o~

trepfd Father Patrick Kenny who landed ot

. ington

seryices in Delaware were held In his I
. AnotHer pioneer from Ireland was the i

"New Castlé ahd was §¢ disgusted with the
heat and mosquitoes tHat he would have im-
medlately returned had he not beefi per=
suaded to wait until the next ship for his
native iand. By that time, Father Kenny
réalized the need of a priest to administer
the needs of the Catholic families in north-
ern Delaware, particularly the increasingly
large number of Irish faniflies that were
rapldly settling here. Fathér Kenny never
did return to his Ireland but remained to
hold serviges at little Coffee Run Chufch on
the Lancaster Pike, where he is buried, and
also” to start present ‘day St. Peter’s Pro-
Cathedral in Wilmington in 1816.

" Another immigrant from Ireland who
landed at Ne® Castle—destined t0 Become

“one of the great men of the American Revo-
1ytion—was “Charleg.' _Thomson, He was
known ‘as the perpetual secretary of thé Corn-
tinental Congresses and was ‘influential in
holding together the various factions of the

Corigresses through some of the trying years
of the countfy. ’ ~ C

The first printer in DelaWare was James

.Adams, a native of Ireland, who worked for

. & while in the print shop ©of Benjamin
Franklin ih Philadelphia and 1n 1761, set
up his own establishment in Wilmington
where he published early law books, religious
tracts, and possibly the first newspaper of
the State. ‘ o ‘ -

Commodore Thomas Macdonough who .

gave the British such a severe and decisive
trouncing in the War of 1812, was a Dela-
warean of Irish parentage. o

Gen, Thomas A. Smyth of Wilmington and

A nattve of Ireland was at one time com-

mander of the famous Irish Brigade In the
Ctvil War—and was the last géneral of the
Union troops to be killed in that war.

A chéck of the men who wére not only high
in the mijitary ranks but aniqig the states-
wen, ilterary tien, and fndustrialists were
elther natives of Ireland of both Cétholic
gnd Protestant falths or descendants of Irish

“immigrants, .

“Y At one time, Wilmington was a haven for
one of the noted Irish “patriots, Alexander
Hamilton Rowan, who escapéd from Newgate
Prison, to France, came to Philadelphia

in 1795, and eventually found rétige Th Wil-

n ‘where he' lived in Féfative poverty
but became rich in ffiends hére. Among
them were the Rodneys, Pooles, Dickinsons,

Bayards and the well-known Delawaré physi-

¢lan, Dr. Tilton. He earned his money by
printing calico and selling birchbéer from a
barroy, and he even worked as 'a gaFdener.
. Years later, w e was permitted to re-
turn to Treland and reéeived his pardon and
#his property, he attached to the door of one

of the turret Tooms of Kis castle home @ large ~

1abel béaring the word, “Wilinington” where,

-1t 1s sald, he would oftén retire for hdurs of

relaxation dng revery. T

+But these were the men of the headlines.
Just a8 important were the hundreds of Irish
familles who settled in Delaware and gortici-
pated in the developmeént of thelr new State
gnd Nafion. And certainly these notes of the
Irish tradition in Delaware, brief a§ they
may be, would not be complete without refer-
ence 1o the Irish families who lived on the
banks of the Brandywine and worked in the
Gtwder nd worshipped in old 8.
‘ -Brandywine, Their loyalty

and devotion are part of the annals of the.

Du Pont Co. ) . ‘
:-And down to this present day, we find in
&laware many native sons and ‘d'aug‘lﬁ:ers of

Treland ahd their ¢hildren who supported
the Irjsh cause in our time, They, too, in

"' their way, contributed to the cause of free-

 Awmerl

and independence in keeping with

dom i
 Ideals.

»
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CONGRESH

At
SEONAL RECORD — A

Revision of Our éederal Tax Laws

) EXTENSION OF REMARKS

HON. DANIEL A. REED

. . OF NEW YORK
- IN THE HOUSE OF REPRESENTATIVES
Monday, January 25, 1954

Mr. REED of New York, Mr. Speaker,
during the first session of the 83d Con-
gress the Committee on Ways and
Means held 2 months of public hearings
on revision of our Federal tax laws.
Testimony was received from over 600
witnesses and over 1,000 statements were
submitted for the Recorp, The entire
committee membership spent long hard
hours to complete the hearings.

""" At the present time the Committee on
Ways and Means is meeting in daily

executive sessions to prepare major tax
legislation which we intend to present to
the House before too many weeks have
elapsed. This legislatidbn will contain a
complete recodification of the Internal
Revenue laws in equitable and simplified
form. )

Mr. Aubrey R. Marrs, formerly head
of the technical staff, Bureau of Internal
Revenue, has prepared an excellent
summary of the testimony presented at
the committee hearings., It is my
opinion- that this summary should be

"~ available to all Members of Congress.

To that end, Mr. Speaker, I am extend-
ing my remarks in the appendix of the
ConGREsSIONAL REcorDp and including
therewith a summary of the General
Revenue Revision Hearings which is a
reprint of an article contained in the
Standard Federal Tax Reports published
by Commerce Clearing House:

Revidton or TiEe INTERNAL RevenUe Cope

(By Aubrey R. Marrs, attorney,

) s _ Waghington, D. C.)

The Crusade In Europe is.not the only
crusade of recent times. There is another
one going on right here in these United
States. It is being conducted against heavy
odds by Congressman Dan REeED and his as-
soclates in the House of Representatives, I
am referring to the ‘“Crusade for tax simpli-
fication, tax equity, and tax understanding,”
now being waged under the auspices of the
Ways and Means Committee. The crusades
abroad have been costly in blood and money.

Congressman REep’s crusadé may actually

resuylt in reducing the tax burden of our peo-
ple. If it fails so to do, the reason will be
largely the fiscal necessities of the Govern-
ment. .

His labors for a revision of the Internal
Revenue Code do not represent an eleventh-
hour conversion for Dan Reep. In fact, one
might say that he is a “B. C.” revisionist,
that is, before change in the administration.

‘Chairman Reen considers that “a sound and

efficient revenue system is an essential to a
healthy American economy.” He has &
three-point program:

_“The present administration Is confronted
with three major problems. First, Federal
expenditures are at too high a level. Sec-
ond, Federal, State, and local taxes are 50
high that they are taking almost 30 per-
cent of our, national income. And this,
despite the fact that prominent economists
have repeatedly stated that if is dangerous
for a government, by taxatlon, to take

more _'f:haxi 25 ‘percernt of the national in- -

Third, the Internal Revenue Code
own 'to such a degree through numer-

come.
i X
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ous patchwork amendments that i1t has
become complicated, unfair, and in many
situations completely unworkable.”

It is the revision of the code with which
this article is concerned. The internal
revenue laws have not had a thorough re-
examination and analysis since the compila-
tion of the revised statutes, about 80 years
ago. The code miust be examined from
stem to stern. Phe substantive provisions
of the code, as well as the procedural pro«
visions, need to be carefully scrutinized to
gee if they are fair, workable, and under-
standable., “We must make a complete re-
vision,” says Chairman Reep. It will be an
undertaking of the first magnitude. He
recdgnizes that due to budget limitations,
‘‘we may not be able to go as far as we
would like in all respects,” but we can at
least adopt sound, equitable, and under=-
standable principles in the law. Just be=
cause it can’t be done in one Herculean
operation is no reason why it may not be
done by feasible stages. Secretary of the
Treasury Salmon P, Chase once told Horace
Greeley that “The only way to resuwmption
is to resume.” Or as the Chinese would
put it, a 1,000-mile trip begins with the first
step. -

PRECODE ERA

Prior to the Revenue Act of 1928, the
general scheme of internal revenue legisla«
tlon was to make each revenue act a seli-
contained body: of statutory law. For ex-
ample, in the Revenue Act of 1926, there
were reenacted all the provisions of the
proceeding 1924 act, both substantive and
procedural, with such changes and omis-
sions as the current policy of Congress
dictated; the preceding act was then re-
pealed, with certain exceptions. The sub-
stantive law provisions of each revenue act
would remain in force for the years to which .
applicable, except as subsequently amended;
but as to adjective or procedural law, such
provisions were restated as to open cases
under prior acts and new provisions in-
cluded for all cases to arise under the then
current revenue act. The method did create
some confusion especially in procedural
problems. As explained by the Ways and
Means Committee: “The effort in each new
act to put in the same place all-the law
relating to the assessment and collection of
taxes for earlier years, as well as the law
relating to the method of assessment and
collection of the taxes imposed by such new
act, has resulted in many complications.
Striking examples of the difficulties en-
countered may be found in sections 277 and
278 .0of the 1924 and 1826 acts, dealing with
the statute of limitations, section 284 of the
1928 act dealing with refunds and credits,
and section 283 of the 1926 act, dealing with
appeals to the Board of Tax Appeals in
cases arlsing under the 1924 and preceding
acts. If this process is' continued, it will
produce more and more complexities. The
commitiee is impressed with the importance
of midking a fresh start.” (1939-1 (pt. 2),
CB 391, at p. 421.) . .

The plan of the early revenue acts accounts
for the arrangemént employed in intérnal
reveriiieé laws, a coihipildtion once issued by
thé Treéasury Départment at convenient in-
tervals, the last orie containing the internal
revenie laws in force on April 1, 1927, The
1927 compilation combines the appropriate
sections of the Revised Statutes, the Revenue
Act of 1426, approved February 26, 1926, and
such pFlor acts as had not become obsolete.
For éxample, chapter, 19, “Income Taxes,”
éontains all such provisions in the Revenue
Adt of 1926, followed by every prior revenue
met, back to and including section 38 of the
act of August 5, 1909,

As a result of the study of the situation by
the staff of the joint committee and others,
particularly a volufitary committee the mem-~
of which served with ompensation,

i




Yg:a

" years.

certaln changés 'wére recommended ‘which
took shape in the Revenue Act of 1928. ‘This
act, differed materially from previous revenue

dcts. After reciting the difficulties above
explained, the Senate Finance “Committee

Yeport says:

- sTherefore, the provistons of the income
tax title of the present bill apply only to the

. taxable year 1928 and succeeding years.

They have no'effect whatsoever on taxes im-
poséd for prior taxable years, nor do the pro-

- yisions of the 1926 income tax title have any

éffect on the comptitation of tax for 1928 or
later years. For this reason the income tax
title of the 1926 act is not repealed by the
bill and remains in force for the collection
of taxes for 1925, 1026, and 1927, as well as
taxes under prior acts except as ‘modified by

-itle ITI, of the présert bill, containing ex-

press amendments to such title, and by title

' IV, containing various administrative provi-

slong, and by title V, céntaining a few retro-
active provisions Intended to relleve certain
cases of hardship under prior acts. It is to
be noted in particular that provisions such
&6 those In titlés X, XI, and XII of the
1926 act as well a§ other titles thereof remain
in full force and effect {except as amended
by the new act) for the taxable year 1928
and subsequent taxahle years.
section 1107 applies to income taxes for 1928
and future years. . Its application is not re-
stricted to ‘internal revenue laws' in force
at the time of its enactment.

. “It is planned ultimately to combine pro-
visions of this gefieral nature into a complla-
tion or code apaft from the revenue acts.”
(1939-1 (pt. 2), CB 421.)

At the same time the 1928 act made a dis-
tinctive change 1n the typography ‘and style
of printing of the revenue acts. This was
explained by the Ways and Means Committee
Report, as follows:

“The Joint Committee on Internal Reve-~
#ive Taxation in its report recently sub-

_mitted to the Committee or Ways and

Means and to the Pinance Committee of the
Senate, endorsed a recommendation that one
of the most helpful steps in the simplifi-
¢ation of the income tax would be the use
of a new typograprical setup making use
of bold face headings and subheadings and
also making use of indentlons, so that the
resder may moré easlly find the matter he
is in search of. The style approved by the
Joint Committee for use in the publication
of the law, when enacted, is set forth in
volume II, appended to its report. The
present bill makes use ‘of the system recom=-
metided for the printing of the law, as nearly
as thé styles of type in bill size avallable
at the Government Printing Office will per-
mit.” (1939-1 (pt. 2), CB 392.)

The, new idea was a simplifidation so long
as the revenue meastires did hot come too
fast and there were few retroactive amend-
ments. "The adoption of a continuing stat-
ute applicable to the current years, with
‘onily occastonal  intervening amendments
end few retroactive amendments, rendered it
comparatively easy for taxpayers ‘(and law-
yors) to ascertain exactly what the law was
during any given year. The statute appli-
cable to the taxdble period under considera-
tion would give one the statutory law, sub-
Ject to a rundown on retrospective amend-
ments. . o
©Meanwhile, 1n 1922, there appeared on the
market a publication which rémains to this

dgiy the most convenlent medium for ascer-
tain

talning the statufory law in Federal income,
estate and gift taxation, applicable to past
It is the correlation of the revenue
laws by Walter E. Barton. This work is

mow in its 10th’edition, and cértain editions
taken together cover the entire period from
11613 ‘to 1949, 'This work is a correlation,

that 1s, the cOfresponding provisions of a
gerles  of revenue acts are lald ‘alongside
eath other in verticle columns so that they

may be readily compared. [The same re-

.

For Instance,

o

-gtitutions.
.ments ta the code in such patchwork fash-
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v;hobo%herwisé would be 8 dependent earns

sult can be accomplished through use of
CCH Iternal Revenue Code.] Since a
period: of above 6 years occurs between edi-
tions, & large portion of the retroactive
amendments appears along with the original
provisions., Unfortuniately, this laborious
though convenient method cannot be follow-
er by legislative bodies.

CODE ERA

As foretold above, the Internal Revenue
Code was prepared and was approved by
the President on February 10, 1939 (53
Statutes, pt. I). (See the explanatory
Mimeograph 4909, 1939-1 (pt. 1) CB 391.)
Then more revenue acts came in rapid suc-
cesslon, with hundreds of retroactive amend-
ments. From the enactment of the code on
February 10, 1939 to the end of 1943, there
were 737 different amendments, 83 of which
became effective on the date of their enact-
ment or on the following day; 77 of which
became effective from 10 days to several
months after their enactment; and 577 of
which were retroactive for periods ranging
from less than 1 year to approximately 4
years. The same policy of frequent amend-
ments to the code continued during the
8-year period 1944-49, when there were 380
amendments, & large number of which were
‘retroactive.

Only a small number of the amendments
since February 10, 1939, have been made
by reenacting the amended sections in their
entirety. Most of them have been made by
striking out some language and inserting
other language, the consequence of which
has been that taxpayers were required to
make the necessary eliminations and sub=-
The result of so many amend-

ion has been to create unavoidable, if not un-
necessary, confusion, even with the improved
system inaugurated by the 1928 act. There
is no way of avoiding this kind of confusion
with® annual and semiannual smendments
of the code, sprinkled with many retro-
active provisions. Such a method of rev-
enue legislation continued over a period of
years is conduclve to many inequalities, com-
plications, and unsound practices. It is no
exaggeration to say that the -present Fed-
eral tax structure has been thrown together
by disconnected enactments, usually under
the pressure’ of real or fancied national
emergencies. Chairman REED recognizes
that situation. A general revision of the
code is overdue.

REVISION OF THE CODE

The staff of the Joint Committee on In-
ternal Revenue Taxation was instructed by
the chairman to undertake a revision of the
Internal Revenue Code, Accordingly, the
staff conducted a survey to elicit suggestions
and commentse from the general public re-
lating to improvements in the internal rev-
enue laws and their administration. The
survey was conducted on the basis of a wide-
ly distributed questionnaire, the response
to which was immediate and widespread
from all parts of the country. On April 21,
1953, the staff released a preliminary digest
of the thousands of suggestions which had
been received from individual taxpayers,
businesses, tax practitioners, professlonal
groups, and trade assolications. Anyone de-
giring to study the matter might well begin
with this preliminary digest.

Based upon replies to the guestionnaire,
the prelilminary digest set forth 40 carefully
selected subjects upon which to conduct
public hearings, This numerical list, which
gives the order on which the hearings were
held, is as follows:

1. Qualifications for the dependency credit
(Including such problems as to whether de-
pendency exemptions should be granted for
foster children, whether a dependency ex-
emption should be apportioned where two or
more taxpayers are providing the support,

and the problem arising where an Individual

Janu®y 25

over $600 of income).

2, The expenses of child or dependency
care for working wives, widows, etc.

3. The deduction of medical and dental
expénses (such as problems relating to the
5 percent minimum, the maximum dollar
lmits, and the coverage of the deduction).

4. Deductions of charitable contributions,
interest, and taxes:

(a) Charitable contributions.

(b) Interest,

(c) Taxes.

5. College and educational expenses (in-
cluding the unusual school expenses of de-
pendents and also the professional educa-
tional expenses of the taxpayers themselves).

6. Business expense deductions from "ad-
justed gross income (such as traveling ex-
penses, entertainment expenses, work
clothes, and the relationship of these deduc-
tions to the standard deduction):

(a) Adjusted gross income.

(b) Traveling expenses.

(¢). Entertainment expenses.

(d) Work clothes.

(e) The standard deduction.

7. Alimony and separate maintenance and
support payments,

8. Income-splitting and head-of-house=
hold provisions.

9. Averaging of income (such as modi-
fication of section 107 to provide a different
type of averaging and coverage of types of
income not now provided for by that sec-
tion).

10, Barned income credit.

11. The time and manner of filing re-
turns, and declarations for individuals:

(a) Time and manner of filing returns.

(b) Declarations for individuals. )

12. Withholding. ’

13. Employee death and disability bene-
fits: :

(a) Employee death benefits.

(b) Emmployee disability benefits.

14, The 3-percent annuity rule.

15. Stock options and deferred compensa=
tion plans:

(a) Stock options.

(b) Deferred compensation plans.

16. Pension and profit-sharing treatment
provided by sections 165 and 23 (p).~

17. Techniques for alleviating double tax-
ation gf dividends.

18. Accounting principles (such as those
relating to timing and correlation in report-
ing income and expenses).

19. LIFO inventory accounting.

20. Depreciation and amortization.

21. Research and development expendi-
tures.

22, Capital galns and losses
prohlems relating to basis: -
(a) Capital gains and losses.

(b) Problems relating to basis.

23. Income taxes of lessor pald by lessee.

24, The net operating loss.

25, Cancellation of indebtedness.

26. Consolidated returns and intercorpor=
ate dividends:

(a) Consolidated returns.

(b) Intercorporate dividends.

27. Corporate reorganizations and distri-
butions:

(2) Corporate reorganizations.

(b) Corporate distributions. _

28. Statute of limitations, assessment, and
collection of taxes and penalties:

(a) Statute of limitations.

(b) Assessment and collection of taxes.

(¢) Penalties.

20, Partnerships.

80. The various provisions relating to in~
come derived from foreign sources.

31 Income tax treatment of estates and
trusts.

32, Treatment of bad debts (bad-debt re-
coveries, bad-debt reserves, and deduction
of nonbusiness bad debts) : ’

including

i
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(a) Bad-debt recoveries. '

(b) Bad-debt reserves. co

(¢) Deduction of nonbusiness bad debts.

33. The determination of taxable income
inclusions and exclusions. '

. 84. Gift and estate tax problems:

(=) - Gift tax problems.

(b) Estate tax problems. C

35, Excise tax problems (exclusive of those
relating to rates, to new taxes, or'to removal
of existing taxes).

36. Retirement funds for self-employed
and others not covered by existing pénsion
plans. B

37, Exclusion of pension and retiremént in-
come for specific types of employees. ’

38. Depletion and exploration expendi-
tures: : ’

(a) Depletion.

(b) Exploration expenditures.’

. 39, Improper accumulation of surplus
(section 102). '

40, Excise tax rates, ’

Tn a recent study, made by Commerce
Clearing House, of the nine-thousand-odd
petitions filed between November 8, 1951, and
January 19, 1953, the most recurrent issues
appealed by petitioners to the Tax Court
were: (1) dependency exemptions; (2) part-
nerships; (3) capital gains and losses; (4)
miscellaneous “business” deductions; (5)
depreciation; (6) travel expenses; (7) medi-
cal expenses; (8) entertainment expenses.
It is revealing to note that the number one
{ssue taken to the Tax Court was the num-
ber one subject on the committee’s list; also,
that every one of the most recurring issues
above named were covered in the commite
tee’s schedule of hearings. o

The public hearings began on Jine 16,
1953 and weéré concluded on August 14, 1953.
It may be that, under present conditions, the
primary object of Federal revenue legislation
is to find new and ever-expanding sources
of taxation, But sometimes the taxpayer
needs a break as well as the Goveinment.
»These hearings were the first opportuhity of-
fered to the public to express itself before
the Ways and Means Committee on the code

~in {ts entirety, rather than on the specific
matters involved in a current reveriue bill.

The entire list of 40 subjects was recited
above not only for ‘the convenlence of in-
terestdd readers but also for the purposes of
this article. Each subject hereinafter will
be briefly discussed in its numerical se-
quence. Each busy reader may pick and
choose the subject in which he may be in«

- terested and thus conservé his time. The
plan of treatment of each subject is as fol-
lows: (1) An historical note pointing out
the origin of the item in our Federal tax
structure, usually going back no further
_than the act of October 3, 1913, which is
the first enabling act under the 16th amend-

_ment; and (2) a brief statement of the exist-
ing law.s? en follows a brief résumé of
the public testimony developed at the hear-
ings. In this way, it 1s expected that the
coveragé will be sufficiently informative to
put.one on notice as to the scope of the hear-
ings. Anyone desiring o go exhaustively
into the matter is free to do so.

The testimony and the submitted states
ment did not al%ays coincide with the sub-
jects set for hearing. - o

Dependency credit :

Historical note: The dependency credlt
first made its apeparance in section 1203
of the Revenue Act of 1917. It granted the
head_of a 'family an additional exemption

- of $200 for each dependent child. The sub-
" gequént amendnients have been niimerous.
Under present law, an exemption of $600 is
allowed for each dependent in a Specified
degree of relationship,® for whom the fax-
~ payet provides over half the support. How-
ever, the dependent’s gross income for the
year must be less than $600, and, if an alien,
o - . O]

it

Footnotes at end of speech.’ :
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he must reside ifi the énited States, Canada,

or Mexico. (Sec. 10 (b), Individual Income
Tax Act of 1944, approved May 29, 1944.)
The dependency exemption is now wholly
free of the concept of head of a family.
(Code sec. 25 (b) (1) (D) and code sec. 25
(b) (2) and (3).)

Testimony at hearing, June 16, 1953: Nu-
merous House bills have previpusly been in-
troduced relative to this subject. Much of
the testimony under this topic confuses the
dependency credit with the expenses “for
child care for working wives. It is evi-
dent that the middle class and the laboring
class have no appreciation of the budget re-
quirements of the national debt and national
security. Most of the testimony was di-
rected to increasing the credits for depend-
ents. The joint committee staff estimates
that to increase the personal exemption from
$600 to $1,000, not to mention dependents,
would cost approximately 9.5 billlon in reve-
nue. The American Bar Association recom-
mended that wages paid to the dependent
by the taxpayer be disallowed, where an ex-

emption is claimed for the dependent by the:

taxpayer. Considerable support developed
to grant foster children dependency status
on the ground that it would stimulate the
adoption of children. The legislative rep-
ssentative of the Panamg Canal Zone rec-
ommended that section 25 (b) (3) be amend-
ed to include a dependent who is a resident
of the Canal Zone. The recommendations to
increase the amount of the dependency ex-
emptions sometimes had a maximum limita-
tion based upon adjusted gross Iincome
and/or age of the dependent. The trend was
to increase the amount of the dependency
exemption from $600 to 81,000, which would
involve an amendment of section 25 (b) (1)

* (A) of the code.

Expenses of child or dependency care for
working wives, widows, etc.

Historical noj‘,e: Medical expenses excepted,
the code has never_provided for the deducti-
bility of the personal expenses of a child,
nor has it permitted the deduction of ex-
penses incurred by & working wife or by a
widow for the care of a dependent.*

The dependency credit is supposed to rep~
resent ihe extent of income-tax benefit to
be derived from the care of dependents.

Hearings, June 16, 1953: The unmistakable
trend of the testimony was to allow a deduc-
tion as a business expense, under section 23,
for child care occasioned by either parent
being engaged in galnful occupation.

H. R. 305 would allow a widow or widower
to deduct amounts pald in providing care for
children while the parent is employed. A
limitation was suggested that the amoiint
otherwise allowable under this bill should be
reduced by the amount by which the ad-
justed gross income exceeded $5,000. H. R.
4394 would allow the expense of providing
care for children under 16 years of age, where
the mother is gainfully employed. H. R.
2861 would amend section 23 to allow child
care expense, but would limit it to $40 per
week and require the children to be under
16 years of age and to live at home.

Medical and dental erpenses

Historical note: This deduction was added
to the code by section 127 of the Revenue
Act of 1942. (Code section 23 (x).) This
principle opened the floodgates for the retro-
active deductions of the 1942 act. Prior to
that time medical care was regarded as a
purely personal expense, expressly made non-
deductible by section 24 (a) (1) of the code.
When the deduction for “extraordinary med=
ical expenses” was added, section 24 (a) (1)
was amended to conform, Originally, the
deduction was allowed for medical care of
the taxpayer, spouse, or dependent, but only
to the extent that such expenses exceeded b
percent of adjusted gross income. The de=

. o .
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duction” has been expanided in behalf of
elderly people. The 5 percent restriction is
inapplicable to such expenses for the care of
the taxpayer and his spouse if either has
attained the age of 65 years. There are also
maximum limitations on the amount of the
deduction. The statute expressly allows
amounts paid for accident or health insur-
ance. The statute has been liberally con-
strued, but the line has to be drawn some-
where.’

Hearings, June 17, 1953: Numercus bills
have been introduced bearing upon this sub-
ject. All were directed to a liberalization of
the deduction for medical care, particularly
the removal or alleviatlon of the 5 percent
rule. There was little agitation to lift the
maximum limitations. Several organiza-
tions of persons who are physically handi-
capped or permanently disabled presented
claims for greater tax relief by way of both
deductions and exemptions.

One witness would free the cost of health
insurance from the 5-percent rule and from
the standard deduction, on the ground that
it ‘would reduce the possibility of soclalized
medieine. The president of a Washington,
D. C., Dye-Dee Wash concern urged an
amendment to the definition of medical
care to include antiseptic diaper service.

Charitable contributions, interest, and taxes.

This is an unrelated combination of de=
ductions, although 1n the absence of statu-
tory authorization, and when not connected
with business or the production of income,
they would all be regarded as personal or
nondeductible disbursements. They now ap=
pear in the code as section 23 -(0) and (g)
(contributions); section 23 (b). and 24 (c)
(interest); and section 23 (c) (taxes).

Historical note (contributions): The de-
duction to individuals for charitable contri-
butions first appeared as section 1201 of
the act of October 3, 1917, amending the
act of September 8, 1016. It is now limited
to 20 percent of the taxpayer’s adjusted -
gross income. As to corporations, the char-
itable deductlon was first granted by secC=
tion 102 (c) of the Reveénue Act of 1935.
This deduction is still limited to 5 percent
of the corporation's net income. :

Hearlngs, June 18, 1853: The president of
Community Chests and Councils of America,
Inc., urged that the present allowances re=
main in effect, at least at their present
levels, Other witnesses recommended that
the charitable deductlon to corporations be
increased from 5 percent to 10 percent on
the assumption that it would stimulate the
flow of funds from successful corporations
to private charities. '

Historical note (interest): The interest
deduction to individuals first apeared in
the act of October 3, 1913, section II B (sec=
ond). Today the deduction covers all in-
terest paid on indebtedness except indebted«
ness incurred to purchase exempt obliga«
tions. The interest deduction to corpora=-
tions began with the act of August 5, 1909,
section 38 (second) (third), and, in the early
acts, was subject to a maximum lmitation
which the courts upheld® Today the de-
ductibility of this item is geared to several
restrictions respecting promptness of pay-
ment and the relationship of the taxpayer
and the payee, (Code sec. 24 (c).)

