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ADJUSTMENT OF THE BASIS OF PROPERTY FOR DEPRE-
CIATION, 0BSOLESCENCE, AMORTIZATION, AND DEPLETION

TUESDAY, JANUARY 22, 1052

CommurTer: oN IPsNaNCE,
UnNrep STATES SENATE,
Washington, D. €',

‘T'he committes met, pursuant to call, at 10 a. m., in room 312, Senate
Oftice Building, Senator Walter I¥, (teorge (chairman) )g@itllllg.

DPresent: Senators George, ooy, Kerr, Frear, Millikin, Butler,
Martin, and Williams, .

Alsopresent: Elizabeth B. Springer, chief clerk, Senate Committee
on Finance; Colin E. Stany, chief of staff of tho Joiut Committee on
Internal Rovenue,

‘The Cnamssan. Tho comnittee will come to order.

The heaving this morning on 11, iR, 3168, a House bill which was
bofore this committee before we:adjourned in October, but we did
not have the opportunity to take it up fully for cousideration.
heavings were indicated.

Senator Gillette, for himself, awl Senator Hickenlooper have offered
an amendment to H. R. 3168." The amenduent seems (o be designed
to make the bill retroactive, I think that is the whole effect of it.
The bill and the amendment will be incorl)ontai in the record.

(H. R. 3108 and the amendment arve as follows:)

AR ACT To amend rection $13 (b) (1) (B) of (he Internal e Cnde with respect ¢
lhe’ldjn:’l::ent of the baals of pz'o;e}t: f!\r dr'pf«'uﬂou. O&:ﬂﬂf l.:‘tuuthl. :

Jdepleti
viellon {11 R. 3168, 824 Cong., 10t ress.)

Re it enacted by tho Senate and Hoxse of Represeatetives of the United States
of America In Congreas assembdled, That (a) subparagraph (1) (B) of section
1138 (b) of the Internal Revenue Code, entitled “Adjusted basls,” {s amended by .
ingertiug after the word “allowed” the words “as deductions in computing net
income and resulting in a reduction of the taxpayer's taxes™ to canse the fiest
sentence thereof to reald as follows:

*(RB) in respect of any perlod since February 28, 1018, for exhaustion, wear
and tear, obsolescence, amortization, and depletion, to the extent altowed
as deductions in computing net income and resulting In a veduction of the
taxpayer's taxes (but not lees than the amount allowable) under this chap-
ter or prior fncome tax lawse.”

(1) The nmendient made by thie Act shall be applicable with respect to tax.
able years beginning after December 31, 1047,

Passed the House of Representatives April 12, 1001, '

Attest: Raren R Ro-mz.' x

erk.
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2 ADJUSTMENT OF BASIS OF PROPERTY FOR DEPRECIATION, ETC.

(H. R. 8168, 82d Cong., 1st sess.}

AMENDMENTS Intended to be proposed by Mr, Quaxrre (for himsclf and Mr,
HickeNLooPER) (o the bl (H. R, 8168) to amend sccilon 118 (b) (1) (13) of
the Internal Revenue Code with respect to the adjustment of the bhasls of
property for depreciation, obsolescence, amortization, and depletion, viz:

On page 2, line 6, after the word “by" insecrt the followlng: “sectlon (a) of".
On page 2, line 8, strike the figure “1047" and insert the foltowing: “'1038",
On page 2, following line 8, insert the followlng:

*{c) For the purposes of the Revenue Act of 1082 and all subsequent revenue
Acts, the amendments made to the Internal Revenue Coido by section (a) of this
Act shall be effective as if they were a part of each such revenue Act on the date
of its enaciment.”

The CuateMan. Mr, Camp, tho author of the bill in the House, is
not present at the moment. X thought if he were here we would hear
from him first.

I will submit for the record a statement by Mr. W. N, Haddad, of

Bell, Boyd, Marshall & Lloyd, Chicago, in favor of the bill and in
favor of the Gitlette-Hickenlooper amendment.

Also for the record, two lotters incorporating a statement by My,
John E. McClure, of McClure & Updike, Washington, 1). (%, who
can't be present today, also favorable to the bill and to the Gillette-
Hickenlooper amendinent,

("The documents referred to are as follows:)

Brur, Boyp, Maxsitan, & Lioyo,
Chlcagn, Junwary 16, 1952,
Hon. WaurTes F. Qronur,
Chalrman, Comwmiittee on Pinance, Uniled Ntales Scnate,
Washington 25, D, C.

DrAR 8eNATOR Gronok: Having written you xometlme ago nbout my {olerest
in H. R. 8163, 1 was notitied last week by the clerk of your comnittee of a hear-
fog which you propose to hold on that blll on January 22, Unfortunately, other
commitments will gre\'mt my acceptance of your invitatlon to appear before
the coinniittee on the 221, However, T shiould like to express brietly my views
;){ll t}:ne bllll and should appreciate the insertlon of thix tetter in the record of

o hearlng. .

H. R. 3108 s dealgned to correct the rule fald down by the Supreme Court
in the Virginlan Hotel case to the cffect that a taxpayer who erroncoualy takes
an excessive depreciation deduction {8 bownd by his error In later yearsa although
the error had no effect on taxex. The Court based itx declslon oh a constrie-
tion of the word “allowed” [n Lthe statute—n constructlon cowpletely at odds
with the legislative hlstory of the sectlon Involved, It s clear beyoud doubt

t Congress never intended the result which the Court reached.

Although this declslon has not affected a greal many tuxpayers, it has worked
an unconaclonable Injustice on those to whom it has been applied. Tho bill
now pending before your cominittee swlll correct that fujustice for all open years
i£ the committee reports the blll with the Q(illette-ickenlooper amendment
which restores the bill to the form In which It was originally introduced by
Ovngresaman Camp. [ recommend wost strougly that this be done,

. There seldom arlses in tho tax field a sltuation calllng for legislative action
where all the law aud all the equilles are on the slde of the taxpayer. Thlis,

waver, 1s Just such a situation. No one, to my knowlndge, has ever supported
the Virglnlan Hotel rule as a just one and no ong has denled that it Is a clear
misinterpretation of congressional fntent. 1 amn certain you are aware that
B. R, 8168 ag originally introduced had been recommended agaln and again by
the American Bar Association and the American. lustitule of Accountanta,
The American Bar Assoclation recommendation was made firat {n 1043 when
a petition for rehearing in the Virginian Hotel case was pending In the Supreme

Oourt.

