum income
allowed that would take care of the exemptions as they are variously
affected,

Mr. Forsoy. We could give you a caleulation like that, Of course,
wo are losing $7.8 billion and we have got to have an overall incrense of
about 27 percent. It would be a question of where you would concen-
trate that incrense.

Senator Franpers, Suppose you worked on the principle of setting a
maximum income. I think that would illustrate more clearly than
anything else the limitations of the upper brackets of the income tax
in filling in the loss from the increased exemptions. I think it would
be clear that you have got to make up your loss somewhere besides in
the personal income tax. .

T would like to see fignures which, if that is true, would demonstrate
that, Desides that, it v.ould be a grand argument for a universal
anles tax. I hope that it can be put into an understandable form,

Mr. Forsom., We will be glad to furnish that.

(The information requested follows:)

Tho revenue loss for specified tncreases in per capita ewemptions, the percentage
inoreaso in tae rates necessary to recoup such revenue loss, and the income
;ct'ﬂs abore which the rate 1wounld have to be 100 peroent to recoup the revenue

088

Poercentage in-
renso I por caplts | Rovenve loss r:{g:s&m“r;lrl In‘(;?’mn lovel (aftor oxomptions and deduo-
ns) above which all fnconie would have
oxemytlons (in bititons) |5 recollp rovane| 10 Do confiacatod (o provids the lost Feverte

83

“ 3|t e ot et
3 an joint roturns).
7.8 I to.éoo ($13,000 on joiut returns),

tProportional ineyeaso in all rates (not porcontage points); top rato 1tmited to 100 peroent,
Bource: Offioe of the Secrotary of the Treasury, anaiysis staft, Tax Division,
45904—B4—pt. 1~—10
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Amount of income at which (a) the taw under present law and (b) the tax with
a $700 per capita ewemption and a 9 peroent * increase in rates would be equal

srﬁg’“hf’c‘gfne Not incame
Binglo person (1 exemption)e. e, eueeucnss NS $2,012 41,811
Married poraon With 5 (] Yecaaaene 10, 46 0,419

1 Neceasary increase to recoup $2.4 bitlion loss from increase In exemption to $700.

Revenue gain from a 100-peroent tao on surtax of net income above $10,000,
815,000, and $20,000

Revenue gain from

a 100-percent taw

Surtax net fncome over: (in dillions)

$10,000 (320,000 on joint returns) $5.2
$15,000 (330,000 on joint returns) 3.2
$20,000 ($40,000 on joint returns) 2,2

Senator Wrwriams, Mr, Chairman, I would suggest that we have
incorporated in the record a letter which Mr. Folsom, I think, pre-
pared for me at my request a couple of weeks ago. I raised that
same question, Assuming that we raised these exemptions and de-
cided to put the revenue over in the g(s)pep brackets, how far would
we have to roll back? I was supplied with the answer that if we
took 100-percent tax on all incomes in excess of $10,000, put a ceilin,
on them and confiscated every individual income over $10,000, I thin
the figure was $5.2 billion extra revenue, or not even enough to make
up the loss of revenue which would come from raising the personal
exemption from $600 to $1,000.

I think that letter also brought it down to the $15,000 and $20,000
brackets, which would even lower the additional revenue. I think it
would be well to incorporate it in the record at this point,

The CHarmaN, Do you have the letter?

Senator Wruiams. I have it, and will be glad to put it in the record.

gl‘he information referred to appears at p. 149.)

enator FLanpers. Mr. Chairman, as I see it, there are two ways

of getting at this. I am not quite sure just what way the Senator

from Delaware was getting at it. You can start at the top and you

can turn the tmqiayers’ ockets inside out—1I have a few cents here in
my pockets, and I am holding on to them.
e CrairmaN, He still has some left.

Senator Franpers, And you can see how far down the brackets
you would go in turning the upper taxpayers’ pockets inside out, or
{au can be less hardhearted and see how much you can allow the upper

ax brackets to obtain. On a $10,000 basis a year as a maximum, you
would see how far down that would carr you.

Secretary Humerrey, That is what he said.

Senator WiLLtamg, That is what I mean,

The Cuarman. I would like to suggest to the Secretary of the
Treasury while he is here and has seen this demonstration, that I
i:h;?k he has failed in his duty because the Senator still has something
o1, \

Secretary Humpugry. As long as he still has a few cents we will
e after him,

Senator Bexnerr. Mr, Chairman, while we are on this matter, I

would like to see, if it is possible, a chart which shows the increases in

?
‘ !
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rate in each bracket that would be required. If we have a 2714 per-
cent increase we obviously can’t increase the top bracket 2714 per-
cent because that would carry us well above a hundred, and a hundred
is, after all, the limit that you can take away from a man.

Senator FLaNDERs. Are Yyou sure?

Senator BENNETT. No, I am not, as a matter of fact. I wonder if
it would be possible to distribute that $7.8 billion among the various
tax brackets on the basis of the relationship of the present rates, As
to the man who is now paying 20 percent tax and we are giving him
$20 per 100 and if he has a wife and three children, we are giving
him $80 exem{)tion, we might find that in order to make that up by
distributing the burden over comparable changes in rates that we
would actually be assessing him more money and collecting more
monay from him than we would from the men in the top brackets,
While you can laugh about it, actually you cannot increase the pres-
ent ceiling of 91 percent very much further.

The Crairman. On this whole subject that has been touched on and
on the general criticism that we are doing things to favor the rich at
the expense of the poor, I would like to read this into the record. I
am assuming a single person with no dependents.

A $5,000 man has 1.7 times the income of a $3,000 man, but he pays
1.9 times a3 much tax, A $10,000 man has 3.3 times as much income
as a $3,000 man, but pays 4.9 times as much tax. A $20,000 man has
6.7 times as much income, but pays 14.2 times as much tax. A $50,-
000 man has 16.7 times more incoime than a $3,000 man, but pays 54.1
times more tax., A $100,000 man has 83.3 times more income than a
$3,000 man, but pays 136.9 times as much tax. A $500,000 man has
%31(%367 times as much income, but pays 979.7 times more tax than a

,000 man,

Senator Frear. Mr. Chairman, I think that is entirely right, and
I think that is why we have a graduated scale in our personal income
tax. I might also say that if we raise the first bracket from 20 to 25

ercent, or only a 5 percent increase, it would produce much more
income into the Federal Treasury than if we increased the brackets
that are now at 87 percent up to 97 percent, would it not?

My, Forsoum. Oh, sure,

Senator Frear. Then we cannot say that a 271 percent thing
across the board is too accurate. In other words, we have to raise
that in percentage to our income from personal income taxes, but it
does mean a 2714 percent increase on the 20-percent bracket.

Mr. Forgoym. That is where the big money is.

Senator Frear. And that is why an increase in a percentage there
means much more than its direct relation to the 2714 percent on the
overall, does it not?

Mr. Forsom, It means you are going to have to increase it in those
lower levels, if you are going to get the mongy.

Senator Frear, I want to commend the Senator from Utah on his
depreciation recommendation, I think if he would read a bill we
have here, he would like to be a sponsor to it.

Senator Lone, Have you made a study to see what the cost would
be to the Government if we had a shutoff at about 60 or 65 percent
as the top bracket on personal income taxes? It occurs to me we
are not gaining much revenue by going above that point,
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Mr. Forsom. We have n number of estimates on that, We could
give that to you very quick]g. .

Secretary Humenrey, If they cut off at 50 percent, it would be
$000 million. If we cut off at 65, it would be about $300 million.

Senator LoNa. It occurred to me that these higher brackets are so
disconraging to a person who is enrning & high income that he usu-
ally finds some way to pass the profit off until the next year or to
postpone the taking of a profit or else seek one way or the other of
splitting his income up so he does not wind up paying that income
bracket that in the main we might do better to have a lower ceiling
on the income rates.

I would like to see some breakdown on what it would cost to shut
the rates off at 60 and 65 percent.

Secretury Humreuney, We will got those for you.

The Crarrman, Will you supply those figures?

Mr. Forson. We will be glad to,

(The information requested follows:)

Rovenuo loss from reducing top indivddual income tar rates (from present
schedule with top rate of 91 percent)

[In milions of dollars]

Under 1034 rates limit the top rate to— Revenue lose
B0 POTCONE - e e e e e e e e mma 925
B0 POrCONt e e cmm e m o ——— 401
B POYCONT e e e g 314
70 percent o e —————— 211
0 percent 130

The CHAIRMAN, Ave there any questions of the Sceretary?

Senator Lona. I would like to ask one question of the Secretavy.
Tsn’t it true that most of your plant expansions of vecent date, Mt
Secretary, havo occurred out of retained income, rather than equity
in investments?

Secretary Husmenrey., That's right, Senator, because it was the only
way they could with the very high taxes, A large percentage had to
be through retained income,

Senator Loxna. Of course, they had to pay the corporation tax, even
though they retained the income, didn’t they ?

Secretary Humprrey. The corporations did, oh, yes.

Senator Loxa. A high personal income tax rate does discournge the
declaring of dividends, particularly if the stockholders, or the major
ones, have a very high income tax to pay to the dividend declared.

Secretary Humerrey. That’s right. ‘

,Senator Brnnerr, Will the Senator yield before you leave that
question? T think there is a third source of plant expansion which
he hes overlooked. -

I am not sure it is not the most important of the three. That is
borrowing. I think there has been tremendous plant expansion based
on borrowmﬁ.{

Secretary Homrarey, The Senator, of course, is absolutely right,
and not only that, but what has happened is that people just didn’t have
the money to invest and, frankly, with the double tax on the dividends,
there was very little inducement to invest in equity securities, The
result has been that money has gone into these funds, A man, instead
of investing in equity, bought debt of the corpdration. The great

s
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money of Ametica today, the great investment money, is in the big
funds, in insurance funds, the pension funds, and the big accumula-
tions of funds,  Those funds almost universally have been tuking debt,
and now the pension funds and some others are beginning to have to
swing to buy some equities,

Senator l}jouo. Is it not also true that with vegard to the expansion
of business, bused on borrowed eapital, that many of these large con-
cerns are not. permitted by law to buy equity capital, to invest their
money in investments?¢

Secretary HumpHrry, Some of the insurance companies, but the
Taws are being changed because they just have to be under the civcum-
stances, There is no other way to get the money. That money be-
lonfxs to the great mass of the Imople of Americn, the tnsurance peoples
and the pension people and all of that, That is the great mass of the
people of America. They are moving now to try to change the laws
so that these funds can be released.

Senator LoNa. As the law stands, today, in the main these arve State
laws, vather than Federal laws,

Secretary Homeurey. That’s vight,

Senator Lona. 1n the main these State laws make it. impossible for
many of the large insurance companies and many of the larger pension
funds to invest their money in equity investments in corporntions,

Secretary Humpurey, They can only buy certain percentages,

Senator Lona. So, by and Inrge, they are compelled to invest in tetims
of bonds. .

Secretary Humpnrey., That's vight.

Senator iom. Will not the effect of having a provision for double
dividends on taxation encourage the declaring of dividends?

Secvetary Humrngey, I think it will.

Senator Loxna. In other words, if a corporation found that they were

aying very high taxes and the stockholders found it almost pro-
ribitive to pay the income tax on personal income, they would be less
inclined to declare a dividend than they would be if they could feel that
that would meau that their stockholders would have a very favorable
tax setup when they received their dividends.

Secretary Houmpnuey. I think, Senator, that we are very apt to find,
as a result of reducing the double taxation on dividends (we can’t
count on it because you can’t count your chickens before they are
hatched), but I think we would be apt to find that the reduction of
the double taxation of dividends wou\d actunlly net us more taxable
income on dividends than we are now receiving. At least we would
make buck & good part of our loss because of the fact that more divi-
dends would be declared with that amount. You see, the high income
bracket man is not relieved of the payment of the tax on his dividends
exm\&)_(; for the 10 percent. That is all. ITe still pnys 91 percent of
the dividends if he is in that bracket, except for just this first 10 per-
cent. But all of the other stockholders of the company, all of the
lower-income stockholders of the company, when they find that they
don’t have to pay the double tax on the dividend, are going to demand
more dividends bs paid and the high income fellow is just going to
have to take it and pay his tax.

Senntor Lona. It accurs to me, however, that when you are trying
to expand your plants and your productivity facilities, that on the



144 INTERNAL REVENUE CODE OF 1054

ono hand this double dividend proposal encourages the money to bo
Qeclared out in dividends and that that is ‘xoing‘ to reduce the amount
that ig available for plant expansion, although it would encourage,
in some respects, the further investment of funds in corporations,

Secvetary Humenury, That's vight,  'What it will tend to do, Sen-
ator, is to give more opportunity for smaller companies, for new
entorprises, to got some equity eapital,

Today n company retains its money and gets bigger, If it pays
ont tho dividends it wouldn’t get so big, but the thousands of stock-
holders will have money they can invest in smaller and growing onter-
prises, It will tend to encourage investment in smaller industry, Tt
will promote small industry at the oxpense of larger industry, which
is a very wholesome thing in our whole economy.

Senator Lona, Rather than encouraging less borrowing, you might
in somo respects oncournge more, A corporation might say it now
has the right tax sntu[) to declare dividends so it will declare moro
dividends than it wonld otherwise have declared, and instead of ex-
panding ont of carnings it would horrow move money and therchy
expand out of borrowings.

Secvetary Hunretirey, They will not horrow money if they ean get
mluif.y money at anything like a reasonable rate.  You only borrow
whon you can’t get equity money at a decent rate. No pradent man-
agement of any company is going to borrow money if it can get equity
money at a comparable rate.

The Ciamaman, May 1 intm-mgt? Is it not correct that if you
horrow money and eannot pay you finally find yourself in the hands of
the bankor or whoever lonns the money ¢

Secretary Huspenrey., That's right,

The Crateman, Is it not also true that the interest must be paid
when due as distinguished from atying dividends when you can when
You are supported by equity capital?

Secrotary Husmrvirey, That is oxactly vight.

The Crarvran. And that is why people who are sound and sensible
like to keep their borrowings down, In bad times they may not be
uable to meet the interest rate, and pretty soon the sheriff’s flag is out
in front of their place of business.

Secretary Humrnrey, Not only that, Senator, but it goes through
the whole economy. If you (fmt & company in trouble where it has
borrowed too much money and it just has to reduce, that is where your
worst unemployment comes from. That is wheve your lack of ox.
pansion comes from. That is what causes yonr renl troublo in
America, ‘

“There is no wag that America as & whole, our whole economy, ean
got in more trouble than having too many people owing too much
money. . :

Senator Lona. The corporation tax will go down under this bill
to 47 percent next year. Without any legislation at all, it would go
to 47 percent immediately. What consideration has the Treasury
given to the idea of mducing the corporation tax tq 50 percent, either
now or next year, in view of the deficit sitnation of the Government?
In other words, here {ou are recommending certain tax reductions
but you are saying tha dyou can't afford to stand 4 revenue loss of the
corporation tax going down to 47 percent. I knpw there must have

!
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been gome consideration to splitting the difference, lotting tho corpo-
ration tax go down to 30 porcent instead of some of these other pro-
posals that are contained here. ,

Seeretary Humpeurey, That's right. We thought it was better.
What we have sought to do throughout this entire bill is to do those
things which will ge best for the wholo economy of America, which
will simulate the grontest development of the whole cconomy of
America,

Itirst wo picked out sgome things which were just manifestly unfair,
which woron’t right, which should be corrected, which were drawn up
in & wrong way and were manifestly wrong and should be changed, or
where they wero causing an injustico, improper churges. Those
things wero corrective mensures which we have discussed today. The
whole tax program was bused on taking what we thought we could
afford to give up,  The way wo determined what wo could afford to
ﬁivo up was by finding out how much we had saved. [ don't think
that you ean cut taxes more than you cut spending and not. get. your-
solf into trouble. I think that the detormination of how much dollar
tax reliof you give must be related to the total suving that you make in
Govornment expenditures. Having made a saving in Government ex-
renditures, you then had so many dollars that could be let go of to go

ack to the people in tnx relief,

Woe took those things and went at it in o way to distribute that
return of money s broadly as we could throughout the entire economy
to all classes of poople in'ways which we thought would do the most
to stimulate consumer buying and to stimulate investor buying to
keop the production of the whole country going and make the greatest
possible number of jobs,

Sonator LoNg, What do you think is the bost way to stimulate
consumer buying?

Secrotary Hunmrnrey, The best way is to give them more money.
The llll()l‘o money we could give the consumers, the more they could
spend. ‘

Senator Long. If somo of these tax reductions were spread more
gonerally so that just the average wage earner received more of the
{).ux .redt?lction, wouldn’t that have a tendency to create more consumer

uying :

%ecmmr Humennrey., Yes, sir, and it would reduce the other buy-
ing. We have to have the men working in heavy industry just as
much as we need themn in the consumer business. It doesn’t do n bit
of good to have them working in consumer industry if you are going
to throw thom out of heavy industry because you are causing un-
employment and taking the consumers off the rolls, Every time a
man loses a job you lose a consumer., We would rather have them
work in their jobs and be consumers,

Senator Lona, There is some merit to the othor side of the argu-
ment, however, isn’t there? In other words, if you presumo that you
distributed another $3 billion or $4 billion of purchasing power among

ersons in low-income brackets, the figures show that those people

on't save much. They are almost compelled to spend their entire
income, That would mean that you would have at least $3 billion
or $4 billion of direct consumer buying on consumer items, wouldn’t
ilt? Tzint. would in turn require more production to meet that
emand.
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Secretary Humprrey, I think the worst (innrx we could do in
America would be to add another three or four billion dollars of tax
relief at this time, becauso by doing that we have to increase our doficit,
The worst thing we could do in lemorica at this time, in my oi»iuion,
would be to greatly increase the deficit that we ave vunning. I think
it would tend more to slow up business, to cause difticulty. Not only
that, but the very consumer who got the money would voery soon
be hurt by the depreciation of his dollar, so that his cost of thinszs
would more than offset the little tax reduction that he got. He would
not be able to buy as much at the higher prices which would prevail,
because of the smaller value of his dollar through the deprecintion
of the currency, as he would save in the taxes that he got from the
extra $8 billion,

Senator Lona, At this particular moment, you are not worried
about further inflation, are yout

Secretary Humenrey, I would be very worried about it if you put
anothor $3 or $4 billion worth of deficit on our present deficit; yes, sir.

Senator Lona. You do have prices coming down in many fields,

Secretary Humresmky, You would stop thom awfully quick if you
started running lm'fer deficits, Everything we have done to straighten
this thing out would be jeopardized, and wo would bo on the way to
turning right back to the pattern we have been following in Awmerica
for 6 or 8 years, which is fatal,

Senator LoNa, What is your feeling about the excise tax reduction
of a billion dollars that went into effect a few days ngo?

Seoratary Humpnirey, I think it was too much,

Senator Lone. You think it was n mistake?

Secretary Humenrey, Yes, I don’t think it should have been that
much. I think it was all right to bring down the excise taxes to what
we could afford, but when we brought down those exciso taxes by just
simply incroasing our deficit, I think it was a mistake to do it, and
I snid o all the time,

Senator Loxa. Mr. Secrotary, you assumed what my position was in
a statement you made here today. I would like to make it clear,
as far a8 I am concerned, I wonld like to have further tax reduction
as fdr as the income tax is concerned for the man making $600 or
$700 or $800 a year. I would like to see us raise his exemption, I
also would like to see us have some of these reductions in terms of
the depreciation reductions you have in mind. T find the same con-
sideration coming into my vote on these bills that you find when you
make the decision as to what to recommend to us. The question is,
with the Government running o deficit, what can we afford? T have
supported this administration in every reduction of any major con-
sequence that has been recommended. You may recall that last yoar
the Democrats and Republicans had a battle over this Air Force
budget. I think I did as much speaking in favor of the reductions
as anyone did. I notice that in 1052 the proposal was madoe whon
Senator Taft and General Eisenhower met that this administration
would have & goal of a $60 billion budget in tllis fiscal year, fiscal
1958, If we had that, we would be able to have these tax reductions
withont running a defleit. Would youn give us your judgment as to
why we can’t have & $60 billion budgetl
' Secretary Humenney, Yes, I will be glad to., The reason we can't
now is because we haven't yet been able to figure out a wny to afford

'
) !
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tho country suflicient security—and what you are talking about is
security-~to make the reductions as ra )i(lfy as that snrggostinn ro-
?uimd. Wae have gotten down to a $65 biHlion budget.  We have come

rom $75 billion to a $65 billion budget. That is & very substantinl
roduction.  There is this other thing that you have to take into aecount,
that you must remember, Senator, when you nre up on this very high
lovel and coming down. 1t is what 1 Hlli(f in my statement, ‘The only
way the Government saves money is by putting people out. of work.
‘That is o very hard statement. to make, fmt itisa }uo!. The only way
wo can save money is by either discharging Government employees
and putting them oft the Government rolts so that they have to go and
gso(i:c other employment, or to stop buying goods that the Government
is buying,

Sunnttr Lona, You don't mean that as a long-run stntement, Mr.
Secvetary ?

Seerotary Thuaenrey, 1 mean that the only way to save money that
T know of is to do what. I say, either discharge Government. employees
orstop buying things the Government is buying.

Senator Lona, Don’t you mean that as a short-run statemeni - It is
possible, in my judgment, for the Government to save money. It
might mean om’)lnying less peaple and buying less for now, but if the
ideal is necomplished, it would mean that those people would go into
private industey and we would have Just as many jobs and just as much
production as wo have, if not more,

Seeretary Humennrev, That is exactly correct, but that takes this
transition that 1 have been talking to you about. You must make this
transition.  When the Government no longer hires a man or no longer
buys the goads that that man was making, that man is out of work and
he has to get. to working for the people on the other goods, The words
I snid before were, if he stops making guns, things for kitling, he has
to mako refrigerators ov other things for living.,  You have that transi-
tion that you must make. I don’t think you can ent $20 billion in 1
¥em' and make the transition, beeause it is just too many people to move

nst enongh.

I think we have done as much as we can do now.  Wo have cut $7
billion, We have taken $7 billion out of payiug people for the Gov-
ernment and we are putting $7 billion for all the rest. of you to hirve
those fellows back, lt.hink you will do it. X think that transition is
[fzoing on and going on vory well, as ovidenced, ns I snid bofove, by the

act that wo still have this very, very high employment in Ameviea,
But you can't overdo it, you seo.  You must bring this down in stops,
It must come down grn(’lunlly in trying to make this transition. More
than that, you ean'’t do it and presorve your seeurity, You just can't
go inand cut $20 billion out and preserve the kind of security wo huve
to have with tho kind of threat that we have in the world today.

Senator Lona. You aren't cutting any $20 billion out of sponding.

Seeretary Husriney, No, we eut $7 billion out, and I think that is
about as far as we could go.  You were asking a question based on the
proposition that we might be able to eut out another $5 billion, I am
sure wo can’t out out another §6 billion and still maintain security.
becnuse wo tried it. I don't kunow that we could have done it and
maintained the transition that would be required, even if we had
found n way to do it.
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Senator Lona. In what year are you spending $7 billion more than
$65 billion ?

Secretary Humeurry, There is a veduction of $7 billion in the
program for spending this year and in the actual amount we expect
to spend this year. oo

Senator Lona, As far as reducing s&mnding over previous spend-
ing, there is no $7 billion reduction, is there? ~You are talking about
$7 biltion from something someone estimated you would spend this
year, I take it.

Secretary Humenrey, The reduction next year will be $814 billion
of actual reduction in dollars spent,

Senator Lova. That wag from the high point when?

Secretary Humprrey. When we got here until now.

Senator Lone. That $8 billion would be next year$

Secretary Humenrry, That is right. The program is cut $7 bil-
lion, now. The whole program over n period is cut $12 billion, The
program over a year is cut $7 billion..

Sonator Lona. You haven’t made this statement, Mr, Secretary.
but I wonder if it conld be inferred from your statement that you feol
that a certain amount of deficit financing might be necessary in an
adjustment period, to adjust from a war production with a large
armed service, to a lesser armed force and less arms production ?

Secretary Humrenirry, The only kind of deficit spending that I can
support is this: T have likened it many times to a family., I don’t
think America is any different than one big family. That is what
it is. It is just a group of all of these families put together, We are
looking after the collective finances of all of these families. In n
family, you know perfectly well that you can’t run deficit financing.
You know you can’t overspend your income and keep on doing it.

You know that when you have done it for a while and have acou-
mulated some debts, that that limits how much more of it you can do.
As o family, we have gone along and we have been spending more
than we have collected for a long time. We have got an awfully big
debt. That limits what we can do in the future, But in a family,
what do you do? If you have n great sickness or n great illness or
soms catastrophe, you come to n time when you have to spend more
money than yon get in for n period. You then run deficit financing
to meet that great emergency. .

Biit it has fo be a great emergency for you to do it, The same thing
is true of America. If we get into a war, if we get into a great emer-
gency, we may have to do as the collective. family just what your
family would do if you had terrible sickness in one year and had to
spend more that year thtan you took in. But the more we owe, the
harder it is to do it. .

The CuatemaN. Are there any further questions?

. Senator Wrrriams. Mr, Chairman, I have 'this statement here
which we were having incorporated in the record. I might say that
that statement showed that a 100-percent tax on all income over $10,000
would only provide an additional $5.2 billion. If you confisoated all
incomes over $15.000, it would be $3.2 billion.  All over $20,000 would

rovide $2.2. ‘Those figures, then, are based upon the assumption that
all'men would keep working as hard to earn money in order to pay
# 100 percent tax as they are now working, which is something we
know is not true. , ' S

/
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(The information veferred to follows:)

Rough approzémation of the revenue incrcase involved in taxing at 100 percent
all strta® net income of individuals over cortain speoifiod amounts—Inorease
in individual inocome-taw liability as compared with present lato

Tax at 100 percent &1 surtax net income over:* Bilttona
(a) $10,000 ($20,000 for joint returns) $5.2
(b) $15,000 ($30,000 for Joint returNg) v ccmccancncem e e ——— 3.2
(¢) $20,000 ($40,000 for joint returng) 2.2
(@) $10,000 (for all returni) c o e e ac v e a————— 0.7
(e) $15,000 (for all returns).... 6.9
(f) $20,000 (for all returns) — 4.0

1 Adjusted gross Income less deductions and personal exemptions,

Norr.-—The 18t group of flgures recognires that on joint returns the total fncome 18
resumptively divided equally between husband and wife, and therefore & $20,000 reported
ncome 18 in effect treated as 2 incomes of $10,000 each.

The 24 group of flgures ignores income splitting and i hased on the taxable imcome

u%orted on the returns,
ource: Office of the Sceretary of the Treasury, Analysls Staft, Tax Division,

Secretary Hunmesrey, Does that mean, Senator, that if nobody got
more than $20,000, it would just pay the amount of the $100 exemp-
tion? A $100 exemption is $214 billion,

Senator Wnxtans, That is right. If we took all incomes over
$20,000, we would only get $2.2 billion, which would not make up that
increase in the exemption. I might say that was proposed once in
our memory, but I think it was overwhelmingly repudiated by the
American people.

Secretary Humenrey. Wehave not given credit for recoups in these
figures, We didn’t do it beenuse those were so speculative that we
were unable to measure them and we thought you gentlemen could

ess them as well ag we could and as long as it was so terribly specu-

ative, we went on what we knew was going to happen.

Senator Frear, That is quite right.  You may not agree with our
guessing, however,

Secretary Husmrnrey. You make your guess and we will make ours,

The Cuamman, Gentlemen, we have one more witness before we
close here.

Senator Lona. Mr. Chairman, I refer to some figures about stock
ownership, I would like to submit a memorandum for the record.

(The information referred to follows:) - :

MEMORANDUM

The fuct: 8ix-tenths of 1 percent of the earning units (familles) in this coun-
try own 80 percent of publicly held stock,
The source: The book, Eftects of ‘Fnxation on Investment, Author, Butters,
Thompson, and Bollinger, at page 285,
hI\ki‘tle: This I8 a recent study. We helleve it came out in 1081, but we are
checking.

The CHAIRMAN, Mr, Huéhes, will you identify yourself for the
purposes of the record{



150 INTERNAL REVENUE CODE OF 1054

STATEMENT OF ROWLAND R. RUGHES, DEPUTY DIRECTOR, BUREAU
OF THE BUDGET, ACCOMPANIED BY WILLIAM F. McCANDLESS,
ASSISTANT DIRECTOR, OFFICE OF BUDGET REVIEW; AND
J. WELDON JONES, ECONOMIC ADVISER

Mr. Huanes. This is a very short statement, Mr. Chairman. The
Secretary of the Trensury has covered all of the ground pretty well.

Mr. Chairman and members of the committee, in connection with
your consideration of H. R. 8300, a bill to revise the revenue laws
of the United States, tho Secretary of the Treasury has presented
the administration’s position on the merits of this Tong-overdue re-
form of our revenue laws, Such n busic reform inevitably in the
short run menns & loss in tax receipts and an unfavorable cffect on
the budget. This is the price that must be paid to achieve n morve
equitable tax system which will encourage economic growth—both
production and consumption, both investruent and jobs,

I am appearing here today at the request of the committee, to try
to bring you up-to-date information on the budget outlook, and the
effect H, R. 8300 would have on that outlook if it were enncted. And,
of course, you also remember that that must be somewhat of a specu-
Iation at the present date, fiscal year 1964, In that conneetion, I
igogld first like to mention budget expenditures for the fisenl year

54,

Under our present more accurate system of reporting recoipts and
expenditures, the final monthly figures thraugh Mnreh 31 will be
available on April 18,

As you know, in the January budget. document, 1954 expenditures
were estimated to be $70.9 billion,  However, it now appears that
the final results may be somewhat lower than the January estimate,
The final results will largely dei)ond on the total for Departmont
of Defense military functions, the mutual military programs, the
Atomic Energy Commission, and the stockpiling of strategic and
critical materials. _As usual, a number of other, relatively smaller,
changes from the January estimates—both increases and decreases—
can be, expected in other expenditure programs of the Government.

Changes not now foreseen can occur between now and the ond of
the fiscal year. Nevertheless, it is quite possible that even if the
actunl receipts should be lower, expenditures for 1954 may also be
below the January estimate and if the changes are in approximately
the snme general range, we could come out close to the estimated
$3.3 billion deficit projected Inst January for the fiscal year 1954,

In that connection, I might remind you, Mr. Chairman, that in
1953, when the admimstration took over, there was a groat effort made
to reduce expenditures all around, and through that effort, something
over a billion dollars was cut. At the end of the year, when the
crop program suddenly hit us, it was all wiped out, and we ended
the year with an even-Stephen balance, so that just shows the, danger
of making estimates even when you are making progress in a large
number of felds. \ .

For the fiscal year 1985, it is certainly too early to make any changes
in the expenditure estimates. As you know, they weroe estimated last
January to be $65.6 billion. Until the approprintion acts and the

!
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President’s legislative proposals have been acted upon by the Con-
gress, a revision of these figures would be purely speculative.

We hope to make such a revision as soon as possible after the close
of the prosent session of Congress—na statement similar to the review
of the 1954 budget made lnst August 27,

A few observations can be made now, however, with respect to the
fiseal yonr 1955. First, the excise-tax bill which recently became
law will reduce net budget receipts by about $1 billion from the
lovel estimated in the budget for 1955. = Unless u comparable reduc-
tion can be made in expenditures, this veduction in revenues will
cause a greater budget deficit than previously expected.

The enactment. of H. R. 8300, according to its revenue effect as
reported, will result in no net loss in revenuo in 1955 as a direct
result of the bill itself, beeause the net loss estimated from the tax-
revision provisions is approximately equaled by the increase caleu-
lated from including in the bill the oxtension of the corporation
tax rate at 52 percent, However, the incentives provided by the
tax revision in the bill now before you will help create moro jobs
nndrmore business, thus leading to higher personal income and higher
profits.

I apprecinte the opportunity to appear before you and thank von
for your attention, That concludes my statement, Mr, Chairman,

The Cuamaran. Thank you very much,

We will meot again at 10 o’clock tomorrow morning,

(By direction of the chairman, the following is made a part of
the record:)

C10AR MANUFACTURKRS ASBOCIATION OF AMERICA, INC., .
Netw York, N. Y., Aprit §, 1954,
Hon. Evarne D, MILLIKIN,
Ohairman, Committee on Finance,
United States Senate, Washington, D. C,

DeAr SENATOR MinutxiN: The Cigar Manufacturers Assoclutlon of Amerlen,
Ine, is a trade associntion composed of cigar manufucturers located throughout
the United States who produce in unit and dollar volume approximately 80
percent of the entire United States production of efgars.

The undersigned assoclntion hereby endorses the proposal of the Ways and
Means Committee sot torth in H. R. 8800 insofar as it relates to the collectlon
and administration of exclse taxes on tobacco, clgnrs, eigarettes, cignrette papers
and tubes, namely, chapter 562 thereof, sectlon 5701 to 5763, inelusive, and urges
its adoption by your conunittee,

The proposnl of the Ways and Meaus Committee i3 in substantial conformity
with the orlginal proposnl of this assoclation made before the Ways and Means
Committeq at its public hearing on Aungust 10, 1953, and attached hereto s the
statement of a representetive of this assoctntion made at sald hearing,

This association also supports the indings of the Ways and Means Committee
made in conneetion with proposed chapter 52 of H. IR, 8300 and which ts set forth
at page 04 et seq. of the committee's report to accompanying satd H. R, 8300,

Wherefore, the undersigned respectfully recommends the adoption of propoged
chapter 52 of H. R. 8300,

Respectfully submitted,

Fbp, J. RearRNsBURG, Prestdent.

Mr. Chairman and gentlemen of the committee, my name is Leon Singer. I
am a member of the law firm of Blumberg, Miller, Singer & Hoppen, who ave
and have been general counsel to the Clgar Manufacturers Association of Awer-
ica for many years,

The Cigar Manufacturers Associatlon of America is a trade association con-
Bgsed of clgar manufacturers loeated throughout the United States, Its mem-

rg consist of large, medium, and small manufacturers, who collectively pro-
duce approximately 80 percent in unit and dollar volume of all clgars manu.
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factured In continental United States. Many of these firms have been in busi-
ness continuously since before the turn of the century and many are suceessor
cotnpanles whose predecessors were likewise in business before that tite,

Since then, the process of manufacturing cigars has changed from what was
once ontirely a hund operation to predominantly n machine helt line produwc-
tion, ‘I'he packaging and merchandising of the finlshed produet has likewiso
substantially changed. FiHty years agoe practically ‘alt clgars were packuged
only fn wooden contalners,  Other types of contalners such as cavdboard, tin,
glass, and plastics were gradually adopted by the Industry, with the result that
today only a small portion of cigars are pnckaged in all-wood containers. Yot
the statutes reluting to the packaging of clgars require that they be packed in
wooden cigar boxes unless the Commissioner of Internal Revenue gives specifie
permission for the uge of a different form of container.

Durlng the last BO years the stattites relating to the collection of excise taxes
on clgnrs have remained practically unchanged, taking litle or no cognizance
of the changlug cconomy of the industry. ‘Uhey reek in antlqulity.,

Many of these statutes were first enacted In 1868 and last revised in 1807,
When these statutes were enacted shortly atter the close of the Qivil War, most
clgars were manufactived in a one-story bullding where the buck room was the
factory and the front portion the retall establishuient, There were no na-
tionally advertised clgars and most clgars were manufactured ror toeal con-
sumption, except in the ruval districts wheére peddlers carried their wares In
a horse- or mule-drawn wagon or in a basket and sotd elgars on a house-to-
house hasig, And 80 we find many of these statutes still relating to the teaf-
ficking of cigavs by peddlers, notwithstanding that this method of retailing (ln
voguo in the days of our great-grandfathers) has long passed into Hmbo, ‘Thus,
a peddler who did not afllx on his wagon, “a sign painted i oll colors or ghided
giving his tull name and collection distriet,” as the statute requires, was llable
to have his horse, or mule, wagon and its contents, seized for forfeiture.

Clgar manufacturers, tike peddlers, are stilt subject to these antiquated statutes.
There {8 a similar sectlon of the code which requires every eignr manufacturer
to keep on the side of his factory a sign with letters of not less than 3 luches
“painted with oll colors or glided giving full name and business”  ‘has, it
would be a violation of the Internal Revenue Code for a cigar manufacturer
Instead, to put up a neen sign or to use plastic paint or any other type of sign
other than one pafnted with oll paints or gilded.

Since the Clvil War days a cigar manufacturer has been required to haprint
on his eignr box the colleetion district In which his factory war located. Qlgar
manufacturers having factories in more than one collection district have been
unable, without specific approval of the Commissioner, to transfer empty cigar
boxes from one collectlon district to another, even whore thore was a surplus
of inventory in one factory and a shortage of boxes in another,

Cignr manufacturers are olten obliged to withdraw clgars from the market
on which the tax has been paid through the medin of a tax stamp aflixed to
the box. To obtaln a redemption of the stamp, the code requires the destruc-
tlon of the clgar box in the presence of a representative of Internat revenue.

Muany cigar manufacturers have been reluetnnt to package thelr clgars in
expenrive containers Ruch as plastic boxer because to obtain a redemption of
the stamp often requires destruction of a box more valuable than the stamp.
Unlike some other commodities, subject to the same restrictions, cigars arve
perishable amd, therefore, the frequency of returns ﬁmtor. LI

For more than a century the atatutes have prescribed the number of cigars
which may be packaged in a statutory or legal container. Thug, a manufacturer
of cigars, who for economle reasons may desire to prek 60 cigavs in n box, wounld
be in violation of tha law becnuse no statutory contalnor exlats for 60 clgars,
Stmtlarly, a cigar manufacturer who may desire to send samples of one or
two cigars in the mafl to prospective customers woutd ba in violation of the
1aw because the smallest permissible statutory container 18 three clgars, The
proud father of & newborn child desiring to announce the birth of his offapring
and mailing an announcement to which was attached a single clgar, would be

in violntian of the statutes, notwithstanding that he may have originally pur-

chased a box of BO cigars in n stamped tax contalner froln which he removed
the cigars, The statutes provide for relzure of a container of cigars on which
no atgmp is affixed.

Theee lawa intended for the merchandising of handmade cigars by a peddler
with & mule and wagon contaln numerous admlnlatmtlge statutes prescribing,



INTERNAL REVENUE CODE OF 1054 153

for exawple, the kind of book In which manufacturers and vendors of tobacco
products are required to make detadled entrles daily of matters no longer of any
value to internal revenue. These statutes have (mposed adiministrative hardship
not only on the modern manufacturer and vendor, but ou the Internnl Revenue
Department requiring the employment of unnecessary adminlstrative personnel,
They have rendered administration tmpossible.

Even the very concept of n cigar tax stamp is archale and has long outgrown
{ts usefulness, causing administrative hardships to both the cigar manufucturer
and the Treasury Departiment cutafling ncedless expense to the Government {n
Imprinting, issuancee, accounting, and rvedemption,

We ave offering a complete recoditlention of the existing statutes relating to
thoe collection of excise taxes on cigars, which we have filed wiih the clerk of
your committee, Briefly, the proposals of our assoclation are:

1. The compete elimination of the requivement of the collection of exclse
taxes through the mediuus of stampy, and the substitution of provisions which
would require the payment of the tax amd the filing of returns similar to the
cotleetion of manufaeturers’ excise tuxes on such artleles as automobiles, tires,
radlos, televislon sets, refrigerating apparatus, gasollne, and lubrienting olls,

2, The complete ellmination of the statutes relating to peddlers,

3. The granting of hrender power to the Seeretary of the Treasury to adopt
and promulgate, from time to time, ralex and regulations for the payment, col-
lection, and admintstration of excelse taxes on clgars ag he may deem advisable,

Our proposaly, 1 assure you, gentlemen, are not mnde for the purpose of
relaxation of any controls relating to the collection of taxes by our Government.
Instend of a compendium of laws encompassing some 80 statutes, we are sub-
mltting for your considerntion what we belleve to be a streamlined, workable,
and comprehensive body of nws which wlll insure to the Government the collee-
tion of every penny of revenue due it.

Our proposed recodification, I should like nlso to assure you, i3 not a haphazard,
hastily drawn Instrument,  In fts preparation I was assisted by the controliers
from a cross gectlon of the elgar industry, wmen whose daily task it has been to live
with the statutes and regulations promulgated thereunder, And it was these
men who impressed upon me the hardship imposed upon the industry through
the use of stamps, which not only must be purchased in advance of production,
thereby unnecessarily tying up capital, but fncurring needless expenditure in
aflixing them to the cigarbox.

The regulations, promulated by the Treasury Department, of necessity being
circuniscribed by an antiquated codo, have been almost imposstble of rectification.
For many years this associntion has suggested to the Treasury Department
that they change their “hamstringing and ontmoded regulntions, but we have
always been met with a Justifinble “brushoff” that they are bound by the stat.
utes. It was, therefore, with a gigh of anticipated relief when we learned that
this committee was considering a revigion of the entire code. We urge you to
remove the yoke of antignity which for many years has shackled and hampered
this industry and prevented it from keeping pace with modern merchandising
methods,  The time for a change s here, .

WALGREEN DRua STORES,
Ohicago 30, I, April 1, 1954,
SENATE FINANCE COMMITTEE,
Joint Conmmittee on Internal Revenue Taralion,
New House Ofice Ruilding,
Washington, D, C.

Dran 81rs: I enclose in triplicate a statement recommending that Congress
grant relief from an inequity in the fmposition of income and estate tnxes on
pension and profit-sharing payments to surviving beneflclaries of decensed em-
ployecs. I wonld appreciate it very much if you would insert this atatement in
the record of the hearings that will he held before the Committee on Finance and
Banking of the Senate when thie new revenue bilt {8 tahen up by that committee,

Previonsly on January 12, 1984, T wrate to yon on the same subject transmit-
ting a somewhat similar statement which I asked you to ingert tn the record of
the hearings before the Committee on Ways nnd Meana of the House of Repre-
sentatives. The stntement which T now encloge hag been modifled to take into
account changes which have been incorporated in H. R, 8300, In my prior state-
went I pointed out that section 22 (b)~2 (c) granting relief in the case of pay-
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ments under employeea’ annuity contracts to survivor annuitants diseriminated
in favor of pension and profit sharing plans funded by Insurance or annuity
contracts. In section 72 of H, R. 8300, the treatment accorded payments to
survivor annuitants has been revised and the comments in my prior statement
relating to such payments are no longer pertinent,

My enclosed statement points out that secetions 402 and 691 of H. R. 8300 do
not specifically allow a deduction for estate taxés with respect to pension or
profit-sharlng payments (other than payments under an annuity contract) in-
cluded in the income of a beneflelary of a deceased employee nnd I recomniend
that the revenue bill be revised to clearly indicate that a deduction for cstate
tax Is allowable with respect to auch payments. I belleve that it wlll be neces-
sary to so revise the current revenue Wil in order to carry out the announced
policy of the Committee on Ways and Means of the Internnl Revenue with respeet
to the trentment to be accorded income in respect to decedents as sot forth {n the
excerpt from the report of the committee which I have quoted In my statement.

Very truly yours,
8. 1. Bowvyeg,

STATEMENT ny N, J. BowYER, VIcE PRESIDENT OF WALGREEN Co,, RE TAXABILITY OF
AMOUNTS DISTRIBUTED UNDER PENSION AND IPROFIT SIARING 'LANS TO BENE-
FIOTARIES OF DECEASED IIMPLOYEES

Both Foderal estate tax and income tax are imposed in sonie instances wpon
amounts distributed under penslon and profit sharing plans to hencflciaries of
deceased employees particlpants, (See sec, 22 (b) (2) (C) and see. 165 (b)
I, R, C.; sec, 80,22 (b) (2)-2 and 5 and sec. 89.165.6 of Treq‘eury Department
Regulations 118; and G, O, M. 27,242, 1952-1 C. B. p, 160.)

Income items other than pension and profit sharing payments in respect of
decedents which are recetved after the decedent’s death by hls estate or his
beneficlaries also are subject to both estate and income tax. Items of this sort
are includible in the rectplent’s gross income by virtue of section 126 (a) I. R. O.
but in computing the recipient’'s net income an offsetting deduction is allowed
under sectlion 126 (¢) I. R. O. In an amount equal to the estate tax attributable
to the items so Included in gross income. The Commisstoner of Internal Reve-
nue, however, has taken the position that a similar deduction {s not allowable
under sectton 126 (¢) I, R. C. with respect to penslon or profit sharing payments
recelved by & heneficlary of a deceased employee on the ground that an item of
that sort is not includible in the reciptent’s income or taxed under section 126 (a)
I. R. C. but instead is includible in income under section 165 (b) L. R, C. and is
taxed unter sectlon 22 (b) 2 (B) I. R, O, (See Prentice-lIall Yension and
Profit Sharing Service, par, 5308.)

Sectlon 601 of H, R. 8300, as introduced In the House of Representatives on
Mareh 9, 1034, would reenact section 126 of the present Internal Revenue Codo
with certnin modlfications, not material to the point under discussion.

‘he report of the Committee on Ways and Means of the House of Representa-
tives to accompany H. R. 8300 reporting on the treatment of income in rvespect
of decedents, on pages 64 and 65, House Report 1837, reads In part as follows:

“Youy committee’s bill also extends a treatment provided for income in respect
of a decedent to several forms of income not now eligible, This trentment ls
extended to that part of the value of a survivor's annuity included In the estate-
tax baso of the decedent annuitant which represents the interest accumulation
for the survivor annuity since the annulty's purchase. This treatment 13 also

extended to the value of unexerclsed ‘vestricted stock optlons' included in the
" gross estate of the decedent eniployce and to paynents to a deceased partnor hy
a partnership which are includible In the Incotne of the estate or beneficlary
of the deceased partner. This treatment is provided for these new forms of
income as n part of your committee’s policy of providing that all property or
property rights included in a decedent's gross estate for estate-tax purposes
either recelve n new basls at the date of his denth or, if subsequently to be
reported as income when that event occurs recelve a deduction for the estate
tax pald in the decedent's estate attributable to such property.”

The treatment provided In H. R. 8300 with respect to the income of decedent
18 extended to the value of a survivor's annuity, the value of unexercised re-
stricted stock options and payments to a deceased partner by a partnership, as
stated In the foregoing excerpt from thie House report, by the specific provisions
of aection 72 ?j). section 421 (d) (6) (B) and sectlon 601 (c), respectively.

Bection 402 (a) (1) of H. R. 8300 dealing with the “taxability of beneflclary
of employee’s trust” reads in:part as follows: .

!



INTERNAL REVENUE CODE OF 1034 1565

“* * * the amount actually distributed or made available to any distributee
by any employer's trust described In section 5601 (e) which is exempt from tax
under gection 501 (a) shall be taxable to him in the year in which so dis-
tributed or made avabinble, under wection 72 as tf it were an amount recelved as
an annuity, the couslderation for which is the amount contributed by the
employeo * * »"

I'his provision 18 the same as the corresponding part of section 165 (b) of
the present Internal Revenue Code, and it should be noted that section 402
I8 In no way cross-referenced to section 691 entitled “Reciplents of Income in
Respect to Decedents,”

Inasmuch as the pertinent provislons of section 402 relating to taxability of
beneficiary of an ewmployee's trust and section 91 relating to reciplents of
income In respect of decedents of IH. R. 8300 are substantially the rume as
sectfons 165 (b) and scetion 128, respectively, of the present Internal Revenue
Code, and since sectlon 72 of H. R. 8300 corresponds soinewhat with section
22 (b) (2), the Commissloner of Internal Revenne, notwlthatanding the an-
nounced polley of the Committee on Ways and Means as quoted nbove from
pages 64 and 65 of House Report 1337, muy take the same position with respeet
to section 402, section 691, and Section 72 of H. R. 8300 as he has tuken with
respect to section 165 (b), section 126, and section 22 (b) (2), and hold that
& deduction for estate tax is not allowable with respect to pension or profit-
shuring payments recelved by and {ncluded in the taxable fncome of a bene-
flciary of a deceased employce.