Hearings, June 19, 1953: Although this sec
tion relates to a limited number of business
expense deductions, occasion may be taken
to bring In other matters more or less re-
lated. One witness favored H. R. 1021 which
is a bill to amend section 127 (a) of the
code relating to war losses, giving the tax-
payer a wider choice in the treatment of
such losses. (See Shahmoon V. Commis=-
sioner (50-2, U. 8. T. C. par. 9500, 185 F.
(2d) 384 (CA-2); I T. 4086, 1952-1 CB 20);
Kenmore v. Commissioner (53-1 U. 8. T. C, -
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par. 9434 (C. A-2), affirming CCH Dec. 19,
110, 18 TC 754 (1952)).)

The Federal Tazx Forum, Inc., and the
American Bar Association recommended the
amendment of section 24 (¢) to provide that
no deduction would be disaillowed thereunder
for an expense or Interest item where the
related taxpayer included the accrued item
In his return and signed a binding election
to be taxed thereon. .

H. R. 1018 end H, R. 4166 were also urged
for favorable consideration, These hills
would amend sectlon 23 (e) to allow the

. deduction of losses and other .expenses oc-
casioned by abnormally high-water levels in
any body of water, Including a river.

Historical note (taxes): This is a compli-
cated subject. On its face it deals with the
deductibility of taxes and not their imposi-
tion. The deduction to individuals for
taxes began with the act of October 3, 1913,
section II B (3d). To corporations, it began
with the act of August 5, 1009, section 38
(2d) (4th). In the 1917 act, Federal income
and profits taxes were eliminated as deduc-
tible items. By section 111 of the Revenue
Act of 1943, Federal excise and stamp taxes,
not deductible as business expenses, were
‘eliminated from deductible taxes. (Sec. 23
(c) (1) (F).) To summarize the present
law on this item would carry the writer
beyond necessary space limitatlons.

Hearings, June 18, 1953: The Independent

Natural Gas Assoclation of America recom-

mended that the stamps purchased in con-
nection ngi stock issues be allowed as de-
-ductions from gross income. I. T, 8806,
1946-2 CB 41, ruled that stamp taxes on
bond, Issues were deductible on an amortized
basis over the life of the bonds. (See
Hirshon v, United States (53-2 U. S, T, C.,
par. 9499 (Ct. Cls.)).) )

An individual- witness recommended an
emendment to section 23 (¢) which would
.provide that taxes will be deemed to have
been pald or accrued in respect of the vendor
and the vendee of real property, in accord-
ance with the adjustments made between
them on the settlement date.

College and educational expenses

Historical note: Section 23 (a) (1) (A)
sllows as deductions all the ordinary and
necessary expenses in carrying on a trade
or business. Section 24 (a) (1) expressly
prohibits any deduction for personal, living,
or family expenses. Educational expenses,
elther for the taxpayer himself or for a
dependent, usually fall under the prohibition
of section 24 (a) (1). However, in recent
years a breach has been driven in the Gav-
ernment’s defensive wall. In Hill v. Com=
missioner (60-1, USTC, par.-9310, 181 F. (2d)
806 (CA-4)), the fourth circuit reversed the
Tax Court (CCH Dec. 17,166, 13 TC 291
(1949) ) and held that where a public school
teacher was required under State law to
elther attend summer school ar take exami-
nation on five selected books as prerequisite
for renewal of her teacher’s certificate, the
cost of attending summer school was an or-

dinary and necessary business expense. In.

Coughlin v. Commissioner (53-1, USTC, par.
9321,7202 F. (2d) 307 (CA-2)), the second
cireuit reversed the Tax Court (CCH Deo.
19,034, 18 TC 528 (1952)) and held that the
©€xXpense of attending New York University’s
Tax Institute, Incurred by a practicing law-
yer, was & business_expense.

Hearings, June 18, 1953: The president-
elect of the American Medical Association
urged an amendment to the code authoriz-
ing the deduction of . postgraduate educa-
t1.nal expenses, ’ .

Bupport was urged for two bills, H, R.
1274, which would allow a deduction with-
out limitation of expenses for the education
'of a dependent; and H. R, 3469, to provide
& deduction for expenses for the taxpayer's
own ‘education or that of another person
but not below the coliege level. Another

witness urged the deduction of bhoth sec-
ondary and college educational expenses.
A certified public accountant made a very
interesting contribution. He recommended
that no deduction be allowed to a taxpayer
for edycational expenses paid for dependents.
The deduction should be allowed to the per-

son recelving the education, and be written -

off as a capltal expenditure similar to the
depreciation of figed assets. 'The deduction
should be allowed against either employment
or self-employment income in an amount
not 1o exceed the lesser of 10 percent of cost
or 25 percent of actual employment for the
year. Any amount remalning after 10 years
would still be available under the same rules
of deduction. Refresher courses and seminar
éxpenses of persons already started on their
careers should be either fully deductible
when paid or incurred, or added to the un-
amortized base similar to the handling of a
major overhaul of assets for future amor-~
tization.

" Business expenses

Historical note: The necessary expenses
actually paid in carrying on any business
were allowed as deductions beginning with
the 1913 act. Section 214 (a) (1) of the
1818 act changed the wording to “all the
ordinary and necessary expenses paid or
incurred during the tazable year in carrying
on any trade or business.” The concept of
adjusted gross income was adopted by sec-
tion 8 (a) of the Individual Income Tax Act
of 1944, in connection with the simplified
tax table, and for use in determining the
standard deduction, medical expenses, etc.
Bectlon 22 (n) of the present Code creates
8 discrimination between taxpayers similarly
situated for all practical purposes. A self-
employed. person in business, or an employer,
may deduct all his section 23 expenses in
arriving at adjusted gross income. He may
then take the standard deduction where it
is not beneficial to itemlize other deductions.
By contrast, a salaried employee or a person
working on a commission basis may deduct
business expenses other than travel, meals,
and lodging while away from home, in arriv-
ing at adjusted gross income, only to the ex-
‘tent of the reimbursement arrangement with
the employer, This places the salaried or
‘eommission salesmen st a disadvantage in
respect of unrelmbursed expenses, In that he
must item them to obtain the deduction
under section 23. This offsets much of the
taX advantage connected with the standard
deduction.

Hearings, June 23, 1953: The discrimina-
tion above described was attacked by several
witnesses, primarily from the standpoint of
the commission salesman. 1In this respect
the commission selesman seems to be re-
garded as an employee. It was submitted
that in arriving at adjusted gross income
and In using the standard deduction, there
should be no distinction as between the self-
employed or an employer, and an employee.
Different solutions were advanced, one of
which would repeal the restrictions in re-

‘spect of an employee’s expenses not reim-

bursed.by his employer,

A similer discrimination exists as between
city salesmen and traveling salesmen. Tray-
eling expenses while away from home are
deductible in arriving at adjusted gross in-
come., A salesman who is assigned to city
and suburban territory incurs the same type
of expenses but cannot so treat them he-
cause he is not away from home. The re-
moval from the. statute of the words “while
away from home" wasg urged In that con-
Tnection. And one witness went so far as
to suggest that personal commuting expense
to his place of employment should be al-
lowed on the theory that it is imperative to
be at work to earn the income taxed. The
last-mentioned suggestion would apply to a
number of items presently regarded as purely

personal, For the traveling man, howevyer,

-
-

the foregoing suggestion Is not as radical
as that made by another witness to the effect
that home should be deemed to be the place
of the taxpayer’s family residence. (See
Commissioner v. Flowers (46-1 USTC, par,
9127, 326 U. S. 465).)

Alimony, ete.

In Gould v. Gould (1 U. S. T. C,, par. 13,
245 U. 8. 151 (1917)), the Supreme Court
held tHat support and maintenance pay-~
ments under a decree of permanent separa~
tlon was not Income to the former wife
under the 1913 act; nor were such payments
deductible from the income of the husband.
Thus the matter stood until the 1942 act.
(Secs. 22 (k), 23 {u), and 171 of the Inter-
nal Revenue Code.) The constitutionality
of this legislation was upheld, and its pro-
visions interpreted in Mehang v. U. S. {50-1
U. 8. T. C., par. 9164, 88 F. Supp. 285 (Ct.
Cls.), cer. dented, 339 U. 8. 97g; rehearing
deniled, 340 U. S. 847).

Although considerable interest was shown
in replies to the questionnaire, over the
many tax inequities which still beset the
divorced, or legally separated man, the hear=
ings developed nothing of significance except
& recommendation by the Federal Tax Forum
that section 22 (k) be amended to provide
that payments for support of the wife under
& private separation agreement be given the
same treatment as alimony, provided the

barties do not file a jolnt return.

Fncome splitting

Historical note: Since the Revenue Act of
1948, married couples are allowed to split
their combined incomes in .computing their
tax liability. (See. 12 (d) of the Internal
Revenue Code.) Section 301, Revenue Act of
1951, extended some of the benefit of income
splitting’ to heads of households by giving
them approximately one-half of the benefit
received by married couples from full income
Bplitting. (Sec. 12 (c).) The “head of a
household” i3 defined by the statute as being,
in general, a formerly married, but now un-
married, person who maintains g household
consisting of himself, children, stepchildren,
and grandchildren. The spltting of income
is the solution. provided by the code for the
serfous diserimination which formerly ob-
talned between spouses of community-prop-
erty States and those of the commen-law
States. After several gbortive efforts to take
away the tax benefit from the division of
Income between spouses in the community~
property States, the problem was success-
fully approached from the standpoint of
granting to common-law States substan-
tially the same income-tax advantages en-
Joyed by the community-property States.
This may afford g good object lesson inm any
attempts to iron out the inequalities in the
code. Take no unfair advantage away from
anybody; but extend it to everybody.

(The heads of households and certain un-
married persons who cannot qualify as such,
but who have a serious burden in caring for
relatives clalm they are being discriminated
against.)

Hearings, June 23, 1953: One witness be-
moaned the fact that no benefit whatever
was received from the Income-splitting pro-
visions by married couples. subject only to
the minimum rete.of tax. (With equal force
1t could be said that no benefit whatever was
received from sec. 12 (d) by married
couples in the community-property States
who fell in the highest surtax brackets.)
The witness sought to correct the alleged in.
equality by granting a special personal ex-
emption of $300 to heads of households in all
categories, and to married couples whose ad-
Justed gross income is less than $5,000.

The purpose of income splitting was not to
reduce the tax rates but to level off the seri-
ous discrimination which obtained for so
long between the community-property States
and the common-law States. If everybody

were taxed at one constant rate, income
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- #plitting would not have been necessary and
the community-property States would not
have enjoyed any advantage over the tax-
payers in the other States. It was the pro-
gressive surtax rates on-combined income of
spouses which brought about the disparity.
The splitting of income did not change the
rates of taxation but to the extent ahove
placed all spouses on a community-property
basis, Under the proposal, the wupper
bracket spouses in the community-property

Btates could also claim some special benefit

from section 12 (d). If the lower income
groups are entitled to relief from income tax-
ation, it should be accomplished by a change
in the minimum rate or in the exemptions.
Since all married couples subject to the min-
imum rate have always, in effect, had the
benefit of splitting income, there 15 no oc-
casion to do more on that score. )

It was also contended that the splitting
of income created an inequality as between
married couples on the one hand, and heads
of households and single persons on the
other. This was the occasion In the 1951 act
for giving the head of a household about half
of the advantage enjoyed by spouses. It was
accomplished by a change in the rates for
surtax. Historically speaking, the income-
splitting provisions have their origin in the
marital status of the eivil law. Naturally
the attributes of the marital status under
‘civil law have no application to unmarried
heads of households or single persons gener.
ally. In the community-property States,
where spouses have always been able under
Federal income taxation to divide their in-
comes, no great movement ‘arose to grant
similar benefits to the heads of households
.end single persons within those States., Now
.that the community-property system, as re-
gards Federal income taxation, has been ex-
tended to the entire country, it is not clear
to this writer just how far Congress should
g0 In respect of unmarried persons. The
_problem does not exist so long as surtax net
Income is not over $2,000, and does not be-
come serious uhtil the unsplit surtax net
Jdncome steps Into the progressive rates. At
“least one splution is available to the tax-
-payer—get married. ‘That's what the other
Lellow did.

Averaging of income

Historlcal note: The refusal of the Govern-
ment to prorate the gain on capital transac-
tions over the period of time in which the
asset was held proved to be as costly as it was
Adnequitable. To subject to the ordinary sur-
tax rates the gain realized in the year of sale
‘but which had been accruing over a period

-;0f years, was pretty rough. The result con-
“tributed in no small measure to the alternate
method of taxing capital gains, first adopted

by section 206 of the Revenue Act of 1921,

A somewhat analogous situation was pre-
sented by compensation received for personal
services rendered over a protracted period of
,time. That situation was recognized by sec-
tion 220 of the Revenue Act of 1939, which
added-a new section 107 to the Code. By
section 107, under certain circumstances, the
compensation Is prorated over the prior years
in which the services were rendered so that a
computation at the rates applicable for those
years may be made, and the aggregate tax so
.computed becomes the maximum tag in the
‘year of receipt. This method of proration
has been extended to the gain derived by the
taxpayer from a particular artistic work or
Invention by him; and, also, to certain kinds
of back pay. 'The foregoing relief is prob-
ably inadequate in that it does not provide
for lump-sum payments made at infrequent
Intervals on continuing as distinguished
from completed projects; nor-does it take
into account lump-sum payments received
as cumulative dividends and delinquent
Interest. }

Hearings, July 8, 1953: At the hearings
there was conslderable agitation for different
methods of averaging and for covering a
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wider front. One proposal was to reduce the
period during which personal services must
be rendered from 36 to 13 calendar months
and, also, permit the exclusion of taxable
periods during which a small percent of the
total services are rendered. H. R, 6126 has
been introduced along such lines.

Another proposal would permit lifetime
averaging of income by all individuals. It
recommends & moving average base for the
averaging of taxablée income.
that this method will improve the tax struc-
ture (1) by removing the repressive effect
of imposing the tax on the annual income
as if each year stood by itself unrelated to
any other year, and (2) by equalizing the
tax burden among individuals who earn the
same amount of income over the same ex-
tended period of time. .

Various other methods of averaging were
suggested to find the income for the taxable
year, each with its distinctive features. The
Associated Actors and Artistes of America
recommended an amendment to the Code
which would allow the averaging of irregular
and fluctuating income. It presented three
methods for so doing, with a preference ex-
pressed for the simple averaging method.
This method contemplates that, at the end
of a given pericd, the taxpayer shall be en-
titled by proper election to a credit against
the tax otherwise dye for the current. year,
measured by the excess of taxes actually paid
Ior the averaging period over the taxes that
would haye been paid for such period, had
the income in each year of the period been
the average of his entire Income for all years
within the period.

The Chamber of Commerce of the United
States made a strong justification for ex-
tending the principle of section 107 to all
types of fluctuating income, including inter-
est, rents, dividends, royalties, bonuses, ete.,
applicable to two or more years, or attribu-
table to subsequent years. They point out
that the business operating loss carryback
and carryover provislons (section 122) con-
stitute a limited and incomplete recognition
of the need for a more comprehensive income
averaging device. 'Fhe injection of the ac-
countant’s conctept of deferred income, that
is, income received in the current year but
attributable under accepted principles of ac-
counting to subsequent years, is a unique
contribution teo this subject. The chamber
also points out that a great deal of the neces-
sity for an averaging device 1s due to the
highly progressive rates of surtax. The best
cure for the problem would be to attack the
high rates.

‘The incentive motive as a guiding principle
was also injected into this topic. Of course
incentive can be raised in every detail of
taxation. One witness recommended that
the Federal Government offer all taxpayers
& rate cut as a business incentive, to the
extent that their annuml earnings exceed
their moving average earnings of their last
4 years. Another witness recommended as
8 method of incentive taxation that any em-
ployer of labor, collecting and reporting with-
holding taxes, may deduct from its taxable
income varying amounts per worker per fis-
cal year, provided such amounts were rein-
vested in capital assets during the taxable
year. Were some such provision adopted, it
might also be regarded as an indirect reim-
bursement for all the tax collection activities
to which the employers of labor are subjected.

The American Newspaper Guild recom-
mended an amendment to section 107 (d)
{2), relating to back pay, in order that sever-
ance dismissal pay, such as is provided for
by American Newspaper Guild contracts, may
be allocated to taxable years in which the
Income may be assumed to have been earned.

Earned in;come credit

Historical note: The underlying theory of
Income taxation is to place the burden of
tax upon ability to pay. It would seem that,

It is claimed .
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gdollar for dollar, unearned income is as able
to pay Income taxes as earned income. Par-
Fcularly, since the enactment of section 206
of the Revenue Act of 1921, giving special
treatment to gains from capital transactions,
the taxpayer who earns his income by the
sweat of his brow or other personal services,
1s at a disadvantage.”

The first provision attempting to compen-
sate for the unfavorable position of the tax-
payer who earns his Income was section 200
of the Revenue Act of 1924. It took the
form of a credit of 25 percent against the tax
on earned net income (not in excess of
$10,000). The principle of the credit was
continued in the 1926 and 1928 acts. It was
eliminated in the 1932 act; but restored by
the 1934 act in a limited way.® It was then
continued in every act until repcaled by sec-
tion 107 (a) of the Revenue Act of 1943.

Hearings, July 9, 1953: There was very little
Interest shown in the hearings over this
topic. This was in sharp contrast with the
fine presentations made where the topic was
of vital interest to well-crganized businesses
and professions,

The National Assoclation of Manufacturers
submitted an adverse statement on the sub-
Ject. They pointed out that the major in-
come-tax problems stem from the high rates
and especlally the steep progressivity of the
structure. An earned income credit would
not benefit retired persons, and others de=
pendent upon income from pensions and in-
vestments. It would further complicate the
fax laws and constitute a dangerous prece-
dent to introduce gimmicks in the law which
tend to divert attention from the basic prob-
lem. The assoclation strongly recommended
that excessive Income taxation be dealt with
directly, and not circumvented by special re-
lief provisions for various classes of taxpay~
ers which would have the effect of perpetuate
ing the high-rate policy.

A lawyer In private practice submitted a
gtatement which pointed out that one of the
‘most significant soclal changes brought
about by our present rates of taxation is that
it has become virtually impossible for a per-
son to accumulate out of earned income a
substantial reserve for his old age, or an -
estate of sufficient size to support his widow
or other dependents. He maintained that
the Government should never take more
than half of a taxpayer’s earned income. He
recommended a 50-percent maximum limita-
tion on earned Income, and a reasonable
.earned income credit for taxpayers below the
50-percent average tax rate. Under present
conditions, the writer agrees with.that ap-
proach to the existing inequity. .

The United States Chamber of Commerce
took the position that there should be a rese
sonable differentiation between earned ine
come and other income. Therefore, consid-
eration should be given to the development
and allowance of ‘‘a substantial credit for
earned income.”

Time and manner of filing returns, and

declarations for individuals

Historical note: The filing of returns of
income has always been a required feature
of Federal income taxation, beginning with
the Civil War Acts. In fact, most all taXes
except those paid by stamps require periodie
returns. In the act of August 5, 1908 (sec.
88, 3d), and the act of October 3, 1913 (sec.
II D and G (c)), the due date of the return
was March 1 of the following year. Such
date was changed by the Revenue Act of 1918
to “the 156th day of the 3d month following
the close of the fiscal year, or, if the return
1s made on the basis of the calendar year,
then the return shall be made on or before
the 15th day of March.” (Sec. 227 (a) and
sec. 241 (a) of the Revenue Act of 1918.)
Bince that time (1919), the regular filing
<date on the final Income returns for both
individuals and corporations has not been
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in the form of a contract with an insurince
company or on & self-insurance basis satls-
factory to State authorities. As explained
above, I T. 4107, modifying several prior
rulings, has ruled that certain types of self-
ingured plans, although meeting the re-
quirements under State laws, do not con-
stitute plans of insuFfance within the mean-
ing of code section 22 () (5).

Under these circumstances, & practicing

« gttorney recomimended that the code be
gmended 1o exclude from the employee’s

. gross income disability benefits paid under
gelf=insured private plans whether or not the
eniployer is insured. The same party rec-
ommended that the code be amended to
allow a deduction under section 126 (c) with
respect both to installrnent payments and to
lump-sum payments to beneficiaries of de-
ceased inembers’ of employee retirement
. plans, if such payments are not made under
joint and survivors’ annuities described In
gection 113 (a) (5).

Three percent annuity rule

Historical note: The 3 percent anhuity

rule first appeared in section 22 (b) (2) of
the Revenue Act of 1934, (See 1939-1 (pt.
2) CB 569, at pp. 604 and 628 (amendment
No. 14).) It continues at code section 22
(b) (2). The 3.percent rule is not too im-
partant to retired Government annuitants
ginée owing to their relatively small con-
tribution their eost is recovered ordinarily
in somewhat over 2 years. To a person who
has acquired his annuity on less favorable
terms, or by purchase from an insurance
company, the rule may take on some impor-
tance. The result is that many annuitgnts
are never able to recapture their outlay tax
free, while others, through such recapture,
incur a sharp rise in tazable income in the
year following that in which the total cost
lias been recovered.
- Hearings, July 14, 1053: The section of tax-
ation of the American Bar Association pro-
posed an amendment substituting a con-
stant yearly excluslon for the life of the an-
nuitant, based on his life expectancy. This
s the same method contained in the Reed-~
Camp bill. That bill also contalned provi-
sions relating to annuities in discharge of
alimony; amounts received other than an-
nuity payments; and annuities having a re-
fund feature.

The American Life Convention and other
witnesses submitted a proposal for annulty
taxation which involved c¢hanging the 3-per-
cent factor to a 114 -percent factor to deter-
mine the interest element in annutties. and
the application of this factor continuously
, throughout the life of the annuity rather
than terminating it upon the recovery of the
capital investment.

. The National Assoclation of Life Under-.

writers earnestly recommended a return to
the pre-1934 method of taxing annuity in-
come, unider which an annuitant would be
permitted to recover, tax-free, the purchase
price that he nas paid for the annuity and,
thereafter, be required to report all annuity
as taxable Income. The association favored
ag & strong second cholce the method ad-
vanced by the American Tife Convention.

Stock options and deferred compensation
‘ plans

Higtorlical mnote (stock options): The
proper treatment of employece stock options
has always been uncertain® Section 218 of
the Revenue Act of 1950, added a new section
(130A) ‘to the Code, in respect to restricted
employée stock options. (1950-2 CB 586-
587; code secC. 130A.) A ‘“resiricted stock
option” medns an option granted after Feb-
ruary 26, 1945 (the date of the Supreme
Court’s decision in the Smith case), to an
individual for any reason connected with his
employment by & ¢orporation to purchase
its stock if: (a) The option price 1s at least
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85 percent of falr ‘market value of the stock
when the option is granted; (b) the option
s not transferable inter vivos; and (c) at
the time the option 1s granted, the em-~
ployee does not own, directly or indirectly,
more than 10 percent of the optionor’s voting
stock. Where the employee exercises a re-
stricted stock option after 1949, and no dis-
position is made of the stock within 2 years
from the date of granting the option nor
within 6 months after the transfer of such
stock to him, then (1) noincome shall result

at the time of acquisition of the stock upon .

the exercise of the option, (2) no deduction
under section 23 (a) shall be allowed the
corporation, and (3) no amount other than
the option price shall be considered as re-
ceived by the optionor; provided, the op-
tionee, at the time he exercises the restricted
stock option, is an employee of the optionor,
or the option Is exercised by him within 3
months after he ceases to bé such employee.

Hearings, July 14, 1953: H. R. 4211 has
been introduced to amend Code section 112
so that the gain shall not be recognized to
the corporate employer upon a sale of treas-
ury stock to an employee pursuant to a re=
stricted stock option plan as defined in sec-
tion 130A (d) (2) and (3). A director of
the Wilcox Qil Co. urged favorable action
on this bill.

An official of the American Telephone and
Telegraph. Company recommended that the
tax position of capital-raising employee’s
stock purchase plans as opposed to incentive
cption plans for top management be clearly
set forth in the law. He suggested adding a
provisions to the code which would deal X~
pressly with the capital-raising type of plan.
The provision would exclude -from gross
income the entire differential between pur-
chase price and market value of stock when
jssued to employees under the plan, even

though such differential is In compensation.’

This would permit the reasonable under-
pricing of the stock required to induce ems-
ployee participation, without fear of tax
complications. Of course, the cost basis of
the stock presumably for all purposes, would
pe the price paid by the employee. .

Another recommendation was made which
would permit employee’s stock options
granted prior to the 1950 act to be modifled
to prohibit theilr asslgnment without being
treated as new options under section 130A
(e). The full effect of such an amendment
is not clear, but no objection is seen where
the option can qualify under the other pro-
visions of section 130A.

Historical note
plans): This gubject includes employees’
annuities, pension and profit-sharing plans.
(Code secs. 23 (p), 165 and 22 (b).)

Code section 165 had humble origins, It
began as section 219 (f) of the Revenue Act
of 1921, & new subdivision providing that an
jrrevocable trust created by an employer as a
part of & stock bonus or profit-sharing plan
shall not be taxable, but that the amounts
actually distributed to any employee shall be
taxable to him when distributed, to the ex-
tent that they exceed the contributions made
by him. (1939-1 (pt. 2) CB 192, at p. 218.)
The pension concept was added to the ex-
emption status by the 1926 act. It was re-
numbered to section 165 by the 1928 act.
In the 1942 act, it underwent a major over=
hauling and enlargement, which with certain
amendments represents its form today.
(Code sec. 165.)

Section 165 establishes the exempt status
of the trust. Section 23 (p) allows 2 deduc-
tion to the contributing employer. It began
as section 23 (q) of the 1928 act which
allowed the employer reasonable amounts in
addition to the contribution needed to cover
the pension Iiability accruing during the
taxable year. The subsection was later re-
lettered as section 23 (P). and as such, it was

. enlarged by the 1942 act to substantially its

present form. (Code section 23 ®))

(deferred compensation.
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Section 22 (b) contains the provisions re-
specting the taxation of annuities and the
exclusions from income of death benefits to
the employee’s estate or beneficiaries.

The foregoing provisions contain the broad
outlines of the system for tax treatment of
employees’ annuities, pension, and profit-
sharing plans. The system nNOwW goes much
further than any exact eorrelation of de-
ductions and income receipts could recon-
cile. Business and soclal policy have entered
into their formation. The applicable pro-
visions are already so complicated that the
complete explanation of detalled recom-
mendations to change inequities, jmaginary
or real, is beyond the necessary limits of this
survey. (See discussion in the joint com-
mittee’s preliminary digest of suggestions,
dated Apr. 21, 1953, pp- 35-40.) A number
of proposed amendments will be briefly men-=
tioned.

Hearings, July 15, 1953: Considerable in-
terest was shown in this topic and numerous
amendments were proposed, largely of a
technical nature.

The section of taxation of the American
Bar Association made four recommendations
ail of which were contained in the Reed-
Camp bills introduced in the 2d session of
the 82d Congress. They are:

1. The exclusion from gross income of the
amounts paid by employers for life insurance
protection plans created for the benefit of
employees.

2. Employers on the accrual basis should
be allowed 75 days, instead of 60 days, with-
in which to make contributions to trusts for
their employees—amend section 23 (p) (1)
(E) accordingly.

3. Payments to union welfare funds created
under the Taft-Hartley Act should be de-
ductible under section 23 (a), whether or
not they qualify as deductions under section
23 (p).

4. Provide capital-gains treatment for
lump-sum payments received by employees
or their beneficiaries from an employee’s
trust or from employee’s annuities in con-
nection with nontrusted plans—amend sec-
tion 22 (b) (2) (B).

All of these recommendations were also
urged by one or more other witnesses.