1 think this bil} presents an excellent opportunity t.or the Congreas to demon-
strate that falrness to taxpayers will bo preserved ‘'even at the cost of some
revenue,
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1 reapectfully urge that the committee report favorably cn H. R. 31638 with
the Gillette-Hickenlooper amendment.
Sincerely yours,
W. N. Haopap.

McCrure & UprpiKe,
Washington, D. 0., January 14, 1952,
In re H. R. 8168,
Benator Wartes §'. Grosar,
CAairman, Commitice on Finanoe,
United Stales Scnate, Washkington, D, O,

Dzar Benaror Grorae: I understand that publie hearings will be held on this
bill on Tuesday, January 22, 3062, I would appreciate your perronal considera.
tion of the followlng:

1. The blll should be amended 80 as to apply as far back as 1932, for the

rpose of recomputing depreclation- for prlor years, but not so as to reopen
tax years In which the determination became final prior to the date of {ts enact-
ment into law,

2. That 1s (0 aay, the act ahould not open up tax years already barred by the
statute of limitation, but where the yeur Is open and not barred by the statute
of limitation, then for the purpose of determining the correct tax liabllity for
such open year, the proper amount for exhaustion, wear and tear, obsolescence,
amortlzation, end depletion, for years as far back as 1032, should be determined.

Reapectfully submitted.

Jouxn B. McCruze,

McCLure & Urnixe,
Washington, D. C., January 18, 1952,
In re H. R. 3168,
Hob. WALTER K. (PORGE,
Chairman, Commitice on Finance, Unitcd Stalcs Senate,
Washinglon25,D. 0. N

Sir: 1 have been Informed that the Treasury Departmeut opposes the retro-
actlvity of this bill primarily on the ground that it would cause an undue hard.
ship on the Burean of 'Internal Revenue in auditing returns for prior years. To
thia 1 have two views:

In the first place, it the declaion of the 8upreme Court In the Virgintan Hotel
Corporation case (318 U, 8. 523) was crroneous, and 1 sublt that It was, then
the Treasury should be the one to correct it, because 1t was the Treasury who
brought about the wrong declslon,

In the second place, let nie respectfully ray that the Treasury Department is
in error In stating that an unduc burden would be cast upon the Bureau of
Interual Itevenue. 1 ray this becnuse the Bureau 13 constantly examining the
books of corporations from the very time the corporation was formed, and also
examining the books of taxpayers from the very time properly was acquired
where there Is a retirement thereof. 14t me give yon some actual 11lustrations:

(1) In the recent case of Boston and Maine Railroad v. Commissioner (16
T. 0. No. 180) the facts shaow that the Commissoiner went as far back as 1013
for the purpose of ascertalning the historical data on certaln propertics retired
In 1837 to 1043, Incluaive,

(2) Just recently, in the seltlement of Reading Co. for the years 1040, 1041,
and 1942, tho Commlssioner went back to 1898 for the purpose of asceriaining
the then vatue of property pald In at the Inception of the corporation. This for
the purpose of determnining the Inverted capital credit.

(3) In every case in which the taxpayer has depreciable or dejletable prop-
ertics, the Commissionet's office, once in about 5 years, examines the taxpayer's
books and records for the purpose of ascertalning whether or not the deductions
for prior years were sufiicient. 1f the Coramissioner finds that the taxpayer took
an insufficient amount for depreciation or deptetion for prior years, the Commis-
sloner setr up what he determines to be the correct amount for auch prior years,
waking sych computation apply back to the acquisition of the properties, which
{&wmet casea'ls even pelor to 1013, Any experienced revenue agent will bear out

s statement,
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(4) 1ot we take a most likely situation. In 1031 a taxpayer retired o plece
of property which It acquired In 1018, clalming a large losy, or reporting a
profit in the event of a sale or exchange. Whal happens? The revenue ngent
goes back to 1010 to ascertatn whether or not the taxpayer hid deducted the
proper aiount for depreclation, and if for any year or years the taxpayer falled
to take any deduction, or a deduction for an Insufiiclent amonnt, the revenue
agent recoinputes the less or galn on the disposition of the property in 1051 Ly
charging that taxpayer with the fusufficlent amount taken fn prior yeurs. ‘This
13 an everyday occurrence (o the Ilureau of Internal Revenue,

(8) Now let nic glve you one of the best IMustrations of all.  All taxpayers,
literally thousands of thein, who clalin an excesa profita credit based upon in-
vestedd capital under the current Excess 'rofits Tax Act of 1000, must go back
to the very tinie the corporation was formed and buitd up the historleal data of
each Itemn of property which was turnedd in to the corporntion for stock or ax
pald surplus  The sawe thing Is true of property otherwlse amuired for the
purpose of ascertalning the accumulated earnings.  See section 437 (e) of the

e -

(0{ Morcover the burden Ia on the taxpayer to prove It own case, Doubt-
less If the hill Is mnde retroactive, as it should, taxpayers will be required to
submit detalled data in support of any correctlong which are sought to be
made. The Commissioner will require this to be done in such n way that it will
be A very easy matter for the Burcau ta cheek the detnllr thereof.  Thus, there
will be very little work on the part of the Bureau.

8o, when the Treasury Departient aays that the retroactivity of 11, R. 3108
would cast an undue burden upon the Burcau it Is saylng something that can-
not be sustalned on the analyals of actual experlence of what goes on withbla
the Bureau of Internal Revenue in the andit of tax returns,

True, there are literally milllons of tax returna, but very few, very few
indeed—onty 15 or 20 taxpayers to the beat of my bellef—who were adversely
affected by the Virgintan kotel Corp. declalon, Even as to these few returna,
they are among the old taxpayers whose booka are constantly audited and
reaudited for tho purposes which 1 have just set forth.

Respectfully submitted.

Jonn E, McCruge.

The Criamuan. Mr, Kirby, are you the first witness on this billi

Mr, Kby, I think so, Senator. .

The Cuaimman. I thought wo would hear Mr. Camp if he were
heﬁ, but he is not here I‘lﬁ t now. . L .

., Kmsy. I would like to have Assistant Commissioner Martin
come up with me on this. . .

The CrArMAN. Mr. Martin, come right around, sir. .

