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REVENUE ACT OF 1951

MONDAY, JULY 48, 19061

UNITED STATES SENATE,
CommiTTEE OF FINANCE
Washington, D.c.

The committee met, Bursuant to recess, at 10 &, m. in room 312,
Senate Office Building, Clyde R. Hoey presiding.

Present: Senators Hoey, Millikin, Taft, and Williams, :

Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam,
chief of staff, Joint Committee on Internal Revenue Taxation.

Senator Hoey. The committee will come to order.

Mr. G. G. Tegnell of the New York State Chamber of Commerce
was to testify this morning, but he sent in a statement and asked that
it be inserted in the record, so I will give that to the reporter to place
in the record.

- (The prepared statement of Mr., G. G. Tegnell followa:)

CuAMBER oF CoMMERCE OF THE STATE OF NEW YORK
New York 6, N v.
To the Members of the Finance Commillee of the United States Sengte:

The committee on taxation of the Chamber of Commerce of the State of New
York has given careful consideration to H. R. 4473. The committee has con-
cluded that it is such an unsatisfactory bill that it cannot be amended; and that
it should be rejected by the Senate Finance Committee.

INDIVIDUAL INCOME TAX RATES NOW AT LIMIT

It is the :Jsinion of our committee that the limit in individual income taxes has
been reached and that no further increases should be made in this area,

‘The flat 12%-peroent inorease in the individual taxes proposed in H, R, 4473 i
unrealistic and inequitable. It would add strong inflationary pressures thr:gﬁh
further discouragement of savings, so needed for exmnuion of productive facili-
ties. It would further discourage incentives, particularly on the part of younger
ambitious persons, to work and establish new businesses of their own, It would
impose tremendous new burdens on present taxpayers who are already n
such a disproportionate share of the tax load, Any increase in this burden coul
have catastrophic consequences for our economy and society.

THE CORPORATE INCOME TAX

Corporation income taxes were substantially increased in the Revenue Act o}
1950, and the present rates for normal and surtaxes combined are very close to the
limit for this kind of taxation without serious detriment to our economy, @ pro-

inurease of 5 percent, in the opinion of our committee, definitely raises the
past that limit, and it should be rejeoted.

THE DXCNSS PROFITS TAX

There can be no justification for the changes in so-called excess-profits taxation
aa incorporated in H, R, 4473, Definite assurance was given by the House that
no increases in the excess-profits tax WOI‘](‘ be made without hearings being
afforded to businessmen to present their views on the various provisions of the
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act. The increases made by the committee in H, R, 4473, without any discussion
allowed to the House, should be rejected in toto. They would add greatly to the
inflationary effects inherent in this type of taxation, and they would aggravate
the disoriminations of the present law. If any changes are to be made in the
present act, the opportunity for a reconsideration of all of the provisions of the
act should be given,

BXCISS TAX INCREABKS

The increasos in oxcise taxes in H. R. 4473 fall almost entirely on a few products
which are already heavily taxed, It is the opinion of this committee that it is
unfair and unwise to levy hoavior excise taxes on these products alone.

DOES THE FEDERAL GOVERNMENT RESD ADDITIONAL REVENUR

In his recent tostimony, Treasury Bocretary Synder indicated that Foderal
exponditures for the 195153 flscal year would approximate $68.4 billion, He
estimated receipts from current taxes at presont rates at $58.5 billion,

In this connection it should be noted that the net receipts of the Federal
Government for the first 6 months of the ealondsrozesr 1951 totaled $29.7 billion—
or an annual rate of return of approximately 360 billlon at the present level of
economic aotivity. :

It must be borne in mind, morcover, that the effeots of the Rovenue Act of 1950
and the oxcess profits tax bill of 1950 have not yot bocome fully known, Man
of the provisions of these moeasures were not complotely offective until 1951,
There has not been sufficlent timo, therefore, to verify the expectanoy of yleld of
theso tax increases already lovied.

, ’ll‘sklng into consideration the continuing growing volume of employment, as
well as increases in personal income and the rate of industrial production, thoere is
overy reason to believo that the yield of present taxes will inercase substantially
over the current rate of recoipts,

1f Scorotary Snyder's estimated receipts fall as far bolow the actual figures as the
ostimate made 6 months ago for tho fiscal year oending Juno 30, 1951, his $568.5
billion figure can bo increased by $4 to $5 biilion,

The Fedoral Government closed its books on fiscal 1050-51 with a net surplus of
$3.5 billlon. Tho actual cash aurplus exceeded 86 billion,

In the opiniown of tho committes, the yield of prosent taxes at present rates, with
the application of the surplus remaining from 19561, ean result in sufficiont revenues
to balance the proposed 1952 oxpenditures, if reasonable and necessary economies
aro made, No further tax incroases aro necessary at this timo, therefore, to main-
tain the Federal Government on a pay-as-you-go basis, This would appear to
mako it unnccessary to rush through any revenue act at this time,

THE NEED FOR FYEDRRAL GOVERNMENT BCONOMY

The Presidont has urged the citizens of this country to tighton up their belta and
reduce expenditures, :

Our committee helieves that the Federal Government should do likewise, and
that » substantial reduction in the 1951-52 budgetl, both civilian and military,
oan be effected without ourtailing the necessary activities of Governmont or the
preparations for more adequate defense,

1t is not necessary here to dooument again the need for greater economy in the
operation of the Federal Government, ‘The Members of Congress are woll aware
of the overwhelming demand for substantial reducticus in Federal spending
through elimination of unnecessary and.wasteful operations and personn»l, It is
squarely up to Congress to effectuate the economies so ur?ently domanded; and
we urge increased and more vigorous action to accomplish this essentiai goat,

TYPR OF TAX BILL TO BE LATER CONBIDERED

It it should be detormined at some later date that additional Federal revenues are
immediately required, our committee recommends that a consumption or retail
sales tax would best serve the needs of the Tressury for such revenues, Such a tax
would be immediately productive, and in addition, it would be anti-inflationary in
effect in contrast to the serlously inflationary sspects of H, R, 4473, :

Qur cmamittee urges, therefore, that early considerstion be given by the Benate
Finance Committes snd by the House Ways and Means Committes, to the prep-
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aration of a consumption or retail sales tax which could be put into effect if, as and- |
when nceded,

Respectfully submitted,
Pzmoivar F. Brunpagx, Chairman,
Duncan G, Harnis,
Cuarues A, HoyikR,
Epuonp E. LincoLn,
Cepbric A, MAJOR,
Hunry G, Woop,
Cil the Commillee on Tazalion.
Rorerr L, Hamiwy, President,
Georae H, CoprPERs

Chairman, Brecutive Commilttee,
Attest:

"B, Cotwxiy Davs, Jr.,
o Execulive Secretary,

New -Yorx, July 18, 1951, .

Senator Hony. The first witness is Joseph H. Ball.

Senator, we are glad to have you come and testify. Give your name
and identify who you represent.

STATEMENT OF HON, JOSEPH H. BALL, VICE PRESIDENT, ASSO-
CIATION OF AMERICAN SHIP OWNERS

Mr..BaLL. My name is Joseph H. Ball, vice president of the Asso-
ciation of American Ship Owners, which has offices at 1713 K Strect
NW,, in Washington, D. C., and 90 Broad Street, Now York,

The association comprises n number of old and well-established
shipping companies, none of which have ever been subsidized. They
operate in hoth the foreign and domesiic trades.

Senator MiLLikiN, It is good to see you, Senator.

Mr. Bari,, Thauk you, sir, )

Mr. Chairman, I understand that time is limited. I came prepared
to put this statement in the record, and I wish to make an oral
statement,

Senator Hory. It will be entirely agreeable, if you desire to insert
it in the record and make an oral statement,

I might say, as the supreme court of my State said to me the rirst
time I appeared before it and the chief justice who was presiding—1
asked how much time I had and he eaid 30 minutes. He said, “I
underatand the court will not hold it against you if you do not use it
all.,” 8o the committee will pursue the very same policy.

Mpr, Barr, Mr, Chairman, we are interested in an amendment to
the excess profits tax law and we are urging tho Senate Finance Com-
mittee in its consideration of H. R. 4473, to includo a relief provision
for unsubsidized companies which have deposited over $200,000,000
in construction reserve funds, established under section 511 of the
Merchant Marine Act of 1936, R

With the increases in tax rates that have taken place since 1946 and
1847, when most of these dm&xts were mads, the conditions under
which they were made have changed materially for the worse for the
people who made the deposits, .

I am sure that this committee will recull that when the excess
profits tax bill was under consideration in the Senate in 1950 the Senate
did ado?t an amendment giving relief to shipowners who had de-
posited funds in hoth section 511 funds and in section 607 funds,

86141-—51~—pt, 3—-2
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‘ thThm are twofop%):rtux%itiisg :?ir .mx l;eneﬂu under |&¢:ti_on 33.71 but
ey apply only for the subsidiz companies, those receiving
ano t?nc?l%mﬂ&l subsidy, of wl? ch there fr: some 13 companies,
owever, the Senate amendment to the excoes profits tax bill was
deleted in conference. The Iouse conferees, as I understand it
insisted that the Treasury needed more time to study the proposal
and comment on it, . L

‘We are not concerning ourselves at this time with section 607 funds.
The?;m quite a different problem from the 511 funds because they
are in effect m}H as long as an operating differential subsidy contract
is in effect. e 511 funds are open to any shipping company,
whether it is subsidized or unsubsidized but, in fact, were use oni;r
by the unsubsidized lines because the so-called tax benefits under
section 607 wero much greater than under 511.

Section 511 is somewhat comparable to section 112 (f) of the
Internal Revenue Code dealing with involuntary conversions.

The saction provides that if a shipowner’s vessel is'lost or sold, and
the proceeds of the purchase or the requisition of the vessol are
deposited in a construction reserve fund, which is administered under
rules adopted jointly by the Treasury and the Department of Com-
merce, that any capital gains resulting from that loss or purchase are
not recognized for tax purposes as long as the funds are used within a
specified time, which is 2 years with & permissible extension for 2 more
years, to purchase or build & new vessel. ‘

The purpose of section 511, of co was to offer shipowners an
incontive to convert their capital gains into ships as rapidly.as they
were realized. The incentive was the fact that they could use the
25 percent tax they otherwise would pay to increase their capital
‘:tlnlveatmeixt, and pay that back in lower depreciation over the lifo of

0 vem * ¢

The entire gains were not rocognized in the tax basis of the vessel
which meant that, for instance, if & shipowner used a million dollars
in capital gains in 511 funds to buy a ship, the tax basis of the ship
was zero, 80 that he could take no depreciation over the life of the
vessel and, in effect, paid the 25 percent capital gains tax, if the vessel
earned its depreciation over its life, at the rate of 38 percent, the com-
bined normel and surtax income rate. ‘

Thet was a fairly high price to pag' for the immediate use of the
capital, since the owner always was liable for capital gains tax when he
di of the vessel if he realized any gain. = -

en the combined corporate normal and surtax rate was 38 per-
:gnc‘h\:'hich it }vu lnhl‘mo andt t.lyoﬁg tl.‘hat iv‘maf tm:u tl;ing.‘dBut t.od;g;

e shipowner is pa a pretty rice for taking advantage o
that section, as th?s 6050111516“0 wanoodp him to, because the combined
normal and surtax rate is now 47 percent. The pending bill proposes
to increasa it 2 percent, and we have an excess profits tax of 30 per-
oent ir. addition, and of course, these vessels bouﬁht. with 511 funds do
not enter into the owner’s invested capital base for the excess profits
tax, 8o he is caught agein there and he is subject to the over-all tax
rate now of 62 gercent, which the pending bill 2prt)pom\vm to, increase to
70 percent, so that he is soing to pay back this 25 percent capital gaina
tax which was deferred &t a rate nearly three times as high, That is’
a very different situation from the 38 percent rate on which he made
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his caloulstions when he originally put the funds into the 811 construc-

tion reserve fund.

., Actuslly, of course, the incentive did work very well. The figures
show that by the end of 1049 shipowners had invested $264 million

plus in the 511 funds, and had used $222 million of it to buy ships.

There is an actual example in my statement showing the effect of
the reduction in tax base, resulting from the application of 511 on a
shipowner purchasing & vessel out of section 511 funds with the taxes
of & shipowner who bought the same priced vessel out of non-511
funds, free funds, in other words.

The comparison shows that as of today, if they are both in the 30
percent oxcess-profits tax rate, the shipowner who used 511 pa
$87,780 taxcs on $114,000 of earnings, whoreas the shipowner who
did not use it pays $30,080 on the same earnings because he can take
the 5 percont-a-year depreciation, which is the normal depreciation,
plus the fact that he has a larger invested capital base on which to
compute his excess-profits earnings,

e have submitted in the brief two alternative proposals to correct
this. One is an.amendment to the excess-profits tax directly; ‘the
other would add a new subsection to section 511 of tho Merchant
Marine Act, Both would have exactly the same offect. They would

rmit & shipowner who had investod funds in & construction reserve

und under section 511 one option in his 1951 tax year to go back and
unwind the whole transaction, to pay the 25 ‘percent capital-gaina tax
which he did not pay, less & credit for the higher income and excess-

rofits taxes ho has paid in the intervening years due to the fact that

e took advxntage' of section 811, The option could be exercised only
once; it would be irrevocable once made,

I think that it has onc advantage. I understand that the Treasury
prefors that tho tax basis of a corporation for both the normal and
surtax and the excess-profits tax be the same; in other words, that
you do not have one capital base or depreciation base for the normal -
tax, and a different one for tho excess-profits tax.

The amendment which the Sonate adopted last year would have
afplied onl{ to excess profits and a vessel owner who took adventage
of it would have had one baso for the normal income tax and a different
one for the excess-profita tax.

e pro we mako would give him the same tax valuation for
both the normal and the excess-profits tax,

The language we propose, and we are not too insistent on this
point, does not provide for payment of any interest either on the
capital gains tax which the shipowner would sy or on the refund
of income taxes and oxcess profite taxes with which the Government
would oredit him.,
~ We did not include interest because under section 511 as it now
stands if & shipowner has moneys still on deposit in his construction
reserve fund and has not put it into ships he can withdraw it now,
puyi t:lhef 26 percent capital gains tax without interest, and have the
ca, ree,

gt seemed a little unfair to penalise, bg' charging interest, the ship~
owner who had deposited the funds and used them for the purpose
intended, which was to buy new ships, ;
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I think that is about all I have to say, Mr. Chairman. I appreciato
vory much this opportunity to present tho problom, and I hope that
wo oan get the Trousury viows on it this timo, .

Senator Howv, Do g:m have uu( ?ueltmm at this time?

S}t{}’utur Miuuikin, Sonator Ball, have you talked to Mr. Stam
on

Mr. Baur. I have not talkod with him rocently. I talked with
him last yoar, whon this- -~ )

Sonator MiuttkiN, May I suggost that you got in touch with him
and havo a talk with him so that we onn biing the wholo matter up
to dato from tho technical standpoint,

Mr, Bawnn, 1 will do that, Senator. ‘

Senator Hoxy, Thank you vory much, Sonuntor,

Mr, Bann, Thank you, Mr. Chairman,

(The propared statoment of Josoph H., Ball follows:)

SrarrMmunT or Josnen 11, Bavy, Vies PREstpoNT AND WASHINGOTON RECPRRONNTA-
TIVR OF TR ABBSOUTATION OF AMNRICAN Biiip OwNrns

My namo is Josaph I£, Ball. I am vio prosident of the Assovlation of Amaorlean
Ship Owners, whioh has offices at 1713 K Ntroot NW,, Washington, and 40 Broad
treot, Naw York. Our association comprisen somo of the oldost and boste
ontablinhed shi ping mmsmnim oporating under tho Amorioan flag In hoth the
domostio and forvign teados,  None of thom has reeeivod any subsldy from the
Fodoral Governmont under tho Movohant Marine Aot of 1430, A list of the
mmulngomnmmnlcn of the assoolation s attached as oxhibit A,

On bohalt of tho association, I nmlmouully urge the Sonato Finance Cowme
mittee, in ity connideration of the pending revenuo bill, 1L, R, 4473, to invlude a
reliof provision for unsubsidizsed shipping companios whioh have doponited
upward of $200 million {n construotion resorve funds st up undor spction 511
of tho Morchant Marine Act, 1030, and have 2onstruoted vessels with tho fands
8o doposited.  These gompanios are ponalised soverely, as comparod with compa-
nies which made no suoh doposits, an & rosult of the inoreases in corporation
normal and surtax incomo rates and enaotmont, of the oxooss-profits tax,

Mombors of this committen will roonll that whon the oxcossprofita tax was
undor considoration in 1080, tho Sonate included in the biil it passed a provie
aton grauting rollof both to shipownoers with seotion 811 funds and to subsidised
uhig oparators who had mado doposits of both oapital gatus and earnings in funds
authorized by sootion 807 of tho Morchant Marine Aut, 1030, 'Tho entire provi-
slon was doletad from tho bill id conforonce, the House vonforecs contending that
thoe Tremuri{ahnd not had suffivient time to study and roport on tho proposed
languago. eauso of tho very aubstantial difforences in sootion 811 and section
607 funds, our association is not attem )Mng’ to doal with tho problomns of seotion
807 funds in its curront prosontation, but is confining itsolf ontirely to the tax
probloms facod by tho unsubatdised ship operators who utiilsed the provisions of
soction 511 of tho Merchant Marine Aot, ‘

Seotion 811 of tho Merchant Marine Aot Ia comparable to scotion 112 (l} of the
Internal Rovenuo Code dealiug with involuntary conversions, Ordinarily if a
shipownor's veseol is lost, sold, or requisitioned, and the insurance provecds on
acoount of tho loat, or the provecds from tho purchaso or requisition oxecod tho
depreciated tax basis of the vonsal, a taxablo gain would be rocognized and taxed
at the maximum 28-parcont rato, Sootion 511 of the Morchant Marine Aot, 1036,
detern vecognition of thia ruin if the shipownor deposits such proceads in a con.
struction resorve fund, whioh is regulated jointly by the Secretary of the Troaaury
and the Secretary of Commoren, Nnnmcofn tion of the gain ocoasos to upgly
howover, unloss the funds dopesited are obligated within a desiguated porio of
time to purchase or construct & now vossel (the period in 3 yoars initially with
oxtonsiona up to 2 vears additional at the discrotion of tho Seore! of Commeroe).
I the funds are obligated within tho dosignated period, the tax basis of the now
vessel so purchased or tonatruoted is roduced by the entire amount of the unmoor-
nised gains used in acquiring the vessel, If the doposited proceeds are not obli-
gated within the designated period to purchase or construot & now vossol or vossols,
the original gain is recognized and included in tho shipowner’s gross income for
the year in whioh it was roalised, and the doforred tax then becomes due. The
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samo rosult likowino follows if the shipownor withdraws gaine on doposit for an
rurmm othor than acquisition of & now vessol, In nolther oase, howovor, in
ntorost payablo on the deferrol tax,

The purpose of seetion 511 of the 1930 act obviously was to oncourage the
reinvostmont of tmglw gainm in shipplng «muvr%wlmm. The Incontive offored was
defermont of tho 2B-peroont tax on suoh gaine for as long an the funds remainod
Invoated Ln ahipn, ‘Ihat the Incontive workoed roasonably well is indiosted by the
faot that through October 31, 1149, unsubwidized shipping omnllmnkm had dmlnmlwd
a total of $204,812,840 (n wootion 517 constrietion resorve funde and had obligatod
$222,882,483 of suoh funds for purchwio of now vessols (tablo XXI11-D, p. 328,
g‘l lhms. 2404, Committeo on Intoratate and Foroign Commoerco, 8int Cong,,

i HONN,)
Shipownors who made these doposita of capital gains and used them to aequire
nhlvu aro finding todny that the price thoy thought they wore paying In using
sootion 511 han alimost gone through the roof and appoars to bo still rising, Whon
tho combinod normal aud surtax rato on corporations was 38 porcont tho prico
tag way high onough. In roturn for doformont of tho 28-porcont capital-gains tax,
the shipownor who usad his doposits to aoquire s now vensal pald tax at tho rate
of 38 poroont a xour on doprooiation ho might othorwise havoe takon on the vessel
that ho acquired, That I8 to say, If he had not used section 811 ho would have
got.wn the bonofit of doprooiation on the full cost banis, whoreas by uuhn{ soetion

11 ho ‘(nvu up the bonefit of deoprociation on the portion of tho cont. that was
financed with unrecognizod galn,  Honee, tho original prico to the nh!gownor of
using sootion 811 was tho difference botwoon 28 porcent of tho gain and 88 porcont
of the gain—the latter aproad ovoer the vessol’s usoful lifo,

Howover, with the combined normal and surtax rate on corporations now
Inoreasod to 47 porcont, and the ponding bill proposing to Incromse it to 62 pereont
with an oxcoss-profits tax rate of 30 porcont in addition, and the ponding il
proponing to roduco tho eredit to 76 porcont of normal profits and to Inoreano the
ovor-all colling Lo 70 porcont, tho oost of the Incontive to buf ships In sootion
511 has bocome terrifioally high,  For the privilego of having his original capital-
galnn tax doforrod (not oxousad, since whenover the vessol In liquidated the tax
once agrin bocomen payable), the nhipowner who aoquired a new vessnl with
soction 811 funds Is now confronted with a possiblo tax liabllity on tho deprocia-
tion he sannot doduot at a rato almost 3 timon that of the 25-porcont capltal-gainus
tax rato. Thin situation, which no ono in 1946 or 1047 could havo foreseen,
works a very sorjous inequity on tho nhls»ownor who took advantsgo of soctlon
811, as hin Govornment wantod him to do, as compared to tho shipowner who
did not utilizo sootion 511 at all,

The offoot of the reduotion In tax basis provided by soction 511 can porhaps
bowt be lllustratod by oomlmlng tho taxes of a shipownor purchasing & vossel
out of seotion 811 funds with the taxes of a shipownor purohulnr & vonsol out of
nondoponitod funds, For thin illustration let us assumo that shipowner A lost
& World War I vossol in World War 11 after it had boen fully dopreclated for tax

urixmoa and that ho reccived $1 million of Insurance procoods on account of

{a loss, Lot us furthor assume that, instead of paying the $250,000 tax gains tax
thoroon, ho doposited all of the procoeds in » seotion 811 constriiction reserve
fund and on January 1, 1047, withdrew the $1 milllon so deposited In erder to
purchaso a now vossel, By way of comparison, let us assumo that shipowner B

unihmd o similar vossol on the same dato out of $1 mjlllon of nondoposited
unds,

Booauxe uhlgmwnor A's vessel was purchasod ontirely out of nonrecognizod
galns, seotion 511 (d) roquires that his vossol’s tax basls he xoro, whoroas the basls
of uhhmwnor B’ vossol would be the full 81 million, _If tho dopreciable iife of
the vossols Is deomied to be 20 )‘%onrn then shipownor B s entitlod to an annual
depracintion allowance of 350,000, bo‘nu 5 poroont of his $1 mililon basls, wheroas
shipowner A's annual doprociation ailowancs, belug B percont of his sero hawis,
in also xoro, In emch of tho yoars when corporate tax ratos wero 38 percent,
shipowner A'a taxes would thereforo have beon $10,000 (38 porcent of $50,000)
more than shipowner B’s taxen, In the course of 20 years with taxes at the same
38-porcont rato, shipownor A would pay, in lieu of his original $250,000 capital-
gains tax liebility, $380,000 moro in incomeo taxes than shipowner B,

When shipownor B purchasod his vessel in 1047, ho could not foresee that
excess-profits taxes would bo enactod and that he might in fact be obligatin
himmolf to pay his defarred %-Jnroom. tax at rates as high as 70 percent an
furthor, that he would bo denled any recognition for his invostment in his vesse
if his oxoess-profits taxes woro computed on an Invested-oapital basis,

o




1448 BREVENUE ACT OF ‘1051

The wide disparity in taxes payable by shipowner A and shipowner B under
the new combined normal and surtax rate and the new Excess Profits Tax Act
oan be seen from the attached achedule, where it {s assumed that hoth shipowner
A and shipowner B are in the 8-peroent invested capital credit bracket and that
thelr top eamings are subject to the 30-percent excess-profita tax, It is further
assumed that the earnings before taxes. and depreciation of both shipowner A
and B are 38114.000 (this happens to be the amount of income which fully absorbs
shipowner B’s invested oapltal oredit without subjecting him to an excess-profita
tax). With taese earnings shipowner A's taxes are $87,780, or nearly 3 timos as
wuiuch as shipowner B’s taxes of $30,080. Shipowner A’s taxes actually amount
to 87 peroent more than shipowner B’s normal tax net income.

Comparisona of incoms lazes (compuled on an invested ' capilal basis) and nel
relurn on capiial inveaiment allridbutable Lo purchase of 81 million vessel in 1847
(A) out of sec. 611 deposited gaina and (B) out of nondeposited corporale funds,

} Shipowner A | Shipowner B
1, Vossel cot, Jan. 1, 1947, .. cevenren . $1,000,000 | #1,000,000
2 Adjustod besis, e 3, 1047 o1 io 0 1 000, 000
3. mem&n (8 peroent 1047-50) : 0 '%Im
4 Adjusted basis, Jan. §, J08L......... 0 000
8. Net (noome before Jopuomfon 17T M- m, 110,000
s, uulsopna-thn .............. eememnonn b 63'.000
7 ormal tax net 1Heome, .. ..eeusen s o veeaeeemeenans veruarenn 114,000 64,000
8. Less fl‘maud oapital oredit (8 peroent oflNe4).cuemncarnnsenevononns 4 0 a:oon
9, Exotes-profits not INoOMe. cevneancrarennnasn besessrversancerns e 114,000 0
10. Normal and surtax taxes (47 53, 880 30, 080
11, Excess-profits tax (30 peroen .- 34,200 0
1. Tothl tAXOR. .. uecreenssnacene 87,79 90,080

Our association suggests two alternative methods of curing this inequity and
proposed drafts are attached as exhibits B and C. Both drafts would achieve
the same resuit: Permlt the shipowner with seotion 811 funds or vessels acquired
with such funds in effect to 50 back and reveras his original deoclsion to deposit
capital gains in section 511 funde rather than pay the capital-gains tax of 26
percent, The exhibit B draft would accomplish this by adding a new section to
chapter 1 of the Internal Revenue Code (excess-profits tax), while the exhibit C
draft would do it by adding a new subsection (o) to section 811 of the Merchant
Marine Act of 1036, The result in either case would be identical,

A shipowner with section 511 funds would be given one irrevocable option, in
the 1031 taxable year, to restore the full tax basis of vessels purchased with such
funds by paying the 25-percen; capital-gains tax minus the additional income
and excess-profita taxes he has paid in the years intervening since deposit of the
funds because of the lower tax basis of his enterprise. Thus, under the example
citedd above, shipowner A could increase the,tax basis of hls vessel to that of
shipowner B’s vessel uggn_ payment of 8250,000 capital-gains tax, His income
taxes, however, would be recomputed for the intervening years and he would be
oredited with the amount of inoreased inoome taxes paid by reason of section 511,
In the example used above, shipowner A would ﬁay $250,000 {the 25-peroent
capital-gains tax on $1 million) less $19,000 for each of the years 1947, 1048, and
1949, and lesa $29,000 for 1950 (321,500 in normal and surtax taxes and 37,500 in
::‘me;‘)m&t&%‘or a total of 885, , making tho balance due on his capital-

ns tax X ' oo

This proros'ul we belisave would be more aooe‘)tablo to the Treasury than the
amendment inoluded in the excess profits tax bill last year by the Benate for two
reasons: (1) Vessels of a shipowner exercising the option grantod would haye the
same tax basis for both normal and surtax taxes and for excesa-l'n'oﬂta tax, whereas
the language proposed lsst year would have provided one basls for exoess-profits
taxes and a different one for normal and surtax taxes, It is our understanding
the Treasury Department strongly favors having the tax basis of a oor{)ontion
be the same for both normal and surtax and excess-profits tax, (2) Enactment of
this amendment and its use by shipowners would produce substantial additional
revenues to the Government iIn the current fiscal year and reduce them only
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slightlgoin future ycars while at the same time eatablishing tax parity in future
yoars between shipowners who did use section 511 and those who did not.

Our proposed amendment, in either form, would require no %Qyment of interest,
cither by the shipowner on the deferred capital gains tax, or by the Government
on the oredits or refunds of extra income and excess-profits taxes paid in the inter-
vening yoars by reason of section 511, Intercst was waived in the proposed
drafts primarily because under section 511 as it now stands, a corporation which
still has uncommitted capital gains on deposit in section 511 funds may withdraw
such funds and use them as he wisbes by payment of the 28-percent capital gains
tax, without any interest. To charge interest to the shipowner who had complied
with the intent of the law and invested his section 511 funds in ships would be to
disoriminate against him and in favor of the shipownor who falled to invest the
funds in ships,

. ExHIBIT A

MEMBYRS OF ABBOCIATION OF AMERICAN SHIr OWNERS

American-Hawalian Steamship Co., New York, N. Y,

American-Hawaiian Steamship Co. (Delaware), New York, N. Y.
H. Bull SWD"‘IBMP Co,, New York, N. Y, :

ne, Ino., New York, N, Y,

California Eastern Lines, Vancouver, Wash,

Eastern Bteamship Lines, Inc., Boston, Mass,

Luckenbach Steamship do.. Ine.,, New York, N. Y,

Luckenbach Guif Bteamship Co., Inc., New Tork, N. Y. .

Pacific-Atlantio Steamship Co,, (’ancouvor. Wash,

Seatrain Lines, Inc,, New York, N,

Shepard Steamship Co,, Boston, Mass,

States Marine Corp., New York, N. Y.

States Marine Co?‘). of Delawaro, New York, N. Y.

States Steamship Co,, Vancouver, Wash,

Exmsir B

Amend H. R. 4473 by inserting at the proper place in the hill & new section
reading as follows: ‘ '

“Subohapter D (excess J)roﬂts tax) of chapter 1 of the Internal Revenue Code
is amended by inserting after section 458 & new section reading as followa:

“18m0, 4569, CoRPORATIONS WHICH HAVE EsTABLISHED CONSBTRUCTION RESERVE
Funps Unper 8ectioN 511 oF THE MERCHANT MAMNE AcT, 1036

“¢(a) ELECTION To TREAT CRRTAIN GAINS A8 TAXABLE,—Any taxpayer which,

on the date of the enactment of this section-——
‘(1) has on deposit in & construction reserve fund established under
section 511 of the Merchant Marine Act, 1936, as amended, funds repre-
- senting net procoeeds of the sale, or the not indemnities with respect to the
actual or constructive total loss, of any one or more vessels; or
14(2) owns one or more vessels that were constructed or acquired in whole
or in part from withdrawals (from a conatruction rescrve fund established
under soction 511 of the Merchant Marine Act, 1936, as amonded) of deposits
representing gains, that by reason of soction 511 (o) of such Aot, was not
revognized, may eleot, in its return for its tarxable year beginning in 18561 (or
in the event more than one taxable ycar of the taxpayer begins {n 1901, in
its roturn for {ts last taxable ycar so beginning) to treat the gains from such
salos and tho gains from the indemnities with respoot to such losses as having
been gaine that were recognized when they wers realized and to adjust its
Mability for income- and excess-profits taxes for the taxable year and all
prior taxablo {em accordingly, Buoh election shall also ag{:ly to all sub-
sequent taxable years to which this subchapter is applicable and, in the
oase of all taxabie years to which this subohapter ls applicable and all prior
taxable ycars, shall be irrevooable when onoce made,

“ {(b) Mution or ApsusTMENT~If an adjustment specified in subeection (a)
is, with respect to any taxable year, preventea, on the date of the election by t
taxpayer under subsection (a), or within two ogmnu from such date, by any pro-~
vision or rule of law (other than this subsection and other than section 3761,
relating to compromises, (1) such adjustment shall neverthelesa be made, (2) the
smount of the adjustment shall be limited to the increase or decrease in the income
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and exoers profits taxes l)revlomly determinod for such taxable year, which re.
sulta solely from the effect of subsaction (a), and (3) such amount shalt bo ansessod
and collested, or oredited or refunded, in the same manner as if it wore a deficienoy
or an ovorpayment, as the case may be, for auch taxable vear and as if on the dato
of such election two yoars remain before the expiration of the period of limita-
tion upon the assessment or the filling of olaim for refund for such taxable ear
exoept that no interest shall he held or considered to have acorued with reapeot to
any amount to he assessed and colleoted under this paragraph in the same manner
as {f it wore & deficlency, and no intorest shall be allowed or paid on unf' amount
to be refunded or crodited under this paragraph in tho same manner as if it were an
overpaymont, for any period prior to the date of the eleotion by the taxpayer undor
subsoction (8). Tho income- and excess-profits taxon previously detormined shall
be ascertained in accordance with soction 483 (d). The amount te be amossed and
oollected under this subsoction in the same mannor as if it were a doeflolonoy or to
be refunded or oredited in the same mannor as if it wore an ovorpayment, shall not
be diminished by any credit. or set-off basod upon anf' item, Inclusion doduction,
oredit, exomption, gain, or loss, other than one resulting from the offeot of sub-
seotion (a). Such amount, if paid, shall not be recoverod by a olaim or sult for
rofund, or nuit for erroncous mfund, based upon any item, Inclusion, deduction,
oredit, exmn;)tlon, gain, or loss, other than one resulting from the effect of
submection (a),

" ‘go) DrrintrioNn.—As wsod in this section the torm “incomne and excoss profita
taxes” means the tax imposed by this chaptor, subchaptor A of chapter 2, sub-
ohaptor B of chaptor 2, and subchapter E of ohapter 2, for taxable yoars beginning
after Docombeor 31, 1039, "

Exumpir C

Amond H. R. 4473 by inserting at the proper place in the bill a now section
reading as follown:

“Section 511 of the Merchant Marine Aot, 1936, as amended (relating to con-
atruction reserve funds) is amended by inserting at the end thercof & now sub-
soction roading as follows:

“4C ) (1) Any taxpayer which, on the date of the enactmont of this subsec-

 t{(A) has on deposit in a construction rererve fund established under this
section funds representing net proocceds of the sale, or the net indemnitios
with ﬁoopoot to the actual or constructive total loss, of any one or more
vessela: or
“ ‘(Ii) owna one or more vessels that were conatructed or acquired in whole
or in part from withdrawals (from & construction roserve fund eatablishod
under this scotion) of doposits representing gains that, by reason of subseotion
(o) of this section, were not recognised, may eloot, in ita income-tax return
for ita taxable year beginning in 1951 (or in the event more than one taxable
year of the taxpayer begins in 1951, in its return for its last taxable year so
ginuing) .to treat the gains from such sales and the gains from the indem-
nities with respeot to such losses as having heen gaina that were recognized
when they were realised and to adjust ita liability for income- and excess-
groms taxes for tho taxable year and all prior taxable years accordingly.
uch election shall also apply to all subsequent taxable years to which sub-
chaptor D of chapter 1 of the Internal Revenue Code is applicabloe, and, in tho
oase of all taxable yoars to which auch subchapter is applicable and alt prior
taxable vears, shall be irrevocable when once made,

114(2) If an adjustment apeocified in paragraph (1) of this subsection s, with
reapeot to any taxable year, provented, on the date of the election by the taxpayoer
under paragraph (1), or within two years from auch date, by ang provision or rule
of law (other than this subsection and other than section 8701 of the Internal
Revenue Code, rolating to compromises), (A) such adjustment shall novertholess
bo made, (B) the amount of the adjustmont shall be limited to the increase or
decrease in the income and excess profits taxes previously determined for such
taxable year, which results solely from the offoct of paragraph él) and (C) such
amount shall be assessed and collected, or oredited or refun ud, in the same
manner as if it were a deficlency or an overpayment, as the case may be, for such
taxable year and as if on the date of such election two years remain hefore the
::rintlon of the period of limitation upon the assessment or the filing of claim for

und for such taxable year, except that no interest shall be held or considered to
have acorued with respect to any amount to be assessed and collected under this
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paragraph in the same maunor as if It wore a doficiency, and no intorost shall be
allowad or paid on any amount to bo refundod or eredited under this paragraph in
tho samo mannor as if it wore an overpaymont, for any 'imriod prior to the dato
of tho olection by the taxpayoer under paragraph (1), The incomo and oxeess-
profits taxes previously detormined shall be ascortainad in accordaneo with section
4562 (d) of the Internal Rovonue Code.  Tho amount to bo assessed and collocted
under this paragraph in the samoe manner as if it wore a deficiency or to bo re-
funded or crodited In the samoe mannoer as if it wero an overpayment, shall not ho
diminished by any credit or set-off based upon M‘Y ftom, tnelusion, deduction,
credit, oxomption, gain, or loss, othor than one rvsulting from the effect of para-
graph (1), Such amount, if paid, shall not be recoverod bf a claim or sult for
refund, or sult for erroncous refund, based upon any item, Inclusion, deduction,
credit, oxomption, gain, or loss, other than one resulting from the effect of para-

raph (1),
8 ‘P‘(B) )Au used ju tids subsection the term “income and excess profits taxes'’
moans the tax imposed by chapter 1, subchaptor A of chapter 2, subchapter B
of chaptor 2, and subchapter 15 of chapter 2 of the Internal Revenue Code, for
taxablo yoars hoginning aftor Docomber 31, 1039, "

Senator Howy. Our next witness is Mr. Ellsworth C. Alvord.
Ploase havo a seat.

I will say, Mr. Alvord, that the committee has allotted 16 minutes
to you, and if you will bring your atatoment within that time, we
would approeciate it. We will put the full statement in the record
and you can make such statement as you would like.

STATEMENT OF ELLSWORTH C. ALVORD, CHAIRMAN, COMMITTEE
ON FEDERAL FINANCE, CHAMBER OF COMMERCE OF THE
UNITED STATES

Mr. Auvonp. I would like to place my written statement in the
record, Mr, Chairman, I have one in respect to the general policies
to the bill, which I will give to the reporter, and I also have an un-
mimoographed set of so-called technical administrative amendments
which I would like to give to the reporter, to be included in the record.

Senator Hory, They will be included in the record.

(iive your namo, please.

Mr. ALvorp, Mr. Chairman, my name is Ellsworth C. Alvord.

Senator Howxy. And your connection?

Mr, Avvonp, I am chairman of the committee on Fedoral finance
of the United States Chamber of Commerce and I appear and present
the views of the United States Chamber of Commerce as adopted by
our committeo.

1 am a bearer of very good news for the committee, and in contrast
and convorsely, I am the bearer of very bad news.

The good news I have for you in that you do not need additional
rovenues to balance your 1952 budget. Many of the statistics which
have been presented to yvou, are not quite curront,

On the hasis of the official estimates of expenditures for fiscal 1952
you will spend about 868 billion.

On the basis of Mr. Stam’s most recont estimate of revenues you
mlll raise $61,000,000,000. That leaves an apparent deficit of $7

ion. '

The $68 billion cstimate of expenditures does not take into con-
sideration any of the proposed reductions in expenditures. It con-
tains, as you know, a good many items of Rroposed expenditures for
legislation which has not yet passed, and which I think probably will
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- be not_passed, and it contains no cuts in any of the requests for
expenditures. A
t seems wﬂinte probable, at least we sincerely hope—that you
gentlemen will cut the-proposed $68 billion expenditures by at least
810 billion; $6 billion are eas{, $7 billion is a little more difficult,
$10 billion is tough; but could be done. .

Sipnqtor MiLuikiN, Mr. Alvord, it is not going to be done; let us be
realistic, '

Mr. Auvorp. How much will be done, Senator? .

Senator MiLLikIN, Well, I think you might take a couple of billion
off of foreign aid, foreign economic assistance, but when you aggregate

. the other things there can still be some, but it is not going to reach the
magnitude of 7 or 10 billion dollars. .
r. ALvorp. With respect to the 10 I certainly agree.

Senator MLLIKIN. Let us agree that it should be done, let us agree
vﬁhat it ought to be done, but we are talking very practical business
ere——— '

Mr. ALvorp. That is very true, sir. .

Senator MiLLIKIN. And wher you talk about a cut of $7 billion or
as much as 810 billion, it just is not going to happen.

Mr. ALvorp. -Well, let me come down then, Senator,——

Senator MiLLIkIN. That is my own notion. Maybe others will feel
differently. - -

Mr. ALvorp. Yes, sir. :

That is a verlylr realistic approach, and I also attempt to have a
realistic approach.

The most moderate estimate by the advocaics in Congress of
economy is that they expected to attain at least a 85 billion cut; that
would include $2 billion on foreign aid, and e scattered couple of
billion, which is already in existing appropriations and another billion
which could easily be picked up.

Senator Tarr. Foreign aid, just to begin with, however, and I have
not seen the actual esiimate, but my impression is that about $8%
billion were requested; the actual expenditures arc only about $4%
billion, so if you cut the program in half I do not think you will save
over $2 billion and I do not think you will ever do that. .

Now, the $8% he cut, but when it comes to cutting the $4) billion of
actual expenditures, I just do not know how it can be done. Maybe
a half billion dollars or so could be cut off it, and that is one of the main
sources that people are looking to for savings. )

That is one discouraging factor. I am not sure about it, because I
have not the entire thing broken down yet. We will know more about
that this week. ~

Mr. Auvorp. I think you will find, Senator, that the estimated
%%gndnture for foreign aid, including military, is about 87 billion for

Senator Tarr. That is what I was not sure of. )

Mr. ALvorp. And I am quite sure you can knock $2 billion off that
without a Iglremz desl of difficulty and without any harm, and possibly
a great deal of good. .

nator TaPr, I do not think that they will be able to spend as
much as 6 or 7 billion dollars. I do not think that they are able to
spend it even if it is appropriated in this fiscal year.
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Mr. Arvorp. In fiscal 1952. I think that is very possivly true,
and that is one of the reasons I say why the current estimate of
exiwenditures of $68 billion is high, even without economies.

think, and I. would strongly urge the committee to ask Mr. Stam
to prepare new estimates of revenyes—my own guess is that the
$61 billion, which I think was about 3% months ago, is low by at
Teast $2 billion so that if you knock $5 billion off expenditures, it will
bring you down to $63 billion, and if you increase receigts by $2
billion, it gives a precisely balanced budget on the basis of udgetary
principles. In no event can we have a cash deficit in 1952.
. Now, I think my position in that respect is supported by the mem-
bers of the committee who are concerned about 1953. Consequently,
I suggest that you defer action on the present bill until we know more
about 1953, and until we know more about what can be done with
respect to expenditures,
he only estimates I have seen on 1953 are that the expenditures
may run 85; 90, 95 billion dollars. It was not long ago that I heard a
rather wild estimate, I thought at the time, that the expenditures in
1953 might approach $125 billion.

Well, gentlemen, any such level of expenditures simply cannot be
financed through taxes, but if expenditures are going up, it seems to
me that it would be the wise thing for Congress at the present time,
after having studied what the revenue needs will be, to write a tax
b;)lé ;‘or 1953 based on probable expenditures and probable receipts for
1953. :

It is much too early now to have any estimate at ell for 19563 on
which revenue legislation should be based.

Senator Tarr. I noticed, however, that up to date during this
month we have got a deficit of a billion dollars already in July, which
compares to two or three hundred million dollars a year ago.

r. ALvorp. You will find that is always so, Senator, in July.

Senator TArr. No, as compared to two or three hundred million
& year ago 8o this year we are $700 million behiud in 1 month from
what we were last year.

Mr. ALvorp. You see—bear in mind that June 15 payments come
izgg) fiscal 1951, all of which contributed to the $3% billion surplus for

1951.

The month of July has virtually no receipts whatsoever, except on
accumulation of the witholding tax provisions and the accumulation
of excise tax collections; but big collections will not be until September,
s0 that July and August invariably run at a deficit even in the days of

. balanced budgets.

Now, the Secretary, as you will recall, before the House Committee
on Ways and Means estimated a $16% billion deficit for 1952.

That was last January, He proposed a $10 billion quickie bill,

Well, on the basis of present estimates there will be no $16% billion
deficit. 'There will be no 810 billion deficit. . There nced be no deficit
whatsoever. Consequently there is no burry with respect to pending
leg}ylation, and there is no necessity for making any of it retroactive,

he best su(fgestion I can make, the best advice I can give this
committee and the Committee on Ways and Means at the present
time is to begin to study' all of the elements which are ﬁiving rise to
this inflation which we are here talking about and which we hear

T T R e e =
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talked about a great deal, and which should be secriously feared.
Study. our debt policies, study our monetary policies, study our
spending policies and study our tax policies from the point of view of
inflation, and I think you will come out with a different legislative
proposal from any that I have now seen.

Senator MivLikIN. Studying the inflationary policies, we have got
to assume under the various estimates that are before us that there
would be no further inflation. . ‘

Mr. Auvorp. No, sir.

Senator MiLuikIN. Yes, sir.

Mr. ALvorp. .No; quite the contrary, Senator. I would adopt

élcxps—-under our present, policy we cannot help but have additional
nflation.

Senator MiLuixiN. Well, that is exactly what I am talking about.
g‘ihls committee does not have control over the matters that you are

scussing.

. We are assuming now that there will be no further substantial
inflation in the estimates that we are working on.

Mr. Auvorp. In the estimates. Yes, sir.

. Senator MinuikiN. That is a part of the military program assumg-
tions, which is that there will be no further substantial inflation. If
you do have any further substantial inflation, obviously, your ex-
penditures are goiuﬁ to rise. -

Mr. ALvorp. And your revenue is going to rise, Senator.

Senator MiLLIkIN. And your revenue will rise. But whether your
revenue rises proportionately to the expenditures over a given period
of time is something else again.

Mr. Arvorp. Of course, it depends on the level that your expendi-
tures reach. .

Senator MiLLIKIN, Yes.

Mr. ArLvorp. But if expenditures for 1952 remain at $68 billion,
then the only effect on 1952 can be an increase in revenue.

Do you realize our national income is now running at the rate of
almost $270 billion? :

Senator MiLLIkIN, I think that is well realized by this committee.
These various matters that you so vehemently ask us to have studied,
we have not neglected to stud¥. .

Mr. ArLvorn. I appreciate that you have not neglected them.

Senator MinLikiN, We have quite thoroughly considered it. We
are doing as much as we can do about it in ourjurisdiction,

Mr. ALvorp. All these policies that I have suggested, Senator, are
within your jurisdiction.

Senator MiLLIKIN, Yes, sir. :

Mr. Auvorp, And I think it is highly important to begin to stop
inflation at the source,

For oxemple, I do not think that tha citizons of Kansas City prayed
for rain or emglloyed rain makers in order to stop that flood; and that
in precisely what Congress is doing. More money is being poured
into the inflationary stream than can possibly be taken away. A study
of those policies, I am sure, will lead to that necessary conclusion,

Senator MiLLixiN, We have got a job of trying to carry on a pay-
as-you-go system as long as we can do it, and you have been a strong
advocato of that, We have got to do the best we can with tho various

~
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estimates before us, trying to figure on expenditures, “‘guesstimates,”
if you wish; you always have ‘‘guesstimates’” as to revenue, -

%Ve have got to take all of those into consideration and, as an
individual, I suggest to you there will be a tax bill. T suggest to you
that it may be somewhat less than $7% billion but I sugl%est, that there
will be one. I doubt whether you can marshal much opinion that
there will not be ona, so we are dealing now with the practical question
of where to put it. What do you suggest on that?

Mr. ALvorp. The fact that there will be a tax bill, I do not deny,
Senator, but my point is, you do not need it for 1952; consc:(;iuently,
you can take adequate time in order to prepare whatever adequate
revenue is necessary, taking all the matters into account necessary
for 1953, and make the taxes apply only as to their future effect.

Senator MiLLikIN, That raises the question as to how we are goin
to tax for 1953, with a possible deficit of 20 to 30 billion dollars, an
that raises the question of whether you tax in one fell swoop for fiscal
1953 or whether, perhaps, an easier approach to the shock of 1953 is
preferable.

Mr, ALvorp. That is very true, sir. It is utterly impossible—

Senator MiLLIRIN, If you happen by chance to be wrong, if we had
no tax bill to cover fiscal 1952, and if we did have a deficit in fiscal 1952
of 5, 6, or 7 billion dollars, then you add to the shock of making that

ood in 1963 when you are bound to have a deficit of from 20 to 30
illion, and we might not be exactly acting in the wisest possible way.

Mr. ALvorp, Iam not quite so sure of that, Senator, because there
is n;o ch:n(]:f of a cash deficit in 1952, oven if you do not change esti-
mates at all. -

Senator MiLuiiN. Well, I wish I could feel your own assurance on
the subject.

Mr. ALvorp. I can assure you that I will not be $16% billion over,
and I assure you I will not be $7.6 billion over both current estimates
of the Secrotary of the Treasury.

I am using the 61 and 68 billion dollars as your own official estimates,
I think $61 billion is low, and I suggest that Mr. Stam prepare new
ones.

This national income figure is going up terrifically.

Senator MiLLIkIN, I think that is a good idea, and I imagine that
Mr. Stam will give us an informal on that before we finish here.

Mr, ALvorp. So that the points that xou make, Senator, I am in
entire agreement with, I think that the thing for this committee to do
is to begin to consider some sound tax policies for 19563,

Scnator MiLuigkiN, That is what we are doing.

Mr. Arvorp, Now, if you do that, then—

Senator MiLuixin, And it is o very gloomy picture.

Mr. Avrvorp. It is a very gloomy picture. It is bad news I am
giving you,

Senator MiLLIkIN, Well, we knew that before you gave it to us,

Mr., ALvorp, As of today I know of no statistics you can base any-
thing for 1953 on excopt on the best “guesstimates’’ that we can make
and I think that is an excellent worJ, Senator, on the best ‘‘guess-
timates’’ that we can make, that thero will be a deficit in 1953,

But let us approach that proposed deficit from a common sense point
of view. Regardless of your economies for 1952 you can still have
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cconomion in 1953,  Wa are apanding, presently, much more than we
can afford to wpend, muoh more than i necosnry to spoend,

Senator Mitwakin, 1 am in entire agreomont with you on that,

Mr, Awvonn. Consequontly, for 1088 you munt shaply got your
umdh polivies undear control and got down to the basin of what is
absolutely neceesary,

Senator Manuikin, M that ware correot, thin committoe doww not
oontrol that end of the business,

Mre, Auvonn, That is true, Senator, hut. you are Members of the

to, a8 wall as members of the Finauce Committee, and 1 think
that one of the beat ways to control spending, Seuator, in to wny to the
administration, in effeot-—you omnnot say quite thie—you got no
more money than this,

“Now, you bring your ewn sponding within that amount it you

bly oan, but you get no more money than this,”

Pay-as-you-go on & hasiu of & 20 or 25 or H0 or 48 billion dollne
defloit, Nenator, is utterly impossible, and I have nover advoeated
pay%you-gn s long an wo wore throwlng dollars down the rat hole,
#s wo hnve hoon doing for years,

I would plug the rat hole fient. Having plugged that rat holo, then
I would be ono of the Itml\imt- advoontes of pay as you go insofar as
it ie conovivably rpguihlo. Jut 88, 00, 08, or so billion dollara in far
boyond the poasibility of the pay as-you-go plan, even on tho busin
of continoation,

Sonntor Mitaaxin, Wo hiave beon trylog for woeeks horo to got
a‘mtx‘\q(:no to suggeat just how we could cover a 20 or 30 billion dollar
aocnei--——

Me, Auvono. 1t oannot be done, Senator,

Sonator Mintakin, What you say is in havmony with all the testi-
mony wo have had on the au ?eot..