1t was believed desirable by one party to
extend the coverage of such plans to indi-
viduals who are not employees under the
strict common law concept or within the
statutory definition. He suggested that the
definition of “employee” set forth in code
section 3797 (a) (20) be amended to include
all persons who perform services for a life
insurance company as commission salesmen.
It would be interesting to consider this sug-
gestion from the standpoint of commission
salesmen generally. Another witness recom-
mended code amendments which would give
an employer secking to establish a pension
plan greater time within which to obtain an
advance ruling on the qualification of the
plan under section 165 (a); also, clarify sec-
tion 165 (a) (4) as to the extent to which
contributions or benefits under a plan may
be provided for shareholder employees.
Techniques for alleviating double tazation

of dividends

Historical note: Beginning with the 1913
act, dividends were jnecluded in the statutory
definitlon of income. (See II B of the act of
Oétober 3, 1913.) In recognition of the un-
fairness of the double taxation involved by
inctuding dividends in the shareholder’s in-
come, the 1913 act allowed as a deduction in
computing net income for the purpose of the
normal tax (sec. JI B, seventh) :

eThe amount received as dividends upon
the stock or from the net earnings of any
corporation, joint ‘stock company, associa-
tion, or insurance company which is tax-
able upon its net income as hereinafter pro-
vided.”
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In the 1916 act, the relief took the form
of the allowance of a credit for normal tax
burposes only. (Sec. 5 (b).)

In the Revenue Act of 1918, the relief
continued to take the form of a credit for
normal tax only, imposed upon individuals.

(8sc. 216 (a).) 1In the 1918 act, corpora-
tions secured relief by way of a deduction in
computing net income. (Sec. 234 (a) (8).)
The. 1928 act made it clear that all section 25
credits to individuals, including the dividend
credit, were “against the net income.” Thus
the matter stood until the Revenue Act of
1636, when the rellef was withdrawn com-
pletely as to individuals and reduced to 85
bercent of the dividends in the case of corpo-
rations. That is the position today. (Code
secs. 25 and 26 (b) (1).) BSeveral bills are
pending on the subject.

Hearings, July 16, 1953: There i{s a great
amount of literature on this topic and from
the number and character of those who testi-
fied, . or submitted statements for the record,
it is regarded as a ajor problem. Every-
body was agalnst the so-called double taxa-
tion of dividend income, The National Asso-
ciation of Manufacturers pointed out that
aside from the diserimination against stock-
holders, the most serious aspect of the taxa-
tion of corporate brofits which are disbursed
as dividends is the bias created in favor of
debt financing. If g corporation borrows at
4 percent, and has a 6 percent dividend rate,
1t requires three times as much gross to
service new stock as it would in the case of
& debt. This is doubtless one of the reasons
why net new corporate stock issues during
the period 1946-51 averaged only $1.6 billion
& year, while new corporate borrowing av-
eraged 811 billion g year. 1If that trend
continues, this writer suspects that Con-
gress will restrict the corporate deduc-
tion for interest on indebtedness, as it once
did. See sec. 12 (&) (Third) of the Revenue
Act of 1916.) : ;

All interest on Indebtedness 1s now deduct-
ible, with a limitation not here important.
The trend to debt financing may have led an
accountant witness to suggest that corpora-
tions be allowed to deduct dividends paid in
determining their taxable income. By con-
trast, another witness would cure the double
taxation of dividends by elimination of the
second tax on noncorporate stockholders.

Many other suggestions were made to al-
leviate the tax paln on the stockholder. In

*apparent recognition of the fiscal necessities
of the Government, most of the recommenda~
tions went at it by stages. Several witnesses
urged lifting the corporate credit from 85
bercent to 100 percent of the dividends re-
ceived from domestic corporations. As to
individual stockholders, the usual remedy
took the form of a credit, although it was
not always clear whether the witness meant
& credit .agalnst tax or against net income.

Several stock exchanges were represented,
the general approach being to allow ag a first
step a 10-percent credit against tax, that is,
& credit against tax of 10 bercent of the
amount of dfvidends received. In other
words, an investor with $500 of dividends
would compute his tax exactly as he now does
and then deduct 10 bercent of 8500, or $50,
from the tax. This would amount to taxing
dividend income ‘at 10 points less. As soon
a3 the Federal budget permits, g second step
could increase the credit to the Percentage
Tepresenting the lowest combined normal
and surtax bracket, presently 22.2 percent.
A variation of this method would allow as a
deduction from 8ross income a minimum
amount of say $200, with an option in the
taxpayer to take the bercentage credit or
the dollar deduction. The amount of the

bercentage credit varied as between wit-
nesses.

To this writer, the best rounded-out rec-
ommendation came from a Practicing attor=
- hey, as follows: .
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- "Recommendation : Give = stockholders
other than corporations a credit against in-
come tax equal to 20 percent of dividends
received from domestic corporations. Such
8 credit should not exceed the amount of
the tax imposed before allowance of the
credit and it should not be allowed with re-
spect to dividends from section 251 corpo-
rations or China Trade Act corporations.
No credit should be allowed with respect to
capital-gain dividends received from regu-
lated investment companies. If the credit
is allowed to nonresident allens, it should
not exceed the tax rate on their dividend
income. The credit with respect to divi-
dends received by an estate or trust should
be allocated between the fiductary and the
beneficiary on a basis similar to that pro-
vided in section 163 (b) of the Internal Rev-
enue Code with respect to partlally tax-
exempt Interest.”

Accounting principles

Historical note: This s one of the most
elusive subjects in the entire fleld of Federal
Income taxation. The lawyer and the Judge
think in terms of equal protection of the
laws, The law shall apply to all alike and
have the same meaning for everybody. The
accountant thinks in terms of reflection of
income for g specific business. His approach
1s more flexible. A method of accounting
may be satisfactory for one business but not
for another. The same busines may change
from one method to another as new manage-
ment desires or new accountants advise,
This exvlains the recurring attempts of the
accounting profession. to have the tax stat-
utes recognize, without question, the net in-
come statement of a certified public account-
ant as being in conformity with sound ac-
counting principles. To g lawyer, that is like
saying that the professional opinion of a
member of the bar shall he accepted by the
revenue authorities without question ag to
the state of the law, By legal standards, such
an opinion may serve as an exposttion of the
law of a foreign lurisdiction, but not as
authoritative on the law of this country. To
apply the same code differently depending
upoh the broad limits of “generally accepted
accounting principles” is to have different
codes for different taxpayers.

Since the 1916 act, there has been a statu-
tory provision in respect of the basis of
keeping accounts. (Sec. 8 (g) of the Rey-
énue Act of 1916.) Even at that time, there
was a caveat that the taxpayer’s method
must clearly refiect his income. A clarifica-
tion of the provision occurred in Section
212 (b) of the Revenue Act of 1918, and has
continued to this date. Code section 41
reads:

“General rule: The net Income shall be
computed upon the basis of the taxpayer’s
annual aceounting period (fiscal Year or cal-
endar year, as the case may be) in accord-
ance with the method of accounting regu-
larly employed in keeping the books of such
taxpayer; but if no such method of aécount-
Ing has been so emplayed, or if the method
employed does not clearly reflect the income,
the computation shall be made in accordance

with such method as in the opinion of the

Commissioner does clearly reflect the in-
come.”

As we see, the code does 82y, In part, that
net income shall be computed in accordance
with the method of accounting regularly

employed in keeping the books of the tax-"

bayer. However, those who seek to open
wide the floodgates for accounting conven-
lence fall to note that setion 41 also stateg
that, when the method employed does not
clearly reflect the income, the computation
shall be made in accordance with such meth-
od as in the opinlon of the Commissioner
does clearly reflect the income. The decision
88 t0 whether s particular method of ac-
counting does or does not clearly reflect the

January 25

income is left to the administrative authorl-+
ties with appeal to the courts. The certified
Public accountant thinks that should be his
brerogative.

Hearings, July 21, 1953: The National As-
soclation of Manufacturers think that ex=
Isting revenue practices are needlessly ar-
bitrary in their invasion of managerial
brerogatives - and interference with sound
business practices. They contend that where
management s following accepted standard
accounting procedures, modified consistently
in some cases to reflect the taxpayer's own
operating experience, the results should be
conclusive as to the taxpayer’s net income,
In my opinion, that philosophy of tax ad-
ministration is unsound. Getting down to
cases, however, the 'association gave several
specific examples where they seem to be on
solid ground.

Under the elusive topic of “accounting
principles,” ‘several witnesses advocated
changes at complete variance with the pres-
ent state of the law as to what constitutes
income. For some reason, under this sub-
Ject, several witnesses urged a change in
the basls of depreciation which amounts in
effect to a kind of percentage depreciation.
Most of such witnesses recognized that the
Code itself would have to be amended, al-
thought they relied heavily upon sound ac-
counting practice in justification for their
stand.

This writer has always regarded discovery
depletion and percentage depletion of min-
erals as a tax subsidy, not based on legal
principles of income derivation. The Treas=
ury Department has attempted on several oce
casions to eliminate or curtail those provi-
sions In the statute. That approach is futile,
With oil, gas and minerals, in general, setting
the,pace, it is curious that commerce and in-
dustry has not launched a drive for per-
centage depreeciation, or its equivalent. One
witness so did, using impressive terminology.
He urged an amendment to the Code to per=
mit a realistic and equitable computation of
the cost of plant consumed. He recome
mended  the use of an authoritative price
index as a means of converting the recorded
cost of varying dollars into a homogeneous
deduction for tax purposes. Although sug=
gesting the Consumers Price Index, he rec-
ognized that the Government should pre=
scribe the indices to be used in converting
recorded plant costs into allowable depre-
clation deductions.

Several other witnesses urged changes In
the tempo. of capital recovery under existing
law, but the most significant contribution
was the concept that the depreciation base
should be adjusted from time to time to
reflect changes in the purchasing power of
the dollar. This method would occasion
annual changes in the basis for capital re-
covery, measured by fluctuations in the price
indices. It revives memories of the valua-
tlon problems as of March 1, 1913, and under
the early revenue acts. The problem of
fully depreciated assets still in use will be
difficult. Perhaps the percentage depletion
method with which the Revenue Service has
had experience, would offer the best solu-
tion.

To & lawyer one of the most intriguing
principles of income taxation is the accoun-
tant’s concept of deferred income. The
legal authorities are almost unanimous in
saying that you cannot derive gross income
after the date of receipt. ‘You may accrue
it before receipt when it becomes a fized

. lability, but when recelved, that is the end

of it. (Automobile Underwriters, Inc. (CCH
Dec. 6088, 19 BTA 1160 (1930)); G. C. M.
20021 1938-1 CB 157; I. T. 3496, 1941-2 CB
107); Your Health Club, Inec. (CCH Dec. 14,
250, 4 TC 385 (1944)); Montgomery, Federal
Taxes (1949-50), vol. IT, Pp. 354-356.) A
fine technical brief was submitted wging
that the code be amended to brovide that,
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smounts, recelved for the servicing of tele-
“vigion recelvers and apparatus over a pe-
riod of time be considered taxable. income
over the same perfoc of time. "It was argued
that the reporting of taxable income would
then match with the expenses incurred, and
woilld reflect true economic income, .

The representative of the Amerlcan Tn- )

stitute of Accountants testified In favor of
the same basic idea but in different words.
He .advanced the philosophy that sections
‘41, 42, and 43 of the code should be cross-
referenced and keyed to section 22 (a), hav-
Ing to do with gross income, and to section
23, having to do with deductions, The Fed-
eral Tax Forum, Inc., would accomplish the
same objective by a general amendment of
section 42, with specific amendments pro-
viding that a successor corporation in a
tax-free reorganization should step Into the
“tax shoes” of the predecessor corporation
for all tax purposes.

LIFO inventory accounting

Historical note: The first statutory provie
slon dealing specifically with inventories was
section 203 of the Revenue Act of 1918. I
has continued in almost identieal language
to this date. (Code sec. 22 (¢).) The
orlginal regulations 45, promulgated April
16, 1919, provided that, in order to reflect
the net income correctly, inventories at the
beginning and end of each year were neces-
sary in every case in which the production,
purchase, or sale of merchandise was an in-
come-producing = factor. The regulations
were based largely upon regulations 33,
promulgated under the 1916 act, At that
time, the two bases recognized for the valua~-
tion of inventories were cost, or cost or mar-
ket, whichever was lower, (Where inven-

- tories are kept at cost, the effect is the same
&8s computing the gain or loss on the sale
_of each item of merchandise on the basis of
cost.) To a limited extent an average cost
method was recognized. (See A. R. R. 18,
2 CB 50.) (Where inventories are kept on
the basis of cost or market, whichever is
lower, the effect is to allow a_reduction in
gross income of the unrealized shrinkage
in value of goods on hand at the end, of the
year.) Article 1586 of regulations 45 (1920
edition) permitted livestock raisers angd other
farmers to valueé inventories by the farm-
price method,” which provided for a valua-
tion at market price less cost of marketing,
Article 1685 of regulations 62, approved Feb-
ruary 15, 1922, permitted dealers in securities
& third method of inventory pricing, namely,
market value. (‘To value inventories at mar-
ket, 1s to report gain or loss on the fluctua-~
tions in market value of goods on hand in the
closing Inventory.) A similar result is in-
volved in the farm-price method. 'The “re~
tall method” of pricing inventories, author=
1zed by article 1588&, regulations 62, is an
approximate cost method. The special
method granted miners and manufacturers
1s an allocated cost basis of pricing inven-
tories, .

In finding ecost for inventory purposes, tax-
payers must use the actual cost _of tiie par-
ticular goods In inventory, when such costs
can be identified, or the latest purchase in-
volces when ldentification is not possible.
The use of latest invoices has the practical
result of putting inventory costs on a “first-
in, first-out” basis, which, in general, has
been required to the exclusion of average
ecost.  Certaln Industries which carry large
Inventories subject to wide price fluctuations,
long desired to use the “last-in, first-out”
method (LIFO) of determining cost, since
that method tends to prevent inflated profits
In a rising commodity market, with the in~
evitable losses when prices turn downward.
The 'I‘re’a{sury declined to amend the regula-
tions to accommodate such industries. The
1938 act permitted a limited use of LIFO 1o
producers and processors of nonferrous met-
ely and to tanners, (Code sec. 22 (d) J,
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Finally, the 1939 act amended code section
22 (d) to permit all taxpayers using inven-
tories to elect to use a prescribed LIFO cost
for the valuation of all or part of their inven-
tories, subject to the Commissioner’s ap~
proval. The LIFO method is & substituted
cost method, which uses the highest recent
cost to compute profits, irrespective of which
goods are sold, and keeps the low costs in
inventory. The rationalization of LIFO cost
is that it provides a means through which
the Increased cost of carrying the same re-
quired inventory investment, due to price
rises, would not be considered business prof-
its. Of course, they are business profits
under#he closed and completed transaction
principle of income derivation. This writer
admits that LIFO cost and the so-called in-
voluntary liquidation and replacement pro-
visions of section 22 {d) (B8) are a departure
from the closed and completed transaction
principle of income derivation. Neverthe-
less, in a nation noted for its booms and its
busts, it is good policy to narrow in some
way the drastic income and loss effects of
those extremes. When the drop In price
level occurs, the losses are then computed
with reference to sales of the lowest cost
merchandise and inventory is replenished in
a falling market.

The LIFO taxpayers soon found themselves
in a jam. They had used the years 1939, 1940,
and 1941 to work o1t their mounting high-
cost goods., So, on the outbreak of World
War II (not to mention the Korean war),
they found themselves liquidating their orig-
inal low-cost inventories at mounting prices
with serfous economic and governmental re-
strictions on the ability to replace at any
cost. They ran to Congress for relief and got
it. (8ec. 119 of the Revenue Act of 1842;
Sensate Finance Committee report, p. 82; sec.
110 of the Revenue Act of 1943; Public Law
756, 81st Cong.; sec. 306 of the Revenue Act
of 1951; Montgomery, Federal Taxes (1949-
60), vol. II, pp. 404-461.)

Although practically all of the Inventory
provisions are in theoretical conflict with
the legal principles of income derivation,
the writer defends them as & means of
smoothing out the fiscal extremes to which
this country seems addicted. Judging from
some of the difficulties In administering the
involuntary liquidation provisions, the ob-
Jective might have been better accomplished
by an income gveraging device over a period
of years. -

Hearings, July 21, 1953: The substituted
cost of LIFO is bheneflcial, taxwise, in a
rising market; but, on a receding market
which falls below the LIFO cost, LIFO loses
its tax glamour. Apparently some business
men are concerned lest the price level fall
below their LIFO cost, Numerous witnesses
testified in favor of permitting LIFO tax=
payers to elect to inventory at cost or mar-
ket, whichever is lower. If is presumed
they mean to use the basls of LIFO cost or
market, whichever is lower. 'This would
combine the tax advantages of both systems.
In an inflationary market, it would reduce
income and stabiliZe inventory replace-
ment; in a recéding market, 1t would mini-
mize losses and also permit the reduction
in inconre of unrealized depreciation in-in-
ventory below the cost under LIFO.

One of the witnesses favoring LIFO cost

. or market, whichever is lower, went a step

further. In order to remedy an injustice
done to taxpayers who might have elected
to use LIFQ in the past, “but who were dis-
suaded from dpeing so by the advice of the
Bureau of Internal Revenue,” it was pro-
posed to permit them now to elect LIFO cost
or market, whichever is lower,

One witness made a lengthly statement In
defense of LIFO as a management control
tool, He contended that it is erroneous to
look ypon LIFQ ag 8, tax deferment device,
The normgal operations of business cycles
can induce involuntary liquidation during
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peacetime, which produces extraneous
charges or credits to income which tend to
mitigate against the effective use of LIPO as
a management control mechanism. He
recommended that the code be amended to
enlarge the present definition and treat-
ment of “involuptary liquidation.” (Sec-
tion 22 (d) (8) (B).)

Another recormmmendation would amend
section 22 (d) (8) (A) to provide for the
payment of interest on refunds arising from
adjustments occasioned by replacement of
involuntary liquidations. It was also urged
that the time within which replacements
could be made of World War II liquidations
of LIFO inventories be extended from
January 1, 1953 to January 1, 1956, so that
the time for replacement of World War II
and Korean liquidations would expire at the
same time,

Deprectation and amortization

Historical note (depreciation): Although
there Is respectable authority to the effect
that the depreclation deduction is entirely
& matter of legislative grace, the revenue
acts have always treated it as a deduction
from gross income in arriving at tazable
net income. In the Corporation Excise Tax
Act of 1909, and the regulations thereunder,
the depreciation deduction was regarded as
8 type of loss. (Sec. 38 Second (secod).)
The 1909 regulations provided that “This
estimate should be formed upon the assumed
life of the property, its cost value, and its
use.” Beginning with the Revenue Act of
1913, depreciation has been granted the dig-
nity of a separate deduction. (Sec. II B
(sixth) and sec. I1 G (b) (second).) By arti«
cle 161 of original regulations 45, promulgat=
ed under the Revenue Act of 1918, the stated
purpose of the allowance was to provide
an amount which, with salvage value at
the end of its useful life, would provide,
in place of the property, its cost, or its value,.
as of March 1, 1913, if acquired by the tuz-
payer before that date. Prior to the Rev-
enue Act of 1821, the statute did not specify
the basis for the depreciation allowance.
After the Prierson concession and the Su-
preme Court’s decision in Goodrich v. Ed-
wards,! the 1921 act attempted to remove
all doubt about the matter, and, where the
property was acquired prior to March 1,
1913, based the allowance upon fair market
value as of that date; otherwise, the allow-
ance would be based upon cost. (Sec.
214 (a) (8) and sec. 23¢ (a) (7).) In
that respect, the statute has remained un-
changed to this day. (Code sec. 114.)

In the purchase and sale of property, the
cost must be recovered in arriving at gross
income.* In keeping with the principle that
deductions per se are a matter of legislative
grace, the regulations, until recently, ex-
pressly provided that depreciation was not
to be regarded as a part of the cost of goods
gold. This was recently changed by T. D.
6028, promulgated July 6, 1953, 195316 IRB
8. Revenue Ruling 141, 1953-16 IRB 5.
Even so, the allowance itself is still based
upon cost, or adjusted cost. The new policy

- of revenue in respect of depreciation adjust-

ments Is set forth in Revenue Rulings 90
and 91, 1953-11 IRB 4-5.

Hearings, July 22 and 23, 1953: There
was probably more activity concerning de-
preciation and amortization than any other
toplc except excise-tax rates. To read the
oral testimony and statements submitted is
to take a course in economics. The Amer-
lcan Federation of Labor opposed most of
the reforms suggested by industry. The
testimony at the hearings unfolded in two
directions: first, more liberal deductions
under the existing conception~of the depre-
ciation allowance; and, second, an elective
departure from investment cost as the basis
for the allowance and the injection into
the subject of replacement cost, or other

Footnotes at end of speech.
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standards, as an optional method 'I’axing
them up in order:

1. A private practitioner observed that, In
an expanding economy, a business must be
able to recover the current high cost of in-
vestment out of current earnings. Today,
¥ising prices have resulted in replacement
costs far in excess of depreciation reserves.
The tax policy in respect of depreclation
should stand on the basic principle that the
purpose of the allowance is to permit the
tax-free recovery of the cost of invest-
ments. This Is the orthodox conception of
depreciation for tax purposes. He, therefore,
recommended (1) that taxpayers be per-
mitted, at their election, to deduct 50 percent
of expenditures for deprediable property

- either in the year made or over & b-year
period, with the remaining 50 percent subject
to the ordinary deprectation deduction; and
(2) that depreciation, whether allowed ‘or
allowable, should not reéduce basls unless it
resulted In’a tax benefit. ~ (See Code sec. 113
(b) (1) (B) and (d), as amended by sec. 102
of the Technical Changes Act of 1953.)

The representative of the National Machine
Tool Builders Assoclation proposed a systém

- of optional depreciation for durable produc-
tive equipment acquired after December 31,

. 1952.. The taxpayer would have the election
‘%0 wtite off all or any part of the cost of hew

equipment in the year acquired and placed

- In operation, the balance to be written oi‘f n
. B manner designated by the taxpayer.

- The Association of American Railroads rec-
ommended annual depreciation, at a new rate
up to a maximum of 20 percent, with respéct
to depreciable property acquired after De-
cember 31, 1953, until cost less the estimatfed
salvage had been charged off. The maximum
20 percent limitation would not apply wheéte
the useful life of the property was less th_an
5 years; but the deductions would, In' 1o
event, exceed cost less salvage valile upo'n

. retirément. Tt should be noted that rapid
recovery of invested cost is only a palliative
in an inflationary perlod.

U ©ther witnesses urged various méthods of

In general, the taxﬁfyer wouid be permitted
to determine the life of the asset and the
manner of cost recovery. H. R. 2138 would
-gllow depreciation to be taken on g private
home. H. R. 2720 would provide for acce!-

. erated depreciation of devices, buildings,
ehinery and equipment for the collection at
the source of atmospheric pollutants and
contaminants, based on a perlod of ‘60
months. There are other similar bills. Thefe
were many statements urging relief on that
and allied grounds.

2. The most exciiing testimony was in cqr_x‘
-nection with the replacement-cost theory of
depreciation. To compute depreclation on
‘the hasis of changes in price level is the same
a8 slowing full amortization of the presént
economic value of capltal investment. The
changes in price level determine the present
economlc value, or the fair market yalue, of
an asset. 'We hope its advocates do not mean
to base the allowance on the average dauy
price index for each day of the year. The
representatives of certaln public utilities
recommended that, where the régulatory
body determines in its rate-makmg process
. $hat the tax depreciation is inadequate, and
that a larger amount is necessary to keep in-
tact the service capacity of the plant, t
the public utility, at its election, may dedix ct

for tax purposes the additional amount of -

depreciation, so determined by the regula-
-tory body. To this writer, it all adds up
fo the same thing. Tt is an elective aban-
depraciation allowance. " In all fairness, how-
ever, It must be conceded thaf these unorihg-
dox theories for computing the depreciation
allowance are as sound, or more so, than the
trlumphant argument for discovery value
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and percentage depletion of natural re-
sOurces. (Code secs. 114 (b) (2) (3) and (4)
and 117 (k) (1).) The *gross income from
the property,” whether we regand the price
in the immediate vicinity of a well, or the
selling price of extracted and treated ores,
is substantially the Same as the econdmic
value or replacement cost at the time, of
depreciated assets exhausted in business dur-

" ing the taxable year. It all represents a de~

parture from the theory of recovery of in-
vestment cost. It would seem that-industry
and public utilities have as much justifica-
tlon in pressing thelr claim as anyone else.
Under present conditions, they labor under a
gross discrimination when compared with
the tax position of natural resources. To
smooth out the existing discrimination, all
industrial and commercial businesses should
be granted a depreciation allowance meas-
ured by the full economic or service value
of all plant consumed.

One witness stated that the principle of
réemoving inequitles in the computation of
depreciation, resulting from varying price
levels, is not new. It is recognized, he as-
serted, by the use of March 1, 1913 value of
all plant constructed prior to that date. Of
course, that is a complete miscaonception of
the significance of the March 1, 1913 valua-
tion date. It had nothing to do with price
levels as such.

The 16th amendment Is a comparative
riewcomer to the Unifed States Constitution.
It was proclalmed adopted on February 25,
1913. The first enabling act under the new
amendment was the act of October 3, 1913,
which selected the date of March 1, 1913 as a
convenient time for its effect, After the
Frierson concession and the decision In
Goodrich v. Edwards, above, the 1921 act
based depreciation upon fair market value as
of March 1, 1913. (Sec. 214 (a) (8) of the
Revenue Act of 1921.) Only constitutional
law and statutory consfruction are responsi«
ble for the March 1, 1913, valuation date.

Historical note (amortization): Amorti-
zation provides for éxhaustion by the efiux
of time. The terminology is applicable to
bonds sold at a premium or at a discount.
{See art. 544 of Regulations 45 (1920 edi-
tlon); code sec. 125.) In income taxation,
the word Is generally assoclated with the
rapid recovery of capital expenditures made
for facllities necessitated by virtue of war
emergency. (Sec. 194 (a) (9), and sec. 234
{a) (8), Revenue Acts of 1918 and 1921.)
The rearmament program preceding World
War II brought forth a new code section 124
Qealing with the amortization of the ad-
Justed basis of any “emergency facility,”
based oh a périod of 60 months, or a shorter
Period if the emergency sooner terminated.
{Title I of the Second Revenue Act of
1940.) With amendments, section 124 still
remains In the code. By section 216 of the
Revenue Act of 1950, & new section 124A
was added to the code, providing for a
speclal, 60-month esmortization period for
vertified properties, acquired or completed
after December 31, 1949, In lleu of regular
depreclation. Section 124A Is generally simi-
lar to section 124 which was enacted for
World War II purposes.

Hearings, July 22, 1953: H. R. 421 purports
to allow relief to small businessmen by per-
mitting a taxpayer, who has not heretofore
€lected to take an amortization deduction
under section 124, to apply for the proper
certificate retroactively. The sponsor of the
BHill and several witnesses urged its passage.
A practitioner recommended that section
124A be amended fo provide, at the tax-
payer’s’ électfori, fof “compression” of the
emergency period ff the emergency ended
before the close of the 60-month period, or
if the certifying authority determined that
the facility was no longer necessary in the
interest ‘'of national defense, In respect of
World War I (sec. 124), the President issued
& proclamation on Sgeptember 26, 1945, ter-

January 25

minating the emergency period as of Sep-
tember 30, 1945. It is contended that section
124A, applicable to the Korean war, is less

"effective than section 124, in that it contains

no provision for shortening the 60-month
amortization perlod in the event the emer=
gency sooner terminates.

In concluston, it is falr to state that, in
every controversy over the rate of recovery
of capital investment, the Government is
always faced with the problem of some form
of special relief.

H. R. 5634 would extend the amortization
allowance to facilities, certified by the Sec-
retary of Labor as a distressed area facility,
The vice chairman of the Connecticut De-~
velopment Commission wurged accelerated
depreciation and amortization as industrial
Inducements in areas subject to continuing
economic decline. In any event, he recom-~
mended that code section 23 be amended
to recognize the deductibility of rentals paid
by a business concern to State-sponsored de-
velopment corporations.