In order to muke certain that the announced poticy of the committee ts
carrled out, it 8 respectfully suggested that scection 601 of H, R, 8300 be
revised to clearly indicate that a deduction for estate tax is allowable with
respect to pension or profit-sharing payments included in the taxable income
of a benetlelury of a deceased employee.

—

STATEMENT IN OPPOSITION 10 SECTION 350 (B) (1) AND {¢) (1) or Pmoroskp
InTERNAL REVENUE CODE OF 1054

PREBENT LAW

Sectlon 112 of existing law treats as a tax-free reorganization any statutory
merger or consolldation of 2 or more corporations, and any transaction in
which 1 corporation, in exchange solely for shares In its own voting stock,
acquires substantially all the nasets, or 80 percent of all classes of stock, of
another, The theory of this provision is that when one corporation is merged
with another, and all that the merging corporation or Its stockhtolders recelve
1s stock In the continuing corporation, they have merely exchanged their old
stock for new stock of the same general kind, and should not be required to
pay a capital galus tax until they have soid thelr new stock,

PROPOBED CHANOE

Section 359 (b) (1) and (¢) (1) of the proposed new code would change
the law by treating the transaction us a taxable exchange unless the stock-
holders of the acquired corporation receive at least 20 percent of the stock in the
continulng corporation, The only exception would be where both corporations
are “publicly held,” as this term s defined in sectlon 359 (a). However, as no
corporation in which members of 10 families own as much as §0 percent of the
stock 18 regarded as "publlely held,” the exception would apply to few cases
where cither party was a small- or medinm-sized corporation.

REASONS FOR OPPOSING TRE CHANOE

The net effect of the proposed change is to except from the general rule, which
treats corporate reorganizations as tax froe, most transactions in which 1
corporation merges with another which is more than 4 times its size. We
submit that this is unsound for the following reasons:

1. There i8 no valld economic reason for lmposing a discriminatory tax on
mergers between smaller und larger corporations. Such transactlons usunally
result from economle considerations just as compelling and Just as merltorious
as slmllar transactions between corporations of nearly the same size, A smaller
company manufucturlng a particautnr product may find it essential to morge with a

48004 —54—pt, 1——11
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larger company offerlng a fuller line of products, {n order to be competitive with
other converns offering a full line. Or a smaller company operating in a par-
ticular area may tind It desirable to join forces with a larger company operating
in a broader area, in order to be nble to compete In a national warket, These
are normal business transiactions, and there I8 no reason why they shouid be
burdened with a special tax penalty.,

2, The fundamontal basis for permitting tax-free éxchanges is that, when a
taxpayer exchanges property for other property of like kind, the recognition of
taxable gain should be deferred until he sells the property which he rveceived,
In a merger between a smaller and n larger corporation, the stockholders of
the smaller corporation—oven where they rveceive only 10 percent, 10 percent,
b percent, or even less, of the new stock-—continne us part owners of a similar,
though larger, business, 1n any reallstic seuse, their new stoek is property of
the smme Kind as their old stock, and should be so treated taxwise,

8. The present law s not a loophole for tax avoidance, 'Ihe stockholder of
the merged corporatlon can rvecelve nothing tax-free except stoek in the con-
tinuing enterprise,  Ax soon ny he sells his stock, he must pay a capital gnins
tax, measured by the full difference between his cost basis for his ol stoek,
and the price he recelves from the new, This I8 in acvord with the salutary
priuciple of fmposing the tax at the point where the taxpayer derives money
with which to pay it.

4, There I8 no adequate basis for treating inergers between corporations which
are not publicty held less tavorably than mergers between corporations which
are publicly held.  'While, as indicated in the House report, some mergers between
nonpublicly held corporations may be wmotivated by tax purposes, most of such
mergers are the result of economic considerntions just as legitihmate us those
which motivate the mergers of publicly held corporations,

B, Ax a matter of fuet, imposing a tax on a merger tn which only stock is
received lmpozes a greater hardship where the corporutions ave hot publicly held
than it would where they are publicly held. The reciplent of stock in & publiely
held corporation can generally xell part of it at a fale price to get money to pay
the tax, although he must dilute his interest to do %o, However, the veciplent
of stock In a elogely held corporation often tinds, if he has to xoll part of it
to get money for the tax, that he can sell it, if at /11, only at a sacrifice price, as
the stock 18 not lsted on mny exchange, ang there ix no ready market.

6. The present law has operated to permit owners of the stock of successtul
smAll corporations to convert thelr holdings into the more marketable stock
of a larger corporation, without undue tax pennity.  We see no veason why this
opportunity should he removed.

For the above reasons, we submit that section 850 (b) (1) and (¢) (1) should
be deleted from the bitl.

Rurus W, Day, Ir,
(For McAfee, Grossman, Taplin, Hanning, Newcomer & Iazlett.)
CLEVELAND, 15, OnIo0,
(See supplemental letter., p. 642.)

SMITH & JAMESON,
Washington, Aprid 1, 1954,

Re proposed amendments to H, R. 8300 (Internal Revenue Code of 1054)

Hon, HoM¥R FrRat'son, :
" United Rtotes Senate,
Washington, D. C,

My DrAR SkxaTor : Pursuant to conversation with Mr, Dompierre, T am enclos-
ing two proposed technical amendments to the pension and profit-sharing trust
provistons of the nbove bill, now pending before the Senate Finance Committee

These proposnls affect a good many pension and profit-shuring plans now in
existence, as well Az many to be established in the future. They were developed
during conferences in Detroit last Friday and Baturday with Mr, Lloyd A. Aspin-
wall, C. L. U, insurance actuary and pension plan consultiant, 3400 David Stott
Bullding, Detroit. Mr., Aspinwall has prepared a detatled memorandum setting
tortlln tl;e reasons why the amendinents are necessary, and copy of snme Is also
enclogred, :

I£ you can see your way clear to futroducing a bill contatning the proposed
amendments, it would he greatly appreclated. I assume ‘snme wonld be referved
to the Finance Committee for study and consideration. Should the committee

!
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s dualre, Mr, Aspinwall would be pleased to come to Washington at the com-

witiee's vonvenience aud testify in support of the ameudnents,
With every assurnnce of my highest personal regard and esteem, 1 am,
YVeory respeetfully,
Wanrianm P, SMren.

H. R, S300, 830 CoXRESS, U SESSION

Adttend section {00 (n) (3), on puge 123, by steiking out all after *(3) annulty
contracts, o' and inserting in leu thereof the following: “lfe lusurance con-
tracts (including retivetuent income contracts) with life Insurance protection
payibie on the death of the employee partieipants;”

Amoend xeetion 501 () (3) (A}, on page 120, by inserting the tollowlng imme-
dlately preceding the lust sentenee thereof : “Notwithstunding any other provi-
slon of this paragraph none of the classitleations speeifled in elunses (1) throug
(vi) ghall be constdered diseriminatory provided that 99 percent or more of such
regular cployees fn this clussification nre participants in the plan.”

REVENUE ACT OF 1954 (. R 8300)
AMENDMENT PROPOBED TO BUBTITLE A, CHAPTER 1, SUHCHRAPTER F, PARY I

Sectlon 505 (n) Allowable Investments,

In the ease of o trast deseribed In sectlon 301 (@), exemption under sectiomn
801 () shall be dented for the taxable yerr unless at the ¢lose of each guarter
of the tixable year, all of its ussets are represented by—

Ntrike out:

CO3) Annudty contracts, or retirenient income contracts in whieh the face
amotint does not excewd 100 times the monthly annuity payable at normal
retirentent age under the plan:”

And fnsert therefor: .

CED Annudty contracts, or Hfe insurance contractg (including retirement in-
come contracts) with life insurance protection payable on the death of the
employee ptrticipants ™

NoOTE~~ Al of the words to be ingerted exeept “annuity contracts” ave exuctly
the same ax in section 402 (1) (8, IL R. 8300, which provides manner of fnxa-
tien to employee or heneficlary i a trust desevibed in 501 () exempt under 501 (e)
Purchnses sueh contracts,

The anicudment proposed should be adopted becanse

1.1t will perdt o trust deserihed fu 501 (e), exempt from tax under
601 (a) to---

(a) Own as assets e insurnnee contracts which It Is permitted to purchase
undoer xeetion 402 (8) (4).

(1) Use any of several medin of funding the cost of pensions which are per-
witted under prezent law, tnd which ave most safe and. econowleal for smaller
employers.

(¢) Use an Investment medfum in a protit-sharing trust which will provide
the partteipant a means of receiving all of the nccumulations to his credit in
the form of a life income after retivement, while providing a death benefit prior
to vetirement,

2, It will permit a traxt extablished ander section 1685 (a) of the present
code (which, by reason of sec. 408 (¢) (1) (A) and (B) of H. R. 8300, will
have to comply with see, J03) to continne the investment prograwm heretofore
established,

3, Both the employer and the employee participants will benetit greatly with
no adverse effect on the tax revenue,

Detailed advantages of proposed amendment

I. The proposed amendment will permit a trust deseribed in seetion 501 (e),
exempt from tax under section 801 (a), to own any type of lfe-fusurance con-
tracts, whereas the present wording permits such & trust to own only “retire-
ment-income contracts.”

A, Definitions:

1, “Roetirement income contract.” This type of poliey ir issued to mature at
& stated age (usually 65, 60, 63, or 70), Jt provides for n face amount, and,
commem:lug at waturity an annnity continuing for life of $10 per wonth for
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each $1,000 of face amount. Thus, the face amount is 100 times the monthly
annulty payable at normal retirement age.

‘The amount payable to the henefictnry in event of the denth of the insured
prior to maturity date s the face amount, or the eash value it larger,

The cash value at munturlty s usunlly from 80 to GO percent in excess of the
face amount, In the case of contracty for mules maturing at age 65,  Contracts
waturing at younger ages have larger caxh value, and contracts for females
have larger cash values than for those for males maturing at the snme age.

The promiums are high enough to accumulate the cash value, and to provide
the insurance protection for the amount by which the face amount exceeds the
cash value during the earller years of the contract.

2, “Endowment contract,” “Limited payment lfe contract,” “Ordinary life
¢ontract.” The oudowment contract I8 {ssuied to mature for the face amount at
an age specitlied or after a stated number of years, The limited payment life
and ordinary life contracts pay the face amount only at death (or age 100).

These contracts all provide that the owner (the trustee of a trust) may clect
to have the cash valuo pald as an annuity commencing at the retirement age
elected and continuing for life. Most of these contracts also permit the owner
to convert the contract to a retivement income or annulty contract under the
terms stated in the contract.  In many contracts the owner may, by the deposit
of the required additional cash vulue, convert the contract into a retivement
income contract providing an annuity incowe of $20 or $30 per month for ench
$1,000 of face amount, 'Thus, the face amount may be less than 100 times the
monthly annuity payable at normal retirement age,

The amount payable to the benefliclary in the event of the death of the Insured
prior to the conversion of the coutract to an annuity ts only the face amount,
for the cush value wiil not exceed the face amount,

The cash value I8 substuntially less than that of a retirement income contract.
It Is lowest in case of an ordlnary life contract. For a contract lssued at age
45, the cash value at age 05 is approximately 30 percent of the cash value of
the retirement income contract. For the limited payment 11fo contracts the
shorter the premium-paying period the higher the cash value, except that after
tho end of the period all contracts will have the snme cash valuo at the same agoe.
The endowment contracts, having a mnturity value equal to the face amount,
have a correspondingly higher cash value.

The premiums are suflicient to accumulate, in each case, the required cash
value and provide the Insurance protection aftorded, The premlum for tho
ordinary life contract is approximately 60 percent of the premium of a vetive:
meént income contract maturing at age 63 issued for a mnle at age 35 for the
same fact amount.

B. The advantages of contracts other than “retirement Income contracts” in
pension trusts,

1. The amount of insurance may be less than 100 times the monthly penslon.
It may be 20 or 30 or 50 times the pension instend of the fixed amount of 10
times provided by the retirctnent income contract, The mmount of death benofit
may‘be g:prg:sed as 1 year's salary, rather than being related to the monthly

msion benefit. '
pez The funds to convert the ordinary life or limited-pay contract to an annulty
may be accumulated in the trust and the employer may have the advantages of —

(a) Higher Interest earnings.

‘sb) More favorable mortality experience. .

¢) Opportunity to adjust deposits to conditions (as permitted by sectlon 403
(a) (1) (O) of the code) which is not available under the fixed premium of the
rotirement income contract,

8. The employer will have the present guaranty of the insurance company to
yay the penslon benefits in congideration of a presently guaranteed cost, Becauso
the cost of annultles has inereased 100 percent !n the lnst 20 years, a small
omployer with few employees particularly values such a guaranty.

f Largert benefits may be provided at the same coat, or the snme benefits at
a lower cost,

A rotirement income contract for a male aged 40 might cost $85.36 per year
to provide an income of $10 per month at age 85, with a denth henefit prior to age
85 of $1,000 or the cash value if greater (as it would be after about age 08).

An ordinnry life contract to provide the same death benefit of $1,000 (except
the eash value would never be greater) would require an annual premium of

2076, To nccumulate the fund sufiicient to convort the ordinary life contract

N
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into an annulty at age 65-to pay $10 per month would reguire a level deposit of
23.17.  'The combined depusits would be $52.03,

The employer, therefore, could provide the same death benefit (except the eash
value would never exceed $1,000 and the same retirement benefits, nud have the
ingurance commpuny guurantee to pay the annuity, for an annunl outlny approxis
mately 489 pereent leas,  For the same cost, benelits 4.6 percent greater could
be provided.

O. 'The advantages of contracts other than “retirement income contracts”
{n protit sharing trusts,

1. The trusteo of a profit-sharing trust. does not kuow what the future con-
tributions will be, and 8o cannot undertake the purchage of any contract vequiriy,
ulu u;lllll{ll outlny for premimms, unless such premiums veprexent only a portion !
the fund,

2, 'Che trusteo eannot undertake to pny n life annuity income with the funds
accumulated at the time an employce retires,

3. The trustee, by the purchase of an ordinary life tngurance contract con-
taining an option to be converted to an annuity by the deposit with the insurance
cotupiuny of such additionnl funds ay may have heen accumuiated in the trust
at the thme the employee retives, ean provide the employee:

(n) With a larger death benefit than only the funds acenmulated to the extent
of the facoe amount of the Inxurance in excess of funds in the trust less premiums
paid, in the event thie employee dles during the earvly years of pavtieipution when
his tamily needs are usually greater,

() With a vehiele under which all funds accumulated at retirement may be
paid in the fornt of an annuity al rates deterniined whea the cunployes's contract
was purchared, if it be dectded 1o vo use the option.  (Current. ‘I'reasury regulu-
tions require that It Le veed,)

11. The proposed amendment will permit existing trusts to continue present
approved juvestitent polleies,

A, Many pension pians now provide (hat the denth benefit he provided by
weans of ordinary lte Insurnnce polivies, hese plnng also provide for employer
depiosity to the trust to be made and. accumulated n an wmount satilclent to con-
vert such contractzs to annulties for those employees who live aud continue in
employtent to norml retivement date.

While the new proposed bill does not appear to apply to Investments made
prior to March 1, 1904, It would appear to prevent the continuunce of the
existing wmedium of funding,

B, Mauy profitsshuring plans now provige for the trustee to purchase ordinary
Ife, or limlted-payment life contracts which give the trustee the rvight to use
the funds aceumulated in the trast for the pavticipunt’s account, and to convert
the contract into an annuity nt the thue the employee retives,

if the purchige of auch contracts be not permitted, there will be a considerable
difference in benetlts for those who became participnuts prior to Maveh 1, 1004,
and those who become participants therenfier.

I The proposed amendment will benetlt employer, employee-participants,
and have no adverse effect on tax revenue,

A, The ewployer will be able: !

1, T'o provide tdentical henefits with a lower annual cash outlny,

2. To bave guurauties as to the ulthmate sus required to provide the petsion
beneflta—

(@) Without disbursing such a large portion of penslon reserves to bene-
flelaries of employees who die,

() Without providing death henefits, un large ns 100 thnes the monthly
pension benetita,

B, The employees will have—

1. In pension plans, death bhenetlts in plans which otherwige miight have none,

2, In profit shaving plans, the opportunity to have a life income guarauteed
after retirement of a lavger s than could otherwise be obtained,

Q. The tax revenue will not be adversely affected,

1. The employer cost for pension plans, for the same beneflt, will be loss,
and the tax dednetion claimed wilt he less, with loss loss of revenue,

2, The employer, under proposed sectlon 402 (a) (4), will be taxed on alt
fundr recolved regardless of whether sneh sums represent the proceeds of
“Insurance at risk,” ax under the present law, There {8, therefore, no difference
taxwise between the various types of insurance contracts,
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PROPOAED AMKNDMENT REVENTR ACT OF 1054 (H, R 8300) RURTITIN A, CHAPTER |,
SUBCHAPTER ¥, PART I, SEOITON 601 (K)-~EMPLOVEKS' PENRION TRUATS, ETC,

* The following orgutiiziations nre veferred to In subsection (a) ¢ A teust eveated
or organlzed in the United States and forming part of a stock bonus, pension,
or profit sharing plan of an employer for the exclusive benetit of his emptoyees
or their beneticinrles— .

#(8) NONDISCRIMINATORY (CLARSIFICATIONR, -~

“(A) REQUIREMENTS.—IF the trust, or two or more trusty, or the trnsl or
truats and annuity plan or ptans ave desigunted by the employer as constituting
parts of a plan intended to qualify under this aubseetion which beuefits the
regular enployees—

‘O Who are compensated on o hourly basis
“(11) Who are compensated on a snlary basis;
“(11) Who have heen employed for a minlmum peviod, uot exceeding
B yeara;
“(iv) Who are compeunrated at an annunl rate in excess of a specified
amonnt, which amonnt does not exceed $4,000;
““(v) Who have reached a speclfied age, which nge = not more than a%;
“(vl) Who are employed In a dexignated plan, division, department, or
other operating untt, of the employoer: or
“(vit) Who qualify under any athoer classitlention set up by the cmployer,
Inctuding any classification which ix a combinntion of any of the classitien-
tiong specitled In clnuser (1) through (vi)
Provided, That any classifieation 18 not diseviminatory In faver of employces
who are shareholderr or key employees, A elassifieation shall he considered
diseriminatory only if more than 30 pereent of the conteibutions muder the plan
are used to provide benefits for shavehotders or more than 10 percent of the
partiefpants in the plan are key employeex, except that a classifieation xhall not
be conaldered diseriminntory in any case if, i the eaxe of an employer having
not more than 20 regular employees, 5 percent or move of all such vegutar eme
ployees ave participants in the plan, and fn the case of an employer having more
than 20 regalar employees, 10 of such rexulave empleyees or 25 pereent or more
of all sueh regulne employees whichever is greater, are pueticipunta in the plan.
A plan aball he considered as mecting the requirements of this paragraph dur-
tng the whole of any taxable year of the plan if on 1 day in ench quarter it
satlafled such requirements,”

It is proposed that the ahove subsection be amended by inxerting an addltional
rentence following the end of the next to the last sentence,

The sentence to he inserted reading:

“Notwithstanding any other provigion of this paragraph, none of the classifl-
eatlong spectfied in claurea (1) through (vi) shall be consldered diseriminntory
provided that 00 pereent or tore of all auch reguine ciployees in thia classifica-
tion ave participants in the plan,”

Sectlon 801 (@) (8) (A) should be amended by Ingerting a sentence reading:
“Notwithstanding any other provision of this paragraph, none of the classificas
tions speclfied in clauges (1) through (vi) shall be constdered diseriminatory
provided that 00 percent or more of such regular employees in this classificas
tion are participants in the plan.”, Iimmedlately tollowing the end of the sentonce
next to the last gentence, hecause-—

I, The present provistons of I, R. 8100 diseriminate against the smaller
employers, :

A, Under the present restrictions no employer ean estaish a plan for any of
tho classificntions (1) through (vi) unless:

1. The classiticution containg less than 10 percent of “key employees,”

2. The classificution contalns over 1,000 employees, or

8. 'The clasgification contains over 20 percent of nll “regular employees.”

No’;‘n.——m nll except very large corporations (those with 5,000 employees or
more).
(a) Any classification oxcept (1) In most all Instances will contuin more
than 10 percent of “key employees.”
(d) Classificatlon (H) will generally not include 28 percent of the regnlar
employees If the employer hns both hourly pald and salarled employees.
II, The present law (section 168 (a) (8)) provides that a classifiention shall
not be consldered discriminatory merely hecause it s limited to salavied or
clericnl employees. '
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A. Under the proposed law sueh 1 phan conld not hn most instancees be estab-
tished in any company having hoth salavied and hourly paid employees, oxcept
one having many thousands of employees, heeause—

1. Such a classttention will practiearlly aiways nelwde more than 10 per-
cent of (he "key employees,” and

2. Such a classification generally will not include 25 percent of the “regular
employees,”

B, If amended, as proposed, the same classifiention would be permitted as
at present provided at teast 90 pereent of those in the classitieation were
participants,

111 ‘The amendiment proposed—

A, Will permit elassitientions permitted under present law with grenter restrics
tlons to prohibit diserlmination,

B. Wi permit the use of the classitientions permitted in H, R, 8300 without the
dtilsorlh;l:nutlml fu favor of very large corporations which currentty exists in
that bill,

MuMoORANDUM By Crtanres W, 'vr, Nowark, N, J,, SunMirrep Wit Reserer 1o
DiseriMiNarory ProvisioNs or H, R, 8300 As Resekers Garrran 8rocxk Lare

INSURANCE COMPANIFS

This memoranduns, iled for und on behalf of our clients having lfe inkurance
company jnterests, 18 direeted to the following provisions of H. R, 8300 which
Mlogleally nud Inequitably diseriminate against capital stock life {nsurnuce com-
panies md their stockholders ;

1, Sections 34 (¢) (1) and UG () which deny to Individual stockholders of
such [msurance companies the newly provided retief from double taxation of
dividends; and

2, Section 246 (a) (1) In which the 85-pereent dividends received credit, to
which corporate gtockholders (including corporate ftockholders of such insur.
ance companies) nre now entitted under existing law, and which the bIN continues
a8 a deduetion for corporntions generally, would be completely ethninated with re-
speet to eapital stock lfe insurance company dividends recelved by corporate
stockholders,

"These companies ave now subjeet to tax under sectiona 201 to 203 of the In.
ternnl Revenue Code, and for the past 3 years have been taxed under temporary
provislons which apply a flat rate tax of 3% percent on the first $200,000 and
8%. percent on amounts in exeess of $200,000 of net investment income with
cortain ndjustments,  These reduced rates are intended to be equivatent to the
application of the ordinary corporate rates of 30 percent on the tirst $26,000
and B2 percent on income above $205,000, after applying “the reserve and other
policy liability credit.”

H. I, 8800 provides for the extension of these provisions for 1 year (newly
annthered SO0 and following), with minor changes to permit use of the account-
fng method, for (ax purposes, employed by the company on its annual state-
nment.  Accordingly, stock life insurance companles arve taxable, uot tanx-exempt
organizations, and the Congress hag chosen to tax them, s aforesaid, pending
adoption of a long-range taxing formula,

The provisfons of i, R, 8300, aforesald, as presently dreafted, would deny a
corporite stockholder which recelves a dividend from a &tock 1fe insurance cotm-
pany (he Sh-pereent dividends recelved deduction to which {t Is presently entitled
as u crectlt under soetion 26 (b) of the Internal Revenue Code,  Moreover, an
tndividual stoekholder veceiving a dividen from a stock life insurnhee company
wouldd he denied the new credit provided by sections 34 and 116 of the Revenue
Code of 1954, There appears to he no basis or logle to such denial, and signift
cantly there is no expressed intention in the Wayvs and Means Committee report
to nbolish the present 8§-percent dividends veceived credit for dividenda from
atock life insurance companies, nor does there appear to he any equitable reason
why dividends from {nsurance stocks held by indlviduals should be diserbninated
againgt i an attempt to lessen the impaet of double taxation. In fact, the effect
of these provisions ¢4 (¢), 116 (b), and 246 (a) (1)) crente more double

« taxation than now s possible under the existing law. 1t 18 inconceivable that
this type of discriminatory class legislition could have had the rerlous consid.
eration of the House of Representatives, but on the contrary has all the aspocts
of a “slecper” which should never have been incliwded (n the first place had
there been advance deltherntions and hearines with respeet thereto.  The fact
that stock Ufe fnsuranee companies arve subject to tax, and presumnbly wilt
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continue to be subject to Federal taxation in the future, makes these proposed
provisions ail the more incomprehensidle,

The philosophy of II. R, 8100, as respects the dividend situation, 18 intetded
to mitigate the effect of double taxation of corporate profits, Sectlons 34 (¢),
116 (b), and 246 (a) provide ltmitations with respect to the eredit and dedues
tion provided in those scetionsa. ‘Uhese limitations are intended to climinate
the credit and deductlon in sltuations when no double taxation in fact occurs,
Thus, on page 6 of the Report of the Comniittee on Ways and Menns, congres-
alonal intent {a expressed as follows:

“The rellef offered by the dividend-received eredit Is Hmited to sltuntlons in
which doublo taxation actunlly ocenrs.  Accordingly, the dividend-received eredit
{8 not. allowed with vespieet to dividends paid by forelgn corporations or tax-
exempt domestle corporations.”

In the light of this expreased intent, it §s suhmitted that these Hmitations conld
not have hean intended to apply to any domestie corporation which, in fact, Is
subject to tho Foderal Income tax and actually pays such p tax, I they wero
intended, then they musat have been enateted by renson of nisconception as respecta
the taxabllity of stock lite insurunce companies, 1t is submitied that, whatever
the unexpresged renson for direrbmination agalnat stock of n lUfe surance com-
pany, the philogophy Is entively faltnelons and Mogleal sinee there enn be no
distinguishing as botween domestic taxpaying corporntions of different types
merely hecanse thoy are not All taxed In tdentically the aame way. The only
situation where this is feaaible {8 where a dividend pald credit 1s allowed such
an In the case of cortaln aperating utility preferved stocks,  No eueh dividend
patd credit 1s allowed a stock Nfe Ingurance company under the present Internnl
Revenue Code nor under H. R, 8800, Further, there I8 no logieal basls for denfal
of such credita and dednetions on some theory of the degree of donble taxation
involved. Such an appronch could just ag lagienlly apply to practically overy
type of corporation In view of tax-exemnt interest income, depletion nllowanees,
amortisation of fachitier, ete. The fact of the matter {s that there {8 now
double taxation as respecta the corporate profits of a stock life insurance company,
the degree of which cannot he measnred from a comparahle standpoint any more
than the degree of double taxation conld he measured ag hetween the corporate
profita of a hank, industrial or mercantile corporation, Yeot, the provisions of
H, R, 8300, aforesrid, i1f enacted in thelr present form, wonld deny Mfe company
atockhotdors, both corporate and individuals, retief from siich double taxation
whereag all other nonexempt. domestie corporation slackhotders would recelve
atch bonefita, Tt 1a suhmitted that such dirertmination ix entlvely nnwarranted
under the clrecumstances,

It the proviglons contained in H. R, 8100 nre enncted in thelr presrent form,
tha economie consequencea to the insurance Industry will be eveeedingly deastie,

The stock of life Insurance corporations (s whilely held hy corpornte investors
which at present recelve the 88 percent eredit allowable under seetion 26 (b)
with reapect to dividends on sueh stock.  ‘This henefit ts removed In the proposed
Internal Revenue Code of 1084, "The removal of the benefit would, of courae,
tend to depresa the mharket value of the stocks of life insnrance corporntions and
place such corporate investora in such stocks at a decided dirndvantage, The
net yield from such stocks would, of course, he greatlv diminished. It would
also hampér efforts of exiating conipanier to acquire ndditional eapita) and make
more difficult the formation of new stock 1fe insurance corporationg, as compared
with mutunl companies In partienlar and other corporations in general.  Also,
the attractivencss of such stocks now owned will disappear with the resulting
deprossing effect on the market as relling-off occurs,

»In addition, existing companies having life suhsidinries would be adversely
affected. In order to reap an adequate benefit from their investments in sub-
sldiaries, they wonld be roquired to fille conanlidnted returns and suffer the
2 percent addition to tax impored as & privitoge for filing such return. Moreover,
by virtue of the definition of affiilated groups, not all clozely allled corporate
sroups are eligible to fille consolldated returns. Thus, a life company mny
only consolidnte with another iife company. Tt cannot consolidate under
present law with a noninsurance afiliate or parent. '

It in, therefore, reapectfully requested that sections 84,1118 and 246 of H. R,
8800, an well as any other sirllar aubsections wherein diseriminatory treatment
is accorded stock life-insurance companies (snch as sec, 023 () (2) and 981
{¢) (4)), be amonded to continuo the present 85 percent. dlvidend rocoived credit
in the form of a deduction for corporate stockholdors and-that the benefits of the

) ]
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newly proposed relief from donble taxation of dividends to individual stock-
tholders of insurance companies he extended to xurh stockholders,

Resapectfully sumnitted,
Josera I'rocaarr & Co.,

By Cnarwes W, 'Tye,

MEMORANDUA SUBMEFTED Wit RERPBCT To DISCRININATORY PRovinions o HL R,
S900 A8 Resercers CAPITAL ST0CK IRE, CASUALTY, SUREDLY, AND MaRINe
INSURANCE COMPANIES

This memorandum, dled for and on behalf of ’tock five, cagunlly, surety, and
marine knsuranee compunier, 18 directed to the following provisions of M. R,
K100 which fllogleally and inequitably diseriminate agninst capital stock insur-
aneo compunies and thelr stoekholders

1. Section 34 (¢) (1) and 116 (b) which deny to individunl rtockholders of
such [hsurance companies the newly provided relief from double taxatlon of
dividends;

2, Nectlon 24 (n) (1) in which the 83 percent dividends recelved eredit, to
which corpornte stocklholders (Including corporate stockholders of suweh insur-
ance cotmpanies) are now entitied under exiating law, and which the bill con-
tinues as a deduction for corporations generally, wonld be completely eliminnted
with respeet to eapltat stock Insurance company dividends recelved by corporate
stockholders

3. Nection 923 (d) (2) which denies to such insurance companies the credlt
provided jn recetlon 87 with respect to businesg Income from forcign sources;

4, Reetion 631 (¢) (1) whileh denles to sueh nsurance companies the right to
miko an election with respeet to the treatment provided by pavt 1V of 4, R,
N300 with vespect to deferred Income from sourees within foreign countries,

These companies, [n common with huwdreds of other ke companies, aro now
sulject to tax under section 204 of the Internal Revenue Code and, in accordance
thorewith, pay the full 30 percent normul tax and the full 22 percont surtax on
their entive net eome from underwriting and investments,  Thus, these com-
panies, under present laws, puy Federal income taxes at prectsely the same
rates as do manufacluring covporatlony, mercantile corporations and other cor-
porations gencrally.

Under the provisions of . R, 8100 theso companles would be subject to the tax
to be imposed under proposed gection 831, which, in part, provides: “Taxes com-
puted ag provided In sectoin 11 shall be fmpored tor each taxable year on the
taxable fiicome of every Insurance company (other than a life er mutual insur-
ance compuny) ¢ * + Sectlon 11 lmposes n noruial tax of 80 percent of taxable
income and o surtax of 22 percent on certain taxable income in excess of §25,000.

Thuy, if I, R, 8300 Is enacted, capital stock casunlty and surety companies will
contlnue to pry a Federal Income tax on thetr entlre net protits at present regular
carporatlon income-tax vates, Such companies do not pow, nor huve they in the
past, enjoyed any spocinl tax advantage, and no special tax advantage is granted
them under X, R, 8300.

Accordingly, It 1s grossly fnequitable that steckholders of capltal stock easurlty,
fire, marine, or surety companies should be dented the rellef from double taxation
newty proposed In the bill with respect to Individual stockholders of corporations
and now provided by law with respect to corporate stockholders,  In fact, double
taxation will exist where 1t dtd not before,

In recent yenrs the Insurance business, as well as business generally and the
natlonal economy, has grown tremendously, and all indicntions polut to a con-
tinuatton of this growth, Such growth requires, and will continue to require,
large sums of additionnl capital. Obviously, the discrimination with respect to
dividends pald on the stock of insurance companiex would serlously {mpalr the
derirability of such stock, thierehy making it difficult te acquire additional capital
to meet the needs of expanding business,  Also, the atteactiveness of such stocks
now owned will disappear, with the resulting depressing offect on the market as
selling off occurs,

While, due to the time limitations, 1t is not possible to determine fully the effect
of the discrimination againat insurance companies with respect to busineas income
from forelgn rources, a8 provided in section H23 (d) (2) aud sectlon 96t (¢) (4),
it 18, nevertheless, a diserimination that has no basis in reason or equity and
_should, therefore, be eliminated.
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It I8, therefore, respectfully requested that section 246 be amended to continue
the present 80-percent dividends recelved credit In the form of a deduction for
corporate stockholders and that section 34 be amended to extend the benefits of
the newly proposed relief from double taxation of dividends to individual stock-
holders of {nsurance companies which would be subject to the tax imposed by
section 831 of H. R, 8300.

It is also respectfully requested that section 923 be amended by eliminating the
denial to capital stock insurance companies of the credit provided in section 37
with respect to business income from foreign sources, and that theve be eliminated
from sectlon 051 the denial to such companies of the right to make an election
with respect to the treatment provided by part IV with respect to deferred income
from sources within foreign countrles.

Appropriate amendments should eliminate the patently inequitable discrimina-
tion proposed by H. R. 8300 against insurance companles subject to section 831
of H. R. 8300 and their stockholders, both corporate and indlvidual,

Respectfully submitted,

JosepH Froaaarr & Co.,
By Onanites W, Tye.

BTATEMENT SUBMITTED RY JOSEPH D. PEELER, MUSICK, PEELER & GARRETT, LOS
ANGELES 17, CALIF,
APRIE T, 10054,

MEMORANDUM RE PROPOSED AMENDMENTS TO BECTIONA 84 () (1) AND 248 (A) (1),
. R. R300, RELATIVE TO DIVIDENDS PAID ON 8TOCK OF CALIFORNTA TITLE INSURANCE
OOMPANIES

L. Proposed amondnionts
It is submitted that the following provisions should be substituted for the
provisions proposed undet H. R, 8300 for the following subsections:
“SECTION 84. DIVIDENDS RECEIVED BRY INDIVIDUALS.
“(e¢) No CREDIT ALLOWED FOR DIVIDENDS FROM CERTAIN CORPORATIONS. Sub
section (a) shall not apply to any dividend from—
“(1) an Insurance company subject to a tax ihmposed by subchapter L
(sec. 801 and following), unless (a) its tax is computed as provided in sec-
tion 11, and (b) its net income as computed under subchapter L {s not sub-
stantially different from {ts net income as computed without reference to
subchapter L.”
“smglélé)&v%l% RULES APPLYING TO DEDUCTIONS FOR DIVIDENDS
“(a) DEDUCTION NoT ALLOWED FOR DIVIDENDS FRomM CERTAIN CORPORATIONS.
The deductions allowed by sections 243, 244, and 245 shall not apply to any
dividend from—
‘(1) an insurance company subject to a tax imposed by subchapter L (see.
801 and following), unless (a) its tax I8 computed as provided in section 11,
and (b) its net income as computed under subchapter I i not substantially
difterent from its net income as computed without reference to subchapter L.”

II. Reasons for the propogsed amendments

A. Purpose of provistons.—As explained in the House committee report the
general purpose of sectlon 34 is to afford some relief from the double taxation
of corporation dlvidends. ‘The purpose of subsection (¢) of section 34 s ex-
plained on page 6 of the report as follows:

<“The rellef offered by the dividend-received credit 1s limited to situations in
which double taxation actually occurs, Accordingly, the dividend-recelved
credit 18 not allowed with respect to dividends paid by foreign corporations or
tax-exempt domestic corporattons. Thus, it does not apply to dividends of
exempt farm cooperatlves or to distributions which have heen allowed as A de-
duction (in effect trented as interest) to a mutual savings bank, cooperative
bank, or building and loan associntion. Moreover, the dividend-received credit
s not available to nonresident alien individuals not subject to the regular in-
dividual income tax.” |

Bection 84 contains provisions not in the present law, allowing to Individual
stockholders a dlvidends-recelved credit for part of the dividends recetved from
corporations subject to the regular tax rates. Sectlon 248, 244, and 248 con-
tain provisions, similar to those in section 26 (b) of the present law, allowing to
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corporate stockholders deductlons for a portion of the dividends on stock recelved
from corporitions subject to the regular tax rates,

Undoubtedly, it was for the pturpose stuted in the above quotation that the
House committee inserted in section 84 (¢) (1) and In section 248 (a) (1) the
limitation regarding *an Insurance company subject to a tax imposed by sub-
chapter I, (sec, 801 and following) ;"

Ax will be shown clearty helow, however, the language uxsed is too broad in [ts
operation and will inelude insuranee compantes which are subject to the income
tax and surtax rates applicable to corporations in gencral and whose dividends
presently are subject to double taxation,

B, Taration of insurance companics.—Subchapter L of chapter 1 contains the
provisions for taxation of insurance companies, under four separate parts, as
follows:

Part I covers Nfe-insurance companies and in general continues for 1 year the
pregent provigions of the law.

Part I covers mutual insurance companies (other than life or marine or fire
insurance companies issuing perpetual policies) and in general continues the
present provisions of the law,

Part [11 covers other insurance companies and in general continues the present
provislons of the law.

Part 1V covers provisions of gengral application and in general continues the
present provisions of the lnw,

Under the present ltw and under the Ilouse bill, insurance companies which
are covered by parts T and 11, in general life insurance and mutual companies,
are not subject to the regular corporation income-tax rates, On the other hand,
sootl(]m 831 of the House bil! provides as to other companies covered by part III
as follows:

() IMPOSITION OF Tax.--Taxes computed as provided in section 11 shall be
Imposred for each taxable year on the taxable {ncome of every insurance com-
pany (other than a life or mutual {nsurance company), every mutual marine
insurance company, and every mutnal fire Insurance company exclusively {ssuing
either perpetual policles or policies for which the sole premlum charged is a single
deposit which (except for such deduction or underwriting costs as may be pro-
vided) Is refundable on cancellation or expliration of the policy.”

Section 11 covers the tax imposed on corporations in general. Accordingly,
insurance companles covered by part YII pay the regular corporntion tax rates.

C. Title insurance companies.~—These compnnies are covered in part II{ and
pay the regular corporation tax rates. Section 832 provides, as does the present
law, that the gross income of such companies shall include (A) the gross amount
earned during the year from investment income and from underwriting income,
(B) gain during the year from the snle or other disposition of property, and
(0) all other items constituting gross income under subchapter B. Deductions
are allowed for losses Incurred, expenses i{ncurred, and other deductions com-
parable to the deductions allowed to ordinary corporations,

By reason of the nature of thelr business, title insurance companies in the
State of Californin operate in the same manner as corporations in general. They
maintain extensive title records and before a title poliey is issued a careful
search of the record is made, A single premium I8 charged for the polley and
the entlre amount immedintely constitutes taxahle income, A title policy {s not
renewnbte at stated intervals, llke most insurance policies, but continues in
force indefinitely, Accordingly, there is no problem of “uncarned premiums.”

Because of the extensive research in econnection with each title policy, the
largest Item of expense I8 labor, In common with corporations in general. As a
result of this and efficient title practices, 1osses rarvely exceed 2 percent of annualk
premiums and thus do not present any unusunl accounting problems. Californta
title Insurance compantes do not use reserves In determining loss deductions for
the purpose of computing net fncome. A loss deduction is determined on each
separate situation in the light of the parttcular facts, and Is taken only when
the amount is definitely ascertained.

Accordingly, the net income of a California title insurance company, as
computed under section 832 of the House bitl (which is substantlally the same
as se¢, 204 of the present Internal Revenue Code), would be the same {f its
income were determined under other provisions of the law applicable to corpora-
tions in general,

Californla title Insurance compantes do not recelve any special tax benefits or
favored treatment; their income tax burden is fully as heavy as that of cor-
porations in general. They do not recelve any special benefits such as, for
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example, percentage depletion deductions afforded to natural resource
companies.

Any falr minded survey of the facts will discloge clearly that title insurance
companies in the State of Californln bear thelr full sharve of the Federal income
tax burden, l‘hev definitely present a sltuation “in which double taxatlon
actually ovenrs” and there 18 no sound basis in louh- or e&qulty for discvitminat.
e amingt thent, an the House bill does,

D. ‘Title tngurance and. trust company~The Californin Land ‘litle Associntlon,
on whose helinlf thia memornndmn {8 fited, {8 a trade nssociation with membaer-
ghip Including 16 California title Insurance companies.  ‘'o illustrate the hupaet
of this leglalntion on the tHitle industry in Calitornta, it wiit be helpful to exnmine
fn some detail Its effect on one company, the "Title Insgurance & Trust Co. of los
Angeles,  Thir company ig the largest titlo tnsurer in California, but it differs
from the other compantes chiefly in its size, and it may be reuurdvd a8 repre-
sentative, Title Insurance & Trust Co. I8 a Californin corporation, located at
433 South Spring Street, Los Angeles 13, Callf.  Ita activities include o titte
innurancee business in southern California, n trust and escrow busineas, and the
ownership and operntion of 1 large oftice building {n Lo Angelea, The princi-
pal source of revenue 1a dertved from its title insurance business, In addition,
{t owns stock of other corporntiong, gome of which are engaged sotely in the title
fnsurance business and from which it recelvea substantinl dividends,  Acvcord-
tngly, 1t = vitally converned with the provistons of the House bl heve constd-
ored, hoth as a corporate stockholder of title instirance companies und on behnlf
of ita many stockholders to whom it pays regular dividends.

A roview of this company's Federal income tax returas for recent years
disclosos clearly that its income tax burden would hnve been anbstantinlly the
same 1t its taxable net Income had been determined under the provislons of the
jaw relating to “corporations In general” instead of the provisions of section
204 of the present code relating to other fugurance companies, Since, as stated
on pare A240 of the committee report, the provistona of section 832 of the House
bill “correspond without chnnge of substnnee” to the present provisions of the
1aw, there {8 overy reason to nssume that in the future Its tax burden under
the proposed new law wonld not be reduced by treatment as an lnsurance
company.

Accordingly, if no change is made in the provislons here In queation, thia com-
pany will continue to be aubject to donble taxation in the same nauner ag
corporations in general, withont any rellef whatover to lts stockholders. We
respectfully submit that this treatment wonld be grossiy tnequitabte and dis-
criminatory and, we helleve, wonld be contrary to the real Intentlon of the
legislatora,

In this connection, it should be noted that under the presont law this company
18 allowed a dividends-received deduction for dividends recelved frowm its title
insurance subsidiaries while under the proposed House bill it would be atlowed
no deduction. Accordingly, the House bill not only would deny the new dividends-
received credit to its shareholders, but would ndd a very great tax hurden on the
compnny itself which is tot lmposed by the present law.,

This 1a not a situation in which a taxpayer is afforded tax reifof by olecting
to Lo taxed as an insurance company. Under the House bl aa well ax under
the present law, it has ne choice but must compute its net {ncome nnder sub.
chapter L, a8 an Insurance company, even though it obtaing no tax honeﬂl from
such treatmeut,

As an alternative, in the event that the provisions herve in quesatian m'o not
changed so as to remove this diserlmination, title Insurance compantes, including
thig company, ahould be permitted to elect whother to be taxed under the pro-
vistons of subchapter L (with the corresponding burdens relative to dividends
recelved from other title insurance compunies and relntive to dividends pald to
its sharcholders) or whether to be taxed under the general provirlons relating to
corporations in genernl. Without the right to make such an election, a title
{nsurance company 18 forced to file ita returns in & manner which affords it no
tax benefits or rellof, while at the samo time subjecting It and its stockholdera
to tax burdens which do not apply to corporations in general.

Conolusion.—It is respectfully submitted that the provistons of sections 84
(¢) (1) and 248 (a) (1) of House bill 8800 would result in unjust discrimination
a8 to California title Insurance companicr and should he amended. It {8 he-
lteved that their incluslon In the exceptions was due to n milsunderstanding or

to an oversight,
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BTATRMENT ON SECTION 274 oF P1TE REVENUR Cong oF 1854, TNDUATRIAL DEVELOP-

MENT REVENUE Bonns, uy TTarry W, WoOLKATHIN, CRRTIFIED PPURLIO ACCOUNT.
ANT AND TAX PRACTITIONER, OF NEWARK AND ARRURY I’ARK, N. J,

Mr. Chairman and memboers of the 8enate Committee on Finanes, my name
is Havry W. Wolkstein, I am a practicing certified publie accountant of
New Jersey and New York, acting ax genfor member of Huvry W. Wolksteln
& Co,, n Hrm of certitied pubilic accountants having otlices in Newark ant Asbury
Park, N, I,

My presentation will be largely devoted to the subject of industrial develop-
ment revenue honds and section 274 of the Revenue Code of 1954, which wag
recently ennetod by the House of Representitives.