Mr. Kirny, There may be sonie questions that you would like to go
into in connection with the administration and the revenue effects of
t&o ‘l))ii‘lll-and Mr, Martin is thoroughly familinr with those aspects of

€. bl

STATEMENT OF VANCE N. KIRBY, TAX LEGISLATIVE COUNSEL,
"IEPARTMENT OF THE TREASURY; ACCOMPANIED BY FRED 8.
MARTIN, ASSISTANT COMMISSIONER, BUREAU OF INTERNAL
' REVENUE, DEPARTMENT OF THE TREASURY

Mr. Kirsy, The Department is very glad to a‘)pear before this com.
mittee and discuss the as of H. R. 8168, a bill which would reverse
ghil?up‘r,eme v\rt‘p decislon in the Virginian Hotel case.

- Inbrief, the bill would extend the tax benefit rule to such deprecia-
tion as has been claimed and allowed in prior years, but which is in
excess of :the amount allowable as depreciation. Let me illustrate,
Assums that the allowable yearly aniount of d?reciation with vespect
> certaln property is $1,000 a yéar, The taxpayer claims, and the
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Burean does not disallow, a $2,000 deprecintion deduction for that year,
In other words, he is taking a deduction in excess of thoe properly
allowable deprecintion. He continues this practice through five loss
years, and several years thereafter sells the property.

Under the present law, ns Inid down in the Virginian Hote! case,
the basis of the property for determining whether gain arose on the
sale will be reduced not only by the $1,000 yearly allowable deprecin-
tion, but. as well by the $1,000 excessive (fepn‘cimion which he has
claimed on his return, even though in the five loss years tho taxpayer
received no trx benefit from the excessive deduction,

The Supreme Court indicated that this result followed gsinco:

Congress has provided for deductions of annual amounts of deprecialion
which, atong with salvage value, will replace the original [nvestinent of the
property at the tline of K8 relirement. The rule which has been fashioned by
the court below deprives the taxjmyer of no portlon of that deduction. Under

that rule, taxpayers often will not recover thelr Investisent tax-free. Hut
Congresa hag made no such guaranty—

that you will recaver your deprecintion tax-free.

Nor has Congress Indleated thiat a taxpayer who has obtained no fax advantage
froin n depreclation deductlon should be allowed to take (t a second time. The
polley whileh doex not permit the second deduction In case of “allowable™ de-
preclation {x equatly cogent ux respects depreciation which s “allowed,”

It should bo noted that the Cemmissioner of Internal Revenue in
IT 2044, which was issued in 1935, took the position ultimately con-
firmed by the Supreme Court in the Virginian Hotel case.  The Vir-

ininn Hotel case eame down in 1143, In 1935 the Commissioner of
nternal Revenue took the same position which was ultimately con-
firmed by the Supreme Conrt. in the latter cuse,

Senator Kekr, T wonder if you could stop right here and just
briefly state the position of the Department and the conflict which
exists which the Qillette-Hickenlooper amendment secks to resolve,

Mr. Kiaav. I thiuk it really wmhd be a little cleaver if I followed
this statement, which is a fairly short statement, Senator. 1 would
be glad to go over any purt of it later.,

enator Kerk, T must say I can follow n fellow a lot better if I

- ean clear up any doubts and do not remain in such’a condition of

uncer(aintf' until somo opening in the clond might make me see the
light which I otherwise would not perceive.

r. Kirny, Let mo say that the QGillettee-Hickenlooper amend-
ments only affect the effective date. .

Senator Kerk, That is all the marringe license does with roference
o children born thereafter, you know. It is a matter of timing, I
know that. . .

Mr, Kwnny., Under the bill no reduction in basis will be made in the
above illustration for the excessive portion of the depreciation claimel,
that.is, where n person took $2,000 of depreciation during five loss

ears instead of $1,000 which was properly allowable under the law.
{Jnder that illustration the bLill would restore the excessive deprecia-
tion to basis and would allow you to carry it forward into the later

ears,

y Senator Krri, Let me ask yon a question, I want to get a picture

of the problem, if 1 can. Does it have to do with a situation where

a taxpayer took more than the normal rate of depreciation in a year

in which there was no taxable gain and, therefore, no profit against
94301—52—-3
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which to charge that excess deprecintion, and now, or at some time
irior to this and subsequent to the decision, sought to get the credit
or that excess depreciztion in the same year in which he did have &
profit or a taxable incomef

Mr. Kieny, That iscorrect. That is the situation.

; dSe:.mto'r Kzrr, Is that the problem or the proposition we are con-
siderin

Mr. Kirny. That is exactly the situation.

Senator Kerr, And does the Treasury oppose thati

Mr. Kwrny. The De‘)artment is quite concerned about that.

Senator Kerg, Well, I understand that. T am kind of concerned
about it, too.

Mr. Kiray. For three cousiderations, the tirst of whicli——

Senator Krrr. Just answer my question, Do you oppose thati

Mr. KmsY. We really do not favor this Lill even n its reduced
form. The Department, on the House side, opposed the bill as origin.
ally introduced by Representative ("amp because it went back to years
as early as 1032 and would have resulted in tax refunds even for open
years under the World War 1I excess-profits tax. Now, the House
modified the effective date so that it would permit only refunds with
respect to years after 1047, Now, that madification much improved
the bill but, in our view, the bill is not desirable. Fiust, it is not neces-
sary prospectively, because of the carry-over provisions of the present

aw,

We have a 7-year carry-over of any losses, so that it will be unusual
for a taxpayer not to receive tax benefit from excessive depreciation.
It there liad been a comparable carry-over of losses back duving the
depression years so that the excessive deductions were not completely
lost insofar as tax benefit wero concerned, then this problem really
would not have arison.

Senator Kear. Now, in the light of that, does the ‘I'teasury oppose
the bill or the amendmentt

Mr. Kiray. Yes,

Senator Krrr. It doest?

Mr. Ky, Yes.

Senator Kzrr. Do yon op it on the ground of Leing against the
principle or on account of what the cost of the bill would het

r. Kirny. The cost is not as much ag we believed at one time.

Senator Kerr, Regardloss of that, do you oppose the bill because
of the principle or because of how much you think it wonld cost in
revenue?