The Reynolds Metals Co. urged the amend-
ment of code section 117 (g) by eliminating
paragraph (3), which, In effect, treats the
gain from sale of section 124A facilities as
ordinary income,

Research and development expenditures

Historical note: The revenue authorities
are not primarily responsible for the discon-
tent over this subject. The original Regula-

- tlons 45 recognized a liberal optional treat-

ment of the cost of developing or protecting
patents. (Art. 843 of Regulations 45.)
This policy was upset by the former Board
of Tax Appeals in Goodell-Prait Co. (CCH
Dec. 1025, 3 BTA 30 (1925) ), and allied cases.
In one of the most damaging blows ever
struck at revenue administration, the Board
held that, even though a taxpayer had ex-
pensed the development of patents, processes,
etc., it could, nevertheless, restore them to
surplus for invested capital purposes ‘‘upon
& clear showing that they were in fact capital
expenditures.” Of course, development ex-
penses would usually be capital expenditures
under that view. In respect of the drilling
and development costs of oil and gas wells,
or the maintenance of a mine’s regular out-
put, the taxpayer influence was sufficiently
gteat t6 make the optional ‘treatment hold.
(See F. H, E. Oil Co. v. Commissioner, (45-1
USTC par. 9200, 147 F. (2d) 238 (CCA-5)):
King Oil Co. v. Commissioner (46-1 USTC
Par 9178, 153 F (2d) 6890 (CCA-5)); Concur-
rent Resolution 50, 79th Congress, first ses-
glon, 1945 CB.545; Revenue ruling 170, 1953~

‘18 IRB 6; T. D. 6023, 1953-15 IRB 10, Both

the Bureau and the Tax Court have since re-
Iented voluntarily to some extent. (Mimeo-
graph 6030, 1945-2 CB 45; J. H. Collingwood,
CCH Dec. 17,878, 20 TC—, No. 132, (1953).)

Hearings July 28, 1953.—The National
Assoclation of Manufacturers believed that
the taxpayer’s consistent practice of expens-
ing research and development costs should
be accepted for tax purposes. The Federal
Tax Forum urged substantially the same
thing. ~They maintained that a clear statu-
tory provision to that effect would encourage
industry to make large expenditures for the
research required by present conditions. The
Western Union Telegraph Co. made a con-
vincing presentation. They pointed out
that, in many cases, the treatment of re-
search and development expenditures is im-
practicable of determination. They recom-
mended a specific provision in the code
allowing the taxpayer, “in his sole discre-
tion,” not only to determine whether to ex-
pense or to capitalize an item but, also, to
determine the rate of recovery of any bal-
ance of capitalized expenditures not previ-
ously writtén off. Such a code provision
would undoubtedly eliminate considerable
confusion ‘and controversy, and would tend
to encourage outlays for research and devel-
opment work. .
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A layge delegation representing the farm
. Jbloc. urged the enactment of bills which
would authorize the expensing of amounts
‘tneurred, in soil and water congervation.
“This includes the prevention of erosion, and
similar things, rathér than attempting segre-
gation as to the expenses of contouring and
crop plowing.
_ The American Feéderation of Labor con=-
sidered that expenditures for research and
- development should be made as capltal
expenditures, They opposed the allowance
.as expenses of amounts designed to increase
capacity, develop new products or material,
or extend activities into new territories.
Apparently labor is opposed to a tax policy
‘whi¢h would reduce taxable net income of
.employers. '
"'This writer 15 in complete accord with
‘.the taxpayer position on this topie, but
"does not think that the taxpayer should
“then be privilegéd to restore such expensed
items to Invested capital for excess-profits
tex purposes, or ekcite sympathy on that
‘account for special relief purposes. The
taxpayer should keep his end of the bargain.
‘(8ée Guggenheim v. U. S. (48-1 USTC, par,
‘9232, 77 F. Supp. 186 (Ct. Cls.), cert. den,, 339
U. 8. 908).) :

Capital gains end losses and problems
- relating to basis

Historical note (capital gains and losses
(sec. 117)): In Merchants Loans & Trust
Company v. Smietanka® decided March
28, 1921, the Supreme Court upheld the
taxation of capital gains under the - six-
.teenth ameridment. Beginning with Sec=
“tlon 206 of the Revenue Act of 1921, capital
galns were glven special treatment involving
the alternative computation device which,
.with few exceptions, has continued in effect.
There, the mazximum rate was 121, percent.
At that time, the justification for this action
was based on the Iact that gains accruing
over a serles of years were, under the law,
_taxed as a lump sum “ahd the amotnt of sur-
tax éxcessively enhanced thereby.” (1939-1
(vt. 2% CB 1768 and 189)) Since that time,
the statute has been repeatedly amended
and the subject has become one of the most
ltiglous in the entire Code.” A good sum-~
mary of the statutory law starts at page 84
of_the Preliminary Digest, prepared by the
stafi of the Joint Committee on Internal
Revenue Taxation. (See codé sec. 117.)
‘Hearings, July 28-80, 1953: The National
‘Assoclation of Manufacturers submitted a
statement condemning the taxation of capl-
tal gains as being harmful, particularly in
that its prineipal impact is on venture or
equity capital, Periding the ultimate elimi-
nation of the tax, the assoclation recom-
mended (1) that the rate be reduced, and
(2) that the excess of capital losses over
capital gains be deductible with the maxi-
mum tax benefit Hmited to the maximum
rate applicable to long-run capltal gains,
They regard liberalization of the loss offset
yule as of prime Importance “as the first
step toward ultimate elimination of the tax.”
tax.’ .

Various suggestions were made to liberalize
the treatment of capital losses. It will be
te¢alled that the limitation on the deduction
of capital losses in the 1932 and 1934 acts
was occasloned largely by thé stock-market
crash of 1929, The offsetting of capital losses
ngainst ordinary income was having a serious
effect upon the revenue yleld from income
taxation, (1939-1 (pt. 2) CB 465, 503, 540,
‘561, 594, and 632-633.)

The testimony of the Federal Tax Forum
had more to do with recognition problems.
The forum had three recommenditions: (1)
No gain or loss should be Técognized on the

gale of all the assets of a corporation, fol-.

lowed by the liquidation of the selling cor=
poration within a reasonable period of time,
if the sale is a step in the compléte liquida-

PR A, .
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Hon of the seller. 'This pfinciple, from the
standpoint of the buyer where it buys the
stock of a corporation with a view to acquir-
ing the assets, hag been judiclally recog-
nized. (Commissioner v. Ashland Oil & Re=-
fining Co. (38-2 USTC, par. 9580, 99 F. (2d)
588 (CCA-6)); H. B, Snively (CCH Dec.
19,458, 19 TC —, No. 102 (1953), and cita=
tions).) (2) In determining deductibility
under section 23 (g) (4), as an ordinary loss,
of a loss from worthlessness of stock in a
subsidiary, a corporation’s ‘‘gross income”
from sale of stock-in-trade shall be defined
to mean its “gross receipts” from such sales,
Of course, this definition of “gross income’’
from sales is contrary to Doyle v. Mitchell
Brothers Co., above and Lela Sullenger (CCH
Dec. 16,735, 11 TC 1076 (1948)), and many
subsequent decisions. (3) A transfer of sub-~
stantially all the assets of a corporation to
another corporation, receiving in exchange
the voting stock of a parent company of the
transferee corporation, should be regarded
a5 a “reorganization” under section 112 (2)
(1) (C). Admittedly, this would require an
amendment to the code, as construed by the
Treasury Department and the Supreme
court.

The president of the New York Stock Ex-
change recorimended that the holding period
for capital assets be reduced from 6 to 3
months: that the effective rate of tax on

capital gains be cut in half; and that the

amount of captal losses which may be offset
against ordinary income should be increased

1o $5,000 annually, with the carryover period

continued at 5 years. Many other stock and
commodity exchanges and investment houses
made substantially the same recommenda-
tions. Several argued for the immediate
repeal of the capital gains tax.

A stock brokerage house suggested the
amendment of code section 117 (e) in respect
of so-called “puts,” or options to sell securi-
ties at a fixed price, the acquisition of which
is now defined as & short sale. This would
except from the present definition such puts
as are purchased on the same day as the se-
curities, to which the puts relate, are pur-
chased. It would tle together the securities
purchased with the puts purchased. This
would make it possible to purchase securities
with the loss-protection feature of puts,
and still avoid the abuses to which the pres-
ent definition was aimed.

H. R. 5597 is designed to grant relief to the
farmers who were “entrapped by the * * *
Revenue'’s about-face” in respect to the taxa-
tion of gains from the sale of farms and
orchards, with growing crops. (Watson V.
Commissioner (53-1 USTC, par. 9391, 73 8.
Ct. 848).) Section 323 of the Revenue Act of
1951 1s applicable prospectively from Janu~
ary 1, 1951, The proponent of H, R. 5720
urged its passage; H. R. 5720 would make the
1951 amendment retroactive to 1942.

The representative of the Iron Ore LessoTs
Association, Inc., 8t. Paul, Minn., proposed
the amendment of code section 117 (k) (2)
to provide that the disposition ot iron ore
under lease for specified royalties per ton 1s
the sale of a capital asset in installments.
The amendment is incorporated in H. R. 604
and H. R. 2691. The disposition of timber
and coal under cutting contracts and coal
jeases 1s now recognized as a capital transac-
tion under section 117 (k) (2). The reduced
tax rate on this activity would no doubt tend
to stimulate the discovery and development
of new deposits within the continental
United States. It is probable that, in time,
this treatment of timber and coal will be
extended on as broad a scale as the percent-
age depletion, Bupport also developed to
amend section 117 (j) to extend the advan-
tage accorded livestock breeders to breeders
of poultry and fur-bearing animals.

A number of witnesses in the construction
business stated that the law should be clari-
fied in respect to the classification of gains
from dertain housing and rental operations.
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The extent of present litigation on this sub-
Ject warrants an attempt in that direction,
although the rates as betwen ordinary in-
come and capital gain will necegsarily occa~
sion serious controversy over any definition.
The tax benefit theory was invoked in the
support of H. R. 5067 and H. R. 6572, which
woild adjust the basis for taxes and other
carrying charges on unimproved and unpro=
ductive real property paid out in prior years
and deducted without any tax benefit.
Historical mote (problems relating to
basis) : One of the most unjust provisions of
the code, at this time, limits a donee to the
basis of the donor. This provision has existed
since section 202 (2) (2) of the Revenue Act
of 1921, irrespective of the varying fortunes
of the gift tax. It was upheld constitution-
ally in Taft v. Bowers.®* (Code sec. 113 (a)
(2).) The provision Is inconsistent with it~
self because where the donor's basis was
greater than the fair market value of the

" property &t the time of gift, such value be-

comes the basis for loss purposes. The ap-
preciation in value ifivolved in donated prop-
erty, if it had been realized by the donor,
would generally be subject to the capital
gain rate of tax. The highest bracket in the
gift tax Is now 57% percent. (Code sec. 1001
(a))

Hearings, July 28-30, 1953: An Individual
witness urged an amendment to code sec-
tion 113 (a), which would make the basis of
capital gain or loss on a sale by a donee the
fair market value of the donated property
at the time of its gift, As an alternative, he
suggested an amendment which would credit
against the tax on any gain based on cost to
the doner the amount of any gift tax that
has been paid, except to the extent that such
credit has been given in computing the es-
tate tax on the estate of a deceased donor.
(Code sec. 813 (a).) The recommendation
was made, in connection with the losses dis-
allowed under section 24 (b), that the basic
rules applicable in the case of gifts be applied
to such transactions.

An analogous situation exlsts with respect
to Inter vivos transfers in trust or otherwise,
which are included in the gross estate as be-
ing a transfer in contemplation of death or
to take effect at or after death. An attorney
urged that code section 113 (a) (B) be
amended to enable the trustees or other
transferees to use as their basis the values on
which estate tax has been paid, instead of the
decedent’s basis. Such an amendment would
apply only to inter vivos transfers which are
inecluded in the transferor’s estate for estate
tax purposes. This inequity was only par-
tially remedied by section 203 of the 1953
Technical Changes Act, There remains a
broad area where income and estate tax laws
do not synchronize properly.

The American Bar Association had several
recommendations respecting section 117,
the basis provisions of section 113 (a) and
the loss provisions of section 24 (b). For
the most part, these were incorporated in
the Reed-Camp bill. The Pennsylvania Bar
Associationsand individual lawyers supported
the same changes in several instances. One
recommendation would provide that all
property included In gross estate should have
thet tax-reported basis.

There were many carefully prepared and
exhaustive statements or briefs submitted in
connection with toplc 22, which the student
of economlcs and law would find of value.

) Incomé taxes of lessor paid by lessee

Historical note: In West End Street Rail«
way Company V. Malley (246 F. 625), decided
by the first circuit court of appeals on De=
cember 10, 1917, it was held that payments
made by the lessee under a long-term lease,
direct to the stockholders of the lessor, con-
stituted income to the lessor. Article 102
of regulation 33 (revised), promulgated Jan=
uary 2, 1918, expressed the same principle

R ——
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and applied it not only to payments to the
lessor’s stockholders but also to taxes, inter-
est, Insurance or other fixed charges under
the lease indenture. Article 102 has been
substantially embodied in sll subsequent
regulations. The regulations were fully up-
held in OId Colony Trust Company v. Com-~
missioner (1 USTC, par. 408, 279 U. S. 716
(1929) ). Section 29.23 (a) (10) of regulation
111 provides that taxes paid by a tenant to
or for a landlord for business property are
additional rent to the landiord and a deducti~
ble expense to the tenant. In such a situa-
tion, the-administrative practice has been to
take the taxes into the lessor's income only
once and not resort to an algebraic formula,
- However, In mimeograph €779, 1952-1 CB 8,

.28 supplemented by IR-mimeograph 51,
1952-2 CB 65, it was ruled that the lessor 1
deemed to have recelved as rental income
not only the stipulated rental, but, in addi-
tion thereto, all Federal income taxes paid by
the lessee to or for the account of the lessor,
For Federal income tax purposes, the amount
to be included In the gross income of
the lessor, by reason of the Federal income
taxes paid by the lessee, will be determined
by reference to the construction given by the
parties to the oceontract under which such
taxes are paid. Since Federal income taxes
are not a deductible item to the lessor, it is
understandable that the parties might make
an adjustment as between themselves carry-
ing the matter beyond the first step of com-
putation. Apparently, the Government now
intends to carry the computation through as
many steps as the parties do.

Hearings, July 81, 1953: The Western
Union Telegraph Co., which has always held
a very practical interest in this subject, sub-
mitted a statement explaining in some detall
the necessity for legislation limiting tax
pyramiding to the first step. It cited recent
legislation enacted by the Dominion Parlia-
ment of Canada to provide prospective relief
for taxpayers faced with tax pyramliding.

The Association of Anerican Railroads sug-
gested that the solution to the problem lis,
by statute, to exclude such taxes from the
lessor's Income and to deny the lessee the
right to deduct as rental any taxes it pays for
the lessor raflroad. This is the treatment
accorded long-term lessors and lessees for
excess profils tax purposes. (Code sec. 433
(a) (1) (E) and (b) (11).)

Net operating loss

Historical note: The net operating loss is
& crude but effective device for averaging
Incomes. It first appeared as section 204
of the Revenue Act of 1918, and, in that
form, such net loss was allowed as a deduc-
tion from net income of the preceding tax-
able year, and then the succeeding taxable
year. In the 1921 act, the net loss could be
carried forward for the two succeeding tax-
able years. In the 1932 act, sectlon 117 (b)
curtailed the benefit to the succeeding tax-
able year. The net loss provisions were re-
bealed as of January 1, 1933, by section 218
(a) of the Natlonal Industrial Recovery Act
of June 16, 1933, It was restored by the
Revenue Act of 1939 as section 23 (s) and
122 of the Code. (1939-2 OB 517.) The law
has been amended frequently, the last time
by section 205 of the Technical Changes Act
of 1953. Under sectlon 122, as amended, the
net operating loss for any taxable year be=
ginning after 1949 is now carried back for
1 year and carried rprwa.rd for 5 years.

Hearings, July 31, 1953: The Federal tax
forum pointed out that the evident tax
burpose of carry-backs and carry-forwards
is to spread an operating loss over a 7-year
business cycle, or an aggregate of 84 months.
However, section 122 ig expressed in terms
of “taxable years” and, where taxpayers have
fiscal periods of less than 12 months, they
do not benefit from a full 84-month spread.
This discrimination is inequitahle, says the
forum, and should be corrected in such a
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way as to treat a predecessor or successor of
the taxpayer in a tax-free reorganization as
identical with or part of the taxpeyer itself,
The forum also took the position that in
computing the net operating loss deduction
there should be no economic adjustments or
inclusion of exempt income.

The American Mining Congress and others
also opposed the adjustments made in de-
termining the deductible “net loss.” They
argued that a taxpayer with some years of
losses and some of profit should not be tazed
on more net income than is taxable to one
with the same net income realized in a
single year or over several years. This would
change the theery of the relief from that of
operating loss which has always dominatéd
its computation. When the deduction was
first granted by the 1918 act, it was described
as a net loss resulting from “the operation of
any business regularly carried on by the tax-
bayer.” (See, also, 1939-1 (Part 2) CB 210,
Amendments 71-76.) It retained that char-
acteristic down through the 1933 act. Upon
its restoration In 1939, section 122 was en-
titled “Net QOperating Loss Deduction,”
(italics supplied), and the limitation on de-~
ductions is still measured, in part, by deduc-
tlons attributable to the operation of a trade
or business regularly carried on by the tax-
payer.

Other witnesses argued for a lengthening
of the spread from 7 to 10 years, with par-
ticular reference to a 3-year carryback. The
discrimination in section 122 (d) (5) as be~
tween corporations and individuals was op~
posed. (See H. R. 4715.)

The statement of the Machinery and Al-
led Praducts Institute seemed very effective.
It explained that, under the current corpo-
rate tax structure, a firm which 1s making
an investment decision knows that the Gov-
ernment will take over one-half of its po=-
tentlal earnings. However, if the averaging
period is long enough, the firm can ke as-
sured that the Government will also share
to the same extent in its losses. Conse-
quently, the risk of a new investment is
more attractive the longer the period of
averaging. Unfortunately for ail taxpayers,
the Government will take over one-half its
budget and appropriations on.that basis. It
cannot walt a lifetime for revenue from the
taxation of income. (Burnef v. Sanford &
Brooks Company (2 U.S. T. C,, par. 636, 282
U. 8. 359 (1931)).)

Cancellation of indebtedness

Historical note: There was originally no
specific legislation on this point. By statu-
tory definition, gross income ineluded in-
come derived from any source whatever.
The departmental regulations did the rest.1s
In U. 8. v. Kirby Lumber Company,'® the Su-
preme Court reversed the Court of Claims
and upheld the regulations in respect of the
accession to assets brought about when a
corporation purchased its bonds at a price
less than issuing price. The statutory de-
velopmeny of this subject is set forth in the
footnotes to Commissioner v. Jacobson i
(Code secs. 22 (b) (9) and (10) and 113 (a)
(20) and (b) (3); regulations 111, sec. 29,22
(a)-13.)

Hearings, July 81, 1953: There were no re-
quests for personal appearances on this tople,
but certain material was submitted for the
record.

The Association of American Rallroads
udged that code section 22 (b) (9) and (b)
(10) be continued as a permanent part of
the code. If any changes are to be made,
the section should be lberalized. To that
end, the association advocated the elimina-
tion of the requirement that the basis be
reduced by the amount of gain realized upon
acquisition by a corporation of its own bonds
at a discount. The association als recom-
mended that elimination of the time lim-
itation in section 23 (b} (10).
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The American Bar Assoclation explained
that code section 22 (b) (9) permits a cor-
poration, in certain situations, to elect to
exclude from gross income the income which
would otherwise be taxable to it upon the
cancellation of indebtedness, on condition
that the basis of its property under section
113 be correspondingly reduced. This pro-
vision, in situations to which it applies, re-
lieves hardship by deferring an additional
tax burden upon a taxpayer already embar-
rassed financially. However, the provision
does not apply to noncorporate taxpayers or
unless the canceled debt was evidenced by a
security., The association recommended an.
amendment which would make the statute
applicable to all taxpayers and would elim=
inate the requirement that the debt be evi-
denced by a security. The American Insti-
tute of Accountants urged the same thing.
A certified public accountant suggested that
Congress define the conditions under which
gain would be realized upon cancellation of
indebtedness, because the courts have made
a mess of their interpretation.

The American Federation of Labor would
not favor any changes in the present law ex-
cept such as would meet a definite need or
correct a demonstrated inequity and would
not result in the possibility of any tax evasion
by any particular group of taxpayers.
Consolidated returns and intercorporate

dividends

Historical note: Consolidated returns were
authorized by section 240 of the Revenue Act
of 1918, although certaln parent-subsidiary
relations had been recognized by Regulations
33 (revised), paragraphs 386, 394, 417, 614,
and 617. After a decade of uncertainty, the
use and legal effect of consolidated returns
under the revenue acts was stabilized by sec-
tions 141 and 142 of the Revenue Act of 1928.
In the 1932 act, the privilege to file consoli-
dated returns was subjected to an increase
in the tax rate. The privilege was entirely
withdrawn by section 141 of the Revenue
Act of 1934, except as to rallroads. (1939-1
(pt. 2), CB 633, amendment No. 73.) Section
159 (a) of the 1942 act restored the privilege,
in general, to its former extent, subjecting
its exercise to an Increase of 2 percent in
the tax rate. Thus the matter stands today.
(Code sec. 141.)

The tax on intercorporate dividends grows
out of a dividend credit to corporations of
only 85 percent of the amount received as
dividends. (Code sec. 26 (b).)

Hearings, August 3, 1953: Many witnesses
urged repeal of the 2-percent penalty tax,
the elimination of the tax on intercorporate
dividends and a provision for an annual elec-
tion to file elther a separate or a consolidated
return. The 2-percent premium on filing
consolidated returns does seem "rough on
bublic utilities which are required by State
law to perform some of their services through
local subsidiaries. The American Cotton
Manufacturers Institute thought that, where
the 2-percent penalty tax is eliminated, it
should be accompanied by compulsory filing
of a consolidated return in the case of 95.
percent ownership. To avoid triple taxation
of intercorporate dividends, the institute ad-
vanced an alternative solution of eliminating
the credit to the receiving corporation and
permitting the paying corporation to deduct
from gross income the amount of all divi-
dends paid.

The American Bar Assoclation recom-
mended the adoption of section 147 of the
Reed-Camp bill relative to the exemption
from tax on personal holding companies
(code secs. 500 and following) of cor-
porations joining in consolidated returns.
Other witnesses recommended that inter-
company items received by a corporation in
a consolidated return should not constitute
bersonal holding company income.

The Association of American Railroads and
the Western Union Telegraph. Co. sug-
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gested that code seetion 141 he amended to
permit the inclusion: in- the consolidated
return- of lessor corporations regardless of
stoek ownership where the lessee corporation
is obligated to pay the taxes of the lessor.
The Bell Telephone System thought the 95
percent ownership test should he reduced ta
not more than 50 percent.

Corporate reorganizations and distributions

Historical note: When a taxpayer ex-
changes one ltem of property for another,
er recelves a distribution from a corpora-
tion of which he is a stockholder, there are
two basic questions to be resolved: (a)
whether income within the meaning of the
I86th amendment has been realized, and
(b) whether the income realized Is to be
recognized in computing taxable net income.
The decision of the Supreme Court estab-
Hshed early that exchanges of property were
productive of income in the constitutional
sense and that corporate distributions from
profits were taxable income. The reorgani-
zation and dividends sections of the Code
ere generally relief provisions which either
defer the taxation of the income presently
reallzed from exchanges, or exclude from
gross income certain corporate distributions
which otherwise would be taxable jncome,
The Tteorganization provisions in simplest
form began with section 202 (b) of the
Revenue Act of 1918, The deferment of tax
on income realized in connection with re-
organizations was expanded by the nonrecog-
ognition provisions of section 202 (c), (d),
and (), of the Revenue Act of 1921, and was
fully developed in section 203 of the Revenue
Aots of 1924 and 1926. The recognition of
gain or loss from exchanges in general, and
reorganizations, in particular, is presently
governed by Code section 112, It is supple-
mented By the adjusted basis provisions of
Code section 113,

After the 16th am endment the first statu-
tory definition of a dividend for income tax
purposes occurred in secfion 2 (a) of the
Revenue Act of 1918. The statutory defini-
tion has been continuously refined and en-
larged in all subsequent revenue acts. The
present statutory coverage of distributions
by corporations is code section 115.

Frdarings, August 3-4, 1953: This topic
covers what is probably the most technical
area of income taxation and a sharp Interest
was manifested. A statement submitted by
a tax practitioner opened with the remark
that code section 112 was in need of a com-
plete legislative overhauling. Some of its
provislons are stated to be inadequate, and
the meaning of others has become confused
a8 & result of legislation by the courts in an
attempt to compensate for real or imagined
Inadequaeles. Other witnesses agreed. The
numerous changes recommended reveal the
intricacies, the inconsistencies, and the inter-
relations of the income-tax structure. The
amendments urged are roughly summarized:

1. Amend section 112, to substitute specific
statutory standards for the vague court-
made tests such as the business-purpose doc-
trine and the continuity-of-interest rule.
(See Gregory v. Helvering (35-1 USTC, par.
9043, 293 U. S. 465);, Helvermg v. dlabama
Asphaltic Limestone Co. (42-1 USTC, par.
9245, 315 U.'S. 179).)

2. Clarify the meaning of the term “re-
capitalization.” (Bazley v. Commissioner
(47-1 USTC, par. 9288, 331 U. 8. 137).)

8, In connection with a tax-free reorgani-
zation, the successor should stand in the “tax
shoes” of the predecessor in all respects, with
appropriate safeguards In the case of carry-
bBacks, (New Colonial Ice Cream Co., Inc. v.
Helvering (4 USTC, par. 1292, 292 U‘ S. 435
(1934).) Cf. Helvering v. Metropolztan Edi-
Co, (39-1 USTC, par. 9432, 306 U. 5. 522).)
This recommendation would covsr the
allowance to the successor of sugh items
as operating net losses; interest on defi-
clencies agalnst predecessor; the tax benefit
rules with respect to recoveries on bad debts,

, . S
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taxes and IOSﬁBS, expenses paid by successor
an account of predecessor;. pension eontribu-
tions; credit carrygvers; capital-loss carry-
gvers; unused excegs profits credit carry-
backs and carryovers; inventory replace-
ment (LIFQ) in the case of involuntary
liguidation; and amortization of emergency
facilities. These ch.@ ges were urged by sev-
eral parties including the American Institute
ef Accountants, the Chamber of Commerce,
the Western Union Telegraph Co.,
National Coal Association and the Associa-
tion of American Railroads. The railroad
association would balance the proposition by
including items of income reportable by the
predecessor had it remained in existence.
Here might be mentioned tlie recommenda-
tton of the American Institute of Account-
ants that where upon liquidation a cash-
bBasis corporation is required to recognize
acerued Income (see code sec, 42 (a)),
should also be permitted to pick up deducti-
ble accrued expenses.

4, Define the word “securities” to include
the types of corporate obligations com-
monly considered to be securities, excluding
debts whose maturity is so short as to make
them the practical equivalent of cash (Baz-
ley v. Commissioner, above). The Chamber
of Cbmmerce joined in this change.

5. Define “a party to a reorganization” to
Inelude a corporation exchanging its stock
and any subsidiary of such corporation which
recelves propérties In exchange for such
stock. (Helvering v. Bashford (38-1 USTC,
par. 8019, 302 U. 8. 454).) The accounting
institute, the Chamber of Commerce and
the American Bar Association urged the
same thing.

6. Make section 112 (b) (7) a permanent
prevision of the code. Many organizations
supported this idea. Under this heading
came the suggestion that the period for ex-
ercising the election privilege be extended
up to the time of the filing of the return
for the taxable years.

7. Provide provisions similar to those in
supplement R (secs. 371-373) and sec-
tion I12 (m) for transactions resulting from
antitrust decrees or orders of administrative
agencies. The Chamber of Commerce sup-
ported this proposition.

8. The tax effect of a corporate liquida-
tion followed by the sale of its assets, or
vice versa, came in for considerable dis-
cussion., The existing uncertainty * both as
to the buyer and the seller calls for stat-
utory action. Many individuals and organ-
izations supported such Ilegislation. The
recommendation would provide that gain to

& corporation on the sale of its assets (other .

than sales of Inventory to customers in the
ordinary course of business) should not bhe
recognized if the proceeds of the sale be
promptly distributed in a taxable liquida-
tion, Such a provision would make it imma-
terial whether the corporation first sold its
assets and then liguidated, or liquidated
and the stockholders made the sale.