In the statement which [ submitted to the House Conunittee on Ways and
Menrns on Aungust 8, 1053, T ealled attention to the growing economie war among
our fndividual States and wmunietpalities aeross the conntry {n competing un-
fairly with one another for new industrles by oftering them special rubsidies
tn the form of donations of g and butldings, leasing plants at nominal rentals,
and fult or partial tax exemptions,

Unlexs these guestionable tax-avoldnnee plans are halted by eloring the tax
loopholes extsting within the Internal Revenne Code, we shall surely witness
the undermining of our comntry’s taxing structures aud our system of come
potitive enterprise with the end result of state capitallsm and roctallsm faclng
all of us. A part of these income-tax aveldance plans, 0 number of munieipal
governments tn cortain States have managed to lare new industries away from
other States by means of constructing new plants for them through the {ssnance
of tox-exerunt tndustrial developmoent vevenue honds, which bonds ave not hacked
by the full fakth, credit, and taxing power of the iksufng government,

Within the past 3 years Now England, New York, and New Jersey have lost
a large humber of industries that hnve moved to the South, having been lured
there by the unfaie balt of donnted plants, renl estate tax exemptions, and
nominal rentals,  OQur Federat Inws serjously erltielze unfair competition amonge
private industries engaged in futerstate commerce; however, our present Ped-
eral fncome tax laws actually serve to encourage the aforementioned unfalr and
highly questionable competition among our individual State governtuents for
new Industry,

In response to a recent. tost case thnt T brought hefore the Commissioner of
Internal Revenne pertaining to fndustrial development revenue honds that were
{sted in HIB2 by the clty of Morence, Alnr., for the benetit of Styton Corp, in the
amount of $LR00,000, the Commissioner 1ssued a rullng that, under existing laws,
the Interest on such revenue bonds was exempt from income tax unto the bond-
holder, despite the fret that the clty in no way pledged its faith, eredit, or tax-
ing power,

Accordingly, in my testimony before the House Committee on Ways and
Means, I recommended that sectfon 22 (h) (4) of the Ievenue Code he nmended
to fmpose fncome taxation upon the ntevest of such industrinl development
rovenwe bonds. On January 20, 1954, Represcutative Reed, chalrman of the
House Committee on Ways and Means announced that the cotnmittee had agreed
to nmend the Revene Qode to rentove the existing Federal income tax exemp-
tlon with respect to the interest received on future issues of these honds of
State and loenl governments in such enses where the bonds are not supported hy
the full faith and credit of the issuing government, It appears that hls an-
nouncentent was followed by pressures from certain loeal and State sovernmental
officials to the effect that such an amendnient to the code would serve to inter-
fere with the sovereignty of thelr State and munieipal government,

As n result of these pressures, the Internal Revenue Codo of 1084 as finally
enacted by the House of Representatives in February containg a new section 274
which disallows as a deductible expense any rentat payments miade by a private
industrial irm to “a State, Territory, possession of the United States, or o politt-
cal suhdlvisfon thercof, or the Dirtrict of Cotumbla, as payments for the use or
occupaney of property aequired or limproved by such State or Territory with the
praceeds of any Industrial development revenue bond. The honds covered by this
rection are any obligatfons issued to finance the acquisition or fmprovement of
real property which {a to be used to any substantial extent by nonpublic lessces
for manutacturing articles which do not pledge the full faith and credit of the
fsantng authority for the payment of Interest and principal. * * ¢ A publie
atility preducing electricity or gas would not be ‘manufacturing articles. * ¢ #
Obligativns issied for the acquisition or fmprovement of real property used
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principally for recognized governmental purposes shall not be considered in.
dustrlal development revenue bonds even though a minor portion of the property
muy be avalled or for manufacturing purposes incidental to the primary ac-
tivity for which the entire property is used. * * * The section applies only to
rental payments paid or accrued on property acquired or improved with the pro-
ceeds of any bonds issued after February 8, 1054.”

I respectfully urge the members of the Senate Committee on Finance to vote
favorably upon section 274 of the Revenue Code of 1954, 'I'his new section of
the code will prevent a manufacturer from taking unfair advantage of his com-
petitors through these lower operating costs and unfair tax deductlons, resulting
from his enjoying the henefits of the local government's tax exemption.

I believe it is necessary, however, to stress the fact that the new section 274
golves only part of the public financing problems that are attached to industrial
development revenue bonds. Under section 274, a person owning such bonds will
not be compelled to pay income tax on the interest which he received on these
questionable bonds—bonds which in reality are no more than commerclal bonds
with the fictional veneer of municipal obligations, If the issuing city is in no
way financinlly responslble for these questionable bonds, then how can we detine
them as governmental obligations entitled to the privilege of income-tax exemp-
tton? The bondholder cannot look to the municipal government for security,
his only collateral being the rental income which the manufacturer will pay to
the city, the financial stability of the manufreturer, and the industrial property.

In issuing these bonds for the purpose of constructing industrial property, the
clty is engaging in a proprietary purpose in competition with taxpaying private
enterprise, And, may I note that the United States Supreme Court has ruled in
cases Involving the States of New York, South Carollna, and Ohlo that
“* * » whenever a State engages in a business of a private nature it exercises
nongovernmental functions, and the business though conducted by the State is
not immune from the exercise of the power of taxation which the Constitution
vests {n Congress.” .

I respectfully call to the attentlon of the members of the Senate Finance Com-
mittee that our Federal Government cannot continue (o extend the privilege of
income-tax exemption unto the interest on these industrial development revenue
bonds for the following reasons:

(a) Such practice is in contravention of public policy.

(b) It amounts to discriminatory taxation, since it forces remaining taxpayers
to shioulder an inequitable share of the Federal income-tax burden,

(0) It violates the equal protection clauses and the due-process clauses of our
Federal Constitution.

(d) It serves to encourage local governments to subsidize private industry at
the expense of other municipal governments and State governmnents and other
taxpaying corporations.

In the event of a major economtc depression, we shall probably witness a wide-
spread default in these industrial development revenue bonds with an impatr-
ment f the credit of these local and State governments.

It 16 my further opinion that, since these industrial development revenue bonds
are not secured by the full faith, eredit, and taxing power of the issuing author-
ity, these securities shounld be subjected to the control and jurisdiction of the
SEQ in order to protect the investing public of our country.

S"M'mmm'x‘ oy Howarp H.. MUNRO, LEGISLATIVE REPRESENTATIVE, THE CENTRAL
Laror UNION AND METAL TRADES CoUNOIL AFL oF THE PANAMA CANAL ZONE ON
g. R. 8300, A BiLL To REVISE THE INTERNAL REVENUE Lawa of THE UNITED

TATES . .

Mr. Chairman and members of the committee, my name is Howard ¥. Munro.
I am the legislative rapresentative of the Canal Zone Central Labor Union and
Metal Trades Council. I amn an employee of the Panama Cannl Company and
have lived on the Canal Zone since May 1043. At present I am on leave without
pay from the Panama Canal Company.

The organizations which I represent are the central Hodles of the 26 untons
affillated with the American ¥Federation of Labor. The membership of these
anlons are the United States cltizens employed by the United States Government
to operate, maintain, and protect the Panama Canal. :

I apnear hete today in support of section 152 (b) (3) which defines the term
“*dependent.” . ’

)
;
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BACKGROUND

Section 202 of the Revenue Act of 1821 approved November 23, 1021 (42 Stat.,
227, 271) changed to section 251 by the Revenue Act of May 20, 1028, exempts the
citizens of the Unlted States from income tax under certain conditions, To
cover this section the Deputy Comuwmissioner of Internal Revenue issued the
fotlowing decision on May 23, 1922

“A citlzen of the United States entitled to the benefits of section 202 will
not be required to flle returns of income to the United States unless he is in
receipt of Income from sources within the Unlted States or unless he receives
within the United States, income from sources without the United States,

“Iimployees of the Panama Canal who recelve no other income than the com-
pensation received for services in the Canal Zone and who do not recelve any
portion of such compensution within the United Stutes will not be liable for
returns.”

Therefore, the detinition of “dependent” was of no lmport to the United States
citizens on the Canunl Zone,

Sectlon 220 of Publie Law 814, 81st Congress, however, reversed the Deputy
Comuisstoner's directive by adding subsection J to section 251 :

(1} Euerovers or Unrren Srares,  IPor the purpose of this sectlon, amounts
paid for services performed by a citlzen of the United States as an employee of
the Uniled States or any agency thereof shall be deemed to be derived from
sources within the United States.”

DEFINITION OF DEPENDENTS

The addltion of subsection J to section 251 brought to our attention a dls-
criminatory defluition of dependents.

Section 25 (b) (3) states in part “The term ‘dependent’ does not include any
individual who s a citlzen or subjeet of a forelgn country unless such individual
18 a resldent of the United States or of a country contiguous to the United States,

The Canal Zone 1s not the United States nor is it contiguous to it.

OASB HISTORY

There are many cases of United States citizens residing in the Canal Zone who
otherwise could qualify for exemptions but are deprived the exempttons because
neither the Canal Zone nor the Republic of Panama are in the United States nor
a country contlguous to it.

In addition to the cases where the dependent resides in the Canal Zone, there
are numerous cases where the dependent resides in the Republic of Panama
which is contiguous to the Cunal Zone.

The present language of section 162 (b) (3) will, in our opinion, give the same
exemption consideration to the United States citlzen taxpayers of the Canal
Zone as they would receive had they resided in the United States instead of the
Canal Zone, We, therefore, urge the committee to concur in this section.

1 wish to thank the committee for the opportunity of belng heard on this
sectlon and will be available should additional information be desired.

STaTEMENT OF H. CikciL KirPatrick IN Suprorr oF PRoPOSED AMENDMENT TO
SectioN 512 or H, R, 8300, RELATING 70 DEDUCTIONS ALLOWARBLE T0 CHARITADLE
TRUSTS

This statement is filed on behalf of the estate of Harry C. Trexler, a testa-
mentary charitable trust, of Allentown, Pa., which is exempt from income tax
under section 101 (8) of the Internal Revenue Code, but apparently Is subject to
the tax on uurelated business income provided by sections 421 and 422 of the
Internal Revenue Code. Except for amounts accumulated for protection ngainst
losses in principas assets, all of the income of this trust is distributed to the city
of Allentown for its parks and to hospitals, churches, the YMCA, the YWCA,
and other shmilar organizations,

The amendment we propose relates to the charitable contributions deduction
allowable to a charitable trust under section 512 (h) (11) of H. R. 8300, to cure
what we belteve is an unintentionnl discrimination agninst such o trust, as
compared with the deduction allowed an individual under 170 (b) ¢1) (B) of
the blil,

»

a~ =g
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The leglslative history of existing law with reference to tho taxation of the
unrelated buainess income of charltable trusts and related ovganizations, and
the altowance of a deduction for contrlbutiona mude by them is as follows:

Section 801 of the Revenue Acet of 1838 incorporated the provislons of supple-
ment U (sec, 421, et seq.) in the Juternal Revenve Code.  Among other things,
sectlon 422 limposed a tax upon the unretated huslness income of certain otherwise
tux-exem})t organizations, including .chavituble trusts of the type deseribed in
gectton 101 (8) of the code.

In commenting upon the new provisions, the Ways and Means Committee report
(1. Rept. No, 2819, 81st Cong., 24 sess,, pp. $6-37), sald:

“The . problem at which the tax on unrelated business income ix directed here
{a primarily that of unfair competition, * ¢ *

“Your committee’s bill does not deny the exemption where the organizations
are carrying on unrelated active husiness enterprises, or reguive that they dia-
pose of such businesg, but merely imposes the same tar on income devived therea
from az {s horne dp their competitors.”  [Bmphasis supplied. )

Consistently with thiz objective, reetlon 422 () () (I3 provided that a
trust taxable at individual rates might have the same chnrltable deduction as
that given individuals by seetion 23 (o), such deduction not to exceed 15 percent
of the “unrelated business net fncore computed without the benefit of this sub.
samumph." Section 29 (0) at that time timited the individual's contributlon

eduction to the snme 15 percent of the (axpuyer's “adjnsted groxs income,”

Puble Law 405, 82d Congress, 2d session, raised thix pereentige in (he case
of Individuals to 20 percent, but, apparently through oversight, dld not change
the percentave Umitation in the caze of charltable trusts,

The counterpart of section 422 (a) (9) (1) in H, R. 8300 18 sectlon 512 (b)
(11), That section gives the trust a deduction limited by 20 percent of the un-
related business income otherwige computed, Just as sectlon 170 (b) (1) (B) puts
& genoral limitation on the Individual of 20 pereent of his adjusted gross income,

In the case of the Individual, section 170 () (1) (A) glves the taxpayer an
additional allowance (uot given by existing law) of not to execed 10 percent of
adjusted gross income for contributions to churches, cdueational ovganizations
and hospitals. However, no provision is mude in scetion 512 for a similar dedue-
:lilon in the case of a charitable trust subject to the tax on unrelated business

come, .

The failure to extend equal percentage limitations to the trust as to the indi-
vidual probably was the result of oversight. No reason appears to justiy this
difference in treatment. The Ways and Means Commltteo's report on I, R, 8800
(H. Rept. No. 1337, 884 Cong,, 2d sess.) explains the additional 10 pereent allow-
ance Ka follows (p. 20) ¢

“This amendment is deslgned to ald these institutions in obtalning the addi-
tlonal funds they nced, in view of thelr rising costs and the relatively low rate
of return they are receving on endowment funds.”

In commenting on section 512, the same report states (p. A170) that “no sub-
stantial changes have heen made." '

It would seem to follow that there was no intentlon to depart from the princt-
ple stated in the report on the Revenite Act of 1850 (quoted at p. 2 above) that
the provision as to the unrelated business income of such organizations “merely
imposes the same tax on income derived thercfrom as Is borne by thelr
competitors.”

Consistently with such congresstonal intent, the following anicndiment to gection
812 (b) (11) of H, R. 8300 I8 proposed : :

To strike from that paragraph the conclnding sentence which reads as follows:
“The deductlon allowed by this paragraph shall not exceed 20 percent of the
unvelated business taxable income computed without the benefit of this para-
graph,”, and substitute therefor the following: “For the purposes of this
p&mmn , the percentage limitations prescribed by section 170 (b) (1) (A) and
(B) shall be apnlied to the unrelated business taxable fncome computed withons
the benefit of this paragraph.”
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STATEMENTE SUUMITTED RY CHARLES GoodwiN, JR, SUKRAUMAN, STERLING &
Weianr, New Youk, N. Y,

PROPGRED AMENDMENT T0 15, R, 8800 TO PERMIT REUULATED INVESTMENT COMPANIES
1O PASS TAN-FREE INTEREST TIIROUGIT 10 8MARENOLDERS

Regulated Investwent companies are generally taxed, or exempted from tax,
under both the present Internal Revenue Code and that proposed in H. R, 8300
on the “conduit” (heory, In other words, no corporate tax Is imposed upon
fncome or long-term capltal gains received by a regulated Investment company
and distributed to Its sharcholders. Congress has seen fit to remove the cor-
porate tax {n this situation in order to place the ghareholders as nearly ns pos-
sfble in the same situntion they would be in if they owned diveetly a proportion-
ate ghare of the Investment compauny portfolio. This makes it possible Tor the
smnll investor to obtain the very important advantnges of expert management
nnd diversitication of risk at very low cost without the burden of triple taxation,

Cotngeess o Ho R 8300 has reduced to some extent the double taxution of
corperate earnings later distributed to the stovkholders In the form of dividends,
The cominuing exemption from corporate tax of regulated Investment companies
ellminates n third tax which might have been lmposed on those same earnings
If the investwent had been made through an investinent company rathier than
directly,  Also consistent with the conduit theory, long-term capital gains retain
their character as such when distributed by a regulated investment company
to {ts shaveholders,  'The new bill, tn line with recommendations from the Presi-
dent and the Randall Commission, has taken steps (o permit such companies to
PSS Eheir toreign tax eredit through to their shareholders.  See seetion 853,

It has been proposed that the same treatment should be accorded tax-free
interest on munkeipal obifgations, The fuvestinent company shonld be treated
as a conduit and the tax-free interest received by it should Le excluded from
the Income of its shaveholders when distributed rather than making the distri-
bution of such interest subject to ordlnary lncome tax in the hands of the
shinrcholders, ’

In order to accomplish this, a new subsection should be added immedintely
following seetlon 852 () (3) of I1 R, $300'in order to extend the conduit theory
of taxation of regulated investment companies to tax-free Interest received and
dlsteibuted by such compaules:

“(4) 'TAX-FRER INTELEST,

“(A) Treatment of Tax-Free Interest Dividends by Sharcholders, A tax-free
Iuterest dividend shall be excluded from the gross income of the shareholders.

*(B) DEFINITION oF TAN-I'REE INTEREST DIVIDENDS, A tax-free Interest divi-
dend means any dividend, or part thereof, which is designated by the company
a8 a tax-free interest dividend in a written notice malled to its shareholders nt
any time prior to the expiration of 30 days after the close of its taxable yoar,
1If the aggregate amount so desiguated with respect to a taxable year of the
company (including tax-free Interest dividends paid after the close of the
taxable yeur described In section 845) 18 grenter than the:Interest received hy the
company durlng the taxable year on obligations the interest on which is not
included in gross income under sectlon 103 (relating to certain governmental
obligations), the portion of each distribution which shall be a tax-free Interest
dividend shall be only that proportion of the amount so deslgnnted which such
interest bears to the aggregnte amount go degignated.”

Section 301 (b) (2) should algo be amended to provide that distributions of
tax-free Interest by reguiated investment compunies shonld not e applied in
reduction of the basls of the stock of such compantes in the hands of its shave-
bolders, as follows:

“(2) DISTRIMUTIONS APPLIED AGAINSRT nasts. That mrt of n distribution
determined under subsection (a) which does not constitute a dividend or a fa.r
freo interest dividend under section 852 (b) (4) shall be applled againgt and
reduce the adjusted bnsis of the stack, as provided In part II of subchapter O,
relating to basis rules of general applicntion, (Materinl italized ls new,)

Section 852 (a) (1) and (b) (2) (D) must also be amended to eliminate the
deductlion of dividenda pald out of tax-free Interest, as follows:

*(1) The deduction for dividends pald during the taxable vear (as defined
in pectlon 661, but without regard to enpital gains dlvidends or tae-free interest
dividond®) equals or exceeds 90 percent of Its investment company taxable

4600 4=—84—pt. 113
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income for that taxable year (determined without regnrd to subsectlon (b)
(2) (D)), and
L] . . ] L] . L]
“(D) A deductlon shall be allowed for the dividends (other than eapital gain
and tax-free interest dlvidends) pald during the taxable yenr compuied in
accordunce with the rules provided in section 6627 (Matevial ftndicized s new.)

Section &4 (n) should alxo he anmended to exclude tax-free Interest dividends
from the dividends-received credit, ny follows:

SSECTION 854, LIMITATIONS APPEICABLE 'O DIVIDENDN RECEIVED
FROM REGULATED INVENRTMBENT COMPANY,

Yy CAPIYAT, GAIN AND TAX-FREE INTEREST DIVIDENDN,  For purposes ol see-
tion 84 (n) (relnting to eredit for dividends reevived by individunls), section 116
(relating to an exclusion for dividends recelved by Individunis), and seetlon 243
(relating to deductions for dividends vecelved by corporations, neither n eapitnl.
gain dividend (as detined o section 852 (b)Y (3)) nor @ tax-free interest dividend
(& defined (n scotion 852 () (9)) recelved from a vegulnted investment com-
puny shall EnotY be considered o dividend,” [ Material Halielzed s new s word
{n brackets is omitted.)

PROPOSED AMENDMENT TO 11, R, REOD CLARIFYING DEFINUTION OF INCOME FROM
BOURCES WITIUN PUERTO MICO

Rection D38 of 11, R, 8300 excluden from gross income and exempts from
tax, in the case of an individual who {a & bona flde resident of Puerto Rico
Auring the entire taxalle yoar, fncome derived froun sourcen within Puerto
Rico. It 1a suggested that the proposed law be amended to elitninate existing
ambiguitios by specitically stating that dividends and intevest pukd by n cor.
porntion Incorporated outside of Puerto Rico where all, or substantinlly all
(1. ., morve than UG percent) of the gross income of such corporation was derived
from gources within Pucrto Rico shall be deemed to be derived from rourees
within Puerto Rlco in the hands of the stockholders.  This ennt b aceomphished
by adding the following sentence at the end of paragraph (1) of section M8

“Incomio derived from sougees within Puerto Rico within the menning of this
paragraph shall inelude dividends and interest pald by a corporation incorporated
outside of Puerto Rico i more than H5 pereent of the gross income of such
corporation for the d-year perlod ending with the close of {ta taxable year
preceding the payment of such dividends and intereat (or for such part of
such perled a8 the corporation has been ln existence) was derived from sources
within Puerto Rico.”

PROPOSED AMENDMENT T0 1. B. BR300 TO PERMIT REQULATED INVENTMENT COMPANIEY
TOTAKK ADVANTAUE OF FOREIGN TAX CREDLT

‘Undler present Jaw regulnted investment compuaules ordinarily get no beuetlt
from the provisions of section 131 which permilt taxpayers geneeally to elther
deduct forelgn taxes paid or tuke them as a credit agninst the United States
tax on such income, whichever is most benefieinl,  The reason this electlon does
uot benetit regulated fnvestment compnules generally in that they ordinavily din-
tribute all or substantinlly all of thelr income and therefore pay ltle or no
Uunlted States tax.  As u result, the Hiniting ratio based upon o comparison of
forelgn income with United States normal tax net income inevitably makes it
completely inudvisable for such a company to elect the eredit method. This
has been a substatitinl deterrent 10 forelgn investinents by reguilated investinent
companjes. .

Both the Randall Commission in Ita report and Prexident Bisenhower in his
budget mesange came out with approval in prineiple of new legiklation to permit
the forelgn tax credit to be puszed by & regulated Investment company through
to 1ta shareholders, consistent with the “condult” taxation of such companies,
The House Ways nnd Means Committee has implomented thelr recommendations
In part by the Inclurion of section 864 In 1. R, 8300, the propoxked new Internul
Revenue Code,  However, beeause of the adminintrative diticulties present when
only small amounta are involved, the benelit of the new provinlon has been re-
stricted to regulated investinent companies with nore than H0 percent of their
anretr invested fn foretgn securities. 'Phis han the offeet of mnking the new
relief provision lnnpplicable to alinost all presently oxisting reguiated fnvestment
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companies sinee 1he bulk of thelr asseta b ordinarily vested in United Btates
securlties,

I order to atord suceh regulated investiment companies partiai refief without
unnecersaey sdminkstentive ditienlty It j8 propored that the resteieting ratio In
their ense be reluxed so nx to permit them to olfset forelgn taxes pald areinst
Unbted States tuxes on undistributed ordinary ineotie or enpitnl gains, 'Mhis
might peemit such companies to acenmulnte enough income or gaine (o use up
the eredit for forelgn taxes pald and wonld hnve the effect of partinly removing
the present substantinl disndvantage inhevent in foreign investment by sueh
companies,  Alko, it wonld place them upon an equal footing in this vespeet with
ardinaey domestie corpmrations which arve entitled to a dividends recelved evedit,

In order to necomplish the foregolne general afm it 18 proposed that seetion B4
(hY of 1. R. 8100 e mnended to vend ns follows, the material in (2) belng new

(b)) ‘PaxAnLyg INCOME FOR PUrpos oF ConpeiriNg LIMirations,  For purposes
of computing the Hnltations ander subseetion () —

DY the txahe income i the ense of an Individual shnlt bhe computed
without any deduction for personal exemptions nnder section 163, and

“(2Y the entive taxable fneome fn the ense of o regulated investient eom-
pany which meeis the reguirements of seetfon 862 (a) for the taxable year
|l be L investmeny company taxable income, computed under secetion sH2
(M (2"

e

MEMORANDUM IN SUPPORT oF PROPORED AMENDMENTA To H, R, 8300 70 Proving
FOR TRANHFERABLE FOREIGN CREDIT CEUTIFICATES

Preatilent Elgenhower in his budret mesange dellvered on Jananry 21, 1054,
recommended as follows:

*Regulnted invertinent companies concentrating on foreign investments shontd
be permitted to pass on to their atockholders the credit for forelpn taxes which
would be avatlable on direct individual Inveatwments,”

The Randudl Commdssion in fts report doted Junuary 23, 10054, also recom-
mended remedial legisintion along this line, as followa:

“Under present Inw an individual nvestor enn eredit forelen taxes which nre
Imposed directly on hin income from abroad.  The individaal tnvestor ean, for
exaple, ¢redit the 16 pereent Canadinn withholding tax on dividends pald to a
United Staten investor. This eredit in lost, however, when the United Stntes
cltizen {inveats through an uvestment truat.  Provision shonld e made for the
fnvertment teusts, not only to recelve, but to pass on to the individual sharelolder
the credit for forelen taxes avalinble to Investors,”

In ordet to earry out the above recommendntlons, it (s desivable that sapecinlized
reguinted Investment companles e oreanlzed In the Unlted States which will
conventrate on forelgn investments, and farther, that ovdinary regutated Invest-
ment companien which ravety make any forefgn investment be enconraged to par.
ticipate in the tinuneing of such specinlized investment companies. H, R, 00
as pussed by the House enconrages the formation of speclalized regulnted Iinvest-
ment companfes concentrating on foreiun Investment, but makes it peactieally im-
ponsibile for ordinary reguinted invertment companies to participate in thelr
financing,  Reguinted Investment companles hold in excess of $3 billlon of nxsets
turned over to them for luvestment by more than 114 militon Investors,  Unless
thia vast anid growing poeol of capital Ix avatlable to help inance regulated fuvest-
ment companiea apeclatizing in forelgn securitles, it i unlikely that {he provisions
of the new hill will lend to the formation of any such companies,

8ince 1938 regulated investment companivs have heen exempted from Federat
tax on their income and long-term capital waing to the extent that such income
and gaing were promptiy disteibuted 1o thelr shareholdors, By trenting the rogn-
Iated investment company as & mere condult, thelr thousands of amall sharehold-
ers have been put In subatantlally the aame position from a tax standpoint ns
those Investora wealthy enough to obtaln market diversitieation and contimitug
expert management on an individun! baske, Smnit Investors hinve heen pertitted
to pool thelr funds for Investment without Federal tax penalty,

Although the condult theory hag heen effective (n the case of nvestments in
domestie securitios, it hug not been equally offective in the caxe of forebgn invest.
menta, The election to trent forelgn taxes withheld as a erodit ngninst the United
States tnx 18 rarely, I ever of any beneflt to a vernldnted investment company
{teelt beeause, due to the condult theory, 1t 18 xeldom cealled upon to pay taxes,
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Accordingly, up to now, regulated investment companles have not been suituble
vehicler for forein investments: onty a very few spoclnlized Investment come
panles have been formed, and these to tnvest primarily In Cannda where tho
withholding tax I8 only 16 percent and therefore has but a Umited effect on the
Unlted Statea investor.

Subchapter M of chapter T of subtitle A in the Internal Revenne Act of 1064
an passed by the Houre of Representatives continuea the existing condult theory
of taxation of reguluted investment compunies, It alzo contains an entirely new
section, 883, which was evidently designed to carry out the recommendations of
the president and the Randall Commisslon as 1t permits a regulated nvestiment
company, more than M percent of whose assets conslst of forelgn securities, to
pass through to ite sharcholders its foredxn tax eredits for application hy them
against thelr Individual income taxes.  However, where the sharchotder of such
& company 18 itself a regutated investment compnny fnvesting only an ineldentat
portion of ita asscts in the apeclalived reguinted Investinent company, It s ltmpos-
sible for it to effectively pans on to ita thousands of stockholders the forelgn
tax credit, Unless this can Le aceomplished, the regulated investinent company
will have no Inducement to partleipate fn the flnancing of & regulated investiment
company speclalixing In foreign investuients.

The report of the Houke Ways and Means Committee discussing section 863
does not denl adequately with the problem here prexented.  In referving to the
requivement to quithify unier kection 853 that more than 50 pereent of the assets
of regulieted fnvestment companies must he fnvexted tn forelgn securities, it
atated that there weve "ndmini<ientive veasons to deny the pnssing of the eredit
where only Incldental holdings of forefan securitlen are {nvolved.”  'The Waya
and Meann Commlittes, however, entirely overleoked the faet that the stoek.
holdera of the specinlized regiainted fuvestment connmniex might he other rega-
Inted Investment compantes nvesting only a small portion of their asxets In the
&tock of the specinllved regalated investment company holding foreign securities
and that xeme practieal way must he found wder which the tall benefit of the
forelgn tax credit can be reatized by the regulated investment company for the
henofit of (18 own thovagnds of storkholders,  Otherwise it ix very unllkely that
xection 833 ax passed by the Houke witl result in any cubstantlal ncereare in
the Bow of Ameriean eapital abroad.

1t I8 belleved that the admininteative diffeultien veferved to In the report of
the Ways and Means Committee can readily be avolded by making the foreign
tux eredit tranaferable ax a unit to another taxpayer rather than requiving that
it he broken up info winute fragmentr and pasved on to the hnndreds and
thousands of investors technleally benefielalty Interested,  The transferee or
purchaser of the tax ervedlt wonld be entitled to surrencter 1t to the tax authorities
in watiafaction of a Federal ncome tax Uabitty, The proceeds of the sale of
the tax eredit wonld be trented as additionnl dividend fucome to the regutated
wvertment compuny, and wonld be disteibuted av wueh to ita shaveholders, and
accordingly subject to tax as income to thew.

It s (aken for granted that the administeation and the Congress will wigh te
take ‘overy appropriate stop to quicken the flow of Amerlcan private investinent
abrond to (11 in the gap 1oft by declining publie grants.  Jt I8 belloved that the
formation of regulnted investment companies spectallzing In foreign Inveat-
menta In n sonnd step toward this end. The smrll Amerlean investor, directly,
or an a shareholder of a vegulated investment company itself a shareholder of
a regulated Investment cotmpany spoecialiving in forelen lnvestinenty, will thus
have an opportunity to invest abrond with the gafety that onlv diversification
and contintons trained inveatment management can provide. However, unless
guch | company can turn to the present regulated investment companies for
financlal encouragement, participation and support, it {8 unlikely that they witt
come into belng, -

There are attached propored amendmenta to H, R, 8300 designed to accomplish
the foregolng purposes,
CuaARLE8 GoobwIN, Jr.,

Neso York City.
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PROVOSED AMENDMENTN T0 L IR, 8300 10 PrOVIDE POR "TRANRFERARLE ForeioN TAx
CREDITR IN THE CARE OF REGULATED INVENTMENT COMPANIES

Remnuber seetltons 85 and 855 as S0 and 856, vespectively, and insert new
sectlon 804 followlug section 863, as follows:

“SEC, 854, FORKIGN 'TAX (REDIT CERTIFICATIS,

C(r) GENERAL RUik -\ pegulated investment company- -

Y1) less than 10 pereent of the value (ax delined i xection 851 (¢) (4))
of whose total pasets at 1he clode of the taaable year conslsts of stock or
accuritiva in forelgn corporntions and stoek ov seenrltios of corporntions
which meet the requirentents of seetlon 853 () for the taxable year and
eleet the application of xection 8H3, and

“(2) which meets the requiretients of section 802 (1) for the taxable
yoenr,

may, for such tanable year, zell, asslgn, exchange or otherwise dispose of its

credit with respeet to income, war profits, atd exeess profits taszes deseribed

in sectlon 901 (B) (1) (A) which are pald or acerued by the Investment company
during such taxable year to forelgn countrles and possessions of the United

States, including thoge deetned pald by (e fnvestment company i accordance

with the provislons of gection 863 () (2) (A), Such eredit shall be computed

without regird to the provisions of xection 04 but xhall not exceed the nggregate
of amounts computed by multiplylng the investmient compnny's tazable incoine
from each of such forelgn countries and possessiong of the Unlted Niates, in-

cluding therein tuecome deemed to e therefrom under section 853 (b) (2), by n

parcentuge equial to the sum of the normel tax rate and the suriax rate pre-

serlbed 1 section 11 for auch taxable year,

() EFrEeT or DISPORITION 08 CREMT—1f (s eredit with respect to o tnxable
yoar I8 disposed of by a regulated Investment compiny pursuant to the provisions
of subisectlon (a), the rexulnted Investment company—

“(1) shall not apply such credit ngalust the tax fuposed on it by this
chapter, '

“4¢) shall be allowed a deduction with rvespeet to sueh tavable year
utder section ta4 () for tnxes to which sabsection (r) s applieable, and

“8) Rl inclwle in s taxable income for the yenr of ddisposition as
additlonal dividends recelved the amount realized from the disposition of
tho credit.

(e) MANNER 0F DIAPOBING OF CREDIC: —-A credlt which I8 (he sublect of dis.
position by a regulated inveatmient company an provided In subsection (1) shall
be represented by a certificate issued hy a custodian for the lnyentinent cotnpany
cortitying that such cuntodian Is quatlfied to net a8 sueh under the Investinent
Company Act of 1940, that the investinent company has pald incame, war profita,
and excess profits taxea deacribed In sectton 01 () (1) (A) for a particular
taxable yenr in an amount specltied, and that the mmount so speettied does not
exceed the eredit computed as provided in subsectlon (n), which ecertitiente shall
he valldated by the Secretary or his delegnte In the internal revenue district
. which the investment company hns Qted or expects to Ble its ineme tax
return for the taxalde year to which such certificate relates, e form of
certifleate Issued by such custodinn nnd the provedure for validation thereof
shal! be such as the Seceretary or his delegate may prescribe by regulitions,

) PREATMENT 0F KNCESH CERTIFICATION.—IN the ovent that the amount of
the eredit with rezpeet to a taxable year disposed of in accordanee with the pro-
vistons of subrection (a) exceeda the amount of the eredit computed thereunder,
the amount of such exceas shall he treated in all respects as a dotlelency in the
{ncome tax of the fnvestment company for such taxahle year,”

Amend section (312 to read ar follows:

“SEQ. 6312, PAYMBNT RY UNITED STATHRS NOTES AND CERTIFICATES
O INDEBTIEDNKHSS LIND BY PFORRIGN TAX CREDIT
CERTIFICATEN,

“(n) GENERAL Rung- -1t shall be Inwful or the Seeretary or his delegate to
recelve, at pnr with an adjustment for acerued intereat, ‘Creasury bitls, notes and
cortificates of Indobtedness fssued by the United States ln payment of any In-
ternal Revenuo taxes, or In payment for Internal Revenue stamps, and to receive,
at fuce valuoe without ntcreat, validated forcipn tar eredit certificates tasued
pursuant to the proviatons of scction 854, but only within the period of two years
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from the erpiration of the reguluted investmend companied' tarable years to
wohich they rolate, (v papment of anpy taces inposed by sibehapter A of chapter §
of aubtitie A, to the extent and wnder the conditions provided in regulntions pre.
geribed by the Secretary or his delegute.”  [Portion in ttalle ik new, |

Add a new subpiragraph (6) to seetfon 1221 to exclude foreign tax credit
cortificates from capital gain tax trentment, as follows:

“BRC. 1221, CAPITAL ASSE'L DERINBD,

“Kor purposes of this subtitle the term ‘capital asset’ means property held by
the taxpayer (whether or not connected with his trade ov husiness), bat does
not include—

L] L ] . L] . .
s or

(B A foreign tur eredit covtificate ixgaed purgnant to the provizions of

soction 854"

STATEMENT SURMUPMTED nY (% STANLEY McManoN, 103 5 Cenrrn Seeeer, \WiNoNa,
MINN, IN Brnmuar or 1 R WarkINg Co, o8 Frran or 3L R 8300 on
DENATURED ALCOHOI,

The purpose of this memorandum = to point ot cortain serlous oblectiona to
various provialons of I, R, 8300 relating to denntured aleoliol which we hetiove
shonld be amended,

Our first objection relates to keetton B3 () (1), This seetlon reennets withe
out substantinl chunge section 1 of the Denatared Aleohol Act of June 7, 1506,

This old act has long since been radieablly changed by subseguant leginlntion
and by departmental construction,

Its proviaions are diveetly fn conflict with other provistons of the lnw as they
now exint and are nlxo In direet contllet with other provisfons of H. R. 8400, an
weo will later point out,

AN a reviglon of present Inw, the nclusion of these obrolete provisfons Ir
indefensible,  The avowed purpores of H, 1R, 8300 an sot forth in House Report
No. 13387, page 1, are “deletion of obrolete material" and a restatement of the
Inwa “In a more understandable manner,”  Both of these purposes are defented
by the sectlons to which we now oblect.

These obrolete provigions, if reenacted, must be Interproted an new taw, and
an & change by Congress of the Inw ax it prexently exists and a reversion of the
practices of 108, which have long since been abandoned,

The effect will be to give the Internnl Revenue Sorvice s law which it does
not want, and to lmpose upon the users of denatured aleohol resteietlons which
will be ruinous,

We refer particularly to the following provisfon of sectlon 6331 (a), H, R, 8300

“Domentte alealiol * ¢ ¢ may be withdrawn from hond * * ¢ provided such
Aleohol shall have been mixed * * * with methyl nleohol or other denaturing
materinl * * * which destroys s character ny a bovernge and renders 1t unfit
for linuwit medloinm purposea;”

The effect of this language Ir (o prohibit the use of tax-free deuntured aleohol
for any llquld medicingl purposes: yot the Bureau of Internnl Revenue har
permiftted alcohiol to be uged In lquid medicinal preparations for mare than #6
yeara, If the statur quo I8 ta he prererved, the new lnw ought to gay exnetly
what it means In nnderstandable Inngunge.

When the 108 act wax passed, the Commigstoner amd the 'Preasury Depart-
melt conatrued thia identical lnnguage to mean what it vory clearly snys, {0,
that liquid medicines, without qualitieation as to internal or external use, eannot
be made with denatured aleohol,  Treagury Deelslon 1070 dated October 14,
1900, denfed the use of denatured aleohal to manufacturers of sulfurie elher
because it waa a liquld moedicinnl preparation, To correet this situation, In
1007 Congress amended the 1008 net (o potwit (he manufacture of ether and
chloroform with denntured aleohol atlthough they were lHguid medictnes,  This
appears as sectlon 8331 (b) in H. R, 8300,

The Commiasioner alvo denfed the uxe of denntured nleohol in Uniment, 'reas.
ury Deciston 1074 dated November 10, 10083 In lauld medicinal sonp, Treasury
Declalon 1208 dated July 18, 1007; In rubbing alcohol, Preasury Declslon 1408
dated Muy 14, 1000, All of thoexe produetr arve lHanld medleines and the deetslons
are based on that ground. In our opinfon, théwe Treasvy decirlons correctly
Interpreted section 1 of the 16 act as it was then weitten and they would

v
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Properly apply to section 34 () of TR, 300 ax now written, The pertinent
lanpgnage Is fdentieal,

Phe Farttt Aot of 1813 ereated “industeial distlories” for the praduction of
alcohial for dennturation, Phis act was repealed and superseded by itle Hi
of the Natlonal Prohibition Act in 1919, ‘IMhis latter aet erented o complote
gyatem for the production, storage, nud dennturvation of ndustrial aleohol,  All
stleohol ix today praduced and denntured ander that aet,

Nelther the 1913 net nor title 111 of the Natlonal U'rohibition Act contain the
prohibitlon ngainst the use of denatured aleohol in lguid medicines that the
TG et did, he only requirement is that 1t be unlit as an intoxicnting beverage.
Ko xection B3RS in 1L R, S300,

Under these later lnws, various Commlsstoners of Internnt Revenue have per-
mitted amd permit now the use of specially dengtured aleohol fn the manufactire
of 1 great number of medlehn] prepaeations,  ‘Mese nclude rubbing aleohol
compoutils, tineture of jodine, linhaent, antisepties, mouthwashes, and other
proprietary pharmaceutienls, I xection 1 of (he 190G aet i reenaeted as section
S0 (nd of 10 R, a0, the Commdssioner will have to veenll these formulas for
moedictual preparations,  No Commissioner of Internal Revenue can issue a
perinit to anyane to violate a lnw of the United Statea,

We feel confident that neither the luterna! Revenste Bervice nor Congresa
derires to disrupt thix dustey by ehanghye (he existing low as above indicated,

1t has been sugeested that (he objections above xet forth ean and will bo
clindinated by departmental construetion on the theory thirt H. R, 8800 merely
reonnetr (he present law and (the presentiy  authorived operations muy be
continted,

But, the problent ik not that gkimple,  These very rutings of the Service are now
batng questioned in pending litigation. 1t iz trone that a distriet court hag, in an
interlocutory order, hold that they cannot he questioned where the iszues involyed
only alleged Internal medicinal use, but {he court did suy

“AR stated, the renson for the velaxation by the Commissoner in his ruling
AR to the use of denatured nleohol for external medicinal purposes may not be
entirely clear.”

An appeltate court might very well be more specitie and say that such rulings
are clearly {Hegal or may hold that the 1906 net was not in effect as to aleohol
at all.  In fact, in the above-quoted apinlon the court sald:

“A detatled seheme of control had been alvendy set up under the 1908 act, and
thereln the use of denatured aleohol wag forbidden in both internnl and external
liquid medlcinal propavations.”

It s our opinfan that the aet of June 7, 11K, was cepealed by subsequent Jegisla.
tHon ot rendered tnoperative ax to aleohol, 11 o, admbdstrative ralings permit-
ting the use of denntuved pleohoel in medicines I8 authovized by lnw.  Otherwise,
1t is net, O conet shonld ultimately sustain this posttion, the reennctment of
the 1HOB et an zet forth in 1 R S300 will result in hopeless confusion.  No
depurtmental conntrnetion of H, RoNI00 would then avail the industrey,

Fven If a court should not sustain thin position, there is still a problem.
Adumlnisteative rulings ennnet permit dennturated aleohiol 1o be nsed In oxternal
medicines when the law gays that it eannot be tsed in any medicines,

This obvious lack of harmony and confusion is emphasized and inereased by
the Report of the Ways and Means Committee, page A=3G4, which reads in part
ar follows:

“SEOQ. 8331, WITRDRAWAL FROM BOND FREER OFF TAX
. . . * L} . L]

“The language contained In {his section 8 substantinlly in the form in which
it was oviginally enacted In 10, ng nnended i 1007,

This seetion s Intended (o apply 1o aleohol produced at indosteing aleohol

plants and withdrawn for denntaration,”
It the gentence underlined above 8 the intent of Congress, then denntured
alealiol must be denntured to render i unfit for Haguid medlielng! poeposes” ag
well as Intoxieating beverage purposes ahd the use of sueh aleohol in medieine
Is at an end.

I this report ghould be constried to show econgressional intent retroactively,
and ft cauld be so contended because the stututory language is unchnnged, then
the manutacturers of tHguid mediclnal preparntions and, indeed, the denaturing
plants themselves, will be exposed (o eriminal and tax Habllity for past usago.

There is an obvious contliet botween the report of the Ways and h}mmu Cont-
mittee and the tong-estallished practice of the Bureau of Internal Revenuo.
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Which, then, shall prevail in the administration and congtruction of section
8331 (a) If &t Decomes the law? .

That the etaphasized language In the report above quoted s not aceldental s
further {llusirated hy the comments on sectlon 6810 () e H, B, 8300, 'Fhis
section providea that, “Aleoliol produced ut any industrial alecoliol plant ¢ ¢ @
may * ¢ ¢ he withdeawn tux free, as provided by existing hnw * * =" and
Houxe Report 1837 states tn pavt:

“I'he term ‘extating law’ in gubgection () I8 intended to inelude ‘section
B331." " (17 A-862 of 11, Rept, 1337, R3d Cong,, 2d sers,)

This emphasizes the intent of Congress that all dennturing in industrial
aleohiol denaturing plants shall render the aleahol untit for any Hquld wedivinal
purpose.  Whether or not the 1930 Code war Intended to have thin sume etect
i ¢ queation now In Mtigatlon, It is becaune of this possibility that the intent
expresged nbove as (o this b may be given retronctive effoet in the Interpre-
tatlon of prior taw thit we are compelled to submit this wemorandam,  'hat
very real possibliity shionld also be of grave concern to all manufacturers nud
usera of denntured medicinal ateohol.

Treanury representatives hnve assured us that it I not their intent to use
thisx report in pendding litigation,  ‘Fhe report of the Nenate Finance Commlittee
then shonld elearty atate that H, IR, 8300 should not bo given consideration in
conatruing the law as it extsted before 1ts ennctment,

Section 8381 (1) (1) I8 further aobjectlonable because 1t uses expressions
which on their face authortze actlons which are contrary to existing Inw and
to regulations of the Internal Revenue Bureau which have been in foree since

We refer to the expression () “withdrawn from the distillery warchouse”
nlrllld ll:‘) “such dennturing to be done on the application of any registered dis
tillery.

The termy “distillery warehouse” and “reglaterad distitlery” are ters having
a specific and well-known meaning to otticera of the Internnl Revenue Servico
administering the revenue laws relating to alealinl,  They pertain to adlstillors
engaged In making bevernge spivits as distingnished from those wnking indus-
trial aleohol,

Rince the parsage of the National Prohibition Act in 1910, distiller of bovernge
apirits hinve been speeitieally prohibited (except in wartime) from producing
or warchonslng ateohal for industrial uses and from dennturing sueh aleohol,

Again, we do not belleve that it 18 the intentlon of the Congress, nor the tealre
of the Internut Revenue Service to chanee such prohibitions. In fact, section
5104 (n) in H. I, K300 specitically continues the exclusion of aleohol produced
at registered distillerlea from use as Indnatrial aleohol by providing “except as
provided. in subsectionn (b)) and (¢), such splrita oy hot be withdrawn for
denaturation,”

Thus, there fa an {ereconetladle Inconuisteney between section 6381 (a) (1)
which nuthorizea rogirteved distillerles to denature nleohol and seetion 51094 (a)
widch prohibita them from doing so.

There {s another irreconcilithle confilet In H, R, &40, Kectlon 5308 specifies
one requirement for denaturation, Section (81 (a) (1) apecifies a different
requirement, The latter requirea that alcohol be denatured so a8 to be nufit
for uke ar a beverage and as a liguld mediclnat preparation. The former re-
quires only that it be untit for use ax an intoxteating bevernge and is silent as
to any medleinal epltorlion, .

Which cantrols? :

There {8 atzo a very serlona objectlon from the enforcement point of view to
sectlon £047 in H. R, 8800. This section reenacts verbatim soction 2 of the De-
natured Aleoliol Act of 1008, This 1s badly worded and ambignons at 1ta best,

The second clause of seetlon K47 penalizer the use of “aleohol withdrawn from
bond” for manufacturing n hoverage or a Hquid medielnat prepaeation, The
third clanse penalizer the sale of & heverage or liquid medicinal propyration
made from such aleohol,

. D(lltht;so provisions apply to denatured alcohol or to alcohol before dona-
uration

There {8 only one Judicial opinion answerlng this queation, Tt 1a by a diatrict
court and {8 not yet reported. Adopting the argument of the Internal Revenue
Sorvice, the court there held that, as used in section 3072 of the present Internal
Revenue Code (which ia tdentleal with seetion 5847 in H. 1k, B300), the term
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veithdrawn free of tax” in clause 1 means undenntured aleobiol and the term
“withdrawn from bond™ means denatured aleohol

Thix s a distlnetion whthout o difterence and an appellate court mny well
construe the statute differeutly,

However, it this construction Is correct, it must also mean conversely that
the offenses o elnuges 2 and 3 would not apply to undenatured aleohol. The
result woulet be that anyone, other than the person who withdrew aleohol for
denntuention, could use such aleohal for mnnnfacturing a everage without in-
currlng eriminnt Habitity under thls section.  Netther woukl snle of sueh a
beverage be a vielatlon,

Thix leaves o sturtling loophoele in scetlon HtH7,

These sectlons as now written with their uncertainties und contradictions
ure indefensable. 1t is no excuse to say that soe of these are {n the xame lan.
gunge ux the 1080 code.  That was a complintion and not a revision, There was
no lntention tn 16880 to change existing law,  (See Report of the Comittee on
Ways nud Means, January 20, 1980, to accompany 11 R, 2762 and Report of thoe
Commlttee on FPinanee, Junuary 30, 1034, to accompuny 11, R, 2702.)

Thevetore, n interpreting the act of 1908, proper consideration conld be given
to subsequent legislation on the same subject matter, But 1L R, 8800 18 a
revisfon, It i one lnw, all of its parts constituting a whole and must be con-
strued as such.,  ‘Tho result is not only uncertainty and ambigulty but spells
the putentinl ruln of 4 part {£ not all of the industrinl aleohiod Industry.

The undersigned are atiorneys for the J. I Watking Co, of Winona, Miun,,
which Is under Indictment for alleged misuse of denatured ateohol,  The case
fuvolves Hinlment produced under permit as an externul nedieinnl preparation
and which was not used as o bovernge, The Government’s theory is that while
it Is all right for speclally denatured sleohol to be used in the manufacture of
wediclues for external use, such manufacture becomes a evime it that prepara-
tlon 1= also incldentally used by soe of the consutniing public in snall doses for
Internnl medieinal purposes, .