Mr, Auvonp, 1t oanaot bo done, and consoquently, I think it would
bo vory well for this committen to study the presont methods of
financing deficits, and see if you cannot come up with better ones,
You are going to have to finance a defloit in 1053, and I would strongly
urge that thia committea come up with policiea of detleit financing
which are noninflationary, and I think it can be done.

But so long aa we continue to borrow from the commercial banks,
wo Are just pouring more water into the atresm then the'stream can
posaibly carry oft,

Senator MiLukin, Off the record,

(Discusaion was continued off the record.)

Mr. Auvorn, Now, lot me show you the consoquences of the Houso
bill for just & minute, Lot me assumo a man with an income of say
$80,000, and fortunately in Amerioa it is atill possible for a substantini
number of men to make $80,000, but just so that I am not acoused of
representing only the “filthy rich,” lot me talk about myself,

ou know how much it costa me o buy & Ford automobilo
under the House bill? §35,000,
“5)00 053“ know how much it costs me to buy a 825,000 house?

Do you know how muoh it coata me to buy a suit of clothea? $2,278.

Do you know how much it. costa me to buy a pair of shoes? 8465,

A docior's bill of $100 will cost mo 82, » hospital bill of 8800
will coat me $9,090, '
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Apd if you want to go down to & vary practionl quostion, to send
my hoy to collogo, and he goos thin year-—will cont ine 858,000,

Now, let us get dewn to somothing even more practical. 1 will
have to make $20 to bhuy a ﬁouml of eoffon; and 1 will have to make
82 Lo buy a 10-cent-glass of boor,

Sonator Tare, 1 do not quite admit thowe figures, I know the
theory of them,

Mr, Auvonrn, 1t in porfectly simplo; T will guaranteo the figures,

Senator T'arr. No; you cannot prove it,

My, Auvonp, 1t is perfoctly simplo,

The atwwer is I will not buy the Ford or the house, 'Thewo figures
are all based on the additional income whieh 1 must make if 1 am
golng to live within my income--—

Senator Tarr, T'o which some approprintion munt be made for you,

Mr. Auvoro, No; which 1 must inske individunlly,

Senator Tare, You must bo a very vich wman,

Mz, Avvorn, T eannot do it,  Tho anawer jn I cannot do it. Tt in
utterly imposaible and foolish, On top of that you also stato to the
man who makes in oxeoss of 880,000, "“Until you make $433,000, we
?rc uoh’xg to tax. you for more than 100 percent of your incrensed
NeOINO,

Now that, T would suggost, in probably the direct conseguence of
loginlating by oaucun, as thoy did in the Committee ou Ways and

[YUTR :

Senator Tarr, T uum‘mt. however, that & lot of this in pased on Lo
other poople in ordor that you mny have that money, You double
{mw lognl foon, and people’s salarios have boon incrowsed bogause they
1IAve Lo pay lntgo taxos,

In other words, thewe taxes, as they stay they get pasad on in the
sconomy to other proll)la and they are aprosd out over the groat bulk
of consumons, so that 1 think what you say, while it makos the point,
in not true; it just is not true,

Mr, Auvonrn, Tho gross is t,mtvlirua. How ‘you make that money is
the point that I raised, 1 wish 1 could double the legal feos,

Sanator "TArr. You have over the last 10 years if you are like any
other lawyer,

Mr. ALvorp. 1 doubt very much if my gross has increased very
much during the last 10 years, I am getting a little bit older, Senator,
than I was,  But in any event, I can assure you that that opport'uniot‘,r
which we used to hold out to individuals ‘s completely aholished,
We used to tell the individual, “Now, listen, just work a little bit
hardar, get 8 little more officient, make more money and you cen pay
tho tax increases.” . ,

That is uttorly impoasible under the tax bill, and equally impossible
under the Corporation tax bill, If 1 were planning a tax program for
1983, I will bo more specific now, I would huse 60 percent of the necen-
sary increasea—gentlomon, using a term that is political anathema—
on either & manufacturer's meral salos tax or a rotailor's gonoral sales
tax or a combination of both, Bixty percent of the revenue 1 would got
from that source. .

Now, I quito well roalize that it is said that you cannot do that this
year, but you must lay tho tax foundation for 1053 this year if you
are going to do anything this yoar,
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Senator Mintikin, How much money would you raise by thoso
taxos that you referred to?

"Mr. Auvorp, Benator, it dopends, uf coume, on exemptions, and |
:zmlh:‘ ﬂmw any bill that goes through the Congross will have exomp-

ons to it, :

Rmnﬁhly apoaking, for svery 1 porvent of a manufacturer's tax
you will get $800,000,000 and for a.one-point retail salos tax you will
got a billion,

Senator Minuikin, As a practival matter, would you anticipate,
oonsidering the oxemptions which you wisely foruses un being inovita-
ble, that you could possibly raise thore than 83 billion that way?

Mpr, Anvorn, 1 would not raise more than 85 billion in 1953 that
way, but T would got the tax on the books, Senntor, so that wo stand
some chanve of getting more rovenuo if we want it.

Senator Minuixin, 1f you want to got it on the books, you would
got it on this year, you said you do not neod it this yoar,

Mr. Auvorb, January 1, 1952, is the date that 1 would hope to
make this sort of & tax effoctive,

The 30 percent I would got from individuals, not through the
contiscatory, ruroly arbitrary, unsound and unroalistio Ymp«mlu of
the House bill, but through a one-, two-, or throo-point invrease in
oxisting rates,

After all, that is the way the roductions came downj that is the
way they should come down, 1 do not think I would decreaso orodits
because the 8600 credit is not worth much more than 8300 today,

Senator Miuuixin, The roductions did not come down flat, ~ Thev
camo down in reverse progression,

Mr. Anvonn, They came down in inverse——

Sonator MiLuikiN, Roverse.

Mr. Auvorn, Reverse,

Now, we are putting them in invorse roverse,

Senator Minukin, We gave the higheat reductions to the lowost
income brackets,

Mr. Auvorp. That is right, Senator. Thon I would. collect not
more than 10 percent of the incroase from corporations subject to an
overriding principle that under no circumstances would I impose a tax,
whether we it a normal tax or an oxcess profits tax, on corporate
inoomes, normal corporate incomes, in excess of 50 percent, I do not
believe that a rate in oxcess of 80 pervent can be tolorated oven
temporarily, and every one agroes we cannot stand it more than

mgponril . :

ow, I go not know how long this cold war is going to last, no one
does, but the beat picture we can get of it is that it probably will last.
during my lifetime, and perhaps through the lifetime of each of you
gentlemen on the committee, Certainly it will laat during our period
of, call it reasonable eaning power. Maybe we can maintain present
incomes for another 5 to 10 years, and then we will begin to slip,
It is just normal. That is what age does to

oes to us,

So that represents the basio prinoi;)lo upon which I would approach
1953. If I wanted to collect taxes from a capital gains tax, I mean
net revenuws—we do not get much revenue these deays from the
capital geins tax—I would reduce the ratos and certainly never

increase them. A lower capital gains tax will produce more revenues
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for you than elihor the existing law or the proposed 12% poreont
inerenuo in the House bill,

Sonntor MintakiN, How about shortening the poeriod?

Me. Auvoun, Hlmrtunluf the period will give more rovenues,

Tho period on the holding of capitnl gaing roprosents s mattor of
llulgmunb‘ What wo are trylng to do is to deaw tho lino hetwoen
wnest investmonts and those who makoe a business of speculation,

Three months, T think, does it Six months, T am sure will do it,
The opinion of others more fumiliner with the speculators, for example,
suy that 3 monthuis adequate, Tt will certainly produce mors revenuens,

mntor ‘1'are, Tt soomn to me the eane for a short period to produce
more revenues is cloar. 1 am not so perfeetly sure about s case for
producing more rovenues by reducing the rate.  That certainly is not
trm»l.l T moan if you rodues it to nothing then you get no revenues,
at all,

Mr. Awvonrn, 1 am not so sure that would not producs money,
Senator, :

HSonator I'avr, So it does not, go on indefinitely,

Me. Anvorn, T am not sure i, would not produce money,  Mont
of the countries in the world have a zero rate on capital gaing,

It cuts all possible lowses ont; 1 do not think we would loss money
on the gero rato, but we are not prepared to do it,

Senntor Tarr. 1 would like to see that cass presonted. Peoplo
koop snying that we got. more meney from o lower rate, It is cany to
prove that the period thing produces more money,

Senntor Minakin, In not your point that if you do away with
capital gnins taxation entirely, at losut, so fur aw the upper incoms
bracket poople affectod I?' it are coneorned, their capital becomen
incomo onrning, and thus it carries highor rates of income taxes?

Mr. Anvorn, No, g

Senntor Mintakin, No?

Mr., Auvonn. No, becauso their capital transactions would be
exompt from tax,

Senator MiLuikin, When they realize the money, they make an
investment, which is income-producing, and the income from it——

Mr. Anvoun, Oh, yes.

Sonator MiLLikiN, At least to the middle and upper income people
earries tho higher rates of tax,

Mr, Avvoun, That is true, Senator. 1 did not got the question,

Now, lot. me follow your idea for just a moment. Most capital
gains today are the result of inflation. Consequently, if this infla-
tion continues, as Senator Millikin and I think it probahly will if
Prcsant. [Joliciou are continued, you are taxing capital and it will not
bo long before you will hear almost overyone hefore Kou advocate no
tax at all on capital grains. 1 am not advocating that today, but I
would advocate a reduced rate,

Capital gains, Sonator Taft, as you well know, are the results of
almost ontirely an intentional sale of property. You must have a
buyer and you must have a seller. .

ow, today every time I consider—just let me give my own views
80 I do not express the views of others—a sale of property on which
I have a gain, I say, can I afford to pay 25 percent of that gain to
the Government? Is it not smarter for me to hold it? I am still

86141—b1—pt. $———B
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tting a yield on my original cost, _Is it not smarter for me to hold
tho property? A 25 poreont rato, T am suro, influonces mo a groat
doeal te continue to hold. A lowor rate would wipe out that influenco
to & very large extent, and you would have many moro sales,

While wo aro on capital gaing, Senator---.

Sanator Tarr, 1 do not think, though, if you reduced your capital
gains from 256 to 12% you would got twico as many sales,

Mr. Arnvorp, Many more.

Sonustor Tarr. Many more? I do not think twice as many. I do
not soo any evidenco of it or any proof of it in what has happened, and
1 personally would be inolined to abolish the capital gning tax myself
that is my inclination; but L wm only saying that people who contond
that have not furnished any conclusive proof of the fact, and 1 do not
think that to reduce tho tax from 26 to 12 is going to produco as
much rovenue---twice an much rovenuo,
er. Awvorp, There are no  statistios, Senator. If you take
NRtOry--~-

Senator Tawe. If you double the 26 to 50 pereont, 1 think, perhaps,
that would defer all sales and you would get less money; that is o
posaibility,

Mr. Anvonn. 1f you take history, you will soe receipts from capital
gains incronsed from 1921 straight through to 1930, with a declining
rate all the way and you got more not revenues.

Senator ‘Tarr. But you also had o stoady incronso in transactions
and in sales and in stocks and wo had a stock inflation and all that, so
that it is & littlo hard to say that that proves the point,

Mr. Arnvonp. It is hard to say, It 18 o matter of opinion. Now,
whother we would get twice as many transactions with a 12} porcont
rate, my guess is wo would, I know of transactions being held up.

Senator Mintikin, 1'he more rapid turn-over produces more money
at a lesser rate,

Mr. Auvonro. That is right, sir,

Senator 'T'arr. 1 you go down to zero, there is some point at which
you get your maximum rovenue. That is a guess,

IM r. ALvORD. I am not sure as to your guess of a zero rate producing
a loss,

Senator Tarr. Well, it obviously produces no revenue from capital

ns.
Mr. Auvonp. That is ri;ﬁnt‘., but you pick up on other revenues a
great deal, just as Senator Millikin pointed out.

Senator Mintikin, These contentions go on and on and on, and
you canuot reach a solution until you try it. What would you think
of an experimontal try? .

Mr. Auvorp. I would like to see it, .

Senator MiLLixiN, What would you think of an experimental try,
reducing the period and reducing the rate and see what huppena?

Mr. Anvorp. I would like to try a 15-percent rate for a 3 months’
geriod, and see what happens. That is what I would like to sec you

0|

Senator TArr. I think a 50-percent rate would choke everything,
It would choke everything, Of course, this rate in the House bill is
increased from 25 to 28 or something—— .

Mr. ALvorp, Twenty-eight and one-twelfth, I think,

Senator Tarr. Twenty-cight and one-third.
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Mr. Anvorp. Now, you soe you aro dealing with the psychology
of investors.  For many years it has boen the position of the Congress
nat to incroase the rato on capital gaine,

You raiso tho enpital gains tax three points, and what is the investor
going to think? It looks like they aro going to push this rate boyond
all possibility, and what you do is removo all hope, and the only hope
thoro is now in sny cquity financing is & hopo for capital gains, The
incomo from it is not worth anything, You have complotely dried
up tho sources of equity financing,

Sonator Mintikin, You are also dealing with the prychology of the
votors,

Mr. Auvonn, That is true, That § up[)m:iatu, Sonator, and it has
always beon my position to state what L think is sound policy, and
you who have to got votes have to take those policien and discard
them or rovamp thom, depending on the voter. Fortunately I am
not o politician,

Senator Minuikin, It would not bo a bad idea for all who are
intorosted in taxes to give somo attention to what can be done
and what cannot bo done, considering that Congress is and should be
a political institution,

r. Avvonrn. Well, Senator, for 30 years at loust I have always
considered that mfr position was worth more to you peoplo if it was
not salted with political flevoring, I can tell you what I think sound
policy is undor givon circumatances, and it is up to you in politics to
docido what is politically possible and what is not. I do not know.
I havo nover had a voto in my life for uni'thing.

Sonator WirLrLiams, 1If you reduce the holding period to 3 months,
a8 you point out, unquestionably the revenue would increase in that
bracket, I moean from a capital gains levy but is it not also true that
wo would havo to face tho fact that the normal income tax rovenue
would decreaso some to offset that because those transactions that
woro now in between the 3 and 6 months’ period were sold and con-
verted over into capital gains, and increasing that they would like-
wiso decreaso the amount that a man would bo paying 1n his normal
income, There is an offset to your gains,

Mr, ALvorp. I would discount that offset very considerably because
today this is the present practice. A person, if he holds a security
say, for more than 3 months, sells, if he has & loss, in order to realize
a short-torm loss, Ho holds it if ho has a gain, so that your short-
torm loss betweon that 3 months and 6 mnonths would probably
represent a_vory substantial portion of the sales.

Senator WiLrrams, But that same proportion of the sales—and
that samo thing could be true with the 3-month period left as it
would be?

Mr. ALvonn. Yos, but short-term losses in 3 months, I assume,
would be considerably less than in 6 months,

Senator Wrrniams, I have seen them———

Mr, Auvorp, So have I, but I am talking about general principles
now.

Senator WiLriams, But there is an offsetting provision to this gain.

Mr. Arvorp, We do not expect to get a loss in 3 months buying.

Senator WiLLIAMS. You do not really expect to get it in 6 months.

Mr, ALvorp, That is true, but the likelihood of & loss in 3
months is less than in 6 months, and we would only have 3

[
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months in which to convert our loss into a short-torm loss, and a
15-percent rate would, I am quite confident, greatly roduce the in-
centives to hold, or the incentives to buy, or the incentives to scll
based on tax consequences, and it would get you into a market based
more on valuos,

Senator MiLLikiN, There are inflationary angles considered, but
for goodness snke, do not let us go into that.

I\ﬁr. Arvorp. Let us not go into those.

I would like to suggest—the committee has no {)olicy——while wo
are talking capital gains, I would like to suggest this rather simple

olicy that any person who sells, in order to convert into a different
investment, could well do so tax-free. That would follow along
Senator Taft's concept of no tax on capital gains if we convert. It is
the same rrinciple you have here on private homes.

I would like to see the experiment with that idea. Certainly it is
true in the case of trusts and estates. They should be able to convert
their investments with no gain, and I think that the individual should,
t00. It is worth considering. I am just reminded that that scems
to be the policy that Senator Ball just advocated to the committee, for
ships. I did not hear the testimony, so I do not know.

ow, those give you my basic policies for 1953. I think I do not
have to state my objections to the House bill any more completely
than I have.
- I would scrap the House bill completely and I would build a tax
bill more in accordance with sound tax policies and for the purpose of
1953 and thereafter.
. Now, how long our demand for exceedingly high revenues is to con-
tinue I do not know. If it continues long enoulgh, Senator, you are
going to have everybody in this country, which means the private
citizen who runs his own business, coming to the Congress for retire-
ment pay. While I am on the sui)ject, I certainly think that the re-
tirement-plan provisions should be made applicable to unincorporated
organizations. )

Also, while I am on the subject, I think this country could well, at
the present time, adopt & very gencral policy with respect to foreign
investments, and it might save you a grea.t. deal in your foroign aid.

I think it would be eminently sound to exempt from tax all invest-
mont income earncd abroad, dividends and interest, basically.

.Now, we are, just as much as you are, sincerely hopeful that this
inflationary trend can be stopped. There is a great deal of misunder-
standing about inflation, and the word is used very, very generally.
The basic cause of inflation that I am concerned with is what we call
monetary inflation, There will be increased prices, certainly, as you
take tho supply away for military use, Prices would normally increase
jlgst by reason of a lesser supply with the same or greater demend.

here will be price increases as costs increase, )

From the point of view of taxes, 1 would certainly remodel the
excoss-profits tax so that we can continue to progress and expand
and get new products and new markets, so that we can continue to
oxplore, discover, and oxploit natural resources, so that we' continue
res?araf‘x and bring out such things as aureomyecin, streptomyecin, and
so forth,

The excess-profits tax says: ‘“Thou shall not do those things.”
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I still think there is a chance to resusciate depressed industries,
and I think there is a chance to revive businesses that are almost
lost, but it cannot be done under your present tax system.

I think thut presonts about all the views I have, Mr. Chairman, and

ontlemen. I could talk on this subject for hours, as you know, but
f think that I have covered everything that—I am reminded of
something. .

Senator Tarr. Mr. Alvord—— .

Mr. ArLvorp. Yes, Senator.

. Senator Tarr. To the matter we are talking about, the budget
estimate for MDAP, that is Military Defense——

Mr. Auvorp, That is right,

Senator Tarr. And other foreign aid in January was $7.1 billion
of exponditures.

Mr. ALvorp. Expenditures, yes, sir.

Senator Tarr. The revised estimate is only $2 billion. They have
cut the whole saving in the cut that they have estimated—it comes in
the $5 billion for foreign aid and, consequently, I do not think when
{ou are talking about expenditures in this fiscal year, you are going to

e able to save any more on foreign aid,

Mr. ALvorp. I have analyzed that, Senator, and I think you will
find that that purported cut—which I do not think is $5 billion—
represents a transfer of that foreign aid over to the military.

Senator Tarr. Well, that may be but it is transferred over to the
Defense Department which has increased from $40 to $42 billion, and
the MDAP, and other foreign aids, ECA is cut from $7.2 billion——

Mr. Arvorp. I do not think that you will find ECA in there. You
will not find ECA in there at all. I am quite sure you will not.

Senator Tarr. Oh, yes; it is in there,

Mr. Arvorp. I doubt it. '

Senator Tarr. Oh, yes, There is the official—

Mr, ALvorp. Yes; I know.

Senator Tarr. So that I am only sa%rin%that you are not going to
cut this $68 billion of expenditures any further by reductions in foreign

- aid, so far as this fiscal year is concerned. As to the next fiscal year,
that is a tremendous difference.

Mr. Auvorp. I will try to tell you what they did in the estimate
that you have got there. They did some juggling between MDAP
and other foreign aid, and the military functions of the Defense
Department. In your 1951 estimate they total 847.1 billion. In the
July 1961 revised estimate they total 844 billion, and I think that is
the figure you have there, showing a cut of $3.1 billion. If we could
?na[yze i’td think you would find it is all in the military and not in the

oreign aid,

Senator Tarr, It is not what they tell us then,

Mr. Avvorp. It is not explained, and we think it is in the military.

Senator Tarr, That is another thing. That is what—that is not
what they say.

Mr, Aruvorbp. I do not have the benefit of what the administration
says, but ECA—on the last figures I have, contemplated for this
fiscal year—— '

Senator Tarr. The only note here is that the revisions are based on
detailed military budget. They say ‘“‘rate of deliveries of military
equipment lower than anticipated in January.”
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Mr. Arvorp, That is right. I think tho ontire cut is in the mili-
tary and roprosents a slow-up. It is not a cut in final expondituros,
but it is s slow-up,

Sonator Tarr,_That is right,

Mr. Auvono, I do not think foreign aid is going to slow up quite
that much. At loast KOA apparoently is not.

Sonator Tarr, But you start with a figure of 808 billion in osti-
mating your deflcit,

Mr. Arvorn, That is a current ostimato.

Sonator Tarr. Which already has eliminated 83 billion in foreign aid.
That is tho point 1 am going to makoe, and they aro going to estimate
another $3 billion cut in foroign aid,

Mr. Anvonn, Lot me try to make this cloar, the January budgot
camo “5) with a figure of $41 billion for the mlfitnry. Tt was stated
in the January budgot that that was only an ostimate thon becauso
they had not prepared tho budgot. ,

ow the $38 billion is moroly » substituto for the $41 billion bocause
thoy discovored as thoy bogan to mako their actual budgot estimates of
expenditures, that th«&y could not spend tho 841 billion, and cut it
down to 38 billion. There is no sav ng at all, It is just a 838 billion
figure estimatod for 841 billion, so there is no saving in it.

Scenator Tarr. I agroo with that. I am only saying that tho $08
billion in which you start, in tho absonce of a doficit, you cannot
doduot for aavings in foreign aid, which have alroady boon counted in
thoso figures,

Mr, Anvonb, I think $3 billion does not include foreign aid, It is
almoat. entirely duo to & delay in tho military period. F do not havo
tho information that you havo, but I would suggest, if I am wreng,
that you got them acourately corrocted.

Senator Hony, Thank you very much, Mr, Alvord.

Mr. Auvorp. I call espocinl attontion to that part of my stateniont
with respeet to withholc im} of tho 20 percont on dividends, intorost
and royalties, We oppose it very violently. .

Wo tell you it will cost & great deal of money and will produce a
great deal of hardship. '

The point thero that I might suggost you consider: If you start with
withholding, tho poor reciptents never catch up, What you do is to
tako 20 pereent of his incomo the first year, and he nover catches up,
Now, that applies t:r?rour individuals, you nontaxable individuals; it
applies to your charities, your charitable organizations and every-
tﬁing else. This committoe killed it last year, and I trust you
kill 1t again,

Senator Hogy, Thank you very much,

Mr. ArLvorp. Thank you, sir,

(The prepared statement and technical and administrative amend-
ments referred to follow:) .

SrateMEnT OF Ertswortmn C. ALvomrv, CrAIRMAN, CoMmiTTEZ ON FmDERAL
Financs, Ceansrn or CoMMERcE oF THE UNITED STATES

INTRODUOTION

My name is Ellsworth C. Alvord, As chairman of the coimnmittee on Foderal
finance, Chamber of Commerce of the United States, T am submmlmf for your
oconsideration the views of the shamber, hased upon the recommendations of its
committes, concerning new and additional taxes.
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NTOP-LOOK

Almont axaotly 1 vear ago, the Becrotary of the Troasury urged you to exaot
tho tax reduotion bifl of 1056--whinl had hoon pasod by the Houwo of Repro-
mntatives 4 days aftor Keroa,  Almost nlmultnnoounl{‘ wo urkod that the pro-
possd tax roductions bo postponed. In our oplnion, Koros had made the pre-
posod roductions lnadvisablo and wo woro quite cortaln that tax Incrosses would
prove nocossary,  Within a fow days the sdministration jolned us,  ‘The Rovenuo
Aot of 1060 and the Fxcoss Profits Tax Act of 1960 wero adoptod by the Congross
by tho ond of tho yoar, . . . . .

Wo ngain urge a polloy ol “Stop and look.”

THE 1063 BUDUNT

Tho Beoretary of the Troasury, in January of this year, told the Congroas that
$10.5 billlon additional revenios wors nendud to balance the 1952 budget. Ho
urgod & “quickie’” blll of $10 billlon--that is, ono dictatod by the Treasury for

option without adequate consideration,

Connistont with [t oarlier position, the Troasury is procipitate agaln, . The 1962
budiot can bo balanced without additlonal revonues,

A onsh dofloit Is not forecastod,

Estimatos (In round nguros) for fiscal 1952 boforo your committen are:  Hilllons
Expendituros......... MR dmiunmAmaaeaabanaa . 1268
ROCOIA e s niaciiiciscicunarasiinsaananannnn P, 01

Pousible budgoet defledt. ... oo iineinacaaananns wmadkuman 7

The actunl oxpendituron, howevor, should be several billion less (without
connldoring the ‘ents” we arn umlnns, and rovonues at loast $2 billion higher.
But oven on tho basin of tho figures as shiown, the simple safe and sensible way to
balanco tho 10562 budgot. is to cut 87 biilion from the urruponed expenditures,

Additional rovennes should not bo necessary to balance the 19562 budget and
should be neithor advoontod nor imposed for that purposs,

Wo make Lhis statemont oven though we obwerved 3% months ago, in our pres-
ontation to the Committoe on Ways and Means, that application of pay-ss-we-go
might roquire additional rovenues,

avelopmoents sineo thon, including changos in official ostimates of revenues snd
oxponditures, mt?port tho position we took that, with fessible reductions in less
omsontial exponditures, no such amount of additional rovenues as proposed by
the Treasury was ncodod.,

Wo advooatod specific cuts in oxpenditures totaling $7 billion,  Thewe included
no reduction In the total of military expenditures Kmxxm»dmwlthout specifica~
tlon—~in tho budget mossage, Wao stated, howover, that the feasibility of reducing
this total should be examined carefully.

We observed that from the facts then available, it might be necessary to raise
a fow billion dollars more of revenues to sssure pay-as-we-go, but that Joss than
85 billion should be ample, reserving a npecifie total until the military budget and
now estimates of other expenditures and of revenues hecame available,

We mmrouwd that if it is clearly demonstrated that now revenues for flseal
1952 should be wought, a general sales tax, either at the manufacturer’s level or
at tho rotail Igvel, should he the main dependence. We recommended that if
incroaso in the income taxes could not ho avolded, the new revenues should be
sought approximatoly 60 percent from excises (including the general aales .tax),
30 porcent from the individual income tax (through addition rcentage points
to present brackets), and 10 percent from corporate income tax (through moderate
increase of the normal rate).

That is atill our position, We bellieve, howeveor, that the proapect of s budget
deficit (not to say a cash deficit) for fiscal 1952 In not now such as to warrant
assumption of tho risks involved in fmposing crushing taxes to vaise even a few
hillion dollars of additional revenues, with the danger of upsetting the whole

eoonom’y.
+ I it Is catablished sorme monthe from now that larger receipts should be sought

for fiscal 1952, we belleve that new or additional taxes should not be retroactive;
that they should not become' offective hefore January 1 next, or possibly later,

We wish to make it olear, in urging such an approach, that we are not unwillin
to support & program of additional taxes should the need for them be establish.
and the burden spread widely and equitsbly,
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THE 198 BUDBAKT

Attontion haas boon concentratod upon the possibllities in 19563, Butb thoro are
no rollable extimatos whatsoover avatlablo for 1063, Wo honr that oxpendituros
may oxoond 880, $86, 300, or 205 hilllon.  Sovoral weoks ago I heard $1256 bililon
montioned ax a possih lity, Exponditures on any suoh lovel onnnot bo finsnood
by taxos-~oven ' tomporary” taxos,

TIMN TO LOOK

Now s the time for tho administration and tho committoos of Congross to
study and ovolvo sound tiweal policios for the future,  ‘Fhoro may still bo thne,

The vrogram should include, but need not bo Hmitod to, the following:

1) Cutting down oxponditures --and the military shoutd not ho upared,

2) Monotary and erodit policlos,

1) Dobt managemont,

4) Taxe,

TIHE PROBARLE PIOTURE

If tho noxt. & montha are dovoted to tho suggostod studios, wo confidently prodiot
the following conclusions:

(1) Our fiseal policies, espociatly the Govornmont’s sponding and londin
policies, have boon the blood stroam upon whieh inflation han fod and fattonod,

(2) A continuation of presont fiseal polioios will lead to furthor and possibly
uncontrollable inflation.

(D) ‘Thore are fiseal policies which will help immodiatoly in our fight to provent
furthor inflation,

(4) There are no offective “hrakes’ for inflation ro long &« wo koep our foot on
the accelorator, .

(8) Unloas sound fiseal policles are adoptod, wo will continuoe to confiseato the
savings and carnings of our peoplo and to atd the onomies of our froadoms and
oplmrmnltlou. Wheother the result ia soolalism or communiam, or some other form
of diotatorahip and tyranny, is inconsoquontial,

() If sound fiseal policica are adopted, our nationat dofonse program should
provout war and we shall have a real chance through leadorship and a rostoration
of confidence in us and our abjectives to promoto and maintain poace and to
succeed in our fight for religious, oivil, sconomie, and political freodoms,

A LOOK AT THR PRERENT

An export photographor neod not be employed to give us a pioture of the
presont,

Internationally

(1) Qur potontial military ‘mwur in foavod-—froo nations know that devolop-
ment of military strength can load to war,

(2) Our economie atrength i questionod—our friends abroad fear that if we
slip, wo ahall pull thom with uas,

(é) Our policies of aid and assistance are misunderstood-—it is fearcd that
political domination must be the undisclosed motive,

(4) American inflation has occasioned more oconomic damage and tension
abroad than the Marshall plan has or could overcome,

Nationally

an It is generally assumed that the present international emergency Is of in-
definite duration——and may continue for a decade or more,

(2) Existing tax rates cannot be borne for any such perlod—the damage will be
much more coatly than tho rovenues produced, and much more sostly than the
failure to raise huge additional revenucs,

‘3) The Revenue Aot of 1950 and the Excess Profita Tax Act of 1050-—dasigned
to Increase revenucs by an aggregate of about $10 billion—~were both intonded to
be ‘“‘temporary and emergency’’ mossures,

4) Qur greatest military potential is our productive capacity and ability,

5) Our system of free, private, competitive enterprise, upon which we roly for
the produotion of the g and services required for military and olvilian use, is
being stifled—it can be destroyed.

(6) The Excoss Profits Tax Act of 1050 must be completely revamped—if we
approve and desire progress, growth, expansion; resoarch, oxploration, develop-
ment ; new produets, new methods, discoverles; tho survival of small business,
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PAY-AR-WHK-(10

The National Chamboer urges that tho Congress try realistically to apply the

{rrlnuiplo of pry-ts-wo-go through the roduction of loss essontisl oxpenditures,
Inly then should now or fneroased taxes he sought,

A balaneod hudgot must. bo the objective over a porlod of years, when dofonso
(:xl)«mllmrnn riwo and inflntion may mennco,  Bat that objectlve should bo ate
talned mainly through tho elimination, roductlon, and postponement, of non-
onpontinl sponding, and through the eliimination of waste, ‘ith expenditures and
wpending polleles under control, revonue requlrements ean be faced with hope and
perhaps confldenco, :

‘T'he application of the principle of pay-ns-wo-go, solely by Incronsing taxes, Is
not. the answor, It must bo renlized that other policies and netions have & direct
influenco upony control of Inflation.  Hpendiug polieies, monetary policles, debt
manngemont, horrowlng and lending netivities, controls, and ralnlml (quentions
have n dominant. role.  Individunt and business savings are highly fimportant in
corthibuting inflntion,  ‘Paxes froquently contribute o inflntion, '

The chinmbor hng urgod, in this poriod of defenso omorgency, domestic cconomie
policies whieh will most effoctively gain our onds by bullding and preserving our
oconomie strength,

It hins stated that the objoctives of thens policies should be:

T'o nchiove maximum une of the productive potentisl of private industry,

To promote the most effective balance of cconomie output as between
military and elviling neoads, and within theso two categories: (a) To restrain
inflation, (0 to distribute the burdens of mobilization equitably and effi-
aluu%(ly, and (e) to maintain the vitulity of an economy with free compotitive
markety,

To meot thoso ob{cwuvun it haw urged a number of economie policies,  With
rogard to Inflatlon, it has statod that there should be maln rellance on indireet
controls which striko at tho sources of inflation. It recognizes that new and
additional texes may hocomes necessary Lo aswiire pay-as-we-go, cobmistent with
novensary oxponditures, and consistent. also with maintaining incentives to work
andd produce,

The chamber bellevos, however, there should be firm adherence to the policy
that Fodoral taxen should be levied for the purxmms of abtaining easential Govern-
mont revenues, with caroful weighing of collateral ceffects, and not for social
roforimm,

A LOOK AT T1IK HOUKE BILYL

Ona look ot tho House bill s both shocking and convicing,
(1) It embraces no basie revenue-producing policy which should be adopted;

BN
(2) 14 violates the policies which should underlie & sound fineal system,
We deal now with the more important specific provisions of the bill,

THE PROPOSED INDIVIDUAL INCOME TAX INCREASES

The Revenne Act of 1950 inereased the burden of the tax on individual income.
It is now proposed to fncrease the bhurden again, this time by one-¢ighth of the
total tax as dotermined by present rates.  The superticiality of this approach
has heon amply demonstrated by the initial action of the Ways and Means Com-
mittee which found this method, withont the subsequent change, placed a tax
?l’ moro than 100 percent upon individuals in brackets of over $100,000 of taxable
neome,

Raising the individual income tax as the House proposes increases dispropor-
tionatoly the already highly progressive rates, Comparison of the effect of the
proposed 12B-percent inereaso in tax lability on the “take home' pay of indi-
viduals in the various tax brackets shows this clearly. In the case of an income
helow $5,000 the incresse, depending upon marital ntatus, will take from ahout
one-half of 1 porcent to 3 percent of the income retained after taxes, but in the
case of an income of $100,000 from 13 percent to 24 percent.

At a time when rapld productive expansion is imperative there {s grave danger
that excessive tax burdens piaced upon individuals will impair both their incentive
to produce and their ability to invest for production,

n any endeavor to increase Federal rovenues from the individual income tax,
it should be recognized that serious rivks are involved, requiring the excroise of
great eaution,
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It has been demonstrated repeatedly that confiscatory rates placed upon the
income of individuals which lies in tax brackets over $10,000 would produce less
than $3.5 billion and not only would preclude industrial financing by individuals
but would destroy our American system.

The bill increases most harshly the tax upon individuals already hit the hardest
and, with other levies upon them, could destroy revenue potentialities of middle-
sised or higher incomes.

At least 10 of the 31 States which levy personal income taxes do not permit the
deduction of Federal income taxes, This is true also of the Distrioct of Columbia.
In six States the combination of income taxes would produce a rate higher than
100 percent, where the proposed Federal rate of 94.5 percent would apply, namely,
on taxable incomes of $80,000 (single returns) or $160,000 (joint returns),

Any raise in the individual inoome tax should be ap'plied by adding points to
the basio rate, the method advocated by the Secretary of the Treasury,

PROPOSED CORPOFPATE INCOME TAX INCRRASES

The proposed 5§ percentage point increase in the corporate income tax is clearly
oxoessive. Within the past year corporations have suffered the largest tax boost
of all taxable categories. The Revenue Act of 1950 raised corporate normal and
surtax rates from 38 to 47 percent and a 30 percent excess profits tax was added
ou& in 1951, These two acts will double the tax rovenues from corporations,

rporations fully expect to hear their just share of the tax burden. Dis-
criminatory inoreases, even in time of emergency, may defeat the primary objective
of maximum roduct.ion.

Corporate financing today comes largely from retained earnings and borrowings.
Individuals are no longer able to supply equity capital sufficient to meet corporate
needs for replacement of equipment and industrial expansion, Should too great a
portion of corporate earnings be drawn off in tuxes, industrial financing require~
ments would lead to greatly increased borrcwing from banks or Government
sources, Over reliance on either method would mean unsound corrorate ﬂnancin{.

Muoch has been said about the ma%nltud'e of corporate profit, with little recogni-
tion that these ;l)roﬂts today are highly overstated. tablished depreciation
allowances have failed by many biilions of dollars to meet cost of replacements.
Inventory profits, too, are illusory. And certainly the more than $100 billion
i:;;iveetntmnt sinoe World War II in new plant and facilities is entitled to a reason-
abie return.

As a percentage of gross national én'oduct or income the total of corporate profits
{4 smaller today than in many pas Xears.

Inorease of corporate taxes should be avoided in the public Interest if at all
possible, Tax-exempt competitors of corporations should be required to pay
equivalent taxes. .

. It it should become unavoidable to Increase the tax on corporations we urge that
the combined normal and surtax be kept below 50 percent, Even the present
rate much exceeds that of the World War II period,

No change in the corporate rates should be made retroactive as proposed in the
House bill.,” The inoreases imrosed on corporations by the Revenue Aot ¢? 1950
did not become fully effective until July 1, 1081, Overlapping tax increases are

not 3

C!srponm earnings are taxed first in the hands of coporations and, when diatrib-
uted as dividends, are subject to the individual income tax. The chamber has
nteadll? maintained that the impact of the high income taxes has demonstrated
the unfairness and unsoundness of the double taxation, Further increases in the
ocorporate or Individual income tax rates intensify the gravity of the situation,
which already requires alleviation. ,

Tdeally, the tax rate on corporate incomes should be the same as the basic rate
on the .l{oome of individuala, with dividends received by individuala exempted
from this basio rate and made subject only to the individual surtax, While this

resently is not practicable, it does seern advisable to pravide for the exemption of
aiv!demio received by individuals from a portion if not sll the basic rate on
individual incomes. ithout resort to an undistributed profits tax there should
be esrly diminution, and eventual elimination, of the harmful double taxation,

PROPOSED RXCESS PROFITS TAX INCRFASES

Under any oiroumstanoe, the so-called excess profits tax is fundamentally a bad
tax. It is fm ble to frame legislation m\lx)rauly defining either normal or
exooees proiits of all corporations.
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To impose an excess profits levy on ordinary income, as the 85 reent base
period eredit in the present law now does, is, beyond question, unfair, To in-
orease this inequity, as the House bill proposes, compounds the nature of the

injury.

,A?’ellatie base-period ocredit would be at least 100 percent, and possibly higher to
oompensate for the lowered purchasing power of the dollar. Other important
chan~es should be made, as suggested later in this presentation, if the tax cannot
be repealed. Certainly, the position of the Secretary of the '!l‘reasury that the
tax should not be inoreased until there is opportunity to observe its operation
ahould be endorsed.

LIMITATION ON S8URTAX EXEMPTION AND EXCESS PROVITS CREDIT

The proposal to limit an affiliated or related lfmup of corporations to a single
surtax exemption and one minimum excess profits credit would seriously injure
many businesses which, for sound operational reasons, and in some situations
unavoidably, have organized separately.

CAPITAL GAINS RATES

The proposal to increase the alternative capital g‘;:ns rates, for both individuals
and corporations, by 12}4 percent is explained as being necessary because of the
increase in the individual income tax, This is a nonsequitur, failing to recognize
the essential difference between capital gains and ordinary income.

The bill also would change the method of applying capital losses against capital

ns,
wBoth these proposals should be rejected. If additional revenues are sou(fht,
the rate should be reduced. If fairness is & consideration, the rate should be
lowered and excess losses should be deductible. If a capital lovy is to be avoided
(recent appreciation in the value of capital assets being a consequence of inflation),
then there should bo no tax upon capital gains, which is the established policy in
many other countries, ) .
EXCISES

If additional revenues prove necessary, Congress may increase some of the
existing excises, reduce some of the highest ones, and add new ones. Even so, a
general sales tax would be advisable,

There is undue reliance upon the income taxes as sources of revenue. They
tend now to pass the point of diminishing returns. Higher rates will further
aggravate the situation. A general sales tax will operate not only to decrease
dependence upon the income taxes but also to restrain spending. It can be
established upon a practical basis, with minimization of pyramiding. It should be
looked upon as & necessary supplement to the income tax.

We agpend a summary of the relative advantages of applying & general sales
tax at the retail level and at the manufacturing level,

WITHHOLDING TAX ON DIVIDENDS, INTEREST, AND ROYALTIES

The House bi]l proposes a withholding tax of 20 percent on dividends and on
interest paid on corporate obligations, deposits with stockbrokers, insurance pro-
oeeds, certain tax overpayments and royalties, The plan contemplates a gross
withholding without any exemptions and without any report to the Treasury
De'Fartment of the persons from whom the tax is withheld.

here would be no requirement that the corporation advise either the stocke
holder or the Government of the amount, of tax withheld from each individual
stookholder, Claims for refund on the g:rt of persons or organizations not sub-
joeot to the full amount of the tax would be a) gx;oved by the Government.

-If this proposal hecomes law, there woul substantial over withholding for
persons in the low-income brackets not ordinarily subject to tax, for certain tax-
exempt organizations where no tax at all is due, and for holding companies whoss
asseta cone’st primarily of corporate stock.

It would prove a tremendous hardship on all individuals who expect to receive
less than 8600 total income from all sources for the year. These persons, who may
be widows and orphans, would be required to file claima for refund for the nominal
amounts withheld, In many cases, they might fail to receive the refund becsuse
th(a' might not he aware of the proper method of obtaining a refund payment.

ertuin tax-exempt organizations would be deprived of a percentage of their
incrme until refund claims are filed and acted upon. While the bill proposes some
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oliof to tax-oxompt organtsations with employeos subject to wage withholding
it munt bo borne fn mind that there are many tax-oxompt organisations withons
i employees,  Theso organisations are genorally moro In neod of fnanolal
sasdntanco than thowo with pald omployees and the bill provides thom with no
rolief trom overwithholding,

It fn oatimatod that at loast half s milllon individusls would be eligiblo for
rwfunda undor thin pian and all of thets would lose part of thelr fncomo until
rofunds had beon made,

Consider, for oxamplo, the marcled couple over 63 who are entitled to axomp-
tons totaling $2,400 por year and assumo el sole soureo of income in dividonds
on stock, though Congress does not. beliove they should by subjected to tax
20 pereont, or $480, of thelr incomo would bo taken from them and withheld
until thoy contd propare claims for rofund and the rofund made by the Govern-
ment,  Or tnke the vnse of & taxeaver who i blind and ovor 68, A rizablo |lmr|km
of hin theome may b takon from him, 1 will bo littlo comtort (o him to be told
that he ean file A clabm for rofund at a subseguont time,

Trintees of nearly evory mmall trust would be required to perform much oxtra
work under the withholding plan,  Dividends and interest wonld have (o be
spportioned botween the bonofleiaries and the trast,  Clalms would have to he
ﬂ‘ml for refund of tho trusteo’s shinre of the fncomo tax in ovory sl teast,  In
addition each benofielary wonld also have to o o soparate olaim for e pro
rata share of the tax withhold, ‘Fhese ave just a fow examplos of the effect of
rich a withholding plan.  Such examples would bo muttiplied many thnes over,

Any holding company whose prinelpal assots are corporate stocks wonld ho in
& diffioult position.” Only 18 porcent, of tha dividends rocelved am subjeet. to
ourporate tax, yet 20 pereent of tho total dividends would bo withhold, This Is
an effeetive withholding tax of 133 porcont,

A number of corporations pay dividends in |])m|mrty rather than In eash,  Tho
bill provides for an oxemption from withholding of dividends paid in the stock
or rights to aequire stock of the distributing corporation.  No provision (s made
for oxemption from withholding i the vase of dividends pald Tn other types of
property. The payment. of such dividends wonld encotinter nsurmointable
ditffeultion undor the propesed withholding, 1t would bo nocersary for the payin
corporation to colleet the withholding tax from the recipiont of the (llvlclon:‘
oven though the recipiont. might not by subjeot to income taxes at all,

Another minor problom wonlil result in” constant taxpayer ireitation.  This
problews hias to do with such . implo matter as fractionsl conts,  For oxample, 8
corporation declares a dividend of 62 conta por sharo on 1,000,000 outstanding shnrom,
Thin in & total dividend of $620,000.  Undor the proposal, the sem mny (or ite
dividend-paying agont) would remit 20 porcont, or $124,000, to the CGovornment.
How much shall the company (or ity paying agent) pay to the holder of sovon
shares of stook?  If 33,48, the stockholder 1 overpaid and it $3.47, the stooks
holder in underpaid, 1t is no suswor to say that fractions loss than one-half
cent will boe droppod and those over one-half cont. will be fnereased ta s full cont
for there will alwaya be either monoy loft over or o shortage and the corporation
(or its paying agent) can hover balanieo (s seconnts,  Of course, the amount. will
usnally he small but. how ean the overage be disposed of and how enn the shortagoe
b mado up? - Multiply this by thousands of times and the taxpayor ieeitatlon oan
deatroy confidence in the wholo withholding systom,  Tho M attempts to meot
this: problem but it asoma hardly adoqunto 1o provido morely that (his can bo
covered by regulations,

The mechaniea of hond interest colloctions wonld have to ho complotoly
readjusted to the noupayment &t par of intovest couponn, — Kvon the simplo process
of poating books wonld be affooted,  Ono-line entrios will beoome twa-line entrion,
thue increasing the amount of clorical work at & tmo whon manpowor domnnds
am at their poak,

Roprosentativoa of the life usurance induatry bave polnted out the diffiowltion
involved in applying the withholding provisions to intorost on amonnts hold by
an insurance company under an agrooment to pay {ntorest thoreon and on the
intereat paid thoe lifo {nsuranco companion on thelr investments,

I wan also oxplained that interost orodited on polloy dividondas and mtained by
the life insuranca companies bocomes an intogral part of the acoumulated dividond
fund aubject to the contractual provisiona of tho poliey, This dividond fund may
be used in & variety of ways under the terms of the poliey contract, 1t may ay
& premium due under the poliey; it may shorton the period within which a polioy
may matura as an endowmant; it may extend tho term for which insursnce covore
age is provided after lapee; it may become a part of the polioy procoeds at. maturlty,
with all the rights, options, and privileges applicable to pol oy prooceods.
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To require wn.hlwlcllnr of any portion of such fundu wonld disrupt the opors-
tion of these policy provisions and result in hardship to inndreds of insurods and
bonefiviarios alike,

It was oxplained that the bill in effeet would require lifo insurance companios
to pay tholr income tax in advanco of the Mareh 16 due date, and alro would
dostroy for thom tho privilege of paying their tax in quarterly installmonts fole
lowing that date.  This diserimination arlses boerise such a targe smount of
thlv‘i IMI“I‘IW Income of & Hife inrurance company would bo rubjoet to the 20-poreent
withholding.

I'ho Imn‘t‘mllrlmu of the burden of withholdlng on payors of royaltios would aub-
stantinlly Increase the hurdens of withholding agents,  'The cost to omployers of
withholding on wage paymonts haa heen substantial,  In the ease of corporations
engnged i the oll business. the imporition of & requiroment to withhold on payment.
of royalties would imposc an additional regular monthly burdon greater than the
butden now imposed by reason of payroll withholdings.  For example, ono oll
company has 18,000 omployees and withholding tax ealoulations on approximatoly
30.0’)0 payments during each month are rn?nlrml. Howover, with respoct to its
oll snd gas producing activities, there are 80,000 ditforent «Ilvlsfmm of interest, cach
roquiring monthly ealeulntions and paymoents.  With respeot to delay rentaly,
more than 40,000 pavinents aro made annually for the account of approximately
126,000 ditferent sdividunln,

In the case of small corporationa and small oil producing companles, partnors
ahipy, and individuals who are not inego enough to use maching moethods economioe-
ally, such an thoso used by the larger companics, the cost. of withholding on divis
dotds and royaltios would e even more (llnpm!mrummw to the presont, cont of such
companies, partnerships wand ndividualg in sithholding on wagoe payments,

I'ho Inereaso under the bl in the burdens impored on withholding agents would
necessarily result in the uke of smployees In enforcing the withholding require-
monts at. a time of national emergoncy and full employment and at a titne when
such individusls should bo otiployed in activities other than clerieal work,  Addi-
tionally, the ‘Treasury Departnient woulld be required to devote an inoreased
amount of manpower to the enforcomont of the withholding provisions thereby
geontly tnorensing the aleeady high cost of governmont,

In addition to the more vatuabloe loss of maupowor for the roasons sot out in the
preceding paragraph, the Qovernmont would loss tax rovenues by reason of these
provisions teeauss withholding provisions would ineur additional expenditures
which ars deduetiblo for tax purposes,

Delny-rental paymants with respect. to mines and ol and gas loases are included
in the definition of the torm “royality’ In tho bill, Ax a practical mattor, no
bonofit would acerns to the Government from withholding from delay-rontal
paymonts for the reason that it s hn,mnnll;ln as o practical matter,  ‘Thin i basod
on the faet that with respect 1o ordinary delay rontals the lesseo does not know
tho division of intorest in cases where tho loases hayo beon oxecuted by more than
ono porson,  In ono oll company’s case, 86 porcont of s delay-rental payments
are made to more than one individual, — In most eases the paymonts to inuliiple
individuals are mado to a dcv,nmhnrv hank for the aocount of ihe individuals and
the corporation his no knowledge of the interest. wirich oach individual has in the
total payinent,  ‘Fhorofore, it wonld ho impossiblo to furnich the T'roasury Dopart-
ment. with the amount. of withholding applicable to cach interst. owner and each
tntorent owner would, thorefore, e unable to furnish proof to the Govermment from
the withholding agent. of tho amount apolieable to the interost. which he had’
roceived,  Theramo condition exints, 1o & degroe, In tho case of paymonts o0 owners
of an intorest, In oll-producing properties I thoso carer whore more than one
Individunl is tho owner of an Interest in the producing proporty,

A much simplor procedure for insuring the Governmoent that proper taxes arey
holng patd by royaity ownors s the system by which inforination retirns are
made by the payor showing amounts pald to each individual and the present
roquiroments could bo lowered snd an amendmont to the presont. Inw could be
made so that all prytonts of royaltios n excons of 3100 por yoar would be reported’
on an information rotura,  Such information returns, togethor with the require-
monts with roforonce to ostimated tax, shonld be safficiont to furnish the Govern-
mont. with all facts nocomsnry to ascortain the incomae-tax liability of taxpayers
who recolve royalties, dividonds, or intorost,

Not only would the bill praduce a great doal of hardship on individuals, cortain:
tax-oxempt organizations and holding companies but. the Treasury Departmont.
would bo raquired to_process at loast one-hall million eclaima for refund, This
would require & Inrge addition to Treasury Departinent personnel, thus incressing:
tho coat of government,
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Another diﬁeultz in that it mﬁ:noourm nontaxable individuals to overstate
the amounts of in and di ds they received. B morlo‘lx‘maklng over-
statements in claims for refunds, they would be able to o nds of & fixed

gtmh,s‘ofmtb amounts they claim to have received. There would be no way
r the uk? Department to check overstatements made by individuals and
the door would be wide open to fraud by taxpayess. Nontaxable indivduals

m«:on Joarn that it is profitable to overstate their interest and dividends,

were done on a wide seale, taxpayers’ morale and oconfidence in the tax
T mvalnd, 11k Mo et el il
would bs almost im, ble to0 cheek. . )

The report of the Ways and Means Committee, which accompenies H. R. 4478,

mialeading poﬂm)li inaccurate statements with mgoot to the

manner in och tha pro withholding on dlvldond:lolmomhan royalties

would o] . It'is stated that the pro l:ﬁuh n would require that
fnformation yeturna be filed by the payor, showing

dividend pc'i:mm rd-
dhl'. of sine and that the elimination of the present $100 limit on the reporting of

would mean a large increase in the amount of work required by the
yor. is incorrect. It is act more work to the payor to report under
K‘punntllooumuﬂwxwouldoe case if all the dividends were reported.
‘This is because of the manner in which such reports are made. Paying agents
have developed facilities for writing the required form 1099 at the same time the
dividend oheck is written and it would be a very simple matter ¢o file with the
Govon:u‘s:&; 1000's ﬁt: «;mspond whh‘ove:hy" dividend oh%c&wdttorxtx. gnderbt‘l;:
resen limitation necessary for sgent to re-sort and com
Rlvldonduoutoonmiuhthonwmo&tompl:u n $100 |

The report speaks of the su rative costs involved to the
Government in the amounts of unreported income, in
deficienoy notioss and in ac eollecting the tax, This raises the inte:
question: On whom these tive costs should fall? It is conceded

any system of personal-income taxation involves substantial administrati
post My mmmmmunmmmmmmaom?numﬁ

. to tho-ux»mylnc public, the Government is generally the loser,

tive costs become an income-tax deduction to the taxpayer as an
nes item and thus operate to reduce the amount of tax payable. .

ve
, foolproof

mmmmmwam-“m-“" o oo

- 1% is interesting to note thas Government bond interest Is exempt from with-

)»i&h@ Is this intended to discourage the faithful reporting. of interest on
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Government bonds? Or is it & recognition of the administrative cost (this time
to the Government) involved in the proposed withholding procedure? It is
alleged that most of the deliherate evasion, forgetfulness, or carelessness is on the
part of the smaller taxpayer. 1Is it not true that Government E bonds and bank-
savings accounts are the principal sources of interest income to these smaller
taxpayers? If the proposed withholding p dure is s0 plicated and difficult
to administer in these situations where probably the bulk of under-reporting
occurs, it hardly seems justifiable in other situations.
The withholding plan in any form should be rejected.