9. Viewed from the standpoint of the ’

buyer, the situation is equally disturbing.
The buyer usually prefers to buy the assets
direct so as unquestionably to benefit by its
own cost basis, but, frequently, it is com-
pelled to buy the stock in order to get the
property. Where the buyer's objective was
the acquisition of the assets, the courts have
considered such to be the net effect of a
purchase of stock with immediate ligquida-
tion in mind. (See H. B. Snively, above,
and authorities cited; this view has not pre-
vailed where consolidated returns were filed.)
One witness roundly criticized this judge-
made test as focusing attention solely upon
the intent of the buyer in complete dis-
regard of the equally material intentions
of the seller who may have resolutely re-
fused to sell the assets and insisted through-
out upon a sale of the stock., The statute
must be made certain.

Footnotes at ‘end ot speech.

the
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Sevex:al diﬁ’erent methods were suggested:
to accomplish this purpose, but, in effect,
section 112 (b) (6) would be amended to
provide that, after a purchase of stock in
order to take aver the assets of another
corporation, the purchasing corporation may
use, as the basis of the assets purchased,.
the cost so paid for the stock.

10. The speclal treatment accorded divi-
dends, paid by public utilities upon their
preferred stock issued prior to October 1942,
1s apparently too restrictive. It was recom-
mended that the definition of a “public
utility” under section 26 (h) (2) be extended
to include under certain conditions the par-
ent of 85-percent-owned public utility sub-
sidiaries.

11, Several suggestions were made to ex-
tend the time limit under section 115 (g)
(3) within which stock may be redeemed:
to pay estate taxes, without the risk of the
redemption being treated as essentially
equivalent to a taxable dividend. An excels
lent presentation was made on this subject.
Several incidental modifications were urged:
(a) to broaden the exemption of redemp-
tions to include the amounts owed by an
estate for debts and administration expenses;
and (b) to remove the 35 percent limitation
since the decedent may have held large
blocks of stock in more than one closely
held corporation.

12. The Commerce and Industry Associa-
tion of New York, Inc., urged an amendment
to section 27 (g) or (h) making 1t clear that
the credit limitation on preferential divi-
dends is not applicable to amounts paid in
liguidation of stock interests. This change
would overrule May Hostery Mills, Ine. v.
Commissioner (41-2 U. 8, T. C., Par. 9571, 123
F. (2d) 858 (CCA-4), and preferential liqui-
dations would form a dividends’ paid credit
for section 102 purposes and for the compu-
tation of undistributed subchapter A net
income (sec. 504).

There were cther significant changes recs
ommended, such as: (a) Define in greater
detall the content of *earnings and profits”
for dividend purposes; (b) redefine the term
“reorganization’” to provide that the transfer
of a portion of the assets of a corporation
to another corporation constitutes a reor=
ganization so long ag the transferee corpora=-
tion is controlled by either the transferor
or by persons who are or were stockholders
of the transferor; and, among others, amend
section 112 (b) (5) to remove the rule of
proportion.

Statute of limitations, assessment and cOle
lection of tazes and penalties

Historical note (statute of limitations)s
Beginning with the Corporation Excise Tax
Act of 1909, there has always been a statute
of limitations against both the Government
and the taxpayer. It has never applied to
fraudulent returns or where no return has
been flled. It has varied from time to time .

- both in length and extent. There have been

two important departures from the orthodox
conception of a statute of repose: (a) the
extension of the regular 3-year period to 5
years where the taxpayer omits reporting 25
percent of his gross income (sec. 275 (¢) of
the Revenue Act of 1934); and (b) the miti-
gation provisions (first adopted by sec. 820
of the Revenue Act of 1938). The limitation
statutes are now contained in code sections
275, 276, 311, 322, 3748, and 3801.
Historical note (assessment and collec=
tion) : In respect of income, estate and gift
taxation, the assessment and collection of
deficiences thercin stem from the statutory
provisions in sections 273 and following of
the 1924 and 1926 acts, adopted in connection
with the newly created Board of Tax Appeals,
As to miscellaneous taxes, the old statutory
provisions still obtain, although the depart-
ment has extended: its internal appellate pro=
cedure to certain ones. The penalties, of
course, vary and keep pace with the dif-

ferent kingd of taxes, but their assertion and
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collection follow pgenerally the requirements
of the taxes to which they relate.

Hearings, August 4, 1953: The most color-
ful witness under topic 28 was a public
sccountant who came in at his awn expense.
The tenor of his testimony may be gathered
from this extract:

“I fervently hope that 1t Is not necessary
to stress the enormities committed agalnst
defenseless taxpayers in order to prove the
urgent need for remedies. It should be suf-
ficient to point out that although the Bu-
reaw’s enforcement personnel are all made
in the image of God, they have not been en-
dowed with His attributes.”

As a former Bureau employee, I must ad-
mit he had something there. His main
opposition was directed to the monthly pro-
duction quotas of deputy collectors. As he
gald: “Rights without remedies are vain
things.” The expense which a low-income
taxpayer must Incur to protect himself
agalnst a Bureau 90-day wonder, destroys his
procedural rights. He quoted Abraham
Lincoln: “To consent by silence when they
should protest makes cowards of men." - This
man really protested. He suggested the ap-
pointment of summary appeal agents on an
honorary and volunteer basls somewhat in
the manner of appeal agents appointed to
check the decisions of draft boards under
the Selective Service Act. As a matter of
fact, this system obtains in England. Re-
tired military and clvil service employees are
used for the purpose. As an alternative, if
the power of decision 1s not to be vested in
such summary appeal agents, then he sug-
gested that it could be vested In an ap-
pointee for each administrative district, on a
salary basis. The American Bar Association
slso has, in the past, made several recom-
mendations concerning the handling of small
deficiencies pending before the Tax Court.
It 1s true from the standpoint of the little
fellow that a prospective victim of the
Bureau has got to be able to go to some
person or board in their own locality. Has
enyone given & moment’s reflection as to
how many persons or boards would be re-
quired to accomplish that state of admin-
istrative perfection?

In connectioh with the supposed evil of
monthly production quotas, Congressman
King (California) pointed out that there was
anything but uniformity at some of the
policy levels throughout the country.

A tax lawyer from Newark, N. J., made sev=
eral interesting administrative recommenda-
tions: (1) That in all cases lnvolving assess-
ment of taxes, the procedure for miscella-
neous taxes should parallel income tax pro-
cedure; (2) that jeopardy assessments should
not be good for more than a limited period
and be subject to some form of judicial or
quasi-judicial review; (3) that the Tax Court
judges be granted authority, in their good
dlscretion, to extend the 90-day period within
which a timely petition to that court could
be filed; (4) that the underestimating pen-
alties (sec. 294) (d) (2)) should be based
on the prior year’s return and not on the
finally determined tax of the current year;
(5) that the lien under code section 3672
(a) with respect to real estate should be ade-
guate if filed in the office of the clerk of a
United States district court once, rather than
in the various county offices; (6) thaf the
Government be granted statutory authority
to subordinate its liens under section 3674;
(7) that the right of transferee assessment
be permitted with respect to all miscelia-
neous taxes; and (8) that the Federal Gov-
ernment have the right to levy for unpaid
taxes against both Federal and State em-~
ployees.

The Pennsylvania Bar Association recom-
mended (1) that the 5-year limitations pe-
riod under code section 275 (¢) be eliminated
where a reasonable disclosure was made on
the return and (2) that, under code sections
3670, 3671, and 3672, the collateral of banka
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ahead of tax liens should be broadened to in-
clude accounts recelvable and insurance
policies, and that a bank’s liabilities in re-
spect of the lienee's deposits by clarified by
statute. _

Another witness recommended that the
mitigation section (sec. 3801 (a) (3) be
amendéd to add 100 percent affillated cor-
porations to the definitlon of related tax-
payers. An official of a building and loan as-
soclation suggested an absolute statute of
limitations of 5 years in all cases; that the
period of examining tax returns be reduced
to 2 years; and several other propositions
which are already officially recognized.

The American Bar Association recom-
mended: (1) a 6-year statute of limitations
where the failure to file an income return
was due to innocence, and not to fraud; (2)
that the Commissioner and the taxpayer
should be granted suthority to enter into
an agreement extending the assessment peri-
od in respect of estate and glft taxes; and
(3) that the limitation of 6 years in criminal
fraud cases (sec. 3748 (a)) should not be
suspended where the taxpayer resides in a
district different from that where the return
is filed.

Several witnesses supported one or more
of the above propositions. One witness de-
clared the operation of the limitations period
on criminal prosecutions for tax fraud to be
one of the most unfair-statutes in existence
today, and certainly should be corrected, or
eliminated entirely. (See code section
3748.) The institute also objected to certain
unreciprocal aspects of the interest pro-
visions in respect of deficiencies and refunds.

The American Institute of Accountants, in
addition to certain items before mentioned,
also made several recommendations in re-
spect of section 3801 (mitigation). It ap-
pears that the mitigation statute has worked
much more smoothly than its crities first
antieipated. Within its scope the honest
mistake has virtually disappeared in revenue
administration.

Partnerships

Historical note: Beginning with section II
D of the 1913 act, the revenue statutes have
contalned provisions respecting the taxation
of partners. Only In the year 1917 were
partnerships as such subject to any form of
income taxation. In that year, partnerships
were subjected to an excess-proflts tax. (Sec.
201 of the act of Oct. 3, 1917.) The
partnership has always been an income-
computing entity, but, except as above noted,
it has not been the subject of income tax
incidence. The individual partners have al-
ways been subject to tax on their respective
ghares of the partnership income, whether
or not actually distributed to them. The
present code provisions relating to partner-
ships are sectlons 113 (a) (13), 181-191 (Sup.
F) and 3797 (a) (2).

Hearings, August 4, 1953: There is clearly
a real need for comprehensive legislation on
this subject. The most important contribu-
tion was made by the American Bar Assocla-
tion, which submitted an overall statute cov-
ering the income taxation ef partnerships to
supplant the few code sections that barely
sketch the tax pattern. The representatives
of the assoclation explained that although
partnership taxation is one of the most com-
plex subjects in the code, everybody has been
floundering for years in a sea of doubt. The
Treasury Regulations have been inadequate,
the courts have been inconsistent, and the
Bureau has never succeeded In formulating a
complete policy. The association’s committee
spent over 5 years on the work and they pre-
sented a set of rules which would add several
pages to the code.

In general, the association recommended
a statutp which is based upon the present
concepts of the code. The partnership would
remain essentially as an information-report-
Ing entity, with the tax imposed upon the
individual partners for their respective dis-

January 25

tributive shares of the partnership income,
In most areas of the partner-partnership re-
lationship, the partners are treated as co-
owners of the partnership property on the
assumption that this approach most nearly
conforms to the understandings of the par-
ties in the usual small business. In the in-
terest of flexibility and simplicity, however,
there is provided a series of elections based
upon an “entity” approach, which probably
would be exercised by the larger and more
complex partnerships. The recommended
legislation was introduced with an accompa-
nying explanatory report, to which all in-
terested readers are respectfully referred. It
covers many of the points made by other
witnesses,

The American Institute of Accountants, as
a partial solution to the whole problem of
the double taxation of corporate dividends,
recommended that a corporation be granted
the option of being taxed as a partnership,
provided (1) it had only common stock out-
standing, and (2) at all times durlng the
year, all of its outstanding stock is owned,
dlrectly or indirectly, by not more than 25
individuals. This is obviously for the benefit
of the closely held corporations which, in fact,
closely resemble partnerships.

A farmer submitted a plan whereby a sole
proprietorship or partner should, at his elec~
tion, be permitted to separate his income
into two classifications: (a) the income ob-
tained from his venture capital, by the direct
operation of his business; and (b) the in-
come he receives from investment capital
In stocks, bonds, or other investment items.

Upon doing so, the proprietor or partner
would pay corporate tax rates on the income
from his business-venture capital and indi-
vidual rates on the income from his Invest-
ment or nonhbusiness capital. The plan con-
templates that venture capital should be
permitted to flow in and out of the business
a8 needed, without penalty, so as to avoid
the lack of necessary capital to conduct the
business or the accumulation of unnecessary
capital.

The American Federation of Labor recom-
mended that provisions in the 1951 sct, un-
der which minors may be admitted as part-
ners, should be eliminated; but another
witness recommended that they be given
retroactive effect.

Income derived from foreign sources

Historical note: The Federal Government
has always professed a sympathetic concern
over our foreign trade. Of course, the Con-
stitution itself forbids the taxing of articles
exported from any State. The income-tax
statutes, however, have gone much further.
The allowance of a credit for income taxes
pald to foreign countries began with sections
222 (a) and 238 (a) of the Revenue Act of
1918; the present provisions are in code sec-
tion 131.

Section 262 of the Revenue Act of 1921
granted exemption under prescribed circum-
stances to income derived from sources
within possessions of the United States.
(1939-1 (pt. 2) CB 197 and 207.) That sub-
ject 1s now governed by code sections 251-252
(supp. J).

The China Trade Act, approved Septem-
ber 19, 1922, amended the 1921 act by add-
ing thereto a new section 264. By this act,
a speclal credit was: granted to individual
citizens of the United States, resident in
China, with respect to special dividends paid
to them by corporations organized under the
China Trade Act. The subject of China
Trade Act Corporations is now covered by
code sections 261-265 (supp. K).

Section 213 (b) (14) of the Revenue Act
of 1926 provided that, in the case of an in-
dividual citizen of the United States, a bona
fide nonresident of the United States for
more than 6 months during the taxable year,
the amounts received from sources without
the United States constituting earned in-
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come sHould be exempt from income taxa-
tion, ''This exclusion from gross income
went through many corrective amendments,
but became the subject of such abuse that
section 204 of the Technical Changes Act
of 1953 Iimited the amount of annyal ex-
clusion to $20,000. The present code pro-
vigions treating of this subject are in sec-
Hon I16 (a), as amended.

Section 141 of the Revenue Act of 1942
added a new code section 109, dealing with
Western Hemisphere Trade Corporations. By
gections 109 and 15 (b), exemption from
surtax was granted certain domestic cor-
porations deriving their income principally
from the active conduct of trade or business
within the Western Hemisphere, that Iis,
within the Americas or adjacent areas, This
had the effect of exempting a qualified cor-
poration from surtax on its income derived
from sources other than sources within the
United States, A similar but much broader
exemption was granted by code section 727
from World War IT excess profits taxation.

. At this time, the relief granted by the code
to' Western Hemisphere Trade Corporations
talkes the form of a credit in respect of both
normal and surtax., (Code secs. 13 (a)
(2) (C), 15 (a) (3), 26 (i) and 109), Sec-
tion 454 grants a similar exemption in re-
spect of the excess profits tax presently im-
posed. ., '

- Hearings, August 4-5, 1953: A live interest
was shown in this topic. The National For-
eign Trade Council submitted a number of
récommendations which revealed a profound
study of the subject and covered most of the
fdeas developed at the hearings. They were:

1, Income derived through a foreign per-
marent establishment or from a foreign sub-
gldiary should be taxable only where earned,
The code should provide for the exemption
of income derived by a United States citizen
which is allocable under section 119 to a
permanent establishment in a foreign coun-
try.. (This might raise the question of the
responslibility, if any, of the United States
Government for their protection in the for-
eign eountry.) . )

2. As an alternative, the credit in respect
of income from foreign branches or sub-
sidiarfes should equal the United States tax
thereon, as if it had been the corporation’s
only income., This would produce supstan-
tially. the same result as recommendation 1.

8. As a second alternative, an incentive
rate should be granted income from perma-
nent establishments abroad which would
place the American-owned enterprises in a
eompetitive position vis-a-vis foreign enter-
prises; extend the geographical limits of
section 251. -~

4. The per-country limitation in code sec-
tion 131 (b) should be repealed as an anach=
ronism inserted in the revenue statute in
& time of trade contraction. The overall
limitation should be retained to prevent the
reditction of the domestic tax on domestic
Income, If the per-country limitation is to
ke retained, taxpayers should be permitted
t0 choose between it and the overall limita=
tion on an anhual elective basis.

8, Credit for foreign taxes paid in lieu of
income taxes should be liberalized. . (Code
gec. 131 (h).)

8. Defer tax on foreign-branch income un-
til it is remitted to the home office. (H. R.
611.)

7. Several minor amendments to the code
providing; (a) relief for alien employees of
foreign branches of American corporations
who are presently at a disadvantage as con-
trasted with alien employees of foreign sub-
sldiary corporations; (b) adopt war loss pro=
vislons esssentially similar to section 127,
applicable to World War II losses; (¢) ex-
tend the due dates of income tax returns of
China Trade Act corporations (sec. 3805);
¢d) allow the filing. of foreign tax credit re-
fund claims without limitation as to time;
and (&) amend section 109 (Western Hemi«
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sphere trade corporations) to permit pur-
chases and incidental economic contacts
with countries outsige the Western Hemi~
sphere.

The above recommendations were ex-
plained orally and by written statement.
The American taxpayer is sitting on a moun-
taintop of taxation trying to do business in
competitlon with companies that are on
Ioothills or lowlands @f taxation. Many wit-
nesses and organizations urged one or more
of the foregoing recommendations, using
different arguments but arriving at the same
place,

Several witnesses urged the amendment
of section 109 to include an exuress defini-
tion of the “source of income” of export
sales so as to avoid the ‘‘passage of title”
test. Under section 109, to qualify as a
Western Hemisphere Trade Corp.,, 95
percent or more of its grorss income must
be derived from sources without the United
States. In fixing the source of income from -
purchases within and sale without the
United States under section 119, title must
pass outside the United States in order to
classify the gross income as having hbeen
derived without the United States, This
necessitates the maintenance of a warehotuse
or branch office in the foreign country to
which the property could be shipped and
title transferred to the purchaser. The cost
of that action is prohibitive to a smaller cor-
portation, and, in addition, is contrary to the
long-established ftrade practices to which
the foreign purchaser is accustomed. An
amendment, such as above suggested, is
necessary to effectuate the legislative policy
of section 109 concerning export trade.

Bection 204 of the Technical Changes Act
of 1958 corrected an abuse growing out of
code section 116 (a) (2), by limiting the
exemption accorded income earned abroad
to $20,000. Even so, the American Mining
Congress considers the present law fails to
do full justice in the case of an individual
citizen of the United States who is legiti-
mately carrying on his business activities in
8 normal fashion in a foreign country by the
rendition of services there, and whose earned
income from foreign sources exceeds $20,000.
It recommended that such income be fully
exempted. The International Chamber of
€ommerce recommended increasing the
$20,000 limitation to $30,000.

By section 332, the term “foreign personal
holding company income” includes divi-
dends, Interest, royalties and annuities.
This prevents a United States business from
organizing an investing company in a favor-
able foreign country with a view to establish-
Ing subsidiary manufacturing corporations in
other foreign countries. A witness recom-
mended the amendment of section 332 (a)
to exclude from foreign personal holding
eompany income, dividends and similar in-
come recelved from foreign manufacturing
and operating companies not of & purely
Imvestment character.

Income tax treatment of estates and trusts

. Historical note: The taxation of estates
In process of administration, and of trusts,
whether testamentary of inter vivos, is a
tricky subject. This Is one branch of law
where the office lawyer can turn the mean-
ing of words upside down.

Under the 1913 act, many operating
trusts, particularly of the Massachusetts
type, were taxed as ‘‘associations.” Section
2 of the Revenue Act of 1916 expressly taxed
the income of estates in process of admin-
Istration, and of trusts, to the executor, ad-
ministrator or trustee, as the case might be,
except when the income was returned by the
beneficiary. Section 219 of the 1918 act
clearly established the status of estates and
trusts as _independent taxable entities.
Their net incomes are determined pretty
much as the net income of an indjvidual,
except that they are allowed another type of
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deduction referred to as distributions of in-
come, The -deduction for distributions
which 1s avajlable to estates and trusts is a
distinctive attribute of these types of tax
entities. This plan of having the tax follow
the income has been used in modified form
in other respects, such as the treatment of
Supplemen$ P income, but, generally speak-
Ing, the treatment of estates and trusts has
been unique. The income taxation of es-
tates and trusts is now determined by sup-
plement E of the code (sections 161-172).

Hearings, August 6, 1953: A New York
practitioner declared that what is supposed
to be a code for the establishment of a sys=
tem of Federal taxation has turned out in
many of its parts to be a system of restrica
tions on the liberty of the American citizen
or taxpayer to do the perfectly normal things
that he has always done and is still allowed
to do under the laws of every State in the
United States. He objected to the present
taxable position of revocable trusts and to
the line of authorities illustrated by the
Clifford doctrine. He recommended the
outright repeal of code sections 166 and
167. Another New York practitioner recom-
mended that section 115 (g) (3) be made
applicable to the payment of all indebted-
ness of an estate In process of administra-
tlon where other free assets are not available
to meet the indebtedness. (This suggestion
was more fully considered under topic 27
(b). He complained that, in the face of
the language of section 28.115-9 of Regula~
tions 111, the Commissioner declined to rule®™
that the acquisition by a close corporation
‘of all the decedent’s holdings therein would
not affect the distribution of a taxable divie
dend. He proposed that the law be amend=~
ed “to make certain that such administroe
tive interpretation is not possible.”

Several witnesses from Boston urged sun-
port of H. R. 5418, This bill would provide
for special taxation of real-estate trusts and
assoclations with transferable shares or cer-
tificates of .beneficial interest. Almost all
such trusts are now classed as assoclations,
taxable as corporations. The imposition of
a corporate ineome tax on such trusts is
especlally unfair when it is considered that
the purpose of such trusts is principally to
provide unified management and that, usu=
ally, substantially all their income is dis-
tributed annually to the beneficiaries. In
this respect, real-estate trusts are conduits
of income, Just as are stock investment trusts
whose unigue status has been specially rece
ognized under the regulated investment come
pany provisions of supplement Q (Code secs.
361-362). These witnesses argued their case
well.

A representative of the United Cerebral
Palsy Associations, Inc., proposed the amend-~
ment of code sections 812 and 162 to provide
total exemption from both estate and income
taxation of legacies or trusts set up for the
upkeep of totally disabled persons, during
their lifetime. In assessing such taxes, the
Government is interfering with a natural
and moral duty. He also proposed that an
additional $600 income-tax exemption be
granted to taxpayers supporting dependents
who are permanently disabled from whatever
cause. )

A private witness made some very signifi-
eant suggestions in respect of code section
162 (b), (c), and (d). Basically, what is in-
volved is the taxing of A on account of what
is really B’s income. In general, an estate
or trust is entitled to deduct from its gross
income all amounts distributed or distribu-
table as income to the beneficiaries, This
witness contended that the only logical and .
equitable approach was to find out first how
much could reasonably be charged to the
Income of each beneficiary, and then to allow
the estate or trust to deduct the total of
these amounts. This would always prevent
charging one beneficiary with income that is,
in fact, the income of another beneficiary.
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A practicing lawyer recommended that
code section 22 (a) be amended to prevent
any possible application of it to the question
of who is taxable on trust income. Supple-
ment E should contain specific rules to the
effect that trust income be taxed to the gran-
tor only if (1) the trust is for a period which
must end in less than 5 years, and the trust
assets must revert to the grantor or his es-
tate or must be disposed of as he directs, or
(2) the grantor retalns the power to deter-
mine who shall receive the trust income.
(Cf. T. D. 5488, 1946-1 CB 19, amended by
T. D. 5567, 1947-2 CB 9; Commissioner v.
Clark (53-1 USTC, par. 9217, 202 F. (2d) 94
(CA-T7); 1953-55 CCH Standard Federal Tax
Reports, par. 8655).)

The chamber of commerce thinks that
.section 22 (a) should have no application
to the taxation of estates and trusts. (See
section 29.22 (a)—21 of Regulations 111;
Ruth S. Clark (CCH Dec. 18,794, 17 TC 1357
(1952), afi’d 53-1 USTC, par. 9217, 202 F.
(2d) 94, certiorarl not authorized).) Also,
there should be no Federal statutory con-
cept of distributable income, Items which
are not taxable in the hands of the fiduclary
should not become taxable through distri~
bution to the beneficiary. (McCullough V.
Commissioner (46-1 USTC, par. 9140, 153 F,
(2d) 345 (CCA-2).) The existing 65-day
and 12-month rules under sectlon 162 (d)
(3) have proved to be administratively un-
workable and should be eliminated. In con-
gection with the Clifford problem, the cham-

or recommended that the grantor of a trust
ghould not incur tax where he has divested
himself, for 5 years or more of ownership
of the principal snd income of the trust
and of any power to control the beneficlal
enjoyment of such principal and income.
The 5-year rule should also be applied to
cases of irrevocable assignments of income
in situations such as the Blair (37-1 USTC,
par. 9083, 300 U. S. 5) and Schaffner (41-1
USTC, par 9355, 312 U. 8. 579) cases. The
chamber salso recommended that 2 distinc-
tion be drawn between administrative pow-
ers over the trust under which the grantor
may obtain economic benefit and adminis-
trative powers under which economlc benefit
for the grantor is not possible or is so incl-
dental or intangible as to be disregarded.
It also suggested that no attempt be made
to define by relationship persons having cer-
tain powers who are sufficiently subservient
to the grantor to give him, in effect, the
power Involved. Such subservience should
be established by the facts and not by rela=
tionship to the possessor of the power.

The chamber, further recommended that
the credit against net income provided for
trusts under section 163 (a) (1) be increased
from 8100 to 300, Section 153 requires
that annual Information be required from
certain tax-exempt organizations under sec-
tion 101 (6) and section 162 (a), and, also,
in respect of employees’ trusts under section
165. It was proposed that the ordinary
statute of limitations against the assessment
of deficiencies against such trusts and en-
tities, commence with the filing of such
information.

A representative of privately financed col-
leges recommended that code section 168
be amended to permit the creation of a rev-
ocable trust on & tax-free basis to the
creator, provided the Income is. paid to a
tax-exempt institution. This is a serlous
problem, because some colleges teach prin-
ciples which necessitate high taxes.

Treatment of bad debts

. Historical note: This topic embraces (a)
bad-debt recoveries, (b) bad-debt reserves
and (c) deduction of nonbusiness bad debts,

Article 110 of regulations 33 (revised)
provided that bad debts, charged off as
worthless and subsequently recovered, con-
stitute income for the year in which re-
covered, regardless of the date of charge off.

- -The American Institute of
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(Art. 52 of original regulations 45.) The
Treasury Department, on its own volition,
initiated the concept that a recovered bad
debt should not be regarded as income un-
less the deduction had accomplished a re-
duction in tax liability. (G. C. M. 18525,
1937-1 CB 80; I. T. 8172, 1938-1 CB 150.)
The tax benefit rule received statutory sanc-
tlon in section 116 of the Revenue Act of
1942, entitled ‘“Recovery of Bad Debts, Prlor
Taxes, and Delinquency Amounts,” and
added a new paragraph (12) to the exclusion
provisions of code section 22 (b). The new
statute provided for the exclusion from gross
income of amounts, otherwise includible,
which are attributable to the recovery dur-
ing the taxable year of a bad debt, prior tax,
or delinquency amount, to the extent that
the same did not operate to reduce the
income tax liability of the taxpayer for any
prior year.

The 1021 act first permitted the deduction
for had debts to take the form of a reason-
able addition to a reserve for bad debts.
(Secs. 214 (a) (7) and 234 (a) (5) of the
Revenue Act of 1921,)

Section 124 of the 1942 act added a new
provision for speclal treatment of nonbusi-
ness debts in the case of a taxpayer other
than a corporation. (Code sec. 23 (k)
(4); 1942-2 CB 431 and 572.) The primary
reason for this amendment was the abuse
growing out of so-called loans to friends,
relatives, and dependents where there were
no reasonable grounds for or expectation of
repayment. (1942-2 CB 426 and 565.)