Mr. Kirar. Well, we opposs it, fivst, as I said, for the reason that it
is not necessary for the future, due to the long carry-over period, and
second, because the benefit that would be given under this bill would
bo very unevenly distributed. In other words, the only real reliof
that would be forthcoming is to persons who, after 1047, atill retain
frgg:;tl‘y which they held in those earlier loss years, generally in the

9 depression period. It is only those taxpayers holding, say,
factories or hotel promrty during the depression years and still retain
that property after 1947 who would obtain any benefit under the bill,
" NoWw those taxpayers who were in exactly the same situation in
1080-38, that is, who had claimed excessive depreciation in loss years,
but who had sold 6 otherwise disposed of the ro)}ertv .Yrior to 1048
will obtalh no benefit whatsosver under the bill, ' The bilt thus would
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discriminate n;%aimt them, as well as aguinst those who did receive a
tax benefit in the dqlm-ssion years from excessive depreciation. This
latter group reccived n tax benefit of only 15 percent approximately
whereas tho bill would return benelits (0 a chosen few under a 50
pervent vate,

Senator Kexn, That is a mmarvelous speech, but 1 would appreciate
it if you answerwl my question, “

My, Kigsy, Lam giving you the main reasons why the Department
does ot really favor this amendment, Senator,

Senator Kekk, Is your osmosition based on the fact that you oppose
the principle of the bill or is it on account of the losses in revenue, or
both ! Will you answer that question for met

Mr, Kigny, 1t is both, Senator.

Senator Kenr, It is both?

Mr, Ky, Yes,

Senator Kern. 1 underand that, but I am afraid you lost me in
your long dissertation, and as I looked at you I was afraid you were
wetting a little confused yourself. You oppose it both on the question
of principle nil loss of revenue!?

Mr. Kirny, On revenue.

Scnator Kerr. Now, that is what you just said.

Mr. Kigny. On revenue and the equity provisions, uneven distribu-
tion,

SNenator Kexn. That is rart of the principle; isn't itd

My, Kikny, Yes; I would say so,

Senator Keww. You oppose it both on the principle and loss of
revenue?

Mr. Kinny, Yes,

Senator Kerr. Yet, as I understand it, you say that it is not of an
necessity because the same benefit is available since 1947, or 1948,
through the carry-over provision of the law applicable since that time.

Mv. Kikny. Yes

Senator Krekn. Is that correct

Mr. Kikny, That is right,

Senator Kerr. Well, then, that would be a recognition of the prin-
ciple involved in this bill insofar as the present law is concerned;
would it not{

Mr. Kigny, That is rvight, insofar as the present law is concerned.

Senator Kekr. Did you oppose that provision in the present law{

Mr. Kirny, No, indeed; wo recommended that.

Senator Kerr. Then, it 1 wet it right, you are in the position of
opvwing this bill on principle and_having recommended another
bill which put into effect cither a similar principle or a principle
which would produce similar results,

Mr, Kiruy, 1 will put it this way, if I may, Senator——

Sepator Kenw, Just answer my question thoe way I put it.

Mur, Kikny, 1 would say that the enactment of this bill is not neces-
sa?, in view——

Senator Kern. I understand that.  You covered that.

Mr. Kirar. What the bill does is hand out relief in certain cases
attributable to actions in the past whereas in other similarly situated
cases thoy do not obtain that relief. Under present. law all taxpayers
aretreated equally on current actions. That iz the peint.
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Senator Kera. If they sold the Froperty, they are not in the same
position as the ones who haven’t sold; are theyf

Mr. Kirsy. They are different to that extent.

Senator Kerr, Well, that is the difference; isn’t it?

Mr, Kirsy. That is the difference; yes, indeed. .

Senator Kerr. Then, don’t you find yourself in the position of op-
posh? the application of this principle prior to a certain period
an]d' avoring it subsequent to a certain period? Isn’t that one re-
sult

Mr. Kmsy. ‘I think that is exactly it, Senator.

Senator Kerr. Allright. That is what I want to get.

Mr. Kiesy, May I say this—

Senator Kerr. You can say anything you want to after you an-
swer the question. I am simply waiting for {:u to answer the ques-
tion. I get lost when you make a speech before you answer the
question. Now go ahead. What did yon want to say!

Mr. Kmsy. I want to say this: that if we were to start completely
afresh and we did not have the retroactive effects of this amendment,
which would operate unevenly in its application, I think we would all
agree that the bill is entirely proper.

nator Kerr. You think it 1s & sound principle. You think it
should not be made retroactive because in doing so its benefit would
not accrue to everybody; it would not accrue to those who, had they
not sold, might have been benefited.

Mr, Kirsy. That is right.

Senator Kere. All right.

Mr. Ky, And there are other bars to getting the relief.

Senator WiLriams. Mr. Kirby, do I understand correctly—

Mr, KirpY. Senator, could I just continue?

Senator WiLL1aMs. Yes,

Mr, Kirey, It is not merely the fact that they may have sold the
property prior to the effective date of the bill ; there are other reasons
that would deprive them of the benefit of this bill, if it were broad-
ened as is proposed by the Gillette-Hickenlooper amendment, to give
relief in all prior open years. In other words, such broadening would
:,lsol discriminate against people that have allowed their tax years
o close.

. Senator Kxrr, Would you favor the broadening of the bill to make

it gfplicable to thosef

. Kiray. If all people would be treated the same——

Senator Kerr, Don’t make a speech on %eneral equity now; just
answer the question. Would you favor broadening it to include those
lwho a;‘e not in the position to get the benefits of it but who had similar
osses

Mr, KmrpY, Senator, the cost would be enormous.

Senator Kezz. will you answer the question? If you can't an-
swer the question, just say so; but, if you can answer it, answer it.
Do you favor that! .

e rto Kimsy, I cannot favor it when the cost:would be so enormous,

- Senator, ,

. Senator. Kezn, Just say “No"} just tell me you don't favor it if
oudon't favorit. Thatisa sun{) e question. , Do you or do you not
avor broadening to where it would cover those

Mr. Kmsy. I would not favor it, in view of the enormous cost.
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Senator Kerr. All vight. .

Mr. Kirpy. I would like to give the reasons for the answers that
1 give you; that is all, Senator. .

enator Kern. s I said, I don’t mind how many reasons you give
for an answer, but I sure would appreciate getting the answer and
then the reasons. . .

Mu. Kixny. Let us look at the three important uspects that I think
the conumittee shouid consider in taking up this bill. .

Senator Wirniae, My, Kirby, before you start inaking that point,
may I ask you a question?