COLLAPSIBLE CORPORATIONS

The bill attempts to deal with an alleged abuse of the use of collapsible cor-
porations. Proper administration of existing 1aws should be relied upon to reach
any improper transactions in this field. This feature of the bill should be rejected,

SALE OF PROPERTY TO A CONTROLLED CORPORATION

The bill would deny to individuals the privilege of sellin:ﬁ* propert.% directly to

a corporation owned by them, except under penalty conditions. There would

be no bar upon the sale of property to & third person who then could sell to the

corporation. Any abuses connected with the sale of depreciable assets to closely

held corporations would see s allgble through existing powers of

:idministration, particularlpe regard to depY®igtion allowances to corpora-
ons. - '

SALE OF TAXPAYER'S RESIDENC

The provisiongf

! e sale or exchange
of a taxpayer'yfs

g right direction.

e bill providee:fo

The Hof ] ) f, me manner
as timbegfroyalties have beetf ¥y umber o . Thi§ section is
g;s{lgned remove a tax discrimi as creasingly $nequitable

¢ .._/ ’

obm of lswf “enterpriso

over any
gand each, whether coop,

hgle units or

multiple u unfair com-
petition and
In testimon ommi

; [
peatedly statedtghat the.special atmen
cooperatives are 8y broad as to expose other busi
competition at thefQands.

Now that the favor¥je position, under income, estg
enjoyed by educational W, gharitable organizatig
Revenue Act of 1950, the tax TWeaitism ..
unjustifiable.

ind privilegegd
nesses to ugMir and destructive

¥ and gift taxes, so long

¥, has been curtailed in the

kBle to cooperatives is even more
ArreNpix I

GENBRAL Sares Tax

The relative advantages of applying a:general sales tax at the retail leve! and
at the manufacturing level may be summarized as follows:

AT THE RETAIL LEVEL

(1) It could be an exposed tax, being collected from the consumer as an addi-
tional item at the time of sale. It should make the public more conscious and
critical of Government spending. This has not been fully accomplished in respect
to withholding of personal income taxes from wages, nor in respect to the exposed

.
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retail sales tax in some 30 States and 100 oitios. Much can bo said as a matter of
principle in favor of oxposing all taxes to votem,

Congress could pass a concealed retail sales tax, a4 some States have done, by
{mposing it on the rotaller without mandatory passing on and with no stated
brackoet syatem for colleoting it. The temptation to do this may be strong, The
struggle has been to keop rotail sales taxes oxposed, New York City, to cite an
fnstance, has both an exposed 2 percent sales tax and a concealod one-tonth percent,
gross recoipts tax,

(2) An oxposed rotall salos tax will avold the x)osnlhlllt.y of pyramiding hy the
rotallor, simplify price ﬂxlng, and assist in keoping the tax out of cost-of-living
indoxes, thus Hmiting its influence upon wago increascs,

A retail sales tax would havo the advantage ¢f bringing in large revonues
at a low rate. It also would permit the eontinusnce of somo manufacturers’
exciso taxes on solected items,  Fixisting manufacturers’ exeiso taxes are currontly
estimated to yleld $4 billion on liquor and tobacco and another $2 bitlion on gaso-
line, oll, autos, radios, refrigerators, sporting goods, business machines, Photo-
graphic apparatus, matches, and revolvers, Presently, at the retail lovel there
is & Fedoral tax on furs, tollet preparations, fowelry, and luggage, which at tho
20 porcent rato is expected Lo produce $430 milllon,

1) While there is likely to be evasion of a rotail sales {ax to the extent of alimost
13 porcont hecause of the many small retailers (10 percont aro small singlo stores
doing 40 porcent or more of tho sales) a retall uales tax would avold the complicated
licensing aystom and the decisions as to what is the last step in manufacturing,

(8) A final advantage of a retail rales tax is the absence of tax content in retail
inventories, the avoidance of accusations of profitcering if the tax is Imposed
without floor-stock fmpositions, and the avoidance of retail-inventory losses if the
rate is reduced without floor-stock eredits,

AT THE MANUFACTURER'S LEVEL

(1) Evasion would be more difficult and the cost of collection would he less,
There are 10 times as many retail outlets as manufacturera—approximately
2,500,000 retailers, including garages, restaurants, and manufacturers who also
soll at retail, compared to 300,000 manufacturers. Many retailers are scasonal
occasional, or otherwise temporary operators, Many are very small and located
out of the centers of population,

(2) The whole principlo of salea taxes would be easier established at the manu-
facturer’s level, particularly in respeot to ita application to processed food and
clothing, without exemptions. Tho essence of a Federal salos tax is breadth of
ap slication. This should be more acceptable at the mamnfaotnrlng level.

3) Tho rotail sales tax fieid has alrcady besn preampted by the States and
citiea. To impose now an exposed Federal tax would greatly increase their
nuisance. It is not practical at this time, if it ever was praotioal, for tho Fedoral
Government to take over the field and share the income with localitics which now
usc /arious rates depending on their needs, .

(4) While the Canadian tax law is somewhat complicated, largely dus to
exemptions, it has been a satisfactory revenue producer since 1920. At an 8
percent rate aince 1036, it is producing in Canada about two-thirds of the revenue
of ita porsonal -incomoe tax and about two-thirds of. the revonuoe of its corporato
incomo tax, each of which, like ours, usually produces similar amounts. The
complication of the law, the equltablllt{ of the tax, pyramiding, and the cost of
%olle:(tl.ion apparontly are not sources of serlous complaint from any interests in

anada.

There is reason to belleve that with exemptions of food and medicine, a manu-
facturer’s sales tax would yield appros ima.tol’y $750 million for each 1 percent in
the rate and a retail sales tax about $000 million for each 1 porcent in tho rate,
Tho rate of either tax, of course, would be influenced by the new revenues which
might be obtained from selective excises,

ArrrnDix 11
TFRCHNICAL AND ADMINISTRATIVE AMENDMENTS

A supplemental statement urging the inclusion in any forthcoming revenue
measure of & number of needed technical and administrative amendments to the
revenue laws, including changes in the Excess Profits Tax Aot, is being submitted
for inclusion in the record of the hearings, The more important of these recom-
mended amendments will be referred to in the oral statement,

\ i
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TECHNICAL AND ADMINISTRATIVE AMBNDMENTS

The following represent a fow of the necessary technical or administrative
changes which should be considored at the presont time,

REPLACEMENT OF LIFO LIQUIDATIONS

During the carly months of World War 11, taxpayors using the LIFO invontory
mothod found their taxablo incomes artificially inflated by the unavoidable
dopletion of their base stocks of materials then in short mvply, which would have
to be replaced aftor the war at prices much higher than those at which they had

originally been nc(luircd. As part of the Revenue Act of 1942, the Congress’

provided for.retiof in this situation in the form of certain inventory adjustments
defined in section 22 (d) (6) of the Code, Prior to the enactiment of Public Law
010 last January, thoe right to these adjustments was available only where the
taxq%%%r had made a replacement of previously depleted stocks by Decembor
31 X

Before this permissible replacement period had ended, the Korean war, with its
various offcets on commerce, and on the supply of many raw materials in particular,
had made replacements impossible in certain instances, and had also forced new
hwmnt.orfr liquidations, By Public Law 019, Congress accordingly extended the
time within which World War 11 liquidations might be replaced, and also provided
similar treatment for current liquidations if replaced by the end of 1055,

Unfortunately, theso two provisions of Public Law 019—that extonding the
replacoment right for World War II liquidations, and that establishing rights
respeot to current liquidations and subsequent replacements-—were not properly
correlated. This lack of correlation is attributable to the preexisting rule that
roplacements are to be attributed in all cases to the most recent liguidations not
alroady replaced, and to the Public Law 019 termination date on World War 11
replacoments of December 31, 1952,

he effoct of this oversight maybe illustrated by the following example, A

porticular taxpayer, who at the outbreak of the Korean war had not completed his
replacoments of World War 11 liquidations, suffers further inventory deplation in
the latter haif of 1050 and throughout 1951, I)urin% 1952 he is able to effect a
considerable amount of replacements, and during 1953 he is able to bring his
inventory up to the pre-World War 11 level, He nevertheless loses the benefit
of the Public Law 019 extension of World War II replacement rights because
the 1052 replacoments must be alllocated to 1950 and 1951 ‘liguidations, and
replacements in 1053, although within the period during which Korean liquida-
tions might be rcrlaced are too late to he used as World War 11 replacements,

Congress certainly did not intend to dony the henefit of its extension of the
date for replacement of World War II liquidations to these taxpayers most in
need of it—those who now, because of the defense program, are not even able to
naintain inventories, much less rebuild them,

This situation should be corrected by making December 31, 1955, the termi-
nation date for replacements of World War 11 as well as current llquldations.

ORBOLESCENCE DEDUCTION ON AIRCRAFT EQUIPMENT

Since the end of World War I1 the commercial airlines have generally had two
major change-overs in the typo of alr‘)lmwa and related ﬂ(l‘qht equipment used for
t)aminn?or transportation sorvice, These changes were dictated by the impact
on the industry of the extraordinarily h“ih rate of technological progress, resulting
in the development of more economical, faster, and safer planes, and the con-
sequent obsolescence of older planes, In the next few years the development of
}t)nv and turbo-jet aircraft will without doubt hring about the ohsolescence of the

C-0's, Btratocruisers and Constellations which now constitute the first-line
equlgment, and that change-over will be the most complete and radical yet experi-
enced,

In order to maintain their fleets in operation with the maximum of safety and
the minimum of interruptions, the airline companies are required to keep on hand
at all times certain stocks of parta and assemblies—ranging from spark plu?s to
landing gear—which can be quickly placed in flight service in lien of parts requiring
replacements, repair, or inspeoction, Although these parts are interchangeable as
hetween different individual planes, the major portion can be used only on
the single type of plane or engine for which they were smmoslly designed. They,
too, therefore, have an extrmrdinarll{ high rate of obsolescence, and one which
fs equal to the rate of obnolescence of the plane to which they pertain,

86i41—31—pt, 83—~
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These atocks of parts now held by the industry have an aggregate dollar value
in excess of $81 mnillion. This figure is increasing sharply.

Iegislation is req‘ulrcd 80 that tho airlines ma{ write off the costs of these stocks
over the lives of the “!ancn to which thor relato, instead of being required to
deduot substantially the entire cost as a loss in the last year of service. This
would not only Lring about the recognition of an obhsolescenco factor which is
clearly present, but would make for a cloarer reflection of income in the charging
of the cosats of the stocka ratably over the entire service period. The proposed
treatment is in accord with the method of accounting recognized by the Civil
Aeronautics Board,

- The necessity of legislation is occasioned by the refusal of the Bureau to acc(y\)t,
the principle of such a write-off, notwithstanding that obsolescence is expressly
mentioned as a basis for a ratable deduction of cost by section’23 (1) of the
Internal Revenue Code, The theory underlying the Burcau’s position in this
connection, and the limits of its position, are not entirely clear. It doos accept.
the obsoleacence factor in determining the useful life of the planes themselves,
It does also in determining the life and providing for the write-off of the cost of
the stocks of certain of the so-called ‘‘assemblies.’” But it does not admit that
the rule governing these practices extends to stocks of parts in goneral,

The only difference between the ‘‘assemblica’ on the stocks of which the
write-off is allowed, and those parts on which it is not allowed, is that the former
are gencrally somewhat larger and more complex, This rule-of-thumb physical
distinction Is certainly not such a difference as should be made the basis for
allowing or disallowing an obsolescence deduction, or as the Congress has approved
for such & purpose,

Furthermore, the parts and assemblies in stock at any given time are making
a contribution to the maintenance of service which is equally as vital as that
made by the parts and assemblics then on the planes, on which an obsolescence
allowance is of course recognized. Without either group of parts, the carrier'’s
service could not be continued with the required regularltf' and safety. Thoso

rts on the plane are subject to greater physical deterioration, but as this factor
s not the basis of the allowance in either case because the obsolescence factor is
generally the more severe, this difference is immaterial.

Litigation of this issue with the Burcau is not a satisfactory solution. The
airlines not presently enjoying the allowance which the amondment would recog-
nize failed to press their rights to it in past years when the amounts invested in
such stocks were small, and today are foreatalled from assorting such a right
because to do so involves a change from present accounting methods for which
the law requires the Commissioner’s prior approval, .

Moreover, the practical needs of the air transport industry are such that a
spreading of this cost cannot be achieved by a gradual liquidation of any such:
‘s{ooks over the last few years of their use. Being maintalned genarally at levels
no higher than required for purposes of tho necessary ready availability, the
cannot be substantially reduced until the actual date of the change-over whio
‘ronders them completely obsolete in the hands of that company.

MEDICAL EXPENSE DEDUCTION

Section 23 (x) of tho Code, as added by seotion 127 of the Revenue Aot of
1942, allows a limited deduotion by individuals for amounts expended for medical
.oare. The term ‘‘medioal cave” is defined to include amounta paid, according to
the statute, for tho ‘‘diagnosis, oure, mitigation, troatment, or prevention of
discaso, or for tho Kurposo of affocting any structure or function of the body,”
and, according to ¢
phi'sicnl dofect.

n making such amendment it was obviously intended that the term ‘“‘medical
oare’”’ be broadly construcd. Recently, however, the Commissioner has ruled
that the cost of a wheelchair attendant necessitated by the loss of use of the
Jlower limbs from poliomyeliti= does not constitute a modical exponse within the
meaning of the statute. That &'artlculu case involved a disability incurred in
the course of service in World War II, and has resulted in the necessity of the

' taxpayer contesting before the tax court s proposed defiolency amounting to 877,

o constant service of an attendant is often necessary b* reason of tho loss

.of sight, or of limbs, paralysis, or other severe affliotions, It is clear that the

C‘ongrl::: did not intend to discriminate narrowly against expenses for this class
-of asalstance,

A olarifying amendment is therefore appropriate, and it should be made retro-
.sotive for the period during which section 23 (x) has been in effect,

o pertinent finance committese report, for the alleviation of a
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EXCLUBION OF CAPITAL GAINS FROM BECTION 102 INCOME

Long-term capital gains should bo excluded from the income subject to the
penalty tax on corporate acocumulations imposed by section 102 of tho Codo.

Long-term capital gains, when realizsed by a corporation, are now taxed at a
rate of 256 percent, ndor H. R. 4473 as passed by the ﬂoum, they would be
Jtaxed at & rate of 28Y4 percent. In hoth instances, this is equal to the maximum
‘rato at which the same Income would be taxed if realizsed directly by an individual,
As the purpose of the section 102 surtax is to penalize the accumulation of eor-
‘porato oarnings re*~i~2d with the purpose of avoiding individual surtaxes, it is
-cl‘o‘ar that there can never ke any justification for applying the tax to this type
of jncome.

Moreover, under existing law, long-term capital gaina are not subject to the
special tax fmposed on the undistributed net income of personal holding com-
panies. It is not belleved that ordinary corporations should be treated more
. -sovercl'y. The adoption of the proposal would not prevent long-term capital

gains from being considered in determining whother earnings were allowed to
accumulate in excess of the reasonable needs of tho business.

H. R. 6712, which passed the House during the second session of the Eightloth
‘Congress, contsained such a provision,

LUMP S8UM PAYMENT OF CUMULATED DIVIDENDS

Buppose X, an individual, owns 1,000 shares of $8 cumulative preferred stock,
For one reason or another, he recelves no dividends for 4 years, Suddenly, 5
years’ dividends, or $30, 006, are paid in a'lump sum,

Having received all the income in 1 ear, X will be taxed under the present
law about $13,000, If he had received the dividends regularly at the rate of
$6,000 a year for the 5 yeara, his tax for the 5 years would have amounted to

only about $8,000 in the aggregate. In the one case he has only $17,000 left of -

his $30,000 dividend, and in the other, $24,000. Obviously, it is harsh to treat
X as a $30,000-a-year man when he is really only a $6,000-a-year man,

The same unfortunate result follows under existing law from the lump-sum
moeiﬁt of several years’ back bond interest.

When it is remembered that the taxpayer in these cases i3 frequently a widow,
a-retired person, an estate, or the beneficiary of a trust, who may already have
suffered considerable hurdshlr from the failure to receive the income rlodicall{,
without compounding the misfortune through the tax laws, the result is unduly

arsh,

The solution is an easy one. In faot, it lies ready to hand—limit the tax for
the year of receipt to what it would have been if the income had heen received
poriodically, This is what section 107 of the Internal Revenue Code alrcady
does in the case of back pay, lump-sum payments for personal services, and
income from patents or copyrights, and no reason oxists why this treatment
%};m:ild‘ régt i;e extonded to cumulative preferred stock dividends or defaulted

nd interest.

Retroactivity to 1045 is essential. The subject was first broached at that
time, Taxpayers should not be penalized because of the delay by Congress in
considoring so-called technical and administrative amendments,

DISTRIBUTION OF BECURITIES NELD MORE THAN 10 YERARS

Thore are numerous situatfons where, for sound business reasons, corporations
should divest themsolves of stock or securities in other corporations, but cannot
do so bocause of the disastrous tax consequences which would result to them or
their sharcholders from sale or distribution, and the destruction of values which
would often follow as a consequence of forcing a tiquidation of holdings to meet
tax liabilities. The stock or securities may be that of a wholly owned subsidiary
which ought to be separated from its parent. Or they may represont an invest-
ment no longer appropriate, or one which im undue supervisory responai-
bility on management at a time when it should be devoting its encrgics to the
taxpayer's own t‘)})eratln% business, It is imperative to facilitate such divesti-
tures. To provide that they can be made tax-free will not injuroe the revenue
sinoe otherwise they will not be made at all and, through proper allocation of
basis, s tax will ultimately be obtained from the diatrlbuboel.

The ocode should, therefore, be amendcd to permit tax-free distribution of
atock or securities so held, with the same tax consequenoces to the distributees as
would exist upon the receipt of & nontaxable atock dividend, 1. e, an allocation
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of basis, To make certain that no anticipatory diviston conld e omployed, it
would bo appropriate to limit such treatiment. to s distribution of stock or neey-
ritios held by the distributing corporation for & minimum of 10 yours,

EXEMPTION OF INCOMR EARNED ARROAD

Seetlon 116 (n) of tho Internal Rovenue Codo, whioh provides for the exemyp-
tion undor gertaln olrotmstances of income carnod outside tho United States,
was Intendoed to relieve Amerlean cltisens who 'T) abroad in the pursuit of & trade
or profuasion from the burden of double taxation on their carnings, and also to
gmvldu an incontive for foreign omploymoent by oxompting sueh oarnfngs from

‘odoral fncomo tax.  Such an incentive i enpeolnlly nocossnry todny and the
pu{)mm of the lucentive has a vastly inereasod Tportanco,

ndor prosent law, howover, tho exeluston fatls to achiovo its purposo tn two
respoots,  In the first place, the exclusion {s allowed only where the taxpayer has
been rosident abroad for the entiro taxablo year. The Trensury has rightly
muggestod on severad occastons that there 4 no reakon not to allow the oxelusion
from the date that foreign restdence i it assumed.  This would end the present
arbitrary denisl of the exclusion for the first and last fow monthe of Toroign
resldence,

In tho second place, the courts have construed tho term “resldence” as helng
substantially cquivalent to “domicile”, oven in the ease of an ciployvee ongaged
in bona fide forelgn service for hiv employer.  For oxample, they have refused
to recognine foreign residonce whoro tho taxpayor loft, his family in the United
States, or gave other ovideneo of &n intention to roturn to the Unitod Ntatos at
sonw timoe in the future, .

The interprotation misconstrues the purposo of the exclusion,  The people
supposed to be benofited were not expatrintos who had ronounced the llnltml
States forever. They woere the armics of managors, technlolans, and skilled
workmen who were induced to commit themselves for 18 to 30 months abroad,
In many instances the nature and location of their work and tho lack of adequate
educational facilities do not pormit them to tako their families.  In practically
no instances do auch nen have an intention on their original doparture of making
their home abroad permanently, evon thuuqh they may ronow thelr contracts
many times and stay abroad for yoars. Clarification is apparontly nocessary
in order to make cortain that the excluslon is available to sueh employces whoe
aro living abroad by reason of bona fide omploymoent, for the period they are
absent from the United States, )

GAIN TO EMPLOYEE ON RECEIPT OF TERMINATION PAYMENTH

Action {2 required to relieve the hardship reaulting from the presont inapplica-
bility of the capital gaing provisions of the Internal Revenue Code to cortain
r«ymvmts received by employeos or retired mnrlovom in liquidation of continu-
ng rights arising out of a long-continued poriod of omployment,

Smployment. contracts frequently provide for payments boyond the employ-
ment. period, based upon a percentage of future profits of all or part of the em-
ployer’s business, or & porcontage of gross receipts from the exploitation of some
particular dovices, productions, ideas, or other property, for which, or for the
dovelopment of which, the employee was largely rouponsl()lo. Upon termination
of his employment, the employeo may not wish to have his future income depond
upon tho hazards of a business with which ho is no longer connected, Ho may
prefer a lump-sum realization of hia essentially contingont, rifhm. The omployer
will alao in many cases desire to llquidate its contingont liability, 8ince, howover,
the employee will be recoiving the commuted valuo of soveral yoars' fncome in
1 years, tho concentration of incone will result in a prohibitive tax cost, unloss
the profit realized is treated as a long-torm oa‘)lml galn, Thoe code should he
amended to make cortain that such treatinent will be accorded, for the same basie
ressons exist for such treatinent as in othor cases whore it is available, 1, e,, for
realization of several years’ income in a single year, The justice of this approach
has ulnead¥ recoived congressional approval in the pension fleld, It s provided
in section 165 (b) that & lump-sum settlemont with a heneficiary shall he treated
as capital gain rather than ordinary income, KEven in the type of caso under
disoussion, no uncertainty would exist if, for example, the employee’s efforts gave
him a property right in a particular Ipawnt whioh, upon termination of his employ-
ment, he #old to his employer, It should be immaterial whethor the sale or

oo3urs prior to or after the actual termination of employment,
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REDEMPTION OF HPOCK TO PAY DEATH TAXVK

Sectlon 200 of the Rovenue Act of 1060 added to tho code s provision-- seetion
1hH () (3)-—whioh in appropriate situations pormits tho stoek of & closely held
aorporation o ho rodeomed from tho ostate of the decodont propriotor without
tho ostate Inourring any risk of tho lmposition of & dividends tax on the distriba-
tion,  "T'hin provision was intended to inake sueh distributions possible a8 8 moans
of paylng oxtate taxen without the highly ineguitablo and undesirable losses of
value and of control lnvolved in the foreed walo of family businesses,  An the
provision now stands, howover, i oontains cortaln arbitrary Hmitations on s
spplieation which have the offest of denying rolief in soms situations where it is
mout, nesdod, .

In tho first place, the provision applion only to disteibutions “within the perlod
of Hmitations for assemsnont of eatato tax * ¥ % “Thus it hns been of no
honofit to those oxesutors of ostates already in the procoss of administration who,
before the ennctimont. of the 1060 set, had consclontionsly procesded to dischargo
the estate tax Hability with borrowed funds, but, were still faced with the baslo
prablom of diseharing the rosalting loan.

Furthermory, the provision s ’hmimd to situstions in which the decedont's
bushurn wie operated through a single corporation only.  Where tho estato
connista inrgoly of the stock of two or more closely hold corporations, the same
problom oxinta,

Moation 116 (1) (3) should ho oxtended to the two situations just. indicated,
Thin change should be effective as of the date of ensetment of the 1960.act,

REORGANIZATION IN THE FORM OF “HPIN-OvFs'’

Tho House, during the Eightioth Congross, and the S8cnate, during the Fighty-
firnt. Congress, onch approved a provision which would have rocognized the nons
taxability of corporato reorganizations taking tho form of “spin-off.” A “apin-
off”" occirs whon a part of t‘jm asnotn of an oxinting corporation are teansferrod to
& how corporation and the stock of the tatter in distributed to the stockholders
of the oxisting corporation, A “apin-off’’ is distinguished from a “aplit-up,’ the
lattor consinting of a transfor by an oxisting corporation of all of its assats, part to
one now corporation and part to another, the stock In the new corporations being
distributed fo ghe ulmrulm'ldnrn of the exinting cor‘mraﬂon in complote liquidation,

Undor existing law s “split-up’’ may be earrled out without recognition of gain
or loss,  Thero iv, however, no substantial difference between a “spin-off”’ and a
“waplit-up’ or the purposes for which they may be used.  Only,whero some techni-
eality of corporato law may lmpode the use of & “aplit-up'’ is it necessary for cor-
wrations Lo rerort to “spin-offe’’, but in this situation it is cconomiceally unsound

0 prevont the one typs of reorganization which can accomplish the division of an
oxisting businoss into sinatlor units,

The principlo which was approved by each of the two Houses of Congress within
the past. 3 years should be u'!vun offect by the inclusion of “spin-offs’ as a proper
type of corporate reorganization within the ambit of section 112 of the code,

NET OPERATING LOSS DEDUGTION YOR 106133

Prior to the Revenue Aot of 1080, the Internal Revenue Code recognized a
Himlted right of avuraginr income over a S-year period, By virtue of this right
taxpayers could roduce their taxable incomo each year by the aggregate of their
et oporating losses” during each of the 2 yeards immediately before and im-
“w(llau;ly tq::r the taxable yoar—i, 0., by a 2-yoar “carry-forward" and a 2-year
“earry-hack.

When H. R, 8020, the bill which was later to become the 1950 act, was under
consideration in cach Houso, notice wax taken of the fact that small and new
buninesses wore peculiarly subject to Auctuating incomen, It was further reasoned
that theso typos of businedses in particular and venture capital in general would
dorive a real stimulus from an oxtension of tha averaging period, and also from
Increasod emphasia on the carry-forward So;eoo H. Rept, No. 2319, p. 59, and
8, Ropt. 2375, p. 86, 818t Cong,, 2d sess.). th revenue committees Aeoordlngly
rocommended a measure intended to accomplish these two ends by extending the
S-year averaging period to 7 years, comprising a new 5-year carry-forward and
& 1-year carry-back. . This measure was eventually enacted as section 215 of the
1050 act without apparent opposition from any quarter,

Contrary to the general undemstanding when the 1030 ohanges were hefore the
Congress, the literal torma of the provision in which they were embodied do not
maks the 7-year averaging period sctually avallable to taxpayers until 1935,
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Indeed, during a substantial interim period they have the effect of reducing the
reexisting averaging period from 5 to 4 years. Moreover, they effect no inorease
n the carry-forward until 1953.

As an illuacration, under the ‘terms of the 1950 amendment, taxpayers are
permitted to set off against their income for the current year—1951—only what-
ever net losses they may have sustained in the years 1049, 1050, and 1952, and
against their income in 19052, only losses in 1950, 1951, and 1053. For a tabular
representation of the inadequate articulation of the 1950 changes with prior law,
see the attached schedule, .

At a time when taxpayers are faced immediately with the severe burden of’

ly increased surtax rates and excess profits taxes, no justification for a
current reduction in the averaging period can be found in the prospect that
taxpayers still in existence at some time several years in the future will then
enjoy the benefit of an extended period. The principles of a 7-year averaging
period and of a longer carry-forward, which are conceded to be desirable for 19556
and later years, are equall sppms)‘riate today.

The anomaly of this situation is most evident in connection with the recent
enactment of the excess profits tax. Both revenue committees, in formulating
the relief provisions under that tax, acted on the stated assumption that there
were several new rules reducing the need for such relief, relative to that under
the old excess profits tax, and that one of these new rules was ‘‘the substitution
of & 6-{vear carry-forward and a l-year carry-back of * * * net operating
losses for the 2-year carry-forward and the 2-year cuq-b&ok used under the
World War II law” (H, Rept. 3142, p. 16, and B. Rept, 2679, p. 18, 81st Cong.,
2d sess.). The fact was, however, that under the actual terms of the 1050 amend-
ment the averaging period for these losees had been reduced, rather than increased
for 3 of the 4 years for which the excess profits tax was enacted (1950, 1951, and
1952), and merely maintained at its previous extent for the fourth year (1953).
The increace in the averaging period which was seen as easing the impact of the:
new excess profits tax will not actually become effective until after the excess.
profits tax expires.

An amendment could minimize this interim inequity by extending the right
to carry forward 1048 and 1849 losses to 4 years instead of 2. This would have-
no effect on deductions presently allowable for years prior to 1951, or subsequent
to 1953, when the benefita of the 1950 changes will first begin to make themselves
evident. It would merely bring about a gradual transition to the new 7-year
averaging principle already established, by msking a a-fear averaging period
(i. e., equal to that under the old law) available for 1951, and a 6-year period
available for 1052 and 1953.

Although a complete correction of the inequity would require that such an
amendment also apyly to years prior to 1951, its aRplloatlon has been limited
80 as not to necessitate refunds for years for which returns are already filed.
Moreover, the need for correction with respect to 1951 and subsequent tax years:
is more acute by reason of the higher tax rates a?pllcable to such years, and
because 1046 and 1847 losses will already be largely used up by being carried
back into the high-profit World War II years.

Net ating loss ca orwards and carry-backs for tazable years from 1946 to 19586,
P nclni mmwdbyniati g [

tnclusive, ng law and by the proposed amendment
Oarry-back

Oarry-forward allowed from Tazable year nl}lgo‘lvnod
1046 9 1047-1048
1047 10481040
1048 1940
1049 1050
1050 1081
1951 1952
10839 1088
10832 1054
1034 1063
1038 )]
1086 ¢ 1967
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EMERGENCY AMORTIZATION

Section 124A permits the amortization of facilities the construction of which
was begun prior to the beginning of the conflict in Korea, Some have questioned
the propriety of this.

Before the fighting began in Korea, alrcraft manufacturers, for example, had
begun to expand their facilities in response to military demands. In turn, sup-
pliers of aireraft manufacturers had begun to increase their capacity, again to
meet emergency demands, There is no sound basis for treating these leaders in
the current industrial expansion on a basis different from those whose participa-
tion in the ex‘pnnsion program began at a later date,

Under seotion 124A, the amount of the cost of a facility which is attributable
to construction prior to January 1, 1950, is not subject to the amortization deduc-
tion.. This goes further than to afford adequate grotection,against the certifica-
tion facilities which cannot properly be regarded as rclated to the emergency.
Actuaily, it oreates an inequitable situation. The companies most directly
related to military procurement who had the foresight to expand early for the
defense program are denied the right to write off the cost of these facilities during
the period they are reasonably certain to produce income., To some extent &
premium is placed on postponement of necessary expansions.

There are two ways in which our committee feels section 124A should be
changed. The changes recommended have to do with the determination of the
Percentage of certification and with the question of a further acceleration or
‘compression’’ of amortization in certain circumstances, .

The percentage of certification is now based in part on the estimated post-
emergency usefulness of the facility., Thus, for example, if it is estimated an
emergency facility has no post-emergency utiflt.y and there is the greatest possible
risk in the investment, certification may be for the entire cost. If it is estimated
the entire plant will have post-emergency utility and there is little or no risk in
the investment, certification may be denied entirely. If the plant expansion is
estimated to be 50 percent useful after the smergency, certification may be for
50 percent or iess, depending on the evaluation of the investment risk, The
trouble with this 18 that no one can accurately })redict post-emergency utility
and whether earnings will ever be produced by the facilities beyond the emergency
period—or for that matter during all or a substantial part of this period.

Considerable time and effort I8 being spent in the delegate ncies on the
question of the percentage of certification in terms of future usefulness. This is
unfortunate because it is Iargely a futile effort carrying little assurance of equitable
results and, possibly more important, because it is delaying the issuance of many
certificates which in turn is delaying tonstruotion. Bome companies with limited
working capital due principally to greatly increased inventories are genuinely
concerned about borrowing money for plant expansions without assurance of
smortising the cost againat the earnings to be produced.

The answer to this difficult problemis to determine the percentage of certifica-
tion solely on the basis of the Present emergency military and essential civilian
need for the product of the facility. The Senate recognired this in an amendment
to the 1950 act but the provision was deleted in the ccnference committee.

The statute is not entirely clear on the question of percentage certification.
The doubtful language requires a determination of the portion of a facility ‘‘attrib-
utable to defense purposes.” Administrative interpretation has been that the
percen should be based on both Preaent emergency utility and post-emergency
utility, although there is some indication other considerations have been taken
into account in an effort to achieve fair results. The legisiative history of the
provision indicates that the language was intended to require the determination
only of the use of the facility during the emer'genoy riod. General principles
of fairness and considerations of sensible administration suggest that the inter-
ptr:ttagon indicated by the legislative history should be made express in the
statute.

The second sufgeated change Is forward looking, Bection 1244, like section
124, sets an arbitrary 60-month amortisation period. Under lziA, as under
section 124, a taxpayer is given the right to elect amortization and, subsequently,
to abandon it in favor of the depreciation deduction, But section 124A differs
sharply from old section 124 with respect to amortization in the case of termination
of the emergency or termination of the emergency need for a certified facility.
In such circumstances, section 124 provided alternatives to the 60-month amorti-
sation period. The taxpayer was permitted to use a shorter period in case the
emer’anog terminatad before the end of 60 months or the facility became . unneoces-
sary for defense purposes during the emergency. In the case of an election of
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either altornative, taxes for prior years were to be recomputed so a3 to adjust the
difference in the deduction.

Such provisions are nceded in the present law. The taxpayer should be per-
mitted to recover tho cost of producing income before the application of the tax,
If termination of the emorgmw{ terminates the usefulness of an emergency
facility, the entire cost of the facility is a charge on the income produced during
the emergency period. This fundainental principle is overlooked in the present
statutory provision,

Fiven more important, in viow of the likelihood of a prolonged continuation of
the emergency, provision should be made for a further acceloration of amortizn-
tion of facilities which hecome unnecessary and idle within the peried of the cmer-
genoy,  For example, industrial expansion in its oarly tooling-up stages requires
tremondous increases in the production of machine tools and other machinery,
For this purpose great plant expansion has been taking place, But the history of
World War II and carlior emergency periods indicates that even boforo general
dofonse production reaches full proportions tho demand for machine tools and
gxull\fv other facilities will have been met; sales will slacken and thon sharply

ocline,

Provision should be made, as in section 124, for ‘‘compression” of amortization
if (1) the emorgeney period actually ends before the 80-month poriod, or (2) there
is a dotormination b{ the certifying authority that the certified facilities are no
longer nocessary in the interest of national defense,

EMPLOYEE BTOCK OPTIONS

Under section 130A of the Internal Revenus Code, as added to the codo by the
Revenue Act of 1650, an employeo who holds a “restricted stock option’ from the
omployer corporation may exercise his right under the option to purchase stock in
the corporation without nourriuﬁ an incomo tax l(ability until he later disposes
of the stock. The law defines a ‘‘restricted stock option” in a way which is gen-
erally intended to include options granted as employce incontive dovices and to
oxeclude options merely calculated to permit the holdor to realize incomo in the
form of capital gain,

One clement of this definition excludes from the catogory of ‘“‘rostrictod stook
options’ any options which by their own terms are subject to assignment, whother
actually assigned or not,

This provision works an unnocessary hardship on cmgloyoes who wero granted
assignable options prior to the adoption of the 1050 act, but who have not assigned
thom and have never intended to do so. The parties may have failed to include
in the option a prohibition on assignment merely because it was thought to be
unnecessary, but today they cannot modify the option to add such a prohibition
without causing the option to be trcated as one originally granted at the time the
modification is effected, :

Bection 130A should be amended to {wrmlt options granted prior to the 1060
act to be so modified without being treated as new options,

AMENDMENT OF SECTION 131(F)

Seotion 131(f) (1) of the codo allows a domestie corporation a credit against the
United States tax for taxes pald other countrles by a !orolﬁn corporation from
which it recetves dividends, but only if the domestio corporation owns a majority
of the voting stock of tho forelgn corporation ,

Thia reatriction on the avallability of the credit is without justifioation., The
oredit, is limited {n any ovent to that proportion of the foreign taxes pald which
the amount of the dividends received by the domestle corporation hears to the
profits with respect to which the taxes are paid, Thus the eredit is othorwise
made to be in proportion to the relative intorest held in the foreign corporation,
The effect of the restriction is simply to deny the lesser credit which would be
-allowed to noncontrolling stoockholders if the restriction were not present,

In many instances, foreign law or husiness conditions er sound polley dictate
large local participation in forelgn enterprises, In others, two or more domostio
corporationa desire to enter a foreign vepture on an e(%ual footing, The oredit
should be extended at least to all situations in which the domestlo corporation
owns more than 10 percent of the foreign corporation,

This follows a recommendation made laat year to the House Ways and Means
Coramittee and to the Committee on Financo by Secrotary Snydor. It is in
acocord with the policies of the administration and there i8 no reason to poatpone
action upon it,
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For the same reasons, a relaxation is required of the provision in section 131
(f) (2) limiting the allowance of a credit for foreign taxes paid by a foreign sub-
sidiary of a subsidiary to cases where the top subsidiary owns 100 percent of the
bottom subsidiary, A 50 percent minimum in this situation would be ample.

CONSOLIDATED RETURNS

For the “privilege’” of filing consolidated returns, section 141 (¢) of the code
exacts a penalty of a tax of 2 percent, in addition to normal tax, surtax, and
excess profits tax. Theoretically, this additional 2 percent is designed to neutral-
jzo the tax saving which results from the iinmediate advantages of consolidated
returna: (1) The offsetting of one affiliate’s losscs against another’s profits, and
(2) avoiding the tax on intercorporate dividends and transfers of property.

But despite these immediate advantages, whether there is a long-rango tax
savings in most cases is doubtful. The corporation filing separate returns can
utilize its losses under the carry-back and carry-forward provisions of the code;
and in the transfer of property between corporations filing conaolidated returns, not
only is realization of gain mercly postponed, but the lower bases remains effective
for all other purposes, including depreciation. In addition, consolidated cor-
porations are allowed only one section 15 surtax exemption, and only one $25,000
minimum excess profits credit, For purposes of the excess profits credit based
on income, consolidated corporations are required to use a consolidated hase, and
for purposes of the credit based on invested capital, they must aggregate their
capital and subjcuct themselves to the lower rates apl)licable to larger businesses,

Nevertheless, whether corporations using the consolidated return are not paying
more than the privilege is worth is not or should not he the determinative point,
If it is believed that consolidated returns result in a fair reflection of group income
there is no justification for superimposing & penalty tax for the ‘‘privilege” of
using the appropriate method of income computation. It would, of course, he
difficult to maintein that consolidated returns do not result in.a clear reflection of
income, in the light of the number of occasions in the past in which the Congress
has approved their use, and even in some instances, made such use compulsory.

The only just conclusion is that the 2-percent tax should be repealed.  If, how-
evor, for purely rovenue reasons, this step is not feasible at the moment, the least
that should bo done is to authorize an annual election as to the uso of the con-
solidated roturn,

Under present law, it has been loft to the Treasury to fix the conditions under
which eligible corporate groups might file consclidated roturns, Heretofore the
Treasury regulations have not limited the right of cligible eorporate groups to
elect a change from an individual return hasis to consolidated roturns. But they
have made such an election binding for all subsequent years, unless now corpora~-
tiona are added to the qroup, excoept when in the opinion of the Commissioner some
change in the Internal Revenue Code or Treasury toﬁulationm makes the continued
Iilin‘;1 of consolidated roturns less advantageous to “‘affiliated groups as a class,’”
In the majority of years since 1041, when section 141 in its prosont form wasa first
enacted, & new oleotion has actually heen permitted, The Treasury's decision has
usually not been issued, however, until after the close of the taxable year affeoted,
and in some instances not until after the due date for the filing of returns,

It is cortainly not improhable that future changes in the tax laws and regulations
will be sufflolently {re(zuont Ro that consolidated groups will actually have the
privilege of a now election subatantially as often as they weuld under this pro-

sal, The {)rcaent system, howaver, places oligihle corporate taxpayors in a posi-
ion of uncertainty in which an election must he made not only without knowledge
of how new tax legislation may change the consequences of the election, but also
in coms)lew ignorance as to whether the Treasury will consider the new laws or
regulations as working to the disadvantage of “‘affilinted groups as a olass,”’ and
thus as to how long the effeots of the election will last,

Moreover, changes in the tax laws and regulations are not the only factors
making for uncertainty as to the consequences of a consolidated return election,
Many other governmental aotions are, practically apeaking, equally as important
to the corporate taxpayers in maklng their decisions in this connection, e, g., new
price and wage ceilings promulgated by the OPS and WSB, new publio utility rates
promulgated by Federal or State agencies, changes in Government programs in-
volving procuremont contraocis, changes In ronegotiation law or practice, ote,
These actions not onlf may sffoct: the consequences of taxpayers' decisions a8 to
whether to file consolldated roturns just as much as changes {n the tax law, but
are also just as much the responstbility of the Government-and just: as-muoh out~
slde taxpayera’ control, It is clear that any requirement that consolidated return
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oloctions must. bind taxpayoer for subsoquont yenrs plaeos them in the nponsible
position of hlwlmz to prediot the gonese of svonts outside thelr eontrol,

16 the 2-porcont ponalty must by rotainmd ne s moans of offsotting the over-all
tome of revenue bolioved to be involved In tha use of sonsolldated rotuenn, there (s
no basin for denving to taxpavors the right to mako an offeotive eloation an to
whothoer the privilego will be olalmed,

MUPPLEMENT R TRANRFERN

Nupplement. R of the Tntornal Rovenue Codo providos for the nonrocognition
of }xn 0 or lons i the eane of cortain vrnpnrlv trannfors pursuant to an 8EC order
In turthersneo of the integeation provisions of the Publie ULy Holding Company
Aot of 1008, 'P'hin trostiment. wan provided boeanuno of the compulsory natare of
the teansactions, and the thought that cocognition of gatn or lowe shoukd, wherover
pomaihie, b poatponed until s voluntary renlization occurrod,

Among the teanaforn covered by supploment. 18 ape those within s Ysystem
wroup,” A Mayntom group’ s defined Bvuootion 373 (@ s wiy whioh is intended
to inmure that the mnnpmmm tnvolvedd in the transaction are w group of closely
related corporations, ‘The toat now used to dotormine the oloseness of the relatlon.
ahip n noetion 378 () in the pereentage of ownership of eacl olase of stook obher
than ntoek which is rrvh\rmi an to hoth dividonds and anots, 'The poroontage of
awnerahip roquired (8 0 pereant,

An e the oo whenovor an arbltrary line ia drawn, tho ostablishment of
roquiremient. of ownemhip of B0 percont of eneh class of atock may oxeludo
rnﬂtonlnr taxpayor from the henelita of supplomaont R although the group would
w regarded in all athor respoctn an involving olosoly rolatod oorw»rml«mn. Thun
ownership by eorporation A of 80 percont of the total eguity stook of corporation
B omay not quatity them as helng momiver of tho semo Tuyatomm unm!ﬁ." For
oxample, whore, as in an existing situation, the aquity stook of B conalints of two
olaasen-ane of over $46,000,000 and one of ahout B15,000--and A, whilo owning
MR pereont of the total equity stoek ownn slightly loss than 0 poreent of the
satlor olass, the two corporations, under u strlot Intorprotation of the existing
Iaw, will not b conaldored momboes of the sann “systom group.’’  Morover
this would be teue oven though A owned BB pozaont of the total equity stook and
peseared 10 poreont. of the voting power of 1,

A voasonablo alternative to the oxisting test shiould be ostablishad to dotormine,
ato any cerporation In s ohatin, whoether the ohmin s olosely related.  ‘Fhin might
rwasonably b done by regquiving mm‘vllmmv oithor with the prosent. test, or with
one {nvolving ownership of B8 pareont of tho voting powger and 98 porcont of the
agrrogate of all elasaca of nonproforved stock,

PERRONAL HOLDING COMPANY AND FORNIGN PRRHONAL HOLDING COMPANY

Bocause of widospread tax avoldance through thoe use of the so-oalled “incor.
porated poakaothook,” Congrens in 1034 and 1937 introdueed tho basio provisions
of the personal holding company and foreign porsonal holding eompany surtaxos
which continue an part of the Internal Revenuoe Code today,

The original atimulus occasioning the use of the *incorporatoed pookethook" was
the mueh higher level of taxation applicable to Individuals in the middle and upper.
brackota than that applicable to corporations, The practive itwell involved trans-
forving asscta—prinarily snouritive--to a holding company, which would recoive
the {ncome feom them, pay taxes theroon at tho rolatively low corporato rates
thon {n effoet, and reinvost tho balance, 'The tax on porsonal holding companios
waa intonded to frustrate thiv avoldance of the individual surtaxos by lavylug an
additional corporate surtax on the incomo of closely hold holding conspantes to
tha extent such income was not distributod to its stookholdors, Tho tax oi furelgn
personal holding companios waa intended to acvornplish the samo purpose with
respoot to corporations outalde United States jurisdiotion by taxing their United
States atookholdors on the undistributed corporate income in the sano manner that
they would have heen taxed if auch incomo had aotually beon dinstributed,

penonal holdinr company surtax should not Ap{:ly to incomo whioh, it
diatributed, would not he taxable in the hands of the atookholdor, and nojther aur-
tax ahould a})pl,v to income which the corporation may not or should not distribute
by reason of certain other sproified lawns of the United Staten,

Innofar aa those taxes As presontly constituted apply to income whioh the pro.
mﬂ would exempt, they hoth go beyond the only purpose which they have evor

n intended to serve—preventing the avoidance of individual aurtaxes, and also
imposs an unnecessary and extraordinary hardship on innoocent investors,
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For oxsmple, tho proposal woull preveni. the porsonsl holding company tax
from applying {0 Ineame whioh, {f dis ributed, would not be then taxable boesuse
wevived by an exempt ohinritablo or oduontionn) organisation, or by one who s
oxempt on aoh ooripts under applieablo provisions of United Htates tax trontien,
1t would provont olther tax from spplying to incomo the distribution of which the
Government has probibited under the "Prading With the Eneny Aot of October 16,
1917, or the Fiest War Powors Aot of 1041, or on whioh the Government. hos
amsotted a llon prioe to the ond of the texsblo yoar,

HHPEAL OF KILVERR BULLION 'PTRANKFER TAX

Hootion TROB of tho Interanl Rovenue Codo lovies & tax of 60 porcont of the
proceeds from teainfors of an interost in sitver bullion,  This tax originstod we s
part of the Sllver Purchase Aot of 1084, ‘The tax wan imposed Lo provont specilas
tHon it sliver arisbing out of the sdoption of the sliver progrsm, Tt was not fntended
to produse rovonues and, with sporstie exoeptions, hax nover ralsd enough to
oy the cost of schininlsteation,

Tho presont offocts of the tax are (o proevent the operation In this country of
noral nonspeonistivo commercln] wmnrketl for silver wd arbitearily to pensdizo
from time (o timo commeroinl usors of that commodity,

The tax wervon no woful purposo st the presint time, It should be repealed,

EXCERNPROFITA CREDUTH

The biwto problem undor any exeens profits tax s how to measre “normnl”
profits —whioh will not. bo subjeet to this paeticulnr tex,  This s done, first, by the
chtablisliment of some genorsd formule or “erodits,”’ and, second, by the formula-
tion of methods of specislly nm!mnmmlnthu‘ such eroditn to the fnfinliely vnrvlnﬁ
olrewmntances of business dovelopment,  The Istter methods are the Uroliof
provisions,  To the oxtent that the eredits nro unrenlistie or the relief provisons
aro lnndogquate, the exen-profits tax hecomen meraly s progressive, diseriimina-
tory, and confiventory tax on normnl proflve,

o eredlts provided under the prossnt. excess-profits tax are clearly lm-n'mhla
of covering normnl profits,  "Tho 8G-porcsnt rale, which the prosent Hill wonld ree
duee to 78 porcent, In, of course, oxplisitly dirated st normsl profits,  Morcover,
tho methods of arrtving nt avorage baso porlod not income bofors this pereontage
redustion i itwolf faulty,

Elimination of ono of the 4 yones in tho hase pariod Is no more than neeesaary
to out out tho holght of tho reconvaemion period,  Many fiseal year corporations,
it must alwo bo romombored, will havo 1945 experlonce roflectod in thoir hase
portod undor this bill, Tt would bo nocomsaey to oliminate a second of the 4
,Vi\?'ﬂ; wan woro dosired moroly to oliminate the cocontrio abnormalitios of 1945
®0 )

The number and magnitude of the abnormalities affocting business in general
during the past § yoars have bean such that many firms will not show oven 3
yoars of normal experionco within this poriod,  Tho least protoction that conld
bo afforded thom wonld b to permit the uso (ss & “hanement™) of the average
hawo poriod earnings undoer the old Iaw——1036-30—adjusted for capital additions
alnoe 1030 and Increasod by 80 porcont, for exsmplo, t0 adjust for the subseguont
Inlation, 1t In helloved thet as a wattor of principlo any tax%s or should he
ontitlod an s minlmum 1o the use of the samo carnings eredit, which {t used in 1048
uttdor tho World War 11 law, This ls the credit to which it would have heon
antitlod It the oxeoms-profits tax had not boon rapealed, 1t makos no allowance
for the tromendoun prico inflation which ocourred in tho moeantime,

Furthormore, thoro aro many taxpayors which unfortunately sufferad declining
oarnings throughout tha base puriod, Cortalnly thoy should he encouraged to
rostore thelr profits to tho highest lovel of the hase poriod, without confiscation

or penalty,

'Fgo formula for the dotormination of the “baso period capital addition,” in
taking the taxpayor's “last two taxable yeam' pruceding ita first exress profits
taxable yoar as the period during which capital oxpansion will be recognized for
this purpose, seriously %rojudlm the firm which has recently changed ita taxable

ear, Such a firm might not get this type of credit for capital additions in more
han 18 montha Instead of the 2 yeara which are generally contemplated,

An intelligent and fair soleotion of base-period years will eliininate man

roblems, 1050 should be included, for example, in the hase period for the 108

x. Thero aimply were no high profits in 1050 from the defense ?rognm.