Hearings, August 6, 1953: The regulations
deny the tax benefit provisions of section 22
(b) (12) to reserve-basis taxpayers. (See
sec. 29.22 (b) (12)-1 (a) (1) of Regula-
tions 111; 1942-2 CB 427 and 566.) Account-
ing authorities seem to agree that this works
8 discrimination as between the reserve
method and the specific charge-off method.
The First National Bank of Chicago recom-
mended that this discrimination be elimi-
nated by striking from the regulations the
objectionable sentence, and, if that is not
feasible, amend the statute.

A mnational public accounting firm recom-
mended the amendment of Code section 23
(k) (4) to exclude from the definition of
nonbusiness bad debts, loans made to a busi-
ness organization in which the taxpayer has
a financial interest as an employee, stock-
holder, officer, or creditor. Such losses should
be deductible as business bad debts, but they
are now being classified by the Bureau and
the courts as nonbusiness bad debts, de-
ductible only as short-term capital losses.
Other parties urged the same action.

The Commerce and Industry Assoclation
of New York objected to the Bureau's inter-
pretation of section 28 (k) (4) to include
among nonbusiness bad debts, debts which
actually arose in the course of a taxpayer’s
trade or business but which, at the time of
worthlessness, were not directly connected
with a trade or business of the taxpayer suf-
fering the loss. (Sec. 29.23 (k)-6 of Regu-
lations 111.). The statute should be
amended to provide that debts arising in the.
course of business should be treated as busi-
ness dehts regardless of clrcumstances at
the time of worthlessness. The association
also objected, where mortgaged property is
bid in by the mortgagor, to dividing the
transaction into two  separate elements.
(Sec. 29.23 (k) (3) of Regulations 111.)
Accountants
agreed that the splitting of that transaction
into two parts should be changed.

Determination of taxable income inclusions
and exclusions

Historical note: The title of this topic is
something of a misnomer. Congress may
not include in taxable income that which is
not income. ‘This subject deals, therefore,
primarily with statutory exclusions from tax-
able income of items which Congress has
full power to tax.

January 25

The expanding adventures of governmenta
and authorities into proprietary functions,
in direct competition with taxable free en-
terprises, have created a serious policy prob-
lem in mnational and local taxation. An ut-
terly unfair discrimination grows out of the
freedom from income tax of governmentally
owned electric-power projects. The Govern-
ment is actively competing on a tax-free
basis with the taxpaying portions of the
electric utility industry. Tax inequality be-
tween different lines of endeavor is bad
enough, but tax inequality within a single
field is indefensible. Since the South Caro-
lina Dispensary case,” there is no doubt but
that the Federal Government may tax the
business activities of States and their gub-
divisions.® As a bookkeeping matter, the
Federal Government could demand of its
own instrumentalities the same accounting
for taxes which . it exacts of private parties.
Although reciprocal immunity from taxation
of the salaries of governmental employees
has been destroyed as a principle of Federal
constitutional law, there is considerable
doubt whether the reciprocal immunity in
respect of interest on governmental obliga~-
tions has been seriously weakened.”

An even more gerious situation may be
developing as a result of organizations, ex-
empt under code section 101, entering fields
of endeavor in competition with private
business. Title III of the Revenue Act of
1950 coped with this tendency and made
some progress In respect of organizationa
which come under section 101 (1)}, (6), (7),
and (14), except churches. Section 101 (12)
(cooperatives) was tightened up some by
section 314 of the Revenue Act of 1951,
However, Congress has not dealt with the
entire problem, particularly social clubs and
fraternal organizations. (Code sec. 101 (3)
and (9).)

Hearings, August 6, 1953: The testimony
and statements were very instructive. The
representative of the Edison Electric Insti-
tute urged the removal of the tax exemption
which Federal, State, and municipal bodies
now enjoy in conducting proprietary busi-
ness In competition with their own tax-
payers. This includes the issuance of tax
bonds to finance such enterprises, the recent
trend to issue industrial development reve-
nue bonds, and the REA electric coopera-
tives who are competing for business with
the taxpaying utilities. The insitute urged
amendments to sections 22 (b) (4), 101 (15)
and 116 (d) to that end.

An accountant submitted a lengthy study
and argued effectively for the taxability of
industrial-development revenue bonds and
authority bonds. He recommended the
amendment of section 22 (b) (4) to subject
to Federal income taxation without question
the interest on industrial-development reve-
nue bonds and the interest on the obligations
of authorities which engage in proprietary
ventures and which do not pledge the falth
or credit or taxing power of their State or
municipal governments. Along similar
lines, the National Association of Real
Estate Boards protested against the tax
exemption granted to bonds sold to finance
Government-owned housing projects, called
public housing. These bonds take the form
of a local public-housing bond issue, but
they have the substance of tax-exempt Fed-
eral bonds issued by authority of the Public
Housing Administration.

The representative of the American Hotel
Association objected to exempt social clubs
and fraternal organizations competing with
taxable hotels by offering food, beverage
and lodging to the public. There was in-
serted in the record a formidable list of
tax-exempt establishments bidding for pub-
lic patronage. (Sec. 101 (3), (7)., (8).
and (9) relate to privately operated and
controlled organizations.) They are sup-
posed to be powerful politically. They may
ultimately weaken the taxpaying hotel and
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restaurant industry, but they aré acting as 2

[

. gpearhead in furnishing certain services free

corporation.

froma high taxes and without private profit.
_The Coca-Cola RExport Corp. made 2
thorough exposition of the discrimination
which now exists against nonresident alien
employees of United States corporations

whq visit the United States for business’

fraining or consultation. The ascertain-
ment of income from sources within the
United States is covered by code section 119,

. subsection (a) (8) of which provides that

compensation 1ot In excess of $3,000, re-
ceived by a nonresident alien individual
while temporarily in the United States, for
the redition of services fo an alien entity,
shall not be deemed to be income from
United States sources, Where'the nonresi-
dent alien renders the services here to a
United States corporation, he must pay the
tax thereon. A statement was submitted

contalning a brief summary of some general .

provisions in Income-tax conventions with
respect to the exemption of temporary vis-
{tors to the United States from treaty coun-
tries, The witness stated that the most sat-

. isfactory solution to this problem would be

to amend sections 211 (b) and 119 (a) (38)
t0 exempt labor or services performed on be-
half of a foreign branch of a United States
It went further however, and
urged ‘that the present 90-day period be in-
creased to 183 days, and that the limitation

" on ‘the. amoiznt of exempt remuneraj_bion be

increased from $3,000 to $10,000.

In behalf of the John Simon Guggenheim
Memorial Foundation, a statement urged
support of H. R. 3680, which would amend
section 22 (b) (8) to treat as an exempt gift,
amounts paid to an individual by a section
101 (8) organization to enable the récipient
to fmproved or to complete his education or
training or to en'gage in research or creative
activity. An individual witness, purporting
to speak for the owners of small corporations,

recommended that the surtax exemption .

under section 15 (b) " be increased from
$26,000 to $50,000. This change was urged
to keep with the corporation the tax savings
with which to expand, instead of relegating
the operators of small business to a perma-
nent position of smallness. :

Section 22 (b) (2) (A) provides, among
other things, that, in the case of a transfer
for a valua(ble consideration, by assiénment
or otherwise, of a life insurance, endowment
or annuity contract, or any interest therein,
only the actual value of such consideration
and the amount of the premiums and other
sums subsequiently pald by the transferee
shall be exempt from taxation. If the policy
18 not transferred, the entire proceeds are
exempt under section 22 (b) (1). The Na-
tional Association of Life Underwriters
thinks this resulf inflicts “great hardship,”
especially where the transferee has an in-
surable interest in the life of the insured,
They strongly urge its change. The Ameri-
can Life Convention and the Life Insurance
Assoclation of America agreed with this

contention, and, also, protested against the -

misapplication of the doctrine of construe-
tive receipt to life insurance transactions.

Section 126 deals with income in respect
of decedents, Subsection (a) (1) provides
that, where gross income Is not includible
in the return for the period in which the
decedent died, or a prior period, it shall be
taken up (1) by the estate of the decedent,
(2) by the person who acquired the Fight to
receive the income, by reason of the death
of the decedent, or (3) by the person who
acquired from the decedent the right to re-
celve the income by bequest, devise, or in-
heritance, Subsection (a) (2), however,
provides that, where the right to receive in«
come above described is sold or trafsferred,
there must be included in the gross income

_of the transferor the fair market value of

the right at the time of the transfer plus
any ¢onsidération in excess thereof, This

~
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prevents the legatee widow of & life in-
surance agent from bequeathing the uncol-
lected renewal account to their children
without taking up its fair market value in
her final return. The National Association
of Life Underwriters urged the amendment
of sectlon 126 (a) (2) to place such & re-
quest on the same footing as obtains under
subsection (a) (1).

A Washington practitioner recommended:
(1) Provide specifically that treasury stock
shall not be considered as an asset and that
its sale shall not give rise to gain or loss;
and (2) make section 128 applicable to the’
recovery of any taxes previously deducted
under section 23 (c). Another practitioner
supported a proposed amendment to the
code which would give relief to certain
banks required to issue preferred stock to
the Reconstruction Finance Corporation in
connection with mergers arranged by the
Federal Deposit Insurance Corporation, by
allowing them a deduction for amounts paid
in retirement of said preferred stock.

Gift and estate tax problems

Historical note: Section 301 (b) of the
Revenue Act of 1924 allowed a credit to Fed-
eral estate tax of the amount of any similar
tax paid to any State in respect of property
included in the gross estate. The credit was
subject to a 25-percent limitation, The re-
port of the Senate Finance Committee re-
cords the receipt of a letter from Secretary
Mellon which says that inheritance taxes are
properly sources of revenue for the States.
The letter also declares that the far-reaching
economic effect of high inheritance taxes is
not properly understood. They siphon off
capital for current operating expenses, the
cumulative effect of which will prove harm-
ful to the country. (1939-1 (pt. 2) CB 270,
289, and 308.) The limitation was increased
to 80 percent by section 301 (b) of the Reve~
nue Act of 1926. (1989-1 (pt. 2) CB 324, 338,
and 376.) Section 401 of the Revenue Act of
1932 imposed an additional estate tax to
which the aforementioned credit was specifi-
cally made inapplicable (sec. 402 (a)). At
the same time, title III of the 1932 act re-
stored the gift tax as a supplement to the
estate tax. With technical refinements and
ever-lncreasing rates in both estate and gift
taxes, the matter stands today. At this time
the basic estate tax has a maximum rate of
20 percent (code sec, 810). The additional
estate tax has a maximum rate of 77 percent
(code sec, 935). It is not difficult to see
what happens to an estate when the two are
added together. The maximum gift tax rate
is B'734 percent. .

Hearings, August 10, 1953: Everyone except
the American Federation of Labor seems to
_agree that the rates are too high. Even with
the numerous alleviating provisions of the
past 10 years, one must have strong leanings
toward state capitalism to recommend lower
exemptions and increased rates in these
taxes. The chamber of commerce has this
to say about the present estate and gift
taxes:

“In any revision of the Federal tax struc-
ture there should be earnest attention to the
consequences of the present estate and in-
heritance taxes, which are levied by the Fed-
era]l and State Governments.

“The effects of present high rates, low
exemptions, and inequitable provisions are
damaging socially and economically. There
is a serious impairment of incentive and dis-
couragement of the natural desire to make
family provision. Successful family enter-
prises are broken up and family ownership
and control destroyed. There is dissipation
of productive capital with all of the public
detriment that follows. The consequences
bear heavily upon #&mall enterprises which
must continue to haVe an important place in
the business structire.

“The Féderal Govéfnment should take the
leadership in adjustments to avoid these de-
structive effects, It should remove itself

A527

from the whole field of estate and gift
taxation, )

“Meanwhile, the additional or supplemen=
tary estate tax should be repealed, leaving
only the basic estate tax in effect with its
80 percent credit for death taxes pald the
States and larger exemption. With such
lowering of rates the need for a policing gift
tax would disappear and it should be
repealed or at least reduced to be con-
sistent with the lower estate tax rates.””

Several parties testified or submitted state-
ments in support of that outlook. Most of
the testimony, however, was directed to
technical amendments designed to cure
existing discrimination or imagined in-
justices.

The insurance business is considerably
exercised over the taxation of the proceeds
of life insurance., Under section 811 (g)
(2), the estate of an insured is taxed if he
owned the insurance policy or if he paid
the premiums. The premium-payment test
has the effect of including in the decedent’s
gross estate a policy to which he never had
title or -which has been Irrevocably assigned
by him, and in which neither he nor his
estate has any interest. By contrast, the gift
tax applies only to the cash value of an
interest actually owned by the insured and
donated by him. From many quarters, it
was recommended that the premium-pay-
ment test be discarded, and that insurance
proceeds received by beneficiaries, other than
the executor, should be included in the
decedent’s gross estate only to the extent of
the cash value, immediately prior to death,
of the interest in the insurance actually
owned by the decedent.

As a measure of simpliclty, one witness
declared that every gift should be taxed
when it is made, regardless of whether it is
direct or indirect, whether it is revocable
or irrevocable, and that there should be
no further guestion concerning the corpus
of the gift or trust. The statement seems
to be an oversimplification. For example,
what is the fair market value of the gift
involved in a revocable trust? How would
the donee’s conditional liability be measured
in case the donor later exercised his right
of revocation? @

A practicing attorney polnted out that,
under certain circumstances, the relief in-
tended by the optional valuation of estates
under section 811 (j) is nullified and con-
verted into a hardship. These situations
arise in audit after the election has been
made to use the optional date. Items dif-
ficult of valuation, or unexpectedly included
in the gross estate, may be valued by the
examining agent at a figure higher than that
provable value at date of death. An amend-
ment to the code was recommended which,
upon such an increase in the value of the
gross estate, would provide that the ex-
ecutor of the estate should have & new
election.

Section 22 defines gross income. There
are really two definitions or conceptions
contained in section 22. Subdivision (a) is
more Ilike the constitutional concept of
income. Its language is very broad and
general, even though not as terse as the
16th amendment. The entire section 22,
however, gives the statutory definition of
income. It is detailed and covers a multi-
tude of items. The Ways and Means Coms
mittee hopes it can come up with a better
gengral .definition of income, and we wish
them luck. A research engineer who ap-
peared before the committee urged that no
inanimate entity, such as a business, be re-
garded as having taxable income. His con-
ception- of taxable income is that “which
i3 received by natural persons as ultimate
consumers; It includes wages, salaries, divi-
dends, legacies, and gifts.” He paid his re-
spects to Karl Marx by saying that commu-
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nism in the Internal Revenue Code Is the
source of all our tax problems,

Section 1003 (b) (3), in arrlvlng at net
gifts, provides a 3,000 annual, per donee
exclusion. This was designed to permit &
donor to make small gifts without being re-
quired to file a gift-tax return. However,
gifts of future interests are expressly ex-
cepted from this exctusion. 'I"here has arisen
4 great deal of confusion in the case of glfts
in trust. Itis difficult to determine in a par-
ticular ease whether a gift in trust for a
minor child will be entitled to the $3,000
exclusion or regarded as the gift of a future
interest. Omne witness pleaded that, in such
a situation, in order to retain the benefit of
his annual exclusion, a father must abandon
the reins over his infant. One recommenda-
tion would allow a _donor to make annual
.gifts up to $3,000 (or $6,000 with spouse’s
consent) to minor donees without consider-
ing such gifts as applying aghinst the spe-
cific lifetime exemption of $30,000 provided
by section 1004 (a) (1). Another proposal
would allow each donor an annual $3,000
exclusion for all his gifts of future interests.

A Washington practitioner suggested that
section 812 be amended to allow a deduction
for the amount of the estate tax. It was
explained that, mathematically, the amount
of such a deduction would be computed in
a manner stmilar to the computation of the
charitable deduction where there is a specific
bequest with the residue, after estate taxes,
going to charity.

A private citizen suggested the complete
élimination of the baffiing reference to prop-
erty that is subject to claims but not to gen-
eral claims in section 812 (c) and, also, the
elimination ‘of the tracing rile which dentes
any allowance for prgperty acquired unless it
. can be identified as having been acquired in
exchange for the property previously taxed.
If there is going to be an allowance in one
case, there should be a similar allowance in
the other case, even If thereis no direct con-
nection between the propertyincluded in the
first estate and that left by the second de-
cedent. 'These two simplification measures
cannot be accomplished without the substi-
tution of a tax credit for a deduction from
the gross estate. The suggestion was also
made that, in lieu of the present allowance
of a full deduction if the spcond decedent
dies 4 years and 364 days after the first,
there be provided a sliding seale by which
the credit or deduction would range from,
say, 20 percent to 100 percent according to
the number of years intervening—for ex-
ample, less than 2 years, 100 percent; 2 to 4
years, 8O percent, etc., up to 20 percent from
8 to 10 years.

This was an actively considered toplc.
The record contains significant proposals.

Excise tax problems

Historleal note: Excise taxes are a.mong
the oldest forms of internal texation used in
‘this country. The first internal reveniie
statute laid dutles upon spirits distilled
within the Unfted States. (Act of March 3,
1791, 1 Statutes 199, 202.) Tt is not sur=
prising that the taxation of liquor and to-
bacco is regulated today by statutes drawn
to fit .a bygone age. Excise taxation was
widely used during the Civil War perlod,
and, to a considerable degree, in World
War I. Tts present extensive use dates pri-
marily from the Revénue Act of 1932 and the
requirements of recent wars. (See code
sec. 1650.) ) »

Hearings, August 10-11, 1853: The excise
tax problems relating to rates, to new taxes,
or to the removal of existing taxes, are not
treated at this point but all such are gath-
ered together under topic 40.

. The tax representative of the Western
Union Telegraph Co. presented four inequi-
ties or discriminations imbedded in the code,
as construed by the Bureau, which are harm-
ful to his company and create customer re-
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sentment: (1) and (2) The- amounts paid
for-the Installation of instruments, wires,
poles, switchboards, apparatus, and equip-
ment are expressly exempted from the 15
percent tax on local telephone service (code
section 3465 (&) (3);.the installation charges
of the telegraph company, including the sal-
arles of operators, should llkewise be ex-
empt. (3) By section 8465 (b), common
carriers are exempt irom the tax on leased
wire, teletypewriter, or talking circuit special
service utilized in the conduct of their busi-
riess; this exemption does not apply to ‘the
texes on telegraph and telephone messages
imposed by subsection (a) (1), and the tele-
phone companies have a competitive ad-
vantage in respect of their teletypewriter
service. _(4) The competitive disadvantage
under which Western Union’s Intrafax oper~
ates as against other intercommunication
and Interior systems, located within a local
exchange arés, should be removed.

The recommendations urged by the Asso~
clated Tobacco Manufacturers were unigue
in that they asked for no cut in the tax
rates. Their representative also believed
that his recommendations were entirely non-

controversial. He proposed three prmclpal
administrative changes and a Iist of minor
adjustments which may be found in the
record. The three principal ones were: a
stamp method of procollecting tobaecco taxes;
a simple statement to take the place of the
multiplicity of requirements in respect of
statements, regisiration, bonehng, certifi-
cates, and so forth; and a modernization of
the recordkeeping requirements. Counsel
for the Cigar Manufac¢turers Association, Inc.,
offered a complete recodification of the ar-
chaic statutes relating to the collection of
excise taxes on cigars.

The R. J. Reynolds Tobacco Co. urged the
removal of the present requirement of pre-
payment of cigarette and tobacco taxes, since
the financing of its stamp purchases was he-
coming a hardship. A proposed amendment
of sections 2001 (a) snd 4047 was submitted.
The American Tobacgo Co. suggested a simi-
lar change. The freezing of capital in the
form of. excise tax payments syas further
exemplified hy 2 witness representing the
Natxonal Assoclation of Independent Tire
Dealers, * The tax on tires and_ innertubes
is high &nd, where the manufacturer has a
company-owned retall outlet, the competi-
tion is serious to the independent dealer.

The importers of alcoholic beverages think

they have a perfect case for tax revision.
In the first place, the applicable statutes
are antiquated and need modernizing. Sec-
tion 2800 (a) (1) taxes distilled spirits at
the rate of 810.50 on each proof gallon,
“or wine gallon when below proof.” The
quoted phrase works a discrimination against
imported distilled spirits. It grew up like
Topsy and the history of it is explained.
Various amendments to section 2800 are
proposed. i

The manufacturer’s execlse tax on radio
recelving sets and agcessories was first im-
posed by section 607 of the Révenue Act
of 1032. The tax on television recelving
sets was first Imposed by section 605 of the
Revenue Act of 1950, These taxes are now
imposed under Code section 38404. The
Radio-Electronics-Television Manufacturers
Association urged passage of H. R. 6314,
which would remove from the tax all elec-
tronic devices used for commercial and tech-
nical purposes. In sddition, it would re-
move the tax for gll components, except
tubes. While H. R. %314 would solve the
adminlstrative tax difficulties peculiar to this
industry, there rematn problems which are
general to all manufacturer’s excise taxpay-
ers. They were all listed in a prepared state«
ment, 4
adequate review in this fleld of taxation. It
was suggested that the Tax Court be given
jurisdiction to determine deﬂciencies in

-One of them dealt with the lack of
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excise taxes and to review the departmental
rulings on the subject.

Sectlon 617 of the Revenue Act of 1932
laid a producer's excise tax on gasoline.
Section 603 (c) of the 1934 act broadened
the definition of gasoline to include naphtha.
(Code sec. 3412 (¢) (2).) Because the ge-
neric word naphtha is contalned in the
definition of gasaline, a large number’ of
specialized petroleum products must be
meticulously accounted for, gallen for gallon,
all the way from the refiner through infer-
mediate distributors down to the manufac-
turers who use them as raw materials. The
American Mineral Spirits Co., Chicago, asked
to be relieved of the enormous burden of

. accounting involved, by eliminating the word

naphtha from the definition of gasoline.
H. R. 5989 and 8. 2238 would accomplish the

purpose. These bills were also supported
by the American Petroleum Industries
Committee.

Recognizing the need for a restatement of
basic principles of sound exclse tax admin-
istration, whether selective or uniform, the
National Association of Manufacturers es-
tablished a subcommittee on manufacturer's
excise tax administration comprised of ex-
perts in this fleld drawn from the major
industries now subject to such taxation.
They made a fine oral presentation and sub-
mitted an excellent brief, which are highly
commended. A specialist in income, estate,
and gift taxation has no conception of the
administrative burdens connected with ex-
cise taxes. The assoclatlon suggested many
reforms, one of them being an internal
appellate procedure which has slready been
adopted in part by the Bureau.

The Sheaffer Pen Co. protested the dis-
erimination in respect of the lack of a ter-
mination date for the excise tax on writing
instruments. (See code sec. 3408.) They
requested that an April 1, 1954, termina-
tion date be put on the tax on writing in-
struments. With some force, the company
contended that writing instruments are in
much greater use by school children than
wrestling head harnesses, push balls and
water polo equipment. The Fountain Pen
& Mechanical Pencil Manufacturer’s Asso-
ciation objected to the taxation of an orna=
mented mechanical writlng instrument as a
luxury item, and urged the immediate ter=
mination of the tax on pens and pencils.

The automotive industry formed an ine
dustry-wide committee which wurged the
elimination of the discriminatory automotive
excise tax. In regard to-section 8403, they
protested, especmlly, the tax on parts re-
quired to keep cars in repair. The Treasury
holds that repairing, rebuilding or recondi-
tioning of used automotive parts 1s the mane
facture of automotive parts, and is taxable
under section 3403 (¢). The reconditioning
of some automotive parts is taxable, not so
others. The enforcement is not uniform. A
lengthy brief was submitted in behalf of the
varlous associations, which stated bluntly
that the Treasury Department has not kept
ts promises to correct its errors by admin-
istrative regulations and that further prom-
ises cannot be relied upon. In the name of
justice and equality, Congress was earnestly
beseeched (1) to amend section 8403 (¢) by
adding the words “other than repaired, re-
conditioned or rebullt parts or units when
sold as such, or (2) to repeal section 3403 so
as to eliminate the tax on autemobiles,
trucks, parts and accessories. Several mem-
bers of the Industry-wide committee spoke
in support of the brief. One of them said:
“These people are hopelessly lost on a sea of
uncertainty.”

The Royal Typewriter Co., Inc., directed
attention to a discrimination in the tax as
applied to rented typewriters.  (Code section
8406 (a) (6).) There isa 10-percent tax on
the sale of a new machine, but, where a ma-
chiine is rented and then sold as secondhand,
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. the Bureau Invokes section 8441 (c) to apply
-the 10 percent rate to both the rental pay-
ménts and the secondhand prices. The wit-
ness proposed that sectlon 3441 (c) bhe
-amended to make it clear that the total tax
payable with respect to any article, even
though payable in installments as rental
* payments, should not exceed the tax meas-
ured by the manufacturer’s wholesale price,
thus putting all transactions on 'the same

" basts. L i

Two individuals prominent in the trailer
rental business urged legislative clarification
of the manufacturer’s excise tdx on the lease
of utility automobile trailers. (Code secs.
-8408 and 3440.)  Their testimony was con-
vineing. It elicitéd from Chairman REED
the, observation that one point is funda-
mental in all tax bills: “There shall be cer-
tainty in taxation” This is particularly
true in excise taxation, wheré the tax must
be ‘collected when the transaction takes
place.” Short-term trailér rentals are not
the equivalent of sales and could very well
pe éliminated from the type of leases men-
tioned in sections 3440 and 3441,

The Participating Sports Assotiation of
America protested vigorously against the
20-percent admissiohs tax on privately oper-
.ated enterprises, in competition with similar
facilities pperated by States or political sub-
divisions. “The witness pointed out that
recreation involving physical exercise is
taxed in the same manner as ahy luxury
entertainment or spectator sport. He urged
passage of H. R. 3421. The representative of
the National Screw Machine Products Asso-
clation submitted 5 problem invélving the
application of section 3413 to a group of oils
known commercially as cutting oils. H. R.
56068 would specifically eliminate cutting
olls, used in manufacturing procésses, from
the general category of lubricating oils. The
representative of manufacturers’ of ticket
gathes sought relief from the taxes on wagers
and substitution therefor of a stamp tax as
on playing cards.

A large number of statements, full of
meaty suggestlons, weré submitted for the
record by parties who made no personal
‘gppearance. ' o
Retirement funds for self-employed and

others not covered by existing pension

plans o

Historical note: The Soclal Security Act
provides for a governmental system of basic
pension benefits, First, there are the
grants-in-aid to the States to help them
pay old-age pensions to needy elderly per=-
sons, Second, under the old-age and sur-
viyors insurance program, which covers most
empIded persons, the employers and em-
ployees are required through Federal payroll
taxes on each jointly to pay the cost of re-
tirement benefits for such employees and
their survivors, (Code secs. 14001432 (Fed-
eral Insurance Contributions Act).)
~ The maximum benefits, under this pro-
gram, for an individual are $85 per month,
and, for a husband and wife who are both

over 65 years of age, the maximum is $127.50. "

If a person earns more than $75 a month,
“he s disqualified for the benefits, Third, in
eddition to their coverage undel the Federal
old-age and survivors insurance program,
Some 8 million employed persons receive sup=
plemental pension benefits undeér approxi-
maitely 17,000 tax-favored ‘pension plans set
up by employers for their employees, either
voluntarily or as a result of bargaining with
labor unlons. These private pension plans
-constitute a sécond layer of pensions built on
top of the Federal old-age and survivors in-
surance program. (Code secs. 23 (p) and
165.) If a pension plan is approved under
the clted code provisions, the employer ob-
“tains a deduction in the currént year for his
contribution to the fund, but the employee
s not taxed currently on what the employer
pays into the fund in his behalf, even though
guch paynient s in the nature of additional
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compensation for services. The employee is
taxed only when hé gets the money at retire-
ment, as and when it Is received. This tax
deferment is also éxtended to the accretlons
of the employer's contribution resulting
from the investmént of the trusteed funds
or the purchase of deferred annuity contracts
from an insurance¢ company. .

This preferential tax treatment for private
pension plans, some of which antedate the
entire Federal social-security setup, has now
become an established national policy. How-
ever, it is presently restricted to employee
pension plans. The self-employed persons in
the country, such as farmers, professional
people, shopkeepers, ete., cannot come un-
der these tax-favored pension plans since
technically they are not employees. Therein
lieg the discrimination. In the same predica-
ment with the self-employed persons are
millions of employed persons whose employ-

ers have ngt set up private pension plans.’