Ihix I8 the thest ease of HR Kind ever to e presented to the courts rinee ennct-
moent of the Inw In #HK8. Questions are tnvolved in this enre which have never
before been ralsed.  'T'hey should recelve consideration by the courts without
b'olmrt ml‘o«-twl by H. k. 8300 or by reports of the committecs having chinrge of
that bili,

Furthermore, the produet involved in the pending care s only one of a number
of mediclnal preparations made by the J. R, Watkins Co. with denitured aleohol,
Whitle thexe other produets have not been questioned under the present code, they
too will be in jeopardy it I, R. 8300 I8 enacted with it nmumerous contradietions
and uncertalntien ar herelnabove pointed out,  This important revision should
atate the law cleavty and fn waderstandable language,  ‘P'his it does not do In
the sections disenssed here,  If it I8 not the intent of Congress to cripple the
:Ildlllsll‘llll nlcohol Industey, thexe sections must be amended and this can earlly
e done,

In an gppendix we submit sugested amendments to seetions B3t (a), 6047,
O3, and G0 whieh, 1€ adopted, will prosorve thie status quo in the use of do-
untured aleobol, under permit, in mediclual preparations,

Wo arve Informed that for poliey reasons the ‘Treasury wishes to prevent the
use of denntured aleohol in medicines for internnl use even though no beverage
question s fuvolved, 1t 18 our opinlen that such authority doer not now exist
and that Congresg has never concerned {tself with the use of denatured alcehol
in medielnes exeent to prevent beverage use. However, what the law was
or fa {8 not partlcularvly significant now. The Important question Is, What
sPnu{qllltlu; Inw now be and how should it be stated so it I8 clear and under~
atandubles

It Congress should determine that the Treasury should have authority to limit
or prohibit the use of speclally denatured aleohol in internal medicinesr, it can
delegate that power, In appendix 138 appears a supgested amendmient to grant
that authorlty.

Glving the Treasury the power to make such regulatlons would give it all
the control over medicinal preparations that could be deslred. It wonld also
solve the present time problem by aftording an opportunity to the industrial
alcohinl tndustry to be heard before such regulations are promulgated. Such
nnltt)twommny to be heard was not afforded tho industry on H. R. 8300 as now
written,



180 INTERNAL REVENUE CODE OF 1054

This industry 18 entitled to operate under workable and understandable laws
and rvegulntions, 1t cannot well survive under the uncertainties, contradic-
tious, and mmnbiguities of H, R, 8300 as it is now written,

Respectfully,
Grorek, BRENMER & MoManox,
Ry . Stanley MeMahon,
G, BrANLEY MCeMAON,
\WINONA, MINN,

APPENDIX A
PROTOSED AMENDMENT 10 H, R. K30
(Words get forth as [distillery] are to bo deleted aud Italivized words ave new)

“SKECTION 5331, WITHDRAWAL FROM BOND FREE OF TAX.

*(n) For INDUSTRIAL Usk—

(1) DENATURATION RRQUIRED.—Domestic nlcohol of such degree of proof as
may be preecribed by the Secvetary or his delegate, may be withdrawn from
bond without the payment of internal revenue tax, for use in the arts and indus-
trles, and for fuel, light, and power, provided such alcohol shall have heen
mixed in the preaence and under the direction of an authoriged Government
officer, after withdrawal from the dlstiNery] warehouse, with methyl aleohol
or other deaaturlng material or materlals, or admixture of the same, suitnhle
to the use for which the aleohol 18 withdrawn, but which destroys tts chatracter
a8 a beverage [and renders 1t unfit for lquld medicinal purposesd: such denntur-
Ing to be done on Lthed applieation Lof any registered distifteryy to be approved
dy the Sceretary or hix delegate W authorized dennturing Loonded warehouses)
premises specially designnted and xet apart for denaturlug purposea only, and
under conditlons prexerited by the Reeretary or his delegate.”

EXPLANATION

1. The term "distillery warchouse” {8 too reatrietive, It hns a special meaning
under laws and regulationr of many years standing, At present, it means
bdeverage diatilleries only, Uider 1, R, 8300, as propased, it ix contemplated
that alcohol may be withdrawn for denaturation (1) from Industrind nleohol
bonded warehoures under Sectlon 8310 (a) and (2) from customs honded wnre-
houser under Sectlon 5311, Deletion of the word “distillery” makes it clear that
Section £331 (a) may cover much withdrawals of alcohol and yet will not
conflict with Section K331 (¢) which provides for the withdrawal from bevernge
diatileries of rum for denaturatlion,

2. The phease “renders it uniit for Hauid mediclnnl purpores” 18 deleted. For
many years alcoho! to he denatured specitically for tire in medicines haa been
anthprized, If the quoted phrase s deleted, all doubt that denatured aleohot
may-cottinue to be yred for medicines will be removed,

FElimination of the quoted phrase removes all questton of inconsistency between
the Kind of denaturing which ir required by thig section and the kind of denntur.
Ing which = required by Bection 5808 of the bill, It {r unnecesanry that two
different sectlons of the bIll cover the kind of denaturation that is required.

Since 1018, except n the case of denatured rum, all denaturing has been done
by proprietors of industrial alcohal plants in denaturing plants operated by them,
The only thing that regiatered diatillers have denatured s rum, and this {s con.
tinued because Rectlon 8381 (¢) makea subsection (n) applicable to denaturation
of rum, Bection 5331 (a) should he hroad enough to cover hoth operations and
the proposed amendments are for that purpose,

Since 1019, “registered distilters” have been prohiblted from dennturing
Alcoho! and this prohibition is continued by Bectlon B1M (a) of this biil, The
amondment propored wonld remove the inconsistency of having Sectton (333 (a)
authorire registored distillers to romething that Section 5104 (a) prohibits,

The more gencral term “premises” ghould be vsed, rather than “denaturing
bondc:d warehouses” or even “denaturing plants” aince the‘se terma hnve restrictive
meanings.

Yet, the proposed amendmenta would retain complete Governtent control of all
denaturing by requiring approval of applications to denature,
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SSECTION 5803, ESRTARLISHMENT OF [INDUSTRIAL ATCOHOLY DENA-
TURING PLANTS,

“On the Aling of applieation and bond and Ixsuance of permit, denaturing plants
may be extablished on the premises of nny industrinl alcohol plant, or elsewhere,
and shall be used exclusively for [thed denaturation Lof alcohol by the admixture
of such denaturing materials as shall render the aleohiol, or any compound _in
which it i authorized to be used, untit for use us an intoxicating beverage}.”

EXPLANATION !

The coverage of this seetion shiontd be limited to the extablishiment of denatur-
1y plants,

The deleted matter deals with denrturing processes and articles that my be
denntured.  These helong elsewhere and ave fully covered by Section 3331 (1)
and (¢) and Nection BI04 ().

Koctlon K3 (0) ix lntended to be the Inw on how the dennturing shnll be doneg
and, with Seetton 8331 () and Sectlon MO o), Hmits the artledes which mny
be denutured,  All requiretnents with respect to the kKind of dennturing awl the
articles to be denatured are set forth tn thoxe reetions,

This has been done by amendiments herotofore suggested and explained o
conneetion with Seetlon MRt (a).

SSECPION 5617, PENALTY AND FORPEUIURE FOR UNLAWEFUL USE OR
CONCRALMENT O DENATURED ALCONOL.

“Any person who witlhdeaws aleohol free of tax under the provisions of Nees
tion 5331 () or 3310 (0) and regulntions made in pursunnee thereof, and who
removes or cotieenls sume, or I8 concerned (n removing, dopositing, or coneenling
sae for the purpose of preventing the sate from being denatured under Govern-
mental supervision, and any peeson who nxes aleohol withdrawn from bond under
the provizions of snld sectlons, or aleohol denatured undes internal revenue laws
and regulations, for manutacturing any beverage Lor lquid wmedicinal prepara-
tlond, or knowingly sells any such beverage or liquid wedicinat preparation]
mncde in whole or in part from such aleohol or deratured atcohol, or Knowingy
violates any of the provisions of Seetion 3831 (a) or 3332 or (exvept a8 provided
fn Section &i82) who shall recover or attempt to recover by vedistillntion or by
any other process or means, any aleohol Lrendered wnfit tor beverige or lquld
medicinal purposes under the provisions of Rection 6831 ()Y from such de-
natured aleohol, or who knowingly uses, sells, concenls, or otherwize disposes
of aleohol xo recovered or redistllled, shall on convietion of each offeuse e tined
not more than $5,000, or lmprisoned not move than 3 years, ar both, and shall,
in nddition, forfelt to the United States all personal property used in conneetion
with his business, togethier with the bulldings and ot or parecls of ground
constituting the premixes on which sald unlawtul acts ave perforied or pernitted
to be performed.”

EXPLANATION

This 13 n penal sectlon, and sinee erimjunl laws nre stejctly construed in favor
of the defendant, this xection ought to be very elear and exptielt.

AR 1t s proposed in TL R, 8300, there Ik serfous question whether the offense of
nanufaeturing and gelling a beverage applies to a prodaet made with deantured
aleohot or when made with aleohol withdrawn tax free bt that has not been
denatured,  Clearly, It doex nat apply to both,

The suggested amendment will eliminate this question,

As IR, 8300 18 written, theve ave two seetions which avthorize tax-free
withdrawal of aleohot for denaturntion, to wit, xections 5330 (1) and 38310 (a),
The latter section applies specitically to withdrawals fram industrinl aleohol
plants and industrinl alcoho) warchouses,  Such withdrawals nre far greater in
volume than withdeawalg for denaturation under geetion 53331 (a).  There are
actwl enforcement cnges on record where aleahol was withdrawn from industrial
aleohol plants and diverted in tank-car lotg prior to denaturation,  Sueh diver-
slong would not be punishable under section 5647 beeause, as now written, it ix
gpecitically Umited to withdrawals under zection 5831 (a), The penud section
naking it an offense to divert such aleoliol xo that 1t will he denntured should
apply to both such withdrawals,
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“SECTION 8310, WITHDRAWAL OF ALCOHOI, FREE OF TAX.

‘“(n) For DENATURATION. Alcohol produced at an industrinl alcohol plant or
stored In any bonded warehouse may, under regulations, be withdrawn tax-free,
Las provided by extsting law) from any such plant or warehouse for transfer
to any denaturing plant for denaturation, or may, under regulations, before or
after denaturation, be removed frowm uny such-plant or warehouse for any lnwful
tax-free purpose, Alcohol lawfully denatured may, under regulations, be sold
free of tax either for domestic use or for export.”

EXPLANATION

I'rlllte words “as provided by existing lnw” are deleted a&s unnecessary and for
clarity.

This section {8 intended to authorize tax-free withdrawals from certain speci.
fled plants for transfer to denaturing plant. Authority to do so ig sufficiently
stated without the words “as provided by existing law”,

ArrEnnix B

SUGOESTED AMENDMENT A8 AN ADDITIONAL SECTION To SKction 6331, H, R, 8300

Medicinal preparations—The Sccretary or his delegate may by regniations
limit or prohibit the use of speclally denatured alcohol in medicinal preparations
for internal human use,

Nore.~This sectlon would glve authority to prohlibit the use of speclally
denatured alcoho! In futernal mediciues even though they were unfit for beverage
purposes,

Present practices in granting permoits could be continued or modified in the
discretion of the Secretary or Lis delegate,

STATEMENT SUbpMITTED BY ForTEscUE W. Horxins, ROANOKE, VA,

PROPOSED AMENDMENT T0 SKRCTION 186 (D) (2) OF H. R, 8300 TO REBTRICT THE DKFI-
NITION OF A NONBUSINKSS BAD DERT 80 THAT, UNDER CERTAIN CONDITIONS, CORPO-
RATE CREDITORS OTHER THAN TRADE CR"DITORS WILL WE ALLOWED A FULLY DEDUCTI-
BLE 1088 ON WORTHIESS CORPORATE DEHTS8 RATHER THAN CAPITAL LOSB A8 NOW
PROVIDED UNDER EXISTING LAW

Bection 166 should be amended by adding the following paragraphs:

“SECTION 166. BAD DEBTS,
* * L L ] . . *
“(d) NonbusINEss Bap Brpts,—

. . * . . . *

(2) NoNBUSINEBS DENT DEFINED.—For purposes of paragraph (1), the term
‘nonbusiness debt’ means a debt other than—

* . » [ ] L] [ ] . L)

“'(0) A debt created or acquired (as the case may be) between a stock-
holder, enmployee, or officer, and the corporation with which e Is connected
as n stockholder or full-time employee or oficer, respectively, provided the
debt I8 not subordinated to the claims of trade creditors, generally, and
further provided that the stocklolder, who 18 not, aiso, a full-time employee
or officer, ia the owner of 80 percent of the outstanding common stock at the
time the debt is created or acquired.

‘(D) For the purpose of (C), above, in determining the ownership of
stock, sectfon 811 shall be applicable,

“¢(E) The definitions contalned in (A), (B), (0), above, are made appli-
cable for all taxable years open to assessment.’

For some time it has been recognized that the interpretation of section 23 (k)
(4) of present Iaw has been extended perhaps beyond the scope Intended by
Congrese (General Review Revision hearings, topic No. 32, pt. 11I). In such
cases a8 Commissioner v, Smith (203 F, 2d 310 (O, A. 2, 1963) ), Jan G. J. Bois-
sovain (17 T, O. 828), ete, the courts have determined that employees, officers,
and stockholders who are in business throughe the. medium of a corporation and
who have made loans to their corporation to cover deficits from Its operation or
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to maintaln necessary operating capftul, are not entitted to a fully deductile
lors when their corporation ulthnately becomes bnnkeupt and ks unable to repay
such loans,

It was recognized in the hearings held by the Ways and Means Committee
on technleal revision that the foregoing fnequity existed and that gmendments
were necessary to eliminate the inequity and to stem the inereaxing amount of
Htigation developing over this question. At the snme time, it ix recognized that
there may exist o possibility of abuse {f the provision s not property restricled in
that stockholders, oflicers, or employees may he tempted to make capital con-
tributions In the form of loans rather than purchasing stoek: viz, the use of
lonnx to purchase new plant facilitles, ete. The foregoing proposed amendment
has heen specifically designed to eliminate the possthility that eptoyee, oftleer,
or stockholder loans would he made for any purpose other than to maintain
or provide necessary operating capital,

Ixclnding the above proposed bad debts from the definition of n nonbusiness
bad debt, of course, does not automatically make such debts fully dednetivie
ar a husiness bad debt: on the contrary, the loss therefrom s uot constdered
AR n losx from the worthlessipess of ¢ debt at all, bat must qualify as a loss
allowable under the provigions of section 105 (¢) (2) of 1T, R, 8300 (ree, 28 (o)
(2) of existing law) as a Joss incurred in o {ransaction entered into foy profit,
It would follow, therefore, under present legnl Interprefation, if the loan was
in substianee a gift or a capital contributlon, the loss therefrom would be treted
aaa gitt or n capital loss vespectively. The fact that a debe which quatifies under
this proposed amendinent and 18 thereby no longer consldered a ind del (efther
nonbusluess or buslness) must also stand the test of whether fn faet such debt
represents a capitnl contribution or nn advance to maintain epernting capital,
mukes 1t doubly certnin that the foregoing nmendment will not encourage ahuses
fu the nature of “thin” eapltalization,

The purpose of the stock-ownership lmttation upon the stockhelder I8 to
ingure that the stockholder who lends money to hls own corporation has a
suflicient interest in hix erporation to warrant the unmistakahle inference that
e i3 conducting his bustness throuzh the wedhun of a corporation and not
nierely fnvesting his money in stock, Thus, an objective test Is praposed {n
licu of a sublective test, (Mereby ellminating any possibllity of uncertuinty in
the application of this amendment,

In declding upon the advisability of the foregolng proposed amendment, con-
gideration should be given to the fact that under present law, Pollak v. Com-
misgioner ( F, 2d——, (C. A. 3, 1953)), a gunranty loss may quulify ns a
fally deductible toss under the provistons of seetion 103 (¢) (2) of IL R, 8300,
Therefore, those employees, stockholders, or officers who nre fortunate enough to
lend their credit rather than money to thelr companies which ultimately fall,
recelve the benefit of n fully deductible loss rather than a eapital loss,  Obviously
there §8 no great difference in principle, if any, botween lending one's eredit and
lending one's nmoney, since In substance, the same result iy achleved. Therefore,
the passnge of thiz amendment would bring a greater fairness to our taxing
syatem by eliminating the advantage of form over substance In this respect,

In view of the foregoing, it ia recommended that this proposed nmendment
he enacted Into law and thereby allevinte a patent Inequity,

STATEMENT vy CRARLES W. BRIGGS, CHAINMAN, FOReST INDURTRIER COMMITTER,
WASHINGTON, D. C., IN OPPOSITION TO CHARGES IN THY. CAPITAL (JAINS TREAT.
MENT ACCORDED INcOME FroM THE CUTTING OR DIePosAt, orF TiMnER UNDER
SrcrroNs 031 Anp 272 or . R. K300 Pu¥SENTED BY THE FoREAT [NpUSTRIES
CoMMTTTEE ON TIMBER VALUATION AND TAXATION IN BEIIALF OF FPOREST OWNERM
AND OOPERATORS

Sections 631 and 272 of H, R. 8300 wonld require that cortain administrative
and other expenses (including interest and taxes) which are presently deducti-
ble from gross income he added to the adjusted basla for depletion In computing
capital gning from the cutting of timber or the disposal of timber wnder a
cutting contract.

We are nunlterably opposed to this requirement for the following rensons:

1, It would serlously diserlminate against timber owners entitled to eapltal-
galng treatment under these seetlons, ar compared to other taxpayers with
capitatl galng who are permitted to deduct simflar expeuses from gross fncome.
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Further, {t would diserlminate against such tiimber owners as compared to
those tiber owners who dispose of thelr timber by outright sale,

2 1t would create oxtreirely complex aceaunting and expense-allocation
problems, espeelnlly for small thber owners and operators whe cannot aftord
expensive legal and acconnting advice,

3. It would serlously lessen (he incentive on the part of private owners to
develop and contlnunlly improve the long-term forest-pmnagenient plnns neces-
sary to assure pdegquaite timber resourees upon which the Natton can depend
for lts futurve requivements of torest produets,

4. 1t would defeat the major purpeses of the proposed comprehensive revision
of the revenue laws ax stated by the Ways and Menns Commitiee,

We {herefore wrge that the Senate Committee on Finnnee amend 110 R, 8300
by striking out veferences to thinher in seetion 272 and by amending section 431
g0 Howill retain the provisions of section 117 (K) of the peesent Internal
Roevenue Cade Insofur ax they relate to thaber,

In a suppleinental statewment appended hereto the foregoing oblections and our
recommenduntions far mmending 11 R 8300 are explained in detail,

SUPPLEMENTAL STATEMENT OF THE Foresr INDUSTRIER CoMMETIEE ON TiMmpen
YALUATION AND TaAxATION ON I R, 83600 WirH RESPECT 10 REVISION OF SECTION
117 (K) or 1k INTERNAL REVENUE Cong

The Forest Industries Committee on ‘Fluber Valuation and Taxuation s repres
sentutive of groups {n all parts of the United States tnterested in or dependent
upon timber, Including forest owners, tree farmers, timber operators, loggers,
pulpwood prodicers, navul stores operators, manufacturers of hunber, plywood,
pulp angd paper, and others vitndly concerned with wise use and Joug-term man-
agement of our thuber resources.

With respeet to timber, section 631 and 272 of H, R, 8300 wonld make sub-
stantial and harmful chianges in seetton 117 (k) of the Internal Revenue Code,
Sectlon 631 {s the counterpart of section 117 (k) which treats certaln income
from thnber or coal for tax purposes as a capital gatn,

Section 431 (n) coupled with sectfon 272 (a) provides that administrative
aud other expenses, incurred in the taxable year in which thnber 1= cut,
connection with the holding md quantity measurcement of timher shall be added
to the adjusted haxig of such thinber for the purpose of computing eapltal gain,
Nection 831 (b)) coupled with section 272 (b)), applies to both timber and coat,
amwl provides that expenditures attributable to the mnking and administering
of a contract nuder which timber or conl {8 disposed of and to the preservation
of the economic fnterest retained under such contract, shall bhe added to the
taxpayer's adjusted basis for the purpose of computing capltal gain, Under
these new provisions, these expenditures wonld no longer be deductible from
ordinary inconme of the taxpayer, as they now are,

We respeetfully urge that the Senate Fluance Committee amend H. R, R300
20 wt fo retain the provigions of sectlon 117 (k) of the present code ingofar as
they relnte to timber. The changes which wonld be made by H. R, 8300 are
objectionable for the following reasons: :

1. Discrimination detioven gintilarly zituated taxpayers tronld result

Timber owners are singled out by gections 272 and 631 for diseriminatory
treatment in that while a thnber owner who cuts his own titmber or disposes
of it nunder a cutting contract is accorded capitnl-gaing treatment, ho is denied
the right to deduct tuxes, interest, and other expensges from ordinary income,
Lvery other taxpayer, even thaugh he may have capital gains, has this right.
Obviously there is an Inconsistency here. Hven a timber owner who reallges
capltnll gaing from.an outright sale of timber I8 allowed these deductions. For
example:

(a) Taxpayers selling property used in trade or business, other than timber,
may deduce from ordinary Income such ordinavy expenses as insurance, fire-
protection costs, taxes, and interest.

(b) In the sale of mortgaged property, or In the sale of securitles, taxpayera
may deduct from ordinary income such items as interest, taxes, investment coun.
sellng services, and the like. i
2. Eaztremely complee accounting prodlems would be created

Sectlona 272 and 631 of H. R. 8300 would create extremely complex accounting
problems, especially for smnall:timber owners ang operators, in that it would be
required that the expenses in question must first bé allécated, and thie part attrib-
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utable to timber cut or (o'a cutting contract be charged to the capitad gnin and
the bulance ¢harged to ordinary income,

The avernge swall-forest landowner, tree farmer, woodlot owner, or timber
operator is neither an accountatit nor a tax Inwyer.  His knowledge of nccounting
and altoeation techmigues, to say the teast, Is meager. The determination of the
holding expenses attributable to the timber cut in any year would be immensely
complex and at hest would produce an artificial result.  For exnmple, it waold be
extremely difticult to allocato—

(4) Flre proteetion and inseet and dizease control costs;

¢h) Genernd expenses botween different specles and ditferent stamds of timher;

(¢) LExpeases attributable to salvage, prelogging, and felling of snags:

() Inferest on money harrowed by a taxpayer expending funds for timber,
land, and manufacturing facilitios;

() 'laxes and assesstients imposed by 8tate and loend agencles for a varlety
of purposes;

(7) Costs of communieations fachities, which may he borne in cooperation with
other individuals, and may be velated to bath novmal business operations and for
protectton and munagement of timber.

Thexe fow examples reveal that the alloeation requirements of seetion 272 and
gection 631 would he harassing to forest owners and timber oporators,  About
three-fourths of the Natlon's 344 milllon aeres of privately owned forest lnnd is
held by sl owners—aid more than half of these sl holdings—some 1890
milllon acres-—are held by fariers who have an average of 43 acres euch,  hese
smuil owners were given an incentive to proteet, conserve, and restoek their
forest lnnds by geetfon 117 (k) of the present code. Tt woulill be extrenely unfor-
tunate to thrust upon them xo cumbersone an expense allocation procedure as
would be required by sectlons 272 and 631 of H. R, 8300,

8. Phe ineentive to develop forext resourees would be lesseaed

Nections 272 nnd 631 of 1, I S300 would seriously lessen the tneentlve of
private forest owners to develop and centinunlly improve their long-term forest
manawement pluns which are necessary (o assure the future of our timber
reROurees,

‘Pimber ix unique o that it s a renewable resource,  However, the growing
of trees is an nnusnadly hazavdews veuture,  Not only does it take a mininm
of 10 to 40 years o more to grow polpwvood, and from 40 to 8@ years or more
to bring trevs to mtniimnm sawtimber size, but Al during these long perfods of
growth the tree grower must run the risk of losing hix fnvestment through sueh
ntural hazards ax five, insects, dixeaxe, and storm,  These lazavds and the
substantial expenditures required for annal protection costs and taxes, as well
as the uncertainty of the value of thnber when ready for harvest are factors evep
to he kept In mind, .

Spurred by the Ineentive afferded by sectlon 117 (K), and neting in vellunee
upon it, private forestry husg made phenotenal progress during the past deeade,
Recoguition of this progress was given by the President’s Materfals Poliey
Commission fn 1952 when, after an exhpustive study of the future of our nn.
tural resouvees, it vepovted that the capital gainsg tréatment given timber hy
Congross ‘ln 1044 ¢ * * has encouraged fuvestment and reinvestment in timber
property.

The Comtnission urged rotention of rection 117 (k).

Here Is a brief summary of accomplishments of private forestry since see-
tion 117 (k) wus emacted:

(¢) Lairge additional areag of forest nd have been braught under good
mangenient ; ownersiip of forest property has heen stabilized, and forest proe.
tices greatly lmproved,

(d) Heavy investmieuts have been made in land, plants, and capital equip-
ment and large expenditures have been made for research {n new and improved
prml;n-ts which permit a fuller utilization and thereby extends our timbor
supply.

(e) Industey-sponsored programs, including the keep-green nnd tree-farm
programs, huve vesnlted in fmproved protection and forest cutting practices on
largze und rmall forest ownerships, )

(@) The employment of professional foresters by industry s grown 8o
rapidly it now exceeds the number (n publie employment, The number of private
consulting foresters is also fucreasing rapidiy,

&
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4. The major odjeotives of tha code revision would de defeated

Sectlons 272 and 631 would defeat the major objectives of the overall pe.
vislon'of the inconie-tnx lawa nproposed by H. R. 8800. The report of the Com-
mlol(;o‘u on Ways and Means (i1, Rept. 1837, pp. 1, 2) states the purpose of ¥, R,

8 to— .

“rensove lnoguities;

“to end harassment of the taxpayer '

“to reduce barviers to future expansfon of production and employment;

“to crente an environment in which normsl incentives can operate to
maintaln normel economic growth.”

The changes In the tax treatinent of {ncorae from timber proposed in H, R,
8300 violates each of theae objectives. As shown above, sections 272 and 031
crento rather than romove iunequities bocauso of thelr dlscriminatory effect,
thoy harass the taxpayer by imposing impractical and unreasonnble accounttng
and allocation requiremonts; and thoy lessen the Incentive to engage in the grow-
ing and management of thubor resources over the long perlod necessary to
develop foreat rosources for our Natlon's future needs. -

For the foregolng reasons we urge that II, R, 8300 be amended 8o as to re-
taln sectlon 117 (k) of the present code insofar as it relates to timber,

When section 117 (k) was enacted in 1044 it rolated only to timber. In 1081
this section was amended to extend the capital-gain treatment to royaltios trom
the leasing of coal propertles. However, because of the substantinl differonces
in the nature of these two resources, sole of the new language added by the
1081 amendment rolates only to conl. These differcnces clearly justify the
treatment of these two resources in separnte paragraphs in H, IR, 8300,

There are compelllng reasons for such geparate treatment, In almoat overy
respect, timber involves problems entirely different from goal with reapeet to
managewont, protectlon, conservation, severance, and processing—iu thne, eof-
fort, and expense. A highly technical tax problem of the kind helng denlt with
here should be solved by adopting one proviglon designed to fit circumstances
peculjar to conl and a different provision applicable to timber, No single provi.

. slon can be designed to meet ndequatoly the diverse probloma of a renewable
resource and a depletable depoait,

Under the present code, persons receiving capltal gains arve entitled to deter-
mine their tax under the so-called alternative computation under which ordi.
nary oxpenses muay be deducted only from ordinary income, Apparently many
coal lessors have no, ordinary lucome agalnst which to offset thelr efpouses.
The amendients propoged o sectlons 272 and 031 would solve the prublom
of such coal lessors, -

Most timber owners do have ordinary income agalnst which to charge the
oxpensce referred to. Thoy should not bo required to deduct such expenses from |
capital gains. ‘ :

' AMENDMRINTS PROPOSED TO H, R. §300

‘The pro| 1 of the Forest Industries Committee on Timber Valuation and
‘Taxation for amending H. R. 8300 as passed by the House is pimple. It is
urged that the Senate Committee on Finance— )

1. Strike out references to timber in section 272, *

2. Amend sectlon 631 so that it will retaln the provisions of section 117 (k)
of the present Internal Revenue Code and. provide separately for timber and
coal in the subscctions thereof, . .

A draft of the proposed amendment to.these séctions 1s attached,

We respectfully urge your favorable consideration,

. Exmisir A
. Proroaxn AMENdMENT TO SxoTiONs 272 AND 681 or H, R. 8300 .
SKO. 272 ﬁm'!r'l;f’lg(l OF TIMBRR AND] DISPOSAL .OF COAi [OR

(n) Where the cutting of timbor by a taxpayer ia considernd A male or
exchange andeér section 631 (a), no deduction rhall Be allowed for administra-
tive and other expenscs, incurred in the taxable year such timher {a eut, in con.
nection with the holding and quantity meamuroment of such timber,

C(b)2 Whera the dlaposal of conl Lor timber] by the taxpayer is covered by
- section 031 L(b) ] (o), no deduction shall be nitowed for expenditures attributable

v
1]
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to the making and adminiatering of the contract under which such dlsposition
occura and to the preservation of the economic interest retalned under such
contract, This subsecton shall not apply to any taxable year during which
there is no production, or {ncome, under the contract.

SEC. 31, GAIN OR LOSS IN THE CASE OF TIMBER OR COAL.

‘(a) Kixerion To Consivkr CUTTING A8 SALK ok Kxcuanok—I1f the taxpayer
80 clocts on hig return for a taxable year, the cutting of timber (for sale or for
usge in the taxpayer's trade or business) during such year by the taxpayer who

.owns, or hns n contract right to cut, such timbor (providing he has.owned such
timber o has held such contract right for g perlod of more than 68 months before
the beginning of such year) shall be consldered as A #ile or exchange of such
timber cut during such year, Buch olection has been mnde, gain or loss to
the taxpnyer shatl be recogni In an amount ec‘nal to the difference between
the fair mmrket value of pdch timber, and the ndjusted basis for depletion of
such timber in the handg 6f the taxpayer. Eplu -the. deductions disallowed under
section 272.] Such falf market value ahall tho fate-market value ax of the

- firgt day of the taxah)é year in which such timbey 1a cut, and shall thereatter be
considered ar the colt of ruch cut timbeg to the taxpayer for all pumo;; for
which such cost in/A necessnry-factor. l}a taxpayer Makes an election uhder -
thia sulmection, sych election shall apply wi t to al}’timber which is
owned by the tavpayer or which .tha toxpayer hak~a contraet right to cut and
shall be binding on the taxpayer for th n%!,: yean for which the election §s
made and for all subsequent years, the Secrétary or his delegate,
showing of undye hardship, permits axpayer to rqvoke his clection; suc!
revocation, however, shall pracjude agy\furthey electlons under tuis subsectio!
except with the pongent of the Steretajy shhis N a

(b) Disrosarjor Timmen\Lon Coan¥ Wirit A Ak KcoNoMio INTRREST,

In the case of th%dlsposnl vg:mber d coal (lucluding/lignite) ] held for mo
1,

i

than 6 months lefore such disposal the owper ti der any form
type of contract by virtuo of, which such.owner retajir/an ecotiomfc interest jn °
such timber [or v.\pnli] the difference betwon the amount realixed from the dis-
posal of such timhep Lor conl,J and the ndjusted.¢rplation basis thereot [pius the
deductions disnllowed for the taxable year under gectlon 2] shall be considered
na though it were a xaln or loss, as the case may\be, on the sale of such timber
Lor coal. Such owney shall not be entitied to the allawance for pergéntage
. depletion provided in wection 613 with  respect such coal. In the-case of
conl, this subsection shall not apply to Income realized by any ownef as & co-
adventurer, partner, or prifeipal in the mining of such coal, and the-word owner
means ANy person who owns kg economic intorest in coal in place, including &
. sublessor. The date of disposal ef such conl shall be deemed to be the date
guch conl is mined. In determining the-grasy incoms, the adjusted gross income
or the taxable income of the lessee, the deductions allowable with respect to
rents and royalties shall be determined without regard to the provisions of this
subsectiont. Thia subsection shall have no application, Ia the case of coal, for
urposes of applying subchapter G, relating to corporatipns used to avoid income
tax on shareholders (inclnding the determiuntion of the amount of the deduction
tuder rectlon 536 (b) (6) or section 546 (b) (5)).3
LY (¢) Disrosau or [TimMrkr or] CoAL WiTHR A Rrrainedp Foonomro IN-
TRREAT.~-In the cnse of the disposal of [timber or] conl (including lignite),
held for more than ¢ months befora such dlspusal, by the owner thereof under
any form of contragt by virtue of which such owzer retaing an economie interest
o ench [timber or] coal, the difference batween the amount renlixed from the
* disporal of such [timber or] coal and the adjusted deplotion basis thereof plus
the deductions disallowed for the taxable year under section 272 shull be con-
dered as though It were a gain or loss, as the case may be, on the sale of such
timber or] conl, Such owner shall not be entitled to tho allowance for per-
centage depletion provided in sectlon 613 with respect to such conl. [In the case
of conl,1 'This subsection shall not apply to income realized by any owner as a
-coadventurer, partner, or principal in the mining of such conl, and the word
owner means any person who owns an economic interest: {n coal in place, includ-
{ng A sublessor, e date of disposal of auch coal shall be deemed to be the
date such coal is mined. In determining the gross income, the ndjusted gross
{ncome, ar the taxahle income of the lessee, the deductions allowable with respect
to rents and roynlties shall be determined without regard to _the provisions
of this subaection. This subsection shall have no application, [in the case of
coal,] for purposes of applylng subchapter G, relating to corporations used to

AN B émpt, Lo 1} ]
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avold Income tax on shaveholders (including the determninntion of the amount
of the deductlon under seetion B85 (b) (U) or section 540 (b) (5D,

Cuanaes IN 8rorioN 117 (), INTReNAnL Revenuk Cobk, Prorosen 1N H. R,
8300, 88p CoNarkss

Nore—Words in present law proposed to be omdtted are shown in Mack
brackets; new language is shown ftallelzed,

SEC. [117 (k)] 687, GAIN OR LOSR IN THE CARE OF TIMBER OR COAL,

£(1)]3 (/) Brrorion 10 CoNsIDKR CUTTING AR SALE ok RxonaNak~I1f the tax-
payer 80 olects Cupon] on hils retwn for a taxable year, the cutting of thmber
(for sale or for use in the taxpayer's trade or business) durlng such year by the
taxpayer who owns, or has a contract right to cut, such timber (providing he
has ownhed such tlber or has held such contract right for a period of more
than ¢ months [prior to] before the begiunlng of such year) shall be considered
18 & 8ale or exchange of such timber cut during swch year. [In case} If such
slection has been made, galn or loss to the taxpayer shall be recogniged In an
umount equal to the difference between the fair market value of anch timber,
and the adjusted basis for depletion of such timber {n the hands of the taxpayer
Kand the talr market value of such timber] plua the deductions disallowed under
scotion 273, Such faie market value shall he the falr market value as of the
first day of the taxabla year in which ruch timber s cut, and shatl thereafter
he conridered as the cost of such cut timber to the taxpayer for all purposes
for which auch cost IR a necessary factor, If a taxpayer makes an election
under this Cparagraph] subacotion, such election shall apply with respect to ah
timber which is owned by the taxpayer or which the taxpayer has a contract
right to cut and shall be binding Lupon} on the taxpayer for the taxable year
for which the electton 18 made and for all subsequent years, unless the [Com-
mlissioner] Seoretary or Ais delegate, on showing of undue hardship, permits the
taxpayer to revoke hia election; such revocatien, howevor, shall prectude auy
turther elections under thie [paragraph] subdscotion except with the consent
ot the [Commissioner Seoretary or his delegate,

L(2)} (b) DisrosaL or TiMnER oR CoAL Wit A RevAINgD Kconomie In-
TRREST.—In the case of the dlsposal of timber or coal (Including lgnite), held
for more than ¢ montha Eprior to] before such (laposal, by the owner thereof
under any form or type of contract by virtne of which [tho] auch ownor vetains
An economic interest in such timber or coal, the difference between the amount
Lroceived tor] reatized from the diaposal of such timber or conl and the adjusted
depletion basls thereof plus the deductions disallotwed for the tazable year under
avotion 272 shall be consldered nn though it were a galn or lors, as the case may
be [upon] on the sale of such timber or coal. Such owner shall not be entitled
to the allowance for percentage depletion provided [for] In rectlon 114 (b) (4)3
813¥ with respect to such con). In the case of coal this Eparagraph} aubscotion
shall not apply to income realized bv [the] any owner as n condventurer, part-
ner, or principal in the mining of such coal, and the word ewwner meana any person
twho owns an economio (ntereat in coal in place, including a aubleaaor, The date
of disposnl of such coal shall be deemed to be the date such coal {8 mined. In
detormining the grosa income, the adjusted gross income, or the [net} tarabdlo
tncome of the lesses, the deductions allowable with respect to rents and royalties
shall be determined without regard to the provisions of this [paragraph] aub-
scotion. This ragraph] eudsection shall have no application, in the case of
coal, for [the] purposes of applying Leectlon 102 or] subchapter LA of chnp-
ter 2] G, relating to corporations wsed to avoid inoome taw on sharcholders
(including the Lcomputation] dofersnination of she amount of the deduction
under section [117 (e) (1) of a tax in llen of the tax imposed by section 500]
535 (d) (8) or acotion 545 (D) (5)). .

. * . . [} L] .

8ROC. 278. OUTTING OF TIMBER AND DISPOSAL, OF COAL OR TIMRBER.

(a) Where the owutting of timber by a tarpayer (s conaidercd a sale or ere
change undor acotion 631 (a), no deduction shall bo allowed for administra-
oo and athor expensca, incirred in the tavadle year such timber is ont, (n con-
neotion woith the holding and quantity moanurcmcml‘o/ suck timber.
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() Wheve the disporal of coal or timlier by the tarpaycr {8 covered by scetion
631 (), no deduction shall be allowed for expenditures attributadlo to the mak.
tng und administering of the contract under which such disposition ocenrs and
to the preservation of the economic intereat retained under such contract, This
stibscetion shatl wot apply to any tarable year during which there (e no produc-
tion, or income, under the contracet,

KXCERPTS FROM REPoRT or Housk WAYS aAND MrANs CoMarER oN I, R. 8300
(4. REPT. 1887)

(1, 61)
“E. OAIN OR 1088 IN THE CABE OF TIMHER OR (UAL (BECS 273, 081)

“Under present law a taxpayer who owns or has conteact vights to cut timber
may eleet to treat the cuttiug of timber as a sale or exchange,  Similarly a tax-
payer who owns thber or who recelves conl royalties may treat his recepits
from the disposition of timber and conl an capital gain, ‘There has heen uncer-
taiuty as to the tax treatmoent of expenses fncurred (n connection with the capi-
tal gaing avising frow such timber or conl royalties,  In some cases the taxpayer
may have no Income execept capltal galns, and the right to deduct business ex-
penses from ordinary income Is of no avail to him,  Your conunittee has adopted
a provision (dentifylng the expenszes in connection with the sales or with the
recelpts of royalties from leases, whilch are proper offsets agniust capital gnin
and which are properly applleable against ordinary fucome, In addition the
word ‘owner' in the care of certaln snles of conl has been defined to tean any
pergon who owns an econombe interest in coal in place, including a sublessor.

ST the year of cutting timber, the expenses incurred in counection with the
holding nnd quantlty measurement of the timber ave to be added to the adjusted
bayls and will reduce the amount of the capltal gain, Only that portion of
these expenser which {8 allocable to the timber actuatly cut may be added to
the adjusted basis,  However, expenges fncurred in actunlly cutting thuber will
cotitinue to be deductible ar business expeuses,  Expenditures of a timber or
conl owner atteibutable to making and administering the conteact under which
the disposition of the conl or Hmber oceurs and expenditures necessury to pre-
serve the economie Interest retained under the contraet, will also be added to
the adjusted basis of the conl vr timber in compwting capital gnin or loss, ‘'lI'he
expenses which serve to reduce the mmount of these capital gains are not to be
deductible in computing ordinary taxable Income,”

. . . . . . »

(P, A 87)
“ECTION 272. CUTTING OF TIMUER AND DISPOSAL OF COAL OR TIMRER

“Section 272 has no counterpurt in the 1080 code. -Subsection (a) thereof
provides that where the cutting of timber is considered to be a sale or exchange
of such timber under section 831 (a}), no deduetion shall be allowead on account of
certain expensea of the taxpayer incurred tn connection with the holding and
quantity measurement of the timber cut.  'T'o the extent the taxpayer pays them,
such expenditures Include acd valoremn taxes imposed by State or local authorities,
costs of fire protection (Inctuding patrolling, slgnposting, butlding of fArebreuks,
costs of communicntion facilities necessary to such fire petrolting, equipment
neceasary fov fire prevention or control, devetopment of water factlities for fire
fighting), ingurance costs of all kinds relating to the property (not including
Habllity Inruratice), costs inenrred in admintatering a timber lease (Including
coata of hookkeeping and technical supervision), costs of timber measurement
(Including surveying), and interest on loans attributable to the timber. It s
intended that only that portion of such expenditures allocable to the timber cut
will he disallowed ar a deduction. The remainder of such expenditures shall
be treated an if section (31 (a) were not applicable, and as under present law, may
be deducted from other income as n business deduction, or depending upon the
application of section 264, to the particular expenditure, may be capltalized at
the election of the taxpayer.

“Subsection (b) thereof provides that where the disporal of timber or conl 1s
covered by section 611 (b), no deduction shalt be atlowed for expenditures of the
owner attributable to the making and administering of the contract under which
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sueh conl or timber 18 dlsposed of and to (he preservation of the economice interest
retained thorein,  Such expenses include those enumerated above aud expenses
of flood control as they may npply to timber or conl In rection 081 (b). In
addition such expenses, to the extont the owner }m.\'s them, include the legal and
tochuical expenses attendant to the making of the contract, the expenses of
measuring and checking quantities disposed of under the conteaet, It 1s intended
that the entive amount of such expenses shall be dlaatlowed as n deduetion, it
there I8 any production of Income under the contract, without regard to the fact
that no timber or conl may actunlly have been disposed under the contract, It
there 18 no productlon of income under the contract, section 272 () will not Le
appticable, and as wnder present law, sueh expensex may be dedueted from other
income as a husiness expense, or depending upon the application of section 206
to the partlcular expense, may be capitallzed at the election of the taxpayer,

“1f the contract utder which the coal or timber iIx digsposed of 1s terminated
and, although Income may have been recefved under the coutract, no conl or
timber was actualty disposed of, and amended return shinll be fled for each year
in which suech income was recelved, and in the computation of tax for such year,
sectlon 272 (b) shall not be applicable.  In such case, as under present law, such
expenses may be deducted from other income ax a business expenae, or depending
apon the applieation of section 246 to the particular expense may beo capitalized
at the election of the taxpayer,

“Taxes ate unlike other expenses in that taxes paid ave generally deductible
whlle expenses are only deductible if incurred in transactions entered into for
profit.  Therefore, under your committee's bill, taxes pald by the owner on land
subject to a coal or timher lease will first he apportioned between the value of
the land attelbutable to the conl (or timber) covered by the lease and the value
attributable to other things, 1 ¢, to any buildings on the land, To the extent
that the apportioned part of such taxea plus the taxpayer's other expenditures
disallowed by this section exceed hls income from the conl or tlmber lease the
taxes will he deductible from other income in the satme manuer as other taxes;
In making this computation the income from the lease will first be reduded by the
other expenditures and then hy the tnxes.” ,

. . . . . . .
(P, A 18D)

“SFEOTION 631, GAIN OR LOSS IN THE CASN OF TIMUER OR COAL

“Soction 031, whilo reenncting the substance of section 117 (k) of the 1030
code, In subsection (a) makes one change with respect to seetfon 117 (k) (1)
of such code, relating to the treating of the cutting of timber as a sale or ex-
change, and In subseetlon (b) makes two changes with respect to section 117 (k)
(2) of sueh code, relating to the disposal of timber or conl.

“Subsection () resolves the uncertainty under present law, with respeet to
the treatment of certaln expendlitures of the taxpayer in the year of the cutting
of titmhor, not attributable to the actual cutting, It 1s provided that In cases
whore the election is made to treat the cutting of timber as a sanle or exchange
thoreot the expenditures for which deductions are disallowed by seetlon 272
(a), incurred by the taxpayer in the year of cutting in connectlon with the
holding and quantity measurements of the timber cut, must be added to (he
adjusted depletion bhasis of such timbey, In ovder.to determine the nmount of
galn or loss to be realized on account of sueh cutting of thmber, It is intended
that only that portion of such expenses which i allocable to the timber netuatly
cut may be added to the adjusted depletlon bagis thorcof. Auny excess of nd-
Justed depletion biasis plun the alloeable portlon of such expenses over the
valuge of such timber may be treated as a capital loss earryover under section
1212, The balance of such expenses may be deducted from other income of the
taxpayer ag Lusiness expensea as under present law, or depending upon the
application of section 206 to the particular expense involved, may be capitalired
at the olection of the taxpayer. That portion of the expenses allocable (o the
titer_cut is disnllowed a8 a deductlon from gross Iycowe, under rection 272
{(n). Expenses dlrcctly related to the cutting of timber arve not affected by
this sectlon and continue to he deductible as business expenses, without regard
to the basis or value of the timber cut, For a deseription of the expenditures
disallowed ns deductlons by sectlon 272 (n), see section 272 of thig report,

“Subsection {b) extenda the benefits of xection 117 (k) (2) of such code, with
respect to coal, to any person who owns an economic Interest in the eonl in place,
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Including a sublessor, This reverses the position that a sublessor of & conl
property Is not un owner of such coal, but s not intended to nlter gsuch positlon
WHNL rexpeet to o sublessor of o thmber property,

eSubsection (b) also resolves the uncertuinty under present law with respect
to the trentment of certaln expendltures of an owner, relating to the conl or
timber disposed of.  Subscetion (b) provides that in determining the galn or
loss rendized from the disposat of cont or tiwber, the expenditures of the owner
for which deductlong are disallowed by section 272 (h), attributable to the
making und administering of the contract under which the coal or timber 18 die-
posed of, aud attributable to the preservation of the cronomle interest which
such owner retaing under the contraet, shall be added to the adjusted depletion
Dasis of the conl or timber disposed of.  For a description of the expenditures dis-
allowed ns deductions by sectlon 272 (b)), see section 272 of this report, Unilke
the apptication of subsection (a), the entire amount of such expenditures of the
awner i the taxable year, shall be added to the adjusted depletion basis of the
counl or thmber disposed of in such your., A8 long as payment was recelved nuder
the contraet wny such expenditures shall be added to basis, even though no coal
or timber was actually disposged of under the contract, If no puyments were
received, such expenditures may be deducted from other incomeo us busiuess
expenzes oy depending upon the applleation of seetion 208 to each expense, mny
he capitalized, ax under present lnw,  1f there s any production of fncote by
the operation of the contraet and no conl or timber {8 disposed of, then such ex-
penditures provide the only offset against such income.  Any excess of the sum of
the adjusted depletion basiz of the conl or timber dispoesed of and such expendi.
tures  (Subject to cortain limitations in the case of taxes, explalned in sec,
272 of this report) shall bo treated as a eapital losg enreyover under gection 1212,

“1¢ the contract under which the coal or timber 18 digposed of 18 terminated
and, atthough income may have been received under the contract, no coal or
timber was netually disposed of, an amended return shall ho tited for ench
yqur in which such fncome was veceived, and in the computation of tax for such
yeur, geetton 272 () shall not be applicable,  In such ense, ag under present taw,
Ruteh expenses may be deducted ns bustness expenses from other income, or, de-
pending upon the applivation of seetion 200 to the partieular expense, may beo
capitnlized at the election of the taxpayer.”