There were, howover, in somo cases, unusually high profits during 1050, A
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15-percont. dincount. of 1950 earnings might, therefore, he justified.  Buat there
in no Justifiention for dikcounting the earnings of 10406, 1947, 1048, or 1940,

The earnings of 1 yoar during the baso-poriodd yores aro unguestionably the
best, measure nvatlable of “normal’” profits, and should bo used.  In no other
way onn confineation of normal nondefome earnings bo avolded.  And othor
adjustmentn dineussed  horoinafter are’ essentinl to exompt from the propored
tax normal profits renulting from growth, neremsed efficionoy, oxpansion, and
now produets,

ADJUNTMENTN TO DARE PHRIOD NET INCOMH

Under the old oxeess-profits tax, for purposes of computing not, income during
the base pvrlml. casualty and abandonment losses were dinsliowod without regard
to their “abnormality.”  lusofar as a taxpaycr has mustabned mach losses (n the
base period, s oxperionco in that perlod s obviously distorted from the “normal”’
in any reasonable sonse, and thero i no justification for arbitrarily prohibiting
the oxclurion of 18 poreent. of theso losses, ax tho prosont law does,  Thore s loss
Juatifieation and no logie whatever, fn raling that s taxpayer which has had a
soriea of such lovses can exelude none of thom, which s tho offeet of the 4-yoar
avorage limitation,  ‘Thore i alvo no justifieation in making the disaflowance
contingent upon the amount. of the deduction execeeding 6 poreont of the average
base period net incomo,  Thin s simply a diserdiination hotween taxpayors on
the basin of their sire,

The purpose of the condition to the disallowanceo of “abnormal” deductions
that thoy should be shown not to bo s “eanse’ of an increaso in the taxpayer’s
groax incomo i not clear.  The commitiee roports on this provision incorroctiy
atated tiat it was alao present. in the old iaw, 1t would seety to have the anoma-
lous effect of denying a casualty deduetion to the oxtont that the taxpayer in-
creased (s incomo in future years through rebullding & moro modern plant than
the one which was destroyed. ‘

Another type of “abnormal” joss for which an adjustment should be, but is not,
made {8 fustrated by the postwar experience of many businesses,  For oxamplo,
it was not unconmnon for a business te loso money, or to make inaignifieant. profits,
during 1 or 2 or oven § years following World War if, on contraots entorod into
tll-advizedly,  Itr "nx!wrlu" on oivilisn buriness had not roturned from the war
and the “subatitutes” wore inoxporienced,  If tho losses actunlly realized on
business operations (even though the over-all business was not {n tho “rod’)
oxeeoded fossen actually realired on shinilar businoss operations over a 10-yoar
period, they should cortainly bo disregarded in computing “normal’’ hage-poriod
carnings, A8 in the ease of many ulf\or ml{unnm-nt.s. this proposed adjustmont.
will not be necessary, however, it 1050 is ineluded in the base-poriod years and it
1 year js solectod for tho earnings eredit.

PURCHARE OF ASHETH

The oxeess-profits-tax Iaw should permit a corporation which has acquired all
the assets of anothor corporation, the transferor vur‘mraﬂon having been liqui-
dated, to use the earnings exporionco of tho transforred assets In computing
itx average carninga eredit for oxeeas-profits-tax purposes,

This privilege of naing the carnings oxperienco of another taxpayer has heen
heretofore extended, both under the World War IT law and under the present
oxeean-profita-tax law, only to casen involving the acquisition of assots in cortain
tax-frea oxchanges,  Clearly, however, to a corporation unhui the avorage haso

riod earnings credit, there ia no proper connoction hetweon its baais in oporat-
ng aaseta acquired from anothor corporation and its right to uso tho oarnings
experience of those assetz, It is oq.uall as logical for the acquiring corporation
to onlargo its earnings credit u‘wn he taxablo purchase of the productive facilt-
tien of another corporation as it ia for it to do wo whero it acquires such facilitios
at the transferor’s tax basis,

Admittedly, some problemn might be involved if it were proposed that the earn-
inga experience should follow huainess asscta through aalos and exchangea of all
kinds, This would lead to duplicating olaiina to such oxperience on the part of
both tranaferor and transferee corporations, No such problem can arise, how=
ever, where the Rro rties acquired are substantially all the properties of the
tranaferor, and the transferor ia liquidated, Indeed, in these oases, it this ex-
perience may not be used by the transferee, it is completoly lost as a meanure of
normal earnings,
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SALE OF A LOBN DIVIKION

The taw should alio permit taxpayers Lo exelude from thelr standard of normal
carnihgn, as dotorminoed for purposes of tho oxcons-profits-tax income oredit, nn
over-pll deficit «iurlllf tho hase perlod in the oporation of o trado or business whk-ﬁ
the taxpayor has wholly disposed of, thoreaftor using the proceeds of salo for
dliferent. purposes,

The proprioty of this proposal tny bo fllustrated as follows: Suppose that dur-

ing e buwo period tho taxpayer wiws ongaged in two distinet ontorprisos-—tho
aporation of a conl yard and an fee plant. The former was lpmﬁmblu and tho
lattor unprofitable, In 10560 . decldod te abandon tho unprofitable jco business,
1t nold this business ontright for cash, and using the procceds of sale, oponed o
lumber yard,  Under prosont law tho mx!m,vur would ho required to uso a basi-
welod enrnings record which has no relatlon, logleally or historieally, to its now
wmboer husiness, and which is {ess than its actual base-period mmnﬂmn from Its
coml huriness, The propossl would permit tho net deficit. on the iee-plant opera-
tlons durlng tho baso period to he Ignerad, loaving the taxpayer with a standard
of normn! earnings for the coal business of ity actual hase-poriod earnings, and
for tho lumber husinoss of zero,

The treatmont which would bo accorded by such a provision approximates that
alroady accorded by present luw in a situation in all respocts ldontical excopt for
the two husinesses heing held through two woparate corporate ontities,  The
only differenco I that in tho latter situation, tho corporation acquiring tho new
Jumboer business could use any of the lce business’ imun-mrlor' pmﬁln YORTH,
while treating the loss years as soro.  Undor the proposal, the lumboer business
i5, In effect. Himitod to o zoro standard for the entire baxe porlod,

Tho dinerimination imposed by oxisting law against several businesses oporated
by a singlo corporation conntitutes an unnecessary inducoment to the formation
of multiple corporations under the same ownership, which other provistons of the
the bill are directed at discouraging,

The old excess-profits tax had a provisjon somewhat similar to the proposal,
in that it allowed section 722 relief for a change in the character of the bhusliness,
Thaore, too, the romedy was mors completo than in the proposal.  Under proper
clrenmstances, thoe taxpayer could not enly discard the deficit record of the old
business, but also adopt and use the reasonably expected standard of earnings of
the now husiness,

Thore Is no justifiestion for shackling a taxpayer with a defieit earnings record
on & business which it no longor operates,  Fven if it gots no affirmative relicf,
it should at least bo ablo to go into & now business with a zoro credit,

RELIEF PROVISIONS

The rolief provislons of the present excess-profits-tax law are inadequate for
two reasons: (D they are faulty in their ap{)l eation to cortain of the situations
to whieh shoy are gonorally addressed, and (2) choy are not addressed to certain
general situations which cloarly mqlulm roliof,

Beetion 442 ia intonded to doal with interruptions of produetion, such as strikes
and natural easnaltios, But let us look at cases whers it fails to accomplish the
purpose of affording the neaded rollef,

Suppone that the taxpayor had a had year in 1948 owing to reconvoralon from
war production, normally good years in 1947 and 1948, and in 1949 a strike tied
up production and eausod that yoar to result in o dofiat,  Tho year 1049, bein
the worst of the 4 years in tho base perlod, must first be oliminated,  Seetion 44§
theroupon hecomes unavailable and the taxpayer must use as the third of its
baso-poriod years tho reconvorsion yoar 1046, I, on the othor hand, tha section
442 adjustment to 1949 could be mado first, and aftor so dotermining normal
income for 1040, the worst of tho 4 yoam could thon bhe eliminated, tho tax-

ayer could have 3 yoars left of reasonably normal actual or constructiveincome
rom which to compute its bmx-{mﬂmi AVOTARO,

Assume anothor oase in whioh the effeotn of a striko were particularly sevore and
continued for more than one of the hase-period g'(mrs. In this ease the taxpayer
ia required to use the industry rato of roturn for the entire hase period, even though
itn own actual oarnings during the yoars not affeated by the atrike were consider-
ably higher than the industry average, If tho law permitted these other 2 years
to ho uvor&fxed with a third year aftor a seotion 442 adjustmont, had heen made
to the third year alone, the taxpayer would enjoy a hetter base period average
than relying on tho industry rate of return alone,
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A third oxmnplas of the pesuline opeestion of seetlon 449 In sforded by the
altantion tn which the fndustey rate of votarn produees s Drse. ool sverge only
allahtly highor than the taxpayoers avtunl avorago  sny, 8 poroont higher, Fyon
though a wtetke or ensintty vy have noveroly atfootid taspmyne's onenbinge
thruphiont 3 or 3 yonrs of the D pociod, movtion 449 woubd not anthoddas
ml'hsf “:wmw U rostnnt eneted ineome wenhd not oxvood EEO porsont of taxpyor's
AVLIAL Income,

Mum \m\urallv. It mmy B noted that wwe of O b gt ento of eotue
ofther wintor woetion 448 or miy of the oflior sollof provislons, does not sitord olled
o the efthelont. feny whdely oven Chougde 1t quialition, has nn aetunl sarpings revopd
Iottor than that pm«lumu‘ by vinligg e average wideh ineorporntoa the vesord of
s ottolont enm and porlisgne lowee wpoentative hranehen of e smine Tnilontey,

Hootion 448l at logat two toelinkeal taws, I the st place, whon e
Alteruative net nonme feonn now produeta tost was gdiod to e geon-feome tosd,
wortion 448 W \m Wit ot correapoidiogly anended to e tn the genernd g owth
regqutrement whh the altornative net ineome sogalioment, T Ui sovod :» o, 1
ARNpAYer In alnmwnny rogired to vlabin the bonofita of seetlon 448, It Wl i, In
tho et yone by wideh it moota sl of the roguived eonditionms, wnd eouseguont iy, in
attuntionn in which it thoveaftor continies (o geow, way e hield down (o n lnwer
otnatrnetive avormge e poelodd net fnemne than i nidght Tinve i 10 1 oonld
oloot the yoar tn which [t would fieat elanim this bonotit,

The twate shorteoming of wit of the veliof provisions v thist they fasll entiely to
REVO any rorgnition to peat e porlod growth,  Thin fntlseo means that. no ons
oonramomont i piven (o actentitte roeeneeh or dovelopiment, 'Fhe most. pressing
need (e o an additional solief providon whiteh witl allow s addition to the eredit.
othorwise computad fur the vartont dovelopmont. of new peoduets, 'Phin imlght.
lmlm\\n b iteed oven to prtueta not genoratly avatiable (o the publie prior
o the et of the b poriod, Phe mmount of the astdittonnt eredit condil onnlly
W determined by taklng ae a atandard the eatio botweon the physieal volume of
watoa of the produet and e protit pee pliystont unit on 3 dueing the et yorr 1t i
sl amd appiying thin ratio to the viduimie of nalon in snbwmeguont yones,  Or, {F {8
wore doalred (o wdbere to the general sohome of welige si industey eate for all
wolief, the detormination wmight he made by atlowing the taxpayor to apply an
fintuatey wto to it aeaota omployed i making the new rm‘mllwt. providing that
the tnduatry rato used (8 that of the partionlar Tindustry of whioh thie now produot,
ttaoll fn n part,

RRCOVRRIRA WETHE HEAEROT 90 WAR LORSRN

U'ndor aection 137 of the Code, originally snnotod as part of the Rovenus Aot of
WHD, taxpayers awiing property i onemy aouditrion wore pormittod to troat
aueh proporty we having boon sedrod or destroyed on the date war was deolared,
and thua to have an fncotmedtax doduetion eomputod i the wame manner as for
Al fnvolentary convorrion or easualty loss,  This proviston was promlnml by the
impoanitiliey of ascortaining whother a selsure or doatruotion had sctually, ovourrad
after the declaration of war, and also by the fact that vights inauch propertion wore
probably as complotely sevorst by the outbroak of war itself as thoy would bo by
& later tochnical contlsention.  An part of section 127, it wan also provided that
any recoverios of anch proportiea would be treated ax a roalieation of taxable
incomie to the axtont that the value of the recovored lwo;mrtl,v oxcvodod all sllows
Able war-luaa deductions for prioe yoara whioh had not reautted in o tax bonofit,

Thia rule governing the tax troatiient of recuverios with m'mot to War loanon
worka conniderable hardship,  For oxamplo, suppose that, & Unitod Statoa oltison
owned two propertion in Ttaly hofure the war whioh wore than worth $10,000 onoh
Bt hin coat hadain oach \m‘wrty wanonly 86,000, Undor sootion 127 theamount of
hia allowablo loesoa {n 14T wonld have boon Himtted to twice 86,000, or 12,000,
Ruppose that the war loavea one of those propertion undamaged, and after the
war the ownor ia restored to possesaion, but the other praperty I8 totally destroyod,
1 the deduetiona reanlted fn a tax lmwht. tho rulo s to rocavorios undor seotion 127
wonkl require him to include in his income in the year of recovery not only the
000 for which he wan previoualy entitled to tako a deduction with respact to-
the recovered property, but also an additional $4,000 bacawse of anathor loss
deduction on an eutirely different property for whioh he will never recover

vihing. .
“‘l‘hh result represents a perversion of the tax-bonefit rule which ahould be
cured by limiting the amount of the recovery deamed to have been effacted in any
particular oase to the leszer of the fair-markot value on the date of recovery of the
particular item recovered, or ita adjusted basls.
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Forthormore, an aebjustinont. should bo wndo so that. the tax finposed on a
lewry shonld b no prontor thian the tax honefit with rorpoct to the corrmpond.
fug 1o, .

Sonntor Houy, Me, Laylin, give your nume and connection to the
toporter,

STATEMENT OF OLARENCE D. LAYLIN, THE COUNOCIL OF BTATE
OHAMBERS OF COMMERCE, AND THE OHIO CHAMBER OF COM-
MERCE

Mec Lavian, My namo is Clneenes 1, Linyling 1 live in Columbus,
Ohio. Ui a dawyor und eounsed for the Olio Chimmber of Comineree,
1 happen also 10 b chiniemnn of the texation divikion, or seetion, of
the '"mlm-nl nanes committon of e Counetl of State Clinnbers of
Commeren,

Sonntor Pawr, T odght wey that. Mr, Liylin was alvo connmel for the

Joint, Committeo on Taxation on which T weeved, which rewrote the
Ohio taxntion fuws in 1081,

Me, Lavian, Unfortunatoly, that is getting to he a longer time ago
OVIPY YOne,
< Sepstor Tavr, T am wure we adl foel that. way,

Me, Lavaan, ‘Phin Couneil of State Chumbers of Commeree, as the
Senntorn probably know, conuista of ahout 88 Stato and vegionnl bodien,
They are atonomons,  Nobady makes up their mind for them,
They do their own thinking,  ‘Therefors, thors is somo netorsl divere-
pity of opinion simong them,  When anyone such an mysell triew to
sponk forr thom, he has to take aecount of that natarsl divemity,

Howaover, Senntors, tho fiest thing 1 sny in my statement, which 1
am tming to filo, s that with roupoct 1o the merits and demerits of
I R, 4473, there in very litte diverity of opinion, 1 think it is very
had, with the exeoption of somo good moensures like the long-nwaited
deformont of eapital gnin on tho snlo of taxpayor’s residenco, and some
others of thit chnvuetor,

Our considerad Judgment - and hore wo aro unanimous —-is that, this
committon would do well to diseard the House bill and start afresh,

In so doing, you will, of course, consider how much, if any, rovenue
in sddition to what will be yiolded by the present laws is needed to
avold defieit finaneing on n disnstrous sealo,

The rovised entimates have just boen discussed in my hearing, snd
Ineed not go into them further than to say that the apparent need for
approximately $10 hillion on tho basis of thess ravised ostimates does
not. convineo us, -~ Wo obsorve that the revised expenditure lmdyut, for
examplo, ax submittod to you by tho Assistant Director is, as I think
Mr, Alvord said a moment ago, is just the same $71,600,000,000
estimatod oxpenditure budget brought down to date, 1t wthll takes
no account. of what the Congress may do in reducing or climinatin
iponding programs, redusing appropriations, denying obligational
suthority that is requested, and so forth,

So until wo are moro thorou(izhly convinced, Mr. Chairman, than
wo aro now that substantial additional revenue on top of the yield
o{ pi'lcoom. laws is needed, we would oppose any increased taxation
at all,

In that same connoction, we observe that the estimate of revenue
yleld of the oxisting laws is $58,500,000,000, and we think that you
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wl'ill conclude, as wo have, that $61 billion would be a botter figure
there, !

Now, we do not stop by saying that we are opposed to any increased
taxation, becauso wo apprehend that you may ultimately conclude
that you do neod more revenue,  So we have some recommondations
which are supported with substantial unanimity in the committeo
for which I am speaking, aud have tho general concurrenco of the
33 State bodies to which T have reforred,

The House bill recognizes that the only significant source of in-
creased revenue is to bo found in the three major categorios- the
corporation, the individual income tax, and the excises. Many
State nlmm‘mm, nearly all of them would climinato the corporation.
tax increases, for this rveason, Existing tax laws tax corporate
incomoe more geverely than cever before, even during all-out war,
These taxes have been increased twice, within tho ?mur, and in
another way of speaking, I might say three times within tho year,
and the revenue effect or theso increases has not yet been fully folt,

These corporation-income taxes, as 1 bolieve someone remarked a
monent ago, are not direet taxes, cither in contemplation of law or in
economic offect.  They are borne ultimately by human beings,

Now, in & freo economy, their burden is or may be widely diffused,
But when Government imposes economic controls and socks at the
same time to increase production, the stockholders, already doubly
taxed in respoct of thoir dividends, receive a heavier impact.

This impact is either direct, bf immediate reduction of dividends,
or indirect, by impairing the ability of the corporation to expand its
facilities to meot the demand for incrensed production, thus driving
it to the money lender and diluting the stockholder’s intorest.

Wo say in our statement that it would bo innceurato to say that
the stockholdoer is a forgotton man under the Houso bill.  Hoe ‘s too
well romembered.  His income is diminishod at the source. As
diminished, it is in part withbeld at the source under this bill, and as
it reaches him, it is doubly taxed, all this despite the fact, known to
you gentlemen, that a largo pmf)(wtion of the stockholders of the
country aro in the fixed-income class, and despito the fact, too, that
incontives to invest in tho productive plants of our economy must he
preserved and not atifled i} wao aro to carry forward tho defonse offort
and at tho samo time fight inflation.

Furthormore, oxtremely high taxes on corporation incomes have in
thomselves an inflationary offeet, I need not labor that point, I
am aure you are familinr with it, '

T supposo there is a limit somewhere, Mr, Chairman, hoyond which
corporation income taxes should not go oeven undor actual war condi-
tions, Wo do not say that the incomo taxes wo now have exceed
that limit. But we do believe that the prosent laws go as far s
they should go under existing conditions, and that the House bill is
bevond r-zson under any conditions,

S0 wo oppose any increase in the normnal or surtax rates of the
mr‘mmtiion ncome tax,

We opposo raising tho coiling on the combined effective rates of
corporation income and oxcess profits taxation, We stronuously
oppose any Jowering of the Forcontuge of average basoe period net
incomo excess profits tax crodit, and we oppose limiting the membors
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of tho so-called controlled group to one $25,000 surtax exemption and
one similar minimum excess profits tax erodit.

In fact, we think no change should be made in the present strueturoe
and rates of the corporation income taxes unless it be to correct the
numerous inequities in the excess profits tax law,

Now, before considering any increase in the individual incomo taxes,
your committee, in the opinion of practically all of the State chambors,
should look to an expansion of the field of excise taxation for an
rovenuo that may be needed, The Houso bill, as wo see it, fails
lamentably at this point, and the Treasury’s proposals are oqunlly
wide of the mark., Neither would appreciably broaden the base of
exciso taxation, but would merely inereaso the rates of a few of the
time-honored excises and add o limited number of new taxes of a
gimilar nature,

The Ohio Chamber of Commerco, for which [ must speak in the
first instance, belioves that the selective excise system should he moro
widely extended, with continued emphasis upon those commoditios
and soervices which are in the nature of luxuries and those which
utilizo materinls and labor critical to the defense effort, and that if
. additional revenue is neoded to balance the 1962 spending budget, a

suflicient amount could be obtained by this means with perhaps some
recourse to moderately increased individue! income taxes,

Some State chambers have recorded a strong preferenco for a uni-
form manufacturers’ excise tax in substitution for the existing selectivo
oxcises, and covering all commodities excepting liquor, tobaceo, and
food products,

The taxation subcommitice of the Council of State Chambers of
Commerce recommends s uniform retail sales tax or consumers’ de-
fonso tax at a modersto rate on all commodities, including those
presently taxed at cither the manufacturers’ or at the retail lovel, but
excluding food and food products,

For example, instead of raising the exeiso rates on liguor, tobacco,
and gasoline, or on automohiles, let the defense tax apply on those
commodities at tho retail level, and let it apply as a surtax on sales
of commodities now taxed at t‘m rotail !uvo‘, and on admissions and
some sorvices, such as those of barber shops and heauty parlors,

Such a tax at 1 percent would, we believe, produce approximately
81 billion in new revenue.

I ropeat that while there is this diversity of opinion as to means,
practically all of the State chumbers of commerce unite in the deep
conviction that broad based excise taxation should he the fimt resort
of your committee, shculid you find it necessary to raise more revenuo
in the flseal yonr 1952,

I shall post tuke any time to present the arguments pro and con with
respec’, t tho moans or the choice of means for accomplishing this
broani objective. I assume that the committee is familiar with thom,
Thuy have been widely discussed,

Lot this cominittee accopt the principle of oxcise taxation on a
broad base and apply that principle with substantial uniformity so
far a8 additional excises are concerned. That is perhaps more im-
portant than the precise method which you might employ,

In the statement, Mr. Chairman, which I shall file, 1 present some
reasons why the State chambers helieve in that general principle,
The first is that consumption taxes are historically the oldest form of
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Igodeul taxation, and their record has beon one of stability throughout
10 yoam,

Seoondly, in a balanced systein, such taxes, adding the customs
and the cstate and miscellancous receipts—in other words, all the taxes
excopting thoe income taxes—should contribute at loast & fourth of
the revenue, and in 1950 thoy did produce 811 billion out of tho gross
total, before refunds, of approximately 839 billion. But as a result
of what you havo been doing, and I eay the Congross has boon doing,
to the income taxes, individual and corporate, and the oxcoss profits
tax logislation, the rovonue estimatos now beforo you show s gross

fold of apf;mxinmu\ly $12 billion from the excisos and miscollaneous
os combined, as sgninst an ostimatod total bofore refunds of
$61 billion, -

If you wero to keop tho oxcises in lino with the incronses that you
have alroady mudo in the individual and corporation income taxos,
and dosire to raiso, lot us say, picking a figure out of the air, 306 billion
grosa before rofum\a, which I supposo would bo about $63,800,000,000
after refunds, you shoukd have, to preserve that relationship, approxi-
matoly $16,500,000,000 of gross yiold from all the excises combined,
as againat $8 billion-—no, more than that bofore refunds, I am sure--
undor tho Rmsent systom,

Sonator MuakiN, Have you given study to the increased burden
that would result from your suggestion on the lower income bracketa?

Mr. Lavuin. Yos, sir,

Senator MinuikiN, Give mo your ideas on that. L.

Mr. Lavian, Woe would not advoceate imposing o tax at this time
on food or rent, of course, ront not being a commodity-——

Senator Miuntikin, Would you impose it on medioal? .

Mr. Lavun, That would bo probably for the Congross to decide.
We have not said anything in our statemont about that.

Senator Mivraxin, Hospitalization?

Mr, Laynin, No. That would be a servico, primarily.

Senator MiLuixin, You say you would exempt rent?

Mr. Lavian, Oh, yes,

Senator MiLuikiN, You would exempt food?

Mr, LavLiN, Yes,

Sanator MiLLixIN, And you would let us decide whether to cxempt
medicine and hospitalization, and doctors’ and dentiste’ fecs?

Mr. TavuiN, Of course; yes, sir.

Senator MiLuikiN, And when you got all through, wo would have,
your figure, a net of 81 billion for each point of increase?

Mr. Lavrin, That is right,

Senator MiLLikIN, Now, on which category of income peoplo would
that 81 billion finally land with its main impact?

Mr, Layuin, With ita main impact?

Senator MiLLikIN, Yen,

Mr. Layun. I think it would land, of course, on all the people, on
all the people as they spend.

Senator MiLLikIN, Yes. Seventy geroent of the spending is in
pumo that have incomes of less than 85,0007 )

. LayLiN, Surely, ,

Senator MiLLixiN, So the major part of the impact would fall on

those people?
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Mr. LAvLIN, Just as tho major part of the impact, figured that
wag, oven of incomo taxes, falls on those people. )

Sonator MinuikiN, Now, that is oxactly what I am coming to.
So do you not have the problem of what would bo the burden on those
lower-income people, and to do that z'ou havo to figure on what they
aro !mying now in open taxes, State, Fedoral, local, and what they aro
paying already in concenlod taxes, and whon you add that up you como
to the question, Aro you or are you not imposing too much burden on
tho lower-incomo peoplo?

Mr. LAv1aN, Are you ready for me to commont, Senator?

Senator MiLuakinN, Yes,

Mr. Lavuin, In the first place, we do not advocate a drastic tax.
Wo would not imposo a tax rato of more than 4 or 5 percent on the
taxed transactions, in addition to what is now being imposed. We
think that the imposition of a broad-based excise tax does not raise
any sorious problem of so-callod regressivity, which I think you may
have in mind, Senator, certainly not weighty enough to overbalancs
the already oxtreme progressivity of the individual incomo tax, and
wo think it is desirablo to make overybody conscious of his responsi-
bilities to support the, Government in this time of need.

Senator Mintikin, I am morely tossing out a suggestion here,
You might make everybody conscious of his inability to support the
Government in this time of need,

I am not advocating this at all, but I am merely probing to try to
gob somo perspective, A witness here not so long ago testified that
a $2,600 income family is paying over $700 in taxcs, $300 plus, in
Stato direct taxes, State, local, and everything elso, and about $400
of indiroct taxes,

Now, lot us call it 8750, on a’'$2,600 income. That is a protty good
hunk of taxes for a citizen who has no margins?

Mr. Layuin, 1 would sufgmt that he, in common with all the rest
?‘ﬂuat’i is paying even more in hidden taxes than he realizes because of
inflation,

.Senator MiLLikiN. Whether it is hidden or whether it is open, it is
tax on him,

Mr. Layuin, 1t is a tax,

Senator MiLLixiN, And I am just trying to figure what would be
the impact of taxes of the kind you suggest on that citizen, who is
already paying o very high tax and who, as 1 say, is not operating on
any fat, so far as income is concerned. -

r. Lavian, That is right. He would be obliged to make new
choices a8 he spent, I think that would be the full measure of the
impact on him, :

Senator M1LLIkIN, That is an casy disposition of a very serious
problom to the follow that has to make those choices, because as I
say, tha limit of the amount of leoway that ho has in figuring out his
budget dooes not_ make that an inviting choice,

r. Layuin, 1 suspect that anything this committee may do by
way of raising taxes will not present an inviting choice to any tax-
pﬂ or, ’
nator MiLLixin, I quite agree with you, But we get into the
aubjleot there of relativity.

Mr, Lavian, I think we have a full appreciation for those considera-
tions, Sonator,
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Senator MILLIKIN. To put it another way, I am not suggesting
that what you are saying would put an oxcess burden on these lower
income brackets, but if you put an excossively large, or unbearable
burden on them, you are going to have strikes to redress their position.

Mr. LavLin, Right.

Senator MILLIKIN, And in the end, where do you come out?

Mr, LayLin, My thought with respoct to the suggestion embodied in
your last statement, Senator, is this: that all taxes have more or less
that offoct of inflation, by encouraging demands for higher gross
income. That is the Point you have in mind, I believe. But we
think that this type of tax, the payment of which is at the option,
8o to speak, of the taxpayoer to a cortain oxtont—I do not want to
overwork that proposition—is tho least inflationary, in fact, of all
forms of taxation that you could think of.

Senator Hoky. Is it not true, though, that & man with only an
income of $2,500 has not much choico? He has to spend it all to
support his family, so that he must pay these taxes without having
much choico about it, because ho cannot save much out of that.
He cannot fail to spend much out of that. And if he is taxed on
ovorything excopt food, for instance, he is paying it on‘everything that
he buys for his famnily.

Mr. Layuin. All of his purchases; yos.

Senat-{)lr Hogy. Thore is not much’choico on his part. He has to

ey it all.
P Mr. LayLin, However, not upon his food nor upon his rent, nor
upon his hospitalization or cortain advices of his physician, and so
forth. He pays nothing on that, under the iden that we have.

Sonator Ta¥r. Of course, this is truq as to the taxes. To a certain
extent, it is not rogressive because as you go down the income scale,
a largor and larger poercentage is spent for food. So it runs from
25 percent, we will say, in the uppor brackets to 50 porcent in the
lowost income acalo, _

So, to a cortain oxtent the burden of & 5 percent sales tax is lesser
as you get down, 1 think that should be borne in mind.

he other point that I would mako on the question is that after all,
what we are spending this money for is to protect ourselves against
the destruction of this country by atomic bombs and everything elso,
and the fellow with a low income is going to be wiped out just as fast
a8 anybody else by such threat,

So it certainly is fair to ask him to pay some part of that defense of
himself against attack,

Mr. LayLin. Yes, sir, : )

Senator Tarr., Now, as to how much and as to what his present
burden is, those are all questions that we ought to study in trying to
got this tinlng a8 fair as possible. That is about all that I could say .
at the present time,

Mr. LayLin. Wo have every confidence that you will, of courso,
Senators, We are presenting our view as to what we think is best,
We do think that there is much there to both of the pointe suggesied
by Senator Taft. In the first place, we think that actually the greater
amount of the revenue that will be derived from a tax of the kind
that we have been discuseinf will come proportionately from the
higher brackets rather than from the low income tax brackets, be-
cause of the high percontage that is spent for food and rent.
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Senator Tarr. I am inclined to think the burden of taxation from
local and State taxation on the lower-income groups is out of pro-
portion, through the %ayment, of real cstate taxes, which are, in fact,
sales taxes through t ]
taxos themselves, in the local district.

Mr. Layuiv. That is right,

Senator Tarr. I think if we made a complete study of that, we
would find that that burden on the low-income people was pretty
heavy. That is my impression,

Mr. Layrin, It could be. And yet, as you know, Senator, there
has been very sli{;ht, resistance to the 3 percent bracketed sales tax
that we have in Ohio. People are quite accustomed to it, and accept it.
I believe I can say that.

Senator Tarr. Now you are advocating the old theory that has
been advanced of what is a good tax. I am reminded of the fellow
who said, “The only principle in taxation is to get the most feathers
with the least squawk.”

That is another consideration. But whether they squawk or not,
it may be unfair even though they do not squawk.
~ Mr. LavuN. You know, Senator—perhaps the other Senators do

not know—that in our Ohio tax wo expose that tax to the light of
publicity by giving a little (gropaid snles tax receipt. So everybody
that pays that sales tax in Ohio, whether he is in the low income tax
group or the high income tax group, is perfectly conscious that he is
guying a tax. It is not hidden in any way. That is correct, is it not,

enator?

Senator Tarr. That is right.

Senator MiL1ikIN, The burden is not less,

Mr. Layrin. The burden is not less.

Sonator MiLuikin, Whother it is a labeled tax or an indirect tax.

Mr. Layrin. That is right.

Senator MiLLIKIN, The burden is not less, And I think the
problem before the committee is to study the burden all the way
al(i&g the line. ‘

r. LaAyuin. We agree with you 100 percent,

I have not said unyt,hin;f: about the individual income tax. We have
somo suggestio.s thero. That is a direct tax, of course, exaept insofar
as the withholding of wages may tend to pass the burden along, So
even though the rates are pretty steep now, the progressive rates,
there has been some mitigation of those rates recontly, and to our way
of thinking it would bo less objectionable to increase the individual
income tax properly than to raise corporate taxes, We do not like
the method of tho meat ax approach adopted by the House, the 124

orcont, and I think that that should be discarded. In fact, the very
act that the Housoe found it nocossax'éy to adjust tho top surtax brackets
in order to Rrevenb the proposed 12)% percont defense supertax from
causing conflscation oxposcs, we think, the injustice and absurdity
of that approach,

It magnifies unduly the practical effect of the progression that we
do have. Of course, moderate progression is inherent, no doubt, in
the time-honored conception of a tax on individual net income, but
I think that we must agree that progression can be overdone, and we
think it is, under the House bill, .

e levy on downtown property, and the sales.
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We would accept the defense-tax principle that the House sevms
to have in mind if the additional tax could be levied in such & way as
to mitigate the progression, or at least not unduly exaggerate it,

To the Ways and Means Committee of the House, we endorsed the
plans Srorosed by the Committee on Economic Development as a
mothod of obtaining additional revenue from individual income taxes,
which would have that effect, and we commend that plan to your
favorable consideration. But the addition of a given number of
percentage points not exceeding three, we think, to each surtax bracket
would have a somewhat similar effect and would be in line with the
Treasury’s original proposal, And we would accept that method.
But we would suggest that if you adopted that method, the revised
surtax schedule should be written as a defense tax in lieu, rather than
as an amendment of the present statutory schedule. We do not favor
ltl)Wering the individual exemptions and credits for dependents at
this time,

There are a few features of the House bill which seem to us to be
especially obnoxious, and we particularly recommend their objection
here, and they are these: :

First, the proposed defense-tax increase in the rate of taxation of
net capital gaing. What I have already said perhaps is a sufficient
reason for that belief.

Second, we oppose the proposed withholding of taxes on dividends,
interst, and roKa ties, ‘

Now, from the point of view of the withholding agent, the provisions
of the House bill may be superficially less objectionable than those
relative to dividends which this committee struck out of the Revenue
Act of 1950, though we beliove them to be still subject to serious
criticism. But from the point of view of the receipient, and par-
ticularly the very many low-income recipients of such payments who
are not liable for income taxes, the proposal seems to us to be out-
rageous, in that at best it would amount to a continuing forced loan,
and at the worst, to a sort of larceny by default, if you will permit a
mixing of motaglgom at that point. .

I think the Senators understand what I mean when I say those
things about the progoaed withholding.

Now, we of the State chambers heve long advocated the more
effective taxation of various types of organizations which now enjoy
tax advantages, yet compete with taxed business, The Ways and
Means Committee of the House heard much testimony on this sub-
jeot, but did nothing about it, We trust that this committee, with
the record of that teéstimony before it, will rectify this glaring inequity.

Senator Hory, Do you care to identify what the organizations
are that you have in mind?

Mr. LayLiN, The State chambers of commerce?

Senator Hory, I am talking about those that ought to be taxed,

Mr, Layuin, We say in our statement that while we favor true
cooperation by farmers, consumers, and other groups, we think that
cooperatives are getting off too ! htly under the present laws,
ms:én;tor Hoxy. Is there anybody else that you think ought to be

Mr. Lavrin, The House committee heard testimony relative to
mutual savings banks and building and loan associations, and so
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forth, 'We would place them all in the same category. But I am
not suggesting ani' specific remedy for that situation, Mr, Chairman.

Senator Tarr. I noticed that the larger sum involved seems to
come from mutual savings banks and building and loans, compared
to farmer cooperatives,

Mr. LAYLIN, Ag‘;ﬁarently 8o,

Senator Tarr. There seems to be three times as much there as in
the farmer cooperatives.

Mr. LayLin, Yes; I suppose that is so.

Senator Tarr. I was wondering whether tho Ohio chamber was
advocating taxation of building and loans. Have they taken an
official Eosit,ion on it?

Mr. LayLiN. They have not taken an cfficial position on it, Senator.
I think we have only one mutual savings bank in Ohio, but we have
plenty of building and loans. . . .

I am instructed to say this, and I do so with considerable emphasis
and seriousness. We are State organizations. We know what is going
on in our State capitals and in the courthouses and on the main streets,
and right now we see some real pressure building up for a constitu-
tional limitation on the Government’s power to tax the incomee and
savings of the people. You know what I am talking about.

The State chambers, thus far, as organizations, have been chary of
such & drastic safeguard against the excessive exploitation of these
forms of taxation, but our committee senses a growing sentiment in
its favor as a result of the passage of this House bill, We believe it
our duty to call your attention to that and to suggest that that
situation, which is a sort of incipient revolt against excessive rates of
income taxes—— .
24S§nator Hogy. I think that that amendment has been ratified by

tates,

Mr. Layrin. We hope that you will take account ~f that recom-
mondation. ,

Thank you. )

Senator Homy. I have noticed in the paper that 24 States have
passed resolutions to that effect. .

Mr, Layuin, Twenty-four States. Some have sent in previous res-
olutions, But there scems to be considerable steam behind that right
now.

Senator Hory. Thank you, Mr, Laylin, for your statement. We
are very glad to have had you. .

(The prepared statement of Mr. Laylin is as follows:)

SrareuENT OF CLARENOE D, LaYLIN, oN BExaLy oF THE CouNoci or Srars
Cuaupers or Commerce AND THE OHIO CHAMBER oF COMMERCR

Mr, CHAIRMAN AND SeNATORS: I am Clavence D. Laylin, I live in Columbus,
Ohio. I am a lawyer, and counsel for the Ohlo chamber of commerce, I am also
chairman of the taxafion seotion of the Federal finance committee of the council

Btate chambera of commerce. 1 appear in behalf uf that committee, and
through it, in behalf of the 38 State and regional chambers of commerce an
all:nnat:e organisations which are represented in the councll, including my own Ohlo
chamber,

Thene State chambers are autonomous bodies, principally interested in safe-
uarding and promoting the welfare of the business communitiea in their several
tates, The council and its committees conatitute a clearing house for the inter-

change of opinions on matters of common convern, Federal expenditures and
taxation are of that charaoter, )
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On other oceastons when 1 have hiad the honor to speak hore for the State eham-
bors, 1 have hiad to take account of some natural diveraity of opinion among tho
33 organizations,  ‘Today, in diseussing 11, R, 44738, T am not, so constrained,
Conceding 1o that mensure a fow minor vitrues, such as the long-awalted dofoer.
muent of capital gain from tho salo of tho taxpayer’s residence, thoy fool that the
bill as a wholo f5 the worst of its kind in the history of the country,  Having only
those fragmentary geod provistons, this committes should, fn the unanbimons
nlmuhm of tho 8tate chambors, diseard the monstrosity which haa come from the
House and start afresh,

In ro doing, you will, of course, first consider how much, if any, revenue, in
addition to what will bo yiolded by existing lawn, is needod to avold dofielt finaneing
on a dangerous xeale,  You havo a rovised estimate of revenue yield on the order
of 288.8 billlon and a rovised estimato of budget oxpenditures on the erder of
$08.4 billlon, indieating, on the surface, a need for approximately $10 billion in
additional revenue to lemwo the budget for fiseal 1052,  Pheso figuros do not
convines us,  ‘I'he full impact of the prosont tax laws, twico amoended within the
year, has yet to bo felt; and wo bolieve that the 19562 yleld will probably approach
301 ‘)Hllon, after rofunds,

REDUCTION IN BPENDING ENSENTIAL

On the other side of the seale, wo obrerve that the rovised oxponditure figures
submittod by the assintant director of the Bureau of the Budget tako no account
of what tho Congress may, and in our opinton must do by way of reducing appro-
priations, nor of soveral other factors which may woll losson the actual expondi-
tures for 1082, Morcover, these tigures assiuno that the Congress will in no caso
reduce, eliminate or postpone spending programs roquired by oxisting laws, and
will grant now obligational authority as requeated.  Weo aro convineed that the
time has como when Federal public money must bo saved by ovory moeans avall-
able to the Congress, Al requests for now spending authority, not strietly mili-
tary, should be refused,  Existing military spending programs, and roguests for
additional obligational authority of that charaoter, should be oritically oxamined
hoth aa to amount and as to timing,  Wo belfovo that substantial reduotions in
military appropriations for cach of the noxt two flseal years can bo made by so
doing.  Forolgn ald expenditures should bo lkewise serutinigod.  Many publio
works and similar programs should bo suspended or at least curtatlod during the
peak of defense spending,

These conditions have not yet been satisfied; but thoy could bo, and wo bellove
the Congress ix in s mood to do so to the best of its ability.  Untll the outeome In
more certain than it now seems to us to be, and the oxtent of the revenuo neods
ean be more definitely appraisod than can now bo done, wo would opposo any
increased taxation,

On the assumption that your committee may ultimatoly find that it i nocessar
to raiso some additional revenue, we have cortain rocommaondations as to which
there i substantinl unanhmity on the part of our committee and genoral eon<
ourronce on the part of the constitutent chambors of eommeron,

FURTHER CORPORATIONSTAX INCRBARH UNWIRH

The House bill recognizes that significant. sourcos of inoroased rovonue aro to
be found only in the three major eategorics of the corporation-income tax, the
individual-income tax, and the oxeisen,  Most State chambors would eliminate the
first. of these, Existing laws tax corporate income more drastieally than ovoer
hofore, oven during all-out. war, Twico within tho yoar havo those taxes boon
inoreased, snd tho rovenuo offeot of theae incrensos has not yet heon fully folt,

Corporation-ineome taxes are not direot. taxes, elther in contomplation of law
or in economio fact. Thoy are borne utlimately by human beings. In a freo
economy their burdon s or may be diffused widely, * When Government impones
economio controls and seoks also to expand produotion, the stookholders, already
doubly taxed in respeot of thelr dividonds, recoive a heavier impact, This impaot. is
elther direct by Immediate roduction of dividends, or indirect by impairing the
ahijlity of the cor!mrmon to oxpand facilitios, drlving it to the money lendor,
and thus diluting the stookholdor's intoreat,

It would he inaccurate to say that the stookholdor is the forgotton man undor
tho House bill, Ho is too well romembored, Hia income is diminiahed at tho
source; as diminished, it s in part withhold at tho rource; and as it roaches him,
it is doubly taxed, All thia dospite the fact that a hmso proportion of tho stook-
holders of the country are in the fixed-incomo olasa; despito the fact, too, that
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fncontivos to invest in tho productive plant of our cconomy must bo proserved,
not stitled, If wo aro to oarry forward the dofouso effort, and at the samo timo
fight inflation.

Furthormore, extremoly hhih taxon on corporation-incomes have in themsolven
m'n ;m}atlonary offoot. I need not labor tho point, as § am sure you are famiiiar
with it,

Thoro i & Hinit somowhoere boyond which corporation-income taxes should not
go, ovon undor actual war conditions, We do not way that the income taxes wo
now have oxceed that Hmit; but we do bellove that the presont laws go as far .an
thoy should under existing conditions, and that the Houso bill in boyond roason
undor any conditions,

i Ho wo opposo any inereaso in the normal or surtax rates of tho corporation
neomo tax.,

Wa opposo ralsing the eolling on tho sombined effeptive ratos of eorporation-
incomo and oxeess-profits taxation,

Wao strenuously opposo any loworing of the percontage of average baso period
not ingomo oxcons-profits-tax eredit,

And wo oppose Himiting the members of & so-called “controlied group” to one
$26,000 surtax oxemption and one shinilar minhmum  excess-profits-tax  cradit,

in fact, wo think no change should bo made in the present structurs and rates
of tho corporation-incomo taxos, unloss it ho to correct the numerous inequitios
in tho excess-profits tox.

BROAD-RASED FXOISHE TAXATION RECOMMENDED

Boforo conxldering any inereaso in the individual income taxes, your committoo,
in the opinion of practically all the State chambers, shonld look to an expansion
of tho field of excise taxation for any revenuo which may be needed.,  The Houso
bill fails Jumentably at this lmlut, and the Treasury's proposals are equally wide
of the mark, Nelther would approciably broaden tho base of oxeise taxation, but
would merely incroase the rates of a few of tho timo-honorod excises, and add a
limited numbor of new taxes of a similar nature,

The Ohio Chambor of Commerce hoelleves that the selective system should be
mora widely extendoed, with continued emphasiv upon thoso commoditios and serv-
foes which are in tho nature of luxuries and those which utilize matorials and labor
oritioal to the defonse offort; and that, it additional revonue is needoed to balance
the 1662 spending budgoet, & sufliciont amount could ho obtained by this moans
with perhaps some recourse to moderately incroased individual incoma taxes,

Bomo Staie chambers have recorded a strong preferonce for a uniform manu-
faoturor's oxclso tax, in substitution for the exinting seloctive oxcison, and covering
alt commadities oxcopting lquor, tobacco, and food producta, .

The taxation subcommitico of the Council of Stato Chambers of Commorce
recommeonds & uniform rotail sales or consumers’ defonre tax at & moderate rate,
on all commoditios, including those presently taxed at either the manufacturer’s
or tho retail lovel, but oxcluding food and food products,  For oxample, instead of
ralsing the exclso rates on liguor, tobaceo, and gasoline, or on automobiles, lot the
dofonso tax apply on theso commodition at tho rotall lovel; and lot it apply as a
nurtax on salos of commoditios now taxed at the retall lovel, and on admisslons and
somo sorvices, sich as thoso of harbar shops and heauty parlors.  Such a tax at
1 poreont would, wo bellove, prodico approximately $1 hillion in new revenue,

I'his recommondation of onr cornmittee has beon framod after long conslderation
of many altornatives,  Wo aro assured that it s supported by a substantial major-
ity of tho Htate shambora,

1 ropoat, howavar, that practioally all of them unite in the deop conviction that
broad-basad oxelso taxation should be the first resort of your committee, should
you find it necossary to ralse more revenuo in the fiscal year 1052,

1 shall not take spaco to prosent the arguments, pro and con, with respeot to the
cholco of moans for accomplishing this hroad objoctive, T assume that you are
familiar with thom, aa the marits and demorita of sach have been widely discussed.
Let this committen uocoRL tho principlo of excise taxation on a broad base, and
apply thav prinoiple with substantial uniformity wo far as additional excises are
oolnﬂrnod.' That in perhaps more important, than tho precise method which you
might employ,

l"l"lw easo for the broad-based oxolso-tax principlo aa & dominant feature of a
rovonte measuro at this time i this:

1. Consumption taxes are the oldest and moat atable source of Federal revenues,

2, In a balanced syntem, such taxes, including eustoms and adding estate taxes
and miscollaneous rocelpts, should contribute at least one-fourth of the revenue,
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2. The proposed withholding of texes on dividends, interest and royalties.
From the point of view of the withholding sgent, the provisions of the House bill
y be n:;gerﬁo!ﬂly less objectionable those relative to dividends, which
ur committoo struck out of the Revenue Act of 1950, though we believe theso
be still subjeoct to serious criticiam. But from the point of view of the reciplent,
and oular]y the very many low-income recipients of such ments who are
not liable for income taxes, the proposal is outrageous in that it would at best
amount to a continuing forced loan, and at worst to a sort of larceny by default.
Finally, the Btate chambers of commeroe have long advocated the more effec-
tive taxation of various tyge: of organisations which now onjcg tax advantages,
ﬁet compete with taxed business. ' The Ways and Means Committee of the
ouse heard much testimony on this subject, but did nothing about it. We
trust that this committee, with the record of that tesiitnony before it, will rectify
this glaring inequity.
e favor true cooperation by farmers, consumers, and other groups, but we
vigorously op| the e%oymout by such groups of special tax advan for

e p of avoiding the taxes that must be paid by competing private enter-
prises, If it is our purpose to drive private enterprises out of existence, no surer
way can be found than hy texing them heavily while relieving their competitors
from similar responsibilities, ith taxes for all Government now taking a
third of the people’s income, it is more vital than even hat we provide the b eat
posaible tax base to support such a burden, . .

In oconclusion may I say this:

The organisations I represent are State organisations. We know what is going
on in our State capitols, in our country oourthouses, and on our main streets,
Right now we are seeing some real nssemss building up for a constitutional
limitation on the Government/ag@Wer to tax theé Nvoages and the savings of the
people. State chambers ofgg®Mimeroce have thus far be@ghary of such a deastio
safeguard against the exgifsive exploitation of these forms Ohgsxation. But our

- pommittee senses & grging sentiment in its favor as a result ofNgs passage of the
House bill; and we glieve that this situationgmerits your earndi§ consideration

(Wherougbn, at 11: %
&t 10 a, mj Tu’esday, July
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TUESDAY, JULY 24, 1051

UNITED STATES SENATE,
CoMMITTEE ON FINANCE
Washington, D. C.
The committee met, pursuant to recess, at 10 a. m,, in room 312,
Senate Offico Building, Senator Harry F. ﬁyrd presiding.,
W}l’lt:esent: Senators Byrd, Johnson of Colorado, Millikin, Taft, and
illiams. ,
Also present: Elizabeth B. Springer, chief clerk; Colin F. Stam,
chief of staff, Joint Committee on Internal Revenue Taxation,
Senator Byrp. The meeting will come to order.
I understand that Mr. Bernard N. Burnstine, merely desires to
insert his statement in the record.