M. Kiroy, Yes. .

Senator Winiiams. Do I understand you correctly to say that it
is the Treasury’s position that, if a firm claims a $2,000-a-year de-

rreciation and under the Jaw the{ would probably only be eligible

or $1,000, thex should still keep the $2,000 computation?

Mr. Kirny, Yes, and that is exactly what the upreme Court held.

Senator WiLLiays, The question is this: Just suppose yon have a
firm that has held this same property for 15 or 20 years and did not
claim any depreciation at all and they sell it, do you allow them to
carry, under the present-day law, the full $100,000 which they paid
for it, or do you make them go back mathematically and compute an
imaginable deprecistion?

Mur. Kirey. We raoke them go back.

Senator Wrruiams., Notwithstanding the fact they had never
cluimed it, you make them go back and compute it?

Mr. Kirey, Yes; make them go back, under the statute, and make
them deduct their allowable depreciation. It is not an imaginable
figure, but depreciation actually sustained and under two Supreme
Conrt decisions, of long standing, U. 8. v. Ludley and Fidelity-Phila-
delphia Trust Co., it must be taken into account,

Senator Wirriaxs. It is allowable?

Mr, Kirey, Yes,

Senator Wirrrais, You make them do it even though they never
claitned that in their computation for income-tax purposest

Mr. Kirsy. Yes, under the above two cases.

Senator WirLLiays. When you make them claim it, do you make
them go back to the income taxes in years when they did not claim it?

Mr. Kirny. If the years are open, they would be entitled to recom-
pute their taxes,

Senator WiLLiays. And if they are not open you do not?

. Mr. Kirny. There would be no tax recomputation if the statute of
limitations has run, but adjustment of basis'for allowable depreciation
would still be required. :

Senator WiLLiAMs. What is the statute of limitationst

Mr. Kirny. Three years after the filing of the return, generally.

Senator Wirr1ams. It is the Treasury’s position that ige a corpora-
tion claims in excess of what yon recoghize you make them go back
and correct it because that is in favor of the Treasury Department, but
if they fail to claim any at all you still go back and penalize them¢{

Mr. MarTIN, It isrequired by law. -

Mr. Kirny. The statute says you have got to take into account the
allowable depreciation. : :

Senator WiLriayms, Do you think that statute isright?

Mr. Kmav. I think it is.
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Senator WiLLiams, Do you think you have a right to make them
earry back even though they haven’t taken credit forit? Do you think
m ;ve :'nght to take it away from them if you don't give it to them

8

Mr. Kirsy. Yes. I would say the income-tax law intends that youn
compute your tax on an annual basis, and it tries to give you depre-
ciation for each particular year involved in order to determine the
taxable income for that particular year, Now, with respect to a fail.
ure to comply with the statute and with the statute of limitations
running on that failure, you just cannot go back under the law and
readjust the taxable income for that year. Depreciation must be

ized when it occurs and cannot be postponed to suit the conven-
ience of the taxpayer.

Senator Kenr. I believe we had a little discussion here the other
dt\g’ in which you said you would favor a law which permitted that.

r. Kirsy. Maybe so0, Senator. .

Senator Kerr. Where the situation existed. that you would compel
them, at-a certain date, to mad{ust‘ previous returns to reflect depreci-
ated amounts so that the price, if sold today, would be correspondingly
reduced. I believe you said in a situation similar to that, whene,%)y
your action, or by the workings of the law, they had to take a charge-
off in the year in which their tax return was closed, that you would
permit the opening of it to where they would get the benefit of the loss
which the Treasury under the law compelled them to take,

‘Mr. Kigay. I think you may be referring to that section 3801 which
does try to wash out some possible inconsistent positions by the tax-
pagz or the Government.

ator WiLtaMs. I think T can see where you can support one
position of the Treasury, but I can't see how you can support both
these positions at the same time,

Mr. Kmbr. You see, Senator, if & taxpaver fails to take the depre-
ciation which the law allows him, he_should' not be able, in & later year,
to take that which he failed to take in the appropriate year.

Senator WirLiams. Hoe has to pay the capital-gains tax under the
existin%Olaw as I understand it.  For instance, if the esropert cost
him $1 ‘006, and he held it for 20 years, he is allowed $50,000 for
depreciation in his return even thou%:\ he never depreciated it, but
it ﬁe is taking off $75,000 fou still make him deduct it. T can under-
stand one or the other but I can’t understand both. .

Mr. Kirny, If he hastaken off $75,000 during the earlier: years, then
the.law requires, and the Department agrees, that the $75,000 must
be subtracted from his cost in computing his ,}n-oﬁts. So if, during
the earlier years, ha took as a depreciation $75,000 even though the
allowable depreciation might have been only $50,000 for tlose years,
and let ua say, the statute has run on adjusting tax liability in those

ears, and he sells it for $100,000, then he is taxed on the $75,000 gain.
That seems fair, of course. I mean, you should not allow him to
have & double deduction for depreciation. .

Senator FREAR. It looks like in that. case yolt are not only allowing
him a double one but you are not allowing him a si:;éﬂe one.

r. y. In the case Seuator Williams stated, he assumed he
bought the é)orgg_erty, for $100,000 and during the eatlier years he
deducted $75,000 for deg‘reeiut(on, and the statute ran on these years,
and let us assume that he was overdepreciating it, taking too large
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an amount and he should have only taken $50,000, then in computing
the guin on the property when he sold it in a later year for $100,000
the statute requires that you deduct the $75,000. This very situation
was one which the 1932 amendment here in question was intended to
meet. 3

Senator Frear. You take the position, if the property cost $100,000,
that sometime during the life of that property, 1f he does not sell
it, he is allowed to take in depreciation $100,000, He may not always
take it. If he sets it up on a 25-year basis and he skipped a year 10
years ago, he can’t go back and claim that, after it has run 3 years,
as T understand it

Mr. Kirsy, That is riﬁht.

Senator Frear. But he always has the opportunity, within the 3-
year period, of getting 100 percent back on his investment?

Mr. Kinny, That is right.

Senator Frear. Under any circumstances,

. Mr, Kizny, That isright. But if he nllows a year to go by without
taking any depreciation and the statute runs——

Senator Frear. How far back? Three yearst

Mr. Kirby. Three years,

Senator Frear. If he finds his mistake within 3 years he can go
back and make an amended return for the year in which he did not
{ake his allowable deduction?

Mur. Kirny., That is right.