(RS,

Las Cruces, No Mex., dpril 2, 1054,
Hon, Senator Cnavey,
Washington, D, €,

We would Uke to express our concern about the proposed tax exemptions
and deduetions for college students,  We feel there are many young wen and
young women thut ave being deprived of a college eduention due to a lack of
funds,  The Assovlnted Students of New Mexico School of Agriculture and
Mechnnie Arts would ke to vecommend that the college tux exemption and
deductions be glven utmost conslderation,

ABBOCIATED STUDENTS, NRW MEXICO A, AND M,

Las Cuucks, N. Mex,, 4pril 6, 1054,
Senator DENNIR ClUAVES,
Nenate Ofice Buitding,
Washington, D, C,

Si: The tax laws concerning college students ave unfair, Tt s too burden-
some on those of us who work and on parents of those who don't work to forfeit
cxemption rights and pay income tax on amounts over $600, Vote for reduc-
tion fn tax rates or increase in exemption,

LaMBDA Our Arrita FRATERNITY, STATE CoLLsag, N, MEX,
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. SururoN, Wasit, Aprib 7, 1954,
Hon, ToM PrLLY,
House of Representatives,
Washington, D, 0.

Understand H, R. 8300, Revenue Code, 1054, beilng considered by Senate
Committee on Finance, As now drawn, act includes two sections, 272 and 631,
which tend reduce effectiveness and clarity of income-tax provisions with re-
apect to galn by cutting timber as embodled in section 117 (k) present Internal
Revenue Code. Section 117 (k) as now defined is important incentive to prac-
tice better forestry. Proposed changes would reduce benefit thus gained by
present 117 (k) as which was originally intended to equalize capital gains on
tlmber in same manuer extended to other extracting Industrles. Any heip you
can glve with Senate Committee on Finance to end that sectlon 631 is recom-
mended, and eliminate reference to timber in section 272 as set forth in pre-
ceding paragraph will be greatly appreciated, .
. SiapsoN Logorna Co,,
GEOROE L. DRAKE,

AMERICAN LIFK. CONVENTION,
LIrE INSURANCE ASBOCIATION OF A MERIOA,
Now York 22, N. Y., April 28, 195},
To the Members of the Senate Finance Commities:

Following a careful study of the provisions of H. R, 8300, the Internal Revenue
Code of 1054, the joint committeees of the American Life Convention and the Life
Insurance Association of America have, on behalf of the lite insurance companties,
proposed for your constderation certain amendments. These amendments are
of substantial importance to the millions of potieyholders who have placed their
savings in life insurance, endowment, annuity, and health and accident policies.

The two asrocintions have a combined membership of 248 {nsurance companies
dowletiled in the United States and Canada, which have in force 98 percent of the
legal reserve life insurance in the United States. They maintain a Washington
office at 1000 Vermont Avenue NW,, Washington §, D. C.

Respectfully submitted.

CLARIS ADAMS,
- Bwecutive Viee President and General Counael,
Amerlean Life Convention.,
EuarNE M, THorf:
General Counacl, Life Insurance Association of Ameriea.

Prorosrp AMENDMENTS T0 I, R. 8300, TiE INTERNAL REVENUE CODE OF 1034,
PRESENTED T0 SENATE FINANCR COMMITTERE ON BrUALY oF THE LIFE INSURANCE
COMPANTES BY THE AMERICAN LIFR CONVENTION AND THE LIrk INSURANOB
ABBOOIATION OF AMERIOA, APRIL 28, 1054

Scction 34 (0) ; agollon 118 (b) ; section 846 (a) (1)

Section 84 of the proposed Internal Revenue Code, as it passed the House
of Representatives, provides that an individual {s allowed a credit against tax
imposed for the taxable year of an amount equal.to a percentage of the dividends
recetved from domestic corporations which are included in gross income, Under
section 116, dividends not in excess of certain specified amounts are not includible
{n an Individual's gross Income. Section 243 provides that, in the case of a
corporation, there shall be allowead as a deduction in computing taxable income an
amountte;.qunl to 85 percent of the amount received as dividends from a domestic
corporation, \

owever, the benefit of these three sectlons {s denied to owners of insurance
stocks, either personal or corporate, by express exclusion (secs. 34 (c) (1), 116
(b), and 246 (a) (1}). :

The tndividual tax credit and exclusion from gross Income are new. The
corporate deduction, except for the treatment of dlvldonga of Insurance companies,
s substantially a continuation in different form of'the same tax treatment
accorded in the present law to corporate holders of stocks in domestic corpora-
tions gen. ini'y,

No ge:q. w5 lon of this change in the law denying deductions in the case of
dividends ...u on Insurance stocks to corporations as proposed In section 246 (n)

.
'
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is made in the report of the Ways and Meaus Committee; In fact, the subject I8
not mentioned, Neither 18 any reason glven for eliminating dividends on insur-
ance stocks frot the credit and exclusion granted to individual stockholders
under sections 34 and 116. The disallowance of the dividend received credit is
rationalized in the case of certain corporations, but insurance stocks are treated
with mysterious silence (report of Ways and Means Commlttee, p. 6).

The report does say that “the relief offered by the dividend.received credit
{s limited to situations in which double taxation actually oceurs.” It then gives
a list of corporations the dividends of which are not allowed the credit and
recites the reasons therefor. These as outlined in the report fall into three
classes: (1) Those which are tax exempt, (2) those which are not taxable in the
United States, (8) those where so-called dividends represent a mere distribution
of interest earned which the corporation has already taken credit for as a deduc-
tion in its tax return,

Insurance compunies fall within none of these categories., Neither does the
general stutement of prineciple contained in the commlittee report valldly apply
to insurance stocks, Stock companles doing a property insurance business are
taxed on a basls closely comparable to that on which all corporations are taxed.
They deal in contracts of short duration, Their Habilitles are ascertainable
within reasonable limits of accuracy, Therefore, their earnings are currently
calculabte with a fair degree of exactitude by appropriate formula. Upon these
earnings they pay the same taxes as those levied upon corporatious generally.

Life-insurance compaules by the very nature of their business, which involves
long-term contracts, cannot logically be fitted iInto the general corporate tax
pattern. Because their business is fundamentally different from other busl-
nesses, it is taxed differently, However, it {8 not tax excmpt. It is taxed
heavily, The earnings of life-insurance companies and, therefore, the corporate
funds from which dividends are pald to stockholders are diminished by their
corporate Income taxes just as in the case of other enterprises, Nelther does
any part of the dividends paid by them to thefr stocklolders represent a distri-
bution of interest for which credit already has been taken as a deduction in thetr
corporate tax returna, Not In any sense do they fall within the class of con-
cerns described in the report of the Ways and Means Committee which are not
entitled to the dividend-recelved credit.

From 1914 to 1021 life-insurance companies were taxed upon an adaptation of
the general corporate income tax. This method proved to be wholly unsuttable
and entirely unsatisfactory, particularly to the Trensury. Life-insurance com:
panies deal in contracts of long duration, not in commodities currently manu.
factured and designed for early sale. They assume obligations which may
easlly extend over a period of 50 years, or they may have to he discharged within
24 hours. Thelr labilities are determined by forecast which I8 amazingly accu.
rate over long perlods of time, but is derived from the law of averages which
requires large numbers and long periods for their validity. Currently there is
often appreciable deviation from the normal. Thelr assets consist of {nvest-
ments the value of which fluctunte with a market that is genred to changing
economic conditions. Therefore, annual statements of profit and loss are not
truly veflective of actual earnings, You cannot apply with accuracy a short-
term measure to the results of a long-term business. The abortive attempt to do
80 resulted in many adwministrative difficuities, much litigatton, and very little
revenue,

Tn 1021 the Treasury suggested an individuatl formula designed to apply with
greater appropriateness to the actuatities of this complex and unique enterprise.
Both the reports of the committees and the debates In Congress will show that
there was no intentlon of lowering taxes on life-insurance companies, The pur-
pose wns to substitute a sound and workable tax structure for an awkward,
unsuitable, and ineffectual one. The 1921 law was not a tax relief measure,
It established a new tax base in substitution of the old one which had proved
unsatisfactory to all concerned, most of all to the Government.

Since then, for more than 80 years, Hfe-insurance companies have been taxed
under an indlvidual formula modified from time to time with changing coundi-
tiong, and recently greatly simplified according to a method originally suggested
by the previous Treasury. No revenue law affecting life-insurance companies
hns been a tax rellef measure, The taxes levied have been imposed In llen of the
general corporate tax in a manner and at a level determined by congressional
Judgment to be equitable and appropriate in view of the nature of the business,

The present lnw 1s temporary, However, a special subcommittee of the House
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Ways and Means Committeo has been appointed to revitw the situation and
directed to report to the next session on a permanent plan. We have high hopes
that after full study of the subject this subcommittee will conclude that the
present tax basis Is a sound, practical and equitable one and that at least when
taxes are lowered upon other corporations that our rate may be reduced. In
auy event the plan which they do recommend will reflect their judgment us to
the best manner of taxing such companies and the appropriate rate. Untll then
it 18 wholly illogicat and unfair to assume that the present law which lays an
jmpost in lieu of the general corporate tax, constitutes a tax preference which
Justifies depriving the holdera of life-Insurance stocks of the benefit of the per-
sonul income tax credit and the corporate tax deduction and exclusion granted
to simflar holders of stocka In other corporattons,

For many years life-insurance stocks have constituted a normal and legitimate
fleld of investment for those to whom conservatism and safety have been para-
mount considerations, They lave been favored particularly by modest trusts
where stability was more Important than the higher ylelds of speculative secu-
rities, Such stocks are widely held in small amounts. No intimation had ever
come to them or to us that a tax diserimination against the ownership of life-
insurance stocks was contemplated, until it appeared in the current bill. It was
inserted in the measure without hearing, and presented without explanation.
This has no basis in logle and no justification in equity. Since doubtless the vast
majority of life-insurance stockholders are still in {gnorance of the matter and
naturally expect the same tax treatment as the legitimate holders of stock in
any other legitimate enterprise, we feel that it is the duty of the life-Insurance
companles themselves to register a protest in their hehalf. Accordingly, we
recommended that the express exclusion clauses of H. R. 8300 (sec. 84 (c) (1),
sec. 116 (b) and sec. 246 (n) (1)) be deleted.

Section 72 (d) (1)

Change the final clause of the first sentence, and the second sentence, to read
as follows: :

“(1) EMPLOYEE'S CONTRIBUTIONS RECOVERABLR IN 8 YFARS.—Where—

“(A) part of the consideration for an annuity, endowment, or life-insur-
ance contract is contributed by the employer, and .

“(R) during the 3-year -perlod beginning on the date {whether or not
befo.e January 1, 1064) on which an amount i8 first received under the
contract as an annuity, the aggregate amount receivabte by the employee
under the terms of the contract Is equal to or greater than the consideration
for the contract contributed by the employee,

then all amounts recelved under the contract as an annnity shall be excluded
from gross tncome until there has been so exeluded (under this paragraph and
prior income tax laws) an amount equal to the conslderation for the contract
contributed by the employee, Thereafter all amounts so received under the
contract shall be included in gross income.”

Purpose.~To avold n possible conflict with section 101 (a). .

Comment.—As it now stands, it is not clear that this subparagraph deals
golely with annulties,

Beotion 7@ (d) (1) (B)

Change this subsection to read as follows: M

“(B) during the [3-year] perlod beginning on the date (whether or not
before January 1, 1084) on which an amount.is first received under the
contract as an annuity and ending 8 yearas after the annuity starting date,
the aggregate amount receivable by the employee under the terms of the
contract during such period 18 equal to or greater than the constderation for
the contrnct contrlbuted by the employee, * * **

Purpose.—To reduce the number of life-expectancy caleulations on employee
annuities already commenced by Tanuary 1, 1054, and to aveld spreading yery
nom!iltnl ltlmounts of excluslon credits over the entire remalning lifetime of the
annuitant,

Comment—The separate treatment of employee annu. . provided in
those cases where the employee's contributions are recaverabic in 8 years can
be fustified on the grounds that employee considerations recoverable in 3 years
are too small to warrant their being spread over the whole of the annuitant's
lfetime. This separate trentment should also apply to employee annuities in
cases where the employee’s contributions were originglly recoverable in more
thnn 8 years, but because the annulty commenced before January 1, 1054, the

/
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contributions remaining to be recovered on January 1, 1954, wlill be recovered
within 3 years, Otherwise, lifetime exclusions of n few cents a year will result
in some instances,

Section 72 (e) (2) (A)
Change this subsection to read s follows:

“(A) any awount recelved, whether in a single sum or {n installments,
under a contract in full discharge of the obligation under the contract which
is éx} the nature of a refund of the consideration paid for the contract;
and’

Purpose~—To make it clear that the speclal rules of this paragraph refer
not only to one sum cash refunds, but to instaliment 1 funds as well.

Comment.—Under this subparagraph as it now i« s, it would appear that
only the last of a series of installtuent payments unds  a refund provision would
be “in full dlscharge of the obligation under the contract.”

Boction 12 (f)

Change this subsection to read as follows:

“(f) SpEcIAL RULES FOR COMPUTING KMPLOYEE'S CONTRIBUTIONS,—In com-
puting, for purposes of subsection (¢) (1) (A) and subsection (¢) (2}, the
aggregate nmount of premiums or other constderation paid for the contract,
for purposes of subsection (d) (1), the consideration for the contract con-
tributed by the employee, and for purposes of subsection (e¢) (1) (B) and
subsection (e) (2) (A), the aggregate premiums or other consideration
paid, amounts contributed by the employer shall be included, but only to the
extent that—"

Purpose—To avold adjusting in subsection (¢) (2) for refund features
purchased by employer, rather than employee, money, and to deal correspond-
ingly with such refund features in subsection (e) (1) (B).

Comment.—As this section is presently drafted, the adjustment for refund
features in subsection (¢) (2) is apparently to be made, in the case of refunds
pattly or wholly atirlbutable to employer contributions, as if to compensate for
the exctudibility of the entire refund, rather than only that part attributable to
employee contributtons, If, however, the refund is actunlly taxable to the bene-
ficiary to the extent that it exceeds employee contributions not previously
recovered, the excess will have been taxable both to the Keneficlary and (through
the adjustment of subsection (c¢) (2) ) to the employee n8 well,

This ndditional cross-reference to subsection (¢) (2) does, however, compound
the complexity of the systemn of cross-references in sectlon 72, and a longer
but more direct nmendment might be more appropriate, One such dlrect
amendment would be to change the Iast sentence of section 72 (¢) (2) as follows:

“Ifor purposes of this paragraph and of subsection (e) (2) (A) the term
‘refund of the consideration pald’ includes amounts payable after the death
of an annultant by renson of a provision in the contract for a life annuity
with minimum peried of payments certain, dut does not include, {n the case
of employec annuitics, that part of any payment {0 a beneficlary (or to the
cstate of the annuitant) atéributable other than to that portion of the con-
sideration for the contract contributed by the employee.”

Rection 72 (h) (1)

Change this subsection to read /8 follows:

“(1) a contract provides for payment of a lump sum in full discharge of
an obligation under the contract, subject to an option to receive an annuity,
with or without the right of later commutation of unpaid installments, in
leu of such lump sum ;"

Purpose—To make it clear that subsection (h) applles in the case of an
installment settlement election within 80 days, where the installment settlement
itself includes a later right of commutation,

Conmment.—In many contracts the option to recelve amounts in installmenta
containg the right in Inter years to commute the remaining installnents and
receive the commuted value in a lump sum. In order to realize this commuted
value the benefleiatry must forfeit the right to recelve further payments, and in
80 doing she relinquishes any further accretion in value which she might other-
wige realize. When the commuted vaiue {s received it would be taxable as an
amount not recelved as an annuity.

Under the wording of the bill it might be contended that the right of commuta-
tion calls for the application of the doctrine of constructive recelpt at the time

,m— - ama -



196 INTERNAL REVENUE CODE OF 1054

the option s elected. While thin {8 not a proper situation for the application
of the doctrine of constructive receipt, rulings of the Internal Revenue Service
wonld indicate that this doctrine might be applied in the cage of annuity con-
tracts with right of commutation. HKxpliclt language to the contrary should
he employed in the new code in this subsection.

8ection 72 (J) (1). L

Change the last sentence of this sectlon by striking out the flnal exception
as follows: “This excluston shall be allowed in each year in which an amount
s received as an annuity by such survivor under such contractl, except that the
total amount of exclusions to any survivor under this subsection shall not ex-
ceed the estate tax attributable to such excess}.”

Purpose—To provide conslstent treatment with respect to other exclusions
determined by dividing by the annuitant’s life expectancy,

Oomment.—If these words are not stricken, the net effect will be to confine
the full excluslons to those survivor annuitants who live less than thelr life
expectancy. If the life expectancy theory Is carried to its logical conclusion,
those who live longer than their life expectancy should also continue to recelve
annual exclusion based on the original calculation, in order to compensate for
those who live less than their life expectancy. Otherwise, the duplication of
estate and income taxes will not be wholly overcome.

Sectlon 101 (b) (2) (B) .

Change this subsection to read as follows:

“(B) NONFORFEITABLE RIGHTS.—Paragraph (1) shall not apply to amounts with
respect to which the employee possessed, immediately before his denth, a non.
forfeitable right to receive the amounts while living (other than total distribn.
tions payable, as defined tn section 402 (a) (3), which are pald to a distributee,
by a pension, profit-sharing or stock bonus trust described in section 601 [(a)])
(e) which ts exempt from tax under sectlon 501 (n), or under an annuity contract
whioh meets the requirements of section 401 (), within one taxable year of
the distributee by reason of the employee's death)."”

Purpose—To remove the distinction between the treatment of profit-sharing
and stock-bonus plans on the one hand, and pension plans and other employer
purchased annuitles on the other hand,

Comment—The exception acporded profit-sharing and stock-bonus trusts
ghould be extended to penaion plans, both trusteed and nontrusteed, because:

1. Allowance of the $5,000 exclusion lump-sum payments under pension
plans only where there {s'a nonforfeitable right discourages the vesting of
pensions. This is directly contrary to sound tax policy, which should en-
courage vesting in order that the existence of the pension plan will not artl-
ficially tie employees to the employment of one employer in possible conflict
with their other best interests.

2. Where vesting i8 nevertheless provided under a pension plan, the older
workers will he discriminated against. In general, vesting under pension
plans is provided only for the older workers.

8. The terminal parenthetical expression in the section as presently writ-
ten discriminates in favor of profit-sharing and stock-bonus plans, as agninst
pension plans.

Bection 101 (d) (1) (B)

Death-benefit Instaliments received under a lfe-Insurance policy have always
Bbeen exempt trom Federal income taxation, There are good reasons for the total
excluaion of these lustallments. Life insurance s traditionally the main or sole
support of the families of decedents, nd the need for providing for their con-
tinued support la best answered bv an arrangement which continues regular
payments over the years after the death of the family provider.

The total exclusion of lnstf:nllment proceeds has been questioned in recent
yeats. In 1950, a proposal that the entire interest element be subject to tax,
contalned in H. R. 8920 of the 81st Coneress, was deleted by the Senate Finance
Committee after representations on hehalf of the life-Insurance business to the
effect that elections to recelve the insurance proceeds in instaliments should be
encouraged. Once again the question fs up for consideratton. Section 101 (d)
(1) (B) of H, R. 8300 would now tax death-benefit installment interest in ex-
cens of $500 a year In the case of & widow, and $2080 a year in the case of & child,
ancestor, ete. This section recognizes that it 1s soclallvy desirable to grant a tax
incentive to encourage the gettlement of death benefits in installments, but it
establishes $500 and $250 & vear ceilings on the interest element presumably on
the proposition that large life-insurance estates payable'in installments should
not be fully tax exempt. :

)
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The life-insurance business has always believed that it {8 In the best Interest
of the public to continne the present tux treatment of death-benefit installment
payments. However, this question hag been reviewed twice in the past 6 years,
This has produced an element of uncertalnty in the minds of many polley-
holders and beneficiarles. Instead of encouraging death-benefit lustallment
settlements, the continuing threat of a change in this provision has tended to
discournge such settlements. Consequently, the life-insurance business would
like to see the question settled and if the Senate Finance Committee reaches a
conclusion that there should be ceilings estabiished on the amount of interest
that should be exempt, we submit that the cellings contained in H. R, 8300 are
inadequate and should be increased substantlally so that the tax incentlve
to elect installments would apply to most middle-sized life insurance estates.

The installinent exclusions in ¥I. R. 8300 are based upon the assumption that
interest on life-insurance estates payable in installments in excess of $50,000
should be taxable, A $50,000 death benefit, payable in instaliments and taxable
under the new annulty rule, will produce average annual interest of $750 to $800
a year, depending on the length of the installment period, assuming a 3 percent
per annwmn rate. The beneflelary of such an estate is almost invariably the
widow, but under the provisions of the bill a widow would receive an pnnual
interest exclusion of only $500. t

In order to provide an interest exclusion of, say, $780, the policyholder wonld
have to split the death benefit and provide for the payment of a part of it to a
chiid, This is neither practical nor desirable. In most casges, the widow should
have all the income in order to provide for the family. Proceeds left to a minor
child eannot be pald without guardianship in many States, and generally cannot
be used for benefits of the entire family. It is therefore clear that the provisions
of H. R. 8300 do not carry out the intent of providing an interest exemption on
life-insurance death benefits up to $50,000,

If a $100,000 denth benefit 18 left to a widow and she elects to recelve it in
fnstallinents over a period of 20 years, the total monthly income produced wonld
be approximntely §552 per month, and under the new annuity rule the annual
taxable interest Included would be approximately $1,625, or $1,500 in round
tigures. The widow should be encouraged to make such elections ; otherwise she
may be persunded to take the single sum settlement and speculate with it.
Since the interest exclusion is intended to act as an incentive to elect install-
ments, we believe that it will be especially effective in the cage of life-Insurance
death benefits Letween $50,000 and $100.000. We mention also that many middie-
sized insurance estates have been purchased in the past with benefits payable
In installments due to the exclusion under existing law. Many are now being
paid in installments because of this favorable tax treatment. Both from the
standpoint of these existing contracts and those that will be completed in the
future, we feel that it is important to preserve the exclusion with respect to at
least $100,000 of death benefits. This would mean that the taxable interest
celling established for a widow in H. R. 8300 should be about $1,500 per year.

The exclusion for children will he of practienl significance only when the widow
predeceases the policyholder or survives him and dies béfore all the installments
have been paid. To take care of thut situation, the law should provide an ex-
clusion for children, and we recommend that this exclusion be not less than $5600
per annutn per eligible beneficiary. In the cnse of a family with three children,
the aggregate exclusion would be equal to that available to n widow,

When the life-Insurance companies appeared before the Senate Finance Com-
mittee in 1050, it was pointed out that the revenue loss as a result of the exclugion
of denth-benefit installment payments was not very large, probably less than $5
million per year. We still feel that the loss of this revenue is justified since the
exclugion helps preserve insurance proceeds for surviving dependents and thereby
makes Government assistance unnecessary. The revenue which would be col-
lected on death proceeds in excess of $50,000, as provided in H. R, 8300, would be
relatively small compared with the total revenue loss we estimated in 1950.

We urge that any change in the tax excluslons of existing lnw be limited to
Interest in excess of $1,500 per year in the case of a widow, and $500 in the case of
& child, ancestors, ete.

Reotion 106

We strongly belleve that this section should be deleted In its entirety (except for
the provision of a $100 weekly limit on amounts recelved as compensation for
loss of wages and attributable to contributions of the employer which were not
includible In the gross income of the employee),
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The provislons of section 105 (other than the $100 weekly limit just mentioned)
seem to be occasloned only because the tax excluslons for accident and health
insurance benefits are proposed to be opened up to uninsured benefits provided by
an employer for his employees, This, in itself, is an extension to which we
object. We do not believe that uninsured benefits provided by an employer should
be accorded the same exclusions as insured benefits so provided, because;

1, In practice, the change would benefit only the larger employers, Only
the larger employers have the facilities for establishing, within thelr own
organjzations, insurance departments to parallei the operations of an insur-
ance company. Furthermore, no substantial purpose s served by the larger
employers providing thelr own insurance arrangements, except to the extent
that they may thereby be relieved of that part of the premiums which they
would otherwise pay insurance companies because of the Federal income
taxes and State premium taxes on the insurance companies, The result may
be a substantlal shift from insured to uninsured plans, with resulting loss
of tax revenues both to the Federal Government and to the States.

2. Uninsured benefits are not subject to the restraints imposed by under-
writing considerations on insured benefits. Practically all insurance com-
panies limit the level of disability insurance, particularly that in compensa-
tion for loss of wages, 80 a8 to avold financial fncentives to the stretching of
disabtlities. Otherwige, it is easy for benefits not subject to tax to represent
more take-home pay than the taxable salary or wages they replace, Further-
more, insurance companies require objective tests of disability not under the
employer's control. These restraints, brought about by the fact that the
pocketbook of a third party is involved, are not usually present when the
employer provides his own benefits subject to conditions largely under his
personal control.

8. The rights enforceable by an insured employee will not necessarily be
duplicated under uninsured plans, It is one thing to enforce a right against
a third party insurance company, and quite another to enforce a right against
one'’s own employer, Furthermore, it is one thing to enforce a right estab-
lished under a contract supervised by a State insurance commissioner, and
another thing to enforce a right not so established.

It it 1s deemed absolutely essential to retain this section :

1. The qualification procedure should be restricted to benefits received as
compensation for loss of wages or salary, and apply (except for the $100
weekly limit) only when uninsured. 7The qualification procedure seems to be
particularly inappropriate for hospital, surgical, and medical care plans.
Presumably only & minute fractfon of existing hospital, surgical, and medical
care plans would be denfed qualification, It would hardly seem worthwhile
to set up an elaborate system to catch this small number of plans, in such a
way as not to diseriminate between the service type of plan (Blue Cross-Blue
Shield) and the cash-payment type of plan customarily provided by insurance
companies.

. 2. The detall changes proposed on the following pages should be made,

Beotion 105 (b)

Change this subsection to read:

“(b) ExcLUSION LIMITED IN CASE OF COMPENSATION ForR Loss oF WAGES.—
Amounts to which subsection (a) applies and which—

“(1) are received as compensation for loss of wages, and '
“(2) are attributable to contributions of the employer which were not
includible in the gross income of the employee,
shall be excluded from gross income under subsection (a) only to the extent
that such amounts are payable at a weekly rate which does not exceed $160
[an amount equal to the excess of $100 over the weekly rate of any nonqualified
compensation (as defined in subsection (¢) (2)) for the same period].”

Purpose—To provide a tax-fres amount up to $160 weekly, without reférence
to any additional amounts paid which are taxable.

Comments.—There should be no sound objection to allowing extra amounts of
sick leave pay to be pald outside a $100 limit, provided they are currently
taxable. Circumstances will move the employer to provide individually for
the various needs of his employees, Not all contingencies can be foreseen in
setting up an accident and health program. If extra amounts are to be pro-
vided only at a tax loss to other beneflts, the employer may feel required to
maintain unwise amounts of insurance in order to ward off all contingencles.
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It would seem more advisable to provide tax excluslons to $100 weekly in any
event, without penalty for supplementary provision on an individual basis to
meet unforeseen circumstances.

Section 105 (o) (1)

Change this subsection to read as follows:

“(1) QUALIFIED EMPLOYER'S ACCIDENT OR HEALTH PrLAN.—Ior purposes of this
section, the term ‘qualified employer’s accident or health plan’ means a plan
of an employer or employers for the exclusive benefit of his or their employees
(or employces and thely famtlies—)"

Purpose~(a) To make it possible to insure the families of employees under
the plan, particularly as to hospitalization and surgleal insurance, and

(V) To make it clear that multiple-employer plans can quality.

Comments.—~Employee hospital, surgical, and medicnl care plans now in effect
provide almost without exception for the employees’ families as well as for
the employees themselves. These should be recognized, unless of course the
qualification restrictions are limited to benefits received as compensation for
loss of wages.

Permission to set up muitiple-employer plans is essential, not only to take
care of the Taft-Hartley type of situation, but in order to embrace the common
gituation where the plan of a parent company is extended to its subsidiaries, or
the plan of a subsidiary is extended to its affillates.

The word “exclusive” should also be eliminated. Otherwise & plan which
s found not to qualify on some technical ground, such as the inclusion of a
proprietor or a partner as generally allowed by State laws governing employee-
group insurance, would render taxable not only the offending features but also
the remainder of the plan on bona fide employees,

Beotion 105 (0) (1) (0)
Delete this subsection.
Purpose.~To avoid redtape and uyncertainty which is inherent in subjecting

group accldent and health insurance plans to the nondiserimination tests appli-

cable to pensions.

Comment.—The nondtscrimination tests of section 501 (e) are peculiarly inap-
propriate to group accident and health insurance plans. Quite often benefits are
varled by classes of employees determined according to job classifications, rather
than directly by wages or salary. These classifications could not be permitted
under section 501 (e) (4), because of the requirements that benefits bear a
constant relationship to wages or salaries. Even if the scale of benefits were
always related to wages or salaries, broad groupings would not be permitted
because the lowest paid employee in one salary classification would receive more
proportionately than the highest paid employee in the salary classification imme-
diately below.

Even {if the standards of section 501 (e) are restricted to benefits received as
compensation for loss of wages, the expense and inconvenience of making certain
that a plan qualifies will act as a damper to the further spread of the voluntary
health insurance movement.

This subsection should therefore be removed entirely,

Section 105 (¢} (1) (D)

Change this subsection to read as follows:

“(D) which, if it provides for the puyment of compensation for loss of
wages during a perlod of sickness, provide: a waiting perlod before the time
when payments are to begin under the plan (to the extent that such a waiting
period does not conflict with state law to which the plan may be subject) .

Purpogse.—To cover the situation of plans quallfied under the California cash
sickness law, which requires the walver of the waiting perlod In the event of
hospitalization,

Comment.—It is reasonably possible that the three State cas’ slckness laws
other than California’s will be amended to provide similar waiver of walting
periods in the event of hospitalization,

Seotion 106 S
Change tLl§ séetion-th read as follows:

'Gross income does not-include contributions by the employer to mceident or
health plang foi ¢ mpeyhaﬁ n (through {nsurance or otherwise) to his employees
(or to his empl iege and thepfamilice) for personal injurles or sickness.”

Purpose~-To jirovide.for tamily members, as in the case of hospitalization and
surgical insurance, {

'
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Oomment.—Approximately 17 million family members are now insured for
group hospital expense insurance, and approximately 16 million are now insured
for group surgical expense insurance, Other family members are insured under
Blue Cross and Blue Shield plans. The employer is now paying part or all of
the premlums for family members in at least half of these plans,

Generally, the family merabers who are insured are dependents of the employee,
hut they may not always meet the financial support requirements of section 162,
‘Therefore, the term “families” 1s preferred over the term “dependents.”

Seotion 264

Ohange the last paragraph to read as follows:

“For purposes of paragraph (2), a contract shall be treated as a single
premium contract if substantially all the premiums on the contract are pald
within a period of 4 years from the date on which the contract is purchased, or
if an amount {8 deposited after Maroh 1, 1954 with the insurer for payment of
a substantial number of future premiums on the contract. Paragraph (2) shall
apply in respect of annuity contracts only as to contracts purchased after
March 1, 1054,

Purpose~—To prevent the retroactive application of the new law to existing
prel!tmlum deposit accounts set up in connection with life insurance or endowment
poltcies.

Comment—The change suggested would .be necessary in order to protect the
{uterests of those who have entered into premium deposit arrangements prior
to March 1, 1054, Since these agr ts were consistent with the revenue
lawa when they were entered Into, there 18 no good purpose served in penalizing
the participants at this time. Rather, existing law should he continued with
respect to these premium deposit arrangements, just as existing law is continued
with respect to annulty contracts purchased before March 1, 1954,

Reotion 401

Add a new subsection (d) as follows:

“(d) Oertain Life Insurance Oontraots—If an employer, as part of a
pension or annuity plan which meets the requirenients of section 561 (e) (8)
and (4) and whioh requires that refunds of contributions with respect to con-
tracts purchased under the plan be used to reduce subsequent premiums on the
‘oontraots under the plan, purchases a lfe insurance or endownent coniract or
oontracts (dncluding retir ¢ 4 e contracts) with life insurance protection
payabdle on the death of the employee partioipants, the cost, determined by regu-
lations as proscribed dy the Seoretary or his delegate, of the current life ingurance
proteotion in ewcess of the cash values (or the reserves if mo cash values are
provided) undor such oontraots, after deducting 8o much of the coniributions
of the employee partiotpants aa may be allocated o such life insurance protection,
shall be taxadle to the employee participanta in the ycar when patd. The
proceeds of suoh contraqots, when distributed shall be tamable under subsection
(a) or subsection (D) of this section to the ewtent of such cash values or reserves,
Thia sudscotion shall not apply to group term tnsurance contraots.”

And also amend subsections {(a) and (b) to correspond, as follows :

“(a) GONERAL Rure—Except as provided in subsection (b), if Lan annuity])
u contract providing an annuity Is purchased by an employer for an employee,
or if any part of the cost of such a contract 18 pald by the employer, the
employee shall include in his gross income the amounts received under such
contract for the year received; except that if the. employee paid auy of the
consideration for the annuity, any amount received ns an annuity under such
Lannuity)] a contract shall be included in his income as provided in section 72,
the consideration for such annuity being considered the amount contributed by
the employee (determined by applying section 72 (f)).

“(b) CAPITAL GAINS TREATMENT FOR CERTAIN DISTRIBUTIONS.—

“(1) GENERAIL RULE.~—If—

“(A) [an annulty] @ contract providing an annudiy is purchased by
an employer for an employee under a plan which meets the require-
ments of section 501 (e) (3) and (4); Tt e

“(B) such plan requires that refunds of contrlbutions with respect

to [annuity] contracts purchased under‘?such b l:é‘be d to reduce

an be y
subsequent premiums on the contracts upds r'm‘)‘eﬂ Qf an, * *

Purpose—~To preserve the tax treatment of ‘gontrisfedd - gionp’ permanent
penslon plans now provided by P. 8, No. 65, agd K qH) ‘t.l% Ereatment of
corresponding trusteed plans as provided in sectll‘“‘& 2 ( ?;I%){f; ”3 \
R -y - . k
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Comment~The entire section 401 has apparently been added for the primary
purpose of according amounts payable under group annulty contracts purchased
by an employer for his employees the same tux trentment as amounts payable
under trusteed pension plans, This parallellsm should be continued for group
permanent insurance pension plans, which provide supplementary life insurance
protection very much after the manner of the life insurunce contracts referred
to in section 402 (a) (4).

Bection 402 (a) (4)

Ohange this subsection to read as follows:

*(4) CERTAIN LIFE INSUBANCE CONTRACTS.~—If a trust described in sectlon
501 (e) or scction 403 (¢) which is exempt from tax under section 501 (a)
purchases life Insurance or endowment contracts (including retirement in-
come contracts) with life Insurance protection payable on the death of the
employee participants, Lor pays any part of the cost of such insurance
contracts, no part of the premlums paid on such [nsurance contracts] the
cost, determined by regulations as prescribed by the Sceretary or his dele-
gate, of the current life insurance protection in excess of the cash values
(or the reserves if no cash valucs are provided) under such coniraots, after
deducting 8o much of the contributi of the employee participants as may
be allocated to such life tnsurance protection, shall be taxable to the employee
participants in the year when paid, and l:butj the proceeds, when dlstributed,
shall be taxable under paragraph (1) or paragraph (2) of this subsection
to the extent of such cash valucs or reserves, This paragraph shall not
apply to group term insurance contracts.”

and amend the last sentence of sectton 101 (a) as follows:

‘‘(a) PROCEEDB OF LIFE INSURANCE CONTRACTS PAYABLE BY REASON OF DEATH —
Bxcept as otherwise provided in subsection (d), gross Income does not include
amounts received (whether in n aingle sum or otherwise) under a life insurance
contract, if such amounts are pald by reason of the death of the {nsured. That
part of the [The] proceeds of life Insurance contracts which [are} {8 includible
in gross income under section 401 (d) or section 402 (a) (4) shall not be ex-.
c;ll;x)ded blsl' tl’llis subsection but shall be treated as amounts to which subsectlon

(b) applies.

Purposc: To revert to the present plan of taxation of life insurance purchased
by a pension trust, as provided for under P, 8, No. 58 Revised and I. T. 8993,

Comment: A canvass has been made of life insurance companies underwriting
pension plaus affected by this subsection. It i{s the general consensus that the
present plan of taxation in P, S. No. 58 Reviged and I. T. 3003 is preferred over
that of section 402 (a) (4) as presently written, because:

1, The proceeds of the life Insurance protection payable to the beneflelary
should not be appreciably fmpaired Dy taxation (except in later years after
substantial reserves have been accumuiated).

2, Taxes on the current term insurance cost with respect to the amount
of insurance protection in excess of the reserve should be paild by the em-
ployee over an number of years, rather than by his beneficlary in a single
lump sum at his death.

3. The present method would in all probability be preferred by the great
majority of employees and their beneficlaries.

Speclfic provision should be made in this section for employee contributions
allocated to the life insurance protectlon. Otherwise, such contributions will be
taken into conaideration in determining the taxable amounts received as an an-
nuity, rather than in determining the taxable amounts for the current life in-
surance protection,

Seotion 408 .

In various places in this gection reference 18 made to the “purchase of retire-
ment annuities.,” To avold the possible infrrpretation that only retirement an-
nuity contracts may be purchased, and to parallel the suggested changes In sec-
tions 401 (a) and 401 (b), these references should, instend, be to “purchase of
contracts providing annuities.”

Section 403 (a) (1) (4)
Change this subsection to read:

“(A) An amount not in excess of 10 percent of the compensation
otherwise pald or ncerued during the taxable yeur to all the employees
under the trust, but the percentage applylng to the compensation of
employees with respect to whose benefits the past service costs have been
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fully funded and deducted may not exeeed the normal cost applicable to
thelr benelits, as determined under regulntions preseribed by the Secre-
tary or his delegate, In determindug whethor past sorvice costs have
been fully funded and dedueted, [separate computations neod not be
nmade for] tndividual covered employees or cluskes of employees magy
de consitered as a group or groups, except where dliVeront rites ov types
of boneflts apply in angy auch group or where tho nominal rates of hene-
fits aro subject to being offset by benefits provided nnder some othoer
plan or program.”

Purpoge: To make it clear that the amount deductible will not be atvected when
part gervice henefita aro funded first for the older cmployees nnd then for the
younger emptoyees, as oppored to funding the past servico benefits for all eme
ployeea concurrently,

Comment—'The standard methad of funding paxt sevviee eredits covered by a
group annulty contract is to fund all past servives for employees one by one, in
the order of thely respective nenrnesses to normal retirement.  To do this, gepa-
rate computationy need to be wmade for hndividual covered employees, ‘s
method of funding facilitates the guuranteeing of pensions by the tlme of retire-
went, & chavactertstie of Insurance company underwritten plans, The fanding of
puaxt zxervice eredits under unfnsured plang, which give no guavanties to vetired
employees, can Just ag well e done atherwixe, such as coneurrently for all ew-
playees.  In order, therefore, not to discriminate against insuved plans undee-
written by group annuity conteacts, it shoultl he made clear that the netunl ordey
of purehnse for Individual ewmployees s not a factor In determining elployer
deducttons. .

Thin gubgection (A) take’ on added fmportance with the change of the I per.
cont rate to 10 pereent from its counterpart fn the present code,  In genernl, sub-
sectbon (A) will now represent the maximum rate of funding, rather than sub-
rection (C) as heretofore,

Alternately, the provision for gradually lowering the 10 percont maxhnum rate
of fanding ag past service beneflts are purchnsed could appropriately be dropped
in favor of a stmple 10 percent Hmlt until ol past servieo Is purchased, with g
“normal cost” llmit thereatter.

Seotion 501 () (3) (A) (ir)

The life insurance buslness objecty to thv key employee provision undey
which a classitication s considered dlseriminatory 2 more than 10 percent of
the participants in the plan are koy employees,  The provision will not canse too
much difficulty in some plans covering a large number of employees, although
many will be adversely affected.  Ag applled to the small omployer the rule
I8 exceadingly unsatisfactory.  For example, on both rge and suidll employers:

1. Insurers estimate that aa high as 50 pereent of exiating plans would he
dlsqunlifted under the key employee rule. 1'his does not’ mean, however,
that such planr necessarlly diseriminate in favoer of key employeea,

2. Tue application of the rales in the bill produces absurd resalts in no
way related to diserimination, 1t precludes any salarted employee plan
it the employer emptoys a large proportion of hourly workers, or a large
proportion of union emplayees who may not be covered under the plan he.
cause of their specitle cholee to the contrary,  Also, provision tr mnde for
clnasifientions excluding thoge earning under $4,000, but the key man ruk
may nuility this clasaiflcation, .

Beeause of the shortness of time, the 1fe insnrance husiness does not have
a specitic amendment to propose, We do mention the following possible chanyes:

1. Remove the key employee test entively, and rely solely on the seven
classitications degeribed in sectlon HO1 (e) (8) (A).

2. Apply the kiy employoe test sepavately to ench of the classifications
under section 301 (e) (8) (A).

4, Apply the key employee test only to classifieations (v1) and (vit) of
gection BO1 (¢) (8) (A), excluding from the test, however, combinatlona
of clnsaifications (1) through (v).

Section 501 () (§) (A) ;
Change this subsection to read:

. “(A) in the case of a pension or annuity plan, the contributions or hene.
fits of or on behalf of the employees under the plan do not benr a higher ratio
to compensation for any covered employee than for any other covered em-
ployce of the aame length of employment with the ehployer, game length of
coverage under the plan, and same normal retireniint age, whose compen-
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sutlon 18 lower, except that the first $4,000 of unnual compensution may be
dirregavded ; o

Parpose—To continne to permdt varintions in rates of henetlt to refleet differ-
ent lengths of employment with the employer, ditferent lengths of coverago under
the plan, and differeat normal retivement nges,

Camment.~~"The present subrection, ag luterpreted by such comments na the
flent full sentence on page ATU8 of the commlitloe veport, would nppear o pre-
elude many common (Ypex of penslon plans,  For example, it would apparently
not permlt a lower vate of benefit for past service before the plan begins than for
current service after the plan beging,  Atgo, the subsection muy be Interproted
as precluding downward adjustiment for short service with the cmployer, in the
cuse of plnhr baged on linal snkary,

‘Uhe nmendments nbove wonld contine the tests of diserimination between those
In HRke clrcumstances nx to the factors, other than wages and salavies, which
custonneity affeet the amount of individual penstems,  These factors are length
of enployment with the employer, length of coverage under the plan, and normatk
retlrement age,

1t I8 assumed that the regulations wil' athorize the use of wage and salary
growpugs of rates of contributions and oenectits,  1f, however, this subsection
s to be Interpreted strietly €o as not te permit such groupings, it should be
further nmended to authorlze thewm apecitlenlly,

Seotton 508 (e) (§) (B)

Change this subrection to read:

“(B) in the case of 1 profit-sharing or stock bonur plan, at least 75 pereent
of the employer's contributiops cach year, und all of the nnmounts arlsing
from forfeltures on terminntion of service or for any other reason, are al-
located in such g manner that the allocated atounts or benefits purchased
do not bear n higher vatio to compensation for any covelred employee of
tha same length of emplopment with the employer and same length of cov-
erage under the plan, whose compensation 18 lower, and the remalning en-
ployer contributions, it any, are allocated 1o such u maunner that the total
allocation ar benefits purchased, a8 a percentage of compensation, to or for
any coversd employee under the plan in any year does not exceed twlee the
minlmum allocated to or purchazed for any other covered employeo of the
aame length of emplopment with the employer and same length of corerage
umdor the ptan, whone compensntion is lower.”

Purpose~(a) 'Fo continue the present provisions of seetion 105 (a), as ap-
plied to protit-sharing plaus, whereby tests designed to prevent discrimination
by amount apply either to contrlbutions or benefits,

(1) To puarallol the proposed change in sectlon 501 (0) (4) (A), with respoct
to employees of the same length of employment with the employer and the
same leugth of coverage under the plan,

Comment,—A number of sound profit-sharing plans have been established
under preseut lnw under which the benefita purchased, rather than the amounts
alloeated, bear a constant ratlo to compensation for all participants. It is
highly deslrable that permission to set up these plans be continued, since in
wmany cares the plan is lmproved, from a soclal polnt of view, by the purchase
of constant amounts of retirement income rather than by the distribution of
conatant amounts of cash,  Present law permits these plans,

Also, the amendments for length of employmont with the employer and
length of covernge under the plun should have thelr parallels under this sub-
seetion denling with profit-sharing plaus,

Seotion 505 (a) (3)

Change this subsection to read as follows:

(3) annulty contracts, or Hfe ingurance or endowoment contracta (including
retivement fucome contracts) Cin which the face amount does not exceed
1(‘)0 nt)ln}os the monthly annunity payable at normal retirement age under the
pland;”

Purpose~To recognize lfe lusurance and ehdowment contracts as qualified
nssets for a penslon or profit-sharing trust, and to climinate the restrictlon in
th(-.thlllt applicable to the face amount of insurance under retirement income
contracts,

Comments—The permissible fnvestments under this subsection should not be
restricted simply to annulty contracts and retirement income contracts, beenuse

1. Life insurance and endownient contracts are qualitied nssets for pension
and profit-sharing plans under existing law.

ABDOL-- Bdpt, 114
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2. Many extating pension and profit-sharing trusts have actually pur-
chused insurance company contracts other than annuity coutracts and
retivement Income contracts, Lack of provision for these uother types of
contracts in this sectlon §05 (a) (8) would disqunlify these plans,

8. Life insurance and endowment contracts are desiralle assets for
employeo trusts, We know of no sound reason for disqualitying them as
perinissible investnents, Provision in sectlon 505 (b) (2) that existing
investmonts of qualifled plans may still be held without disqualitying the
plan does not solve the problem, because life insurance policies require
continuing investments in the form of renewal premiums,

In the plans which utilize life insurance, endowment, and retivement income
contracts, there shoutd be no statutory limit (such as 100 times the monthly
annuity) on the face amount of insurance, Under section 402, elther as now
written or as proposed, there can be no tax avoldance in plans utilising life
insurance. ‘I'herefore, there is no tax reason for placing a restrictlon on the
amount of life insurance protection purchased by an employee trust.

Seotion 808 (a) (&)

Change this subsection to read as followa:

“(2) Groas INCOME~—The term “gross income” means the gross amount
of iucome recelved Lov accrued] during the taxable year from interest,
dividends, and reunts.”