STATEMENT OF B. N. BURNSTINE, DIRECTOR, NATIONAL AS80-
. CIATION OF CREDIT JEWELERS

Mr: BurnsTiNg. That is correct, Senator.

Senator Byrp. Mr. Burnstine, if you will identify yourself for
the reporter, please, you may then proceed.

Mr. BurnstiNB. I am B. N. Burnstine. I would like to have my
statement placed in the record. -

Senator Byrp., Thank you very much,

(The prepared statement follows:)

.

Sra1EMENT oF B, N. BURNSTINB, DIRECTOR OF THE NATIONAL ASSOCIATION OF
REDIT JERWELERS, NBw YoORK, N,

Section 128, which proposes thet the surtax exemptiona and minimum excoss-
profits-tax oredit of related corporations be limited and reatrioted in their appli-
cations, where certain common ownership of voting stock exists, is an inequitable
application of tho taxing authority, It will impose an uneconoemic burden, and
will prevent creation and expansion, particularly in small business,

IMPAOT ON GROWTH ‘OF BMALL BUBINESS

The growth of our economy has been achieved through the ingenuity and
ability of enterprising individuals to commence businesses with relatively modeat
amounts of capital and by retention of earnings inorease thelr capital funds
th&rﬁ}oy providing additional employment for producers, manufacturers an
retalling, ‘

‘The enactment of thia soction will retard, if not stifie, the growth of small
business. Presently it is mept difficult for young and growing businesses to retain
earnings to build a capital structure sufficient to meet advirse conditions, This
seotion will make it almost im ible, Plans for formation of new small business
enterprises are being suspendell dwaiting the ge of this revonue biil,
scotion 123 remains a of this bill, most of tﬂose plans will be abandoned,
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UNWARRANTED TAX ADVANTAGE DOES NOT EXIST

Theugh this section Is intended to prevent some businosses from taking so-called
unwarranted tax advantage by a serles of corporations, rather than a single
corporation in faot, no suoh unwarranted advantage is present, All corporate
businesses may avail themselves of the privilege of operating through multiple
corporations if there is & sound business purpose to so operate. The rovenuoes are
{;ro ted since the Treasury may prevent truly unwarranted tax advantage

hrough corporate eplit-ups,

Multiple corporations that have not split 3, despite their abllit‘)" to do so
under present law, have refrained because of disadvantages tho{ seck to avold,
To place an increased burden an thoss stookholders that find it advisable and
neceasary to oporate through several corporations is to penalize thom unfairly.

INERQUITIES THAT WILL ARISE UNDER SECTION 133

An individual or & gmur of not more than five, who have similar stockholdings
in more than one corporation, are conducting principally more than one individual
emall business or cesentially unrolated businesses, Should such an individual or
group, who conduct two retall stores, each in a different oity (or even undor differ-
ent trade names) through separate corporations; or who, through one corporation,
operate & grain and feed business and through another own real estate, be sub~
jected to competitive disadvantage and an unfair tax burden?

The effoct is to tax amall business at rates intonded for big business solely because
the ownership of the voting stook classifies the corporations as related under the
proposed section.

EXCESSIVE TAX INCRRABKE JMFOBED BY SECTION 123

The revenue sought to be raised will weigh unevenly upon existing businesses.
In the following illustration, two small corporations whose stockholders cause them
to be olassified as “related’” corporations, will pay 64 percent more income taxes
than under present law, whereas the pending bill Is intended to increasa tho rate
of small corporations (earnings under $25,000) 5 poroentage points or 20 percent:

Income taxes
Proposed
Net Inoome | Present law | Including
00, 123
COTPOration A....cvevucnncocnsnosenerssensacssncssessnssscnnns $35, 000 46, 250 $10, 350
Gorporation B, 0oL LIl 28, 000 ¢ 250 10, 250
Tt eerervevnnnsncns casesamssnearasnsesnsnresesassrana|esernennnrnnas 12, 500 20, 500

Thia inorease is exclusive of and in addition to the burden of the proposed
limitation on the minimum excess-profits-tax ovedit, The limitation on the
minimum excesa profits tax credit may add as much as 87,500 in excess-profits
taxes to the above two taxpayers. In that event, their total income and oxcesa-
profits-tax liability would rise from 812,600 under the present law to $28,000,
or an increase of 122 percent.

RELIKY FOR INBTALLMBNT BASIS TAXPAYER

The National Retail Furniture Association has appeared before your committee
and filed a statemeny on provisions needed to provide an equitable imposition of
tax on instalhment basia taxpayers during a period of emergency,

Our membership is in full and complete accord with the position set forth in
that statement, and recommenda that your committee give favorable consideration
to the suggeated legislation contained therein to relleve installment basis tax-
payers from’'what would constitute othorwise a harsh and inequitable impact
of smergency income-tax rates, .

Senator Byrp, Our next witness will be Mr, J. Carter Fort, Have
a seat, sir, and identify yourself to the reporter. .

Mr. Fort, I would like to say at the beginning of the hearing this
morning that we have a large number of witnesses and we ave trying
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to hear them all, and we would like, if possible, for you to confine
your statement, I think, it is, to 10 minutes, is it not?

STATEMENT OF J. CARTER FORT, VICE PRESIDENT AND GEN-
ERAL COUNSEL, ASSOCIATION OF AMERICAN RAILROADS

Mr, Forr. Mr. Chairman, I will have part of my statement copied
into the record to save time.

Senator Byrp. I say you aro provided 10 minutes; is that right? -

Mr. Forr. Thirty minutes.

Senator Byrp, What?

Mr. Forr. A half hour, so I was told, but I will hurry through.

Senator Byrp. Please hurry through it. ~

Mr. Forr. Mr. Chairman, and members of the committee, my
name is Carter Fort. ,

I am a lawyer with offices and residence in Washin{;ton, D.C.

I appear hero for the Association of American Railroads, of which
I am vice president and general counsel.

That association is a voluntary nonprofit organization, including in
its membership almost all the class I railroads of the United States—
that is to say, railroads with operating revenues of more than a
million dollars & year.

Its membership comprises railroads opc ating aﬁpmximatc‘y 95

rcont of the railroad mileage of the coun.ry, and having o[mmting
incomes approximately 95 porcont of the gross revenues of all the
rail carriers of the country.

I shall confine myself to a discussion of a limitad number of the
foatures of the pending tax legislation which are of special concern to
the railroad.

The first subject I shall discuss is the matter of the corporate tax
rate.

It goes without saying that rail transportation is a primary essen-
tial to both the civilian economy and the national defense, ~ In, the
present emergency period the railroads are called upon to undertake
a heavy program of capital expansion, through acquisition, at current
high costs, of a large number of new frei%ht cars and much additional
motive power and the onlargement of their fixed properties to meet
the exigencics of the present and the prospective emergency.

There are only two sources of funds for these expenditures, namely,
investment capital and earnings; and in the case of the railroads, the
avnilabilit‘y of investment capitni under existing conditions is, in farge
measure, limited to borrowings for expenditures for unencumbered
new equipment because fixed property is alroady mortgaged, and the
level of railroad earnings is not such as to attract equity capital,

At the now existing burdensome level of corporate tax rates, the
availabilit{ of earnings as a source of funds is severely, even critically,
restricted by the circumstance that it takes $1.90 of earnings to pro-
duce 81 for capital expenditures, after 47 percent is deducted for
Federal income taxes. ‘

Senator TAFr, Say that again,

Mr. Forr, $1.90 of ea'ning is required to produce—— -

Senator Tarr. Earnings? '

Mr. Forr, In order to have a dollar left to buy new equipment,‘

or to expand in any way. ’

R S
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That, Senator Taft, is not all. In replacement of equipment our
new costs are so much greater than the cost of the equipment which
is being replaced that our depreciation reserves fall far short of being
sufficient to replace the property.

In the circumstances, it will hardly be a cause for surprise that the
railroads view with great concern the provision of the House bill,
H, R. 4473, which would exact in the form of Federal income taxes
move than one-half of each dollar of net income, and would indeed
carry the rate to the ul:iprecedented level of 62 percent.

Just how the railroads could carry such a tax burden and at the
same time meet the imperative requirements of the present emergency,
it is difficult to comprehend.

The railroads, therefore, haveassociated themselves with those who
have appeared before your committee in opposition to any further
increase in corporate tax rates,

In tho caso of the railroads, the menace of an unsupportable burden
of Federal income taxes is even more serious than in the case of gencral
industry. To some oxtent, at least, industries in general are in a
position to ride with the business cycle through curtailment of opera-
tion and adjustment of price, as circumstances indicate.

Railroade do not have the same freedom to discontinue or curtail
operations even though they may be unprofitable. Nor can thoy
adjust their charges to variations in their cost without prior author-
ization of sundry regulatory agencies, with the incvitable procedural
delays involved in the process, )

The reﬁfulatory system under which the railroads operate not only
- requires that the price of their services be fixed but also affects nearly
all of their other activities.

Under that system the railroads, during the 30-year period from
1921 to 1950, have had to function at an average rate of return on
dogreciamd investment of approximately 3.64 percont.

n the decade of the forties, which included the peak World War II
traffic years, the rate of return averaged 4.11 percent. )

During the five ﬂi)ostwnr years, 1946-50, when business activity
was great, tho traffic was heavy and corporate carnings in general
were at & high level, the rate of return for the railroads averaged
on{{r 3.51 percont.

ith this history in mind, it is small cause for wonder that equity
capital is larﬁc!{ unavailablo to the railroad industry and that earnings
must be looked to as a principal source of funds for railroad upkeep
and expansion,

In view of the imperative current needs for adequate maintenance
and substantial cxpansion of the railroad plant, we respectfully
suggest that nothing short of the most dire necessity could justify
an increaso in the rate of the Foderal income tax imposed upon the
railroads.

The present rates are all but insupportable,

And in our considered judgment there is no justification for enter-
taining a Froposal to take away in Federal income taxes more than
one-half of corporate net inc- me as is proposed in H, R, 4473,

Senator Tarr, With the provisions which we put into the law last
year, are any railroads subject to excess-profits tax?

Mr. Forr, Yes; Senator Taft, some railroads are.

Senator Tarr, Not too many? ‘
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Mr. Forr. Not a great many, sir.

Scnator MiLLIKIN, Well, those that are do not have the difficulties
that you are referring to; do they?

Mr. Forr. I am sorx;g Senator Millikin, I did not hear you.

Senator MiLuikin, Those that are su bject to the excess-profits
tax do not have the difficulties to which you are referring.

Mr. Forr. There is a wide range in railroad earnings, in the earnin;
botween the different railronds, and necessarily so. There is & uni-
formity about the rate level, and necessarily, rv reason of the com-
Betitivo situation. The fact is, therefore, and I think it will always

o the fact, that there is a very wide rax‘llge in railroad carnings, The
carnings of some railroatls, some few railroads, are quite satisfactory.
The earnings of most are quite unsatisfactory. The average earnings
of the industry as & whole are unsatisfactory and inadequate,

Senator Tarr, But so far as maintenance and improvement, what
is the rule for the maintendnce and improvement of roadbed? Is that
all expenses? You do not get depreciation, and you do get all
oxponses? .

r. Fort, There is no depreciation as to many roadway items.
Generally spoaking, rails, tics, and track items are not depreciated
but bridges, buildings, and like structures are. There is depreciation
as to equipment.

Senator Tarr. 1 was talking about roadway.

Mr. Fonr, As to some items there is depreciation, but as to many
there is not.

Senator MILLIKIN. As to rails, for example, is that depreciated?

Mr. Forr. No, they are not depreciated,

Senator MiLLikiN. Maintenance of the roadbed?

Mr. Forr. That is an operating expense,

Senator Tarr. I just wondered whether, in view of the peculiar
situation of the railroads, some similar treatment of equipment might
not bo justified, that is, just like the man replacing his old house with
a new house—with the Fosslble expensing of actual replacement, where
the equipment was no larger—— . )

Mr. Forr. When rail is replaced which is heavier than the rail
that it replaces, the additional weight %oes in as a capital item,

Scnator TAFT. Yos, sir. That would be true of equipment, but not
the increase in price due to inflated prices, L

Mr. Fort., When ballast is made heavier and thicker than it was
before, the additional thickness of the ballast %oes in a8 a capital
item, so it is necessary for the railroads constantly as a part of what
most &Yooplo would regard as maintenance, to make large additional
capit in(\irestmonts in roadway. The roadway of course, is already
mortgaged. ' )

There is no way to get that additional capital except from cal:nlx(xlgs.

So, to a large extent, very large oxtent, the railroad is required-—
and there is no other possibility—to use earnings for capital expendi-
tures,

Returning to my prepared statement: For reasons 1 have given,
we oppose the increase in over-all ceilings upon Federal taxes from-
62 to 70 porcent, as provided in the House bill, K

Highly objectionable. also, in our view, is the retroactive feature
of the House bill whereby the increased rates would apply beginning

Y

86141-~B1~pt, §-~—0
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January 1 of this year, although it scoms certain that the tax bill
will not bo enacted before Soptomber or later.

In the case of individuals the Housa bill avoids retroactivity, at
lenst in large part, by deferring them until September—deferring
until Septomber the proposed incroase in rates,

It is certainly no lesa important that rotroactivity be avoided in
the case of corporations. As to the railronds, their books are kopt
on an accrual basis; their budgets are on the basis of current tax
rates, allocating to capital improvements, rovenues not needed to
meot operating expenses, taxes, interest and relatively minor dis-
tributions to stockholders by way of dividends.

A retroactive increase in taxes can hardly fail to bring about a sevious
curtailment in enpital improvements already planned and even already
actually in progreas. Obviously, such a result would not be in the
interest of national defonse, '

During the past 5 years wo have expended roughly about $1% billion
in improvements to roadway, and about $3% billion in equipmont, so
it i2 an enormous sum of money that must he constantly available for
capital expenditures,

Scnator Byup, What is the average rate of deprecintion in the equip-
ment and roadbed, what percentage?

Mr. Fonr, What pereent depreciation? It varies,

On freight cars, 1 think the depreciation i3 on the basis of a 33-year
life, Even, howover, if the rate of deprecintion wore entively correct
and accurate, it would not solve our problem, beeause we arve depreciat-
ing a car that cost $2,700, and if you assume we have the entire amount
depreciated and tho $2,700 in the bank, when the car is replaced it costs
over $5,000.

Senantor Mintikin, That is the problem of all industry.

Mr. Forr. Yes, sir.

Senator MiLuikiN, That s & problem of all industry.

Mr, Forr. That is true.  But all industry is not regulated and not
held down in its earnings to the saime extent.,

Senator MiLLikiN, I understand.

Senstor Byro, What about the roadbed, what is the depreciation?

Mr. Forr, Well, some items are dopreciatod as I have said.  Many
(l)f the items of roadway ure not depreciated at all, but on a votirement
M,

Senator Byno, What is the percentage rate whero you do deprociate?

Mr. Fonrr. I do not know, but I will know before [ loave.

Scnator Bynp, You say rails are not deprecinted———-

Mr. Fort, No,

Sona;or Byrp. Unless you replace them with a heavier rail, is that
coreeet.

Mr. Fort. That is true, Rails as T understand it, Senator, are on a
retirement basis,

Senator Tarr. You replace a rail, and if it is replaced with a rail of
the same size, you charge it to expense,

" Mr. Forr. That is right, operating expense, but a hoavior rail goos
in as capital oxpenditure, .

I now have the depreciation figures on road structures,

On road property the average depreciation is about 2 porcont. It
is the inflationary cycle, of course, that has caused the decp trouble in
respeet to depreciation, and which has made our deprociation roserves
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wholly inadequate to serve the purpose that they wero intended to
serve, and that wo had every right to think they would serve,

There in another feature of retroactive tax increases in their appli-
cation to railroads which should not be overlooked. The charges
received by the railroads for their services are fixed by governmental
aathority, and this, of course, is generally true of the charges of ell
public utilitics,

The level of such charges is not fixed, and could not bo fixed, with
any referonco to-a possible rotroactive increase in taxes which might
l{o accomplished by a law to be cnacted in the future, at some future
dunto.

Neithior could increases in railroad charges granted subsequent to
the enactment of the now tax law be made retroactive to correspond
to the retroactive tax increase,

Thus, u grossly inequitable situation would arise which would not
only work irreparable injury to the railroads, but also would operate
adversoly to the public interest in an adequato and efficient national
transportation system,

If a policy is to bo adopted of making tax increases retroactive, it
will render difficult, if not virtually impossible, any orderly and con-
structive regulation of railroad rates and tho rates of other utilities
by the governmental agencies which have been set up for that purpose.

I como now to the single surtax tax exemption provisions of the
Houso bill,

As wo understand it, a principal purpose of the provision in section
123 of the House bill, restricting a group of affiliated corporations to
a singlo surtax oxemption and a single minimum excess-profits credit,
is to prevent tax avoidance through the artificial division of a single
enterprise into a number of so-called split-off or spin-off corporations
croated to obtain the benefit of the soparate surtax exemption and a
soparate oxcess profits tax credit for each,

'he report of the Ways and Means Committee of tho House indi-
catos that tho aplit-off device came into considerable use during World
War 11, and may be expected to become more prevalent under the
incentive of current high corporate tax rates.

We do not quarrel with the purpose to curtail tax avoidance through
artificial division of the single onterprise into a chain of separate
corporate entities, but the provision of the House bill reachea far
beyond such a purpose.

t would reach many corporatoe set-ups of long-standing, created as
the rosult of legal requiroments or by rcason of wholly legitimate
business considerations, quite a‘mrt, from tax avoidance.

In the case of the railroads, virtually all of these corporate relation-
ships are of long standing, and antedate any possible motive to split
off corromtions for tax avoidanco purposes,

Public convenienco and necessity require that railroads operate
across State lines, but the provisions of law in some States have
necezgitutod, a8 a practioal matter, the cxistenco of aubsidiary cor-
porations,

For cxample, whore a State has prohibited railroad property from
being ownod by a foreign corporation or has refused to grant the
power of eminent domain to foreign corporations, it is apparent that

a separate corporation had to be continued or created under the laws.

of that State,
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+  The result has been that the major railroad s{v)'stema of this country
have developed, not only by mergers, but also by a process of leasing
railroad property, which form an integral part of the operating system
of the lessee,

In the railroad field, therefore, multiple corporato set-ups aro the
rulo rather than the exception, and this is in no sense the result of
artificial splitting off, with an eye to the tax laws,

Wo strongly urise, thereforo, that if the single exemption feature of
the House bill is to be retained, it be modified to apply only to corpora-
tions created subsequent to a certain specified date, say, October 8,
1940, the date of the enactment of the Second Revenue Act of 1940,
when the World War II excess-profits tax was first imposed.

Prior to that date, there could have heen no motive for corporate
split-offs for the purpose of obtaining additional exemptions or credits.

We would also suggest further amendinent to make the single exemp-
tion provision inapplicable to corporations created after the date
selected in those instances where it 1s shown to the satisfaction of the
Commissioner that the corporation was created for legitimate business
purposes, other than tax avoidance.

hus amended, section 123 of the House bill would be confined in
its scope to the effectuation of & purpose to discourage split-offs for
tax avoidance and the section would not be applicable where no ele-
mont of tax avoidance is involved.

Coming now, Mr. Chairman, to the feature of withholding on divi-
dends and interest, the railroads are in complote agreement with the
premise that taxes should be paid on all taxable income, and that all
reascnable means should be used to prevent an escape from the pay-
ment of taxes, either by individuals or corporations, and whether as a
result of underreporting of dividends and interest or otherwise,

However, they question the advisability of further transferring the
tax-collocting function from the Treasury to corporations. There is
no question, it seems to me, that serious hardship will result in many
instances from the want of relationship between the amount withheld
and the amount of taxes due, if any. Many taxpayers will be put to
the necessity of procuring refunds and will be deprived of the use of
their money, at least for a season,

In important instances, indeed, overwithholding would be
inevitable,

A casge in point is the payment of dividends to corporations. These
dividends are taxable to the extont of 18 percent of their amount,

Assuming a combined normal and surtax rate as high even as the
52 percont proposed in the bill, the tax would not exceed 7.8 percont—
yet 20 percent would be withheld. ‘

In many instances this result and the attendant delay in obtaining
a refund would seriously impair the working capital of the recipient
corporation,

his situation would seriously affect many railroads,
" Senator BYrRp, Where do you get the figure that the tax would not
exceod 7.8 percent?

Mr. Forr; Woll, the tax would be, under the law as I understand it,
on 15 percent of the dividends received by the corporation, and at
the rate of 52 percent in the House bill would be 52 percent of 15 per-
cent, which makes 7.8. ’
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Senator Byrp. You have assumed that the taxpayer has no other
income, I assume?

Mr. Forr. No; this——-

Senator Tarr. This is intercorporate.

Mr. Forr. Intercorporate; yes,

There are a number of railroads which receive dividends in quite
large amounts from the stock of other railroads which they own.

o ameliorate this particular hardship, it would seem that if
withholding on dividends is to be required, the corporate recipient of
dividends should be permitted to set off the amount withheld against
any amount due from such corporation as income, or lmyroll taxes,
along the lines of the provision already in the House bill with respect
to tax-exempt corporations,

The House bill would exempt from withholding, among other
things, interest on equipment trust certificates, and we think that is
ajvery wise provision,

» The report of the Ways and Means Committee of the House indi-
cates that the reason for the exemption of equipment trust certificates
from the requirement of withholding is that they are ordinarily held
by corporations, .

pConditional sales agreements are widely used by railroads in
financing the acquisition of new equipment, Thoy serve in that
connection the same purpose as equipment trust agreements, Like
equipment trust certificates they are ordinarily held by corporations,

Unpaid balances on such agroements entered into by the railroads
aggrogated slightly in excess of $392 million as of December 31, 1950,

e urge that if a withhelding requirement is to be rotained in the
bill, the exemption with respect to interest on equipment trust certifi-
cates should be enlarged to include interest payable under conditional
sales agreements,

But we think that in any event the requirement of tax withholding
on dividends and interest, as provided in the House bill, should be
ﬁeferred until the effect of the new reporting requircments can be

nown,

This ycar, for the first time, under the regulations of the Commis-
sioner, corporations aro roquired to report all payments of dividends
re ‘arJless of amount, and the recipient taxpayer is required to itemize
all dividends received, '

No opportunity has yet been afforded to judge the efficacy of these
measures in minimizing tho ovil at which the proposed withholding is
directed, Until that is known, we think your committee is not in a
position to gage tho oxtent of tho ovil, and to measure the benefits of
the proposal against tho hardships involved in it,

I come now, Mr. Chairman, to the matter of the penalty for filing
consolidated returns,

The railroads have frequently urged your committeo, and have
urged the Ways and Means Committee of the House, to repeal the
2-percent penalty for filing consolidated roturns,

n practical effect, the impact of this penalty is, of course, increased
sharply as the corporato tax rates rise. '

¢ think the l1;mmltgr without justification in any event, but when
considoration is einﬁ given to a bill which would place the combined -
corporate normal and surtax at 52 percent, it is especially important,
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we think, that your attention be directed to the fact that the com-
bined rate under such a measure would reach 54 percent in the case
of consolidated returns, and leave a bare 46 percent of net earnings
available for corporate purposes,

The oxigencies of the present situation impel us again to urge tho

eal of this penalty.

t may be taken for granted, we suppose, that under existing
emergency conditions and the consequent revenue needs of the Cov-
ernment, the combined corporate normal and surtax rate will befixed
at the maximum figure deemed consonant with the preservation of a
sound and vigorous economy.

_If this is so, it follows that the exaction of a penalty of two addi-
tional percentage points in the rate would, in many cases, carry the
rate to a level higher than the maximum regarded by Congress as
justifiable. And yet consolidated returns are consonant with the prin-
ciple of levying taxes according to the true net income of a single
enterprise, and they have, as we understand it, been favorably regarded
by the Treasury from an administrative standpoint.

. The imposition of a penalty for ﬁhnﬁ consolidated returns is par-
ticularly inappropriate in the case of railroads. Most of the railroad
systems, as I have already pointed out, have of necessity been built
up 3hrough a combination of a number of comparatively small rail-
roads.

By roason of sundry controlling factors, including in many instances
the requirement of State law, it has often been impossible to-effectuate
integmtlon through consolidation or merger, )

The continuance of subsidiary corporate entities has frequently
been & practical and a legal necessity, and the acquired properties in
such cases have been integrated into the operating system through
loxi&nbex:m leases or by other means, . '

ultiple corporate entities within a ain?le railroad system have
thus rosulted as an incident of the process of evolying a limited num-
ber of railroad systems capable of rendering & national transportation
service in accordance with the requirement of the national economy
and the dictates of the national transportation policy.

At times in the past Congress has recognized the special situation
of the railroada with reference to consolidated returns.

- Thus, when consolidated returns were abolished insofar as other
businesses wero concerned, by the Revenue Act of 1034, railroads,
because of their special situation, were still permitted to flle thom.

In 1934~-from 1934 to 1039, railroad companies alone were por-
mitted to filo consolidated returns, and in 1940 and 1941 railroads
alone were pormitted to file consolidated returns with respect to
normal taxes and surtaxes, other corporations being confined to con-
solidated returns for the purpose of oxcess-profit taxes alone.

During the latter years mentioned no penalty was oxacted. We
think that on principle the penalty should be removed as to all
corporations, but, in any event, we submit that the (Far&icular situa-
tion of the railroad industry should be recognized under present
conditions, and the penalty eliminated as to that industry,

1 come now, Mr, Chairman, to a point which I will touch very
lightly, and ask leave to have copied in tho record an additional
statemont. : .

Senater Bynp, Yes,
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Mr. Forr. We understand that your committee may conclude to
defer until next year any revision of the excecss-profits-tax law of
1850, but that suggestions for revision are acceptable now for con-
sideration at such time as that act may come under review.

The railroads do not urglg that the Ex. 38 Profits Tax Act bo
roconsidered at this time. They are in accord with the thought that
the matter would be better deferred until there has been more adequate
experience under the act s it now stands.

Senator MiLLikin, We thought that the railroads were fairly well
satisfied with what we did.

Mr. Forr. That is entirely correct, Senator. The point—

Senator MiLLikiN. We went to extraordinary pains to take care of
the situation and—that is the railroad situation and the public utility
situations,

Mr. Forr. The point I have in mind to be considered for amendment
in the future is a technical point, having nothin%to do with the
philosophy of the law as it is written. I will make that clear in just a
minute. e are concerned that at an appropriate time consideration
be given to a clarifying'amendment having to do with the status of the
long-term lessor and lessee railroad companies with respect to the
availability of consolidated returns.

The apprchension is that, under the technical provisions of the
Excess Profits Tax Act, consolidated returns may be available to those
corporations only in the event that the lessee, thut is, the operating
company, foregoes the public utility excess-profits credit provided for
by section 448 of the act,

It is not believed that any such result was anticipated or intended.

A simple clarifying amendment would prevent it. I do not wish to
go at length into the matter here and now, but I ask that there be
incorporated at this point in the record a brief statement with respect
to it, as a part of my testimony,

May I have that permission, Mr. Chairman?

Senator Byrp, It will be incorporated, sir. '

(The matter referred to is as ollowazs -

Beotion 448 of the Internal Revenue Codo provides an alternative excess
rroﬁts oredit for regulated public utilities. This oredit, in the case of railroads
8 measured by a return of roent upon net assets, after allowance for normal
tax and surtax liabilites. To be entitled to this alternative oredit a railroad
corporation must be engaged as a common carrier in the furnishing or sale of
transportation by railroad, subject to the jurisdiction of tho Interatate Commerce
Commission, and at least 80 percent of its gross income (computed without
regard to dividends and capital gains and losses) muat be derived from the furnish-
ing or sale of tranaportation by rallroad (sec. 448 (o) (3); 448 (d)).

otion 141 of the Internal Revenue Code, as amended by the Excess Profits
Tax Aot of 1980, provides for the filin of consolidated returns by affiliated
corporations which are regulated public utilities within the meaning of seotion 448,

o bellove that the law should be clarified to make certain that a lessor railroad
corporation whioh leases substantially all of its Yroperty to an operating lessoo
railroad corporation which utilizes the publia utl ltx- oredit may be joined with
such lessee in the filing of a consolidated return, _ Although the lessor company
is subjeoct to the jurisdioction of the Interatate Commerce Commission, and its
properties are operated by tha leasee as integral parts of its srswm in the fumlahlnr
or sale of tnnuﬁomtlon by rallroad, and its revenues, In the form of rental,
derive from suoh operation, nevertheloss the loesor does not itself orerota the
property and it does not derive its revenues direotly from the furnishing or sale
of tranaportation, It should be made clear that seotion 141 of tho code doen not
preclude the lesseo from joining the lessor in & consolidated return, except at the
sacrifice of the alternative oredit to which the leeses is entitled under section 448,
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It s beleved that Congress did not intend that the consolidated return pro-
visions applicable in the case of these lessor-lessee railroad relationshlsw should
operato a8 & barrier to the availability to the lesseo of the special public utility
cn:dlt, or that utilixation of that credit by the lessce should preclude a consolidated
return,

As haa already been stated, most.of the major railroad systoms today are the
result of the combination of A number of comparatively small railroads, In many
oases, subsetantial obstacles have preveated the moerger and consolidation of these
smaller companios into one large corporation. Among these obstacles are Btate
laws; franchise rights; rights of minority stockholdors; and mortgago, loase, and
contract provisions, As & result of these and other considerations, the meajor rail-
road systems of the country have developed, not only by mergers and consolida-
tions, but in substantial part through long-term lease arrangements,

Under an arrangoment of the Iatter type, the company which owns tho properties
loases them for & long period of years to.an operating company. Thereafter, the
lessor ceases operations, slthough it continues its corporate existence, receivin
rental for the use of its properties ordinarily measured by the requirements of
interest on the indebtodness of the lessor and dividends on its capital stock.

The lessee takes over the complete managemont and control of the zn‘dportloa
of the lessor and incorporates them into its rallroad system, The facilities of the
lessor and lessee beoome integrated parts of a singlo unified system. It is then
not ible to determine for any given period of operation the amount of income
attributable to the operations of the leased groi)ortlos and the amount attributable
to the operations of the Proportiou owned by tho lessce. Rovenues and expenses
have %ecome amalgamated. The propertics of the respective corporations are
rogarded as a unit by the Interstate Commerce Commission for rate making and
other regulatory purposes and the value of the propoerties of the lessor is included
in the rato baso of the lessee, the operating company.

. There is thus presented the typical case for a consolidated return and thero is
oertainly no reason wh{ it should be available only at the cost to the lessee of the
alternative public-utility credit. .

It is accordingly urged that section 448 (d) be amended by adding at the end
thereof a clarifying provision that, for the purposes of section 448 and of scction
141, a railroad corporation which has loased substantially all of its g‘ro rty to &
common carrier shall he deemed to be a common ocarrior engaged in the furnishing
or sale of transportation and that the rents recelvable under such & lease shall be
considered to be derived from the furnishing or sale of transportation,

Under such an amondment any possible impedimont to consolidated returns
would be removed where at least 80 peroont ol the lessor's income was derived
from rentals under the lease,

The untoward—and, it is belleved, unintended-—deprivation in the typical
railroad lessor-lesseo relationship of the right to filo & consolidated return and
utilize the regulated public-utility credit would be obviated.

The suggested amendment {8 submitted with confidence that it accords with
the policy embodied in section 448 and eliminates a possible obstacle to the filin
of consolidated returns which ought not to be interposed in the case of railroa
leases of the character described,

Mr. Forr. May I ask those of you who are following what I say
in the written statement to turn to the bottom of page 18. There
bogins a disoussion of the treatment of back mail pay.

here is one additional matter which I am. constrained to call to
the attention of your committee because the railroads may become
compelled at a somewhat later date to request an amendment of the
tax bill with ms{mot to it. The situation to which I refor is this:

In February 1047 tho railroads filed an application with the Inter-
state Commerce Commission seoking additional compensation for
the carriage of mail, and in' Decembor of that year the Commission
found that the rates in effoct were unduly low, and awarded an interim
increaso of 25 percent, continuing the case for the determination of
the amount of its final award,

After protracted proceedings, a final award was made in Docembor
1950 in tho amount of $312 million which included the 25-percont
interim increase theretofore granted,
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Senator Byrp, What was that percentagewise?

Mr. Forr. What was that percontagewise? It was in the neighbor-
hood of 60 percent altogether in the final award; 25 percent as an
interim increase, and then an additional increase.

Senator Byrp, The permanent increase was around 50 percent?

Mr. Forr. Yes, sir. You will sce figures that will sustain that in a
moment, Mr, Chairman,

Senator Byrp. All right. \

Mr. Forr. Amounts reeulting from the interim increase of 25 per-
cent, which in round figures totaled $160,000,000, were received by the
railroads in the several years 1947 to 1950, in which the services wore
rendered, and were included in the tax returns for those respective
yoars,

The remainder of the award, namely, $152,000,000, represents
addli&%nal componsation for the services rondered in the period 1947
to .

In other words, the additional amounts payable under the final
award merel suﬁplement, the payments made in oach of the years
involved under the interim award, which latter amounts, as stated,
were included in the income in cach of the respective years.

In December 1950 the railroads submitted to the Commissioner of .
Internal Revenue a request for a ruling that the additional pay
awarded in 1950 is properly to bo accrued for Federal income-tax
purposesin the years during which the services were rendered, namely,
1047, 1948, 1940, and 1950. This request is still pending,

Weo think the case clearly is one for administrativo handling,
particularly in view of the fact that in his most recent ruling con-
cerning the accrual of back mail paly, the Commissioner authorized
the airlines, which had obtained a like award from the Civil Aero-
nautics Board, to account for the revenues in the years in which the
service was performed. .

The railvoads are under legal obligation to transport mail pursuant
to the provisions of the Raillway Mail Pay Act, and by the express
terms of the act are entitled to reccive fair and reasonable compensa-
tion for such transportation.

Certainly for tax purposes the railroads should be permitted to
allocate to the years in which the service was rendered the payments
made at a later date but representing compensation for that service.

A moasure of hardship will be involved even in the event of a
favorable administrative ruling in that interest will be payable upon
the deficiencies involved, This interest factor, of course, becomes of
increasing importance with the passage of time.

In theso circumstances, should a ruling bo much longer dolayed,
or should an unfavorable ruling be made by the Commissioner, the
railroads will seck an opportunity to urge an amendment of the tax
bill to afford logislativo rolief,

Wa are hopeful, howover, that the mattor may shortly be disposed
of through an administrative ruling.

That concludes my statement, sir,

Thank you for your courtesy.

Senator Byrp, Thank you very much, Mr, Fort,

(The proparod statement of J. Carter Fort follows:)
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BrateMuNT or J. Canten Fony, Vion ParatnuNt AND GuNeral Counsss or
THE ASSOCIATION OF AMNRICAN LLAlLROADS

My namw 0 Cartor Fort, I am a lawyor with offioon and resldonoo In Wash-
fngton, D, Q. 1 appear hore for the Assotlation of Amerionn Ralironds, of whioh
I am vion proaidont and gonoral counsel, ‘That sasovistion s & voluntary non-
profit orgunisation lnolu«lhu’ {0 its momborship alinont all of the elass [ rallroads
of the United Btaton=-that is to sny, railronds having annunl oporating rovonuos
of 31,000,000 or more, Its mombership comprises railronds o&mrutln approxi.
nmtoly o4 poroont of the road mlhmws of all rallroads {n the Unitod States and
having approximatoly 98 peroont of ¢
of the country,

1 whall confine mysolf to the disoussion of & Hmdted nuabor of tho fentures of the
ponding tax logislation whioh are of apucial conevrn to the rallroads,

0 total groms rovonues of sl tho rall oarvlors

. THRE QORPORATH TAX RA'TH

The first subjoot T ahall dinouns i the mattor of the mr’mmm tax rato,

It woon without saying that rail tesusportation i a primary essontinl to both
tho olvilian economy wnd the nationn] defense,  In tho present emoergendy poriod,
the mailroads are oallod upon to undertako a hoavy program of capital oxpanaion,
through aoquisition, at current high oosts, of large numbors of now frolght onrs
snd much additional motive power and the enlargomont. of thelr fixed propertjes
to moot. the oxigencios of the presont and proapeotive omergonoy,

Thoro are only two souross of funds for capital exponditure, namely, invostimont

. oapital and onmluf\. In tho oase of the raliroads, tho availability of Investment

eapital undor oxisting conditions in in largy moasure thaited to horrowings for
expouditurea for unencumbered new oquipment, boeause fixod property i alrondy
mortgaged and the levol of rallroad earnings I not sweh an to atiract oquity
capital, At the now oxisting burdensome lovel of eorporatoe tax rates, thoe availa«
bility of earnings as » soureo of funds s soverely, avon oritioally, rostrictod by the
ciroumstance that it takos 81,90 of not incote to produce 81 for eapital expondi-
ture, aftor deduotion of 47 poroont for Fodoral incomo taxes, '

In thoso clroumatances, it will hardly be a eauso for surpriso that the raliroads
view with great concern the l‘)rovtulon of the Houso bill, H, R, 4473, which would
exact in the form of Foderal income taxes more than one<half of aach doliar of not
fncomw, and would, indoed, carry tho rate to tho unprecedontod lnvel of 52 percent.,
Juat how the rallroads could earey such a tax burdon and at tho samo thne meat
the imperative roquiroments of the presont emorgency it iy diffioult to comprohond

The maitroada, thorefore, assooiate thomaolvor with thicae who have upmnmti
‘hcrom' your committee in opposition to any further inerease in the corporate
X rate,

In the case of the railroads, the menaco of an insupportable burden of Fedoral
income taxes ia evon more sorious than in tho oase of goneral industry, To some
extont, at loast, industrion in general are in A position to ride with the buainess
eyele, through curtailment of operations and adjustment of prioe as circumstances
may indioate, Railroads do not have the aamo freedom to discontinue or ourtail
operationa, even though they be unprofitable, nor oan they adjust their charpon
to varistiona in thejr costs without leor authorisation of mundry regulatory
agencics, with the inevitable procedural delays involved in the prooesa,

regulatory ayatem uikler whioh the rallroada operate not only requires

that the price of their services be fixed but also affecta nearly all their other aoc-

tivitiee, Undor that system the rallroads, during the ao-yoswrlod 102180,

have had to function on an average rate of return on depreciated investment of

approximately 3.64 percent. In the decade of the 1040's, which included the

World War 11 traffic yoars, the rate of return averaged 4.11 percent, while

n the decade ending with 1039, the avorage waa only 2,30 purcent, During the

five postwar voars, 1040-50, whon buasinoss activity was great and corporate

mlinlgn;lln aenor:.l were at a high lavel, tho rato of roturn for the railroads average
onlv 8, reont,

With thpi: history in mind, it ia small cause for wonder that equity capital ia
largely unavailable to tho rallroads and that earnings must be looked to as &

rincipal source of funds for railroad upkeep and expansion, In view of the
mporative eurrent need for ndoc“mta maintenance and subatential expansion
of the railroad plant, wo respectfully suggeat that nothing short of the most dire
necomsity could justify an incrcase In the rate of Federal income taxes imposed
upon the railroads. The present rates aro all but insupportable. In our con-
sidered judgment, there is no justifoation for entertaining s proposal to take
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away It Fodoral income taxes mere than one-half of corporate not lncome, us is
pro 1in H, R, 4473, ,

Hy the name token, we oppose the Increass in the ovor-sll celling upon Fodoeral
tuxen from 63 mmwn{. to 70 poreont, an provided in the House bill,

Highly objootionable alko, in our view, in tho rotroactive fonture of the Houss
bill, whoreby the Incrosssd raten would apply boginning Janunry | of thin yoar,
although it kootmm cortain that the tax bill will not bo ensoted untdl Baptomber or
oven Intor,  In tho cane of individuale, the Howss bill avolds retronotivity by in
offoot deferring until Beptombor the proposod inorenso in raten, It s cortainly
no lom himportant that rotroaotivity be avolded in the case of corporations,  As
10 tho rallrosds, thale hooks are kopt on tho acorusl basly and thelr hbudgots aroe
on the haais of curront tax ratos, alloeating to eaplital inprovements rovonues not
nooded to oot opersting exponnon, taxes, intorost, and rolatively minor distelbu-
tions to stookholders by way of dividonds, A rotronetive inoroase In taxen onn
hardly fail to bring about sorious enrtallimont in eapital improvemoents slrondy
plannad and ovon alroady sotually In progross.  Obviously such a result would
not ho in the Interest. of national dofonse,

Thore In anothor feature of s rotrosetive tax Ineresso, in ith application to
ruliroads, which should not bo overlooked, ‘T'he chargos rocolvod by railronds
for thole sorvieos are fixad by govornmontal authorlitien, and this, of course, in

onorally truo alwo of tho oharges of all publio utilitios. "Tho lovel of such chargon
w not fixed, and could not boe fixad, with any reference to a possible retroactive
Incroano in taxes whioh might be sccomplinhod by s law to ho onsotoed at some
future date, Nelther conld incroases in rallrond charges, grantod subsoguont
to the onaotment of tho tax law, bo mado rotroactive to correpond to the retroe
aotive tax increasa, Thus, & gromuly inequitable situation would arlse, which
would not only work an irroparable ln%my to the raliroads hut would also oporate
advorsaly to the publio intorest in an sdoguate and efliclent national transportation
aystomn,  1f a policy 18 to bo adoptod of making tax Incroases rotroactive it will
rendor diffioult, if not virtually imposuible, any orderly and constructive rogulation
of rallroad ratos and tho ratos of other ullities by the govornmental agencies which
haye beon set up for that purpose,

THY SINGLRE AURTAX EXEMPTION

1 come now to the aingle surtax exemption provisions of the Houso bill,

Aa wo undorstand it, s principal ‘ﬁmr&m of the provision In section 123 of the
House bill, routrloumi a group of affiliatad corporations to a slngle surtax exemp-
tion and a siugle minfimum oxcoss-profits crodit, in to prevent tax avoidance
through the artificlal division of & single cnterprise into & number of so-called
split-off or spin-off corporations croated to obtaln the bonofit of a suparate aurtax
exemption and & neparate oxcoss-profits credit for cach, The Report of the
Waya and Means Coinmittee of the House indicates that the split-off device came
into considerable use during World War I1 and may he expected to become more
prevalent under the incentive of current high corporate tax rates. .

Wae do not quarrel with a purpose to curtail tax avoidance throu?h artificial
division of a singie ontorprise into & chain of separate corporate antities, but the
provision of the House bill reaches far beyond such & purpose, It would reach
many corporate »ot«-u‘n of long atanding created as a result of legal requiremants
or l:(\!r roason of wholly legitimate businesa considerations quite apart from tax
avoidance,

In the case of the railroads, virtually all of these corporate relationships are of
long standing and antodate ahy posalble motive to aplit off corporations for tax-
avoidance purposes,

Publio convenience and necessity require that rallroads operate acrosa Htate
lines,  But the provisions of law in some States have necesaitated, as a practioal
matter, the existence of subsidiary corporstions, For example, where a Htate
has prohibited rallroad property from heing owned by a foreign corporation or
has refused to grant the powe: of eminent domain to foreign corporationa, it is
apparant. that a separate corpuravion had to be continued or ereated under the
lawe of that State., The result has been that the msk)r railroad systems of this
country have develo not only by mergers but also by a process of leasing rail-
rond properties whion form an integral part of the operating system of the lessee,
In the railroad fleld, therefore, multiple vorporate se uPa are the rule rather than
the exception, but {his is in no sense the result of artificial aplitting off with an
oye to the tax laws,

We strongly urge, therefore, that if the single exemption feature of the House
hill is to ba retained {t be modified to apply only to corporations oreated subsequent
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to a specified dato; say, October 8, 1940, the date of enactment of the Socond
Rovonue Act of 1940, whoen tho World War 11 excess-profits tax was first huposed,
Prior to that date thore could have beon no motive for corporato split-offs for the
Pu of obtaining additional exemptions or crodits, o would alno suggost
urther amendment to make the single oxomption provision lnap’)llcnb o to
corporations oroated after tho date selootod in those instaneces where it Is shown to
the satisfaction of the Comminsioner that tho corporation was oroated for logitimate
businoss purposos othor than tax avoidance, -
Thus amended, section 133 of the House bill would bo confined in ity scopo to
the offactuation of & purpose to discourage split-offs for tax avoidance and the
sootion would not bo applicablo where no oloment of tax avoidance is involved,

WITHHOLDING ON DIVIDENDA AND INTERENT

The rallroads are in comploto agresmont with the premise that taxes should ho
paid upon all taxabloincomo and that all reasonablo means should be usod to
provout an escape from the payment of taxes oither by individuals or cor-
porations and whother as & result of underroporting of dividends and intorest
or otherwine, Howover, thoy question tho advisability of further transforring
tha tax-oollooting function from tho Troasury to corporations,

Thore is no question, it seoma 1o us, but that serlous hardship will result in
many instances frem the want of relationship betweon the amount withhold and
the amount of taxes due, if any, Many taxpayers will be put to the necossity
of procuring refunds and will bo deprived of the use of their monoy, at least for
& FOASON,

In important instances, indeed, ovorwithholding would be inevitable, A case
in point is tho payment of dividends to corporations. Theuss dividonds are tax-
able to the extout of 18 pereent of thoeir amount, Assuming a combined normal
tax and surtax rato as high, evon, as the 82-porcont rato proposed in the House
bill, the tax would not exceed 7.8 percent, yot 20 percont would be withheld,
In many instances this rosult, and the atteudant delay in obtaining a rofund,
would seriously impair the working oapital of the recipient corporation. This
situation would serfously affeot many railroads. To amoliorate this partioular
hardship it would seom that, if withholding on dividends is to bo required, tho
corporate recipiont. of dividends should be pormitted to sot off tho amount with-
held against any amount due from such corporation as incomo or pavroll taxes,
along the linos of the provision in the House bill with respect to tax-oxompt
organizations,

he House bill would exeampt from withholding, among other things, intorost
on dquinment-truni cortificates; The roport of the Ways and Means Commlitteo
of the House indieates that tho reason for exomption of equipment-trust cortifi-
eatos from the requirement of withholding is that they are ordinarily hold by
gorporations, Conditional-sales. agreoments are widoly used by railroads in
financing the acquisition of new equipment. They serve in that connection the
same purpose as equipment-trust agreomonta. Like equipmont-trust cortificates,
they are ordinarily held by corporations, Unpaid balancea on such agreoments
entored into by raliroads aggregatod slightly in excoss of $392 million as of
Pecombor 31, 1850. We urge that, if a withholding requiremens is to be retained
in_the bill, tho exemption with respeot to interest on oquipment-trust certificatos
be enlarged to include interest pavable under conditional-salos agreements,

But wo think that in any ovent tho m(\ulmmont of tax withholding as proposed
in the Houso bill should be deferred until the offect of the new reporiting require-
ments ean be known, This year, for the firat time, under regulations of the
Commissioner, corporations are requived to veport all ?a,vmonts of dividends,
regardless of amount, and the reciplont taxpayer ia required to ttemize all dividonds
recoived, No opportunity has boen afforded as yet to judge tho efficany of thone
measurea in minimizing the ovll at whioch the proposad withholding is direotod,
Until that is known, wa think your ecommittee s not in & position to gage the
:x}t‘ont %f‘thaavll and to measure the bonefits of the proposal againat the hardehips
nherent in it,

THE PENALTY FOR FILING CONBOLIDATXD RETURNH
The railroads have frequently urnlcd upon your committee and upon tho

Ways and Means Committee of the House roeoal' of the 2-percent ponalty for
»

filing connolidated returns, Yn practical effect, the impact of this ponalty is,

.
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without jusiifieation in any event; but, when consideration s being given 1o a
bill which would ‘)lmm tho combinoed corporate normal and surtax rato at 62 por-
cont, it v especially important, wo think, that your attontion bo directed to the
fuot that the combined rate undor such a moasire would reach 54 porcent in tho
case of consolidated roturns and leavoe & bare 46 porcont of not earnings avallablo
for corporate purposes,

The oxigoneies of the prosent situation, therefore, finpel us to again urge the
ropoal of this penalty.

It may ho taken for granted, wo suppose, that under existing emorgoncy con-
ditions and thoe cunnmi\mnt revonie needs of the Govornmoent the eombined cor«
porato normal and surtax rate will be fixed at the maximum figuro deomed conno-
nant with the preservation of a sound and vigorous economy. It this bo so, {t
follows that the oxaction of & penalty of two additional poreentage points in the
rato would in many cascs carry the rate to a level higher than the wmaximmn re-
garded by Congress an justifiable.  And {ot consolidated roturns are consonant
with the prineiple of levying taxes according to the true net income of a single
entorpriso, and thoy have, as wo understand, beon favorably regarded by the
Treasury from the administrative standpoint,

The tmposition of & penalty for filing consolidated returns s lmrticnlurly inap-~
propriate in the case of the railroads.” Most of tho major rallroad systers, as
already pointed out, have of ncecasity beon built up through the combination of a
number of comparativoly small raflroats, By reason of sundry controlling factors,
inoluding in many cases the requirements of Stato law, it has often heon {mpossiblo
to effectuato integration through consolidation or merger. Tho continuance of
aubsidiary corporato entitios has frequently heon a practical or a legal nocessity,
and the acquired propertics in such cases have beon integrated into the oporating
system through long-term leases -or bY othor means, ultiple corporate entities
within a singlo railroad system have thus reanlted ag an ineldont to the process of
ovolving a lhinited number of raflroad systems capablo of rendering a national
tranaportation service in accordance with the requiremonts of the national
occonomy and tho dietates of the national transportation policy,

At times in the past, Congress has recognized tho special situatfon of the rail-
roads with roference to consolldated roturns, Thus, when consolidated returns
were abolished insofar as other businesses were concorned by the Revenue Act of
1034, rallroads, hocause of thelr special sitnation, were atill permitted to file them,
From 1934 to 1039 railroad companies alone wora permitted to file consolidated
roturns, and in 1940 and 1941 railroads alone were pormitted to file consolidated
returna with rospect to normal taxes and surtaxes, other corporations heing con«
fined -to consolidated returns for purposes of excess-profits taxes, During the
lattor Zoars montioned, no penalty was exacted,

Wo think thas on principle the penalty should ho removed as to all corporations,
but in any ovent we submit that the particular sitvation of the rallroads should he
rocognized under presont conditiona and the penalty eliminated as to them,

of c(mmsé ineroased sharply as the corporate tax rates riso,  Wo think the ponalty

A BUGGESTED AMENDMENT OF THE EXCKH8 PROFITH TAX ACT OF 1000

Wo undorstand that your committes may conclude to defer until next yoar any
revision of the Kxceas Profits Tax Aot of 1950 but that suggestions for revision are
acceptablo now for consideration at such time as that act may come under review,
The rallroads do not urge that the Excess Profits Tax Act be considered now,
They are in accord with the thought that the mattor would better he deforred until
there has heen more adequate experionoe under the act aa it standn. Thoy are
concerned, howaver, that at the appropriato thno consideration he given to what
may ho a serious dofeot in the act as it affects them In one Important reapect, It
has to do with the atatus of long-torm lessor and lesseo railroad companics with
reapeot to the availability of consolidatod returns,  Tho apprehension Js that under
tho teahinieal provisions of the Excosa Profits Tax Act consolidated roturns may be
avallable to these corporations only in tho ovent the leasee (the oporating compm\K)
forogoes the public-utility oxcess-profita oredit provided for by ascction 448 of the

act,

It is not boliaved that suoh a reault was anticipated or intended. A simple
olarifying amondmont would prevent it, I do not seck to go at length into the
matter horo and now, but ask that a hrief statoment with respect to it he incor-
poratod at this point in the record as a part of my teatimony,

(Tho statement to be copled Into the record, but not read, is as follows:)
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PROPOBND AMENDMRNT OF 8KRCTION 8 OF THR RXORAS PROFITA TAX ACT OF 1000
IN RERSPXCT OF OKRTAIN LNAAOR RAILROAD CORPORATIONS

Anotion 448 of the Intornal Ravenue Code provides an alternative excess-profits
oreclit for regulated public utllitios, This crodit, in the cass of rallronds, is
measured by a return of 0 percont upon not assots aftor allowanoce for normal tax
and surtax liabilities, To bo entitled to this alternative orodit & rallroad corpora-
tion muat be enimgnd as & common earrier in the furnishing or aalo of transporta-
tion by rallroad, subjoct to the jurladictlon of the Interstate Commeoree Com-
minsion, and at lonat BO percent of its gross invome (nomlputqd without regard to
dividanda and capital gains and loases) muat be derived from the furnlur\lng or
sale of transportation by railroad (soo. 448 (o) (3); 448 éd)).