It is obvious that if such persons had the
same right of tax deferment on a portion of
their income as millions of employed per-
sons have under section 165, they would be
in a similar position to provide for their old
age. In all fairness, they are entitled to that
much. Self-employed persons would ask
nothing from the Government or anybody
else.

Hearings, August 12, 1953: Several bills are
pending to relieve this discrimination. The

.purpose of the Jenkins-Keogh-Camp bills 1s

to encourage the establishment of voluntary
pension plans by individuals. These bills
would accomplish the purpose by permitting
such persons a postponement of income tax
with respect to a limited portion of earned
income (as distinguished from investment
income), paid Into a restricted retirement
trust fund or to an insurance company &s
premiums for a restricted retirement-annuity
contract. The limited amount so excluded,
plus each participant’s share of the interest
on_ his fund, would be taxed in later years,
when drawn down as retirement benefits.
Such 1g the essence of the plan, and those
seeking details of the proposed legislation are
referred to the record of the hearings.

The Associated Actors & Artistes of Amer=
fca, the American Bar Association, and other
local bars, the American Medical Assoclation,

‘the American Institute of Accountants, the

Authors Leiigue of America, the American
Veterinary Medical Association, the New York
Stock Exchange, the American Farm Bureau
Federation, the insurance industry, and many
others, urged its passage and submitted for-
midable supporting data. This legislation is
very necessary at least as a starting point.
One witness, although agreelng on principle
with its general objectives, disagreed with
the plan of the pending bills and submitted
his own alternative solution. The repre-

‘sefitative of the National Assoclation of In-

vektment Companles thought the pending
bills too réstrictive In providing that the
trustee of restricted retirement funds of an
individual must be a bank. The representa-
tive of the Investment Counsel Association
of America agreed with the principle of self-
‘employed retirement funds, but would grant
‘the trustees of such funds much broader
Investment powers. :
Although' not directly pertinent, at the
beginning of the hearings on topic 36, the
committee welcomed Judge Herbert F. Good-
rich of the Unitéd States Court of Appeals
for the Third Circuit. Judge Goodrich ez~
plained in considérable detail the good work
being done by the American Law Institute.
The Maurice and Laura Falk Foundation
made a grant to the institute to undertake
a study of the income-tax laws. The main
object of the institute’s income tax project
is an improvement of the technical provi-
sions of theé present statutes. They disavow
afiy attempt to write a complete income tax
code. A clarification of definitions is one of
their objectives. The accurate deflnition of
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terms elther prevents or puts an end to
unnecessary disputes. :

Ezclusion of pension and retirement income
jor specific types of employees

Hearings, August 13, 1953: Old-age pen=
slons received under the Social Security Act
or under the Railroad Retirement Act, and
also pensions received under any act relating
to disabled war veterans, are entirely exempt.
All other pensions and annuities received
for past services are taxable. The exemption
of retirement income should apply to all
types of retirement income and thus elimi-
nate the present discrimination. H. R. 5180
would go a long way toward equalizing the
tax treatment of retired people.

Many educational groups and various asso=-
ciations of Government employees, retired
officers, and retired Government employees
testified in support of H. R. 5180. Under this
bill the first $1,500 received as retirement in-
come would be excluded from gross income
in the case of all taxpayers who are at least
65 years of age and retired, or who are re=
tired under a public or private retirement
plan regardless of age. However, the $1,500
exclusion is to be reduced in proportion to
the taxpayer’s current earnings, if he works
after retirement and earns more than $300 &
year. This reduction is on a sliding scale
similar to old-age and survivors lnsurance
(OASI) provisions, The ceiling is $125 per
month and any pension that a person would
get (except service-connected disability)
would be counted with OASI payments and
railroad retirement in computing whether
the ceiling is reached. The philosophy of the
bill is to treat everybody’s retirement income
the same, whether it is derived from a pen-
sion -plan, a privately purchased insurance
annuity, or from investments, The National
Education Association testified in support of
the bill and submitted a brief technical
analysis of its provisions.

Some organizations went much further.
For example, the policemen contended for a
lower retirement age and more liberal pro-
visions respecting the work clause or sup-
plementation of retirement income in the
case of enforcement officers. Others went
the whole distance and urged the complete
exemption of =all retirement Income., The
strong interest taken in this subject may
Jead to somie degree of general relief from
income taxation in respect of retired persons.

Depletion and exploration expenditures

Historlcal note: The Corporation Excise
Tax Act of 1909 permitted the deduction of
“a reasonable allowance for depreciation of
property,” but made no reference to deple-
tion.  (Sec. 38 Second (second).) The Su=
preme Court construed the 1909 act as deny-
ing any deduction for depletion of the mine
eral content of a mine, but, notwithstanding
such interpretation, the Court upheld the
constitutionality of the act.* The act of
October 3, 1913, which is the first income
tax act under the power of the 16th
amendment, granted individuals a reasonable
allowance for the exhaustion, wear and tear
of property arising out of its use or employ=-
ment in the business, “not to exceed, in the
case of mines, 5 percent of the gross value
at the mine of the cutput for the year” (sec.
II B (sixth)). As to corporations, the 1913
act granted, in the case of mines, “a reason=
able allowance for depletion of ores and all
other natural deposits, not {o exceed 5 per=
cent of the gross value at the tirhe of the
output for the year” (sec. IL G (b) (second)).
The constitutionality of the Bb-percent
limitation was wupheld by the Supreme
Court.” Although not specifically mentioned
as such, oil and gas properties were allowed
depletion under the 1913 act. The Revenue
Act of 1916 was the first to make specific ref«
erence to the depletion of oil and gas wells
(sec. 5 (a) eighth (a)). The deducation was
based on “actual reduction in flow and pro=

PR
Footnotes at end of speech.

. Approved For Release 2007/01/16 - CIA-RDP57-00384R001200010028-9



Approved For Release 2007/01/16 : CIA-RDP57-OO384R001‘20‘001 0028-9

A530

duction.” In the case of minés the 1916 act
gubstituted for the 5-percent limitation a
depletion allowance not to exceed the market
value in the mine of the product thereof,
which had been mined and sold during the
year (sec. 5 (8) eighth (b)). "The statute
expressly said that where the depreciation or’
depletion allowances shall equal “the capital
originally invested” (or the fair market value
on March 1, 1913), then *no further allow-
ance shall be made.”
1916 act had practically arrived at the point
of full depletion allowances for the year,

without limitation, although the statute
used cumbersome yardsticks.

The Revenue Act of 1918 improved the
language of the allowance ky including”
within its scope other natural deposits and
timber, and based the deduction accordmg
to the peculiar conditions in each case, all
under Treasury regulations. The 1918 act,
however, went much further. It contained
the first breach in the principle that cost (or
Mearch 1, 1913, value) constitutes the limit
of capital value recoveries by way of annual
allowances. It introduced & new basis for
the measure of capital to be recoveréd in
the case of a discovery, on or after March 1,
1913, of mines, oil and gas wells. (Secs.
214 (a) (10) and 234 (8) (9).) The unlim-
ited use of discovery walue was found to
eancel profits from unrelated sources, so the
1921 act limited the depletion on that score
to an amount not in excess of the net income
from the particular property. (Secs. 214
{a) (10) and 284 (a) (9); 193D-1 (pt. 2)
B 191.) And, in the 1924 act, the limita-
tion was still further restricted to an amount
not in excess f 50 percent of the net income
from the discovered praperty. (Sec. 204
(c); 1939-1 (pt. 2) CB 254 and 280.)
discovery value basis was replaced in the
1826 act, so far as oil and gas were concerned,
by a flat allowance of 271 percent of the
gross income from the property, limited
further to an amount not in excess of 50
percent of the net income from the property.
{Sec. 204 (c¢) (2).) An enlarged definition
©f discoyery was retained as one of the deple-
tion bases for mines. (Sec. 204 (¢) (1))

In the Revénue Act of 1932, the benefits
©f percentage depletion were extended to
poal, metal mines and sulfur, and the dis-
govery value basls was withdrawn as to them.
ASec. 114 (b) (2) and (4).) Since that
time, percentage depletion has béen extended
no slower than might be expected, and con-
slstent with precedent. The present provi-
sions concerning depletion are found in code
gections 23 (m) and 114,

Hearings, August 14, 1953: The testimony
and statements submitted under toplc 38
make good reading. Mining and prospectmg
for natural resources 1s an inspiring sibject
in itself, aside from problems of taxation,
From the nature of the testimony, the writer
galned an impression-that, for some reason,
the mining industry was fearful lest all or
part of their depletion benefits would be
taken from them. On the basis of past ex-
perlence, they need have no fear and nothing
Ppresently imminent need cause alarm. This
writer favors the levelling out of the per=-
centage “allowances to eliminate rank dis-
criminations, and the extention of the

unique theory into the field of all capital

investments which are destroyed by use and
&bsolescénce.

There were but few dissenting voices in
the long parade of withesses and statements
urging retention and/or extension of the.
principle of percentdge depletion. Those
opposed to this form of tax exemption were
the American Farm Bureau Federation, the
American Federation of Labor and the Coun~
sel for the National Oll Marketers Associa~

“Hon.

Chairman REED explained that section 130,
relating to “hebby” losses, seriously inter=
feres with oil and gas and mineral explora=

tlon and development, a5 well #s farms in

1t is thus seen that the
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drought areas. Such losses arise from physl-
cal conditions not within the control of the
taxpayer. He instructed the staff of the joint
committee to prepare & bill to remedy the
situation, which was done.

The American Mining Congress made sev-
eral points regarding depletion and explora-
tion expenditures, which they comsidered to
be éssential allowances for the mining in-
dustry In the first place, the term “net
income from the property” for purposes of
the 50 percent limitation is not satisfactorily
defined. The Congress suggested that, in
arriving at that concept, deduction should
be made only for those expenses directly con-
nected with the production of income from
the property and for such indirect or over-
head expenses as definitely contributed to
the production of income from such prop-
erty. It is the contention of the Congress
that the deductions in computing net income
from the property should not be increased
by expenses applicable to other property, by
interest paid on Indebtedness, or by taxes or
other charges which are not formal costs of
producing net income from a particular
property. A code amendment was submitted
which would add a.new subparagraph (C)
to section 114 (b) (4), and would limit the
deduction to those items which have a direct
bearing upon the production of income from
the particular property.

The American Mining Congress also cone
siders that the deflnition ©of ‘“mining
property” 1s in need of clarification and
simplification. Section 29.23 (m)-1 (i) of
regulations 111 leaves much to be desired.
Many different situations are encountered
as to mining property. An amendment at
the end of code section 114 (b) (4) was sug-
gested, which apparently would leave this
matter largely within the taxpayer’ s discre-
tion.

Under toplc 17, we observed the various
devices by which it was sought to alleviate
the double taxation of dividends. The min-
ing Industry has a unique problem in con-
nection with corporate distributions. Since
percentage depletion allowances are not tax-
able to the corporation, the Congress con-
siders that distributions therefrom should
not be taxable to the stockholders. (Cf. sec.
28.115-6 of regulations 111.)

It connection with code section 23. (ff),
the American Mining Congress recommends
that both the $75,000 annual limitation and
the 4-year limitation be removed. Expendi-
turés for exploration should not receive less
favorable treatment than is now accorded
those for intangible development expenses,
‘The Congress also recommended that follow-
ing the example of Canada, new mines be
allowed a 38-month exemption from income
taxation. The idea is a good one and should
apply to all new business.

The slate industry made a good casge for in-
creasing their rate of percentage depletion
from 5 percent to 15 percent. They based
thelr plea largely upon the rate already al-
lowed for competing products

The chairman of the Texas Rallroad Com-
mission, speaking as a citizen-soldier in the
cause of national defepse, urged the coms-
mittee not to change the 271 percent deple-
tion allowance to oll and gas, nor o reduce
it in any way. He Etated that the system
is working; 1t is producing the ofl; and 1t
means national security. His oral testimony
was quite lengthy and well documented by

_..tables, charts, and supporting statements,

including a letter dated May 22, 1953, from
the Secretary of the Navy, which estimated
the current United States daily production

. of crude oil, distillates, and gas liquids, with

restrictions removed, at 8,159,000 barrels per
day, and which then-stated that “This figure

As not sufficient to meet the United States

and allled requirements in time of & national
emergency.” The substance of the witness’
testimony was that this country needs all
the oil it can gey and the percentage deple-
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tion' deduction should not be withdrawn or
reduced.

Another witness discussed the stripper-
well segment of the oil industry and ex-
plained the water-flood method of secondary
recovery, All oil wells eventually beceme
stripper wells. He stated that the percentage
depletion deduction is & real help to the
secondary recovery operator and absolutely
essential to the small operator if he is to
expand his business. He urged the retention
of the present incentive provisions in the
code and the rejection of any preposal to
reduce the oil depletion ellowance.

A representative of the talc industry made
an indignant presentation about the obsti-
nate refusal of the Treasury Department to
give full effect to the percentage depletion
deduction of that industry. The feeling
seems to grow out of the declsion of the
Tax Court, favorable to the taxpayer’'s posi-
tion, in International Tale Company, Inec.
(CCH Dec. 18,016, 15 TC 981 (1950) (NA)),
which the Treasury Depariment-seeks to cur~
tall by regulation. (7. D. 6031, 1853~16 IRB
6.) Apparently the Department sought to
apply the 15 percent rate for talc on the
basis of a hypothetical sales price for the
chemically pure content of the talc ore at
the head of the mine. The Department, by.
T, D. 6031, now seeks to exclude “fine pulveri-
zation” from the statutory definition of “or-
dinary treatment processes.””

The salt industry made a very interest-
Ing and effective presentation. The Salt
Producers Association brought in a five-man
team to appear before the committee, and,
of all things, one of them was assistant to
the chairman of the organizing committee,
District 50, United Mine Workers of America.
He spoke for the employee’s poeint of view
and backed up management'’s plea for an in-
crease in the percentage depletion allowance
for salt from 5 percent to 23 percent, as in
the case of sulfur. (Code sec. 114 (b)
{4) (A).) A second witness directed his re=
marks primarily to the effect which the per=«
centage allowance has on the smaller pro-
ducers. He made this observation: *“In the
long run, the way to keep our salt Industry
strong and healthy is to permit it to retain
a greater portion of its earnings to plow back
into exploration, development, plant expan-
sion, and modernization.” But, In every
case, the way to keep any worthwhile activity
strong is not to tax it to death. The wit-
nesses for the salt industry made out a good
case of discrimination in view of the allow=-
ances made to other minerals. They dis-
pelled the idea that salt is as common as
sand or as easy to get. They also set the
average reader straight on the fact that 90
percent of this country’s salt production goes
to industry, particularly our giant chemical
industry, and only a small part ever gets into
the saltshakers on the dining table.

The representative of the Gypsum As-
sociation pointed out that gypsum (calcium
sulphate) is the only important nonmetallic
mineral that is not specifically accorded
percentage depletion under section 114 of
the code. There have been no discoveries
of commercial deposits of gypsum in many
years with the exception of one in southern
Indiana, which 1s a relatively small deposit.
The gypsum industry, particularly in the
eastern part of the country, exists in its
present volume because of substantial im-
portations of gypsum rock from Canada and
Mexico. The industry asks for a 15 percent
depletion allowance, and, on a competitive
basis, seems entitled to it.

The Refractories Institute declared that
section 319 of the Revenue Act of 1951,
which extended the percentage depletion
allowance to refractory and fire clays and
Quartzite, had contributed substantial bene-
fits to the national economy. They urged
retention of the allowance. The Lake
Superior Iron Ore Association stated that
it is of national importance that the re-

N
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Berves and production facilities of the Lake
#Superior area be built up and maintained.
‘They recommended the removal of the
~$75,000 annual and the 4-year limitation

on  exploration expenditures, (Code sec-

- %lon 23 (ff).) The kyanite industry urged
the extension of the 15 percent depletion
rate to kyanite, which 15 one of the alu-
minum-silicate minerals. They averred
that, to the best of their knowledge, every
mineral that is used along with, and in com-
petition with, kyanite receives the 15-per-
cent allowance. Many other interested par-
ties submitted material for the record, with-
out oral appearance: industries, such as
slate, timber, sand and gravel, oil and gas,
~clay pipe, crushed stone, bituminous coal,
atc.

dmproper accamula‘t‘ion‘of coq;poraté surplus
T (see. 102)

FHstorical note: Under the Internal Rev-

enue Code, as well as all the prior enabling
acts _ upder . the 16th amendmept, the
plan of taxing corporate income to the cor-
poratlon and dividend distributions to the
stockholders has been employed, It is some-
times alluded to as double taxation, that
g, the same dollar of profit is taxed first
to the legal entity which earns it and, when
anything left over is distributed to the
stockholders, the latter become subject to
the tax on taxable dividends, By compari-
son, where the business is conducted as a
partnership, it is not liable for Income tax,
a8 such, but the owners are lable only in
their ipdividusl cgpacity. (Code sec.
181,) In computing the net income of each
partner, his distributive share of the part-
nership- net income is included, whether or
not distrjbution thereof is actually made to
him. (Code sec, 182.) } )
With low corporate rates, the corporation.
steckholder plan of taxation would offer a
lawful means for deferring indefinitely, or
escaping entirely, the dividend tex to the
stockholders on earned surplus. Congress,
therefore, placed in the act of October 3,
1913, a provision designed to discourage
gorporations ‘from accumulating a surplus
beyond the reasonable needs of the busi-
ness, and a simlilar provision, in various
forms, has obtained in.all subsequent in-
come-tax legislation. By section II A, sub-
division 2, of the 1913 act, it was provided
that for the purpose of the additional tax,
ar surtax, the taxable Income of any indi-
vidual should embrace the share to which,
. he would be entitled, whether distributed
or not, of the profits of every corporation,
formed or Iraudulenfly avalled of for the
purpose of préventing the imposition of the

surtax “thropygh the medlum of permitting

such profits to accumulate instead of being
distributed, The Income-tax rates imposed
by the 1913 act were insignificant compared
with present exactions. The corporate rate

was 1 percent; the individual normal tax

rate was 1 percent; and the tndividual sur-
tax brackets ranged from 1 to 8 percent. The
tmproper aceumulation section as g whole
has passed through several mutations over
the years, and today it is in the form of
b tax on the corporation measured by 2714

percent of the first $100,000 of undistributed

section 102 net income, and 381, percent of
#ll such net income over $100,000. . (Code
sec, 102; see, also, Otto, “Sec, 102: The Tax
on. & Corporation’s Psyche,” Taxes—the Tax
Magazine, June 1953, p. 432.)

. An exeellent statement of the original
and continuing purpose of the legislation is
found, in the decision in Helvering v. Chi-
cago Stock Yards -Company (43-1 USTC,
par. 9379, 63 S. Ct. 843) : . .

“As_the theory of the revenue acts has
been to tax corporate profits to the corpo-
ration, and their receipt only when dis-
tributed to the stockholders, the purpose of
the leglslation Is to compel the company to
distribute any profits not needed for the
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conduct of its busines se that, when so dis-
tributed, indjvidual stockholders will be-
come liable not only for normal but for sur-
tax on the dividends received” (p. 846).

Although this statute has been on the
books continuously since 1913, only two
cases thereunder have been decided by the
United States Supreme Court, They are:
Helvering v. National Grocery Company,
(38-2 USTC, par. 9312, 304 U. S. 282), which
arose under the comparatively low rates of
the Revenue Act of 1928, and Helvering v.
Chicago Stock Yards Company, above, which
arose under the Revenue Acts of 1928 and
1932. Under those acts, the corporate rates
of tax were 12 and 133 percent, respec-
tively. At that time, it is evident that the
lion’s share of corporate profits could es-_
cape surtax on the stockholders in the ab-
sence of some gimmick to compel distribu-
tion,

It has been sald that the “punitive force”
of such & provision is less where the sur~
taxes are higher. The writer prefers to say
that, the higher the tazes on corporate in-
come, the less need or justification there is
for such a provision. For example, sup-
pose that corporate taxes alone, including
excess profits taxes, take 60 percent of the
earnings of the corporation. The undis-
tributed section 102 net income, then, could
not exceed 40 percent of the corporate earn-
ings for the year. This practical turn in
both the theory and effect of section 102 is
important. One of the gravest aspects of
the application of section 102 has elways
been the need of the corporation for new
capital, especially for expansion purposes,
In the National Grocery Company case,
above, the Supreme Court answered this
difficulty in the following language:

“Since Kohl was the sole owner of the cor-
poration, the business would have been as
well protected against unexpected demands
for capital, and assured of capital for the pur-
pose of any possible expansion, by his per-
sohal ownership of the securities as by the
corpofation’s owning them” (p. 938).

The same answer was given by the same
court in the Chicago Stock Yards case
(p. 827)." Such answer was plausible and.
defensible within bounds under the moder-
ate rdates of the Revenue Acts of 1928 and
1932. Under present rates, however, the con-
clusion is contrary to fact. Itisa good illus-
tration of how changed conditions alter the
validity of one’s prior approach to a problem.

It i5 plain that the reasoning adopted by
the Supreme Court in the National Grocery
and Chicago Stock Yards cases, in regard to
the anticipated or unexpected corporate need
for additional working capital, has lost its
validity, under current income taxation.
Under low rates of income taxation, the
Court’s reasoning is roughly correct; but, un-
der existing rates today, it is dead wrong.
Furthermore, with the free use of its own in-
come, remaining after taxes, the corporation
would probably pay, because of increased
earnings, as much more tax as the stock-
holders would pay thereon had it been dis-
tributed. It is hard to see how section 102
serves any useful purpose at this time. The
revenue which the Government hoped to get
as surtax on dividends is now being gathered
in directly by heavy taxes against the CcOrpo-
ration. When the Federal Government alone
takes over half of a company’s profits in ine
come taxes there is no occasion to invoke
section 102, The only apparent justification
for its retention is in respect of corporations
which have a substantial exemption from tax,
such as percentage depletion,

Hearings, August 14, 1953: The Pennsyl-
vania State Chamber of Commerce, 1n cooper-
ation with the Council of State Chambers of
Commerce, recommended certain amend-
ments to section 102. They feel that the in-
tent of section 102 should be retained. How-

ever, section 103 shou;g be revised so that:

3
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(a) The tax will apply enly to that portion
of the undistributed section 102 net income
which was unreasonably accumulated. The
incidence of this tax is upon “the undis-
tributed section 102 net income,” which is
determined without regard to the degree of
unreasonable accumulation. This clearly
establishes the penal character of the tax,
In this respect, it is like the 50-percent oivil
fraud penalty which is imposed upon the
total deficiency, irrespective of the portion
thereof to which the fraudulent intent is
ascribed. (Code sec. 293 (b).) -

(b) The burden of proof will be upon the
Commissioner with respect to both the fact
and the amount of the unreasonable accu-
mulation of surplus, The burden of proof is
now upon the Commissioner in respect of the
civil frand penalty and the transferee Iiabil-
tty. (Code secs. 1112 and 1119 (a). Cf. Code
sec. 700 (i) (unjust enrichment) and Code
sec. 811 (1) (rebuttable presumption in es-
tate tax).)

(c) Dividends paid within 75 days of the
close of the taxable year may, at the taxpay~
er's election, be deducted in computing sec-
tion 102 net income for such year. This is a
very important administrative remedy, and
the chambers of commerce were entirely too
timid in their suggestion. In the case of per=
sonal holding companies, provision is made,
after the event, for a deflciency dividends
credit against an unpaid deficiency, (Code
sec. 506 (a).) There remains a 10-percent
differentlal in tax on the undistributed sub-
chapter A net income of the personal holding
company, but the brutal impact of the defi-
clency is mitigated. It seems that, when the
Government is attacking the judgment and
state of mind of a businessman, the taxpayer
should be privileged to make a contested dis=
tribution, demanded by the Bureau or de-
creed by the courts, without any section 102
liability, after the manner of the deflciency
dividends credit,

The chamber of commerce of Charlotte,
N. C., urged the reforms above suggested and
also recommended that deficiency dividends
be allowed as corrective measures similar to
those provided in Code section 506, men-
tioned above. No brief is held for the surtax
dodger, but the present section 102 poses a
constant threat to a businessman. who is
thrifty and prudent. The American Mining
Congress urged the repeal of section 102, but,

in the alternative, suggested that, in the

event of imposition of surtax under section

102, the corporation should be permitted to.

relieve itself of such tax by a deficiency divi-
dend similar to section 506 or by filing con-
sent dividend papers as provided In sec-
tion 28, .

The Machinery and Allied Products Insti«
tute pointed out that section 102 represents
& Dpsychological barrier to sound business
policy. It has perverse cyclical effects be-
cause it prevents companies from establish-
ing a cushion against booms and depressions.
They objected particularly to the immediacy
doctrine whereby an examining agent with
benefit of hindsight is in posltion to con-
demn accumulations for indefinite but real
business needs. They have no faith in the
efficacy of changes in admintstrative policy,
citing the 70-percent rule. When the Gov-
ernment takes over half of a corporation’s in-
come in taxes, the 70-percent rule is entirely
too severe. In addition to the oral testi-
mony of its representative, the institute sub-
mitted a carefully reasoned statement on the
whole subject.

The American Institute of Accountants
said that, under our present system of taxing
dividends, the principle of section 102 is un-
doubtedly necessary, but that assurance of a
wigse and sympathetic administration of the
section is equally necessary. They also rec-
ommend placing the burden of proof upon
the Commissioner, and allowing the tax-
payer to meet the liability by deficlency divi-
dends or by filing consent dividend papers.
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The Georgia State Chamber of Commerce
filed a comprehensive statement which went
into the matter in considerable detail. It
must be read to be appreciated. They sub-
mitted a serles of proposed amendments
which would reguire that surtax avoidance
be a substantial facter in inducing the ac-
cumulation and would greatly expand the
concept of assets reasonably needed in the
business.

A Washington practitioner recommended

- an amendment to provide that the reason-
able needs of the business shall not exclude
investment in & new or different enterprise
so long as 1t is represented by 100 percent
ownership of the Jperating sassets or B85
percent of the voting stock. He also made
the novel suggestion that there should be
a temporary moratorium on section 102 to
permit small businesses to build up reserves
against bad business conditions. In violent
contrast, the American Federationi of Labor
made the amazing statement that “The
penalty rates under section 102 are noto-
riously low.” . ) )

Ezxcise tax rales

Hearings, July 2831 and August 8-12,
1953: Topic 40 was covered by evening
sessions of the committee, Since there are
gcores of excise taxes in addition to the
old standbys of liquor and tobacco, there
will be no historical treatment of them,

The American Home Laundry Manufac-
turers” Assoclation stated that the home
laundry equipment Industry {8 a sick busi-
ness, closing down plants and laying off
people. It may be triggering the explosion
which could rock the whole appliance field.
The witness ascribed the predicament of
the industry to the T0 percent excise tax on
ironers and dryeéf§ which he insisted forced
the manufacturer to price the product.out of

_ the consumer’s market. (Code sec. 3406
(a) (3).) He also stated that former Secre-
tary of the Treasury Andrew Mellon proved
conclusively that you can gét more revente

. by lower tax rates than by rates that are too
high. He urged passage of H. R. 2063 which
would repeal the excise tax on household
‘ironers and clothes dryers.’ On interroga-
tion, the witness explained that this is a
young industry whose products have not
reached the public saturation point. The
10 percent tax adds about $25 to the retail
price and has a critical impact on the mar=
ket in moderate income homes, . )

An official of a concern which deyeloped
and manufactures housebold gas and elec~
*tric dryers, noted that there was no excise

- tax.on farm machines which ease the work
of thé men in the flelds. Nor is an excise
tax put on machine tolls which make the
job easier for the meh In_ the facforiés,
Neither should there be an_excise tax on
household appliances which ease the work
of the homemaker, He statéd that “We<
run into a stone wall of consumer resistance.
From the most caréful consumer analyses,
he ascribed the foundation for the consum-
ers’ reluctance to buy to extra cost imposed
by the excise tax. He urged Congress for
relief, and despaired of any help from the
Treasury. Several other witnesses appeared
in behalf of this industry. They were pretty
bilunt and plain spoken. The mechanics of
manufacturers’ exclse taxation was ex-
plained. A manufacturer’'s excise tax infiates
the price on each transaction at every stage
of distribution. The tax must be financed
and 1t increases the ¢ost of financing inven-
tory. In the end, it usually comes out of the
consumer although, in a falling market, dis-
tributors stand their share. 'The British
have reduced their purchase tax on appli-
ances and other consumer goods. Another
interesting angle is that, where the people
think there is a possibility of the excise tax
being removed, they stop buying and walt
1% out. The housewives sit on their pocket-
books. The Government, including the ex-
ecutive branch, should act fast whenever it
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encourages the people to think tax rellef s
in sight.