Comment.~The general rule for reporting taxabte income, an set forth in sec-
tion 446 of H, R. 8300, is that it shall be computed under the method of accounting
on the basis of which the taxpayer regularly computes his income In keeping his
booke. This Is comparable with the general rule of present section 41, I. R. C.

In Form 1120 of 1081, and for some years prior thereto, the following
instructlon appeared:

“C, BASIS OF RETUAN.—A return on thia forin shall be rendered on a cash
receipts and disbursements basis in conformity with the annual statement
made to the State Insurance Department, instead of the accrual basls.”

This inatruction was clear and unambliguous until the form of annual state-
menty required by Stato Insurance departments was changed from the modifled
cash bagis theretofore in use to the reventie or accrual basls, beginning with the
statement of 1001,

In recognition of this change in the annual statement form from the cash to
accrual basis the 1052 edition of Form 1120L included the following instruction:

“Q, BABIS OF RETURN.—A return on this form shall be rendered on a cash
recolpts and dlsbursements basis or the acernal basly, whichever conforms
with the annual statement made to the State Insurance Department.”

This instruction might have been construed to mean that 1ife Insurance com-
panies should shift from a cash to an accrual basls in computing their Ifederal
fncome-tax returns, beginning with the ealendar-year 1052,

The instruction in the tax return Form 11201, however, was digcugsed with
officials In the Bureat of Internal Revenue in November 1082, The life insurance
compahies were assured at that time that the change In insiruction € was not
Intended as a shift from the cash to the acerual basis, but merely to give them
the option provided thelr choice conld be backed up by n return submitted to a
State Insurance department,

Parenthetically, it should be sald that whereaa the present form of annual
statements required by State Insurance departments calla for the use of the
rovenue or acerual basls in the miin part of the findnclal statement, nevortheless
it contains In exhibit 3 a reconcilintion between the carh and accrual basis with
respect to interest, dividends, and real-estate income, Thus it could be sald that
both bases are uxed in the annual statement.

Boeglnning with section 803 of . R, 8300, all reference to items of Income and
disbursements of lite {nsurance companies are amended to call for the “recelved
or accrued,” “pald or accrued,” “paid or Incurred” basis. Apparently, the pur-
pose was to carry forward into the statute the flexibility that was thought tq be
provided by instruction O, in the 1052 editton of Form 11201, T'his I3 borne out by
the report of the Ways and Means Committee of the Honse on I, R, 8200, which,
on. page A230 contains the Inference (unfortunately erroneous) that the new
form of statement blank called for by the Nationnl Asgeciation of Insurance
Commissloners “permits” certain items to be reported on an acerunl rather than
a cash busis. The report then indicates that the objective in the ohangea n the
revenue bill is to tie the veporting of taxable Income to this “permissive” basls of
the annual statement. Since the main part of the annual stutement, however,
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requlres rather thun permits ltems to be roported on an acerual busls, the
language of the report Is confusing,

The best way to overcome this confusion 18 to eliminate from section 803 the
roference to the ncerunl busis so that it will be understoud that income Is report-
able on a paid basis,

Scotion 901 (b) (1) (B), aection 808, and acction 841

At the present time, life insurance compantes pay three different types of taxes
in Canada, as follows:

) A 2-percent tax upon premium receipts in Canada, payable to the
Dominion Government which, lu turn, apportions the proceeds among the
Provinces, except Quebec,

(B) A 2-pércent tux on premiums recelved in the Province of Quebec
paynhl)e to that Province, (‘Ihis tax is allowed as an offset against tax (A),
above,

(C) A nonresident income tax on investment income in excess of that
necessary to carry on Cunadian operutions,

Section 131 (a) of the present Internnl Revenue Code permits life insurance
companies of the United States to credit tax (C) above and section 131 (h)
permits them to credit taxes (A) and (B) above. Thus, presently, all three
of these taxes puld {n Canada can be offset against the Federal income tax paid
to the United States.

Section 901 of H, R, 8300, in providing for foreign tax credits, introduces a
new concept of “principal tax,” which is described in section 903. 8ection 901
would allow the taxpayer to credit against his Unlted States Federal income
tax efther his “principal tax’ paid in Canada to that national government or
the amount of any income, war profits and excess-profits taxes paid to the
Dominlon Government of Cannda. ‘Fhas, a life insurance company of the United
States operating in Canada would have the cholee of erediting agalnst its Federal
income tax in the United States elther the tax on excess investiment income pald
to Oanndn or the premium tax paid to the Dominion Government. It could not
offset both, It I8 also doubtful whether it could offset the premium tax paid to
the Province 'of Quebec,

It 18 not belloved that there is any intention to restrict the forelgn tax credits
poermitted lfe insurance companies today, That would appear to run counter to
the birsic philosophy of encouraging foreign trade and commerce.

I'hig inndvertence should be corrected by the followlng nmendments to section
801 (b) (1) (B) and section 903

“SKC. 001,
“(b) (1) * *

“(B) the amount of any prinelpal tax described In Section 003 for each
separate trade or hustness of the taxpayer pald or acerued durlng the
tuxable year to the national government of such foreign country or possession
plus the amount of any income, war profits, and ceccss profits tares puid or
accried during the tarable ycar to such foreign country or posacssion on
tncome not attributadble to any trade or business with respeet to which such
principal tar s {mposed by such foreign country or posscssion, plus the
amount of uny Income, war profits, and excess profits taxes paid or acerued
to auy potitieal subdivision of such forelgn country or possession during
the tuxable year;"

“SHC. 808, PRINCIPAL TAX.

“Ifor purposes of this subtitle, the term ‘principal tax’ means that one tax
pald ov ncerued during the taxable year to the nationnl government of a foreign
country or of a possession of the United States which is attributable to the
operation of a trade or business regulavly earried on by the taxpayer and which
constitutes for such year the principal rource of tax revenue to such government
from such trade or buslness, except that-—-

*(1) no sales, turnover, property, or excise tax, which is generally lmposed

by such government and

“(2) no soclal security, Income, war profits, or excess profits tax,
shall be included ns o prineipal tax or be considered for the purpose of determin-
ing such princlpnl source of tax revenue. In determining the emount of such
principal tax paid or acerued during the tarable year to the national government
of such foreign cotuntry or possession there shall bo incleded any amount paid
or acernad during the tarablo year to any politicat auddiviaion of such foreign
country or posscasion and allowwed by such forcign ocountry or posscssion a8 ¢
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oredit agningt the amount of principal tae otherwise papadle to the national
goverament,  For purposex of section 01 (b), the smount of such prinetpal tax
ghall not exceed an awmount computed by muitiplying the taxpayer's taxable
inconme from such trade or busineas for such yenr by a percentnge equal to the
sum of (he novmnl tax rate aud the surtax rate presevibed in section 1 ov 11
which apply to such taxpayer's taxable incomo for such yenr,”

Keetion 8)1

Section 841 of L R, 8300 provides that fnsurance companies taxed under
rubchapter L shall be entitled to the forefym tax credlt provided to other domestle
corporptions by section 801, In sectlon 404, hiowever, a HUmit Is fmposed on the
forelgn tax eredit which depends upon, and refers 1o, the tax vate applicable to
individuals and general corporntions.  This reference dves not tit life insurance
companies, with the result that the foreign tax credit Hnit for thetn is obscure,
This should be corrected by the following amendment to section 841

YSEC, 841 CREDIT FOR FOREIGN TAXES,

“The taxes fmpoged by foretun countries or possessions of the Uniled States
shall be atlowed as n eredit agalnst the tax of a domestic insurance compnny
subject to the tnx imposed by section 802, 81, or 831, to the extent provided in
the cage of a domestie corporation tn section 801 (velating to forelgn tax credit),
For purposes of the preceding sentence, the term “taxable tneome” as used in
secttons 008 andd 004 Lanad the tax rates therein referred tod meanfsy—

“(1) in the cnse of the tax imposed by section 802, the taxable incomo (as
defined in sectlon 808 (g)) Eand the applicable tax rates specified in
section 802}

“(2) in the cnse of the tax fmposed by section &1, the taxable income
(a8 defined in gectlon 832 (/)).”

Seotion 1086

No change necossary in thiz section of the proposed code, but it is bolieved
that léh\l‘“)‘h\ﬂ languuge such as the following should be ndded to the connulttee
report :
insurnawe contract

“The exercize of a contract vight to convert an endowment, annuity or tife
{nsurance contract to any oné of the contracts dofined in subsection (L) 8 a
continuation of the original contract and therefore I8 not an exchango of one
contract for another.”

Purpoge.—~To avold the interpretation thnt the term “exchange” includes
the exercise of an option under an endowment polley,

Comment.~"The new section 1084 vecognlzes tax-freo exchange of life jusur-
ance annlty and endowment contracts but does not aftord similar tax treatment
to “oxchanges” of endowment policles for life fnsurauce policies. The bl does
not define the word “exchange.” Tt I8 presumed that the drafters had in mind
the pxchange of totally separate pollcies, Through interpretation, however, it
is possible that the exercise of an optlon under an endowment poliey to recelve
a lup sum and o pald-up Ute-dnsurance policy would be construed to be an
oxt;ll‘al‘lxeaedmnm\ngo In the committoo report should make 1t clear that this is
not intended.

Scotion 2089
Change subparagraphs (¢) (1) and (¢) (2) as follows: .

“(1) an employees® trust forming part of & penslon, stock bonus, or profit.
sharing plan which, at the time of the decedent’s separation from employ-
ment (whether by death or otherwise) wet the reguirements of sectlon 501
(e) or scction §03 (¢) ; or

“(2) a retirement aunaity contract purchased by an employer (and not
by an employeer’ trust) pursuant to a plan which, at the tine of decedent’s
separation from the employment (by death or otherwlse) met thet requive-
ments of gection B01 (¢) or section §08 (¢).” -

Purpose.~To extend the exemption to trusts and annuudtles exetupt under
section 408 (¢).
Seotion 8042

Add the followlng:

“Notwithatanding the foregoing, if the only incident of ownership pog.
acsed by the decedent ad Aia death congirta of o poraibility that an (nterest
in such a poliop may veat in the decedent or his eatate, and if such poxsidility
conld Rave deen defeated during decedent's Hife, by anyone other than the
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decedent, through the exercive of a gencral power of appointment (as defincd
tn xcction 20§48) which in fact was ceercizvable (nmmediately prior to the
decedent's death, the decedent shall not be congidercd ag having posscssed
al hia doath any of the incidents of ownership.”

Purpose.~'To apply the same roles of reversionnry Interest to lfe-insurance
policies as to other property in the cstate.

Comment.—The proposed addition will minke the trentiment of a “reversionary
interest” paraliel to that found at section 2087, ‘There ks no veason for the
apptication of one set of rules to life lusurance nud anothier to all other types of
property, as I8 recognized by the overnll intent of the new soction 2042,
Bection 2500 () (2) (B)

Change this subparagraph to read as follows;

(B 10 the event the donee dles bhefore attalnlng the age of 21 years, be
payable to the estate of the donee, or as he may appolnt Eby wil] under a
goneral power of nppointment ax defined in section 2514 (¢), whether crer-
cisable under a 1will or otherwise.”

Purpose~-To permit completed glfts of lfe-Insurance polietes to minors with-
out the vequirement that the power of appointient be exercised by will,

Comment.—TLAfe-Ingurance polletes transferred for tho benefit of a minor may
give the minor the power to appoint hix own beneticlnry,  Such a right to appoint
8 exerclsable outside a will, but under thly section such a contract power of
appolntinent would not quallfy.

Section YY0L (a) (20)

Chnnge this subxectton to rend as follows:

S0 BEMPLOYER—Ior the purpoge of applising the provisionz of sections
105 and 106 with regard to accident and health plany and seetion 104 (d)
with vegard to cmplopee'a death bencfits, and for the purpose of applying
the provislons of subtitte A with rexpect to contributions to ov utder a ktock
honng, pension, profit-shaving, on annuity plan, and with respect to distribu-
tiong under such a plan, or by a trast forming part of such a plan, the
term “employes” shatl inelude a full-the life-tnsuranee salesman who s
considered an cwployee for the purpose of chapter 21, or in the case of
rervices pertormed before January 1, 1031, who would be considered an
cmployee i his services were performed durlng 1831,

Purpoge.—"To classity Hfednsurance xnlexmen as employees, for aceident and
health insnrance plans and etmployer-provided death benefits, as well as for
pensions,

Comment—~-Life-lnsurance salesmen have been vecognized as employees for
the special puvposes of inclusion in socialgecurity coverage and for exempt
employee pebsion plans,  The new code recopnives two additionab formg of
employee welfave plans, accident and health and death-benetit plans, ihueh thore
fully than heretofore, nnd it shonld specilically recognize life-insurance rales-
men for these other plans as well.

STATEMENT o WILLTAM H. HARiAg, Re H, R. 8300, PRoPosED INTERNAL REVENUR
Conkt oF 1004 SKeTION 042 (1) —PERSONAL HolniNg COMPANIES IN CONBOLI-
DATED RETURNS

My offlee adidress 18 11 West 424 Street, New York 36, N, Y,

I represent vavious corporations filing conxotidated returns,

For several years, the Internal Revenue Service has taken the position that
any member corporation of a clogely held afliliated group 6iling consolldated
returns ean be singled out and taxed separately as a personal holding company
it 80 percent or more of fts gross Income comes from intercompany dividenda
or capital gains realized on transactlons whally within the group. In effect,
thiz departmental denial of the protection otherwise afforded by the consoli-
dnted returns regulations against taxation of income from intercompany trans-
actlons diserlminntes agninst thoge affiilated groups whose managementr desive
to move funds through the group for the wholly legitinnte parpose of tinaneing
the business operations of the several atlitiaten or the common pavent,

Ruppose, for instance, afflllate A, owalng all the stock of prosperous affiliate
R, wishes to embark on o new venture, such as starting a factory in a new
locatlon. B has more earnings thau it needs and A does not wish to ineur the
interest chinrgea and other dificulties attendant upon an outside loan. The
most expedient plan s for B to declave a dividend to A If thiz iz dove and
A has no other Income, or if the B dividend s wore than 8O percent of A’s
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gross ncome from all gonrces, A at onee becomes Hable for the erushing personal
holding company surtax. Thin unwarranted result can happen to the common
parent or to nny afMilate attempting to obtaln tinancing thyough intercompany
dividends, renty, royalties, ote, and cortainly 18 a palnful and necdless conse-
juence of the present departmental attitude.

The Houae of Reprosentatives has recognized the injustico and has sought to
provide & remedy in goction 842 (b). The purport of the new bill s that the per-
sonal holding company surtax will not apply to any membor of any group filing
congolidated returns unless the group as & whole has consolidated gross Incone
aufficient to meet the atatutory testa for a porsonal holding company. Unfor-
tunately, however, this roliof is made to depend on a condition which renders
it all but nugatory: the new treatment {s not to apply unless the common parent
corporation “derived 80 percent or more of its gross income for the { years imme-
diately preceding the taxable year” from another mowmber or members of the
same group (soc, 542 (B) (2) (A)).

It that ilmitation becomes law, there are only two ways that any group can
get relleg, both of thew costly. For u 3-year poriod the pavent must oxtract S0
percent of ita gross fncome Lrom other members of the group and then (1) olther
redeclare the moneys go recoived to the parent’s stockholders or (2) retaln the
moneys and in all probability pay substantial personal hotding company surtaxes
theroon. Fuvthermore, once the rellof is thus arduonsty achieved, the common
parent will have to continve drawing money up into itselt, ke a sponge, year
after year, In order to tmeet the contlnuing requiroment of having derived 80
porcent of gross income for the 8 yoars prior to the tax year from its afilintes,
This would mean oither a top-heavy and unneceasary accummlation of funds In
the parent company, or forced distribution to lndividunl stockholders of the par-
ent's earnings, both of which would prectude expeditions and economical flunue-
ing of the buslness operativns of the soveral ailintes.  Since any well-advised
gmm has hitherto caretully avolded allowing the common parvent to meet the

reont test, it {s indeed doudtful whether any shirnlficant number of consoll.
datlons can woet the conditlons of sectlon 842 (b) at the present time: the pro-
posed law may thus be a dead letter from inception.  Finally, the concentration
on the parent’s situation with regard to gross inconme gives no recoguition to the
possibility that the trouble way lie somewhere olse i the chaln of intereorporate
ownership,  Afftiate O way wish to receive a large dividend from its immediate
subsidiary D for flnancing purjpwaes, but unlesa the common parent keeps on
meeting the $-vear, 80 percent test, no corporation in the group will he safe from
the personal holding counipany suvtax.

It 18 ltkely tha House wrote in the $-year, 80 percont tost in ovder to nuke doubly
certain that no covporation which is a personal holding company by reason of au
outside tnveatment portfollo can escape the surtax by joinlng in a consolidated
return, But this contingency ta amply precluded by the expliclt languago of
asuction 842 (b) (2) (B),

The 8-vear, 80 percont test of section 542 (b) (2) (A) shonld be abandened, In
the'interest of extending the proposed relief in a workable and realistic manuer
to corporations flllug consolldated returns. No corporation Joining in a con-
solidated return shonld be lable for personal holding company surtaxes attribu-
table to-Intercompany items,

STATEMENT By THR WEeTEEN UNION TRINGRAPIE Co, URaine TANKRALIBATION
. or Sxurton 881 or 11, R. 8300

Sectlon 381 of H, R. 8300, as introduced n the Senate on March 28, 10084, and
referred to this committee, contalns provision for carryovera in certatn corpo-
rate acquistions,

This section {8 almed &t providing long-needed rules to clarify the tax conse.
quences atlendant upon tax-free reorganizations, &e to tvhich doubts and ambignl-
ties have beon created by a host of irreconcllable judiclal declslons and adminis-
trative ralings. (Compare New Colonel Joe Co., Ino., v. Helvering, 202 U, 8, 4808
(1034) with Helvering v. Metropolitan Edison Co, 800 U, 8. 522 (1080), and
Rtandard Pating Company v. Commiasioner, 100 F, 24 880 (10th Cir, 1081) cert.
dented, 842 U. 8. 860 (1081) with Stanton Brewery, Ino. v. Commiasioner, 176
F, 2d 578 (24 Cir. 140), and P, 8, 62 with all 4 canes.

’1‘(; achieve this purpose section 881 Imposes rigid and narrow rules. For ex-
ampte: ' :

rat: Carryovers are limited to situations involving (1) the completa liqul-
dation of 80 percent or morg owned subsidiaries, (il) tax-free oexchanges quali-
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£ying under seetlon 830 (¢), or (1it) tax-freo statutory moergers or consolidations
quilifying under section 404 (1),

Second: 'Pax-free exchanges under section 380 (¢)—usrets for stock are sub.
Jeet to varlous Hmitations, including a limitatton on the relative siges of the
patticipant corporations which in effect prevents the exchange being tax-free it

corporation fa more than 4 times the siee of the other (the 26 to 400 per-
cent requirement).

Waestern Unlon feela that seetion 881 is too narrow in scope, The 8 situn-
tlons xeetion 881 embraces by no means cover all thoe tax-free exchianges authors
fred by 1L R 8300, and no good and suflicient reason supgests iteelt for miting
section 381 to these 8. In addition the 25 to 400 percent relative slre Ui
;uﬂun appears unrenlistie, arbitrary, and without precedent in current or earlier
nw,

The feature which Western Union feels to he wost objectionable, howover, {8
fhut e tests which must e met, whethor the exchange occurred before or
oceurs after the enactinent of the law, arve the new rigld tests preseribed by see-
tion 881 (a), In other words, though a particnlar corporate acquisition waa
completely tax-free under the Internal Reveuue Code of 1080, 1Y it did not, by
coincldence, happen to meet the new tests, the carryover rellef preseribed by
sectlon 881 will not be available,

Thls Western Union believes to be unfair and unjustifinble,

Western Unton in 1043 acquired all of the assets of the old moribund Postal
Telegraph syrtem in exchunge for Western Union stock and an assamption of
cortain Habllities of Postal, ‘e Bureau ruled the exchange to be tax-free un.
der seetion 112 (b) () and rection 112 () (1) () of the Internal Revenue
Code of 1631 Among the obligations agsumed by Western Union (which are
sumption did not reduce the consideration otherwise agreed to between the
parties) was Postal's obligationa to {ts retived pensioners and thelr beneticluries
under the Postal pension plan. The effeet of 11, R, 8300 unless appropriately
modifled by this committee would appear to deny Western Union a deduction
under the Internal Revenue Code of 1854 for penstons paid Postal's former em-
ployees and thelr henefictaries.  'Tlils retroactive effect iy wholly unjustified and
calls for prompt and anthoritative correction,

Thiz necessnry correction cnn effectively be made In either of two ways.

Fleat, amend scetion 381 (n) () by adding thereto the following new sute
paragraph !

() a reorganization qualifying under section 112 G of the Internal Revenue
Code of 1O8D, ax amended, with respect to which no gain or logs was recognizable
mder gection 112 (1) AR or xection 112 (1) () of the 103D Code, a8 amended,”

Second, nmend seetfon 381 (¢) (18) by inserting ns the second gentence of that
paragraph the following:

A corporation acquiring the assets of one or more transforor corporations
fn a transaction constituting a reovganization - under section 112 (g) of the
Internal Revenue Code of 1D, ag amended, upon which the recopnition of
neither gain nor loss was properly recopnived, is an nequiring corporation under
thiz seetion, and such an acquiring corporation shall, without otherwise qualify-
fng under subgection (a) hercof, hie entitled to apply this parvaph with ve-
spect to amounts patd or acerned after December 81, 153, on account of such
abligations of the distributor or transferor corporation or corporations,”

A third way to effect the necessary corrvection would be removal of the
frrational 28 to 400 percent requirements contained in gection 8359 (¢) (1), The
limitation upon the time within which any teansforor must be liquidated which
ia contained In section 859 (¢) (2) shonld also be removed. Western Union
mentions this as an alternative method, hut dovs not wrge it, thusineh as it goes
beyond what {s necessary to do equity in this case,

OFF-8ronk FISMING VESsEL OWNKRR ARSOCTATION,
Astoria, Oreg., April S, 1954,
Ro H. R, 6721
Senator Guy CorboN,
Sonate Ofce Building,
Washingion, D, C.

DrAR SeNAToR: We underatand Mr, King of Calitfornla has introduced the
above-numbered M wherein fishermen will be classified with farmera as to their
fillng estimated tax returns, and which would clear up a lot of arguments we
have here with the Internal Rovenue Code,
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As you know, tuna fishing particularly does not start until about July 1,
which s the third quarter, and many boats do not settle with the cannerles
until Thanksgiving or later, It is lmpossible for them to technically comply with
the Internal Revenue Code and we are contibually arguing regarding this matter,

It would be appreciated greatly if the omnibus revision bill could Le amended
ttlo include this provision. Trusting you understand the difficulties of our

shermen, .

Yours very truly, AHW
. H, Waienr,

Managing Secrctary,

{H. R. 6721, 83d Cong., 1st &css.]

A BILL To extend to fishermen the same treatment nccorded farmers fu retation to
esthinated income tax

Bo it enaoted by the Senate and House of Representatives of the United States
-of Amerioa in Congress assembdled, That gection 60 (a) of the Internal Revenue
goldle isl hereby amended by inserting after the word “farming” the words “or
shing".

Skc. 2. Section 204 (d) (2) of the Internal Revenue Code Is hereby amended
by inserting after the word “farmers” wherever appearing therein, the words
“or fighermen”, .

S0, 3, The amendments made in sections 1 aud 2 shall be effectlve for taxable
years beginning after December 31, 1962,

TENSION IINVELOPE CORP,,
New York, N. Y., April 6, 1954,
Senator WARREN Q. MAGNUSON,
8Senate Ofiice Building, Washington, D, 0.

DERAR SENATOR MAGNUSON | Thank you very much indeed for your most cordial
letter of March 22, in answer to mine of March 11, in which I sent you my sug-
gested method of eliminating double taxation on dividends,

I have sent a copy of this to every Member of the Seuate, but Iwould like
very much fndeed to have this placed in the flles at the hearing of the Senate
Finance Committee,

I was advised to contact Mra. Eilzabeth B. Springer, who s chief clerk of
the Benate Finance Committee, in order to present my case, but I am not doing
8o becauge time and energy are not sufficlent for the purpose. Enclosed are
additional coples of the plan, and I would deeply appreciate it if you wounld
present these to the Senate Finance Comnmittee with your recommendation that
they be placed in the records.

There I8 one consistent criticism of my plan, and that is such relief from
taxation to corporations it might be regarded as a tax on undistributed profits
which was thrown out in the 1030's. This is not a valld criticism for the
following reasons:

1. A small corporation can dividend out ail of its profits and avoid corporate
taxes and have its stockholders, after paying their personal taxes, reinvest the
net receipts in the corporation {n the form of additional stock on a hook value
basis, This will enable them to eliminate the double taxation and yet maintain
working capital. ,

2. Calling this a tax on undistributed profits {s simply a matter of reverse
thinking. - This is not an additlonal tax but a reduction from: a present tax to
avold double taxation on the samo income. Corporations should pay taxes on
profits not distrihuted just as partners have to pay the personal income taxes
on profits of partnerships even though such funds are retained in the partner-
ship. If and when the corporation dividends these previously undistributed
profits, in any other fenr up to the extent of the profits made in il.at year, the
corporation will obtain full tax credit. ..

8. My suggestion 8 fair to all corporations, large or small, and Is simple to
understand by the taxpayer and is easy to audlt by the Treasury Department.

It possible I would appreciate hearing from you at my New York address,
which 18 the Warwick Hotel, 65 West G4th Street, New York 19, N. Y., where I
will be until April 12, -

Kindest regards,

Cordlally, .
t WALTER J. BERKOWITS,

/
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TENBION ENVELOPE CoRrp.,
Kanaag City, Mo.

Subject: House Ways and Means Committee Considerntion of Revenue Revislon
Bill of 1954,

Dear Sie: ‘I'he Ways and Means Committee has presented a recommendation
for tux changes, and this badly needed reform will probably be approved by the
House of Representatives to the extent that the Government budget wilt permit.

I wounld like to call your attention to one seemingly small but very important
part of the tax program—the proposed relief from double taxation on dividends,

Unquestionnbly, the corporations should be relieved of part if not all of this
double taxation, but the Ways and Means Committee has suggested that tax
rellef should go to the indlvidual stockholders and not to corporations and this
i= the point T wish you wonld exnmine most carefully, -

Rear in mind that there ave 50 millon taxpayers and only ¢ mitifon stock-
holders, so that the proposed relief affects only a small percentage of the voting
public of this country. Dut the ¢ million stockholders, most of whom uare em-
ployed, are fur more dependent on the prosperity of the corporations who employ
them than on whether they have a tax gaving on their dividends, Johs are their
social securlty, and whatever can be done to proteet and inerease the number
of jobs in this country {s far more important to our economic welfure than a
reduction in taxes on dividends recelved.

Based on research by the Brookings Insthitution, corporations preduced over
one-half of onr national income in 14K (5 &3 percent), noncorporate income was
about one-third (33.6 percent), and Government and other income was 12.1 per-
cent, Of the 094,248 corporntions in that year, 04.17 percent had incomes of less
than $100,000,  And less less 1 percent of them had incomes of $1 million or more.
So corporations are not all big businesses,

Corporations in that year paid in wages and salaries, Ineluding officers, 40.3
percent of the national income, while noncorporate business paid 11,4 percent,
The profits of corporations totaled 13.8 percent of the national incote of which
8.8 percent was paid in taxes, while noncorporate Income showed profits of 17.8
pereent of national income, and nothing was pald in taxes,

These two types of enterprise, corporate and noncorporate, are competing
with each other, and the fairness of your legislative action should be to retleve
the corporatlons of part, at least, of this burden of taxes which partnerships do
not have to pay.

Corporations now pay tax on all profits whether pald out in dividends or
retained in surplus, Partnerships pay no tax as such, but the partners must
pay tax on all of thelr shave of the profits, even if retalned as working capital in
the partnership. ‘Ihe double taxation on corporate dividends occurs only when
dividends are paid and then the stockholder must pay n personal tax on such
dividends which are part of the profits on which the corporation has already
paid Its corporate incame tux,

A perfectly fair method of treating corporations would be to relleve them
of corporatlon taxes on that part of thelr earnings which were paid In dividends,
In other words, regard dividend pnyments, when figuring taxes, exuctly as it
they were expense {tems such as interest on bonded indebtedness, The recetver
of the dividends then pays full taxes on them,

Dividends paid by corporations in 1952 were a little over $8 billion, and If
they ave the sanie In 1054 and corporate Income taxes remaln the same at 52 or
47 percent ot any compromise in hetween, the Iederal Government will be col-
leeting from the corporations on dividends pald approximately $4 billion, while on
similar profits from partnerships on noncorporate organizations they would
collect nothing.

If tax ralief were given to the corporations on dividends paid, this rellef could
begin at 2% percent, then 50 percent, then 75 percent, and then 100 percent as the
Federal Government could afford to do so, but every reduction in taxation in this
field would incrense the fluancial strength of the corporntions and would help
insure continuing jobs and an expanding economy in both production and dls-
tribution. That is the basls of our prosperity, and anything we conld do toward
fostering the welfare of these corporations would benefit our entire economy,

The proposal of the Ways and Means Committee to give tax relief to the re-
celver of dividends would, in my opinlon, lead to further confusion,

We alrendy have the absurd situation where income from State and municipal
bonds are tax-free, while income from Federal Government bends are fully

v
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taxable. This really is a Federal Governmient subsidy to States and munfel.

palities in order to enable them to borrow nioney at a lower vate, If con-

stitutionally possible, this absurd situntion should be corrected and income from

E;n:lo and municipal bonds should pay the same tax as Federal Qovernment
uds,

Income from wages and salarles and from corporate bonds and corporate
atocks now have the same rate of taxation. Why. should the dividends from
corporation stoeks of these ¢ million stockholders pay a lower rate of taxation
than the 50 million taxpayers pay on income from wages and salartes?

It 18 quite possible to foresee the complete elimination of double taxation on
dividends if this reduction in taxes iz given to corporations but limiting it to
that part of thelr profits which are pald out in dividends and on which the
Federal Government then colleets personal {ncome taxes, But it 18 hard to
concelve a tax situatlon where dividends on stocks wonld be completely tax
exempt. If that situatton arose, who would buy bonds of any kind, inctuding
Government bonds, and pay taxes on the income? It would stimulate speculation
{n the atock market, and would depress the bond markets, and lead to losses by
those who put thelr confidence in unsound corporations but who were overeager
for tax savings.

It stock dividends were tax free, or {f the recomwmendations of the House
Ways and Means Committee were put into offect, business managers who had
accumulated enough stock to pay them a reasonable tax-free income would be
tompted to retire at an early age and get thelr incomes from tax-free corpornte
dividendsa rather than fully taxable wages or salaries.

To foater the Ameriean way of lite, the tax rellef should not favor receivers
of dividende over the workers' salarles and wages, Double taxation on divl-
dends 1= unfair, and this situation should be corrected by glving partinl or full
tax rellef to corporations, but only on that part of their earnings which are
actually paid in dividends,

Pleage consider this logleal, zound haslg of relieving or eliminating double
taxation on divtdends paid as preferable to the method suggested by the Ways
and Meaus Committee which g shiaply n stopgap subsidy and not a permanent
cure and may lead to other situations as unfair or morve o than the ones we
are trying to correct. '

Cordlally yours,
WALTER . BrRROWITZ,

CORPORATIONS AND NONCORPORATE RUSINERS

(By Walter J. Rerkowlits, mremrg-i:m;lur(;r. Tension Knvelope Corp, Kansas
¥, Mo.

To the average person, and {n accordance with the expressions of the nverage
news editor, the word “corporation” connotes large business with large profits,
whila noncorporate buainess, such asg partnerships, refera to the little fellow
trying to get along In a difficult world.

Lat us compare corporations and noncorporate business from the standpoint
of income compared to our natlonal income, Aud the years 1020, 140, and
1048 are excellent for this purpose.

The following flgures are based on a Rrookings Institution pamphlet dated
104, titled “Big Enterprise in the Competitive Svstom” by A, D, H. Kaplan:

* The natfonat Income In 1029 was ahout &80 billion, and was nearly -the snme
In 1640. But in 1048 {t had fncreased to $213 billion.
The origin of this natlonal income was:

Percent Percent Pereent
From oorporations. .. .. ......... 8.7 4.9 8.8
mm nonoorporate bualuess. .. .. 384 2.0 .6
m Qovernment and other sourees. 1.8 18.3 121

This shows a rising tendency In the national fncome frow corporntions, and a
declinjug one from honcorporate Lusiness,



INTERNAL REVENUE CODE OF 1954 213

‘Wages and salaries paid:

7 140 1948
Pereent Pereent Percent
Corporations (not lnclnding offoers)............ KN 35.8 31.3
Corporations (including cotnpensation to ofMoe! 384 30.4 0.3
Noncorporate business................ 10.8 10.6 1.4

This indleates that corporations are paying an Incrensing share of the wages
and salnries while noncorporate business remains at pretty much the same level.

Compengation of -oficers of corporations, which usually is thought of ns a
tremendons amount in the minds of the public, actually—in terms of natlional
income, has declined from 8.8 percent in 1920 to 3.6 percent in 1940 to 8.0 percent
in 148, Salartes of corporation officers are kept separate in making this com-
parizon hecause in noncorporate businesses very often the wages of manages
ment, which correspond to compensation of officers in corporations, {8 combined
with profits.

The surprising comparison, however, is {n profits:

1920 140 8
Percent Percent Percent
Corporatian not profits after taxes .. 0.9 7.5 8,0
Corporation net prafitsafter taxes piv 18.7 1.1 1.0
Nonvorporate profits........... creveas 15.¢ 15.8 17.8

Corporation profits after taxes, including compensation of officers, ave deelining
in terms of national income, while profits from noncorporate business are increas-
ing and are actunlly far greater in total amount thaa profits from corporations,
In 1048 there were Hi4.243 corporations of which 04.17 percent had profits of less
than $100,000, and less than 1 percent had incomes of $1 milllon or more,

IFederal income taxes on profits in terms of nutional income

Corpovations: Pevcent
1 | T, e mmecademememem—eaa————— dm———— “——amae ceueenen L8
1040. 3.8
I8 e . B8

Noncorporate business........ e e e e mmamedaceamamamsmaemeabese None

From these figures we can readily see that the economy of this country in
terms of wages and salaries pald {s dependent upon corporations over three
times as wueh as noncorporate business, yet corporations are heavily taxed and
noncorporate bustuess, as such, {8 not taged at all.  Corporation profits in 1048
wero only about one-halt those recelved by noncorporate business,

Another interesting comparison of these figures: In the year 1948 the net
profits of corporations (after taxes plus the compensation of officers) were only
80 percent of wages and salarles paid to corporate employees, while in non-
corporate bLusiness the profits were 18 percent of compensation pald to its
employees. :

How much of this unbalance is due to the tax program of the Federal Govern-
ment can only be estimated, hut it seelns perfectly obvious that the double taxa-
tlon on dividends and the high corporate tax, Lhas made many profitable busincss
enterprises (which conld do so) avoid the corporate for the noncorporate
structure,,

Plnpointing the comparison of corporations to the noncorporate business, it is
obvious that for many years corporations have been penallzed by excessive taxes,
not only normal and surtaxes, but excess-profits taxes, Then the stockholders
of these corporations who recelved dividends pald a secend tax, Compared
to this, the partnerships aud other noncorporate business, as such, paid no tax
whatever to the Government, and the owners of noncorpornte businesses patd
omy one tax which was thelr personal income tax.

The first relief in this excessive taxation on corporations has already been
accomplished with the climination of the excess-profits tax. From the stangd.
polnt of fairness we should not count that in our comparison, because that was
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.

sgimply an addeéd burden placed on corporations because they were taxahle and
{}ze Government needed money, It was not done from the standpoint of falrness.

t was grossly unfair. Corporations ¥imply bore the burden of war costs out of
all proportion to their rightful responsibility, just as those men in the armed
sorvices bore u far greater burden of the war than the average citizen who was .
not in any of the armed services. It was “Just one of those things.”

Now how can corporation taxes be reduced, and how can double taxation on
dividends be partinlly or fully eliminated g0 as to be fair to corporationg who
are furnishing such a vast percentage of our natlonal income in wages and
purchasing of goods and services, and such a vast percentace of the Federal
tax income on which the Government operations depend? Bear in mind that
in the year 1052 corporations paid over $21 billion in taxes of the total income
::“ 3he ?‘avernment of $67 billlon, and partnerships and moncorporate business

nothing. . N .

-Individual income taxes for both the corporate stockholders and the owners of
noncorporate businesses have already been reduced 10 percent. Corporation
taxes, which are still at the 52 percent level, should be reduced to 47 percent and
they probably wiil if the Government can afford to be without this tax income,
But from the standpoint of justice and not expediency, the corporations should
be nlaced on a 47 percent tax hasls for the year 1054,

The dificult problem is how to partially or complétely eliminate the double
taxation on corporate dividends. This solution ts mow offered: The Federal
Government should allow corporations to regard as expenses in calculating taxes
for any fiscal year, all dividends paid in that fiscal iy)em'.

This change might have to take place gradually, beginning now with 25 percent
of dividends paid, next year 50 percent, and the next year 75 percent, and the

+ next year 100 percent, Dividends paid by cotporations in 1952 totaled over $8

biilion. Tt the same dividends were paid in 1954, and 'the entlre amount were
dllowed to be deducted as an expense, and corporation taxes were approximately ,
50 percent, the Government would reduce fts income by apprdximately $4 billion.
Y¢ now only 25 percent of the dividends pald were allowed as a business expense
deduction, then the Government income from this gource would be reduced only
$1 billion. But the relief from double taxation on‘corporate dividends would
have been started, and step by step full elimination of this double taxatior

. could be avcomplished.

. All corporation profits are taxed. 'The double taxation oh these profits occurs
only when dividends are pald. Therefore, the elimination of this double taxa-
tion can logically be accomplished by deducting as corporate expense the amount
of, dividends paid, which then becomes subject to personal ineome taxes by the
receivers of these dividends, . ' y
Buch tax relief to corporations will encourage dividend payments more effec.

" tively than the threat of section 102, and thus increase taxes from personal in-

comen. It 'will givé such relief only in pexiods when profits'are made, because the

xirdtion Is only in corporate income taxes. It will not cause dividends from re-
garyes g; & nosprofit period to make tax reductions at a time when the Govern-
ment needs incotnd degperateg. : . . . !

There is a plan of tax relief before Congrqss today which would give a reduc-
tion 1n taxes to the ndividual who receives corporation dividends, It would
make corparation dividends partially tax exempt while income fiom wages and .
mu:’t;gc were fully taxable. 1t.1s an unwise method of solving this problam, al-

ough it is an honest attempt to eliminate the unfairness of double taxation
on Adividends, . But it will ﬁ“ help the corporations who are the backbone of
our economle strength and the largest source of Federal revenue. : .

' Buafness newds more wotking capital to éxpand our economy, cieate more
Jobs, maintain and incréase ouf lving standards. Individuals with funds are
seeking {nvestment, The New York Stock Exchange is advertising “Own your
own share of America business,” meaning to invest in common stock of corpora-

. tlons listed on stock exchanges,

- But during the xiaet 7. years, corporations _have borrowed from bhanks, -
nd the jasuance of bonds, $40 bitlion while they have raised

x{dnce companies,
1 &%} éblll,lon from the u&e of thetr lstoeks

tnxnfédn,‘on dividends sure i’iaceéunﬁ for the trend by the corpora-

. Hons who wdit to ‘secare Money with 'interest expensed at a great tax saving.

Whenﬁor' rate taxes totaled 82 percent, a 84 interest charge rednced surplus

' onts, . With rate taxed now at' 82 & 84 interest char

% W‘:ﬁmq 7 loes thin §5: A #4 diviaend redoess b Wtixplas by the FaL $4.
i

/ ‘ )

/
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Corporations ‘offer investment opportunity and the strongér the corporatfons -

are financlally the safer is this investment, A tax reduction to corporations on
dividends paid {s & constant incentive for corporations to pay more dividends
and the stock becomes that much more profitable to 1ts owner. '

It 1s Bafer for a corporation to obtain working capital from stock sales avhick do
not have to he refunded than from bonds or notes that must be repatd at a definite
time. Eliminating corporate taxes on dividends paid@ will allow corporations to
afford to sell more stock and pay higher dividends,

Economie security is the crylng need of today—both by the individual, by busi-
ness, and by the Governn,ngn:.»AlL&mJepending on each other, and their in-
terests are the same froh the overall eco picture, Individuals want assur-
ances of livable.jntomes now, after retirement,and during unemployment, Cor-
porations haye no assurance of continued profitable ration.

The Fegdetgl Government has taken upon itself*yot only to jnsure bank
deposits bt in fact to underwrifé the entire economy, ngxt there {8 no insurance
that the Federal Government {fpcome ¢éan. be waintained. in good tlmes and in
bad. hen the incomé ddes nog\equal theoutlay, the Got¢rnment relies on its
cred ( to balance the budgpt. - It'is now seéking ways and rheans to Increase its
deby limit at a tirfie when ofir economy igm high gear. v '

his suggested plan for eliminating double, taxation on dividends will help
stgbilize Federal tax-income by adding financigl strength to corporations who are
nost important soure; doral tax income, . .
This suggested plan i 8y t0' understand and apply and single to audit and
uld and should be pyt{ipto effect partiaily or wlg%ny at the parliest possible
nte, and tb\é gropndwork'for it “E"PE be lald by the 85th Congre

e

[
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; \ Taws To 'SEA,Bzm Our EconoMy
L) .
(By Walter Y. Berkotwlts, secrefary-trda uiifm, nsion Envelo)
v {. Berkp ﬁ‘\ qu: sfuo‘) \

{Corp., Kansas

-~ S
It should he})‘ésslble, by wise legiglation to stop l_n‘atlouary endencies without
causipg any marked deflation, \ o
Forexample, some price supporty of agﬁcul ufal productg/ excessive payments
of unemployment insﬁ;ancew Ich cause marginal cases offmalingering (and con-
sequent teduced productlon);-the usé by banks of the owpership of Federal bonds
-to increasd. their lending rates, and the excess-profitg”tax or high corporation
taxes insofairas they encourage profligate ap}d}fgﬂeyond sound business judg-

ment to avold it Qyment, are {nflationary fac hich were fostered by former
legislation, . !

Repenling or amendliig-these lawa wili-Féduce the inflationary fmpetus without
encouraging a real deflation, such as a national economie collapse or a lack of
confidence in the value of our dollar or in the financial stability of our Federal
Government, or & rumor (based on some facts) that a depression was iImminent.

We must assume that at this partlcular time we need to stabilize the value
of the dollar without a great disturbance in the value of commodities and services,
Labor wants to hold its gains in hour rates, but does not want to lose its pur-
chasing power by Increases in prices. Industry wants to keep costs at no higher
than present levels, yet wants no break in its price levels for goods and services.
The consuming publle wants to retain its income and be able to buy at least
the same goods and services as at the present time,

So the most Important act in keeping the inflationary and deflationary forces
in balance 18 to repeal or amend all legislation that in itself is tending to
unbalance the price level in the present and future as it has in the past,

We all agree that peace Is preferable to war and have learned to ignore the
interests of the comparative foew who profit by war for the bemefit of the many
who are alded by peace. : '

The same attitude should be taken toward inflatlon and deflatlon—both bene-
fitlng a few (but not necessarily the same few), and bringing harm to many.
Both must be avoided if possible, and the course of legislation must be to make
Bo new laws that would cause elther inflation or deflation, and correct all present
laws which are now upsetting the delicate balance.

During the past two decades many acts of Congress were definitely and
wllifully inflationary. In the early. thirties these were necessary to pull the
country out of a devastating deflationary period., But once the balance was
attained, the laws should have been changed. PR

The mediclne that cures a fever in a patlent should be discontinued when
the patient's temperature becomes normal.

L
:
K
x
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Fwleral laws which are based on our Constitution must and should be falr
to all cltizons, Corporations, partnerships, pensioners, trust estates, lifo-
insuyance polleyholders, investors in stucks, investors in corporate bonds, In-
vestors In State and municipal bonds, and investors in United States Govern.
ment bouds and other securities are all citizens or represent the rights and
property of citigens, Legislation should not favor one over another, even though
.any individual wmight have righte in several of these classiflcations,

DAWS 10 BTABILIZE OUR KCONOMY

Writing of laws that ave constitutionnl and hence fair to all (s a difffeult task
and the men who make them must be gincere and wise and of honest purpose,
Knowledge of economic luws Is vital in thls process,

The need for revenue must not blind our legislators to the falrness of any law
to all its cltisens or to the ultimate results of such lnw on our cconomy, They
must remake old laws and draft new onea to carry out the farsighted plans for
R 8trong cconoty to support a healthy, educated, liberty-loving people capable
of defending thefr country and its freedom at all thnes,

Ty NATIONAL BANK or Minnrrnuay,
© o Middledury, Vi, April 2, 1954,

Re Ntt)‘ndednctihlllty for income tax of gifts to many Vermont cemetery assocl-
attons

Hon, Grorar: 1), A1KeN,
Senator From Vesmont,
Washington, D. O.

DraR SKNATOR AIKEN ! A you know, Vermont has many smoil cemeteries cared
gor by nonprofit and nonsalarled assoelations, except for labor, and not con-
nected with any church, Where the cemetery §s ynder nny church gifts via
the latter are deductible,

A substantial gift was received a few years ago by the West Cemetery in Mid-
dlebury Village and when the danor was later Informed that his gift was not
deductible he stopped giving to the cemetery although he has made freguent
glfts to a local chureh, the community house, and the hospital,

1 am treasurer of the little cemetery Just south of New Haven Mills, Since
1927 we have been able to accumulate un endowment of over $4,000. Though
most of the families with relatives buried there are gone and lost track of and
new Lurlals are rare.

It would be a flne thing for our State (and other Btates) if the cemectories
were given greater care. I feel sure that tax deductibility of gifts would help
to bring this about and would seem to e the spirit of the law If not the legal
interpretation of it.

Do you think it feasible to have the internal revenue law changed so that
ﬁt:dm tﬁ) ln;mproﬂt cemetery assoclations, similar to many In Vermont, are

uctible

Sincere),
v Puxies N, Swerr,

UNITED STATERS SKNAYE,
COMMITTEE ON ARMED SERVIOKS,
April 6, 1964.
Hon. EveENE D, MILLIKIN,
Chairman, Finance Commitice,
Unitod States Senate, Washington, D, O. .

Drar Ma. CHAIRMAXN: Enclosed is & memorandum submitted by Mr. Merrill
R. Bradford of Bangor, Maine with respect to the capital galus treatment to
timber interests, section 117 (k) (2) of the Internal Revenue Code,

1 would appreciate it it the Finance Committee would give full consideration
o the memorandum and to Mr, Bradford's proposed change of section 431 (b)
of the proposed Internal Revenne Code of 1954. This is a matter of most serlous
concern to one of the most important industries in the State of Maine, -

Bincerely yours, '
' ' Mazoanet OHAsn SMITH,
: United Rtaics Senator.