Saotion 141 of the Internal Revenue Codo, as aronded by the Excoss Profits
Tax Act of 1080, providea for tho ﬂllnﬁ of conalidatod roturns by affillatod
corporations which are regulatod publio uthitios within the meaning of section 448,

o bellove that the law should be olarified to make certain that & lossor rallroad
corporation which leasen nubstantially all of its property to an o?nmtlnu lounoo
road corporation whioh utilirea the publlo-ut Iitx oredit may bo joined with
such lessce in tho filing of a consolidatod roturn,  Although the lossor company
{s subjoot to tho jurisdiction of the Intomtate Commeorco Commisslon, and its
ropertiea ave operated by tho lessce an integral parts of its syatom in the furnish-
R\g or zale of transportation by rallroad, and its revonues, in the form of rontal,
derive from such oporations, nevertheloss the lossor does not itself o’wnto the
property and it does not derive ita revonues direotly from the furnishing or sale
of transportation, It should bo made cloar that sovtion 141 of tho codo does not
preclucda the lesace from joining the lessor in & consolidated return, except at the
sacrifice of the altornative credit to which the lessee in entitled undor seotlon 448,

It is holioved that Congress did not intond that the consolidated roturn proe
visiona applidable in tho oase of thoso lossor-lossoe rallroad relationshipa should
oporate as a barrier to the availabllity te tho leaseo of the spocial public-utilit
aredolé. n{ that utilization of that credit by the lessoo should prectude a consoll-

ated return,

Aus has already been atatod, most of the major railroad systems today aro the
result of the combination of & number of com ratively small raflroads, In
many oasos, aubatantial obatacles have provented the morger and consolidation
of theso smaller com oa into one largoe corporation, Among these obatacles
.are Btate lawa; franohise rights; rights of minarity stoockholders; and mortgage,
loaso, and contract provisions, = Ax a result of these and other considerat ons,
the major railroad systoms of the country have developed not only by mergers
and coneolidationa but in subatantial part through long-torm lease arrangements,

Undor an arrangoment of the latter type the oom?my which owna the proporties
loases them for a long period of years to an oporating company. Thereafter the
Jessor oeases operations, although it contluues its corporate existence, recoivin
rental for the use of its properties ordinarlly messured by the requirements o
intereat on the indebtadness of the lessor and dividends on {ta ot?ltti stook,

The lessed takes over the completo management and control of the rroport!ns
of the lessor and incorporates them into {ta railroad system, The faoilities of the
lessor and lessen bacome integrated parts of a single unified ayatem. It.is then
not ible to determine for any given period of operation the amount of income
attributable to the operationa of the leased propertiessnd the amount attributable
to the oporations of the &rgperﬁoa owned by the lessee. Revanues and expenses
have become amaigamated, The properties of the respective corporations are

ed as & unit by the Interatate Commerce Commission for rate-making an
other regulatory purposcs, and the value of the properties of the lessor is inoluded
in the rate base of the leanee, the operating company.

There ia thua presanted the typical oase tor & consolidated return, and there ls
onrtainly no reason why it should be available only at the cost to the lesses of the
alternative public-utility credit.

It is accordingly urged that rection 448 (d) be amended by adding at the end
thereof a olarifying provision that, for the purposes of seotion 448 and of seotion
141, a railroad corporation which has loased substantially all of its pro;mtf to &
common earrier shall be deemed to be a common carrier engaged in the furnishing
or sale of transportation and that the rents receivabie under such a lesse shall be
wvonsidered to be derived from the furnishing or sale of trishaportation,

Under such mn amendment any sgooalble impediment to oonasolidated returna
would be removed where at least 80 percent of the lessor’s income was derived
from rentals under the lesse,
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Tho untoward and, it is holloved, unintonded deprivation in the typieal rellroad
losnor-lomsno rolationship of tho rm\n. to file a consolidated roturn and utilizo the
mgulnw(l public-utility erodit would be ohviated,

Tho suggestod amondmont s submittod with confidonge that it accords with
the policy embodied in seotion 448 and oliminaten a possible obstacle to the
filing of connolidatod roturns which onrm not to ho intorposod in the case of
rallroad loases of tho oharacter dosoribod,

(Fnd of statomont to bo coplod into the record bhut not road,)

ALLOCATION FOR TAX PURPOHKS OF HACK MALL PAY TO TIIW YREARH IN WHICKH THR
MALL WAR TRANKPORTED

Thoero in one additional mattor which I am constrainod to eall to the attention
of your gommitteo bocauso the railronds may ho compolled at a somewhat lator
dato to m(}ucnt an amendmont of tho tax bill with respoct to it.  The situation to
which 1 rofor in this; -

In February 1947 thoe rallroads filed an application with the Interstate Com-
meroo Commission neoking additional compensation for the carriago of the mall,
and in Docombor of that year the Commission found that the rates in offoet were
unduly low and awarded an intorlin incroaso of 25 porcont, continuing the case
for dotormination of the amount of Its final award, After protractod Proccodlu (]
a final award was mado in Decomber 1980 in the amount of $312 million, which
includod tho 26-percont interim increase theretofore ;;mnwd.

Amounts rosulting from the interim incroaso of 26 percent, which in round
figuren totalod $180 milllon, woere rocoived by the rallroads in the soveral yoears
1947 to 1050, in which the sprvices wore rondered, and wore included in the tax
roturns for thowe roapoctive yoars, The remainder of the award-—namely, about
$162 miilion-—-reprosonts additional compensation for the samo sorvices rendored
in the poriod 1047-50. In other words, the additional amounts payable undor the
final award meroly supplemont the paymonts mado in each of the years involved
under the interim award, which latter amounts, as atated, were fncluded in income
in aach of the raspoctive yoars,

In Docombor 1050 tho rallroads submitted to the Commissioner of Internal
Revenuo a request for a ruling that the additional mail pay awarded in 1960 is
properly to be acorued for Fedoral incoma-tax &mrgoucs in the yoars during which
tmluorvlﬁos woroe rondered; namoly, 1047, 1048, 1040, and 1950, This roquest is
8 onding,

e think the case clearly one for administrative handling, particularly in
view of the fact that in his moat rocont ruling concerning the acerual of back
mail J)ay tho Comminsioner anthorized the airlines, which had obtained s like
award from tho Civil Aeronautics Board, to account for the rovenues in the yoars
in which the servios was performed,

Tho rallroadn aro under legal obligation to tranaport tho mails pursuant to the
provisions of the Rallway Mail Pay Act, and by the express termn of the act are
entitled to recelve fair and roasonable compensation for such transportation,
Certainly for tax purposes the rallroads should he permitted to allocate to the
years in which the servico was rendered tho payments made at a lator date but
reprosenting componsation for that service,

A measure of hardship will be involved even in the event of a favorable adminis-
trative ruling, in that interest will he ?anble upon the deficiencies involved.
'l}h{? interest factor, of course, becomos of increasing importance with the pasasge
of time,

In these circumstances, should a ruling be muoh lonﬁor delayed, or should an
unfavorablo ruling be made by the Commissioner, tho rallroads will seek an
opportunity to urge an amendment of the tax bill to afford logislative retief.

o aro hopeful, however, that the matter may shortly be disposed of through an
sdministrative ruling,

Sonator Byrp., The noxt witness is Mr, William Neff.
Mr. Neff, will you idontify yourself to the reporter, plesse?
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STATEMENT OF WILLIAM NFEFF, SEORETARY AND GENERAL
MANAGER, THE VANCE CO,, INC.

Mr. Nurr. Senator Byrd, and gontlemen of tho committon, T am
William Neft, socretary and general menager of the Vance Co,, Ine.,
of Chilhowio, Va. :

Senator Byrn, Mr. Noff, 1’0u have boon assigned 10 minutos,

Mr. Nurr. I think that will bo enough, thank you, Senator Byrd,

Sconator Byrp, Procecd.

Mr. Nurr. T am speaking for the Vance Co, of Chilhowie, Va.,
which is a amall company, operating 12 retail stores in the southwest
part. of the State’s agricultural seetion,

The compun?' is, itsclf, an oporating and also a parent corporation,
It owns a hundred percont of five companies and less than 05 percent
of—considorably less than 05 percont—two others.

The comgung' has a sales volume of a little less than $3 million; its
capital is $835,000, and it has 174 stockholders, no 1 of which—
well, the largest stookholder owns 14 porcont of the stock, and the
othors lesser amounts, and the stockholdors are widely eoparatoed in the
different countics in which we oporate. Thoy are not concentratod,

I am submitting a statoment for the bonefit of the committeo, and
attaching to it sheets which show the rolation of tho parent company to
the subsidiary, and also showing tho sales, the net taxable income, and
tho incomo taxes for tho year 1050,

Scenator Byrp, What you do not cover in your oral statement will
bo included in the record. : '

Mr, Nerr. Yos, :

I will not, of courso, give that orally, but it is attached to tho state-
ment, and showing the effect of the House bill H, R. 4473, especially
section 123 on our texcs,

Our position is that wo aro not opposing the increase in corporate
income taxes due to the higher rates that are proposed in H. R, 4473,
if the increased revenue is neoded and necessary to pay for the dofense
of our country.

Wo favor meoting these costs on a pay-as-you-go basis s0 as to
avoid incroasing tho national debt and further inflation, The pro-
posed incroased rates alone, not counting 123, would mean for our
eight companies an increase in our Federal income tax of about 26
gercont as compared with the taxes in 1950. This is a heavy increase,

ut we are willing to bear it if it is nocessary, and if other taxpayors
are required to carry their part of the burden,

We would Y‘mfer that economies in Government expenditures be
effectod to make possible a smaller increase in taxes,

Wo need this extra money badly to replace cquipmont and to pay
debts which we have incurred to carry inventories at inflated prices
now prevailing, _ 4

I would express the hope that tho committee may find it possible
to balance the budgot at lower tax rates than those proposed. )

We wish, howevaor, to register our emphatic opposition to tho pro-
visions of section 123 as applied to “related corporations,” especially
as defined in the bill, section 123, as members of & group of corpora-
tions, 95 percent or more of the stock of which is owned by one cor-
poration of the group. This section provides that for all the members
of such a group, thero shall be only one $25,000 exemption for surtax.
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Sonator MiLLikin, How long have your separate companies boon
organizod? .

r. Nuvr, As 1 will brinr out, thoy date back to thoe beginning,
in 1907, and it has occurred through that period. Attached to m
statoment is a schodulo showing just when each one wus organized,

The same provision is applicable to oxcess-profits tax, but our
intorost in that is purely theoretical at this time, although we would
object, to that in principle-——wo might got in those brackets sometimo,

o will illustrato tho offoct of this section by its application to our
business, which T am treating as a case in question,

As dofined in section 123, the Vanco Co, and five of its subsidiarios
aro related corporations, Kor these six companies us shown in the
attached schedule, the Foderal income tax in 1950 was about $43,000,
using round figures,

Under thoe rates proposed in H. R. 4473, under the rato change
alono, this tax would be changed over 27 percont, and under the pro-
visions of section 123 there would bo a further increase of about
$17,000 for those comwuius; or o total increase of 67 percont.,

Sonator MintaikiN, What degree of independence do your separate
companies have?

r. Norw. I beg your pardon?

Serwtor MiLuikin, What dogree of independenco do your separate
companies have?

r. Nurr, Each one has its own board of directors, its own officers,
although the officers are interlocking to some extent. They do bring
in loeal stockholders because we have stockholders in each locality.
Thoy have their own managors; they havoe generally local employees,
and thoy aro closoly tied in with their community.

In general, our ownership for part of thom has succeeded tho exist~
cnce of previous corporations that we acquired usually to bail out the
owners who are not doing 8o well, and who want to sell out,

Now we treat them, and we think of thom, as community stores
which are associated by over-all common policies,

Senator MiLuikiN. They do not follow a rigid pattern of direction
imposed by the mother company?

r. Nurr, No. We do not operate on commonly called chain-
store principles. We think of it as a group of stores rather than as a
chain of stores,

Senator Byrn. How many stores in all?

Mr. Nurr, Thoro are 12 altogether,

As I juat said, with the application of section 123, our taxes would
bo increased 67 percont over what they were in 1950, and the increase
duo to section 123 would be approximately 144 percent of the increase
duoe to the change in rates, ‘

We submit that that is an excossive incroase in taxation for such a
group of companios, .

Now, answering Sonator Millikin's questions, I have a brief state
ment on the attached sheot, upon which is shown the relation of the
subsidiaries to the Vance Co., the parent company. .

They were not set up as separate cor{mrations for tax-avoidance
purposes, The business policy of operating the stores in each loca~
tion as separate corporations dates back to 1007 bofore any tax
benefit existed. i

80141—51—pt, 8T .
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With one exception, each continued or succeeded existing corpora-
tions. Each is located in a different town, and each is a community
store with its own management, own employees, services, and com-
munity responsibility.

They are not operated on the chain-store principle, but as a group
of community stores,

Senator Byrp. Do you make purchases from a central point?

Mr. Nerr. We make some group purchases, as & central—probably,
oh, 20 percent of the purchases are bought as a group. The remainder
are bought by the individual store management.

Their status as separate tax entities has been recognized all these

ears. To change the rules of the game now, and to reverse estab-
ﬁshed tax policy in regard to long-standing corporate relationships
and impose such a heavy tax increase as is proposed in section 123
seems unfair and unduly burdensome.

If it were proposed in the bill to prevent future split-ups from getting
tax advantages, we would have no objection.

Our objection is to changing established tax policies in reference to
corporations which have been set up for a long time.

nator MrLuikiN, You have a little difficulty there. I am in
complote sympathy with the general purport of your statement.
But when it comes to the future, if you have a future rule prohibiting
what has happened in the past and, let us say, has become legitima-
tized in the past, why then, the future companies are at a disadvantage
against those that have been established that way.

Mr. Nerr. Yos; excopt that it can be so defined, it seoms to me that
the purpose of tax avoidance can be distinguished from sound busi-
ness reasons, not associated with that. ) .

T bolieve that principle is already in the law and it was incorporated
in the Excess Profits Tax Act of 1040.

Senator MiLLIkIN. You have the future group subject to discretion,
and the past gé-gu not subject to discretion? L .

Mi, Nerr. Well, it scems to me there is some obligation to existing

" corporate set-ups in the fact that they have been organized and they

have operated under that basis,

Senator MILLIRIN, I airee with that. )

Mr. Nerr. And all of their commitments and everything have been
made on that basis. ]

Senator MiLLIKIN. I am in complete sympathy with that.

Mr. Nerr. And those in the future would go into it with their
eyes open and honce it seems to me, would be in a different status.

I understand it is estimated that the changes in section 123 would
yield $565,000,000 additional revenue. This Is a considerable sum of
money, but it is small in comparison with the estimated yield of the
whole f)ill, about three»cfuarters of 1 percent of the whole amount,.

It seems unreasonable that this comparatively small amount of
revenue should be obtained by changing established rules to impose
such a heavy increase on a limited group of taxpayers whose burden
is already heav‘v. .

We feel that 1t would be more equitable to secure the needed revenue
by collecting income taxes from some tax-exempt organizations, who
are competing with us—I will not go into that. I think the committee
has heard something about that.
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Thore already exists a very considerable tax penalty—and I think
this is & point—or liability due to the ogomtion of such a group as
soparate corporations in the tax on 15 percent of intercompany
dividends. )

Again, to illustrate by our company, there is in the taxable income
of the Vance Co. for 1950 the amount of $19,729, which is 15 porcent
of dividends received from subsidiarics,

The income on this amount at the 52 percent rate would be $10,259,

Now this seems a sufficient tax genalty incident to that kind of
operation, without adding another $17,000 by changing the rules as
proposed in section 123.

In other words, we are already paying taxes because of our inter-
company operations, a considerable amount of them, and to put this
other on would be adding burdens on top of burdens,

This is a statement which I hesitate to make, but I think it is true.
As a matter of fact, section 123 may be characterized as a nuisance
provision rather than a revenue-raising law. The tax yield has been
estimated at $50 million.

Well as a matter.of fact, I think it would be very much smaller,
very much smaller indeed. The burden imposed on the companies
affected is so heavy that they would be compelled to change their

corporation relutionships and that would be so true that the yield from -

the bill, I think, would be very small indeed, and the result then of this
enactment would not be the raising of revenue but just compelling a
lot of companies to change corporate relationships which have been in
existence for many years and which have sound reasons for existing, as
illustrated by the gentleman who preceded me, and it is certaing in
our case and I am sure many others.

Senator MirLikiNn. Mr. Stam, how much revenue do they figure
they can get under the House provisions? :

Mr. StaM. I think the estimate is $55,000,000.

Senator MrLLikiN. $55,000,000.

Mr. Nerr. My statement is that because of the changes that would
be made that would be very much smaller. In fact, I think it would
practically vanish, but we would have a lot of disturbance in corporate
relationships. These are some of the reasons, and I can name many
others—but I think my time is about up—why we oppose the changes
in section 123.

Weres ectfullg request the committee to omit the provisions of that
section which radically changes a long-standing tax policy and imposes
such a burdensome tax increase on the related corporations affected by

1t.

We repeat the hope that the committee may find it possible by
economies in expenditures or by taxing g;esently tax-exempt business
to even reduce the tax rates proposed in H, R, 4473,

Senator Byrp. Thank you very much, Mr. Neff. The balance of .

your statement will be put in the record.
(The statement of Mr. William Neff referred to follows:)

STATEMENT OF WiLL1aM N. NEFF, SECRETARY AND GENERAL MANAGER OF THE
vance Co,, Inc,, CHILROWIE, VA,

I am speaking for the Vance Co., Inec., of Chilhowie, Va., which. is both an
oPeratlng oomPany and a parent corporation, It operates a fertilizer-mixin
plant and retalls hardware, farm, and building supplies. Its subsidiaries are al
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located In vouthwest Vieghiin and operato retail stores selling similne linea of
mepchandise,  ‘The Vaneo Co. owns 100 pereont of (he sfoek of five companies
and lowe than 08 poreent of two others,

I am submitting attached to this statement sheets showing tio relutton of these
companies to the parent company and how they were seguired, and also g sheet
showing for the year 1060 for each company, {8 sales, s net taxable lneome,the
actunl Federal income taxes for that year, and what those tases would be under
the rates and other provisions, espocially section 128, of 11, R, 4473,

Our posttion Is that wo are not opposing the inerease In corportlon-tneone
taxes duw to the higher rates ket up in 1R, 4478 100 the Ineronseld rovenue s
needed and necossary to pay for the defense of our country.  Wo favor meeting
these costs on n pry-na-yor-go-basks, o as o wvold an inerensed sational debi
and further inflation,

The l'l’"l“'-‘“‘d inerensed rates alone would mean for one ofght companied on
our 150 tncomo an inerease fn Fedoral ncomoe taxes of $22 |70.(H“. ora 28L.7-poreent.
inerease compared with the actual taxes for 1960, ‘Fhis is heavy fncrense, Wo
are witling to hear (CIEIE §s necessary and 16 other taxpayors nro vequived to earey
thete part of the burden,

Wo would greatly prefor, however, that economites in Governmoent expenditures
bo effected (o make possiblo n xmatler ineronse tn these taxes,  Wo nead the money
badly to replace old equipment and (o pay debts incurred to earry fnventories at
inflnded prices, 1 \\'ml‘]ll oxpreas the hope that the committeo may find it possible
to balance the budget at lower tax ratex than those proposed n H, R 4473,

Wo wish, however, to register emphatie opposition to the provisfons of xeetion
123 as applied to “rolated corporations,” defined as the members of a group of
corporations 95 pereent or moro of the stock of which ix owned by ono corporation
of the group,  This seetion provides that, for all the mombers of such o group,
there shall be only one $256,000 exemption for surtax,  Thoe same [nmvls on s
t\!)l\"l‘nhl(‘ to the q-xm-ss-pmlils tax, but our interest in that i purely academie
at this time, although we would oppose it in prineiple,

Wo will llustrato the effect of this seetion hy it u“ﬂh-nlinn to onur business,
Ax defined fn seetfon 123, the Vanee Co, and five of s subsidinries would bo
“rolated corporations,”  For theso six companies, as shown in the attached
schedule, the ‘Federal incomo tax in 1960 was $42,ﬂ35.22. Under the ratex pro-

wsed in He R, 4473, this tax would be ineroased $11,740.07, or 27.4 poreent.,
Tnder the provisions of xeetion 1238 there would be a further fnereaso of $16,803,16,
or a total inerease of 06.8 pereent over 1950, ‘The inoreaso duo to seetion 123 is
approximately 144 pereent of the fnereaso eaused by the highar rates,  Wao submit
that thix {s an excessive inerease in taxation for such a group of companies,

On an attached sheot is shown the relation of the subsidiaries of the Vauce Co.
to tho parent company, ‘They were not set up as soparato corporations for tax-
Avoidance purposes,  Thoe business policy of operating the stores in each loeation
as soparato corporations dates back to 1007, before any tax benofit existed,  With
one exeeption, each continued or succeeded oxisting corporations, Fach s
located in a difforent town, and each s a community store with its own mnanage-
went, omployees, services, and community rosponsibility.  Thoy are not oporated
on the chainsstore principle, but axa group of community stores, Thelr status as
scparate tax entitics has been recognized all theso years, 'To chango the rules of
the game now, to reverse established tax poliey in regard to long-standing corpora-
tion rolaﬁunshi‘)s, and impose such a heavy tax increase as is proposed in section
123 seems unfair and unduly burdensome,

I understand it is estimated that tho changes in section 123 would yield
$55,000,000 additional revenue. This is a considerablo sum of money, but small
in comparison with the estimated yield of the whole bill, about. three-fourths of
1 percent of it. It seews unreasonable that this comparatively small amount
of revenue should be obtained by changing established rules to impose such a
heavy increase on a limited group of taxpayers whose burden is already heavy.

Wae feel that it would be more equitable to secure the needed revenue by colleeting

income taxes from cooperatives and other tax-excmpt business who now operate

tax-free in direct competition with us,
There already exists a very considerable tax penalty or liabllity due to operation

p as separate corporations in the tax on 15 percent of intercompany

of such grou
di\'idemrs. Again to illustrate by our company, there is in the taxable income of
the Vance Co. for 1950 the amount of $10,728.06 which is 16 porcent of dividends

received from subsidiaries. The income tax on thiz amount at tho 52 porcent rate
})roposed in H. R, 4473 would be $10,269.03. Is not this a sufficlent tax penalty
neident to such operation without a(fdhlg?anothor $17,000 by changing the rules

as is proposed to be done by section 123
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An s matier of fuet, seetion 123 may he chaepetorized an o nulsanes provislon
rather than o rovenue-radsing law. Tl tnx ylold wonld probably boe very small,
mteh lens than Lhe $68,000,000 exthimnted.  ‘The burdon imposed by that seetion is
KO Iwu\r{ that the groups sifected would almost, surely rearrango corporito res
It fonsh ,m to suve taxes, By operating as onn corporation instend of separato
corporistions, the tnx on intercompnny dividends ean he avolded; or, by disposing
of i wnll port of the stoek owned in subsidinres, the provisions of xeetion 123
cun bo avolded.  Elther of such netions will result, in making the net yield of the
proposetd ehnnge very small,  ‘Pho final result would be ke rovenas bt trothle-
gome and undesieablo chnnges in corporate ket-ups which inve heen established and
whould ho continued for sound business reasons,  Wao submit that thin ehangoe in
tnx Inw would have a sorlons nuisance effeet, but would yleld little not inorease
in revente and should not be mndo,

Theso are gome of the rensons, and T could ngine others, if thne permitted,
why wo oppose the proposed changes in wection 123, We respeethidly request
tho umnmluon to omit the provisions of that section, which radically ehanges
long-standing tax policy and imposes such a burdonsone tax inereaso on the re-
Inted corporations affected by it. . Wo repeal the hope that the committes may
alwo fhud it possible by cconomies tn expendiutre or by taxing present tax-exempt
business to redueo the tax rates proposed in H, R, 4473,

Hiwvrory oF e RELATION or Tl VANCE Co, INe., e PareNt CoMpANY,
AND 118 BUBKIDIARIEN

Corporation 4, which s the Vance Ca,, Ine., of Chilhowle, Va,, was incorporated
i 1020 nx the wuceessor of corporation X, o retail hardware business, which bogoan
in 1903 ar a partnership, but beeame o corporation in 1912,  Corporation % in
1020 merged with corporation Y, o farm-supply business in the same town,
which hegan ax o partnership in 1902 and was incorporated in 1907,

Corporation Z and {ts subsidinries aro all loeated in difforent towns in the
southwentorn part of Virginia and aro cengng«ul in the rotall selling of hardware
bullding, and farm nu,)pl o, ( torrorullnn 7 owns 100 precent of the stock of
corporations A, I3, CC, D, and B, 00% percent. of corporation M, and 57.6 percent,
of corporation N, ‘I'hexo interests wore acquired as follows:

Corporatton A of Marion, Va., was organized in 1010 and was consolidated
with another hardware business in that town purchased by corporation Y in 1020
and acquired by corporation Z in the 1026 mergor,

Corporation B of (llado Srrlng, Va., was organized in 1015, and its stock at
different times was acquired by corporation X and gold to corporation % in 1920,

Corporation ¢ of Saltville, Va., was organized as a wholly owned subsidiary
by corporation % in 1049,

Corporation D of Rural Retreat, Va., was organized in 10356 by corporation %
to tako over a fnrm-uuppl}y business and a hardware business, both of which had
been operated as corporations for several years in that town,

Corporation I, of Radford, Va., was organized by corporation Z in 194¢ to
take over a hardware business in that town which had been operated as a corpo-
ratfon for sovernl years,

Corporation M, of Abingdon, Va,, was incorporated in 1007 with a majority
of its stock owned by corporation Y to suceced a former corporation of the same
town, Corporation % acquired this fnterest in the 1020 merger and later pur-
chased additional stock up to its present interest. of 90.5 percent.

Corporation M, operating stores in Pulaski, Christinnshurg, and Wytheville,
Va,, was incorporated in 1917 as an outgrowth of former corporations. Corpo-
ration Z acquired its interest in corporation M by purchase of stock in 1940 and
1949, now owning 57.0 percent,

It fa seen that none of these corporations s the result of split-ups, but the
result, oxeept in one case, from acquiring previously existing corporations in dif-
ferent town locations over a long period of years dating back to 1007. Business
reasons, not tax avoidance, actuated the separate incorporation of each aubsid-
iary, ftach company operates a community store, with its own management,
its own books, its own buying and credit facilitics, its own directors and officers,
Each is an independent ‘operation, except that they follow common over-all
policies, do some joint buying, and are under the general supervision of one per-
son. They do not reeeive their merchandise from a central-distributing ware-
house, although they draw stocks from each other, do some sSroup buying, and
two of the larger stores keep extra stocks in some lines for the convenience of

the others,
The business {s not a chain store, but a group of affiliated independent stores,
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Sonator Byan, Tho next withess is Me, 10, A, Eustis, My, Kustis,
will you tuke n sent, and plonso idontify yourself for the record,

STATEMENT OF FREDERIC A. EUSTIS, TREASURER, VIRGINIA
SMELTING CO.

Mr, Busris, My name is Feedorie A, Bustis,

I am tho treasuver of the Virginin Smelting Co., whoso principal
business is located at West Norfolk, Va,

Senator Byrn. Mr. Fustis, hefore you proceed, wo have six other
witnesses, and wo havo got an hour within which to hear them,

Mpr, Kusmis, T understand that I have been requested to confino my
oral remarks to 10 minutes, and I nm going to try to do that,

Senator Byun. Pleaso try to do it, beeauso there aro six other wit-
nosses to follow you,

Mr. Eustis, Yes, sir,

Senntor Byin, Wo will considor your other statemet carefully,

Mr, Eusris, The Virginin Smelting Co., which is my principulylnmi-
noess, is 8 moderate-sizod manufacturer of chomicanl specinlties whose
lmqulmrwrs are at Weat. Norfolk, Va.

It has approximately 360 omployces. It is 0 modest-sized company,
and it has to compoto with a grest many large companies,

I have handed to your clerk 156 copies of the prlnw(s testimony, which
I wigh to submit to you,

In my 10 minutes I shall try, in my oral presentation, to touch the

highlights of this statemont.

onator Byrn. You desire your complete written statement to be
put into the record?

Mr, Kusris. Ploaso,

Sonator Bynp. It will be inserted into tho record.

Proceed, sir. ‘

Mr, Eusris. T want to first stress the importance in our national
economy of the modest-sized growing companics,

My company is one, and I have been asked by four friends who have
similar companies in tho chemical business to state that they find theme
solves in the samo position that we do.

The vory heavy increased taxes on incomo are a very serious burden
fotn company that is secking to grow, and I shall stress moro on that

ator.

During tho lattor part of my 10 minutes I shall point out to you the

groat hardship that the presont oxcess-profits tax further croates on my
- particular company and, also, I am convinced, on many other modest-
sized chomical manufacturers, and I would like to leave out “modest
sized’’—on all chemical manufacturers,

It is actually forcing us to Pay now currently up to $52,000 a year
add.lt‘iionul taxes bocause wo had losses. Weo had losses in the base
period.

It does not seem equitable that the tax law should require a tax-
payer to pay heavy additional taxes because of losses, and I shall
try to make that clear toward the end of my brief.

My company has grown steadily, slowly, for 35 years. I personally
have beon connected with it for longer than that.

It has to ﬁrow in order to compete with its very much larger com-
petitors. The products we make are 10 different chemical products,
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and those produets ave all mmnufactured by the hiege chemieal
concerns; and we have found through our 36 years of experienee that
the only way wo ean successfully compete with these ginnts is to
keop growing, and wo have contintously reinvested in our business
n very large part of our earnings in order to keep our plant up to date
and to provide the ability to grow.

The burden which is now placed on us of taking for the Fedeml
Qovernment. 62 poreent. of our income--and we have to pay, of
coutrsie, some more to Vieginin and to local taxes---leaves us distressingly
little with which to carry on our growth—to do the things that we
have always sought to do.

One of my major efforts in my remarks will be to urge that you not
incrense further the 62 pereent.

I have pointed out. that 1 know my company is not alone in thoe
predicament. of suffering from  these rather heavy draing on our
onrnings,

There are four companies controlled by business acquaintances, who
have individually asked me to express to your committee their sevious
concern over the tax burden being put on them by the Federal Govern-
ment.

These four companies are the R, J. King Co., Ine., Norwalk, Conn.,
Lotte Chemieal & Dye Co., Paterson, N.J.; Magnus Chemical Co,,
Garwood, N. J.; Puroenine, Ine., Hocekessin, Dol

I vealize perfectly that five of us ave a very small group in, our
Nation's picture, but 1 want to stress to you, as urgently as | can,
that the growth of the modest-sized companies which are secking to
como up and takoe their important part in the industey of the country
is in the aggregate, tremendously important to the Nation,

If these modest-sized companies are more discouraged, prossod
harder on taxes, than the 62 pereent, or some such figure, inevitably the
result will be to push a lavger and larger part of our manufacturing
and distributing activities into tho hands of the very few lnrge com-
nmnies,

l I realize fully the difficult position in which our Nation finds itself,
I realize keenly tho threat of communism. 1 want to do my full part
to do everything to help the country to defend itself,

1 realize that to do that wo have to raise very great amounts of
money. _

My appeal to you is that you do not push the tax burden on income
to tho point whero the small-growing companies will stop growing,

I urge you as Senators to curtail nomlo’onm oxpenditures as far as
possible, and to distribute the tax burden that is necessary to provide
the income you find necessary as far as possible in a way that will
not too much stifle the growth of these small-growing compunies,
which seems to be so important in our national cconomy.

More specifically, I ask that the maximum Federal tax on corpora-
tions, on corporate income, be not increased above the 62 percent of
the present law,

I believe the House bill proposes a further increaso and one of my
rincipal purposes for coming here is to urge that that 62 percent be
opt, and that an incrense above that be not allowed.

Gentlemen, the ceiling which is provided by this 62 percent in the

case of chemical manufacturers has become practically the tax rate,
Any growing concern, with the very limited base that wo are granted
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on_our excoss profits, 86 pereent of what wo cnn, are mostly- -the
fellows who are really gotting ahend, got up to that 62 pereent and if
you can realize thut, Ithink you cun seo Imw stifling that burden is
alrendy, amd how mueh more stifling it will bo if you should inerenso
that figure, to the growth of these small, and 1 think, important

compunies, ) e e
1 want to now turn a little to the burden the Vieginin Smelting

Co, must carry,

Base-period abnormalities oceur in all businesses, 1 know them
chiefly in the chemienl business, My company, and every chemienl
compuny that I know, makes a practico of introducing new products,
Some of our older produets gradually died,

We are making today two that are just consting down, We must
bring in these new produets to replace the disappearing markets,
That means that in the chemical world changes ave constant, and that
to sueceed wo must keep abreast of the change, and wo must produce
now produets,

Tho present excess-profits-tax lnw works an extreme hardship on
our company heenuse the provisions of seetion 443, which are intended
apparently to provido relief in the case of abnormalities of the base
period, just do not fit the chemieal industry.

l'nued(-ully every suceessful chemieal company manufactures a
lnrgo number of products, My small company manufactures 10,

funy of my larger compotitors manufacture soveral hundred. To
introduce o new produet and bring it to profitable operation takes, in
the chemieanl industry, a grent deal longer than the 3 years mentioned
in the tax bill, and it is entirely impossible—1 feel I can say as much
as that—it is impossible for o chemieal company bringing in a now
produet, when they generally have a hard time during the first fow
years, to bring them to a point where any one or any small group
that they brought in of these new produets, could possibly produce
oven approaching 40 percent of the gross income of the company or
33 pereent of the net income,

1 am sending to Mr, Stam and Mr. Kirby, your advisers, quotations
from mrimlivah liternture, which are too long to present to you here,
but which 1 have referred to in the written testimony. They are not
written in there but simply are quotations from well-known people,
pointing out, these two important facts in chemistry.

(1) 'l‘?lml. it takes much more than 3 years-—the average is probably
around 7 yonrs—to bring a new product to fruition,

The well-known writer, Mr. William S. Haynes, says in his book
on chemiceals called The Chemical Front, that-—

The development of a new product rarely takes less than 5 years, and often as long
as 16 years,

Senator Bynn, T am sorey to interrupt you, but you have exceeded
your 10 minutes,

Mr. Busris, May T show you this? I did not realize that time
had gone so fast. It is o graph showing the experience of our company
during the base period, which is the measure.

Theso first four columns represent the 4 years of the base period.

The top line is the earnings which our company enjoyed from the
salo of its older and well-established Products. During that time we
brought out ono new product, namely, acrosol insecticides.
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As is not unusual, during its early yoars, that Broduct showed a loss,
and reduced our income which we can use as a base in measuring our

pnglpor procedure down to here.

his column is the average of the throo bost years, ag provided in
the lnw. Tho avorago loss there reduced our income that wo really
made from our regular products by this amount, and the net result is
that wo are currently paying $52,000 a year in additional taxes

because of that loss during the base period.
I find it very hard to beliove that the Governmont thinks it is

right to place a tax on losses.

Senator Byrp. Thank you very much, Mr. Eustis.

Mr. Eusris. In closing may I say to {o'u gontlomen that I am a
groat admirer of your committee. Frankly, gou gentlemen are my
i)rinclpal hope for the futuro of this country. I am an old-timer, and

do not like too much the way things are J;omg. I know you will
givo consideration to these abnormalities an hardshi‘:s that I point
out. I do thank you for giving me the chanco to si)ea to you.

Senator Byrp. Thank you, Mr. Eustis. We will give your state-

ment full consideration. ) .
(The prepared statoment of Frederic Eustis follows:)

STATEMENT OF Freperic A, Eustis

My name is Frederic A, Liuatis., [ am treasurer of the Virginia Smelting Co.
This company {8 a modest-sizod manufacturor of chemical specialtics. Its head-
quarters are at West Norfolk, Va,, and it has arproximntcl,\' 350 employecs,

This company has grown slowly but steadily for 35 years. Its compotitors
arc mostly much larger than it is. I am deeply concerned over the impact of
mounting tax rates on its future history. 1 am also concerned over the disorimi-
natory way in which these high ratos operate because of the faflure to provide
individualized standards of normality under the excess-profita tax.

My company has to grow to be able to continue to compete successfully with
its blgger compotitors. It has always used a large &mrt of its earnings to kecp
its plant up to date, to inorease its Productlon, and to produce new produots.
When it has to give up 62 percent of its carnings for Federal taxes alone—and
there are State and local taxes also~—it is seriously threatened in its ability to
continue to grow and prosper,

Iknow that my company is not alone in this predicament. Four of my business
acquaintances who operate modest-sized chemical msmlfaoturlnﬁ companies toll
me that they are in a similar position and they have each individually asked me
to express to your committeo their serious concern over the tax burden bheing put
upon them by the Federal Government. These companies are: R. J. King Co.,
Ino., Norwalk; Conn.; Lotte Chomical & Dye Co., Paterson, N. J.; Magnus
Chemical Co., Garwood, N, J.; Purocaine, Inc., Hockessin, Del,

We are a small group in the Nation, but I submit to you in the most earnest
way possible that the welfare of this country depends very largely on the vast
number of smaller concerns who are growing up. .

If by taxation and other burdens the Government handicaps much more the
small growing companics, more and more of our manufacturing and dlstributing
activities will be handed over to the few very large corporations, Too muc
concentration of power and wealth in the hands of a few very large companies
does not augur well for the future of our country.

I realize fully the diffioult position in which our country finds itself. I realize
the serious threat of communism and I want to do my full share to help our
Nation in this emergency. I realize that our country has to raise each year a
very la‘li-go amount of money to enable our Government to build up the defenses
we need.

My appeal to you is that you do not push the tax burden on income to the
point where the small growing companies will stop growing.

1 urge you, as Senators, to eurb nondefense expenditures as much as possible
and to distribute the tax burden needed to raise the funds absolutely required
in such a manner as will glve the small growing companies a chance to keep on

growing.
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Thore arc other means of Inereasing the Federal Income besldes taxes on income
of corporations and fndividuals, Iixcise taxes aro less burdensome on small
growing companies. .

I admire your committee and the men on it.  You are, to me, one of the chief
gources of hope for the continued growth of our country, I know you will face
courageously this terribly serlous tax problem and take action that will safeguard
the continuanco of growth of our Nation'’s industry, even if that action be not too
popular. Qur Nation today needs men of foresight and courage.

‘ongress’ concern over the growth problem of small business is evdient from
the effort made in the Fixcess Profits ‘I'ax Act of 1950 to protect small business,
especially through devices intended to refleet growth in the determination of the
excess-profits eredit.  ‘I'wo things must not bo lost sight of, however,

Ono 18 that no set of relief provisions will ever be completely adequato, which
means that a lar{c numbor of taxpayers will be forced to look to the ceiling
provision to keep from being taxed out of business, The second is that the excess
profits credit has been set so low with reference to curront earnings standards that
even where there are no base Perlod abnormalities or where the present reliof
provisions are adequate for their correction, the maximum rates are llkolly to be
pretty generally cffective, leaving out of account, of course, the $25,000 minimum
exeess Iproms credit. ‘Though not completely, it is in Jarge part, true, therefore
that, disguised as an excess-profits tax, what we have really had is & 16-percentage-
i)olnt rise In the corporate income tax for progressive companies, Under the

fouse bill, with the further drop it proposes in the average earnings credit, this
sitnation would become even more pronounced.

The maximum wartime corporate rate, aftor postwar credit, was botween 72 and
73 porcent. But this rate did not operate unil the taxpayer’s income was from
335 to 5 times its credit, depending on the year, whereas now the ceiling rate cuts
in at twice the taxpayer's credit, Morcover, the point of departure in World War
II was the 40 percent normal and surtax rate, whereas now it is a 47 percent normal
and surtax rate, proposed to be raised to 62 percent by the House bill, The not
result is a higher over-all effective rate in most instances than prevailed in World
War 11, Regardiess of what is done with the normal and surtax rates, to raise the
celling undor these circumstances is to push corporate tax rates boyond what busi-
ness, particularly small business, cught to have to bear. In fact, even the 62 per-
cent current rato is obviously too high when, as shown above, it is so universally
applicable as to become {n effact the regular corporate rate, .

nly if we realize that for live companies the regular corporate rate is really naw
62 percent and that the House bill proposes to raise it to 70 percent, and stop
deluding ourselves with talk of 47 and 52 ‘percent rates, supplemented by some
sort of excess profits tax, will we fully appreciate what a torrific burden the
corporate tax load is,

he virtual conversion of the ceiling rate into the ordinary rate is largely the-
result. of an inndequate excess profits oredit structure, The most glaring defect
is the uso of only 85 percent gwith a reduction to 76 percent proposed in the
House bill) of average base period net income as the point beyond which profits
are regarded as excessive. But of almost equal importance to m{ comBanv is the
faflure to make adequate provision for base period abnormalitics. During the
base period Virginie Smelting Co.’s earninge were reduced by about one-third as
a result of developmental losses incident to the introduction of a new product.
Because of the rigid requirements of section 443—which are unrealistic when
applied to the chemical industry—new product relief is unavailable. Therefore,
and since the product in question is now an income-producer, not only is every
penny made on that product treated as excess profits, but 86 percent of the base
period loss is also currently treated as excess profits every yesr the excess-profits
tax is in offcot, Tho latter factor increases our tax by $52,000 per year (see
attached graph). The situation in which we find ourselves and suggested solu-~
tions are discussed in a memorandum, attached, prepared by our counsel.

As will be seen, section.443 falls to take cognizance of two facts important in
the chemical manufacturing industry. In the first Flace, based on the assumption
that a normal earnings level for a new product will be attained within 3 years of
introduetion, it excludes new products introdiced more than 3 years prior to the
close of the base period. I am sending to Mr, Stam and to Mr. Kriby three sheets,
each quoting well-known books or periodicals giving the opinions of different
authors on the time required to bring a new chemieal product to orofitablo manu-
facture, These show that the Wneral experlence is about 7 years, The well-
known writer on chemicals, Mr, Williams Haynes, says in his book the Chemical
Front: “The development of a new product mre'ly takes less than 5 years and

often as long as 15 years”.

.



e e

1534

REVENUE ACT OF 1081

£
mmm EEES
. i [}
== . 2
\8
4 B
¢ 1 ¢ ¢

SUVTI00 40 SANVSAOHL



REVENUE ACT OF 1951 15358

Secomly, soetion 443 is unrealistic from the standpoint of the chemical industry
in ruqulrlnr that more than 40 porcent of the taxpayet’s gross income or 33 pereent
of ity not income must bho attributablo to the now produet within 3 yesrs of its
introduction. Chemical manufacturers generaly cach produce a large number of
produets,  The number of now products produced per year by each company is
relativoly small, tho averago for 101 leading chemieal manufacturers being 2354 per-
cent of the number of old products, 1 am sonding to Mr. Stanvand to Mr. Kirby
a sheet giving data from whieh thesn averago figures are derived.  This beinyg the
situation, it is almost impossiblo for a chemieo!l company to meet the require-
monts of scotion 443, sinco virtually nover will one new product or grou now
products introduced within the span of 3 veora produce the proportional change
required by the rection. 1 scriously doubt whether Congress intended to rule
out an entire industry, particularly one as dynamie as the chemical industry.

Lxcrss-Prorirs Tax ReEmer—New Proouer Losses 1y Base Prrion
1. GENERAL

This memorandum is writton on behalf of the Virginia Smelting Co., West
Norfolk, Va., and deals with an important new product type of case which is not
covered by scetion 443 or any other relief provision of the new Excess Profits Tax
Act. Brioﬂfr stated, this type of case is one where the new product has produced
substantial losses throughout the base period, thereby materially distoriing the
taxpayer's base-period experionce, but where it does not quslify the taxpayer for
the affirmative type of relief provided by scotion 443, eithor beeause the 3-year test
period is too short, or heeause the taxpayer manufacturers too many other prod-
ucts for one new one to produce tho required relative effect on earnings, or for othor
reasons,  Under the law as it stands, the taxpayer is at a double disadvantage:
Not only is it denied the right to have its oxcess-profits credit reflect a normal
carnings lovel ! for the new produet, but its excess-profits credit will actually be

reduced beeause of the base-perfod losses of the product,
Il THE TAXPAYER'S FACTS

Following the close of the war and as part of a program of expansion, Virginia
Smelting cmbarked upon the introduction of a new product, acrosol insecticides
for industrial use. 'The venture was a large ane.  Almost $§00,000 was invested
in the construction of a plant, placed in operation in 1047, for the manufacture of
this now product. Large amounts of working capital were also dedicated to the
new venture. Raw materials and containers were assembled and a new organi-
zation to market the product was created, There can he no question of the sub-
stantiality of the change in the taxpsyer's normal operations represented by its
entrance into the acrosol field,

The aerosol oporation was “‘in the red” throughout the entire baseperiod, Tho
relutive size of the losses from this source and thelr depressing effect upon income

from other sources are shown by the following schedule:

Neot income Net income
Year before Aeroso! loss | after acroso)
acrosol loss loss
$260, 200 $31, 800 $228, 400
579,900 235,800 340, 100
534, 000 216,200 317, 800
300 159, 400 48, 900

Theso calculations have beon conservatively made, in that allocation of
indirect expenses is mado on a porcentage-of-sale basis, whereas a much higher
allocation based on time would have been wholly justified.

Low profitability, and even losses, during the initial period of introduction
wore not unoxpected. Such exporience js usual, But losses of the magnitudo
actually suffered were not anticipated. Because of faulty nozzle design, much of
the application equipment had to bo discarded, Taxpayers’ principal customer
did not purchase the quantities oxpected. Neow outlets had therofore to be
developed. The overcoming of these dovelopment difficulties was slow, laborious,

1 Though this is sec, 722 language, wo assumo the industry-ratio approach did not intend to alter the con-
cepts, but merely the mechanics, of rellef.
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and coatl’y. By the ond of the base period, howover, the battle had beon largoly
won and 1t was plain that tho aerosol operation was about to go from red to black.
But this “getting ovor the hump” will be largoly illusory if, by leaving tho baso

riod unadjusted, the Excess Profits Tax Aot in offcet lovies a 30-porcent tax on

he acrosol losses in parpetuity.
. tII. HOW TO PROVIDE RELIEF

Thoro i3 unquestionably a gap in the statute. Two mothods aro availablo to
fill this gap. One is to amend scotion 443 so as to climinate its restriction of
cligible changes to those taking place in the last 36 months of the base period and
to Inolude costs and expensos as an altornato subﬂtantialltsr teat. ‘Tho other is to
forogo the plus type of rolief afforded by section 443 and to provido meroly for
tho climination of base period losses, if any, in new produot cases which do not
measure up to the standards of scotion 443 as prosentlr drawn. By coinoldonce,
either form of relief would produce about the same eredit in taxpayer's case, which
indicates that taxpayer is above the industry averago rato of return in its estab-
lished business, The probability that, given time, the company would attain
oqual profitability on its new venture thus becomes a virtual cortainty.

A. Amendment of section 448

Two things are wrong with tho present section 443, The first is the 3-year
limitation on eligible changes, which appears to be an outgrowth of tho old 2-year
push-back provision. It is well known, howover, that as much as 10 years are
often required in the chemical ficld to bring a new product ur to the earnin
lovel of older and more established ones. The need for a precise out-off date {s
not 8o great when the reconstruction is not individualized, as it was under section
722, but generalized, as it is undor the hldustrgv approach of scetion 443, 1t is
necessary only to be certain that enough time has not elapsed for fully realizing
the potentialitics of the change, Three yoars is too short a perlod to serve as a
rulo of thumb for this purpose. Five or six years would be much better geared
to the realities of industrial life. This defect could be cured by amending section
443 (a) (1) to read as follows:

‘(1) During so much of its five immediately grocedlng taxable years as falls
within the sixty-month period ending on the last day of its base }Il)oriod, there was
ai sl:xbs’t’antlal change in the products or services furnished by the taxpayer, and
either,

The second thing wrong with section 443 is that its substantiality tests are
entiroly in terms of income. At first blush it may appear that, if the relief pro-
vided by section 443 represents an addition to incomo on account of new products,
a substantiality test in terms of income is appropriate, But, on further refleotion,
the logical necessity of such an approach is less apparent, A fundamental change
in the new relief provisions over scotion 722 is the basic assumption that the use
of industry rates of return will produce the required normal earnings level. Under
such a philosophy, we think that materiality might as appropriately be tested by
large relative losses as by large relative additions to income. Nelther the new
corporation nor the increased capacity-relief provisions rec]ulre taxpayer-specific
rroof of profitabllity, Moreover, in the increased capacity section, where, as
n new iproducl; cases, proof of substantiality is required, the magnliude of the
change is expressed in terms of percentage of capacity increase or capital expendi-
ture, not gross or net income. The corresponding approach for section 443

urposes would be to test materiality by the ratio of new-product losses to net
ncome; in other words, if new-product losses have reduced the net income from
other sources substantially, the section would be deemed to apply. This could
be accomplished by adding as an alternative test to the tests now speoified in
section 443 (a) (2) and (3) one expressed as follows:

‘(4) Its average monthly excess profits net income for tho hase poriod (deter-
mined under subsection (e{ and without reference to the gross receipts, cost of
goods sold, and deductions attributable to the new products or services) is at least
126 per centum of the taxpayer's average monthly excess profits net income for
the base period (determined under subsection (o) after taking such gross receipts,
cost of goods sold, and deduotions into account),”,

B, Amendment of section 438 (b) (9) and (10)

An alternative to the section 443 approach is, as already indicated, the abnor-
mal deduction approach, This could take the form of amending section 433 (b)
(9) and (10) to make certain that new product losses are regarded as a single
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deduction and that adjustment is not prohibited by the change in the character
of tho business test. To accomplish this it js necessary only to add after para-
gmph (0) (C) a new subparagraph (D), reading as follows:

“(D) A not loss attributablo to new products or services introduced by the
w)(zrnyor in the sixty-month Poriod onding on the last day of its base period.”,
and insert at the beginning of paragraph 510) (C) the following:

“Except for deductions described in paragraph (9) (D),”.