The Institute of Cooking and Heating Ap-
pliance Manufacturers urged the repeal of
thé 10-percént excise on electric; gas, and oil
ranges, and water heaters. (Code sec. 3406
(a) (3); H. R. 4843.) The tax on certain
household appliances was defended during
war conditions as discouraging production
of nonmilitary articles, thus conserving men,
critical raw materials and machines fof the
war effort. Such thinking seems out of
place at this time. The present excise tax
gystem has piled discrimination upon dis-
crimination over the past 20 years and, as
Chairman Reep says, 1t cannot be corrected
overnight, Among the household items not
taxed are washing machines, vacuum clean-
ers, draperies, floor coverings, sinks, sewing
machines, ‘and most consumer soft goods.
Yet the kitchen contains a concentration of
taxable items, The witness said that when
Canada eliminated its 25 percent tax, its
cooking business on gas and electric ranges
spiraled to an all-time high, He further ex-
plained that, when an excise tax is levied at
the manufacturer’s level, the cost of financ-
ing the tax by the dealer takes the form of
& customary markup of 75 percent. In other
words, by the time it reaches the consumer,
this 10-percent exclse is 17 or 18 percent of
the retail dollar. This point was developed
by several witnesses. A dollar of cost is the
same whether it represents raw materials,
wages, or taxes. It must be financed until
the machine is sold to the consumer, A
manufacturer of electric food-waste disposers
also urged relief from the 10-percent tax
under code section 8406 (a) (3), This busi-~
ness is solving the garbage disposal problem
in urban areas. A representative of the re-
tail appliances dealers made a picturesque
witness. He asked the question: *Who isin
favor of these excise taxes gnyhow?” No-
body; but the Treasury. “Forgive them their
trespasses, for they do not have to run for
reelection in 1054.” Coming to the business
community, kié said the only group that ap-
pears to love a manufacturer’s eéxcise is our
old friend, the National Association of
Manufacturers.

The representative of the Gas Appliance
Manufacturers Association made the best so-
clal argument against discriminatory excise
taxation: It makes possible discriminatory
regulation by the Government of the indus-
tries affected; if reserves to the Government
the power to determine whether a young
or small business shall be permitted to grow
to the full position it might achieve in a
free competitive system; it substitutes politi-
cal control and political penalties for the
Judgment of the consumer, The witness also

comniented on some strange inconsistencies. -

We are on a horse riding in all directions
at the same time. The Federal Government
alds low-cost -housing projects; the same
Government increases the cost of such hous-
ifig by taxing items which are a necessity to
completed housing units. The Federal Gov-
etnment supports prices in ald of agricul-
tural production of food; in the same breath,
it taxes the pfeservation and preparation of
food. The witness agreed, however, if you
have to have the revenue, an excise over all
production activities, except food and medi~

‘cine, would be more equitable.

The Association of American Railroads
urges the elimination of the 15 percent
transportation tax on persons. (Code sec.
8469.) The tax is definitely discrimina-
tory in that it applies to transportation
by common carrier. Private carriage escapes
tl,le tax. The rail passenger transportation
is a depressed industry. This tax drives in-
tercity travel from common carriers to pri-
vate carriage. This tax was an important
part of the plan during World War II to dis-
courage civilian common-carrier travel, and
it is still helping to accomplish that pur-
pose. The witness believes that every rail-
road in the United States is showing & deficit

i
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in net ratlway operating income from their
passenger service operations. ‘The railroads
are doing everything they can, and the gov-
ernmental brakes on their efforts should be
removed. Another representative of the as~
sociation urges the immediate repeal of the
excise tax on the transportation of property.
(This came In under sec. 620 (a) of the
Revenue Act of 1942; code sec. 3475.) In
general,. it 1s a 3-pereent tax. It discrimi-
nates Petween long and short hauls and be-
tween public and private carriage. It 1s
readily avoided at the expense of the rail=-
roads and other public carriers by operating
8 truck on one's own account, The tax 1s
not justified in time of peace and the present
competitive situation. There is also a con-~
siderable markup in respect of this tax. A
lengthy statement discussed the need for
more transportation facilities to take care of
wartime' conditions.

The president of the American Retail Fed-
eration submitted & statement which was
summarized by a witness in his behalf. He
made an argument unanswerable on prin-
ciple, except that the Government needs the
money., The economics of his argument
were sound. He argued that the wartime
excise taxes, both retail and manufacturing,
are barriers to an expanding economy; and
that the adverse effect of the discriminatory
retail excises on sales of taxed items is clearly
shown where we compare such tax collections
with other economic data. He made another
statement which commands attention: Re-
tallers helieve that our American economy
and standard of livihg are hung upon the
successful production and sale of the cate-
gorles of goods which our people are mot
compelled to buy, and that the difference be-
tween full employment and serious unems-
ployment depends upon the efficient distri-
bution -of goods and services beyond the
necessities of life. The witness opposed the
campaign of the National Association “of
Manufacturers for a national manufacturer's
sales tax on the end produtts of all manu-
facturers, excepting only food.

The clock manufacturers urge the repeal
of the retailer’s excise taxes on their prod-
ucts. (Code secs, 2400 and 1650.) They

- claim that clocks and ulitarian watches are

not luxuries, but are necessities in both
peace and war. The witness pointed out
that their products are-sold through a wide
variety of outlets such as drugstores, special-
ty shops, and newsstands and the necessity
of keeping records and accocunting for col-
lections causes the retailer to discontinue
that line of stock. The association wurged
the discontinuance of excises on ¢locks and
low-priced watches.

The Lawn Mower Institute, In¢., Washing-
ton, D. C., protested the tax on power lawn-
mowers. (Code sec. 3406 (a) (3).) They
claim it is causing a serious reduction in
sales and loss of employment. Besides, it
wds tacked on to the code by section 485 of
the Revenue Act of 19561 without consulta-
tion with industry and without due regard
to the economic factors involved in this in-
dustry. 'This is one instance where the man-
ufacturers absorbed part of the tax. The
institute urged fvorable action on H. R. 4900
which would have repealed the tax.

The witness for the Rubber Manufacturers
Association recognized the accepted principle
of taxation tHat luxuries are fair tax targets,
and observed that, today, tires and tubes are
not a luxury but rank along with the basic
necessities of food, clothing, and shelter.
This tax is based upon weight and not upon
selling price. (Code sec. 3400 (a).) When
translated into terms of an ad valorem tax,
it is considerably higher than the 8-percent
excise on automobile parts and accessories.
It was recommended that the rates be re-
duced to the pre-1941 level of 214 cents per
pound for tires and 414, cents per pound for
inner tubes, with provision for credit on fioor
stocks.
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s
. Prohably the most unique suggestion to
come from the hearings was made by the
oounsel for the Cigarette Lighter Manufac-
. turers Assoclation, Inc, New York City. It
grows out of the markup by jobbers and
retailers, because of Athq;na’.nuiaé%urer’s ex-
clse tax on, mechanical ¢igar ahd cigarette
lighters Imposed by section 3408 (a).  Ap-
parently, in thils industry, there s a general
markup from manufacturing to retail level
of slightly more than 100 percent. The asso-
_ clation suggests shifting the existing 15-per-
cent manufacturer’s excise tax on lighters
-to the retail level at a reduced rate of 71,
percent. The tax would be paid by the retall
customer on the sale to him, Since there is
no tax financing cost to the retail merchant,
the article can be s0ld at s reduced price.
Therefore, the customer pays less for the
commodity and the Government gets the
same amount of tax, maybe more, should
sales Increase as a result of the price reduc-
ton., H. R, 5733 was introduced to make the
lighter industry a pilot case for the applica-
tion of the plan. One of the large labor
unions, the International Association of Ma-
chinlists, supported the proposal. H. R. 5733
fell by the wayside, as did most otheér revenue
bills, In the closing days of the last session.
It is recognized that the retail merchants
might object to the extra paperwork. In
the case of lighters, however, most retailers
glready handle other items subject to the
retaller’s tax, so that it would only require
& -Uttle more of the same kind of records.
Also, the Treasury would have to await the
retail sdle for the tax. The association was
highly commended on its presentation be-
cause of the public spirit in which they tried
to solve the tax situation.
" The National Association of Manufactur-
ers, New York, N. ¥, made a logical but
Unpogiilar presentation., They start from
the "historically sound proposition that the
Pederal Government must always make use
~ of ‘éxcise taxation. 'With almost confisca-
‘tory rates of income taxation in the upper
brackets, the Government has still been
compélled to resort to exclse taxey, There is
1o logical basis for the selection of most of
the goods and services now taxetl, nor for
the range of tax rates imposed. Our excise
system 1s & mass of discriminations and in-
equities. The next fundamental position
teken by the association is that equity in
taxation Is achleved through broad bases,
wniformity of tax treatment, and low or
moderate rates according to revenue require~
ments, rather than the narrow bases, selec-
tivity and crushing rates that characterize
the existing structure. To this end, they
recommend that the present Feferal excises,
except those on alcoholic beverages and to-
bacco, be replaced by a Hat-rate tax (sug-
gested at 414 to B.percent) on all end prod-
ucts of manufacture, except food and food
products. They prefer the levy of this flat-
rate tax at the manufacturer’s level but do
not foreclose support of the tax at the retail
Tevel if it should prove more feasible of
énactment, ‘They defend the flat-rate tax
&t the manufacturer’s level on the pgrounds
¢1) 1t would be falr to everyone and elimi-
nate Yhe 'exfsting discriminations, (2) it
wolld, be substantially less than nearly all
the present excise rates because of the broad
base of incidéfhice, {3) 1t is tar éasier and
theaper to administeér the tax, bécause less
than 900,000 manufacturérs would be in-
volved as compared with up to 3 million re-
taf]l and ‘%‘iyice‘ outlets, and (4) it would
hot compete directly with State use of re-
_{afl taxes which aré now used in 33 States.
7 yith respect to covéerage, the p‘lan would
gubject to the excise all end products of
manufacture (other than Yood), thus secur-
ing the maximum ‘coverage and IGwest rate.
- A good casé can always be made for various
tax egemptions, but once the door is opened
to any exéliption beyond food, the door

woild nevér be closed. 'We would then ap-
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Approved For Release 2007/01/1

~ CONGRESSIONAL

i

proach the selective ‘system now on the
books, that is, tax discriminatlon by ex-
emption instead of by direct .selection.
(This writer doesn’t bélieve that even food
should be eemptéd under either the manu-
facturer’s or the rétail plan.)

There are many criticisms that will be
made of the assotiation's proposal: (1) It
would extend thé list of taxable articles.
The clear answer is that, short of repeal
of all excise taxation, the cure for arbitrary
discrimination is to level it off by a flat
rate on all commodities, (2) Excise taxa-
tion reduces total purchasing power. The
association denies this on the specious
ground that the process of taxing and pub-
lic speriding 1s basically one of transfer of
purchasing .power from private to public
hands: The private citizen spends less because
he has less, but” the Government spends
more. That answér is like the claim of the
radical ecoriomists that it makes no differ-

ence how big the nitlonal debt is. The

colintry is nod poorér, we merely owe it to our-
selves. Exactly so, but the holders of Gov~
erninént bonds will gradually lose their sav-
ings in that process. High progressive taxa-
tion is also a method of redistributing the
colintry’s weéalth and current earning pow-
er.” This writer préfers to do his own spend-
ing and not have the Government do if
for him. It seems to me that the advocates
of high income taXes and no sales taxes are
very illogical. All taxation reduces the pur-
chasing power of those taxed, be it income tax
or sales tax. What they are really talking
about is a soclal philosophy which encour-
fges the voting majority to hide behind an
arblitrary minimum standard of living, to
support alluring governmental projects, and
throw the tax burden on the minority who
are assumed to be better able to pay. (3)
Excise taxes are regressive, This argument
goes to the abolition of most excise taxation,
which the Treasury probably cannot afford
at this time, if ever. (4) The manufacturer’s
excise tax 18 included in inventory and is
pyramided by the time it reaches the retail
consumer. That is true of all taxes wherever
the Government wants 1ts revenue as soon as
possible. As for pyramiding, it is llke any
other element of cost which the retaller
must inance. (5) It 1s a hidden tax. A re-
tall sales tax pald as such at the counter is
brought home more forcibly to the buyer, but
a flat-rate tax would scon become known to
everyone and would usually be smaller than
8 retall excise on a selected article.

The flat rate manufacturer’s éxclse de-
serves serious study before it is rejected.
Those who oppose excise taxation should
Inguire more deeply into the causes oI our
perennial emergencies. Is the United States
doomed to a permanent status of emergency
and high taxes? If that 1s the new nor-
malcy, then it appears inescapable that ex-
cise taxation must be retained. Under those
conditions, the suggestion of the National
Association 'of Manufacturers is the easiest
to administer. The spokesman pointed ouf
that, 21 years ago, the Ways and Neans Com-~
mittee reported out a uniform manufactur-
er’s excise tax bill, but it was beaien on the
foor.

The photographic manufacturers called
attention to the excessively high rates on
photographic equipment and sensitized ma-
terinl. They urged partial relief now and as
guickly as conditions permit to ellminate
entirely the exclse tax on photographic prod-
ucts. (Code sec, 3406 (a) (4).) Upon
interrogation by the committee, the witness
heartily endorsed the general manufacturer’s
excise tax at a uniform rate.

The National Agsogiation of Railroad and
Utilities Commisgioners recommended the
repeal or reduction of the excise taxes on

“transportation and commiinication setvices.

(Ch. 30 of the Internal Reveénue Code.)
The Westéin Uilon Telegraph Co. 0©b-
Jjetted to t}:ge disadvantage suffered by the

k3
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Nation’s telegraph system in ecompetition
with the tax-free and Government-subsi-
dized airmail service. The airmail has made
heavy inroads on long-haul message service.
While other regulated public-utility services
like gas, electricity, and water are free from,
excise taxes, the telegraph service bears a 15«
percent Pederal tax. (Code sec. 3465.)
Western Union made a good statement of its
case.

The luggage and leather goods Industry
had-a field day at the hearings. The various
trade associations and several manufacturers
in this industry urged repeal of the 20-per-
cent tax on luggage, handbags, and leather
goods imposed by code sections 1651 and
3408 (a). :

Cigars, milk, safety deposit boxes, copra,
coconut oil, vegetable olls and fats, soap,
synthetic detergents, automotive vehicles,
gasoline, truck trailers, electric, gas and oil
ranges, water heaters, athletic goods, bowl-
ing alleys, skating rinks, swimming pools,
amusement parks and beaches, theaters,
museums, actors, musical artists, mechani«
cal amusement devices, Jewelry, furs, cos=
metics, beauty' parlors, and many others—
each came in for its share of attention in the
presentation of its particular excise tax
problem. They all ran along the same lines.

The producers of things and services ob-
Ject to the Government classifying them as
luxuries with the c¢onsequent excise tax re-
sults. In fact, many items regarded as
luxuries a few decades ago are now gener=-
ally accepted as necessities of modern liv«
ing. Owing to the haphazard way by which
the crazy-quilt patiern of excise taxation
has been developed, there are many une
justifiable and discriminating situations.
The high individual rates necessitated by the
selective procedure also set up a customer
sales resistance which affects adversely the
volume of production and employment. The
most prtisan member of union labor can
see that; whereas he thinks the near con-
fiscatory rates of income, estate, and gift
taxation merely put a beneficent govern-
ment in funds with which to create pros-
perity. It would seem that, 'In the field
of exclse taxatlon, labor and mangement
have some chance of constructive teamwork.

CONCLUDING REMARKS

The committee hearings were completed
on August 14, 1953. In that vast, bewil-
dering jungle which Is the Government of
the United States, the area of taxation is
surely one of the most important. These
hearings gave everybody the opportunity .
to say what they thought about the entire
Federal tax structure. More than 600 wit-
nesses were heard. The complete repeal or
overhauling was urged as to many sections
of the Internal Revenue Code. As Chalr-
man Reed sald, their testimony stands as
“s shocking indictement of the unfalrness
and confusion of our antiquated revenue
system.” One witness described 1t as “an
utterly chaotle condition.” To those of us
who have known i1t all along, this result
came 88 no surprise,

The committee recelved many compli-
ments on the systematic way in which the
matter of revenue revision was approached,
as well as on the procedure adopted whereby
insofar as practicable, individual topics were
discusséd one at a time. The topic-by-topic
presentation was very helpful to the mem-
bers of the committee and the staff of the
joint committee, although Inconvenient to
many witnesses who desired to testify on
more than one topic. It is apparent that
some of the testimony and submitted state-
ments were examples of pleading for special
interests, but the majority of those who ap-
peared entered into the spirit of the oceasion
and endeavored to point out the many dis-
criminatory and confusing provisions of the
code. ’

Some of the witnesses made colorful pres-

entations. This was characteristic of those
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who testlﬂed on the subject of excises (topic
46). They came up swinging and laid it
right oh the line.
courage ‘to say that a lot of barnacles have
ageumulated upon thé hull of the Federal

tex ship, by reason of previous congres~

siohal action or inaction.

Chairmen REED stated that the revelations
. of the committee’s hearings called for a com-

* prehensive tax revision ® and ‘that such a bill
wotlld bé the first order of business for the
Ways and Means Committee at the next ses-
gion. Some tentative decisions regarding
such reviston have already ‘betn made, in-

cluding two which were publicly announced

by Mr. Reep. They cotiCerfi:

i, An ameéndment to allow ¢hildren, in-
cluding those attending college, to earn over
#6500 a year without a resulting loss of the

dependency credit to the parent (topic 1),

2, Amendmernts fo  fmprove ‘the ptresent
aystem of filing declarations of estimated
tax which will remové some of the présent
penalties and will ‘telieve ‘about a million ~

taxpayers of the necessity of filing such re=~

turns (topic 11).

Aside from the provislons of the Constitu-
tlon which grant the législative branch con=
trol over taxation, it is my opinion that gen-
eral tax revision and recodification should be.
accomplished by Congress, The secrecy sur-
mundlng the executive branch renders it un-
fit ¥0 manage the job. The system of open
hearings before their elected representatives’
would séem preferable from the standpoint
of the public at large.. (The People’s Right
To Know, by Harold L. Cross, ch, XVIT (the ~
Statutes and the Regulations); Next Steps in
Congressional Reform, by George B. Gallo-

way.) If Congfess is uinable to Initiate, fin- =

1sh, and control the direction of revenue revi-

sion, and recodification, then, as one ¢om="

mentator said:

" “Congress is simply forfeiting ‘to the better
organized executive branch its proper par-

ticipation in moulding public opinion and
making,  national decisions”
Law Reyiew, June 1953, pp 389—390)

—.———*—-

17he historical notes and annotatlons' with

respect to published editions of the Internal

Reventie Code generally began with its origls =

nal content when adopted in 1939,

/2 For those interested in a broader but con-

cise statement of existing law, a dependable
summarization may be found in Master Tax "
Guide for 1953, published by Commerce
Clearing House, Inc,
" ®M. D, Harrison, CCH 13é¢, 19,036, 18 TC
540 (1982) (foster children)

4S8ge Mildred A. ‘O’'Connor _ (CCH Dec.
15,004, 6 TC 823 (1946). Cf. Katherine K,
Thurston (CCH Dec. 185056 (M), 10 TCM
809 (1951)); Eugene W. Lorenz (CCH Dec.
17155 (M), 8 TCM 720 (1949)).

" SEstate of Jacob Hentz, Jr. (CCH Dec.
10,664 (M), 12 TCM 368 (1953) (nonprofes-~
glonsal attendant at home)); Frances Hoff-
man (CCH Dec. 18,805, 17 TC 1380 (1052));
Samuel "Ochs (CCH. Dec. 18,453, 17 TC 130
(1951), affirmed 52-1 USTC, par, 8271, 185 F,

(2d) 692 (C. A. 2), cert. den. 344 U. 5. 327).
8 Andérson v. Forty-two Broadway Com-=

pany (239 U. S. 69, 36 S. Ct. 17 (1015)); Tyee

Realty Company v. Anderson (1 USTC, par.
15, 240 U.'s. 115 (1916) ); Brushaber v, Union
Pacific Railroad Company (1 USTC, par. 4_
240 U. & 1 (1916)).

“Report of Ways and Mearis Committee on
revenue bill of 1924, 1939-1 (pt. 2), CB 245,
2193971 (pt. 3) CB 558; sec. 25 (a) of the
Revenue Act of 1934,

*Bee code sets. 143 and 144; Montgomery,

'r'ederau axes, Yol. IT, pp. 603-614,
‘ Gommxsszgner v. Smith (45-1 USTC, par.
%55})3 324 U. S.177, rehearing den. 324 U. B.

; 1tr§ T. G, par. 45, 255 U. 8. 527 (1921);
TH8o-1 (pt. 2) CB 187 and 191.
;’“.Doyle v. Mttcﬁell rothers Company (1

g.8.T. c par. 17, 247 U. 8. 179 (1918)) see,

One witnéss had” the "

(Columbia

-

son (2 U. 8. T. C., par. 675, 272 U. 8. €38
(1931)).
#17U. 8. T C, par. 42, 255U, 8. 509 (1921).
#1U.8.T. C, par. 368, 278 U. 8. 470 (1929).
1 Regs. 45, art b1, and all subsequent regu-
lations.
182U, 8. T. C, par. 814, 284 U. S. 1 (1931).
7461 U, 8 T. C, par. 9133, 336 U. S. 28,
3 Compare Commissioner v. Court Holding

“Comipany (45-1 0. 8. T. C., par. 9215, 824 U. S,

“'881)y with U. S. v. Cumbérland Public Service
Company (50-1U. 8. T. C, par. 9129, 338 U. 8§,

~45)

® South Carolina v, U, S§. (199 U. 8. 437,
26 8. Ct. 110 (1905)).
# See, also, New York v. U. 8. (46-1 U. 8.

“T. C., par. 9138, 326 U. S. 572) (Saratoga

Springs mineral water),

“ Graves v. O’Kecfe (38-1 U, 8, T. C,, par.
9411, 306 U. 8. 466)..

2 Commissioner v. Shamberg’s Estate (44-2
“USTC, par. 9446, 144 F. (2d) 998 (CCA-2)
(Port of New York Authority bonds), cert.
den. 823 U. B. 792).

3 Nasquin v. Humphreys (89-2 USTC, par.
9237, 308 U. S. 54). Cf. Sanford’s Estaie
v. Commissioner (39-2 USTC, par. 9745, 308
U. 8. 89). i

% Von RBaumbach v. Sargent Land Company
(1 USTC, par. 10, 242 U, 8. 503 (1917)) and
cases cited. ) )

# Stanton v. Baltic Mining Company (1
USTC, par. 8, 240 U. S. 103 (1916)). For its
“effect on subsequent years, see Burnet v.
Thompson Oil & Gas Compeny (2 USTC, par.

“7707, 283 U. 8. 301 (1931)).

* Bee committee reports on the Internal
Revenue Code, 1939-1 (pt. 2), CB 532-533,

. Twenty-fifth Anniversary of Yeshiva Uni-

versity—Address by Hon. Charles H.,

Sllver

—

- EXTENSION OF REMARKS

OF

HON. JACOB K. JAVITS

OF NEW YORK .
IN THE HOUSE OF REPRESENTATIVES
Wednesday, January 6, 1954

Mr. JAVITS. Mr. Speaker, 25 years in
-the annals of an American university or
~college is still a mark of youth. But
the quarter century mark can also be
an indication of vigor, vitality, and the
potential for more and ereater service to
the_country and the community which
the university serves. Such is the case
with Yeshiva University, one of Ameri-
ca’s younger and expanding institutions
of higher learning, located in the dis-
trict which I represent. Appended is
the address by Hon. Charles H. Silver,
a distinguished New Yorker one of the
founders, at Yeshiva University's 25th
anniversary dinner held at the Hotel
Waldorf-Astoria in New York City on

Sunday, December 13, 1953:

I &am especially honored to preside at this
dinnér becalise 1t marks an important mile-

stone in the history of Yeshiva University.

“In & broad sense we are here to pay tribute
. to ap ideal whmh began as a vision and hope
and became a living reality.

It was 25 _years ago that a group of men
called on me and asked .me to Join with them.
in s movement to create the first American
University under Jewish auspices, Among
,them was Dr, Bernard Revel whose _very be-
ing was dominated by a wonderful spirit of
zeal and couragé that inspired all of those
with whom he came In contact. He was ac-
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- also, Gambrinus Brewery C'ompany v, Ander-

January 25

companied on this vislt to me by three other

‘distinguished American Jews—Judge 'Otto

‘

Rosalsky, Harry Fishel, and Samuel Levy.
They spoke with strong conviction and confi-
dence in the ultimate attainment of their
goal.,

These men, my friends, are not with us
this evening. All of them have passed to
their eternsal reward. "Tonight we celebrate
the 25th anniversary of Yeshiva College,
which they helped to found, and this event
must be linked with their names and their
achievements, for they shall always be a part
of this institution.

It is with a feeling of deep personal satis-
faction that I am privileged to ralse my voice
in praice of Dr. Revel, for I knew him well
and I shared with thousands of others a high
regard and sincere affection for him. It
could not be otherwise. He was that rare
individual who was completely wrapped up
in a cause that was projected with a high
and noble ideal. 'We American Jews may well
be proud that in him we had one of our faith
who was respected by men and women of all
creeds, for his humanity was as broad as the
horizon of life itself.

We are indeed fortunate that his successor
is recognized as a great scholar and able ad-
ministrator. We all know what Dr. Samuel
Belkin has done as president of Yeshiva Uni-
versity,-for it was under his guidance that
Yeshiva College expanded into & full-fledged
university, and I want to publicly congratu-
late Dr. Belkin on his magnificent achiave-
ment. We American Jews, and Indeed all
Americans, owe him a debt of gratitude for
his work in the fleld of education.

It.is well to recall at this time that Yeshlva
University really began as a theological semi=-
nary on the lower East Side in 1879. In this
respect Yeshiva’s history runs apparel with
other great American universities such as
Princeton, Yale, and Harvard which also
started as theological seminaries and through
the years broadened their scope of educa-
tional activities,

And as you know, In the recent past,
ground was broken for the Albert Einstein
8chool of Medicine, the first under Jewish
auspices In this country, but one which will
admit students of every race and strain with
the single provision that only merit will be
the condition for admission.

We are entering our second quarter of a -
century. The past has been for Yeshive a
series of joys and sorrows, a period of hard
planning and solid accomplishments. I wish
that I could read the names of those able
and courageous individuals who have fol-
lowed the banner that was raised by Bernard
Revel and is now being held aloft by Dr.
Belkin. The men and women in the ranks
have been the powerful components which
fused all those elements of strength and
vitality and understanding that were g0
essential to the progress of Yeshiva Univer-
sity. In this hour of our rejolcing that we
have brought Yeshivs to maturity, we must
not permit our feeling of deserved satisfac~
tion to overshadow the problems of the
future. We lock to our educators to mold
the basic ldeas and characters of the young
men who are emerging into a world that
is torn by strife and confusion. It is a
world that is being slowly but inexorably
being remade by the tide of events that must
ultimately be regolved so that the new values
which &are being created shall yleld up the
greatest good to the greatest number.

As American Jews we haye a solemn duty
and responsibility to the land of our birth
or adoption, but I am sure that we are op-
posed to those who would create a climate
of suspiclon and fear among the educa-
tional institutions of our country. It is the
philosophy to our people, the tradition which
we have inherited that no man shall be
accused unless there is valld and certain
ground for accusation. There has been too
much loose talk about subversion in our
schools and colleges. We Jews hate the very
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