/
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TAX TREATMENT oF TtMBER PROCEEDS UNDER Stcrion 631 () or H, R, 8300

In addition to perpetunting the present diseriminntory (ax treatment necorded
timher owners and other persons having the right to cut and sell thnber for thely
own acconnt, seetlon 631 (b) of 1L R, 8300, an presently drawn, would add still
another form of diseriminntion ugainst such persons. No explunation was
glven for the diseriminatory trentment accorded tliber proceeds when the
timber provislons of the Internal Revenue Code were amended in 1951, and
no explunation hns been given for this new form ot discelmjnation, It iy sub-
mitted that there {8 no satisfuetory or rational explanation for thlg dlserimina-
tory treatment and It is strenuously urged that both of these diseriminatory
provisiony be changed go that {imber proceeds receive equulity of treatinent,

Under the present tax Inw * taxpayers owniug timber or having the right to
cut nnd sell thnber for thelr own account are digeriminoted against in the
following respect :

Where a contraet to mine conl I8 executed, the coul mined thereunder ly
not regarded ns having been disposed of until It s actuatly removed from the
mlne, 1'hug, the seller is taxed at enpital-gain rates as to all conl removed more
than 6 months after the mine or the right to mine nnd sell such coal was ne-
quired. However, where a contract to cut thmber s executed the tlmber is
regurded as hetng disposed of at the thine of the execution of the contract, rather
than when the timber 18 cut and removed, ‘Thus, {f the seller owned the timber-
land or the right to cut and sell the timber for less than 6 months, he ig fore-
closed from ever recelving capital-gains treatment for any payments received
under that contract,

For example, on January 2, 1064, A acquires ownershlp of thuberlands or
the right to cut and sell timber for his own account. On February 1, 1054, A
grants entting rights to B, the sales to take place and purchase price to be paid
ay the thnber is cut, ‘I'he proceeds of all snles are now taxed at ordinary income
rates even though such sales occur more than 8 months after January 2, 1054,
A's cutting contract with I3 may run for many years, and ho timber may in
fact be cut until years after the contract is ¢ ted, Nevertheless, it such
contract iy executed within 6 months of A’s nequlsition of the timberland or the
right to cut and sell such timber for his own account all of the proceeds from
timber cut and sold 26 or 50 years later will be taxed at ordinary income rates,

The provislons covering the disposal of timber and coal are found in gection
117 (k). Sectlon 117 (k) (2) was enacted to toreclose the Treasury from taking
the position that pnyments under titnber cutting contracts were taxable ag ordi-
nary income upon the ground that such cutting contracts were really leases of
the timberland.’ To prevent this result, Congress provided in section 117 (k)
(2)-that as the thmber was cut the gain attributable thereto should be considered
ghin upon the sale of timber, To describe the perlodie cutting of timber, Congress
referred to “the disposal of timber.”

The Tax Court, in 8pringtield Plywood Corporation® however, as an alter-
native ground for its decision, erroneously took the position that “disposal”
does not refer to timber as it is actually cut, but Instend réfers to the contract
of snle, The declsion may be explained by an erroneous concession by taxpayer
that the case would be lost if the word “disposnl” did not mean sale, It is plain
from the statute that the word “disposal” does not mean sgale, The phrase
“disposal of timber,” however, refers to the actual cutting of timber,

In 1051 this error was compounded. The Senate I'inance Committee, in an
effort to prevent discrimination between coal and timber, added & provision to
sectlon 117 (k) (2) to the effect thut the date of disposal of eonl or timber
should be deemed to he the date the coal 1§ mined or the timber 18 cut ratlier
than the date of the contract.* IHowever, when the revenue bitl of 1951 went to
the commlttee of conference of the House and Senate, the amendment was re-
talned with regard to conl, but omitted with regard to timber. No explanation
for this Is glven by the report of the conferees.

In addlition to denying capital-gains treatment wherever a contract to cut
timber s entered Into less than 6 months prior to the acquisttlon of the timber-
land or the right to cut such timber, this interpretation of section 117 (k) (2)
also denles capital-gains treatment to any taxpayer who acquires timberlands

P r—————
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subject to a cutting contract, or who acquires a cutting contruct alrendy in
exlstonce. Tho disposal of timber would have occurved when the contract was
originally made, nt which time the taxpayer did not own tho timbor or have
the bzlnht to cut it. ‘I'hus, le cannot be rogarded as having disposed of the
thnbor,

For example, A contracts to soli thnber under a cutting contract over a 10-
yenr period. Thieo years lator, A dles and 13 inherits the cutting contract. B
ennnot report gain on the snle of the timbor as eapltal gnln under section 117
(k) (2) because the timber {8 regarded ar dlsposed of when A obtalned the
cutting contract, and therefore, thore can be no disposal by B. B, thus, Is taxed
at ordinary {ncome rates on his galu, If this had been coal which B had sold, he
would have been taxed nt capital-gnin rates, All transforees of timber-cutting
contracts, whether by purchase, liquidation, gift or death, ave denied capltal
gaing treatment for galns realired under outting contracta——notwithstanding tho
fact that sectlon 117 (k) (2) was passed to fnsure that payments undor cutting
contracts wonld recelve capitnl-gaing trentment.

Soction 081 (b) of H. R, 8100 not only perpetuntes this diseriminatory treat-
ment of timber proceads, but also adds a now form of diseriminutlon, a8 fotlows:
Where a contract to mine coal 18 oxecnted hy any person who owns ni cconotnic
{nterest i conl in place, Including a sublessor, capital-gaing treatmeont Is available
under section 68t (b) of H. R, 8300, But where a similar contract to cut
timber is oxecuted by a person haviug the right to cut and sell timber for his own
account, the benefits of section 631 (b) of H. R, 8800 are not availablet

Under the exiating statute (see, 117 (k) (2)), a person having the right to cut
and 8elt timber for his own account ls not foreclosed from establisting that he
was an owner within the meaning of the statute and honee entitled to its benetlts,
At the present time the Treasury ls reportedly attempting to construe the texm
“owner’™ very narrowly. Nevertheloss, persons having the rvight to cut and sell
timbor for their own account who dispose of their rights under cutting contencts
whoreby the thmber {8 cut and paid for perlodically will almost covtainly be able
to eatabliah, elther to the uitimate satirfuction of the Treasury, or to the satis.
faction of the courts, that thoy nre owners within the meaning of the statute
and therofore entitled to its benoflts, :

As has boen already noted, sectlon 117 (k) (2) was originally enucted to
prevent the Treasury from holding that the timboer-cutting contract is in ronlity a
lense and hence the phyments tinder it must be taxed as ovdinary fncome, This
argument would apply as well to any person having the right to cut aund sell
timber for hig own account and who sold or assigned hig rights under & go-called
entting contract—the Treasury could argue that this was In reality a sublease.®
Therefore, It I8 clear that Congress Intended the word “owner” to include persons
having the right to cut and sell timber for thelr own account and who sell or
assign snch rights under cuitting contracts,

Moreover, under the present statate It can be avgued very forcofutly that any
pergon who hotds an cconomle interest in timber must he vegarded ag an owner
nndep sectlon 117 (k) (2).) Tho holder of & contract vight to cut tlmber has
an economic interest In the timber for purposes of the dopletion deduction® It
is very difficnlt to ree why a different atandard shonld be applied heve, so that
auch a poraon would be denied the benefits of section 117 (k) (2).

Scction 631 (M) of H. R, 8300, therefore, will probably prevent a very sub-
stanttal group of taxpayers from enloying In the future the benellts of the
timber-cutting provisiona which are now available to thetn. At the samo tiine,
section @31 (b) extends the beneflts to persons posscssing exactly ‘the same
richts in respect of conl, despite the fact that there s ahsolutely no basis upon
which to distinguish betwéen those two groups of taxpayers,

Bren If it conld be said that under the present law persons having a contract
right to cut timber for their own benefit could not enjoy the beneflts of the timber
provisions (a very romote posatbility). there 1a no hasis for extending such trent-
ment under the new code to coal interests and donying It to timber interests,

venue Caode of 1084, Rouse report, p. A100,
43t in clear thnt ro-called cutting contracts and like agrecnionte are not leases or rRub-
leasen, f d that It is the tntentlen o n{mms that they not be lg constented,  However,
] ntererts of avolding all fotara litieation and dla&l)lfm ith tho Treasury, and {n
n}!nnlony used in nec. 031 (h)' of H. R. 8800 with reapect to cnal, ‘the same
mmlsolo:{.' J::c c\3(!0!3: the (ogn “sublessor,”” has been employed $h part in the proposed
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Phe encouragement of proper conservation practices with regard to tmbor
has become more atd wore Important for thiy country,  T'he long-term catting
contenct plays a lending role In any conservation program.  In view of this
fact 1t I8 particulavly unfortunate that the owner of such a contrnet-—swhether
as ovlglnal owner of (he land or a8 a transferee of sueh a eontraet —is diserin-
fnated ngudnst o thene vespects,

LEGINLATIVE REMEDY

It i vespeetfully submittod that the thivd, fourth, and fifth sentences of xee-
tlon 631 (1) of H, R 8300 should be amended to vend as follows (language to
be omitted from the House b iz braeketed and additions ave in italles) @

Lin the ense of coal,J Thin subsectlon shall not apply to income vedized
by any owner of cont ax a co-adveaturer, partner, or prinelpal i the minlng of
puch conl [oand the word owner means any person who owhs an econmmle
Interest in coal In place, lneluding a sublessor]. 1 {he caxe of conl, the word
owner means any person who owns an economie interest in conl tn place, inelad-
Ing o xublessor, and in the case of timber, the wword oarner medns any person
who orwns an cconomice tnterest In atanding timber, including o sublessor or any
person laving the vight to cut and sell timber for hiv own account,  The date of
dixposal of such tinber o1 conl shnll e deewed {o be the date sueh timber is out
or stuch conl In mined,”

It In Purthor respectfully submitted that such amendment he applicable to
taxable yeurs ending nfter December 31, 1950 (whether the contract was mado
on, hefore or after such date), and to all amounts recelved or neerued after such
date. 'Phix wan the applieable date of the Revenue Act of 1001 which amended
the statute as to coal,  Such an effective date wonld remove alt traces of dis-
crimination between conl and tlmber,

UNITED STATES Counr or APPEALE For Tk THigp Cireutr,
' Phitadelphia 7, Pa., April 5, 1954,
Hon. 1iaeni DL MILLIKEN,
Chairman, Committee on Pintnee,
United Stateg Senate, Washington, D, C.

DEAR RENATOR MILLIREN : On behalf of the Committee on Revislon of (he Taws
of the Judicinl Conference of the United States, of which comnittee T am chafe.
man, T desive to present to your vommittee some suggested amendiments, mostly
perfecting In nature, to 1IN R, 8300, the bitl to revige the internal vevenue Inws
which recontly pussed the House of Representatives and fs now before yonr
committee for constderation,

Onr commtttee has been partietlarty concerned with asslating in the program
of Congress to revise and ennct Into positlve law the vartous titles of the United
States Code, "Phiy t9 n program of great Interest and valne (o the bench and bar
of the United States, I, R, 8300 completely revises and enacts the subject
matter of the present title 26 of the United States Cade but ns passed by the
House of Representatives does not vefer to that title or pueport to enaet it into
lnw.  On the contrary it makes a confusing and ambignous deseviption of the
net an comprising the “Internal revenue title,”  Our commnittee accordingly
strongly recommends that the preliminarvy enacting xectlon of the bill be amended
80 an specifienlly to enact the provisions of the bl as “Title 26, Internal
Roevente,”” of the Unlted Rtates Code,

Our other suggestions for mmemhuent have to do with cortain provisions
retating to the Tax Court of the United 8tates, Two of these are purely per-
feeting In nature,  In sectlon 7444 () the Judge who in to preside In oo division
of the court of more than one ndge I8 deslgnated ax “chief.”  hin 18 an In-
approprinte deslgnation and s algo ambiguons In view of the extstence of the
office of chief judge of the vourt.  We suggest (hat the designation “presiding
Judge” be substituted. In section T40 the word "meetings I8 used to denote
the serslons of the Tax Court and s divislons for the hearing of canes, “Meet-
fngs” = not an appropriate word for this purpose and we suggest the substitution
of “wessfons.” I think that both of these are inndvertent survivals from the
language used when the conrt was called the Board of 1'ax Appeals and shonld
be changed in line with present nomenclature,

In section 7483 perlods of 3 and -+ months are presevibed for nstifuting pro-
ceedings for the review by a court of appeals of o Tax Court declslon, The use

45004—~84-—pt, 1-—w1l
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of months a8 & moasnre of tiwme for this purpose x unfortunnte slnes It cveates
an amblguity i view of the varying tongihs of indtvidunl wonths, (o the
Foderal Rulex of Civll and Crimtnn! Procodure days avo used s the meanure toy
dotormining the pevied for appeal, Thix provides n precise standavd, Wo sug-
gont that this precodont be followed and that 80 and 120 duys be substituted
Lor it 4 menthy in (s soetion,

Waally wo suggest that the enstonuey notles of apponl bo substitated tor the
wiitlon for roviow ax tho method of inatltuting n proceadlng for the review of
'ax Court doelslons, Under seetion T8 () of the DL thore doclslons nre to
be voviewed “in the same wmnuter” ag the declslons of the distelet eourts iy
nonJury cases with which they ave closely annlogous and in whieh veview (s by
notleo of appeal fited in the telnl conet, Phe petition for veview of & Tax Court
doclslon 18 not o true petition since no anawer I8 ever Bted to it wd no allow-
ance of 1t i over requdred, It e in renlity no wepe or lesn than g notlee of
apponl sotting out the Jurtadietional facts,  In ovder to earey ont tho mundate of
goctlon T8RS (/) far wniformity of procedure In tax eases and to avold all
ambitguity we would, theretore, suggeat that svetlons TA81 (1), 7481 (), TI82 ()
(), TH82 () (4), TARE, and 485 (a) bo amendod to substitute ‘notico of appeal”
for “potition for review,"”

To accomplish the changes above suggosted the velevant sections of B R.
S800 wight bo amended an follows:

1. Amend the enaeting section on pages 1 and 2 of the printed bt to read

“NHe it enaoted by the Nenate and House of Representatives of the Vnlted Ntates
of dmerioa in Cangresy assembled, That () CEPATION-—

(1) The pravislons of this Act wot forth under the hoading g'tntornnl
Rovenue Y “Pitle 26, Interned Rovenne' may be eltod o Citle 36, Uaited
Statea Cade' or the ‘Intevhal Revouue Code of 1084,

“(2) ‘the Intovnal Revenne Code enacted on Fobvuavy @), 1049, as
amonded, may bo eltod as tho Tuternal Revenue Code of 10840°."

) PURIACATION Tl Act shall be pubilished as volnme 480 of the United
Htatos Ntatuten g Lavge, with an appendIx and indon, bhut without wnrginal
woforoneon,  The date of enactwont, bl number, publie lnw manber, and chapter
number, shuall ho printed as a headnote,

T(e) CRORN RRPERENCE: - For anving proviklony, elective dato provisions, and
other related provistons, mw chaptor 80 (xsee, TS0 and followlng) of the lnternal
Revenue Code of 1004,

(d) BNaerMeNT or Qinveanan wevenve] TIOR aNTO Law--The Einternad
Revenue] Title roforred to In subsection (a) (1) In enacted into law ag Title 26
of the United Staten Code ap follows :

CLINTHRNAL RERVENUB TITLKY TITLR 288, INTRRNAL REVANUR
- L] L] L] L] L] "

2. Amend classification of chapter I8, subchapter ¢, pact 1, preceding seetion

T441 to read:
L]

! . . . . o
YHHO. 7440, TIMKS AND PLACKS OF EMBERTINGR] SNSSIONS."
. . . . . .

8, Amend thoe firat sentence of section T4d4 (c) to read:

$e) TavIstoN--'The chilef Judge wny feom thae to time Alvide the Pax Count
thto dlviriona of ono or more Judges, aadgn the Jutiges of the Tax Court therto,
and {n case of a division of more than one judie, dexignate the Lentetd prosiding
fudgo therveot."

4. Amend goction 7446 to read:

“HEQ, 40, TIMRE AND PLACKN OF [MRKTING] ANSSIONS,

“The timoes and places of the LmeotIngs teaxions of the ‘Tax Court and of s
divigions sliafl bo proaceibed by the ehlof Judgo with a view to securing reason-
able opportunity to taxpayers to appear hofore the ‘fax Court or any of iy
diviatons, with an little inconvenlence and oxpense to taxpayera as i practieable.”

1\ 4\:‘\101\(! clasnltieation of chuptor 70, subehaptor D, proceding soction T48L

read:

. . . ) « ! . .

“aRO. 7488, [I'ETITION FOR RRVIRW] NOTICH OF APPRAL.
L] . * [ . L]

L]
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4 Amend seetion TI8E (B to vord:

Sy Peaeny [Eerevon vor Reviewd Averan Noe Pk, Upon the expleation
of the thue ablowed tor Mg Lpetition for veviewY netice of appral, 1t 0o sweh
Coetitdond notice of appeal hus Been duly Bled within such tline s ov

7. Amend seetion T8 (2 to vewd:

W) Dreision Avreisaen on LPrrrvion vor Revinw Averas DINNINAE--«

WEAY) PRITION t0i CERPLOBARL NOL RIFD N 1 IME--Upon the expirtion of
the time allowsd for §lms o petition for eovtlorael, 18 the declslon of the 'ax
Court has been attiviawd or (e Epetition tor vevlewd appeal dismissed by the
Uilted Ntates Court of Appeals and o petlilon for covtloravt hns been duly
tiled s or

WEIDY TRIEFION OB CERTIOIANE DENIED - Upon (he denfal of a petltion for
aertlorart, 1F the deelslon of the ‘Pax Court hud been ntiivmed or the Epetition
for veview appeat dismissed by the United Btates Court of Appeadss or

SUEYARTER ALANDATE OF SUPIME coter,--Upon the explyation of 30 days from
the date of bsuanes of the mandate of the, Supreine Court, B such Court
direets thit (e deelston of the Tax Court be ativmed ov the Epetition for review}
appead disimissed,”

R Anend section 7482 (<) () to vend:

)P MAKR RULES: -Ruel courts ave nuthorlaed to adopt vales for the filng
of the Epetitlon for veview] rotice of appeal, the preparation of the vecord for
review, and the conduct of procecdings upon sueh yeview,”

0, Amend section T482 (¢) ¢ to read: )

SeB) o Inpork badaaks - Phie United Staten Court of Appeata and the 8a-
prame Court shndl have power to hpose damagos I any cane where the eel-
aton of the Pax Court v atheied and it appears thint the Epetitton notice of
appeal wan flted wevely for delay.”

10, Anweud sectlon 7488 to read:

CRIBC, TSR CPRTEMON FOR REVIEW] NOTICE OF APPRAL,

YPhe deciston of the 'Tax Court mny be veviewed by a United Statea Court
of Appeals as provided In soction 7482 1f a Epetitton for such veviow] notioe of
oppeal thevefronk Iy filed by olther the Secrotary (o his delegnto) or the tax.
paver within €8 monthed 90 dove atter the deeision is vendered, 1, however,
[ hmmlnu for sueh veview] notioe of appeal I so Med by oo pavty to the pros
cooding, n Cpotitlon for vovlew of] notice of appeal fram the declslon of the Tax
Court may he filed by an advoerse pavty to the procoeding within [4 monthsY 120
dapa after such doclsdon is rendorod.”

1L Amend seetlon TS () to vead:

“(n) UvoN [PertoN vroi REvikw] Aprraz~~Notwithatanding any provislon
of law hnposing restrictlona on tho arsessiuont and collection of deoticioneles,
the veview under seetion 7488 shall not operate ag a stay of assessment or col.
loetion of any porten of the amount of the deleloney determined by the 'fux
Court unloss a Lypetltion for review] notice of appeal n voxpeet of such partlon
I8 duly fledd by the taxpayoer, and then only if the taxpayer—

“(1) on or hefore the thue hls Lpotition for veviewd notica of appead i
filed has Med with the "Tax Court o bond In o sum Axed by the Tax Court
not exveeding double the awmount of the portion of the deficleney in respeet
of which the Epetltion for roviewd notice of appeal 1s fited, and with surety
approved by the Tax Court, conditionad upon the payment of the detletoney
ar flually detormlngd, togetheor with any intevest, additional amounts, oy
additlons te the tax pravided for by law, or

2 han Al o Jeopnrdy bond under the income or oatate tax tawa,

If an o vesult of a walver of the vesteletions on the assessment and coltection
of a doficloney any part of the amonnt determined by the Tax Court 18 pald
aftor the flling of the roview bond, aneh bond shall, at the vequest of tho tax.
payer, bo proportionstely veduced.”

Weo trust thit the forogoing suggestions may bo helpfal to your committoe,

Sincerely yours,

Avprar B Manis,

renannnpmany

Misamssirer Treen INAURANeR Co,,
Jackson, Mise., Aprid 2, 1084,
HoN, JoRN O, BeENNIS,
United Statea Senator, Washington, D, €,
Dran 8enNaton STRNNIA: The now tax b provides for a dlvidend tax credit
(B percent this year and 10 poreont In 1988 and lator). There {s another section
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in the bHL which expressly denbes the new dividend tax credit to stockholders of
all fnsurance companies,

The argument apparently was that insurance company carnings get easler
tax treatment than other corporate eavnings, Thig argument. may apply to ife
fnsurance companles, It certainly doos not apply to title insurance compunles
or to fire or casunlty companles, Title insurance companies are not only taxed
Just like other corporations, but In fact have long actually been diserimlnated
against in that they arve wot permitted any deductions for unenrned premiums,
To now further burden such compinles by denyfug to thelr stockholders the
benefit of the new dividend tax eredit would he grossly unfale and unjust,

The ensnalty and fire companles are making an effort to remove the inequity
ingofar as such compnuies are concerned.  What we fonr is that in writing any
amendment for such companies no one will think to include by specifle designn-
tlon title Insurance companies, 'These companies do not maintain a lobby ¢heve
und ave generally forgotten when revisions are made.

In addition to the above the new law should provide where State statutes re-
quire title insurance companies to set up reserves for losses or unearncd
premiums that such amounts are not subject to income tax.

You will know just the right persons with whom to persounity eonfer to secure
results and any special help you can glve us now will be greatly appreciated,

Siucerely yours, .
0, B, Tavron
Prosidont,

THE TIrURVILLL HERALD,
Tituseille, Pa., Mareh 9, 1054,

Scenator James H, Duvr,
Senate Ofice Bullding, YWashington, D, 0.

Drar SENator Durk: There appenars to be a very serlous omisslon in the tax
package approved by the Ways and Means Committee of the House and I am weit-
isng to you to see if the maiter ean be corrected when the legistation renches the

onnte, .

The bill allows corporations to make a fast tax writeoff of money they spend
to buy new production machinery. Ax far ag it goes this 1s a fine thing aad witl
definftely hetp to spur business out of the present mitd vecession, The weiteoft
provision ghould he brendened, however, by ineluding new bullding-—new planty,
new factories which will house production machinery.,

The obsolescence of plant in this Natlon will no doubt be found far greater
than the obgolescence of production machinery. Thus, any incentive for a new
industrial bullding &hould result in tremendous activity,

Fspeclaily here in Penngylvania, one of the older States, do we realize iow
out ¢f date our Industrial bulldings ave, In New Lngland it 1s even worse., 1y
the more newly settled parts of the country there was a great dea) of war-horn
construction, much of it apurred by the quick writeoff device, Teunnylvania
is in competition with those reglons and greatly needs any stimulus for new
construction,

Many tlmes editors write on subjects ahout which they do not possess too
much knowledge, but in this instance I know what I am talking about. ‘The
Herald is published in a bullding that 13 88 years old this year, We conld do a
better Job in a new plant but we can’t afford to do tt under the present schedule
of taxes, Two other industries about which I am well informed in this Hitle
town are earning hundreds of thousands of dollurs annunlly but they eannot put
astdo enough money to expand thelr plant, They ave foreed ta borvow. 1f the
proportion of industey with building problems on its mind is as grent throngheut
the State as it i) here iu this community of 9,000—and T have no doubt that it
{s—n provislon in the tax 1aws to spur new building shonld certainly touch off n
husiness expansion the lkes of which this grent old Stute has not seen sinee the
days when it was growing out of its clothes every year,

T ask that you glve thig matter your most serfous attention.

Very truly yours, ]
Jamrg B, STEVENRON,

(For the Titusville Herald,)

¢



INTERNAL REVENUE CODE OF 1064 223

UNITED NPATES SENATE,
Aprit 5, 1854,
Hon, KuaeNkE MILLIKIN,
United States Nenate,

Deat GENE: Knclosed i8 a memorandum which has heen furnished ne, out-
lintng the necessity for excluding personal sevvice puetnershipg having e capital
und owning no assets from the provisions of section 0 of H, R, 8300, 'Theve ix
some question whether personal service parinerships are within the seops of
gectton 736, and if the Intent 8 to exclude then, the xectlon may requive a
clarifylng amendment,

Sincerely vours,
Hudn Bueneg, U, 8, N,

MenmoraNpum Re H, R, 8300

The following dixenssion relaten to seetlon 730 aud ™61 (more partieularly
see. 786) of H. Ik, 8300,

In reading thexe sections In the light of the report of the Comtultice on Ways
and Menus, it I8 belfeved: o

(1) That these seetiong do not apply to o personal service partnership having
no capital and owning no assets; that, if go, then in the interest of clavifleation,
subparagraph (B) of puragraph (1) of (n) of section 80 should be amended
with the prefatory words, “except as to personal service purtnerships having no
capital and owning no assety,” wxo that such paragraph (B) shall heud:

“loxeept as to personit gervice partnerships having no capital and owning no
assots, Wwith respect to pnyments made wore than 5 years after the pnetner's
retlrement or death, be Included in the distributive sharve of the remnining part-
ners (without inereasing the ndjuilisted basis of thelr interest in the partnership)
and excluded from the gross income of the reciplent.”

(2) In the event that the foregoing sections, and particularly section 736,
should be conridered to include personnl service pnrtnerships hnving no enpital
and owning no assets, then and in that event, in order o recognize the renlities
in connection with such a partnership and the well established law of the
country, sald pavageaph (B3) heretofore reforred to should be amended ns
shove set out.

In reading sections 786 and 7461 in the lght of the report of the Commiitee on
Ways and Means, 1t {s apparent that, inherent in these sections is contemplnted
& partoership possessing capital or assets, or hoth,  ‘I'he diseugsion of the intent
of the Ways and Means Committee with respeet to the foregolng beging on page
70 of the report of that committee, It ts stated on page 70: “* * * aud at the
same time to prevent the use of the sale of an interest (n o partnership as a
deviee for converting vightx to Income into capital gain.”

Ar appears cleavly from a reading of pages 70, 71, and 72 of the report, this
baste purpose was to be accomptiched by treating certnin enumerated types of
income separately ingofar as faxes are concerned, from the siale of a vetlred or
decensed partuner's intercst n the partnership, This {s made apprrent in pura-
graph (B) above referred to of (n}, section 780, by the words in paventhesig,
“(without incrensing the adjusted basis of thelr interest (of remmining purt-
nerr) in the partnership).”

In paragraph (1) on puge 70 of the report, the connmittee states:

“Under present declstons the sale of a partnership interest is generally con-
sldered to be a snle of & capital asset, and any gain or loss renllzed is treated
as capital gain or loxs, It is not clear whether the sale of an intorest whose
value {s attributable to uncollected rights to income gives rise to capital gnin
or ordinary {ncome.”

Baslenlly, it 13 apparent that the committee was considering the {tem of “un-
collected rights to income”,  ’he committtea made it clear by this expression that
it had refevence (par. (2), p. 70 of the report) to unrenlized veceivables or fees,
and/or substantially appreclated or deprecinted inventory or stock {n trade,

In the third paragraph on page 71 of the report, in referring to “unrenlized re.
celvablos or fees”, the committee stated :

“The provision ir npplicable mainly to cash basis partnerships which have ne-
qQuired n contractual or other legnl right to income fop goods or services,”

Obviously, since the committee uses ns n basis of its conslderations nndor
paragraph (1), pnge 70 of the report, “uncoltected vights to income” and the
right of the partnership which represented a contracturl or other tegal vight to
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income for goods or services, it meant at the retirement or death of a partner
where goods had been sold, but not paid for, and the consideration was repre-
genterd by an unrealized receivable or the services had been rendered but the
fee vot paid at the time of retirement or death, these, along with defined appre-
clated or depreciated inventory or stock in trade, as referred to in third paragraph
on page 71, constituted the basls of section 786 of H. K, 8300.

Here 8 a statement by the committee of its intent with respect to section 736
that what it was dealing with in this section of H. R, 8800 was certaln things, and
only these things, exclusive of actual purchase and sale of retived or deceased
partner’s interest In the partnership, and these things conslisted of appreclated or
depreciated inventory or stock in trade and unrealized receivables and unreal-
1zed fees, All of these things were predicated upon an existing condition at the
time of retirement or the death of a partuaer, “

In the second paragraph, on page 71 of the committee’s report, it states: “A
decedent partner’s share of unrealized recelvables and fees will be treated as
income in respect of a decedent.”

That 18, in the case of a retired or deceased partner, if goods had been sold and
there existed at the time an unrealized recelvable, or if services had been ren-
dered at the tlme but there existés in payment therefor, an unrealized fee, that
for 5 years, under subparagraph (A) of paragraph (1) of (a), section 736, the
payments when recelved for a perlod of § years would be treated as Income to
the recipients, but after 5 years, these limited sources of income as enumerated
above, would no longer be taxable to the reclplents under ordinary income-tax
rates, but would be taxable to the remaining partners without the right of deduc-
tion as to amounts paid to the designees of a deceased partner or to a retired
partner, This is made again manifest by (H) at the bottom of page 71 of the
report. in which it fs stated, in referring to sectlon 786:

‘When a partner retires or payments are made to the estate or heir of a de-
ceased partner, the amounts paid may represent several items, They may, in
part, represent the withdrawing partner's capital fnterest in the partnership;
they may include his pro rata interest In unrealized recelvables and fees of the
partnership and {ts potential gain or loss on {nventory.”

Agatn, on page T2 of the report, among other things, the committee stated :

“For this purpose payments for a ‘capital interest’ do not include amounts
attributable to a partner's interest in unrealized recelvables and fees, amounts
pald for substantial appreclated or depreclated inventory, and amounts paid for
good will in excess of its falr market value.”

The committee further states:

“A different treatment is provided for the portlon of payments to a with-
drawing partner which 18 not made in exchange for capital interest of such
partner. Such payments are treated as distributive share of partnership income
to the withdrawing partner, Thus, they are taxable to the withdrawing partner
fn the.same manner as if he continued to be a partner and are excludead in deter-
mining the income of.the remaining partners.”

This is, under the bill, permitted for a period of B years and thereafter, the
remaining partners, without a purchase or sale, are taxed at ordinary income-
tax rates, and without the right of deductlon with respect to such unrealized
recelvahles and fees and appreclated or depraciated inventory or stock in trade.

Section 788, undoubtedly, recognizes the rule that the property, of whatever
character, which becomes part of the estate of a deceased for estate-tax pur-
poses, {8 property owned by the deceased at the time of his death, Manifestly,
this section recognizes the contractual ownership of a deceased partner in un-
reallzed recelvables and unrealized fees and appreciated or depreciated inventory
or stock in trade at, the time of death, and that, therefore, these {tems would
become a part of the estate of the deceased and would be subject to estate tax,
In other words, this section {& dealing with items that are owned, or in which the
deceased partner has & contractual right at the time of his death, All of -this
be‘comes clear In the statement of the committee, second paragraph, page 71:

‘A decedent partner's share of unrealized recetvables and fees will be treated
as income in respect of a decedent, Such rights to income will be taxed to the
estate or heirs when collected, with an appropriate adjusément for eatate taxes.”

Thus, it 13 apparent that the plain intent of the committee was to deal with
a partnership having capital or assets, or hoth, and that the intent was to
separate specifically unrealized recelvables and unrealized fees, as defined above,
and appreclated or depreciated inventory or stock in trade, from the assets of
the partnership, which would be the subject of a purchage and sale.

]
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This memorandum, however, deals, not with a partnership possessing capltal
or assets, or both, but only with a personal service partuershlp that possesses
neither capital nor assets, With respect to unrealized receivable or fees, in
the absence of subparagraph (A), of paragraph (1) of (a), section 736, such
items would be treated us purt of the assets of the partnership and would be
the subject of purchase and sale. Subparagraph (A) changes the situation
for a period of § years. This memorandum, however, treats only with distribu-
tions from a personal service partnership having nelther capital nor assets, of
future unearned contingent profits, which would eventuate, if ever, following
the retirement or death of a partner, They would have no relationship to a
transaction that occurred prior to the retirement or the death of a partner.
They would constitute, under the definition and discussion of the committee,
unrealized receivables or fees, and, naturally, could not refer to appreclation
or depreciation of inventory or stock in trade, since such a partnership would
have no inventory or stock in trade.

Olearly, if personal service partuerships, having no capital and owning no
assets, were covered by section 736 and section 751, there would be a plain
discrimination between such partnerships and those having capital and assets,
because in the case of the latter, the partnership agreement could provide for
the payments of unrealized recelvables and unrealized fees and appreclated
and non-appreciated inventory or stock in trade, for a period of B years, with
the right of the remaining partners to deduct from the fncome of the partner~
ship arising from such sources, amounts paid to the recipients, and then provide,
at the end of § years, a purchase and sale of the retired or deceased pariner’s
interest. Thus, after B years, where the remaining partners could not deduct
payments to the retired partner or deceased partner’s estate, they would, in
turn, get the assets that belonged to the retired or deceased partner, whereas,
with respect to & personal service partnership, without capital or assets, there
could be no sale, since there is nothing to sell and the remaining partners
would pay income taxes at ordinary income-tax rates on future contingent
unearned profits for the period of the agreement, Manifestly, this would be not
only unsound but very unfair,

The purpose of this memorandum js neither to evade nor avoid taxes. Its
purpose Is solely, with respect to any payments of future possible contingent
profits earned, if ever, after the retirement or death of a partner by & personal
gervice partnership having no capital nor assets, to establish that, under those
circumstances, income tax at ordinary income tax rates should be paid by the
reciptents of such future contingent profits, and not by the remaining active
partners, .

This {8 in line with the realities with respect to such a partnership and accord-
ing to the well-established law of this country for the following reasons:

In the case of a personal service partnership having nefther capital nor assets,
there can be—

(1) No sale of the Interest of a partner in a personal service partnership, hav-
ing nelther capital nor assets, .

Bullv. United States (295 U, 8. 247, 78 L.Ed. 1421, 1426),
Whitworth v. Commisstoner (204 Fed. (2d) 778, 783 (C. C. A. Tth), cert.

denied, 98 L. Ed. 64).
Boyd 0. Taylor Estate (17 T. C. 627. Decision 18,580. Affirmed, 200 Fed.

(2d) 861 (C. C. A. 6th) (on authority of Bull v, U. 8. supra).

(2) Future unearned speculative profits are wholly contingent and cannot be
income or property at time of death or retirement.

;I)nmd Ktates v. Bafety Car Heating and L. Co. (207 U. 8. 88 L. Ed. 500,
. 2(2)\706”» American Oil Oonsolidated v. Burnet (286 U, 8. 417, 76 L. Fid. 1197,

Workman v. Commissioner (41 Fed. (2d4) 139, 140, 141 (O. C. A, Tth)).

Carol F. Hall, et al. v. Commisstoner (19 T, C. 445, Declsion 19346, Pro-
muigated December 11, 1962).,

Commissioner v. Oates (207 Fed. (2d) 711 (C. C. A, Tth), affrming 18 T. C.

70) .
Commdissioner v. Edwards Drilling Co. (958 Fed. (2d) 719, 720 (C. C. A,

)
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( 8])‘ No good will attaches to the person of a partner in a personal serviece part-
nership.

M., M. Qordon, et al. v. Commissioner (0 L. C. 203, Deciston 17,547 (M).
Entered March 14, 1050).

The Danco Company (14 T. C. 276. Declsion 17,603).

John Q. 8kunk v. Commisstoner (10 T. C. 203, Decision 16,253).

Providence M1l Supply Co, (2 B. T\ A, 791, 703).

Northwestern Stecl and Iron Corp. (6 B, T. A, 119, 124),

(4) To include such partnerships in the proposed sections would violate the
“Claim of Right" doctrine.

ng;orlth Oéi)merlcan Oil Consgolidated v. Burnet (286 U. 8. 417, 424, 76 L. 1id.
200).

Commissioner v. Wilcoa (827 U. 8. 404, 408; 90 L, I : 752, 750).

4 {3530) Lashellg’ Bstate (208 Fed, (2d) 430, 435, (C. C. A. Gth). December

(8) The contingent right to future contingent income or profits is not a capital
asget. (See cases under point (2) supra.)

It 19 apparent from the foregoing that if personal service partnerships having
no capital or owning no assets, should not be covered by sectlons 736 and 751,
that to prevent misunderstanding and confusion, the amended paragraph (B) as
set out on page 1 hereof should be adopted.

Respectfully submitted.

WERTERN WRITERS OF AMERICA,
Minneapolis T, Minn., Aprit 7, 1954,
Mrs. EL1zABETH B, SPRINGER,
Clerk, Senate Finance Commitice,
Washington, D. C,

Dear Mrs., SpriNger: Our paper this morning carries the information that
public hearings on the omnibus tax reviston bill will start before the Finance
Committee day after tomorrow, and I would like to submit a statement for the
hearings, which I hope can be incorporated in the compiled record.

We—meaning members of the Western Writers of Amerlca, and 14,000 other
writers who have endorsed our work on tax spread—are very much disappointed
that the House Ways and Means Committee has ignored every bit of testimony we
have offered in regard to the leveling of income, The old section 107 (b) is in-
corporated as the new section 1802 in H. R. 8300, and it seems a little bit aston-
ishing that the members of the House committee allowed me to spend several
hundred dollars of my own money making a trip to Washington, when it seems
rgfthz’:;‘ obvious that they did not pay any attention to the testimony which was
offeréd.

It is manifestly unfair that a few writers—in this case some 20,000—are re-
quired to pay far more than their share of tnxes. These conditions we have en-
dured ever since the Income-tax laws became a part of the revenue structure.

There are two reasons why this situation should not be allowed to continne:
1, it is unfalr to assess one man’s efforts on the sole basis of the time, at which
he recelves the money for his efforts, because those efforts may extend back
many years; 2, a writer's income is highly fluctunting, and this is a situation
‘'over which he has no control; our records show that members of the WWA may
expect a fluctuation of 800 percent to 400 percent yearly. Due to the fact that
a given piece of writing may produce income from any one of a dozen different
sources, writing income may and generally does bunch up and cause excessive
income in 1 year, during which the writer is forced to pay income tax at a_very
gighkrt;te; the following year he may be back down into a very nominal income

racket, .

It seems to me the failure of the Ways and Means Committee to give us any
relief in this matter stems from a lack of understandiug that we are asking re-
let for profegsional writers, This is the crux of the efitire situation. A pro-
fessional writer makes hig living from writing, But section 107 (b) or section
1802 is so arranged that it applies only to amateur, casual, or incidentpl writers.
This gection might apply to a college professor who has spent 20 years or more
on & book, and In this case his writing s actually more of a hobby or an inci-

] ,
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dental result of his primary occupation, But the professional writer makes his
living from writing,

This section 1802 provides that if a writer spends 36 months on one work and if
he gets 80 percent of his income from that work in 1 year, then he can spread it
over a period of 8 years. I would like to point out with emphasis that a pro-
fegslonal almost never spends 36 months on 1 hook, and except in rare instances
he does not get 80 percent of his income from that book fn 1 year. We have
men in the Western Writers of America who are now selling reprint rights from
material that was first printed in the 1020°s,

The average full-fledged professional writer figures on writing about three
books a year, If all of these were sold on schedule and steadily, then there would
be no diffienity with Income, But that is not true. It happens occasionally, but
more often books fail to sell and hang five in New York for a long thne and then
the writer is deluged with a group of sales that come all at once,

The writer is an independent contractor, Ilis real difiiculty Is that he con- -~

tracts almost entirely on speculation. A book that he writes today and for which
he thinks he has a market, may not sell for 15 or 20 years. In July, 1953, T had
one of those unusual accumulntions of sales. At that time I made 6 hook snles
fn 15 days. T'wo of these had been written in 10533, two tn 1052, one in 1951, and
one in 1046, How can the treasury or anybody else hold that the income from
this work which had been done ns much ns 9 years hefore should be assessed at
the same time a8 work which was done in the current year?

This i8 not an exceptional situation. Sales very often bunch up on a write,
They also spread out and there may be long pertods of time when a writer does
not sell anything. It is munifestly unfair, therefore, to assess all the proceeds
of his work in previous years in one lump at the current rate, which runs him
into very high brackets, Earning statements from our members show that about
50 percent of the members may expect a fluctuation of 300 to 400 percent a year,
and more than once the comment has been made that, “my income is just average,
it varies from five to fifteen thousand doliars,”

Another situation which makes for high fluctuation in writing income is the
sale of subsidiary rights: movie, pocket book, foreign, serial, and others—
and these too may hold off for many years and then suddenly break all at once.

This kind of taxation destroys incentive. If a man has had a number of lean
years and then out of the blue has a good year from the work of former years,
it s not equitable to tax him as if hig income were at a stendily high bracket,
We have at least one member in the WWA who limits himself to two serials
a year, saying that the third one will net him only about $6,000 instead of the
usual $25.000.

I enclose a list of case historles of actual earnings of members of the WWA,
It seems to me the statistics offered here spenk more loudly than anything I
ean say.

Our tax proposal, as presented to the Ways and Means Committee in Wnsh-'

ington on August 12, provided that a rersonable base be established for a
writer’'s average income (perhaps the previous § years) and that his income
that exceeds such a base be deferrable under regulations to be established by
the Bureau of Internal Revenue. That this deferred income be withdrawable
at any subsequent time, the fax thereon to be paid either at the current rates
or at the prevailing rates at the time such income was deferred.

This proposnl has been endorsed by organizations totaling 14,000 writera:
the National Writers Club, the Colorado Authors I.eague, the Minnenpolis
Writers Workshop, the Tucson Press Club and Tucson Writers Club, the Call-
fornla Writers Guild, the National League of American Pen Women, the Oregon
Free Lnance Club, the Omaha Writers, and the following branches of the
NLAPW : Bugene, Oreg.; Tulsa, Okla.; Oklahoma City, Okla.; 8t. Joseph, Mo.:
Springfield, Ill.; Seattle, Wash.; and Reno, Nev.; and the Oklahoma State
Writers, and new endorsements are coming in constantly.

Writers and other similar workers {n the artistic profession have long labored
under these difficulties of taxation. Cannot we convince the members of Con-
 Rress that we are entitled to an honest to goodness income-leveling provision
that will apply to professionn) writera?

T would like to point out that royalties as such are not our main source of
Income—this to forestall any crror in legislation that might be written to
cover royalties from writing. Our bigger sources of income are from serial
sales in big magazines and movle sales, Most foreign sales are made on a cash
basis and even some domestic hard cover sales are made on a cnsh basis, There-
fore a provision covering royaitlies would leave us still out in the cold.
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I would like to point out algo that section 1802 takes note of “artlstle work.”
The old scction 107 (D) took note of writers, composers nnd avtists,  There-
foroe thoe Congress hag taken noto that men in these elagses of work Inbor under
poenliar conditlons and are entitlod to somo tax rellef. 1 might suy it s a very
strango thing to mo that in the new soction 1302, Inventors have beon glven a
B-your sprend as opposed to the writer's 3-year spread.  Also I vepent emphatl-
cully that the 86-month and 80 porcont proviston does tho professionnl wrlter
no good whatever, In my 2 years of working in connection with income level-
ing I have found no professionat wrlter whose hook could como undor this pro-
viglon, Thorofore we feel Justifled ln asking that the Congress put us on an
ovon basis with other taxpayora.

Slucerely yours,
Nout M, Looms, President,

MANUPFACTURERS AND MEROIANTS MUTUAL INBURANUR CO,,
Conoord, N, i1, Maroh 31, 1854,

Senntor Sryrxs Brivaxs,
145 Senate Oftoe Bullding, Washington, D, C.

Durar 8xNaror BRioks: The present income-tax law altows covporattons to
deduet from taxabte Incomo amounts dgqual to 86 poercent of the dividends ve-
celved from most corporations, However, I understand that n section of the
tax rovision measure spocificnly denjes this deduetion in the case of dividewds
rocelved from insurance companies. Tho argument, 1 believe, i that tnsurance
company enrnings got easier tax treatmeont, than othor corporate earnings. How-
evor, thia ia not true of stockholder-owned fire and casuilty companies, hecause
wo are paying Federal income tax on the same basls as other corporntions, and
therofore this section of the bill unfairly discriminates agatnst such companies,

Therefore I respectively requeat thnt you look into this matter vory carefully,
and I sincorely hopo that you will favor the elimination of the firo and casualty
companies from this soction of the tax bill, .

Respoctfully,
CAnL QeseN, Vice President.

S————

rear, Marwtenr, Mierensets & Co,
Newark 2, N, J., April 8, 1954,
Hon, DuaxNk ). MILLIKIN,
Senato Oftoe Bullding, Washington, D. C.

Dxoan SevaToR Minuikin: Mr, Watson auwd I wish to thank you for your
" courtesy in making your time availuble to us yestoerday nooun.,

Wo are convinced that, in practice, tho 80-day clection requirement of sec
t1on 112 (1) (7T) of the Internal Rovenue Code has caused substantinl havdship to
cértain shureholders of smaller corporations who have misunderstood its pro-
vislons. Our recommendation with regard thereto {a sot forth fu tho soparate
lettor attached hereto. We ahall moat certaluly appreciato your favorable con-
stderation.

Slucerely yours,
InviNg J. ANGELL.

Prat, Manwiox, Mitonerr & Co,,
CERTIFIED PURLIO ACCOUNTANTS,
Newark, N, J., Apri} 8, 1054,
Hox, Buaxng DD, MILuKeN, .
OAatriman, Senate Finanoe Committoo
Senate 0ftoe Bultding,
Washington, D. 0. -

Dran SkNATOR Mitraxin: There appears to be & very definite fnequity In the
operation of section 112 (b) (7) of the Internal Revenue Cotte of 1089, "I'hix soce
tion was deaigned as a relief provision, but reltet has been denled In many cases
because of the roqf\:lmmenta a8 to the time and manner of filing electlons, The

uirement has often boen misunderstood, thus resulting in denlal of reltef on a
tachnlcality, with the end result that tnxpagsu have been caught {n the predica.
ment of having no cash with which to pay the tax, and the requirement has oper
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ated to defeat the basie purpose of tho soctlon, with the vesult that relief has
been dented to the taxpayers contreaty to the intent of Congress,

Stated in the slmplest possible terms this section provides, in substance, that
it a corporation was completely llquidated within any ealenday month In 1061,
1052, or 1008, pursuant to & plan of liguidation ndopted aftor December 81, 1850,
the shareholders might elect to defor the recognition of taxable galn on all, or n
portton, of the nxsets dsteibuted to them, It was destgned (o eneaurnge the
lquidation of small companies,  Tn practleal applieation, seetion 112 (b) (7)
was used only 1n eases where the corporation had but & very fow shareholders,
where the value of 1t assets grently exceeded tho cost basts of Its stock (n the
hands of 1ts shareholdors, and where the accumulated and undistributed earn-
ings were relntively small, Muny of the corporations to which this section
applied were family businesses which had sold out or contracted their commer-
clal netivities and found themselves to he personal holding companies, although
thero never was any {ntentlon to become “incorporated pockethooks.”