C. Ruvorr PETERSON,
Counsel for Virginia Smelting Co.

Juny 24, 1051,

Senator Byrp. The next witness is Mr. C. H. Baldwin.

Mr. Evsris. May I show this? It is reproduced in a smaller way,
but it stands out better that way.

‘Senator Byrp, Mr. Baldwin, will you identify yourself to the stenog-
rapher, pleaso, sir?

STATEMENT OF O. H. BALDWIN, LANSING, MICH,

Mr. Bartpwin, Mr. Chairman, and gentlemen of the committee.
my namo is C. H. Baldwin of Lansing, Mich,

I would like to speak to you not to exceed 3 minutes on the family
partnership,

Senator Byrp. All right,-sir.

Mr. Barpwin. I would like to speak in the second person, please.
There aro just a few of us here.

Assuming that you men were the heads of families and you had a
boy reaching his majority, and also had two daughters, and your son
wanted to go into business with you, you would feel flattered. I did.

We made the arrangement, went to our attorneys, and they looked
over the situation—this was in 1941—and suf,'gested that we form a
family gartnorship, which was absolutely legal, and not running afoul
of any State laws or Federal laws at that time.

We operated as such, went on for several years, made approximatel
$2 million, and the Federal Government has taken every cent that
have and has levied a deficit of $244,510 against mo.

T have not a cent in the world. If we would have made $5 million,
we would have had a deficit of $600,000 against us. We cannot
understand it.

I do not think it is the intont of this committee to allow that sort of
thing to go on. I have nothing more to say. I think every oné of
you has a copy of this in your files, ,

Senator Byrp, Thank you, Mr. Baldwin.

Mr. Stam, will {0\1 make a note to prepare a memo on this case?

Mr. Batpwin. I have an extra copy, after which I am all through.

Senator Byrp. Does Mr. Stam have your figures?

Mr. BapwiN. We have a 90-day notice now that Mr. Stam does
not have. Ihave to have that. ' .

Senator Byrp. I think that would be worth while to get a special
memorandum of from Mr. Stam.

Mr. BaLpwin. You have a copy of this, Mr. Stam,

Senator Byrp. We will certainly go into it very fully, Mr. Baldwin,

Mr. Barpwin. I thank you a lot,

Senator Byrp. The next witness is Mr. Frank S. Boice.
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STATEMENT OF FRANK 8. BOIOE, CHAIRMAN, NATIONAL
LIVESTOCK TAX COMMITTEE, SONOITA, ARIZ

Mr, Borce. Mr. Chairman, I anticipato that there will bo legal
questions asked, and I would like to have our attorney sit here with
me. He is Mr. Stephen Hart.

Senator Byrp. Will you identify yourself, please.

Senator MirLikiN. Mr. Hart is a very fine lawyer and citizen of
Colorado, and I commend him to the attention of this committee.

Mr. Boice. My name is Frank S. Boice, and I am a cattleman from
Sonoita, Ariz,.—

Senator Byrp. You have been assigned 10 minutes.

Mr. Boice. And make this statement as chairman of the National
Live Stock Tax Committee, representing the American National
Cattlemen’s Association, the National Wool Growers Association, the
three National Beof Breed Associations, namely, Hereford, Aberdeen
Angus, and Shorthorn and some 33 State caitlo and wool growers
associations covering the bulk of the westorn and southern cattle and
sheep producing States.

Wo are intensely interested in section 306 of H. R. 4473 concerning
sales of livestock held for draft, breeding, or dairy purposes. This

uestion has deteriorated into a fight between the Bureau of Internal

evenue on the one hand and Congress, the courts, and the taxpayers
on thoe other.

Wo, as taxpayers, are asking for nothing more than the courts and
all expressions of Congress to date have said we should have. The
Burcau persists in refusing to recognize the requests of Congress and
the decisions of the courts.

Section 117 (j) of the present code applies to ““property used in the
trade or business.” Treasury rulings issued in 1944 and 1945 (I. T.
3666 and 1. T. 3712) rightly held that such term includes livestock held
for draft, breeding, or dairy purposes but attempted to exclude from
such term normal sales of old animals sometimes referred to as “culls.”
Such limitation was held invalid by the Eighth Circuit Court of Ap-
peals in the Albright case (173 F. (2d) 399), and numerous Tax Court
and district court decisions. (2) Emerson (12 T. C. 875), Oberg (1949
Memo T. C.), Fawn Lake Ranch (12 T. C. 1139), Fritz (1950 Memo
T, C.), Flato (14 T, C. 1250), Mitchell (U. S. District Court Northern
District California), Retz (U. S. District Court Northern District
Iolwa) , Millef (U. S. District Northern District Nebraska), and many
others.

The conference committee on the Revenue Act of 1950 requested
the Bureau to follow the Albright decision, but the Treasury refused to
do so, and continued its litigation with uniform lack of success.
Finally, after the Fifth Circuit Court of Appeals in the Bennett case
(186 K. (2d) 407) reached the same conclusion as the eighth circuit
in the Albright case and after the introduction of bills in the House
to force acquicscence, the Bureau in April 19561 announced that it
would recognize capital gains on these “culls.” Shifting its ground
however, simultancously it announced its decision to deny cg_pital
gains on younger animals, those ‘not used for substantialy their full
period of usefullness.” Such policy has been implemented by a new
ruling, mimeograph 6660 released subsequently to the passage of the

House bill,
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I would liko to add that our reports from the field, that is, reports
from taxpayers, indicato that the rovenue agents are interpreting
this mimeograph to mean that only animals that have completely
outlived their usefulness will be allowed to qualify for capital gains

treatment.  Wo havo that report.
Senator MirLikiN. That presents a complete reversal on the part

of the Bureau.

Mr. Boick. That is rather complete.

Senator MiLLikiN, When they adhere to what thoy should have
adhered to from the beginning, to wit, the court decisions, then they
put in the hook by reversing themselves on the younger animals.

Mr. Boice. That is right.

Senator MiLLIKIN, Is that right?
Mr. Borck., And apparently the revenue agents are interpreting it

to mean that only animals that have completely outlived their use-
fulness will be qualified for capital sales treatment.

Such denial of capital gains on prime and young animals used for
draft, breeding or dairy Il)urposes is contrary to carlier rulings of the
Burcau and at least eight Tax Court, district court and court of
appeals decisions and it discriminates against livestock, for no such
principle applies with respect to other types of business property.

It has compounded the confusion. Hundreds of thousands of
farmers are in a turmoil over disputed returns and claims for refund
and in ignorance as to what to do. If such Bureau policy is permitted
to stand, the litigation and conflict will continue, perhaps for years.

The larger operators can take care of themselves. They will hire
adequate counsel and fight this thing. It is the smaller operator,
the ones who cannot afford to hire competent counsel, who will suffer
under such a condition of affairs.

We favored the addition of section 306 to the House bill. In view
of the unreasonable limitations, however, contained in the subsequent
ruling we feel that the languafo of the House bill should be elaborated
by the Senate so as specifically to negative these invalid limitations
and to anticipate other threatened retaliatory interpretations—so as
to say to the Treasury, ‘“This means you.”

Senator MILLikiN. Have they threatened retaliatory measures or
is that something which you fear?

Mr. Boice. Yes. It was in their press release issued by them
about a month or 6 weeks ago.

Senator MiLLIkIN. What was the guts of that?

Mr. Borce. They wero going to reconsider the rulings related to
this problem. We understand they have in mind those governing
inventories and cash-basis method of accounting for livestock peoplo,
and that is the threat,

We feol that the bill should be amended to specify that it applies
to livestock used for draft, breeding or dairy purposes, whether old
or young, and that the holding period starts with the date of acquisi-
tion, not the date the animal is put to use.

Wo feel that it should state that it is retroactive except in the
extonsion of the holding period from 6 to 12 months, We would like
the committee roport to refor to these decisions and to spell out the
fact that the amendment confirms present accounting methods for
computing gain. We are not asking that animals held primarily for

86141—51—pt. 3——8
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salo bo treated as capital assets, but we aro asking that the Treasury
fairly and sincerely allow ca ital gain on theso held for draft, breoding
or dairy purposes. In order to reinforco this distinction, we are
willing to accopt the increaso in the holding period to 12 months, If
so amended wo feel that the bill would merely be stating more clearly
what tho House bill already intends.

“xl&ccordingly, wo request that the bill bo amonded to read as
ollcws:

Sec. 300, SALES OF LIVERTOCK.
Section 117 Q) (1) Is hereby amended by adding at the end thereof the following

new sentence: '‘Such term also includes livestock, regardless of rge, held by the
taxpayer for draft, breeding, or dairy Jpurposes, and held by him for 12 months
or more from the date of acquisition, he amendment made by this section
shall boe apnlicable with respeot to taxablo vears bc‘aiglnning after December 31,
1941, except that the extension of the holding period from six to twelve months
shall be applicable to taxable years heginning after December 31, 1050.

Wo would also like permission to consult with your technical
advisors with respect to the language in the report. )

We appreciato vory much, Mr. Chairman, the opportunity to
appear beforo you, and will be happy to answer any quostions which
oceur.

Thank you.

Senator Byrp. Thank you very much. .

Sonator MiLLikIN. Mr. Chairman, they do not need any permission
to talk to the staff, but I hopo they do talk to tho staff, and I hope
that the staff will be propared to talk with us about it when we come
to the executive session. i

Senator Byrp, Thank you very much, sir.

Mr. Boice. Thank you. . .

Senator Byrp. The next witness is Mr, T. P, Tonne, of Chicago.

Mr. Tonne, will you please be seated.

STATEMENT OF T. P. TONNE, ASSISTANT TREASURER, NATIONAL
CITY LINES, INC.

Mr. TonNE. My name is Theodore P. Tonne. I am assistant
treasurer of National Citg7 Lines, Inc., Chicago, Ill.

Senator Byrp. Proceed.

Mr. Tonne. I was not aware when I became concerned about the
provisions of section 123 that there were so many other people inter-
gsteg in it. Therefore, what I am going to read to you may be re-

undant, '

Section 123 of H. R. 4473 would amend the Intsrnal Revenue Code
to provide a “limitation on surtax exemption in the case of related
corporations,”

If enacted into the code this amendment would inflict an unfair tax
burden on a related group of corporations such as National City Lines,
Inc., and subsidiaries, which I represent. It would be applied where
tax avoidance has not been attempted; where tax avoidance by split-
ups would be impossible.

Section 123 denies the use of all but one of the $25,000 surtax
exemptions which would otherwise be allowable to a group of affili-
ated corporations. Ownership of 95 percent of the stock of one or
more of a group of corporations, by a member of that group, auto-
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matically brings section 123 into effect. No exceptions are provided
for cases where inequity would result.

Through the holding of the entire outstanding capital stock of each
of 43 operating companies, National City Lines, Inc. owns the local
bus-transportation systems in 43 cities in 14 States of the United
States. The communities served range in population from about
43,000 to 343,000. This arrangement has been in effect for over 16
icm‘s and was dictated by legal and practical requiréments of the

usiness without reference to any tax-avoidance scheme. Some
States require a company operating a local transit system to he a
domestic corporation of that State. Each of the companies in the
normal course of operations must make frequent appearances before
State or local governmental bodies in connection with service and
rates of fare, ‘

In connection with these appearances a great deal of financial and
other information must be submitted pertaining to the individual
operating companies, If several units were each operated as a divi-
sion of one company, the latter would not only have to submit figures
for each of its operatfons when any ono operation was appearing bofore
a governmental body but it would also have to prove the propriety
of the allocation of every item of income and expense as between the
operating divisions.

The cost of this additional work would often be prohibitive. Each
operating company now has its own union contract. If the companies
were combined, varying local conditions such as prevailing wage rates,
working conditions, cost of living, and so forth, would place serious
obstacles in the way of satisfactory negotiation of future union con-
tracts. Everything considered, National City Lines, Inc., can only
function through the use of a separate corporation for each city in
which it operates. )

Each operating comRnny is rogulated by a State or local govern-
mental body which, t: rouﬁh dotermining the rates of fares to be
charged, fixes the income which the company may earn. Such earn- -
ings are after all charges including Federal income taxes. As the
regulatory authorities treat each operation as an independent unit,
the effect of section 123 would certainly be ignored by them in any
future computation, since it would only apply when they are affiliated
comganies.

The end result would be that the increase in surtax would result in
reducing the amount of allowable profit, which allowable profit is,
in other respects, after Federal income tax. ‘

The ownership of numerous small- and medium-sized operations in
one holding company is very desirable, as it allows a centralization of
such functions as supervision, management, purchasing, public and
emplorm relations, safety, accounting and finance. This results in a
much higher degree of efficiency and economy than could be obtained
or afforded if each company were independently owned and ogerated.
f\ifV{adjust could not give the service that we can, having & much larger

eld.
I wish to point out that the savings resulting from such common
owneﬁshlp are passed on to the riding public in the communities
sorved. :

And from the viewpoint of National City Lines, Inc., the State or
local regulatory bodies are required by law to fix the earnings of the
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oporating companies at a-lovel which will attract and hold capital in the
public transit business.

Asscction 123 would be ignored by regulatory bodies, it would reduco
the annual profits of each company about $5,000, holow tho point where
investmont is attractive to capital. It would not Prcvent. tax
avoidunee beeaitse no tax avoidance has been attempted. Tt would
simply placo a penalty on an arrangement which, by grouping, gives
tho advantages of sizo to many small transportation companies.
By redumn;i the combined enmm(.is by approximately $225,000, a
year below the fair return lovel, section 123 would tend to destroy tho
pmqr«ms of the past and far future improvement.

Thoe possible effectiveness of section 123 as a bar to tax avoidance
appears doubtful. It scems to me that if a split-up for tax purposes
were planned a tax expert would not have much trouble in dovising
a schemo outsido the terms of section 123, The introduction of a 6
{wrcvnt minority interest might work. There must be other possi-
ilities. I am no expert but it scems to me the section would be most
cffective against the innocent.

I havoe tried to show that section 123 would impose a severe penalty
on our business which is organized in a manner that has been good
for the Pooplo that own the business and g,.zood for the peoplo they
serve.  From the standpoint of our riders, they should not be denied
the benefits arising from tho grouping of several small operations into
an cconomical unit. From the standpoint of National City Lines, it
should not bo subjected to a substantial tax which would be treated
by State commissions in a way different from other taxes merely
because National City Lines, Inc., operates in 43 small cities instoad
of in one big city.

If tho scction is needed to plug a loophole, its application should
be designed for and limited to instances where corporations are
grouped without business purpose other than tax avoidance, or clse
exception should be provided for related corporations whore the
operating companies are subject to public regulation,

I wish to thank you for granting me this opportunity to appecar
before you gentlemen.

Scnator Byro. Thank you, Mr. Tonne.

Mr. Tonne. Thank you, sir. .
Senator Byrp. The next witness is Mr. J. Stanley Halperin,

STATEMENT OF J. STANLEY HALPERIN, WOMEN’'S APPAREL
CHAINS ASSOCIATION, INC.

Mr. HaLperiN, Senator Byrd, copics of my statement have been
filed with the clerk of the committce, and I would like to have the
formal statement inserted in the record.

Senator Byrp. Yes.

Identify yourself, please, sir. . )
Mr. Hareerin, My name is J. Stanley Halperin, an attorney, of

46 Cedar Street, New York (56), N. Y. )
I appear on behalf of the Women’s Apparel Chains Association, Inc.,

of New York City. .
T wish to point out that the time of Samuel D. May and Mr. Julius

Altman have been consolidated with my own time, and I am including
their statements in mine,
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Senator Byurn, That does not make it possible for you to take more

than 10 minutes, does it? )
Mr. Haresmin, No, it does not. T will do my best to keep it

within the limitation.

The members of our association are engaged in the sale at retail of
popular-priced women’s 112 mrel through over 1,100 stores located
throughout the country. Kach of the members is the operator of a
number of retail stores and outlets, many of which are operated as
separate corporations.

In many cases such subsidiary corporations are owned 100 percont
hy tho parent corporation. In other cases, however, the stock owner-
ship percentago is less than 95 percent.,

In the great majority of cases, the net profit of each store, hefore
taxes, is substantially below $25,000.

Qur position respecting seetion 123 of H, R. 4473, as to which 1
appear in opposition, is respectfully set forth hereinafter.

'ho first point 1 would like to make is that a distinetion should be
made between multiple corporation structures which are bona fido,
and thoso which are artificial.

As presently worded, the provisions of the bill, as passed by the
House, make no distinction whatsoever hetween a multiple corporation
structure which is hona fide and which is not a tax-avoidance scheme,
and ono which is tho result of the artificinl splitting-up of the enter-
prise.

: 1t applies equally to the new multiple corporation structure, and
the one which has been in existence for 20 years and upward.

It is difficult to reconcile this Houso )royosal. which confessedly was
adopted on the recommendation of ulw Treasury Department, with
the two basic fundamentals of ')olicy which have always been followed
in tax legislation, and especially by this committee, namely, firstly,
the bona fide conduct of business in the ordinary way shall not be
impeded; and sccondly, retroactivity, especially where the practice
has been known to and approved by the Treasury Department, is
to be avoided and the corrective provision shall be made prospective
on}y, in-its operation.

will not take the time of this committee to discuss the many
business reasons which justify the method of operation known as the
multirlo corporation structure. That has been discussed many times
by other witnesses. .

I also would like to point out that the Treasury Department over
the ycars has admittctr that the multiple corporation structure rep-
resents the bona fide conduct of business in the ordinary way. In
this respect, Senators, we have had a number of our members who
have gone through reorganizations having, as the end result, a multiple
corporation structure \5xorcby there is a parent corporation with cach
store owned and operated by a separate subsidiary corporation.

In order to arrive at that particular corporate structure, they have
had to go through a tax-free reorganization under the provisions of
the Internal Revenue Code. To be rules as a tax-free reorganization,
it has to necessarily be found that the main purpose was not tax
avoidance, but rather that there was a good underlying business pur-
pose for the reorganization.

Without exception, in every single case in which, in our association,
our members have gone through this type of reorganization, it has
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roceived the approval of the Troasury Department. As a mattor of
fact, in a fow casos, ovon before any stops wore undortaken to sot up
a multiplo corporation structure to do this kind of business, the
Tronsury Dopartment has issued a closing agreomont bofore any stops
wore taken. In each and every case, in order to obtain such a closing
agroomont—and I do not moean just a ruling, I mean a closing agree-
meont, which means going throiggh the 30 or some-odd hands that it
must go through in order to sccure approval—it was necessary to
establish what our business purposes were, and the very fact that
wo received that approval clearly indicates that the Troasury admits
that this is the bona fide conduct of the business in the ordinary way.

Now if we take that as the fact, then it soems to me that tho purpose
of this proposnl is something moro than merely to stop the artificial
splitting up of companies. In these Km'ticulnr situations, the Treasury

opartmont, even before we took tho step, stated that it was proper
and issued a closing agreement to the effoct that the proposed reorgan-
ization was tax-free. Under these circumstancos, this particular pro-
vision would scem to be designed to do somothing more than merely
go after the artificial split-up, because in our cases wo have obtained
the blessing and approval that ours wero a bona fide reorganization,

That being the case, then it would scem that this provision is more
designed to regulato business than to raiso revonuo. If we take that
as the assumption, that that is what this provision is designed to do,
then it would be contrary to the policy which has always guided this
committee, That the policy has beon to use the revenue laws only
for the purpose of raising revenue and not for the purpose of reforming
and changing the procedures and practices of business,

Moreover, the House provision, if its design is to treat a multiple
corporation structure as a single taxpayer, does not do so. In fact
it makes the effective tax rate even higher than if a consolidated
return wero to be filed.

f the Treasury does concede, as we believe it must, that the
multiple corporation structure is a proper method of conducting busi-
ness in the ordinary way, then it is unfair to base the House provision
on the fact that in certain cases thoro may have been an artificial
split-up, and then make the House provisions applicable to all tax-

ayers, honest and dishonest. If that is the true purpose, then the
reasury could have requested a provision making mandatory the
filing of consolidated returns, which it never did.

I would also like to point out to the committee that I do not believe
that the Ways and Means Committee ever intended that this provi-
sion should apply to anything other than an artificial split-up.

Whichever way you examine the House provision, you must reach
that particular conclusion. A reading and a rereading of the Ways
and Means Committee report discloses that the intention, at least of
the Ways and Means Committee, is to make the provision applicable
only to the artificial split-up.

The summary which is set forth in table 12 of page 62 of the report
describes section 123 as—

Closing of loopholes concerned with * * * (b) Corporate split-ups to obtain
multiple exemptions and credits. :

Your attention is directed to the descriptive language “to obtain”
which clearly evidences an intention to make section 123 applicable
only to the artificial set-up or split-up.
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Furthermore, I would like to point out that there is no justification
for making the House provision applicable to existing bona fide
multiple corporation structures, The Treasury has been aware of
this method of oporation for many years.

. It was at the Troasury’s request that section 129 of the Internal

Revenue Code, which is and was designed to deny to thq artificial
split-up any tax advantage which might accrue, was enacted in the

ovenuo Act of 1943,

At that timo, too, the House proposal was so broad in its language
as to include thoso bona fide taxpayers who wore not intended to be
included within its scope.

This committeo, the Senate Finance Committeo, delimited the
language so as to effectuate the true purpose, namely, to deny the
beneficinl provisions of the tax laws to the artificer, the tax dodger.

Moreover, the original House provision in the 1943 bill made section
129 rotroactive to all yoars boginning after Decomber 31, 1939, The
Senate rofused to give it retronctive effect, making it applicable only
to years beginning after December 31, 1943, In so doing (which
amendment was npi:‘ood to by the House), the Senate compelled both
the taxpayer and the Government to rely upon the then existing laws
for past yenrs, !

This would be the fair thing to do with the present section 123. If
a split-up was a tax-avoidance scheme, the existing sections 45 and
120 aro sufliciently stron{g to upsot it.

It is impossible to explain why, in 1951, it is justifiable to deny the
status of separate entities to multiple corporation structures which, for
example, have had such a structure since they came out of insolvency
proceedings in 1932, whereas, in 1943, when we were at war, it was not
considerec justiﬁubio to do so to the very snme multiple corporation
structuro,

Even the House, in proposing section 129 of the 1943 act, made it
applicable only to transactions, split-ups, occurring on and after Octo-
ber 8, 1940, yet this new provision in the 1951 bill could and
would apply to transactions which occurred long before that time,

Thus, we have a situation where the Treasury Eas requested imple-
mentation of section 129, implementation sufficient to give it the
broad coverago it sought in 1943, and which the Senate then denied.

The Treasury desires such implementation to be retroactive, not
merely to the date specified in the existing section 129, namely,
October 8, 1940, but rather to the very beginning of time, and the
House provision has granted the Treasury’s requests.

Multiple corporation structures which antedated October 8, 1940,
whether or not spawned in tax-avoidance, were execmpted from the
oporation of section 120 as added by the 1943 act despite the recog-
nized tax advantage they would en;l?‘y by reason of such exemption.

“The new section 123, which would now apply to such taxpayers,
does not even give to them the same privileges wl‘:ich they would have
had under section 129, namely, the right to prove that the multiple
corporation structure was not adopted because of the tax-avoidance
motive. In truth, even if such right were granted, it would be dif-
ficult at this late date, if not impossible in many cases, to present
adequate proof because of the death of witnesses, destruction of

records, and so forth.
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It sooms more logical to assumo that the provision should have
contained somo cut-off date, prior to which timo multiple corporation
structures would bo valnerable only undor oxisting law as at that
timo, and after that date, valnerablo o the now provision as well,

We boliove, thevefore, that a distinetion could and should bo made
botweon g bona fide and artificinl split-up, and that a honn fide split-up,
rogardloss of whon consummatod, whother bofore or aftor the enaet-
mont of the Revenuoe Act of 1043, should vesult. in the snme tax troat-
mont a8 is prosontly accordoed to a split-up which may have occurred,
for oxamplo, in 1042,

1t is our position that existing law does give the Treasury adogunto
remodios and safoguards against a split-up which is nothing moro
than a tax-nvoidanco schome. If it is ultimately dotermined that
additional safoguards are nocossary, thoy should then bo enneted,

Howover, thoy should bo mado prospective in their application,
applying only to teansactions oceurrving aftor n dato upon which the
tax-paying public could bo said to have beon put on notico of the
intoended chango in the law,

In tho caso of soction 123, this date would be May 3, 1051, the flrst
timo that tho proposal was mentioned in the Congressional Record,

I do not lw‘iuvo that section 123 as passed by the House, should
remain in the bill, but rather, should be entirely oliminated.

I should liko-—— _

Sonator Byun., T am sorry to interrupt you, but your timoe has
oxpired,  We have two othor witnesses to hear bofore wo recess at
12 o’clock. ’

Mr. Havesnin, T was going to spend just about another 3 or 5
minutes, Senator Byrd, if I ¢an have your indulgenco, 1 will not
read all of it, I promise you.

Senator Byap. You can insert it in tho record.

(Discussion was continued off the record,)

Senator Byro. Your entive statement will go in the record.

Mr. Hareemin, Thank you, sir,

(The documont reforred to is as follows:)

STATEMENT Or J. STANLEY HALPERIN ON BEHALF oF WOMEN'S Arrarkn Clains
AssocIATION, INC.

Mr. Chairman aud gentlomen, I am J. Stanley Halperin, an attornoy, of 46
Cedar Street, Now York 86, N. Y. [ appear on hehalf of the Women's Apparel
Chains Association, Inc., 41 Fast Forty-second Street, Now York 17, N. Y,, in
opposition to secetion 123,

'he members of our association are engaged in the salo at rotall of popular-
g‘ricod women’s apparel through over 1,100 stores located throughout the country.

‘ach of the members is the operator of a number of retail stores and ontlots,
many of which are operated as separate corporations.

In many cases, such subsidary corporations are owned 100 percent by the

rent corporation. In other cases, howoever, the stock ownership percentago Is

ess than 95 percent. .
In the great majority of cases, the net profit of each store, beforo taxes, is sub-

stantially below $26,000.
Our position respecting section 123 is respectfully set forth in the following

paragraphs.
Point 1. A DistincrioN Suovrnp Be Mapk BerwrrNn Munririe CorPORATION
Strucrvres Waichh ArRe BoNa Fipe AND Tiost WHic ARE ARTIFICIAL

We do not, nor could anyone raise any objection to the general purposo of the
House provision—if such purpose is to provent the artificial splitting-up of
corporations solely for tax purposes, As worded, however, the provision is
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equally applicable to multiplo-corporation struetures which antednto the presant
exvess-profita tax provislons not by junt o fow years, it 20 yeprs or more and
whose method of operation constitutes the honw fide conduet of business in the
ordinary way,

The Howse provision miakes no distinetion hetween s mnltiplo-corporation
struoture whileh in hona fido and whioh In not. @ tax avoldanee soheme and the
one which s the result of an artitielal nplitting-wes of the entorprive, A multiple-
corporation strtieturo, no matter how long ago erented, no wntter how valid and
hona flde tho business ronxons underiying §ite ereation, no matter how many tinmes
oxamined nud approved by the Burenn of Internal Rovenne s nonw to ho ¢lnssi-
fied, undar the House proviston in the spme eategory as the artiflelnl, unbusiness-
Hko ontorprive, 16 418 not belfoved that. it was tho Intention of the Houre proposst
to lnhed such taxpayers ax “tax avolders,”

It I8 diftienlt to reconelle the Houso proposal, which confessedly was adopted
upon the recommuendation of the ‘Freasury Dopartmont, with the two hasle
fundamentaln of polley which have always been followed fn tax logikiation,

namoly---
A) the honn fide conduct @ business in the ordinary way shall not bo

(
impeded; and

zll) retronctivity, aspoclally where the practice has heen known to and
approved by the Treasury Dopartmont, s to bo avoided and the correetive
provision shall he made prospective only in ita operation,

(A) 'PHE RONA PIDE CONDUCT OF BURINESR IN THE ORDINARY WAY HHOULD NOT UK
IMBEDED

Bunineas reasons justify bona fide multiple-corporation structures

‘There Is no doubt. but. that the multiple-corporation structure is the uaual and
ordinary method of operation in the enso of retall organizations,  1f there weros
any doubt about. this point hofore the present hearings were held, the namber
of trado nsxocintions and others who have and will textify on this provision shonld
(Ilulwl any such doubt,

Thero are many sound bhusiness reasonn why the multiple-corporation stroeture
is the proper way of condueting a retall store organtzation.  Provious witnesses
have enumernted many of the business purposes which dietate this method of
operation and, necordingly, they are not here again detailed,

Treasury Department admils mulliple-corporation alructure represents bona  fide
conduct of busineas in ordinary way

However, T should like to point,out. that the Freasury Department itself has
recognized the business purposes anderlying the multiple-corporation structuro,
In fact, more than once In reeent years, it has given its blessing and approval to
a corporate reorganization having as {8 end-result the ownership and operation
of each retail unit in the organization by a Aeparate subsidiary corporation,

It we hear in mind that for a corporate reorganization to be treated as tax-free,
it must. be conelusively established that the underlying purposes of the reorganiza-
tion wero sound business purposes and not a tax-avoldance purpose—the ad-
mission by the Treasury Department that a multiple-corporation method of
condueting business is tax-free should be conclusive proof that it is not and was
not a tax-avoidance scheme,  Furthermore, it is conelugive proof that the mul-
tiple-corporation structure, where appruvm‘ by the ‘Treasury Department, does
constitute the hona fide conducet of husiness I tho ordinary way.

We do not know how many rulings and closing agreements have heen issiued in
toto, approving reorganizations which resulted in multiple corporation structures.
For the members of our association, however, every member which went through
some revamping or other of its method of conducting business which resulted in
a multiple corporation structure has had its returns examined by the Bureau of
Intornal Rovenue.  Without exception, the tax-free status of the transaction
(and therefore, the finding that tax avoidance was not the underlying purpose)
has, in each and overy case, been approved.  This has been the experience of
our industry, Wo understand that this is true in others, as well,

Treasury issues closing agreement appropving proposed reorganization resulling in
multiple corporations

To further demonstrate the irreconcilability between what the House now

rroposus, based on the Treasury’s recommendation and what the Treasury

1as been doing all these years, not only has its Burcau of Internal Revenue ap-

proved these transactions in past years upon examination of the tax returns, but
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also, the Sceretary of the Treasury has approved the exceution of closing agreoe-
monts holding such multiple-corporation transactions to be tax-free,

For example, one of our members, Angerman Co., Inc., presently tho owner and
operator of 67 retail outlets, all of which are owned by separate subsidiary cor-

orations, reorganized its corporate structure in 1049 to achivve this resuit,

ofore doing so, howevor, it madoe application for a closing agreemont to the effect
that the proposed reorganization would be tax-free. Such a closing agreement
was granted and entered into and approved by the Sceretary of the Treasury.

Tho Angerman Co. is a typical example of the multiple corparation structure,
It represents a constant and steady oxpausion of retail outlets for moro than 25
years, some of which it acquired bfr tho Purchmo of outstanding stock, others of
which were started by itsolf. In 1048, it was docided to clear up its corporate
structure and to have a separate corporation own and operate each store,

Accordingly, a plan of rcorganization was prepared and it was submitted to the
Commissioner of Internal Rovenue, requesting the jssuance of a ruling and closin;(
agreement to the effect that the proposed reorganization, when consummated,
would be tax-free. The applieation which was filed with the Commissioner set
forth the business reasons which justified thib change in corporate structure. In
fact, it was stated in the company’s ap!)llcallon that there might bo a savings in
taxes, but the company did not know if such would prove to be the case. The
Commissioner issued a favorable ruling and the elosing agreement was entered into,

In actual fact, however, Anﬁennan Co. paid more in taxes than if it had not
adopted the plan of reorganization. For its fiscal year ended January 31, 1950, it
had 56 retail outlets. The average sales for each outlet for the year was $156,363,
on which the average profit before taxes was $3,709, approxhuacclg 2.4 percent
on sales, The average Federal tax liability per store was $1,5663, whereas if
Angerman Co. had remained as it had heen hefore, the avorage Federal tax
liability per store would have been $1,400, a savings of $154 per store. Does
this smack of tax avoidance? Also, the average storo was left with but $2,146
aftor taxes on an average sales volume of $156,363, approximating 1.37 percent
on sales——certainly not an exorbitant profit on its volume. Is the Treasury
Department now to be heard to say that the Angerman Co. reorganization was
"art;ﬂcial" and did not represent the bona fide conduet of business in the ordinary
way
Is House provision designed to regulate business?

Or is it to be assumed that the Treasury conceds that the multiple-corporation
structure does represent the bona fide conduct of business in the ordinary way,
but nevertheless, despite their respective bona fide separateness, they should be
treated as one? And if such latter be the case, it would scem that this provision
ia more designed to regulate business than to raise revenue—a purpose and a
design which is opposed to the policy invariably followed in the past by the
tax-writing committees of Congress, That ([')olicy has been to use the revenue laws
only for the purpose of raising revenue, and not for the purpose of reforming and
changing business graotices and procedures., Economic and social reform has
been left to the other committees of Congress, and the tax-writing committes
have always opposed the use of the revenue laws for the accomplishment of any
rurpose other than the raising of revenue. We agree with that policy and endorse

ts continuance,

Morecover, the House provision, if its design is to treat a multlﬁlo corporation
structure as a single taxpayer, does not do so. In fact, it makes the effective tax
rate even higher than if a consolidated return were to be filed. This i8 hecause
there is no 100-percent dividends received credit allowable in the tax computation,
only the 85-percent credit, leaving the remaining 15 percent subject to a double tax.

If the Treasury concedes that the multiple-corporation structure is a proper
method of conducting business in the ordinary way, then it is unfair to hase the
House provision on the fact that in certain cases there may have been an artificial
split-up and then make the House provisions applicable to all taxpayvers, honest
and dishonest, If that is the true purpose, then the Treasury could have requested
a provision making mandatory thi filing of consolidated returns, which would have
accomplished such a purpose and would have laid bare on the table the full impact
of this proposal. Yet this was not requested.

Ways and Means Commillee intended provision only for arlificial split-ups

Whichever way one examines the House provision, the conelusion is reached
that what is really sought to be accomplished is the prevention of artificial aplit-ups
in the future and the denial of any tax advantages to artificial split-ups of the past.
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A reading and a re-reading of the Ways and Means Committee roport discloses

tho intention is to make the provision ap(‘)llcahle only to the ﬁurm olt:} spll(;&up.
eseribes seetion 123 as

The summary sot forth in table 12 on page 62 of the report d
“Closing of loopholes concorned with— % * Corporate split-ups to
obtain multiple exemptions and credits, * * *” Your attention is directed
to the descriptive langnage “to obtain®, This clearly evidences an intention to

make soction 123 applicable only to the artificial split-up.
At all tiines, howover, the bona fide conduct of business in the ordinary way Is

not intended to be impeded.
(B) RETROACTIVITY IS NOT JUSTIFIED ON THE GROUND OF LACK OF KNOWLEDGE

There is no !ustiﬂcatlon for making the House provision applicable to existing
hona fide multiple-corporation structures, The Treasury has been aware of this
mothod of operation for many years,

Senale refused to make seclion 129 relroactive lo pre-Oclober 8, 1940 slruclures

It was at the Treasury’s re:iuest that section 120, which is designed to deny to
theartificial split-up any tax advantages which might accrue toit, was enacted in the
Revenue Act of 1043, ~At that thne, too, the House proposal was so broad in its
language as to include those hona fide taxpayers who were not intended to be in-
cluded within its scope. The Senate Finance Committee delimited the language
50 as to effectuate the true purpose, namely, to deny the beneficial provisions of the
tax laws to the artificer, the tax dodger.

Morcover, the House provision made seetion 120 retroactive to all years begin-
ning after December 31, 1939, The Senato refused to give it retroactive effect,
making it applicable only to years beginning after December 31, 1043,  In doing
s0 (which amendment was agreed to by the House), the Senate compelled both the
taxpayer and the Government to rely upon the then existing laws for past years,

his would be the fair thing to do with tho present section 123. 'If a split-up
was a tax avoidance scheme, the oxisting scctions 45 and 129 are sufficiently
strong to upset it.
House provision would apply lo pre-Oclober 8, 1940 struclures

It is impossible to explain why, in 1051, it is justifiable to dony the status of
soparate entitics to a multiple-corporation structuroe which, for example, has had
such a structure since it came out of insolvency proccedings in 1932 whereas in
1043, when wo were at war, it was not considered fustiﬁnblo to do so to the very
same multiple-corporation structure, "Even the House, in proposing section 129
in the 1043 act, made it applicable only to transactions otcurring on and after
October 8, 1040, Yet this new provision in the 1951 bill could and would apply
to transactions which occurred before that time.

Thus, we have a situation where (a) the Treasury has requested implementation
of section 120, implementation sufficient to give it the broad coverage it tought
in 1943 and which the Senate then denied; (b) the Treasury desires such imple-
mentation to be retroactive not merely to the date specified in section 129, viz.
October 8, 1940 but rather, to the beginning of time, and (¢) the House provision
has granted the Treasury’s requests.

Multiple corporation structures which antedated October 8, 1940, whether or
not spawned in tax avoidance, were exempted from the operation of section 129
despite the recognized tax advantages they would enjoy by reason of such exomp-
tion. The now section 123, which would not apply to such taxpayers, does not
even give to them the same privileges which they would have had under section
129, namely, the right to prove that the multiple-corporation structure was not
adopted because of the tax avoidance motive. In truth, even if such right were
granted, it would be difficult at this late date, if not impossible in many cases, to
present the proof because of the death of witnesses, destruction of records, ete.

No provision made for “‘cut-off date" ‘

It seems moro logical to assume that the provision should have contained some
cut-off date, prior to which time multiple-corporation structures would be vulner-
able only under existing law and after the time vulnerable to the new provision

as well,
Our position
We believe that a distinetion should be made between a bona fide and an

artificial split-up, and that a bona fide split-up, regardless of when consuminated,
whether before or after the enactment of the Revenue Act of 1943, should result
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in the samo tax treatmont as {s presently accordod to a split-up which may have
ocourred, for oxample, in 10332,

It In our position that oxisting law doos give the Troasury adoquate remedics
and safoguards agatust a spiit-up which Is nothing moro than a tax avoldance
achomo, If it is ultimatoly dotermined that additional safogunrds are necessary,
thoy should then be enacted. Howevor, they should bo made prospoctive In thoir
application, apl)lyhu‘ only to transactions ocourring aftor a date upon which the
taxpaying public could be said to have beon put on notiee of tho intended chango
in the law. In tho caso of scotion 123, this dato would be May 3, 1081, the first
timo that tho proposal was montioned in tho Congrossional Record.

Wo do not boliove that sootion 123 as passod by tho House, should romain in
tho bill, but rather, shiould bo entiroly oliminated.

Poinr 11, 8kcerion 123 Wi R}:vm-:.snn'r AN INORDINATE INCREABE IN THE
Tax BuroeN or Tnoss Arrecrev ny It

CONUGREBS DOES NOT DISCRIMINATE

It has always beon the polloy of tho Congress not to discriminato against a
nlnﬁlo class of taxpayer. Yot that is what scetion 123 will do, By reason of the
donial of the surtax exemption to each of the corporations, except one in the strue-
ture, the offective tax on each one's first dollar of taxable net incomo will rise
from tho proposed normal tax of 30 to 52 percont, an inerease of 74 pereent over
and abovo the fnereaso which Is ‘yro wsed to bo levied against all corporations,
Moreovor, by roason of the denial of tho minlmum excess-profits credit to each
corporation, many a corporation will now havo part of its income subject to ex-
cess-profits tax, '
There {3 no doubt but that many such corporations will have an offcetive {ax
rato which {8 more than double what it would have been were it not for seotion
123. This has been graphieally presented to you in the ease of Southern Dopart-
ment Stores, Ine. through their representative, W, Gibson Harrls, in his testi-

mony on July 10, 1951,
BEFORE DRASTIC CHANGE, CONGRESS MAKES STUDY

It is our position that section 123 is so drastic in its concopt and operation
that to make its application effective at one fell swoop is contrary to congres-

sfonal policy.
At no timoe has there evor boon a 74-porcent increase in the tax rate, limited to

one particular class of taxpayers. There is no justification for such an increase
at this time.

Point II1, Seermion 123 Winn Nor Raise the $656 Minnton in Revenve Wuien
Is Pm-:nwr_}m FOR IT

NO STUDY HAS REEN MADE

Ordinarily, when a structural change of such impact as section 123 is proposed,
it is based upon an intensive and exhaustive study made by the Treasury Depart-
ment and by tho staff of the joint committee. Yet no such study scems to have
been made in this case.  There does not appear to be any basis for tho estimate of
the revenue yield anticipated. To our knowledge, no industry or trade associa-
tions were requested to furnish any atatistics of any kind which would aid the
Treasury and the joint committeo staff in this regard.

TREASURY RECOMMENDATION

So far as we have been able to ascertain, the Treasury De;[mrtment recom-
mended this provision after publio hearings before the Ways and Means Committee
had been closed. It is believed that the request for this provision was inspired
by two recent decisions of the Tax Court of the United States, in both of which
it was held that a muitiple-corporation structure was bona fide and was not

adopted for tax-avoidanoe purposes.
PASIS OF ESTIMATED REVENUE YIELD UNKNOWN

At any rate, in making the estimate, we understand that tho Treasury relies
on a study made by the Securities and Exchange Commission in 1947 from which
it appears that there might be 16,000 corporations belonging to multiple-corpora-
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tion structures, On tho assumption that 50 porcont filed consolldated roturns,
that left 8,000 corporations,

An to these 8,000 corporations, wo further understand that it was assumed that
tho denial of a soparate surtax exemption to each wonld mean an additional
22 porcont. on tho first $26,000 of income, or $5,400 por corporation, or $44 million
for all 8,000 corporations, Presumably tho romaining $11 mitlion to comploto
tho estimated rovonuo ylold is attributed to excess-profits taxes. The point is,
nobody seoms to know how tho ‘'roasury Doepartmoent arrived at this estimate,

PREDICTED REVENUE YIELD WILL NOT MATERIALIZE

.

If our understanding as to what oceurred is correet, then the premise that each
corporation will pay an additional $5,600 in tax is fallacious, at least in our
industry.  Our stores are all small stores, in some caxes a formerly independently
owned store which has now como into thoe organization lock, stoek, and barrel—
with its former owner and manager still remaining as manager and retaining o
profit-sharing interest, and all former employees continuing on,  Practically all
never have and still do not make $25,000 a year in profits,

We understand that other withesses haveo likewise testified that the predicted
revenuo yield will not materlalize and, in fact, for other reasons such as retarding
of expankion, may result in an ovor-all net reveune loss,

"

A BTUDY SHOULD FIRST BE MADE

It is our ,maltlmt that before so drastic a provision is a‘)prnvml, a moroe detajled
study should be made in order to determine not only the necessity for and the
advisability of such a provision, hut what the true revenue yield might be, It is
unlike the prior practice of the tax committees of the Congress to enact a provision
which has not been thoroughly investigated before being proposed.

Point 1V, SecrioN 123 Imrosks Tax Disavvanracks Wit No Ereerion To
Iiscave Tuem

At the risk of repetition, I should like to reiterate that the House provision, if
it ix designed to treat a umltIplc-corg»oratlou structure as a single taxpayer, docs
not accomplish its purpose.  In fact, it makes the effective tax rate on such a group
even higher than if a consolidated return were to be filed, ‘This is because there
is no 100-percont dividends-received credit allowable in the tax computation, only
the 85-percent oredit, leaving the remaining 15 percent subject to a double tax.
The fact remains that, in many cases, a consolidated return will not be able to be
filed beeause many multiple-corporation structures do not qualify under the con-
solidated returns regulations as an affiliated group entitled to filing a consolidated
return, Thus, although treated as one for the tax computation, the corporations
within the grour would not be prmitted to offset losses of one corporation against
the profits of others, would not esca')o the doublo taxation on the 15 percent of tho
dividends received, and would not be able to eliminate intercompany profits—all
of which will result in a higher effective rate than if a consolidated return were
filed, cxcc‘n, or course, that if it mni! not file a consolidated return, it has no
choice. Here again the unfair diserimination of section 123 is crystal clear.

Point V, Skerion 123 Winn 8eriousty INJure Qur INDUSTRY AND THE PEOPLE
Wio DepEnp oN It

The fact that no study has over heen made as to the impact of scetion 123 is
amply demonstrated by the injury which it will inflict on our industry and the
pco;')lc who depend on it for their livelihood. Other witnesses have testified as
to the damages which their industries will sustain, It is clear that had all this
information been available at the time the proposal was first advanced by the
Treasury, section 123 would not have emerged in the form which it now has,

A TYPIOAL ORGANIZATION—IT8 BEGINNING

1 should like to briefly deacribe a typlcal member of our industry, It usually
was organized about 15 to 20 years ago, starting off as a one- or two-store opera-
tion, and in rural arcas primarily. Profits were plowed back into the business and
additional stores wero acquired, either by the openluf; of new units or the purchase
of existing stores. Where there was a purchase, the former owner was usually
rotained as manager, with a percentage interest in the profits,
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Many of our members have followed tho practice, since their inception, of
operating cach store as a separato corporation, Others have had a varied experi-
ence, depending upon whether it was a new store which the member was oponing
or a store the capital stook of which was belng purchased. In such cases, the now
store was not scparately incorporated.

Ultimately, as the number of stores grew, it no longer was advisable to purchase
the services of a resident-buying office In New York City and, accordingl
oxecutive offices were opened on behalf of the group. This executive office woui:i
act as the central buying offics ror the entire group. The ability to buy in volume
enabled the Froup to merchandise its inventory at 8 much smaller mark-up than
could possibly be done if eacl. were operating as an independently owned, com-
pletely unaffillated store, as many of the units had previously done. )

SIMPLIPICATION OF CORPORATE STRUCTURE BY ADOPTION OF MULTIPLE
CORPORATIONS

During the middle 1940’s, many of them, primarily those with a hodgepodae
corporate structitre, adopted plans of reorganization which had, as their end result,
the ownership and operation of each store by a separate corporation. In every
single case where this was done, the Bureau of Internal Revenue has examined the
reorganization and has accepted its treatment as a nontaxable transaction, thus
expressly finding that tax savings was not the motive, In a number of cases, more-
over, the Treasury Department entered into closing agreements to the effect that
the reorganization was tax-free.

THB DAMAGE THIS8 PROVISION WILL CAUSE

The incalculable damage will be caused to our industry by an efféctive 74-
percent increase in the tax burden, if the House provision is enacted, will affect
our creditors, our employees, our suppliers, and our local communities.

(a) The harm to our eredilore
It goes without saying that the only source for the repayment of loans is the
rofit remaining after taxes, The inordinate increase proposed by section 123,
n some cases will not leave sufficient profit after taxes with which to meet the
annual repayment required to be made, Indications from lending institutions
already indicate that loan commitments will have to be met, regardless of the
proposed sectfon 123. In such cases, if the loans cannot be refinanced, the con-
sequences will be drastic,
ot onl{ ia this true as to such creditors as banks, insurance companies, and
other lending institutions—it is also true with respect to such creditors as con-
tractors who have made store alterations and improvements and are being re-
paid over a course of years,
The restriction of credit by one creditor very often sets off a chain reaction,
other oreditors follow suit, and, ultimately, the debtor can be thrown into an in-

voluntary reorganization,

() The harm to onr employees
There was a time when certain of our employees, particularly store mana‘;ers
f profits after taxes. This is
not too widespread a practice although, where it still exists, section 123 will have
a serious impact,

However, it is obvious that an employee’s security lies in the fact that his em-

ployer is in a sound financial position. If taxes take so much away from the em-

loyer that, along with payments to be made to creditors, there is not enough
Kzlt to build up a reserve to weather bad times, the employer’s financial position
}s unsound, and it follows that the employee’s position is equally unsound and
nsecure,

Many of the stores are marginal stores, barol breakingheven on their opera-~
tions. In adverse times, tl:sly are the ones which sustain the greatest losses, It
is but natural that if there will not be any profits left after taxes and loan ropay-
ments, the risk of maintaining a marginal store should be eliminated, resulting
in the closing of a store and the loss of jobs by six or seven employees.

(¢) The harm lo our suppliers

The retardation of expansion and growth of our members because of lack of
capital will affect not oxrxa{ our trade sugpllers but our contractors as well. Local
contractors in small rural towns, to whom a $35,000 store alteration is & major
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lece of business for the entire year, can no longer look forward to this source of
usiness. There will be not only a lack of cap!tal, but a lack of incentive to open

any now retail units,

(@) The harm to the local community

Wo believe that the damage dons to the local community will likewise be far
greater than the proponents of section 123—if ever they thought about this
point—calculated, Just sce what happens when one of our members comes to
a community. Take, for example, a storo of one of our members in Bucyrus,
Ohio, Buoyrus is a small rural town, which never had the benefits of big-city
merchandising, styling, and low prices, Bucyrus shoppers would travel many
miles t(l) shop at department stores in the big eities, until one of our members
came along,

It rcnteﬁ a store, which brought income to the landlord, a native of Bucyrus,
The store was altered and improved, which gave employment and income to the
genoral contractor and his many su{)pliers and employees. Tho store was staffed
with local employees, thereby creating six jobs which had never before existed,
and bringing additional income and purchasing power to the community. A
local attornoy was engaged, giving him an additional client. The local bank
received a new depositor. Because of its low prices, it attracted customers from
surroundlnf areas who never before considered Bucyrus a shoppinfz center, and
whose coming brought additional business to the other stores on Main Street.

What did it really do? It did nothing more than to come to a small town and
gay to a likely potential storekeopor, in effect: “You don’t have the money with
which to open astore. We will advance the money to you, and put you in business
and give you an interest in the profits.” A big business such as a large department
store in nearby Cleveland doesn’t come to Bucyrus. It brings nothing to the
communitr—it only draws business away from it. On the other hand, our mem-
ber brought business to the community., In effect, it has enabled someone to
open his own small business.

Our members are very Biroud of the part they have played in bringing back to
life the vacant stores on Main Strect in our rural areas, The job which the bi
stores would not or could not do, we have done. We have gone into cities o
8,000, 9,000, and 10,000 population and have invested sums of $40,000 and more
tgo give Maln Street a storo every bit as good and comparable to the big-city
stores.

We should not like to be prevented from continuing this expansion, but i:
stands to reason that if we do not have an¥ money left after taxes to vonture
into new areas, we cannot expand. We feel that we are part and parcel of the
small-business movement of our country, Organizations such as our members
are nothing more than a group of small businesses in competition with other

small businesses in their respective communities.