Senator Wirrans, What if it is a farmer who owns (})ropert,v and
never took any depreciation and he should sell it, would you still go
back 'and compute an imaginable depreviation in computing his capital

in
gaMl-. Kmpy. Yes. When von say “imaginable,” the computation
iz of the allowable deprecintion, the depreciation he is entitled to take
under the law and which has actually occurred.  Moreover, it is some-
times n difficult thing to figure out how long the life of this barn is,

Senator Frisr. Who determines the life of the barn?t

Mr. Kirny. The taxpayer, in the first instance, and the revenue
agent, in auditing his return.

Senator Frear. When the revenue agent disagrees with the tax-
payer, whose judgment is taken?

Senator Wirntass, The revenue agent’s.

Mr. Koy, That is right, unless an agreement or compromise is
possible, .

Senator Kerg. The taxpayer can go to court.

Mr, Kieny. Yes; that is entively right. e can go from the revenue
agent, whose decision is final in the first instance, to the conferees,
then to the uppellate staff of the Department, then he can go to the
tax court.

-Senator Frear. To the appellate staff in the Departinent at the
regional level or in Washington?

Mr. Kirny, At the regional level ; yes.

Senator Kerr. The record will show that Senator Millikin is in the
meeting, that he has to leave to go to another committes but lie will
returi. . :

Senator Mitaakix, Wil you be good enough to count me for quorum
purposes? : . R -

Senator Kerg., Thank you, Senator.
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Senator MarTIN, Mr, Chairman.
Senator Kerr (presiding). Senator Martin.
_Senator MarTiN, Mr, Chairman, it seems to me that the questions
gf Senator Williams and Senator Frear, and the answers thereto,
ave brought out, in & general way, not as it pertains to this paiticular
bill but in a general way, the dléicult.y that the ordinary taxpayer
has in order to correct whut he thinks is an error in his taxes. I am
referring to the man who is too sinall in business or in an occupation
to have expert bookkeepers and accountants, and ns these two Senators
from Delaware both state, in most of those cases the man does pay
what the collector says he ought to pay, because he just can’t afford
to §o through the different thingls, Mr. Kirby, that you refer to,
ow, the bif{ corporations, the rich people can afford to have an
accountant and an attorney, but the smaller mx‘myer can'ty, and it
seems to me we are just getting this thing entirely too complicated.

Now, this matter of depletion of property is & very serious matter,
because farm buildings have to be replaced, sinall office buildings have
to be replaced, and if a man is a prudent man he sets up depreciation
for that purpose, It is a very important thing. What I am getting
at, I think the Congress and the departments down here onght to
set this thing up so it is easier to understand, so that it is less
complicated.

Mr. Kiesy. Right on that point, I think this should be brought out,
that this bill is really not at all for the little fellow. The little fellow
will not be able really to operate under the bill to get back this pos-
sible excessive depreciation that he may have now in the loss years,
It is an extremely complicated job. But, as I was indioatinﬁ to the
committee, for the future years the hardships that this bill is divected
at—and I do not hesitate to say there were hardships that resulted
from this rule—those hardships will not result in the future, as I
pointed out, in view of the carry-over of losses over a 7-year period.

Senator Kerr, This is the reason I cannot understand your opposi-
tion to the bill on the basis of principle, because you favor a rrinclple
which is either identical or similar to the one now in the law with
reference to present occurrences of like kind or character, but oppose
the application of that principle, which you endorse as being whole-
some, to years in which it was not available and as the result of which,
even thoth there may be a limited few, the sumn total of those that
suffer still are in a position to take advantage of the curative effect of
the legislation, . .

Mr. Kieny. It is exactly that, the uneven distribution of the bene-
fits of this bill. . .

_ Senator Kear. Yet you say you would oppose making it available
to all, gven those who sold their properties and for that reason would
. not be In a position to take advantage of it. I do not understand you

opposi itmauae it does not cover enough and at the same time op-
posing it because it covers them all. 8o I think it reduces itself to the
place where your opposition is based on the revenue. You think it
costs too much, : .

- Mr. Koy, 1 won't say exactly that. I want to remind you that
when 1 answered that uestion I said that the revenue lost from mak-.
ing that applicable to all, without regard to whether the taxpayer still
owned the property with respect to which excessiye depreciation was
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obtained, or irrespective of whetlier the statute of limitations was still
open in the earlier year. ‘

If we gave relief without regard to those bars then the revenue loss
would be very, very large. Moreover, it wauld be actual cash going
out of the Treasury as refunds while providing the treatment pro-
spectively results in lessened revenues only.

Senator Kexn. It reminds of the monarch who took the position
that those who had died because of oppression in the past should not
be helped and those who still lived should not be relieved from the
oppression becauss there hind been those who suffered the same op-
pression and now being dead were beyond relief.

Mr. MagmiN, Could I add something to that statement, Mr. Kirby?

Mr. Kiruy. Yes. .

Mr. Marmin. My, Chairman, opening the statute of limitations,
making it applicable to all— :

Senator Kerr. What is your namet :

Mr, MawTix. Martin, Assistant Commissioner of Internal Revenue.

Senator Kerr. Your remarks will be put in the record.

My, Manriy. Opening the statute and making this relief applicable
to ull taxpayers would make a tremendous administrative burden on
the Bureau,

Senator Krrr. Now, I would not want to do that. I would think
we should be as tender in the matter of putting burdens on the Bureau
in the collection of taxes ns we are in putting burdens on the people
who pay the taxes. I believe we should have that in mind.

Mr. Kirny. With respect to the administrative probleins, the tax
benefit rule proposed by H. R. 3168 would operate with respect to
excessive depreciation.claimed since February 28, 1913, to the extent
that property in existence during the intervening years, or with a
substituted basis therefor still remains in the propeity account on the
effective date of the bill. Claims submitted under the proposal would
tlmle::) ?&volve reexaimining tax returns for taxable years beginning prior
to .

This is under the bill which is before the committee.

Senator Kerr. Are not you constantly reexamining those returnsf
.. Mr. Kiany, No. There are some returns that have not been com-
pletely audited even much earlier than 1948, but this would require
the Department to go back and look into returns that had closed long
ago.

Senator Krrr. This does not apply to all taxpayers, does it?

Mr. Kirsy. It would apply to all taxpayers who liave any property
now and which they owned In the years to which the bill applies,

Senator Kera. Don't you think that is a very limited number?{

Mr. Kirny, Yes.