The sectton was not applieable, and rvellef has been denied unless the holders
of 80 porcent of tho voting stock filed eloctions with the Commissionor of Intornal
Revenue, on form 004, within 80 days from the adoptlon of the ptan of liquida-
tion. Thls did not menn 80 days from the date of the distribution of the assets,
but 80 days from the date on which the shareholders voted to liquldate the cor-
poratlon, ‘I'here have beon cares where the benefits were denled to the share-
holders solely hecausoe of the fullure to file form 9064 within the 80-duy perlod,
It seemn clear that this 80-day requirement has operatod to defeat the purpose
of seetlon 112 (h)y (7)) 5 that 1t has placed an extreme hardship on the share-
holders, and that there I8 no valld renson for such a limited perlod of time,

The Bureatt has a printed form letter for the sote purpose of denying rellef
nnder geetlon 112 (b)) (7) beeanse the so-catied election form 934 was not timely
filed. This fact, standing by iteelf, is sufliclent proof that In practico many
rhaveholders have heen denfed the benefit of seetion 112 (b) (7) bheeause of the
80-day llmitation perfod,

Realtzing the inhorent Injustico of this situation, the Commigsioner of Internal
Rovenue (John B, Dunlap) appeared Bofore the Joint Committeo on Internal
Revenuo Taxation on Aprll 4, 1952, and reported that there were some 600 tax-
payers, the former sharcholders of 200 corporation, who were {n this predicas
ment, Of these totnls, 840 sharcholders of 112 corporntion had placed their
writton clections in the mall on or before tho 80th day after the adoption of the
plan of liquidation, but there electlons had not heen recetved In the Burenu unttl
aftor such 80th day. Mwr Dunlap stated that these shareholders would be tnken
caro of by a ruling (T, ID. §808) which would announce that an cloction, If placed
in the malil on or hefore midnight of the 80th day, as gshown by the postmark,
would he constdered, by the Rurenu, ar timely filed, This concession, however,
did not apply to the 260 shareholdern of 88 corporations where the olectlons were

not matled within the 80-dny period. Undoubtedly this number has grown to -

some extent since the date of the Commissloner's announcement, In this con.
nection, it Is significant that, on average, the 200 corporntions (which must he
Aeemedd to he typlen! of thore to which seetion 112 (b) (7) was Intended to apply
had but 8 shareholders,

I Congress {8 to grant rellef to any taxpayera by retroactive amendment to
the Intornal Revenue Code of 1880, to cover situations whore experience has
shown that the provisions thereof have heen inequitable, the matter dlscnssed
herein shonld be glven gerlous constderation. It Is belleved that the Internal
Revenne Code of 1930 ghould be amended by climinating the requirement that
the electlon to be taxed under sectlon 112 (h) (7) shonld he made and filed
“within 30 days after the adoptlon of the plan of liquidation” and insorting,
in llen thereof, the requirement that the electon must have heon made “on or
bofore the due date of the return of tho shareholder for the taxable yvear dur.
ing which the corporation war lquidated.,” As a matter of justice to the 200
taxpayers, referred to ahove, the proposed amendment shounld be made effective
for all lgnidattons made in pursuance of a plan of liguidation adopted after
Decembor 81, 1050,

The effect on the revenuer of the Treasury would be insignificant, inasmuch
as the number of taxpayers involved is smnll, and the not offect of mection
112 (b)Y (7) 15 only to defer the renlization of taxahle income until quch time ag
ha property recelved on the Uquidation of the corporation shall have heen rold.
n principle, this trentment is sfmtlar to the basle concept set forth {n gection
881 of H, R. 8300, Congress has often granted retronctive rellef when it ap-
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peared necessary to the equitable adiministration of the tax laws, cortnln pro-
visjony of the Revenue Acts of 1942 and 1951 boing noteworthy examples,

Thlr amendment would pluce the election nnder section 12 () (7) on the
sume basls ns other elections, In general, It appears that Congress, by speclfie
provislon in the code, and the Commissloner, by his regulations, have provided
that elections which taxpuyers ave vequired to make, if they are to be entitled
to varlous forme of relief, shall be made and fled with the tax retwrn for the
taxable year as to which suitch election s made,  Attached hereto as appendix [
18 a list of some of the more common electlons which are required to e mude
with such returns,

It i3 interesting to note that a shinllar proposal appears ih the Recommenda-
tions for Improvement of Iederal T'nx Leginlation and Administration submitted
to the Conmlttee on Ways and Means of the IHouse of Representatived by the
American Institute of Accountants under date of Janunry 5§, 19533, Recome
mendation No. 31 states, in part, as follows :

“Seetlon 112 (b) (7) (D) required that sharveholders desiving to enjoy the bene.
fits of the section file a written eloction within 30 days after the adoption
of the plan of llquidation. The present requirement 18 too rigorons and does
not nllow enough time for many taxpayers desiring to enjoy the advantages of
seetlon 112 (b) (7) to Inform themselves anbout the plan, It {x reecammetkled
that shareholders, or the liquidating corporation, be gllowed to exercise the
electlon privilege up to the time of the fiting of the return for the taxable
year involved, ‘Thin needed correction should be made eftective for yeurs
beginning after December 81, 1650,”

To afford relief to those taxpayers who have been ¢aught in ihe “trap" of
gection 112 (b) (7), ar it ix now writien, it iz recommended that section 391 (a)
l{‘lz of H, R, 8300 &ghatl he amended, ax et forth on appendix 11, to vead as
otlows :

“(1) Part 1J of thig subehapter shall be effective only with respect to distribu-
tions made in pursuance of u plan of partial or complete lquidation adopted
after March 1, 1964, and the provisions of the Internal Rerenue Code of 1939
shall be applioabio to distributions mado in pursance of a plane of lyuidation
adopted before Maroh 1, 1054, ewcept that the laxt aentenco of scotion
112 (b)) () (D) thercof shall he read ag if, effective an to plang of liquidation
adopted after December 81, 1050, the words ‘on or defore the due date of the
return of the sharcholder for the tarablo year during which the corporation
toas liguidatod' had bdrom substituted for the words ‘within thirly days afler
tho adoption of the plan of liquidation ' and"”

Words itallcized ndded to language of bill as pnased by the House.

Respectfully submitte,
InvINGg J, ANGFLL,

APPENDIX

N PAiTIAn List oF KEECTIONS To Be Mapk Wrrn RETins

' .
M(rz;;l;n Eleetion velative to—
22(DY (DY ccoeem o . o Income from diacharge of indebtedness,
22(d) ceccccmemenAdoption of elective (11fo) method of valning inventorles.
2B(K) e Adontton of reserva method for bad debts in ense of hanks
. (Mim, 0247), ,
28(bD) e Capitatization of circulation expenses hy newspapers (or

Jannary 1, 1082, if first return flled prior to that date),
28(¢C) (2) ccnnvennDevelopmeht expenses of mines,

24(8) (7) caneuewu-Captinllzation of renl-extates taxes and enveying chnrges,
[+ § JA—— .. ..Congent dividonds credit (but not luter than due date of re-
turn),
42(D) o —wa-Increment on United Statea savings honds,

44(C) cncnnnnuna-- Adoption of installment basis of accounting,

112() e IDVOIUNEAEY cOnverdlons (presumably based on language of
Fouse Committee report on Roventie Act of 1051).

112(M) e e eeeema (0iNA from snlea to effectuate polieies of Federal Communi-
catlons Commisston (or 6 mortiths after enactinent of
Revento Act of 1948 as to transactions prior to January 1,

). ‘
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Pawran Lisr or 131sciions To Be MAbE Wrrn Rurery- -Continued

Code
acction Stection vetattee to - -
b B Y43 IO Capital gnin on cutting of timber.
124(D) .- _-Deduction of anortlzation of emergencey factlities,
128(c) ~Amortization of bond preminms,
141 ... ~. Filing of consolidated returns by afiillnted corporattons,

Deduction of expenses of estate of decedent,
SPaxation a8 a regulated invextment company.

437(b) e ceee=Computation of oxcesy profits credit on historical Invested
capital method,

440 e JIxemption of personal service corporation from excess profits
tax.

[ 11 Use of accrual method of accounting by taxpayers on fn-

stullnent snles basls -tfor exeess-profits-{ux purposes,
Four eleetions mny be exerelsed or changed after the veturn hus been fied,
as follows:
Coide

seotion Election relative to—

23(A0) e Standard  deduction—-with  return but eleetion mny  be
changed after fillng of return at any time prior to the run-
ning )ol‘ the statute of lmitations (with certaln limita-
tions).

[, ({2 JO Joint return of hnushand and wife—with return, but election

may be changed within 8 years from due date of rveturn
(with certain llimtatlons),

181(8) < enununaen-~ Foreigh tax credit—nat any time prior to the running of the
statute of limitations on clalm for refund,

451 e cammenmCnpitalizntion of ndvertising exponditures for excesa-profits-
tax purposes—68 months from due date of first return due
after June 80, 10560,

AveeNmx I
PROPORED AMENDMENT To H. R, 8300

Section 891 (a) (1) should be amended to read as follows:

“(1) Part I1 of thix subchapter shall be effoctive only with respect to dis-
tributionsg made in pursunnce of a plan of partint or complete llquidntion adopted
after March 1, 1954, and the provistong of the Internal Revenwe Code of 1939
ghall be appiicablo to distributions made (n pursuance of a plan of liquidation
adopted beforc AMarch 1, 1954, ecaxcept that the last senlence of aseclion
12 (b)) (7) (D) thercop shall be read as if, effective as to plang of liquidation
adopted after Decomber 81, 1860, the words ‘on or before the due dato of the
roturn of the sharcholder for the taradle year during which the corporation was
Hquidated® has deen substituted for the words ‘within thirty days aftor the adop-
tton of the plan of liquidation ;' and”

Words Halleized added to language of bill as passed by the House.

TuE NATIONAL INDEPENDENT MEAT PAOKKRS ABBOCIATION,
Waghington, D, C., April 2, 1054,
SENATE FINANOR COMMITTEE,
Washington, D. C.

GENTLEMEN : You have announced that you will recelve written statements
on the subject of tax revision, We have two points to make.

First, the transportation ns applied to agricultural products scems to con-
fict with what we understand to be the policy of our Governtent ; nnmely, to
give consuers more spending power. The transportation tax on live animals,
meat and meat products tends to increase the cost to consumers of these basle
food ftems. Why should it be made difficult for farmers to market readily the
&Ngtuctfs ooc:!r,the farm? And why should it be made more expensive for poople

uy
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Second, the tax on luggage should be eliminated. I'o place a burden on the
hides used in Inggage harts not only the consumers but the producors und proe.
ossors of live animals,

Yours very traty,
Wihur LA Row, Jx,

DRAET OF STATEMENT BY GENE DIXON FORTUE SENATE FINANCE CoMM U
PERCENTAGE DEPLETION FOR KYANIUE

I am GQenoe Dixon, president nud treasurer of Kyantte Mining Corp. tn Cullen,
Vi, My company and Commerclalovos, Ine. in Clover, 8, O, ave the only two pro-
dueers of domestle kyanite, Kyanito s very slatlar in chemical composition nnd
ond use and is generally used to improve the propecties of ball elay, shgger cloy,
chinn clay, and rofractory and fire ¢clay. My purpoge in appearing before you is
to urgo you to extend to kyanite the 18 pereent depletlon rate which in now
allowed:-to these minerain 1 hivve just named,

Kyantte {8 used as 8 mnjor ingredient ln the production of welding vod cont-

ing, refractory fiber glass, electrieal porcelnlus, Mullite lues of refractory, cruci-
bles, ginss tanks, and antomatle glassmaking machine parts, superduty plastlos,
2,800 dogrees to 3,000 degrees fnsutatovs, snggors, kiln furniture, vitreouws ehinn
bodles, coments and mortavs, and undoubtoedly in the production of alvevaft jot
engines, alnce some of the orders we recelve carry priority and arve marked 100
percent afreraft.
- Kyantite fa used in the manufacture of auperduty refractortos,  Although these
refractorios roprosent onty a amall percentage of tho total tonnage of refractories
uged {u the United States, they occupy a most hmportant position ln that field
Decause of thelr apecial proportios, Some of these properties ave the high welt-
ing poiut, tho low coeficient of expansion, and the resfstance to loads at high
tmm;oratnre. to thermat shock and to the corrosive action of certnin uxing
agents,

Suitable deposits of kyanite are comparatively rare lu the Unfted States, the
only two deposits now belug exploited commercially are in Clover, 8, C, and
Cullen, Va,  Prior to the dovelopment of these domestle deposits, the United
States was completely dependent on fmported kyanite. Indin and Kenya, Bast
Afriea, ave the only two countries to export substnutinl quantities of the material,
During thoe st fow years, however, exports from both of theso conutrios have
beon dwindling serlously both in quality and quantity, and the importance of
domentic kyanite correspondingly incrensed.

The Munitions Bonrd has tncluded Ryanite among the minerals lated as stea-
togle and erltieal, and {t 18 one of the mnterinla whieh has been stockplled when
avallable. On two occaslons it has been placed under allocation, In 1051, the
Nattona! Production Authority organized a Kyanite and Muilite Indusivy
Advisory Committoee,

Tt I8 Imporative that the producers of thin minoral have advantage of per-
contage depletion in order to continne to pupply our nntion with its over-inereas.
ng domand for this mort mportant, atrategle, and critlcal materlal and to
oncourage continued exploration and search for additional suitable doposits,

Furthicrmore, the pereentage depletion allowance shonld be oxtended to kyanite
as a matter of Justice. Kyanite {s used In competition with, and along with,
many other minerals alveady enjoying percentnge depletion, sueh as baunxite,
graphite, vermiculmite, bontonite, feldspar, tate, pyrophyllite, and hall, supger,
chinn, refractory, and fira clay. Tt I8 very similar in chomteal content to bauxite,
bnil, apgaer, china, refractory, and five clay, all of which are, na {8 kyanite, com-
bluations of atuminum oxide and silfcon dioxlde. AN of theae sllieate watevints
aro ured an refractory products in thoe steel, glass, chndeal, and other Industeles.

Kyanito 1s in fact considered and ured an a “refractory clay” by the cornmte
industry.  For this reason, appliention was made to the Birean of Tnteronl
Revonue last year to determine whether kyanite conld he classitied aa vefrctory
nnd fire ¢lay for the purpose of tho percontage depletion nllowance. While cone
ceding that on the bansis of use Kyanite rhould be ineluded in the general clnpedl-
floation of refractory and fire clay, the Bureau ruled that it could not be xo
inetuded hecanse mineralogleally kyanite 1a not clay. Thus we are denied cqual
4rentment with producers of conipetitiva matorlals nlmost identteat to ours only
hecanse, to quote from the Bureaw's ruling, “Kynnite {s a nntural metamorphic
mineral with a definite compoaition, while clay {8 a restdual or sedltmentarvy mix-
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ture of minevals, atthough both are basleally aluminum silfcates and iay be
uxed for the same purpose in some canes * * +.”

Our hazgurds of mining our deporits are generally much more complex and
fovolved than that of mining bauxito and other minerals now recelving thie 15
percent. depletlon allownnee,

We, therefore, ask that kyanite be accorded equul trentment and that it be
tneluded in the st of minerals entitled to 1-pereent depletion allowanee,

D

JRYSTAL PALACE Rorter RINK, INO,
Philadephia, Pa., April §, 1954,
Senator FluarNk D, MILTIkIN,
Chalrman, Scnate Finance Commitiee,
Waaskington, D, C,

rear SENATOR MILLIRIN G AHow me to commend nnd thank you for your, und
the Finunee Committee’s, chumploning the cause of tax-burdened ehildren Inns.
mueh as the swimming-pool nnd skating-rink Industry {8 concerned ; aa recorded
in the Congresstonal Record of Wednesday, Marceh 24, 1054, in your presentation
of HL A3 8234 Lo the Senate (p. 3538, 1st col,, 2d last par.). Belleve me, Senntor
MULIKID, we nre gratefuld,

tn nll of our presentatlons to (he Tlouse Ways and Means Committee and to
Mr, Gemmniil of the Treasury Department, wo stressed the fact that our industry
pledged Itxelf as far as possible to vevert the tax reductlon back to these ehildren,
I have nttacked hereto a photograph of a poster which I posted in my place
of business last Wednerday, March 81, 1984 ; and can assure you of cooperation
I the greater portion of our {industry throughout the Nation,

Kven (hough M. R, 8224 (exclse-tax-reduction bill) has given the majority
of our industry tax relief, I find that in H. R, 8300 (Internanl Revenue Code of
1054) again the inequity has beon Inserted on page 445, uunder chapter 38,
subchapter (a}, sectlon 4283, exemptlons, prragraph 4@

“MuNIoirAL NwiMMiING PPoors, BEro.—Any adinissions to swimming pools, bath-
ing beaches, skating rinks, or other places providing facilities for physical oxor-
elso, operated by any State or political subdivision thereof or by the United
States or any agency or lnstrumentality thereof——if the proceeds therefrom
inure exclusively to the benetit of the State, political subdivision, United States,
agency, or fnstrumontality. For the purposes of this subsection the term “State”
ineludes Alaskn, Hawall, and the District of Columbia * ¢ *»

The inequlty atill remaing, and sinee those that are still taxed nre dealing just
as much with childron and hetping to curb juvenile delinquoney as thoge of our
industry that have beoen freed from the tax burden, and the amonnt of revenue
loss to the Government would be negliglble (approximately $200,000), this
Inequity should be erased,

1t 1s plain that an advantage is being taken of these children who have a
tax imposed upon them by the Federnl Qovernment for the privilege of pavticl-
pating in the sports of skating and swimming where that sport happens to he
the ono of thelr chioice. In no other participating sport does this imposition
exist, Ang this also s imposed upon them only If they decide to patronive n
privately owned, instead of municipally owtted and operated, enterprise,

1 am attaching an editortal from our monthly magazine, Tho Skatlng Nows
of April 1084, which T think you will find interesting.

Agaln I ask you, Senator MIIkIn, to pleaso conslder removing this tux burden
from tho clitldren and at the same time orase the gross inequity as far as private
onterprise 18 concorned, in the Finance Committee study of I1. R, 8300, This
can be done slmply by using the wording of IL R, 3421, a copy of which I have
nlso nttached,

1 feol that the committee wilt be quito busy with the hearings, and therefore
_ will not take any of tts time for oral testimony unless it would be desived.  How-
ever, I would Hko to flle n statement for the record.

Thanking you for your indulgence in so long a letter, but I think you foel wo
have a just cause.

Veory truly yours, .
Awritun B T11ZENUERCGER,

Chatrman, Iopislative Committee, R, 8, R, 0. A, of Amerlea, and Par-
tiolpating 8porta Assoctation of Americd,
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[N, R, 3421, 88d Cong,, 1at sess.)

A BILIL To amend rectlon 1701 (d) of the Internal Revenue Code to provide that the tax
on admissions shall not apply in the case of admisslony to nrlvmuti' operated sawlinming
pools, skattug rinks, and other places providing facllities for physical exercive

Be it enacted by the Senate end House of Represeatatives of the Unibed
Statce of America in Congress assembdled, That sectlon 1701 (d) of the Internnl
Revenue Code (relating to exemptions from the admissions tax in the case of
municipal swimming pools, etc.) 1s hereby amended to read as follows:

“(d) SwiMmMINg Poors, Bro—Any admissions to swimming pools, bathing
beaches.,’ skating rinks, or other places providing facilities for physical exer-
cles; or”.

BKo. 2. The amendinent made by this Act shall apply only with respect to
amounts paid on or after the first day of the first month which beging more than
ten days after the date of enactment of this Act for admission on or after such
first day.

WasHINGTON, D. ., April 7, 1954,
Tax testhinony
Senator KUGKNE D, MILLIKIN,
Senate Office Building,
Washington, D. C.

DxAs SENATOR MILLIKEN: I herewith enclose testiuiony which I wish to pre-
sent for your hearing at the present time on the new proposed tux system, Be-
cause of the number of people testifying, I was not granted permission to give
this in person; so I request that it be printed in full in the findings, Many
thanks,

Sincerely,
! IsABEL C, MoOORE,

TESTIMONY PRESENTED To SENATE FINANCE COMMITIEE ON LoulcAL AND IIQUITABLE
TAx STRUCTURH FOR THE UNITED NvatEs BY (Mis. W, W.) Isankl, C. Moors,
DI8TRICT oF COLUMNIA

A great deal of time and money has been spent overhauling the present tax
system which hasn't been changed siuce the turn of the century, and the pro-
posed new plan 18 just as antlquated, 1lloglcal, impractical, and complicated, as
the present one. Like many appurently dificult problems, this one Is extrenely
siple and couid be solved in a short time, with no extra expense at all. But i
our present stepped-up technologleal nge, many people eannot comprehiond the fuct
that anything can be done simply, and so cause themselves and milllons of others
great labor, hardshlp, and expense, unnecessarily,

With the great advances in knowledge and efficlency that the world has nccon-
plished, our cumbersome mcihod of acquiring taxes for public funds I8 unintelli-
gent beyond all understanding, It {8 an excellent example of horge-and-buggy
thinking in an atomic age, It is time we shook off some of the procedures of the
past that don’t make sense, and one of the most effectlve mediums through which
such reforms can be accomplished, la leglslators of enlightenment and vision, 8o
I urge the Congress of the Unlted States to give this testimony Its most intelll-
gent and consclentious constderation, and have the fortitude to take the steps
‘which any sucb radical change always makes diffcult, and win 1hé¢ nuending
gratitude of the people. .

The firat steps to take In solving any problem is to (1) Face facts; (2) analyze
them; (8) then begin nt the beginning and do something,

The firat facr to face {8 there I8 no such thing as taxing one classification
of people to the exclusion of others, Money, to perform its function, must clr-
culate among all people, 8o taxes placed on any group eventually affects all
others. The money rich corporations have, comes from the averaga people who
b;lly thelr products and tnvest thelr money in them; and then it flows back to
t % lxlwopleu lndwnxve?.ltnvm'i antdf\\'olflnro rrants,

6 second most Important fact 1s that all tax money comes out of the same
Dlace—the pockets ‘of the people, and goes Into the same place—locat and Na-
tlonal Government, #o 1t 18 most Impractical to canse people to spend countless
hours and dollara {n figuring, and the Government likewlse in admintstering and
enfor:ing, multiple taxes, In the past when people were lesa bright, spreading
taxes over many things might have fooled some, but i decelves no one now.

‘ ;

! /
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Phe third fact 18 that one tax on income will ultimately be adopted, as it is the
only one that makes seuse, 80 people might us well get the benefits now,

e fourth and most important fact {s that the only logical, equitable, and
econonilcal method of obtalning public funds is to have a single, uniform, tax on
fncome with practicat exemptlons, which would e many less than there are now,
and o reasonable floor that would fnsure a decent living wage Intact, A part of
this should be used locally and the rest nationally. The percentage of this tax
ghould be the same, regardless of the source or mmount of jncome, A larger per-
centago of larger inconies penalizes Industriousness and thrift, stultifies business
expansion, dangerously reduces funds needed to be set aslde for future emergency
and loss; It causes cheating and graft, with Its accompanying large expense of
law enforcement! it causes waste through unnecessary spending for honuses,
entertaining, gifts, etc, to prevent paying taxes, If people are allowed to keep
noney frone el Incomes, 1t ix nat lost to the country, but Is usunlly put to good
use through Investment, business development, promotion of human welfurve, ete,
Adequate laws should prevent excessive proflts from occurring In the first place.
This money comes primarily from the general public, not corporations: and
money should not be drained out of the pockets of people, especially in lower {n-
come brackets, and then taken over by the Government and spent or wasted on
people, gometimes all over the world, who did nothing to earn it,

This single tax on income plan would have to be assisted with Government
subsidies to prevent loss in businesses, untll our economy becomes adjusted to it.
This conld be done by having businesses and industrles sell products at the new
prices established under the new tax getup, and then collect from the Govern-
ment the loss they sustained through prices they had patd for products under the
old tax plan.

Advantages of single tax on income system: (1} Ability to pay should be the
first principle of taxation. People only have so mmuch money to spend. It it is
enten up under n Aystem of uncontrolled, multiple taxes, their purcharing power
is reduced, and sometimes public asgistance has to be given them, requiring more
taxes to pay for it

(2) It I8 efficient, eliminating the enormons waste of money, time, and man-
power and the exasperation, tho present compllcated system of endless taxes
takes to adminiater, and by tndividuals in figuring, This saving of money would
mean a substantinl reduction in tax money needed; and manpower anved could
be diverted into other understaffed flelds.

(3) This would be a safegunrd against oxertaxing anyone to the point of hard-
ship, such ar foreing people, especlally in old age when Income is greatly reduced,
to lose their homes when they cannot pay real-estate taxes; and through sales
taxes which are a hardship on large families with low incomes,

(4) A single, uniform tax would prevent many duplications and inequities now
existing. Present exorbitant inheritance tax Is legalized theft. To take a very
Inrge part of the earnings of a lfetime, gotten together by hard work and sacri-
fice, nusunlly for the security of famtlies, and on which income taxes have already
Deen pald, {s unjust and dishonest beyond expresston.

(5) Inequitable rates for taxes on real-estate, manufactured goods, ete,, conld
no longer exiat, These cnnse business upsets, by diverting trade into adjoining
States which have lower taxes, instead of taxes going into the States providing
public services to their resldents. Yt would prevent the moving of hnsinesses
from one location to another, with its consoquent upheaval, unemployment, and
hardships, It wonld prevent cutthroat comspetition. Rootlegging would be re-
duced as nbsence of taxes on liquor would cause less people to get dangerously
unsupervised untaxed lquor.

(6) IPresent large losses of taxes to the Government through graft, fraud, and
error, would be reduced, a8 a &ingle tax would provide less opportunity.

(7) This system would eliminate one of the occupational hazards legisintors
have to henr from pressure groups, who are constantly besteging them to give
their industries favorable tax consideration, Milllons are spent for this, which,
as always, the public pays for, in higher prices of products. The present aystem
brings about a most undemocratic procedutre in a conntry where everyone is sup-
posed to have equal rights, and legislators are often helpless to do much abont
it, as they arve required to carry out the wishes of thelr constituents.

(8) Muitiple taxation i8 a vicious eycle. The more people are taxed, the more:

they have to be taxed, as one tax plies up on another, increasing prices for Gov-
ernment, husinesses, and individuals, which Increases the need for higher wages
and more taxes to pay higher prices.

45904—054-—pt, 1-——186
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' (0) A single, uniform tax helps to stabilize prices and@ wages, as one less fluc-
tuating element in the establishing of cost of production and living would have to
be figured. It would be much easier to figure revenue obtainable for public
works, It would be more flexible when changes in the amounts of taxes are
needed, Just one percentage on one tax would have to be raised or lowered.
(10) The single-tax system would end the conflict caused by belng legal rest-
dents of one State, and actual restdents of another. People would simply pay
taxes where they actually reside, and the exact tfine they reside tHere, in return
for public facilities provided them. This should apply, regardless of source of
employment, such as Government officials and legislators in Washington, Ad-
ditlonal salary or a special fund should take care of losses through dual residence
because of national legislative occupation,
* (11) The single tax would make a very simple matter of filling in tax forms.
However, to make it as little confusing as possible, a separate item should be
1isted for each source of income and exemption, so that people would not have
to consult books or experts on how to fill in their forme.
Respectfully submitted,
Powers & HarLy,

ROWLAND, MoRRIS, BUSSE, CAIN, NEFF AND SIMON,
* Dotroit 26, Mich., Maroh 15, 1954.
Hon, HoMxa Fenevson,
United States Senalor,
Washington, D, O,

Drean SENATOR: There {8 a proposed new provision in the 1054 fncome tax
revislon bill giving a formula for the determination of gain or loss on the fore-
closure of a mortgage. A copy of the press release is attached.

Michigan, as you know, uses land contracts {in llex of mortgnges and the press
release on this proposed amendment gives no indication that this new provision
would apply to land contracts. .

As a matter of fact, the release seems to infer a mortgage arising from a loan,
and not a purchase money mortgage.

The proposed change is very desirable and should be applied to purchase money
mortgages as well as mortgages given to secure a loan,

And particularly for the protection of Michigan taxpayers and those residing
in other States where the land contract is nsed, the new provision should spe-
cifleally cover land contracts as well as mortgages,

I am writing to you with the hope that you may contact some member or mem-
bers of the House Ways and Means Committee and have them inciude land con-
tracts {n this new provision so that Michigan taxpayers will recoive treatment
comparable to taxpayers in other States, :

‘With my very beat personal regards,

Very sincerely yours,
: : Wirttax 0. Rowraxo,

TRANSORIPT FROM PRESS RELEASE Y Houst Wavs AND MEANS CoMMITTEE
. OP FEBRUARY 10, 1954

“GAIN OR LOBS ON THE BALE OF PROPERTY~— )
b . . . .. . "o

“(8) The committee adopted a new treatmept for mortgage foreclosures.
Under the bill this recognition of gain or loss on the property foreclosed I8 post-
poned untll the creditor disposes of the property. At present the creditor recog-
nizes gain or 1088 on acquiring the property beld as security for a loan. His
gain or loss is based on the difference between the market value of the property
and the basly of the loan satisfied by the creditor’s artificlal bid, To the extent
the loan is not satisfied the creditor has a bad deht.

“Undeér the bill the creditor wonld carry over to the property acquired his
basis for the loan and his gain or loss on the sale of the property would be com-
puted on thils basis, The gain or 1088 recognized would, or would not, be a capital
gain or loss, depending on whether the original loan was & capital asset.”



INTERNAL REVENUE CODE OF 1054 237

New York 17, N. Y., dpril 7, 195},
Re section 270 of proposed Internal Revente Code of 1054,

Hon, XuarnNE D, MILLIKIN,
Chairman, Scnute Finance Qommiitice,
Washington, D, 0., \

DrAR SENATOR: This letter does not urge a revision of section 270 but only a
clarifying statement in the Senate report on H. R, 8300. This action appears
highly desirable because of conflicting views and uncertainty within the Internal
Revenue Servliee.

I'he proposed section 270, tike its prototype section 130 in the existing Internal
Revenue Code, provides generally that if an individual has over $30,000 tn
losses in a trado or business for § consccutive years his taxable income for such
5 years shall be recomputed in a specified manner,

The question at hand is how to apply the $50,000 limit if a husband and wife
aro engaged in tha same trade or business and they file a joint return. May each
have losses np to $50,000 as they could if they filed separate returns or are they
limiteq to $60,000 between them?

The statutory language seems clearly to apply the $50,000 to each individual
and not to the “entity” which tiles a joint return. For exnmple, similar language
appears in other parts of the proposed Internal Revenue Code and in one such
instance the House report specifically explains that where a Joint return is filed
the effect {8 the same as if separate returns were filed.

Thus section 118 of the proposed code excludes from gross income certain
amounts “recelved by an individual as dividends”. And with respect thereto
the House report states:

“In cases of taxpayers who file joint returns, the exclusion will be applicable
to dividends of each of the husband and wife, so that if in 1956 a husband
receives $200 of dividends and his wife $100, the wife’s will be fully excluded
and $100 of the husband's will also be excluded in computing the aggregate in-
come on a joint return. The same result in the case of exclusion will of course
follow If separate returns nre filled by the husband and wife.”

Similarly section 84 (a) of the proposed Code provides in part that *there
shall be allowed to an individuel, as a credit * * * an amount equal te
La specitied percentage of certain dividends recelved}.”

The section about which this lctter is written, i, e. the proposed sectton 270,
stmilarly speaks of the losses of “an individual”,

No reason occurs to us why in this instance & husband and wife should con-
stitute “an individual” if they filed a joint return,

A recent case (Fred MaoMurray et al. v. Commissioner, 21 1. C,, No. 2, CCH
Declsion No. 19028, Oct. 9, 1053) held thnt it is the deductions allowable to each
individual which determine whether the sald section 130 is applicable. The
court's opinion reads in part as follows:

“The provisions of section 130 can be applicable here only if the deductions
of hoth spouses are blended together, for he ranch losses of ench spouse for any
f-consecutive-year period under considcration were not sufficiont to bring sec-
tion 180 into play. DPetitloners argue that the deductlions of the spouses can-
not be treated as a unit and point to the language of the statute, which speaks
of deduetions ‘allowable to an individual * * * and attributable to a trade
or business carried on by him.! We think that the petitioners must prevail on
this issue. Here, the ranch deductions ‘allowable’ to Fred MacMurray simply
did not meet the statutory requirement. * * ¢ Certainly, if Fred MacMur-
ray had operated the ranch properties in partnership with some third person,
his share of the losses of the enterprise would be determinative criterion in the
application of section 130 to the computation of his net income. So much has
already been unambiguously stated in a recent rullng” (Revised Ruling 155, re-
ferred to above).

In view of the uncertainty within the Internal Revenue Service it is sug-
kested that the explanation of section 270 in Senate report include the
following:

“If & joint return is filed by a husband and wife who are in the same trade
g}‘egl.z.siness each may incur losses up to $50,000 just as if separate returns were

Thig letter 18 not written for pay or other consi@eration or in behalf of any
partienlar person or organization,

Respectfully,
Arnert H, MONACELLYL
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SUPPLEMENTAL STATEMENT OF ALBERT I, MONACELLI RELATING TO SECTION 71 oF
H., R. 8300 DEALING WITII ALIMONY PAYMENTS

The writer is a member of the bar of the State of New York and Is engaged
in the practice of law in New York Oity.

The purpose of this statement is to point out the need of a further additlon
to section 71 in order effectively to carry out the intent of Congress as manifested
in the Revenue Act of 1042 and as further implemented by sectlon 71 of II. It
8300, The proposed amendment closes an avenue which appenrs to evade the
intent of Congress and which is currently becoming known and popular with
gome attorneys for some wives.

The loophole is utilized in the following manuer by a wife who s living apurt
from the husband but not legally separated or divorced. S8he institutes a suit
ageinst the husband for necessaries and when a judgment is obtained the amount
paid is tax free to her and not deductible by the hushand.

Such a suit may be instituted by the wife annually or at such longer or shorter
intervals as she in her sole discretion determines, .

Sectlon 71 (a) (2) extends the congressionnl philosophy on the taxation of
alimony to cover payments made pursuant to a written separation agreement
even though no decree of separation is obtained. This extension is made, first,
because by virtue of the ennctiment of the privilege of filing joint returns there
is no longer need to tie the alimony deduction to court cases which pass judiclal
inspection In order to avoid collusion between husband and wife, aud, second,
to prevent discrimination against hushands and wives who are separated al-
though there is no decree of divorce or separation.

To prevent such amendment from fostering further discrimination by en-
couraging wives to institute actions or series of actions to recover a judgmnent
or series of judgments agalnst the husband for support or nece’.:“vles instead
of entering into written separation agreements, In order to recelve cax-free pay-
ments in satisfaction of such judgments, section 71 should be amended to make
payments (whether or not perlodic) in partial or full satisfaction of judgments
taxable to the wite and deductible by the husband.,

Since lump-sum payments provided for in judgments for support and for
necessaries are awarded in satisfaction of past-due rights to support and do
not involve any payment for rellnquishment of marital rights in properties in
contrast to written separation agreements which usually Include such relinguish-
ments, there is no necessity for applicatlon of the periodic payment rule to such
payments, Moreover, the cases hold that, when a husband pays in a lump sum in
1 year several years’ arrenrs tn allmony imposed In a decree of divorce or sepnra-
tion, such payment is taxable to the wife in such year of payment and deductibte
by the husband in the same year. Now that the vequirement of a decree of
divorce or separation is being eliminated, the same rule applies to lwump-sum
payments or arrearages under written separation agreements, Since n Jjudg-
ment for support and/or necessaries Is premised upon the theory that the hus-
band falled to make support payments in the past, and since it is the wife who
controls the time of instituting suit and thus the length of past periods of time
to which the judgment relates, there is no reason to dlstinguish between the tax
treatment of payments In satisfaction of such a judgment and payments of ar-
rearages in alimony.

The foregoing may be accomplished by amending sectlons 71 and 682 of H. R.
8300 as follows: .

Amend sectlon 71—

, (1) By adding to subsectfon (a) an additional paragraph to read as follows :
“(3) JUDGMFENTS FOR BUPPORT.—If a wife s separated from her husband and
obtains a judgment against him (regardless of the period of time to which
such judgment relates) in an action or proceeding to enforce the legal obliga-
tion of the husband arising from the marital or family relationship to sup-
port or furnish necessaries to her, the wife's gross income inciudes any
payments received by her (or attributable to tpropel'ty transferred, {n trust
or otherwise) in partinl or full satlstaction of such judgment regardless of
whether such payments are not perlodlc payments. This paragraph shail
not apply if the wife is divorced or legrlly separated from her husband under
a decree of divorce or separate maintenance, or if there Is a separation agree-
ment, or {f the husband and wife make a single return jointly.”

(2) By striking the word “or” before the word “ngreement” in the third and
seventh lines of subsection (b) and adding after the word “ngreement” in such
lines the words “or judgment,” so that subsection (b) réads as follows:

?

!
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() PAYMENTS T'o Seproiy MINoR CHILReEN,—Nnbsection (a) shall not apply
to that part of any payment which the terms of the dectee, instrument, agree-
ment, or Judgment fIx in terms of an amount of money or a part of the puyient,
a8 a sum whicl Is payable for the support of minor children of the husband.
For purposes of the preceding sentence, it any payment is less than the amount
specifted fn the decree, instrument, agreewment, or judgment, then sxo mueh of
such pnyment as doex not exceed the sum payable for support shall be considered
a payment for such support,”

Aniend section 682—

(1) By adding at the end of the language within the parentheses in the fourth
Hne of subsection (n) the following: “or who ix setinyated from hey husband
and obtaing a judgment for support or necessnries"”

(2) By ndding the word “fudgment” atter the word “agreement” tn the eleventh
and fourteenth Mne of subsectlon (a) s and,

(8) By striking the word “perlodie” in the fifth Hne of subsection (b)), so that
gection (8L rends as follows:

SREC, 082, INCOMIES OF AN ERTATE OR TRUST IN CARE OF DIVORCE, ETC.

“(a) INCLUSION IN Gross INcOME oF Wirk—There shall be included in the
gross Income of a1 wife who i diverced ov legally separated under n deeree of
diverce or of sepnrate mnintenance (or who is separated from her husbend vder
a written gepavation agreement or who g sepavated from her husband and ob-
talng a judgment for support or necessarles) the amount of the income of any
trust which such wife i8 entitled to recelve and which, except for this sectlon,
would be (neludible in the gross income of her husbund, and siteh amount shall
nat, despite any other provision of this subtitie, be includible in the gross income
of xuch husband. Thix subsection shall not apply to that part of any sueh income
of the trust which the terms of the decree, wrltten sepnration agreement, judg-
ment or trust instrument tx, in terms of an amount of woney or a portion of
such income, a8 o sum which ix payable for the support of minor children of
such husband,  In case sueh ineome is less than the amount specitied in the decree,
agreement, judgment, or instrument, for the purpose of nppiying the preceding
sentence, such income, to the extent of such sum payable for such support, shalt
be congidered a panyment for snch support.,

“(b) Wirk CONBIDERED A BENEFICIARY.—For purposes of computing the taxable
income of the estate or trost and the taxable income of 1 wife to wham subsee-
tlon (1) of rectlon 71 upplies, such wife shall he considered as the beneficiary
specifted in this pavt, A payment under seetion 71 to any portion of which this
part applies shall be included in the gross income of the bheneflefary in the tax-
able year In which under this part such portion Is required to be included.

“(¢) CRross REFERENCE—~

“For defluitions of *hushand® and ‘wife’, ax used In this section, see section
T701 (a) (17).” v

Respectfully subtitted,
Avnerr Ho MonaceLw,

Attorney at Law, New York 11, N, Y,

Srewant, Buroess & Mornis,
ITouston &, Tew., April 7, 1954,

In ve Scetions 6321, 6322, 0323, I1. R. 8300, revised Internal Revenite Code of 1954

Hon. EvakNg D, MILLIKIN,

United States Nenator, Chairman, Finanee Conanittee,
United States Senate, Washington, D, C.

Drar SkxaTor MILLIKIN : We are general counsel for Stewart 'Ditle Guaranty
Co. of Texas, and have had furnished to us a copy of sections 6321, 6322, 4323
of H, R. 8300 now hefore the Senate Finance Committee. We are especially con-
r;e’l'llled about the wording of subsection (¢) (1) of section 6323, which reads as
Tollows .

*(¢) Lien valld without notice In certain cases. The lien fmposed by
section 6321 shall be valld, without the filing of notice thereof, as ngainst
any mortgagee, pledgee, purchaser or judgment creditor, 1f—-

(1) in the case of a mortgage, pledge or purchase, snch mortgagee,
pledgee or purchaser had notice or knowledge of the existence of such lien
at the time the mortgage, pledge, or purchase was made—,” [Italles ours.]

We have some concern over the meaning of the word, “notlee” ax used herein,
and are not sure just what meaning or {nterpretation is intended. The word

T rurmye ANV ¥
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could mean constructive notice from the mere lovy of the assessment or de-
mand for payment without the mortgagee or purchuser having any knowledge
or informatlon whatsoever about the levy or demand. It could also mean con-
structive notice from a levy of distraint and the giving of notice to the owner
and the publication of notlee thereof in o newspaper or by posting at the nearvest
post office. The words, “knowledge’ or “notice’ are not synonymous., “Knowl-
edge” means actual knowledge, while “notice” means that one is legally charge-
able with knowledge and includes both actual and constructive notice.

We feel that the word “notice” should be eltiminated so a8 to remove any doubt
as to the meaning intended, and so as to remove the fmplication that construc.
tive notice was intended. By so dolng, innocent purchasers and mortagees will
be afforded the same protection they now enjoy under section 3672, title 20,
Unlted States Code Annotated.

Cordially,
CARLOSS MoRrris,

a————

TROUTMAN, SAMS, SCIHRODER & LOCKERMAN,
Atlanta, April 6, 1954,
In re proposed amendment to section 6531 of I R. 8300 so that the provislons
thereof may apply to all taxpayers in. the United States regardless of the
ju:lliclnl district in which they resided prior to effective date of new revenue
code
Hon. BuorNE D. MILLIKIN,
Chatrman, Minance Comniittes,
United States Senate, Washington, D, C.

DEAR MR. OHAIRMAN : Under the present statute of limitations dealing with of-
fonses against the internal revenue, the last paragraph of section 3748 (a),
L R. 0, provides, inter alia, as follows:

4 ¢ & he time during which the person committing any of the oftenses above
mentioned Is absent from the district wherein the same Is committed shail not
be taken as any part of the time limited by law for the commencement of such
proveedings. * * * "

Section 6581 of H. R. 8300 amends the foregoing as follows:

“e & ¢ The time during which the person committing any of the various of-
fenses arising under the internal revenue laws is outside the United States, or s
a fugitive from justice withiu the meaning of section 3200 of title 18 of the
Vnited States Code, shall not be taken as any part of the time limited by law for
the'commencement of such proceedings. * * *"

Section 7851 (d) of the House bill applies the foregoing amendment prospec:
tively. This leaves all the taxpayers in the United States who live in one judiciak
district, and who filed thetr returns prior to the effective date of the House blit
with @ revenue office in another judicinl district, without the benefit of any
statute of limitations because they were absent from the distriet wherein they
might be charged at any time In the future of having wiltully tiled false and
fraudulent returns,

1 respectfully submit that these taxpayers are entitied to the same parvity of
response in respect to the statute of limitations as are the taxpayers who resided
in the judicial districts containing the collectors’ offices. This Inequality of
treatment 18 clearly {llustrated by the fact that eitizens of the District of Colum-
bia may, under the present law, never invoke the statute of limitations as a pro-
tection against the charge of attempted tax evasion by filing false and fraudu-
lIeu:'.1 returns in the collector’s office in Baltimore in the judicial district of Mary-
and.

The undersigned was for almost 7 years reglonal (or enforcement) counsel of
the chief counsel's office for the Southern States, and in charge of processing, pre-
ml:'f' and forwarding for prosecution all offenses against the revenue involv-

ft, estate, and income taxes. Ie never recommended prosecution in a
single case where prosecution of the alleged offense was outlawed by the statute
of Ilimitations, regardless of the judicial district in which the alleged offender
lived. I belleve this was also true of the other three reghonal counsel.

But it seems to me, Mr. Chairman, that the protective ¥ights of the law of the
statute of limitatlons should be elearly enacted into law rather than entrust such
rights to the discretion of an adminlstrative functlonary. As it now stands, the
potential for mischief s unlimmited, The Government keeps its records, reports,
and papers of an evidentiary character many many years. Its investigative

’
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switnesses are also available to thie prosecution for a long time, The situation of
the average taxpayer, who might be charged with the crime of tax evasiton 10,
20, or 26 years after the alleged offense, is entirely different, and while complete-
Iy innocent may not still have avallable to prove his Innocence any evidence
whatever,

It seems clear to nie that the protective rights of all taxpayers should be uni-
form and clearly stated by law. That Is the only sure way under our system in
which equality of treatment may be guaranteed and enforced. That may be done
in this matter by amending retroactively the House amendment to insure uni-
form and equality of application of the statute of limitations to all taxpayers, I
suggest that this be done by striking the last paragraph of section o3l of the
House bill and inserting in lieu thereof the following:

“The time during which the person committing (or who committed on or be-
fore the date of the enactment of this amendment) any of the various offenses
aristng under the internal revenue laws is (or was) in the United States (and
not a fugitive from Justice within the meaning of section 3290 of title 18 of the
United States Code) shall be taken as part of the time limited by law for the
commencement of such proceedings. Where a complaint is instituted (after the
enactiment of this amendment) before a commissioner of the United States with-
in the perlod above limited, the time shall be extended until the date which is 9
months after the date of the making of the complaint before the commissioner of
the United States. Ifor the purpose of determining the perfod of Mmitation on
criminal prosecutions, the rules of section 6518 shall be applicable.”

Thanking you for your consideration of the above, and with esteem, I am

Respectfully yours,
MiLes KITCHIN,

————

NATIONAL AS8OCIATION Or RETIRED Civil, KMrLoyrrs,
Washington 9, D. C., Aprit 1, 1954,
Hon, EvGeNE D, MILLIKIN,

L}
Senate Office Building, Washington 25, D, 0.

My Drar SENATOR: While Mrs. Edmonds and I now reslde In Washington,
D. C., we still retain our voting prerogative in the grand old State of Missouri
at IKansas City, where we both have lived for more than 60 years,

Our organizatlon, the Natlonal Association of Retired Civil Employees, con-
gisting of more than 70,000 tnembers and 400 chapters in the United States of
Americn, i8 deeply Interested in tax revision bill, H. R. 8300, which recently
passed the House. Section 88 of this bill provided for exemption of annuities
from income tax of rotired civil employees, for which this assoclation has been
striving for many years,

The exemnption allowed Is extended only to retirees who are 05 yvears of age
and over, thus eliminating those under 65. Of the 100,000 civil service annuitants
on the rolls as of June 80,