Point VI, SEcTiON 123 DisCRIMINATES UNFAIRLY AmoNGsT COMPETITORS IN
THE SAME INDUSTRY

WHERE STORE MANAGERS HAVE STOCK INTEREST

As has beon indicated before, at one time it was the praotice in the lndustrly
to pay storo managers a percentage of the profits after taxes. Very often, this
was accomplished by the manager owning a percentage of the stock of the partic-
ular store he managed. Morcover, in those cases where a former owner sold his
store to a multiple-corporation group, he retained a stock ownership in the

corporation he was selling.
COMPETITIVE ADVANTAGES OF STRUCTURE EXEMPT FROM SECTION 123

In those cases where more than 5 percent of the stock of a store corporation is
owned outside the related or affiliate {,roup, that particular corporation is exempt
from the application of section 123. Under such circumstances, it does not have
to resort to higher prices in order to net the same profit after taxes, as must its
next-door competitor which is subject to section 123. From the competitive
point of view, it is in a position to reduce its gross profit mark-up and, because of
the additional volume reduced prices will bring, still earn the same net profit

after taxes.
UNFAIR COMPETITION

It is difficult for us to justify why we should be, or how we are expected to be
able to compote with a well-known organization which has approximately 300
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sgparate corporations fn the South but which sells a partial stock intoerest of over
8 percent In its atores to its managers. Our store managors do as woll as theirs,
our employees are compensated equally as well—but, now, due to the change in
tax treatmont, we could no longer effectively compete.

NO DIFFERENCE IN TREATMENT OF MANAGERS

Wao cannot stress too strongly the fact that there is no substantial difference
in tho treatment or componsstion of a store managor in this southern group and
a store managor of one of our members. In the former case, the manager's honus
comes to him as a dividend on stock. In tho latter case, it comes as a percentage
of the profits hofore taxes. In both cases, they averago the same income. In
both cases, they are treated the ramo and have the same authority within the

store.

In fact, the only difference between the two is that this southern group foilows
the old practice of compensation by means of a percentage of profits after taxes
whereas our member compensates on the basis of a percontage of profits before
taxes. Yot because of this deviation in compensation, the tax position of our
compatitor will give it a competitive advantage which is unfair and was never

intended.
We cannot believe and do not beliove that it was ever intended that section 123

would have this offect. Granting relief to certain mombers of our industry and
not to others will give rise to unfair competition, a drastic and unjustified result
of a revenue-raising statute,

RECOMMENDATIONS

A. Section 123 should be deleted entirely from the bill,
B. Once it i8 deloted, the staff of the joint committee should be instructed to
mnk? ? atudy of the necessity for and the advisability of and the effect of such a
rovision,
P C. If section 123 is to be retained in some form, then—
1. It should not be retroactive, and existing laws should govern the recog-
nition to be accorded to multiple-corporation structures existing as at a

certain date,
2, For its prospeotive operation, a distinction should be made between a

multiple-corporation structure which is such pursuant to the bona fide
conduct of its business in the ordinary way and one which is a tax avoidance
dodge. A bona fide multiple corporation structure, even if created after

the effective date, should not be subject to the new section 123,
3. The effactive date of the new section 123 should not be earlier than

May 8, 1051, the date the new proposal was first announced,

4, In the case of newly organized corporations, oreated for bona fide
reasons and which are created after May 3, 1951, then, the new section 123
should not apply if thore was only made a cash investment in said new
corporation, which thereafter proceeded to engage in business,

We respectfulily; urge you to delete seotion 123 until such time as a study has
been made and the conclusion reached that it is necessary and advisable,

Respeotfully submitted,
J. STANLEY HALPERIN,
Senator Bynp. The next witness is Mr, Cyrus B. King.
STATEMENT OF CYRUS B. KING, ATTORNEY AT LAW

Mr. Kina. Mr, Chairman and members of the committce, my
name is Cyrus B, King. Iam a member of the State bar of California.

I resido and practice in San Francisco, Calif., limiting my practice
to tax matters.

I am here representing Wixson & Crowe, Inc., of Redding, Calif.

They are goneral contractors, but they specialize in clearing dam
reservoir sites for the Burcau of Reclamation. They have worked
on some of tho big dams in the country, and they are currently engaged
Kli clearing the sito for the reservoir of the Hungry Horse Dam in

ontana.
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I am here hecause there is no relief for us and similarly situated
taxea ors oxcc}pt from Congress,

While I am here to discuss the oxcess-profits-tax relief provisions,
it is my sincere and considered belief that we are not asking for any
new relief provision. .

We simply want to call to the attention of this committeo the
operation of ono section of the present provisions, and I want to stress
that word “operation’” because, T repeat. we feel that we are not
seoking any relief beyond that which has already been provided by
Congress, but we feel that an amendment is necessary to clarify ono
of the present provisions so that the intent of Congress will bo carried
out.
In the present Excess Profits Tax Aect, the Congress has wisely
omitted such general relief provisions as section 722 of the World
War IT act.  The expense and difficulty of preparing a case to estab-
lish a right to relief under that section, and the uncertainty of the
results, led to comphaints from taxpayers and their advisers,

Congress has consequently, in the present law, quite wisely set up
more or less automatic formulas with respect Lo relief provisions, but
because we are confined to formulas, we think that they should be
applied with equality to all taxpayers,

ur specific problem is this: Part IT of the present Excess Profits
Tax Act provides that when a taxpaying corporation has acquired the
propertics of one or more other corporations in tax-free exchanges,
the taxpayer may compule its average base-period net income by
taking into account the earnings history of the propertics which it has
taken over,

Further, even though the taxpayer itself was not in existence on
January 1, 1046, whicﬁ was the beginning of the base period for most
corporations, it can trace its history back to that date if one or more
of its components was in existence then; and if the entire financial
history of the acquiring and the component corporations, taken
together, meet certain requirements, certain qualifications, the tax-
payer is entitled to the relief afforded to growing corporations, that is
corporations whose growth during the base period has been so mpi(‘
that it would be unfair to compute their excess-profits-tax credit on a
straight average,

The statute further provides that the taxpayer's earnings historz
can include the carnings of, and its existence can be traced bac
through the existence of, the corporations from which the components
of the corporations have acquired properties—corporations which the
components have taken over—that is, it can rely on its predecessor’s
predecessors, to be nontechnical.

By statute the same rule applies to a taxpaying corporation which
takes over tho propertics of a partnership or a sole propriotorship.

Lot me sayv that, for brevity’s sake, horeafter when I mention a
“partnership’’ I mean a partnorship or propriotorship.

In operation, however, there has been added to the statute a con-
dition or limitation not written into the statute itself: that the relief
provisions will be applied with respect to properties acquired from a
partnership only whore there has been no change in the composition
of the partners u{).

This additional limitation results from the Bureau’s interpretation,
and is evidenced by one of its regulations promulgated under section

86141--51-—pt. 3—9
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740 iof the World War II law—which is almost identieal to the present
section.

I want to say that as Inte as last Friday I checked, and I found
that the Bureau has not yot prepared regulations under the section
of tho present law. .

Senator Tarr., You mean tho Bureau has not yet propared any
regulations undor the now oxcess profits tax law?

ir. Kina. Oh, ycs, Senator, but not under this particular provi-
sion, part II.

Senator Tarr. I sce.

Mr. Kina. Tho only thing—the old regulation said in detail that
a partnership cannot bo an sequiring corporation, That means that
where o partnership has taken over Fropurtios or where thero has
been any chnn%;\ in the composition of the partnership, the corpora-
tion cannot f:o ack beyond that chango.

This regulation under the old law, has been before the courts in
soveral cases, and the Tax Court has looked nt the regulation and
said that it is “reasonablo.”

The courts have not examined the intont of Congress hehind the
regulation. To us this appears to be burcau-made law, and not in
accord with tho intont of the Congress.

This interpretation may deny relief to a corporation becauso of the
morest accident in the history of the predecessor partnership, such as
the withdrawal or addition of a partner, or the death of a partner.

Actually, there is no requirement in the statuto that the partnership
shall have been engaged in business without any change in its com-
position up to the time of the transfer of its properties to the cor-
poration,

What Congress intended, we submit, was that a corporation
which succeeded in a tax-free exchange to substantially all of the
groportios which had been utilized in a business—whether conducted

y a corporation or by a partnership—would be entitled to utilizo
the carnings experience of the business and properties during the
period of their operations,

It is the income from the properties that Congress had in mind.
Congress has not required that the relief would be applicable only in
the case of a partnership transferring its properties to a corporation
without any change in the ownership of the properties prior to the
transfer,

Instead, Congress used the words “a corporation which has ac-
quired.” The relief is afforded to a corporation which has acquired.

If Congress intended to confine the relief only to those situations
covered by the Bureau’s interpretation, it could easily have done so.

The inconJ;ruit.y of the Bureau’s position is shown by the fact that
if thero had been a corporate set-up all the way back through
the business it would not have made any difference if there had
been a dozen or a hundred transfers of 100 percent of the stock of
any of the component corporations during the entire base period.

Senator Tarr. Don’t they let you go back as long as the corporation
is the same, exactly the same, as it was before—as long as the partner-
ship was exactly the same when the corporation took it over, that
they let you go back to the last change——

Mr. Kine. That is correct.

Senator TAFT. And then stop?
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Mr. Kina, That is correct, sir.
Wo feel that an amendment is needed either to repudiate the

interpretation of the section by the Bureau, or to assure, through
tl;ollan]guage of the statute, a uniform nondiscriminatory application
of tho law,

I have suggested in my prepared statement—and 1 ask that the
full text of that statement be made part of the record—the language
of an amendment which would accomplish the purpose which we
have in mind.

The proposed amendment would give to corporations which have
acquired partnership propertics after reorganization of a partnership,
the same treatment accorded to those corporations which have
taken over properties from other corporations or from pnrtnorshi{)s
which have been in continuous and unchanged existence during the
entire base period.

At the same time, this treatment would be available only where
there has been an actual and true continuity of business, and dis-
crimination would be done away with.

I am told by other practitioners that this is a fairly common situa-
tion with small businesses. I know that a number of small businesses
represented by friends of mine feel that they are being discriminated
against, and that they have no hope of relief.

I am going to take about 2 minutes to talk about my client and
traco the history of my client to illustrate the operation of the law
under the Bureau’s interpretation.

Until July of 1940, Saul Wixson was a dragline and cableway opera-
tor, working on dam construction jobs. He was cableway and rigg-
in[i superintendent in the construction of Boulder and Shasta Dams.

n 1940, Mr. Wixson formed a pnrtn_ershiJ) with J. H, Crowe, of
Redding, Calif., and the firm entered the field of general contmctfng.
During the eariy months of the enterprise, considerable sums were
advanced to the partners by Mr. Frank Crowe, Mr. J. H. Crowe’s
uncle, Mr. Frank Crowe decided to leave this money in the business
instead of demanding its repayment, and thereby purchased a one-
third interest in the business, which he turned over to trustees for
his daughters. The firm thereby became, effective January 2, 1941,
a three-way partnership.

On April 30, 1946 (just after the beginning of the excess-profits-tax
base period) the trust withdrew as a partner, because the trustees felt
that the contracting business was so hazardous that trust funds
should not be invested in it. . :

. Mtr. Wixson: and Mr. J. H. Crowe bought out the interest of the
rust.

Let me emphasize, gentlemen, that in no case was there a split-u
of the assets, Through each of these changes the assets continued,
and the continuing partners bought out, for cash, the interest of the
retiring partners.

Early in 1947, Mr. Crowe decided to retire from the contracting
business. Mr. Wixson bought out his interest, and after February
28, 1947, he transacted business as a solv proprietor under the firm
name of “Wixson & Crowe” until June 1, 1949, when the present
corporation was formed and the business and its assets transferred

to it in a 112 (b) () transaction.
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In August of 1949, the new corporation first bid on the Hungry
Horso projoct. Thore are somo interesting figurea on it in my pro-
parod statement which I will not take your time with now.

The not result is that after a series of bids, this job was done for
tho Government at a savings of millions of dollars at a fixed-prico
contract which was lot months before Korea, a year bofore Congress
started to consider the excess-profits tax, and over 6 months beforo
the effoctivo dato of the Excess Profits Tax Act.

It is questionable whother in truth thero aro really any excess
profits. We are not making any point of that; wo want to pay excess-
profits taxes the same as everybody elso, but wo do contend that wo
should not be peanlized by an unfair, (iiacriminutory application of
the taxing laws,

Wixson & Crowe, Ino., should not pay one cent more tax than it
would have if Mr. Wixson had conducted the business as a solo pro-
prietor from the first day of 1946 until the transfor to the corporation
or if Mr. Wixson and Mr. Crowe had been partners during all of the
base period and until the transfer.

Nobody can be certain of any such thing, but I am as certain as I
can bo that under the old law, Wixson & Crowe would have had a good
chanco for relief under section 722,

I am oven moro certain that thoy have no chanco for relief under the
law as presently applied.” The only possibility of prevoenting tho
digerimination against theso small businesses is for this committee to
recommend some such amendment as I have suggested.

In addition to the statoment which I ask to be filed, I havo asked the
clerk to give to each of the memboers of tho committeo a printed state-
ment which goos a little moro fully into this problem,

I have never felt that I have placed a matter before a tribunal from
which I could expect bettor results than I do from you gentlomen.

Thank you.

Senator Byrp. Thank you very much, Mr. King.

Senator Tarr. May I ask, Mr. Stam, has that question been up
with your committee? Has it been up with your staff, Mr, Stam?

Mr. Sram. We have discussed it with Mr. King, and we have the
matter——

Scenator Tarr. Do you sce any particular reason why it should not
be done? Is there any argument against it?

Mr. Staum. I think it is a matter that we certainly should try to sce
if we cannot remedy without opening the door too wide in a lot of
other cases.

Of course, the whole problem where you have what we call a closed
transaction is that whore part of the assets go over and part are re-
tained, you got into this question of a double credit; and that is, the
old company continues to keop the credit and the now company gots
the same credit, and we have tried to work out many of these tax-free
exchange provisions under this particular section to keep the credit in
the hands of just one taxpayor.

Senator Tarr. Does this involve not only the question of the excess
profits tax base, but also the question of tax-free exchango?

Mr. Stam. Tt involves really the question of excess profits tax base,
but it is tied up with the tax-free exchange.

Mr. Kina. May I come in again, sir?

Senator TAFT. Yes,
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Mr. Kina. The difficulty is, of course, as Mr, Stam has pointed out,
that where you have transfers from one corporation to another you can
come in within the tax-free oxclmnfo provisions of the codo, but there
are no comparablo provisions with respect to partnerships. Thero
just is no such thing as a transfer from ono partnership to another in
a tax-froe oxchange, so Mr. Stam’s point, of course, against double
credit'is very important from the Government's point of view.

But I think that the matter can be protected, the Government can
be protected and, I submit, sir, that my amendment will protect them,

onator Byrp. Thank you very much, Mr. King,

Mr. Kina. Thank you vory much, Mr, Chairman,

(The prepared statement of Mr. lfing, togother with a proposal for
an amendment refarred to by Mr, King, are as follows:)

* 8TaTEMENT OF Cynrus B. KiNa, or SAN Francisco, Catr.

Mr. Chairman and members of tho committee: My namo Is Cyrus B. King.
I am a momber of the State bar of California. I reside and practice in 8an
Franclsco, limiting’ my practice to tax matters,

I represent Wixson & Crowe, Ine,, of Redding, Calif. My cliont is a general
contractor, but specializes in clearing dam reservoir sites for the Bureau of Recla-
mation, )\mong its larger operations in the past have been elearing the sites
for the reservoirs of the Shasta and Cascade Dams and the site for the Seattle-
Tacomn Airport, It is currently engaged in clearing thoe site for the reservoir
of the Hungry Horse Dam in Montana,

I have come across the country to appear before this committee beeause my
client, like & number of other small businesses, is being diseriminated against in
a way that we are sure was not intended by Congress, and beeause, for reasons
I shall develop, apparently only Congress can effcctively correct the situation,
Beeause of events which occurred vears before the business was incorporated,
my client, under present interpretation of the law, will pay a diserimatorily high
excess profits tax; in short, while the husiness has been in continuous existenee
for over 10 years, it will not be atlowed to take into account all of its history as
other cor&mmt fons do, unless Congress clarifies the law.

While I am hero to discuss the excess profits tax relief provisions, it is my
sincere and considered belief that we are not asking for any new relief provision,
We want to eall to the attention of the committee ﬁm operation of one rection of
the present. provisions. T want to emphasize that word “operation” because, I
repeat, we feel that we are not seeking any relief beyond that which has already
been provided by the Congress, We do feel, however, that an amendment of
the statute is necessary to clarify one of tho present provisions, so that the intent
of Congress will be carried out and the law will be applied to all taxpayers in a
nondiseriminatory mauner,

Technicalities are not involved to any great extent, so I shall not have to
burden the committee with any technical discussion, Further, to save the time
of tho committee, I shall, in some inatances, oversimplify things. Becauso I
am talking largely about the intent of the law, as we see it, I hope to be able to
state my points briefly and sinply.

In the present Excess Profits Tax Act, the Congress has wisely omitted such
goneral relief provisions as scotion 722 of the World War II Act. The expense
and difficulty of preparing a case to establish a right to relief under that section,
asd‘ the uncertainty of the results, led to complaints from taxpayers and their
advisers.

Probably because of these complaints,! the Congress has written into the present
statute a scries of definite and more or less automatio relief provisions.? ~ These
give taxpayers a degree of certainty they didn't have under the former law;
they do away with the necessity of employing attorneys, statisticlans, cconomists,
and other high-priced speclalists and with the expensive and time-consuming

1 "These provisions “‘of the World War 11 law have resulted in extended delay {n the settlement of rellef
s who had neither the time nor the financial resources neces.

claims which discriminated against taxpaye
sary for tho establishment of their cases.”” From House Ways and Means Committeo Report 3142, and

Benato Finance Committeo Report No, 2079, 81st Cong., 210 sess,
¥ The nresent law “"provides relief by & sot of formulag, thus reducing tho area of administrative diseretion
to a minimum.” Summary of Excess Profits Tax Act of 1050 prepared by the stafl of the Joint Committee

on Internal Revenue Taxation.
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proparation of cases, presentation of thoso eases to the Burean of Intornal Rev.
enue, and the even moro oxpensive Htigation, all of which wore engendered by
tho old law; to that oxtont that aro beneflelal,

But tho purposo of Congross in outul»llshln’; tho presont simpler plan will bo
thwarted if the languago of the statute, or the lnturi)mtallnn of that langungo
by tho Bureau of Internal Rovenue and the courts, lead to diserimination and
to unjustly heavy tax burdens whieh result from pure accldoent.

Brivfly, our speeifie problen ix this: Part 11 of the present Fxcoss Profits ‘Fax
Act provides that when a tax-paying corporation has acquired the properties
of ono or more other corporations In tax-freo exchanges, tho taxpayer may com-
mite 13 averago baso period net. lucomo by taking into account the carnings
istory of the propertics which it has taken over, ‘That average is used in
measuring the oxtent of the corporation’s taxablo excess profits,  Purther, even
though the tax ?n\'orltsolf was not in existence on January 1, 1040 (tho Imgfnuing
of thg baso perlod for most corporations), it ean trace its history back to that
date if one or mare of its components was in existence then; aud, if the ontire
finaneial history of the acquiring and the cmu‘mnvnl corporations, taken together,
meet certain qualifieations, the taxpayer is then entitled to the additional reliof
alforded to growing corporations, tnat is, corporations whoso growth has been so
rapid in the base perlod that it would be unfair to compute their excess-prolits
credit on a straight averago of actual baso period earnings,

The statute further providea that the taxpayver’s carnings -history can includo
the earnings of, and ita oxistence can be traved back through, corpurations from
which the components of the taxpaying corporation have acquired properties; in
other words, a component may bo made up of its own components,

The sume rules apply, by statute, to a taxpaying corporation which takes over
tho properties of a partuership or a sole proprictorship.  And, for brevity's
sake, lot me say that, nereafter, when I refer to a partnership, I meam a partner-
ship or proprictorship, :

In operation, howover, there has been added to the statute a condition or limi-
tation not written into the statuto itself: That the relief provisions will he
applied with respeet to properties acquired from a partnership only where there
has been no ehange in the composition of the partnership,

This additional limitation results from the Bureau’s interpretation and is
ovidenced by one of its reguiations promulgated under seetion 740 of the World
War I law (which is almost identieal to the provisions of the present law as to
properties acquired from a partuership). This part of the regulations$ reads
as follows:

“A partnership (or a business owned by a sole proprictorship) can bo a compo-
nent corporation * * * However, a partnership (or a business ownad by a
sole proprictorship) catnot he an ncqulring corporation, and therefore, * * #
(the law) cannot operato to make of its predecessors component corporations
of its acquiring corporation,”

This regulation has been before the courts in soveral cases,t  The courts have
held that the regulation is reasonable; but it is submitted that, in no case, has a
court squarcly considered the question: “Doex the regulation express the intent
of Congress?”

To us, this appears to bo burcau-made law, not in accord with the intent of
Congress.  This interpretation may deny relief to a corporation heeause of the
merest accident in the history of the predecessor partnership, such as the with-
drawal or addition of a partuer, or the death of a partner.

Actually, there is no requirement in the statite that the partuership shall
have been engaged in business without any chango in its composition up to the
time of the transfor of its properties to the corporation. The statute does not
require that, at the timo of the transfer, the Prowrt.ios shall have belonged con-
tinuously to the partnership. As a matter of fact, in a number of jurisdictions
a |mrnwrsm? is not regarded as a legal entity at all and cannot, as such, own any
propertics; this rule is particularly true of real estate, Did Congresa intend that
such a loeal rule would render this relief inoperative?

It is submitted that what Congross intended was that a corporation which
suceeeded, in a tax-freo exchango, to substantinlly all of tho properties which had
been utilized in & business (whether conducted by a corporation or by a partner-
ship) is entitled to utilize the earnings oxperienco of the business and propertics
during the period of their operations, It is the income from the properties that
otttk

3 Regulations 112, sec. 357404,
‘ - Renfro hru;l('o 11 T. C. 994: afirmed, 183 F. #d 8‘86" eertiorarl denled, U, S
a

8ee, lor instance, E. T\ Co.,
Supreme Court, February 28, 1851; and Iawatian Freight Foricarders, 14d., 18 Y. C. 35,



REVENUE ACT OF 1051 1561

Congroess had fn mind,  Congross hins not roguived that. the relief would be appllen-
ble only In the ease of & partnership teansfereing (s propesties o’a corporation
withoul any ehinnge In the ownership of the properties prior to the transfor,  Ine
stead, Congress wsed the words “p corporation which has negnired.”  1f Congross
hadd intended to conline the relief only to those situations whiel woulid be covered
by the bhurcan's interpretation, it conld ensdly have done so; but there wonld ho

nelther logio nor equity in sueh o reguiremont,
The incongruity of the position ssstmed by the burenu is fuether highlighted
tmt w corporation’s right to relief wonld not. be atfected one jota by a

by tho faet
dozon, or o limdred, tenusfers of 100 pereont of the stock of the taxpuying

corporation or {ts compononts,

But, aven if it bo admitted for argument's snke that the Innguage of the statute
8 not elear and that its nmbiguity might support the burean’s constraetion, it
ennnot he axsimed that Congress fntended such diseriminntion, It is submitted,
therefore, that an amendment of the statute is necessary, cither - -

(8) to ropudinte the erroneons interprotation; or
(1) to asure o uniform, nondiseriminntory apptication of the law so that
all corporations, large and small, will receive equnl treatinont.,

Beeause the applieation of the prosent. reliel provisions permits no administra-
tivo dixerotion (oxeopt insofar as administeative interpretation may grant or with-
hold any relief), beeatse the brurean has alrendy indieated its attitude, and beeanso
the ixxue has beon dlouded by the court decisions T have mentioned, taxpnyers who
are subject (o the dixeriminatory effoets of the law’s operation have anly one
Im}m of retlef: the Congress,  That is why we aro here,

T'he diserbminntory effeets of the present provisions of the law can be obvinted
by a simplo amendment,  For this purpose, the following is sugpested:

“See, —,  AcquisitioN or Prorerries Froy PageNensimes

‘() AMENDMENT OF 8ECTION 481 (A). -Section 401 () is hereby amended by
adding, at the end thereof, the following new sentenee: ©*Subparageaph (1) shall
apply with respoet to properties acquired from a partnership despite the faet
that, vrlur to snid aequisition, (i) there have been deaths of partners, or with-
drawals of paetners from, or addition of partners to, the partnership, or (if) the
properties have been transferred from s partnership to a solo proprictor, or from a
ol proprictor to a paetnership, or (i) thero has been any ehango in the ownership
of the proporties ll:mugh any combination of any of the events mentioned in
alauses (i) or (i) of this sentence: Provided that, during the base period and until
the satd acquisition, at least one individual, o member of the partnership from
which the properties were acquired, had been owner of the said properties or 8
member of & partnership which had been the owner of said properties,’

“(b) Brreerive nark-~-The amendment made by this seetion shall be applicable
to taxable years ending aftor June 30, 1050,”

This proposed amendment would give to corporations which have acquired
partnership properties after reorganization of the partuership the same treatment
accorded to thoso corporations which have acquired properties cither frot other
corporations or from partnerships which have been in continuous and unchanged
oxistence during the entire base perlod, At the same time this treatment would bo
available only where there has been an actual and trite continnity of the business,
Discrimination and unfafrness in the applieation of the relief provisions would
thus bu done away with,

WVhilo, of course, I am authorized to speak only on behalf of my elient, T would
say to the committee that I gather from diseussions with other practitioners that
thero are a number of small businesses similarly situated and that their owners
and advisers feel that they are being diseriminated aganinst,

The essential justice of the proposal is illustrated by the history of my client,
Until July of 1940 Saul Wixson was a draghine and cableway operator, working
on dnm construction jobs, He was eableway and rigging superintendent in the
construction of Boulder and Shasta Dams,

Then Mr, Wisson formed a partnership with J, H, Crowe of Redding, Calif,,
and the firm entered the ficld of general contracting.  During the early months
of the enterprise, considerable sums were advanced to the partners by Mr. Frank
Crowe, Mr. J. H. Crowe's uncle,  Mr, Frank Crowe decided to leave this money
in the business, instead of demanding its repayment, and thereby purchased a
one-third interest in the business, which lhie turned over to trustees for his
daughters, The firm thereby becamoe, effective January 2, 1941, a three-way

partnership.
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On April 30, 1048 (Just aftor tho beginning of the oxcosn-'»mmu tax baso lwrlml),
tho trust withdrow as a partnor bocause the trusteed folt that the contracting
business was go hazardous that trust funds should not be invested in it; Me,
Wixson and Me, J. H. Crowe bought out tho interest of the trust.

Early in 147, Mr, Crowe decided to rotiro from the contracting business,
Mr, Wixson bought out his interest and, after Fobruary 28, 1047, transacted
buainess as a sole proprictor under the firm name of Wikson & Crowo until June
1, 1049, whon the present corporation was fornied, and tho business and [tx asxety
transferred to it in a 112 (b) (5) transaction,

In August of 1940, the now corporation first bid on the Hungry Horse project.
Its fiest bid was made jointly with J. H, Trisdale, Ine., and was for $8,384,070
(tho highest bid was $11,2560,100), For varlous reasons, not materlal to this
statoment, all bids made at that thno wero rejected, as were all other bids sub.
mitted for tho same projeot on September 26, 1946, exeept. for one xehedule cover-
fng 1,000 acres, which was awarded for $475,000. A thied set. of hids was sub.
mitted Decomber 20, 1049; at this time Wikson & Crowe, Ine., bid for about
one-half of the remaining work, and J. 11, 'Frisdale, Ine.,, for the other half, Their
respeetive bids wore accepted, for o total of $4,031,210; the Burean of Roclama-
tion’s engineer’s esthmato for the project was $0,231,850,

Tho startling difference between the fimst and final bids (and botween the
Bureau's final estimate and the final bid) is attributable solely to one fact: Mr,
Wixson had invented and perfected a now device and a new method for elearing
operations. 1t would be inappropriate to deseribe this devico aud method in this
atn:en;}on{-. but it has been given wide publicity in technical, and oven popular,
poriodicals,

Here, thon, is a situation in which, over 6 months before tho invasion of Kores,
almost a full year before the Congress started to consider the Iixeess Profits ‘'ax
Act. of 1050, over 6 months before the effective date of that act, and a full year
before the adaption of out present high military budget, a curporation underlook
a fixed-price contract at a price which saved the United States Government
millions of dollars,  The only effect of hostilities and a large military budget on
this contract could bo to lessen tho contractor's profit heeause of the spirnling
costs of labor, equipment, and materials resulting from the present cconomy,
Burely, in truth. none of the profits from this contract can actuaily he excess,

At the least, it must be conceded that the contractor should not ho penalized
by an unfair, discriminatory application of the taxing laws,  Wixson & Crowe,
Ine., should not pay one cent maore tax than it would have if Mr. Wixson had con-
ducted the business as a sole proprictor from the first day of 1946 until the transfer
to the corporation, or if Mr, Wixson and Mr. Crowe had been partners during all
of the base period and until the transfer,

I am as certain as I can be of any such thing that Wisson & Crowe, Ine., would
have had & good chance for relief under the old scetion 722, I am oven more
certain that, for the reasons I have tried to explain, there {s no hopo for relicf
under the mechanics of the act as presently administered by the Burean, This
committee by recommending such a clarifying amendment as T suggest ean reinove
tho existing discrimination and ean assure that the law will be applied to all tax-
payers, large and small alike. We, therefore, respectfully request your favorable

consideration of our request.

A Prorosar ForR AN AMENDMENT OF THE FIXcEss ProF1Ts TAX RELIEF PROVISIONS
To PREVENT DISCRIMINATION

(By Cyrus B. King, San Francisco, Calif.)
1, THE PROBLEM

Drafting an excess-profits tax law is probably the most difficult task of the
com}resslonnl committees which have the responsibility for tax legislation,

The difficulty arises from the-cffort to tax only those profits which are truly
excess ! and from the necessity of laying down rules which will deterinino’ what
part of a corporation’s profits is excess and what part is normal or average. One
of the rules permits this determination to be made by comparing the earnings of a
corporation before the years covered by the excess-profits tax with its earnings

1UANn atcmgroms tax selects for additional tax those corporations whose profits are higher than they
b have been {n the absence of hostilities and 8 large military budget.” House \Vays and

woul
R'!ommns 'ommittce Report No. 3142, 81st Cong., 2d sess.
“One of the main ad?:ntam ofan excm-pmﬁts tax in periods of large mﬂlsarg expansion is that it selects
for additional tax those corporations whose profits are higher than they would have been in the absence of
bostilities and a large military budget.”” Senate Finance Committee Report No. 2679, 81st Cong., 2d sess.
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during those yoars; it is avsunted that, to somo extont, If the earnings in thoe latter

cars aro greator, tho difference constitutes oxeoss ,m)ﬂts.’ But no single yard-
stick will apply to all the numberless forms and kinds of American husinoss entor-
prisos. The Congress hay, therefore, always included reliof provisions, the gen-
e;ntll pu‘rposo of which is to Insure, so far as possible, uniform and just application
of tho tax,

Under the World War 11 law, reliel was provided, among other ways, by such
goneral rellef provistons as seetion 722, Undor this section, within broad Tinits,
a taxpayer wan allowed to reconstruet a substitute level of normal carnings * if,
due to any one of many specifiod conditlons, its actual prior normal earnings
were not truly represontative of Hs normal earnings during the excess-profits-tax
years, ‘T'he application of theso goneral relief provisions involved highly technical
and expensivo processes and called for the services of expert lawyors, accountants,
economists, statisticians, and other specialints,

Many taxpayers and their advisers complained abont the operation and the
uncertainty of these provisions, Probably becauso of these complaints, the
Congress has writton into the presont statute a sories of definite and more-or-less
automatie relief provisions, ® - Theso give taxpayers a degreo of certainty thoy
didn’t have under the former law; they do away with the expensive and time-
consuming prepuration of cases, prosentation of those cases to the Bureau of
Internal Rovenue, and the even moro exponsive court litigation, all of which were
engendored by the old law; to that extent they are benoficlal, .

$ut the bonovolent effects of the present. rollef provisions will be greatly dimin-
ished if thoy, or thelr interprotation by the Bureau of Internal Revenue and the
conrts, lead to diserimination or to unjustly heavy tax burdens whieh result from
pure aceldent,

The purpose of this statement I8 to call attention to one such provision and to
the need for Its amendment. and clarification,

For the snke of brevity, the problem will be stated as simply as possible, and
many of the complexities of the law will be disrexarded, .

To determine what portion of a corporation’s profits are excess under the
present law, the taxpayer may compare them with {ts profits, after certain adjust-
ments, during a d-year buse poriod, generally the ealendar years 1946-19, ‘T'o
the extent that a corporation’s profits in the current year exceed a pereentage
of the average yearly profits during that base perivd, they are taxed as excess.
For this purpose, 85 percent of the base-perivd average (which incidentally can
be arrived at only by computations and adjustments so involved that space does
not perndt discussion of them hered is ealled the exeess-profits eredit,

Erample.—~Axsume that in each of the years 1940-40 a corporation had a net
profit. of $100,000, and that, under the law, no adjustments would be required to
determine the average (n most unlikely assumption).  The average base-period
net income would he $100,000; and any profits of the corporation after July 1,
1030, or in later years in excess of $85,000 would be taxed as excess profits,

There are many kinds of cireumstances under which this formula will not
establish a fair or cquitable eredit. This statement will cover one such elreum-
stance which points to the need, mentioned above, of an amendment: the problem
of the corporation which has not been in existence in its present form for the full
4 vears of the base period,

For many reasons, the make-up and form of business enterprizes change
frequently, A corporation will merge with another, or will take over other corpo-
rations, A corporation may split into two or more scparate entities, A partner-
ship may incorporate. A sole proprictor may take in a partner. A partner may
die, and, under State law, a new parternship may result, Despite any of these,
or other sorts of changes of form, there may well be, in any case, an actual con-
tinuity of the business and of its capital, its assets, its management, and its true
business experience, In such case, the present corporation should be allowed to
measure the extent of its excess profits by the normal profits of its predecessors,

2 The other method of measuring exoess profits, based on the rate of return on capltal, s not considered

fn this statement,
V4Under sec. 722 a hypothetical hase-period earntnes, credit had to be tailor-made for the Individual
mmtmr on tho basis of almost all the factors which nfluenced the taxpayer's husiness during the base
riod years.” Summary of Excess Profits Tax Act of 1950 prepared by the Staft of the Joint Commnittee

pe
on Internal Revenue Taxatlon,

4 These provisions “of the World War Il law hzn'o resulted in extended delay in the settlement of relief
claims which diserlminated against taxpayers who had neither the time nor the financial resourcas necessary
rom both the Houspand Senate committee reports eited in footnote 1.

for the establishiment of thelr cases."
¢ The present law “provides relief by a set of formulas, thus reducing the arca of administrative diseretion
toa minimum.” From the joint stafl's summary, cited in footnote 3.
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Tho presoent. lnw ,mwhlun for romo of thoso situations: but, as Interproted, it
doea not covor all of thom, and thoroeln lios the Pnsnlhllu,v of disortmination,

Undor part 11 of subehaptor 1D (sees, 401-400) of the Interunt Revomio Code
(part of the presont oxveas-profitactax law), a roorgantzed corporation ean gouerally
tako advantage of the carnings history of ite prodocossors; amd, It ono or moro of
thoso predecossors had, i turn, heon s reorgantzed corporation, the presont corjo-
ration can go baok and wp the earnings history of tho prodecessors’ predovossors,
To oxpress this In terms of tho toehnieal Inngungo of the law, an acqulring corpora-
tlon can earry (v existonee and financinl history back through its eomponent
corporations; and one or more of the components of a presout and oxisting corpos
ration can bo an acquiving corporation s to Ha components,

Krample~-"Tho White corporation was in oxisteneo on January 1, MG, In
147, the Black eorporation was formed amd acquired all of the assots of tho White
corporation in exehange for the Black stock,  In 1940, the Green eorporation
acquirad tho assots of tho Blnek corporation in exchange for voting stock,

The Ureon corporation will b considered to hnve heen In oxistoneo during the
ontire base porlod, and can thon use the earnfugs of the White and tho Bluek cor-
porationa to moeasuroe its oxeess profits,

Purther, if the entire tinaneial history af the “acquiring” and the “component”
corporations, taken together, meet cortaln qualifieations, and if the continuity
dates back to bofore January 1, 116, the exikting corporation ix entitled to ofher
rolief nfforded to “growing corporations,” that s, corporntions whose growth
has beon o raphd in tho base period that it wonld be unfair to compito theie
oxcess profits eredit on a steaight average of actunl bhase period earnings,®

Theao provistons as to reorganizations also apply to a corporntion which “has
acquived substantinlly all of ﬁm properties of a partnership” (or o gole proprio-
torship) in o tax-free exchange.? No, all of the benelits of these provisions apply
to a corporation which took over o partnership (or a solo prﬂpr’vlmslllp) which
oxizted on danunry 1, 1046, -

But —and here is the problem toward which this statement. {3 diroeted: - the
Burean and the conrts have read into the law a requivement. which doesn't. appear
in the statute: that, to get the henetits of this rolief provision, the partuership
or proprictorship must have existed in exactly the sane form during the entire
baze pertod and until its properties were aequired by the corporation,

Feamples—~(1) 1f the |mrl.m-r.eht;‘) of Brown & White existed on January 1,
HHG, and, in 1019, the partners deelded to incorpornte, the resulting corporation
could haso its oxecss profits tax credit on its own earnings history and that of
the old partnership, and its “growth” would he measured from January 1, 1106,

(D) But, acconding to the Burean of tnternal Revenuo, it Mr. Brown had cone.
ducted the business as a sole proprictor until 1948, and then had taken Me, White
inasa partnor: and if the partners hworlmmu‘d in 1940, the corparation could not
take into account any of the financial history of the entorprise hefore the date of
the formation of the partnership,  Forther, it could not qualify for relief as a
“growing corporation” because its “component’’ was not in existence on January

, .

(3 On the other hand, if Mr. Brown had been the solo proprietor of the business
until 1949, had then fucorporated, and thoreafter sold an interest in the corpo-
ration to Mr. White, the corporation conld trace its existonco and earnings history
back to the beginning of 1040,

(4) I, in the example No. 1 above, Mr. Whito had died just heforo the incor-
poration and Mr. Brown had brought out his interest, the corporation would
probably 8 not have beon entitled to rolief. .

These examples clearly show that the relief offered by the law may be afforded,
or denied, to a particular corporation, depending on pure aceident.

It is submitted that this possibility of diserimination was not intended by Con-
gress, It arises primarily from an interpretation of the Bureau of Internal Rev-
enue, and, secondarily, from the fact that the wording of the statute is such that
its meaning is not clear.

The Burcau's interpretation is evidenced by one of its regulations, promul-
gated under section 740 of the World War II law (which is almost identical to the
E})\\wisions of the present law as to properties acquired from a partnership).

is part of the regulations? reads as follows:

§ See sec, 433 () and 462 (), IRC,
L et ance, Do e TR eutered tnto a particular typoof a contract durlng thelr Hvos
" ¢ utered Into (o} e contrac! rit Cir Hiv
Bee Ransohofl's, Inc. 9 T.C. 316, 8 particufur typeola contract durlng
§ Regulations 112, scc. 35.740-4.
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YA partnership (or o businoss ownold by o sole proprietorship) ean be n eompon-
oent torporation % * Howover, a partnership (or 2 business ownod by o
solo proprictorship) eannol ho an wequiring corporation aud, therefore .
(the Inw) ennnot oporate to mako of 1t prodecossors component eorporations of
It nequiring corporation,”

‘'hix rogulntion, and tho ‘m)clm‘ problom toward which this statement 1s directod
has bean hofore tho conpts In soveral eaxen,®  ‘Fhio ecdrts have held that the regi-
Intlon ix “repsonablo®; but it I submitted that, in no case, hus o court squaroly .
comnfdoreed this question: “Does the regulntion express the intent of Congress?”

Actunlly, thory I8 no roqudroment In tho statute that the partaership (or xoln
pruprlotnmhlp) shall have been engaged In business without any change in the
composition of tho prretnership up 10 the time of the transfer of its propertics
to tho corporation, “The statute does not roguirae that, at the thino of the transfer,
tho properties shall have bolonged continnouxly o the paetnership,  As n matter
of fuet, in a number of Jurlsdictlons n partnership Is not regarded as o legnd entity
at pll nnd eannot, s such, own any properties; this rale is particularly true of
renl estnte,  Did Congress intend that sush a loeat rule would render thin rellef
Inoperative?

It v wubmitted that what Congress intonded was that ncorporstion which suc-
ceeded direetly, or perhaps oven ludirectly, but in n tax-freo exchange, 1o sub-
stantlnlly all of the properties which had been utilized by a partuership is entitled
o utilizo the enrnlngs exporlence of the business and propertios during the period
of their operations. 1t is the Income from the properties that Congreas had i
miud,  Congress has not reguired that the rellef wonld be applieable only in
the enso of u partnership (or sole proprictorship) (ransferring its properties to
o corporation without any change in the ownership of the properties prior to the
transfor,  Instend, Congress used the words “n corporation which has nequired,”
If Congress hnd intended to contine the relief only 1o those situations which wonld
ho covered by the Buretn's interpretation, it conld easily have done so; but thero
wortld be neither logle nor equity n such a requirement,

But, even it it bo mlmlul-cf for nrgnment’s sake that the Innguage of the statute
s not clear and that §ts ambiguity inight support the Burcau's conaraction,
it cunnot bo assumed that Congroess intended sueh diserfmination. It is sub-
mitted, therefore, that an amendment of the statute Is necessary, either—-

() Lo repudiate the erroneons interpretation: or
(M to assure a uniform, nondiseriminntory applieation of the law so that
all corporations, large and small, will recelve equal treatinent,

1. TUE REMEDY

The diseriminutory effeets of the present |‘lro\'lnlnns of the law ean he obviated
by asimple amendment,  For this pirpose, the following is suggested:

“Bre—, AcouisitioN or Prorerries Fron Pawrsensimnes

“(a) AMENDMENT OF sECTION 461 (a)—S8ection 461 (a) Is hereby amended by
adding, at the end thereof, tho following new sentence: ‘Suhrnmurnph (D) shall
apply with respeet to propertios acquired from o partnership despite the fact that
prior to said acquisition, (1) thero have been deaths of partners, or withdrawals
of partners from, or addition of partners to, the partnership, or (ii) the properties
have been transferred from a partnership to a sole proprictor, or from a sole
proprictor to a partnership, or (iii) there has been any ehange in the ownership
of the properties through any combination of any of the events mentioned in
clauses (1) or (ii) of this sentence, provided that, duaring the base period and until
the said acquisition, at least one individual, a member of the partnership from
which the properties were acquired, had been owner of the sald properties or a
membeor of a partnership which had been the owner of said propertics,’

“(b) Errective pate—The amendment made by this scetion shall be appli-
oable to taxable years ending after June 30, 1950."

It is submitted that the proposed amendment wonld give to corporations which
have acquired partnership properties after “reorganization” of the parinership the
same treatment accorded to those corporations which have acquired propertics
either from other corporations or from partnerships (or sole proprictorships)

" Bee, for instaice, K., T, Renfro Drug Co., 11 T.C. 004; afirmed, 183 F, 24 845; certioruri denied, U, 8.
sql(weme Court, Fobruary 26, 1051 and Hawallan Frelght Forwarders, Ltd., 15 T.C. 35,
he Renfro case involved a partnership of three persons. The interest of one of the ners was bought
by the ol&xers beforo no?ulsltlon of the assets of the partnership by the corporation. The Tax Court, after
citing and approving of the regulation quoted above, held that the business experience of the partnership
during the base perfod could not be transferred to the corporation because the “intervening proprictors were
not ‘acquiring corporations’ as defined in the * * ¢ Code.”
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which have been in continuous and unchanged existence during the entire base
riod. At the same time this treatment would be available only where there has

n an actual and true continuity of the business, Discrimination and unfair-
ness in the application of the rellef provisions would thus be done away with,

III, AN EXAMPLE

This statement is presented on behalf of Wixson & Crowe, Inc.,, a Nevada
" corporation with its main offices in Redding, Calif. It is adversoly affected by
the discriminatory operation of the present law, In this respect, it is typical of
many small corporations throughout the country; its attorneys and accountants
have been told by other practioners of many similar cases. To illustrate the
sort of injustice that can result from the present law, the following history and
facts are presented:

Wixson & Crowe, Inc., i3 engaged in the general contracting business, but
sreclulizes in clearing dam sites for the United States Bureau of Reclamation and
similar work. Among its larger operations have been the clearing of the sites
of the Shasta and Cascade Dam reservoirs and of the Seattle-Tacoma Airport,
It is currently engaged in clearing large portions of the site for the reservoir of
Hungry Horse Dam in Montana, ‘

Saul L. Wixson started his business life as a dm%llnc and cableway operator.,
He worked for years on dam-construction jobs. He was cableway and rigging
superintendent in the construction of Boulder and Shasta Dams.

n July of 1940, Mr,Wixson formed a partnership with J. H, Crowe, of Redding,
Calif., and the firm entered the field of general contracting. During the early
months of the enterprise, considerable sums were advanced to the partners by
Mr. Frank Crowe, Mr. J. H. Crowe’s uncle. Mr. Frank Crowe decided to leave
this money in the business, instead of demanding its repayment, and thereby
purchased a one-third interest in the business, which he turned over to trustees
for his daughters, The firm thereby became, effective January 2, 1941, a three-
way partnership.

During the period of this artnershlg. the firm was engaged largely in its work
on the Shasta Dam Reservoir (1941-43), tho Scattle-Tacoma Airnort (1943) and
some tunneling work (1044-45). Tho partnership also acquired a ranch as
an investment,

On April 30, 1046 (note that this was just after the beginning of the excess.

rofits tax “base period’’), the trust withdrew as a partner because the trustees
elt that the contracting business was so hazardous that trust funds should not
be invested in it: Mr. Wixson and Mr, J. H. Crowe bought out the interest of the
trust. From that date, too, the contracting business and the ranch were conducted
as scparate partnership enterprises, the contracting business being owned in
equal shares by Messrs, Wixson and J. . Crowe.

Early in 1047, Mr. Crowe decided to retire from the,contracting business.
Mr. Wixson bought out his interest and, sfter February 28, 1047, transacted
business as a sole proprietor under the firm name of Wixson & Crowe untill June
1, 1049, when the present corporation was formed, and the business and its
assets transferred to it.1t

In 1946, 1047, and 1948, the principal project of the enterprise was clearing
the site at Cascade Dam in Idaho for the Bureau of Reclamation, In 1048, it
also engaged in some tunneling work.

In August of 1949, the new corporation first bid on the Hungry Horse project.!?
Its first bid was made jointly with J. H. Trisdale, Inc. and was for $8,384,670
(the highest bid was $11,256,190). For various reasons, not material to this
statement, all bids made at this time were rejected, as were all other bids submitted
for the same L)roject, on September 26, 1949, except for one scheduje covoring
1,000 acres, which was awarded for $475,000. A third set of bids was submitte
December 20, 1049; at this time Wixson & Crowe, Ino. bid for about one-half of
the remaining work, and J. H. Trisdale, Inc. for the other half. Their respective
bids were accepted' for a total of 34.931.210; the Bureau of Reclamation’s
engineer's estimate for the project was $6,231,850,

he startling difference between the first and final bids (and between the
Bureau's final estimate and the final bid) is attributable solely to one fact: Mr.
Wixson had invented and perfected a new device and a new method for clearing

1 The tra e *'to which sec. 112 ¢ ¢ * jsapplicable,’ and therefore the corporation

became a'n 'E::c!a{nﬁﬁlsgogomo‘gatlon" ugfthln th‘g)zn(g:)ning of aoc.s«ﬂpa)a}l) (D), Internal Revenue Code,
i f Reclamation “Abstract of Bids,” 8pee.

12 All facts re(ﬁrdlng these bids are shown in U. 8. Bureau ol
%‘o']%"" R1-HH10, and R1-HHI11, dated, respectively August 23, 1849, September 26, 1949, and December
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operations, It would be inappropriate to describe this device and method in this
ala}emcnlt, gut it has been given wide publicity in technical, and even popular,
riodicals.

peHere, then, is a situation in which, over 6 months before ‘the invasion of
Korea, almost a full year before the Congress started to consider the Excess
Profits Tax Act of 1950, over 6 months before the effective date of that act, and a
full year before the adoption of our present high military budget, a corporation
undertook a fixed-price contract at a price which saved the United States Govern-
ment millions of dotlars, The onllv effect “‘hostilitics and a large military budget’ '
could have on this contract would be to lessen the contractor's rroﬁt, because of
the spiraling costs of labor, equipment, and materlals resulting from the present
economy.

Further, it is to be noted, that the contract was awarded in 1049. Because of
climatic conditions, work could not be started until the spring of 1050, DBecause
of the nature of these huge projects, the expenses of the first vear's operations
are the largest—and the profits consequently the smallest. 8o, by pure chance,
the greatest profits will earncd in the years 1951 and 1952, when they are
subject to the full impact of the excess profits tax,

Surely, in truth it must be admitted that none of the profits from this contract
can actually be excess. Indeed it might well be argued that, under such circum-
stances, profits derived from such a contract would properly be exempted from
excess profits tax altogether.

At the least, it must be conceded that the contractor shall not be penalized by an
unfair, discriminatory application of the taxing laws. Wixson & Crowe, Inc. should
not pay one cent more tax than it would have if Mr. Wixson had conducted the
business as a sole proprietor from the first day of 1946 until the transfer to the
corporation, or if Mr, Wixson and Mr. Crowe had been partners during all of the
base period and until the transfer.

The accountants for the corporation have advised that, under gresent law, its
“excess profits tax credit” will be about $78,000. If, however, it were not pre-
vented by the present discriminatory statute and its interpretation from tracing
its earnings and history back to January 1, 1946, the credit would be about
$186,300. The difference between those two figures can be taxed each year, under

resent law at 30 percent, and at whatever higher rate the Congress may have to
x the excess profits tax in the future.
The history of this enterprise clearly illustrates the need, the justice, and the

equity of the proposed amendment.
| Senator Byrp. Our next witness is Mr. J. P, Wenchel, attorney at
aw,

STATEMENT OF J, P, WENCHEL, ATTORNEY AT LAW

Mr. WencueL, Mr. Chairman, and gentlemen of the committee,
I can save a lot of time if you will permit me to file my statement.

Senator Byrp. We certainly will permit you to do so, Mr.,Wenchel.

Mr, WeNcHEL. I have extra copies.

My name is J. P. Wenchel, and I am an attorney with offices at
1625 K Street NW,, Washington, D. C.

Senator Byrp, Who do you represent?

Mr. WeNcHEL. 1 regrese