Senator Kera. And did not you say there was a very limited num-

r

Mr. Kirsy. Yes.

Senator Krrr. The extént to which this limited number would be
reduced it would reduce the number you would have to go into.

Mr. Kirny, Yes, -

Senator Kerr. And reduce the burden that you have.

Mr, Kiey., As Mr. Martin said, if you open the statute completely
then you would have to go into a lot more returns.

94391—52——38
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Senator Kerr. Is there such amendment before the committee, or
are we discussing such prorosa), or are you objecting to something
that has not been sufgested )

Mr, Kwrny. Noj it was in connection with the question that the
chairman asked and that My, Martin commented upon,

Senator Kenr, Proceed, ] )

Mr. Kwiray. From the administrative standpoint, the bill would im-

substantial problems, since many early roturns may no longer
available and since it would be necessary to reaudit loss year veturns
(carefully to determine whether theve existed offsetting unreported in-
come items and the nccuracy of items claimed. .

In other words, Senator, to determine the excessive deprecintion
that was claimed in the loss years—and those ave basically the years
betwoeen 1030 and 1935—you wonld have to go back nnd veally carefully
audit those returns, porﬁu]m for the first time, to determine the exnct
excessive amount of depreciation taken, the nmount that is in excess
of the taxable income, and whether there was really tax benefit from
its deduction. '

Senator Kere. You would not have to audit anything but the de-
preciation account, would youl )

Mv. Kirny, Yes, yon would have to audit. veally the whole return,

Scnator Kerr, Now, just a minute, Me, Kirby. 1€ n fellow claimed
$10,000 excess depreciation had been taken in 1035 nind ho now wanted
to take credit for that and have his tax retwin for that year, which
was closed out, show he had lost $25,000, would the ‘Treasury have to
audit anvthmg‘in that return excopt the depreciation account{

Mr, Kway, Well, let mo ask Mr, Martin whether the Department
would audit that return. .

Mr. MarTin, The nearer you get to a taxable income by muking an

‘adjustment the more verification would be required.

. Senator Kear. Some day you boys are going to answer the questions
that X ask you. It would be a new expertence, but some day you will
learn we will move faster if you just answer the questions that are
asked you,

Mr, Marmin. It would require an audit of the return in most cases.

Senator Kxrr, Now, the case I mentioned, where he had this $25,-
000 Joss and where he clained an excess of $10,000 depreciation and
asked to have credit for that, how much of his return for that year
would yon have to nudit to fill the requirements of this bill?

Mr. MagriN. Senator, I can't anawer that question without. seeing
the return. It may be a return on which there was a $30,000 dedue-
tion other than deproeciation that is questionable. If the $30,000 de-
duction' was improjer, then it may well be that the excessive depre-
ciation actually did result in tax benefit, :

. Senator Kerr, This does 1tot open up that question, does it1
g!r. l\ri.\n'{iu. Ys it does. . his bill N "
onator Kerr. Show me where in this bill it might open anythin
bat the depréciation docount. < : ght open anything

Mr. -Marmin. The bill says nothing about. it directly, but to de-
termine whether he has actually had losses in the loss'years we ave
talking about loeges that are rro rly deduétible.

i Senator Knar, I thought that had already bpen determined.

Mvr. Mawrin, It hasnot been.. . 0 .7 A 4

Senator Kerr, It has been, and finalized.
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Mr. Martin. We look at the returns——

Senntor Kern. I am going to Pul. you uiter onth in a moment.

Mr. MarmiN. 1 will be glad to be put under oath, .

Senator Kexr. T want yon to show me in this bill wlhere it would
open up the veturn of the taxpayer for purposes other than to audit
the depreciation account, in the situntion I described.

Mr. Marmin. It does not open the veturn for assessment or vefund,
if that is what you mean, )

Senator Kera. What does it open it for other than to determine
whether or not the depreciation was theret

Mr. Marmin. To determine whether there was n tax benefit or not
from excessive depreciation.

Senator Kerg, If he had an over-all loss of $25,000 and that has
"been finalized, what part. of this bill wonld'enable you to go back and
determine whether it was accurate or not? Now, read the bill to me
and read to meo the provision that either gives you that right or im-
poses that responsibility on you. .

Mr. MarTIN. The first sentence, reading as follows:
in respect of any perlod since February 28, 1013, for exhauslion, wear and tear,
obroleacence, amortization, and depletion, to the extent allowed as deductlons
in computing net income and resulting In a reduction of the taxpayer's taxes (but
not less than the ainount allowable) under this ehapter or prior income-tax Jaws.

So;mtor Kegr. Mr, Stam, have you heard the question T asked this
man

M, Srast, Yes,

Senator Kerr. Is there anything in this bill that would open up the
gt(::en}l tax return of a taxpayer in the situation that I asked him
about

Mpr, Stas. This would be the general result: When you went back
and looked at the old return yon would reexamine it, unless the statute
specifically forbade you from doing that, and the statute does not
specifically forbid you from reexamining tho entire income deductions
in that back year,

In order to determine whether or not there was a tax benefit involved,
they would feel it incunbent upon them to reexamine their whole
return, even though they conld not mnake an assessinent or make provi.
sion for a vofund.” That is the ¥oneral priveiple in the law, and unless
the bill itself would sreciﬂcnl y prohibit them, I would think they
would feel inclined to think that they would have to do that.

Seuator Kexi. Isnot thesole purpose of the bill to ;{ive the taxpayer
tho benefit, in a taxable year, of an excess depreciation that he took
in & year in which he had losses, and thereforo did not owe any taxest

Mr. Staa. You would have to determine in the first place——

Senator Krrr. Tan't that the sole purpose of the bill

Mr. Stan. That is right, but you have got to determine whether or
not he really did get the benefit of that deduction in the Prior year.

Senator Kerr, If he did not get any deduction, would he still get
the benefit? :

Mr. Stam. Suppose he had taken an excessive deduction on another
basis, say, and {ou come along and when you look at that return you
find out that other deduction should not have been allowed, then that
would cut his Josses down and it might cut the benefit due to the
depreciation deduction. i ’
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Senator Kerr. But you are still looking at the depreciation nccount,
aren’t yout

Mvr. Stas. Maybe so, but you are looking at the old return to deter-
mine whether he got a tax benefit {rom these other deductions. In
trying to determine whether or not he might benefit from this depre-
ciation deduction, you have got to look at the other deductions, to
determine whether or not he got a benefit from the depreciation de-
ductions,

Senator Kvrr, You mean, if he had an expense for lawyers' fees
and interest on a loan to the baunk, that if he claimed those nnd you
could now determine that he did not have them, that you could reopen
that part of his account under the bill?

Mr, Stam. You could reopen it under the general law, unless the
Congress specifically prohibited you from doing that under this bill,
which they have not done.

Senntor Kerr, I thought once a tax was closed and finalized, either
by action of the Treasury or the statute of limitations, that it took the
discovery of fraud, newly discovered, or an act of Congress for them
to go back into that.

. STas, They could not make an assessment on that, but they
could go back to determine whether or not the person had received a
tax benefit as an offsetting item. ‘They can always go back and offset
one item agninst another, even though they cannot assess any addi-
tional tax. That has always been the case, unless the Congress should
specifically provide in the law that they should accept the other items
of the return as being correct and simply make this adjustment, and
it has not done that.

Senator Kerr. Instead of AsayhiF they could accept the other items
as though they were correct, wonld it be difficult to put an amendment
in here to the effect that the tax returns for those years are not other-
wise open by this bill, except with reference to determining as to
whether or not there was an excessive depreciation for which the tax-
payer might get a tax benefit?

r. Stam. It could be done,

?Senator Kesr, Would that be unusual, or is there a precedent for
it

My, Staym, It would be unusual, but there is some precedent for it.

Senator Hoey. You would have to review his return to see whether
he got a benefit or not,

nator Kerr. I think the only review he would have to make
would be (1) to find out how much excess depreciation there was,
and (2) whether or not the loss for that year was equal to or greater
than that amount, |

Senator Hoey. In order to determine that, would you not have to
look over the return{

Senator Kerr. I do not see how you would have to look over any
part of the return except the final figure, that he had a $10,000 loss
or a $7,000 loss.

Senator Horx. I was assuming the return shows losses, and some-
times the right losses, of course, but suppose you took out of the de-
preciation account maybe $30,000 for depreciation that year, if you
took that out, then you would have the question of looking at tliese
others, to see whether or not these others should be allowed.
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Senator Kerr, I would not think this bill wonld either impose that
burden u‘pon them or %'we them that right with reference to the return
which otherwise was closed, and it remained so for many years.

Senator Hory, Mr. Chairman, I was not here when the heaving
started, but 1 notice the bill as it passed the House carried it back to
December 31, 1047,

Senator Kerr. That carries it back with reference only to years
subsequent to 1947, : .

Senator Hory, That is right. Now the amendment proposed by
S(l;nator Gillette and Senator Hickenlooper would place it back to
1932,

Senator Kesr. Yes,

Senator Hory. Well, now, are we to consider both of thesef

Senator Kerr, Yes, The chaivman placed them in the record.

Senator Hokv. I would like to ask Mr. Kirby with reference to this
amendment proposed here, going back to 1932, is it correct that prac-
tically all of those returns for any time beyond 6 years to the present
time hiad been closed, unless there had been a controversy.

Mr., Kirny. Yes; that is right.

Scnator Hoky, That goes back to 1932. That is 20 years back.

Mr, Kirny., Yes. :

Senator Hory. Would not that disrupt a whole lot of things?

Mr, Kirny. Even going biek to 1032, it would only apply to those
years that happen to have been kept open by the taxpayer. I don't
think that it is really contemplated that there will be any tax refunds
with respect to the years much prior to 1938, and even then that is
an awfully long time for a taxpayer to keep his years open.

Senator Hoey. 1938 would be 14 years,

Mr, Kikny, Yes. Andin addition to that, the bill contemplates that
in order to compute your excessive depreciation and to be sure that
it is excessive depreciation, which is not given a tax benefit, it seemed
to us that it was intended that you Jook at the loss year itself, which
might have been 1030 or 1031, or 1932, those heavy loss years, and
that it required us to look into those losses to see whether the de-
ductions other than depreciation taken were a\)lpmpriuto and to de-
{;rmtiine the excessive depreciation which actually did not give a tax

nefit.

Senator Hory. Now suppose this amendment was adopted to put
it back to 1032, what returns would be affected by that{

Mr. Kirny, Well, it would affect all the tax returns which have
been kept open by the taxpayer for recomputation of taxes, all other
returns having loss years with excessive depreciation and all returns
for those taxpayers in years subsequent to the loss years,

Senator Hoey. When you say “kept open by the taxpayer,” does
that mean that it is in controversy in some way

Mr. Kirny. Yes; either on a waiver of claims for refund or just
due to the 3-year period, which, of course, only goes back to 194%.

Senator Hory. Going back to 1032, what T was trying to get at was
just to see how many folks would be affected by that sort of thing.

s that a very large volume of unclosed tax accounts?

Senator Kerr. Between 1932 and 19421

Senator Hoey. Yes. :

Mr. Kirsy. I think the Senator is asking about the number of re-
turns that have been kept open since 1032,
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Senator Hogy, Just to get some idea. I know you don’t have an
accurate list of them.

Mr. MarmiN, There are quite a number of large cases kopt open
from World War years, but very few before thie Second World

”.

Senator Hory. That is up to 1042%

Mr, MarmiN. Yes, Thero are very few before that,

Senator Hoey. 1042, are there many of those cases open?

Mr, MarTiN. No; but we would have to go back and look at the loss
years to determine how this applies.

Senator Kerr. Look at whatt )

Mr. Marmin, Look at the loss years to determine liow much deduc-
gleon ';ms made for depreciation and to see ns to whether they got a

nefit. .

Senator Hoer. You would not go back to determine anything unless
there was some controversy, something opent

Mr, Makmin, That is rigixt.

Senator Hoev, You would not go back to a tax return filed from
1032, sa¥, up to the war, 1042, unless that tax return was open?

Mr, MarTiN, That is right; we would not recompute tax liability.

Senator Hory. ‘This bill would not affect them{

Mr, MarTin, That is right,

Senator Kekr. Nor the amendmentt -

Mr. MarTin. Nor the amendment,

Senator Hory, If you come back to the present bill, the bill runs
back to 1047, low many wonld be nffected there! A lot of those
are still open, I glgess, from 1047. . L.

Mr. MarmiN, They all could fils claims beginning in 1048, That
would expire March 13, of course,

Senator Kerr. They are all opent

Mr. MarTiN. They are all open,

Senator Hoxy. In other words, in that period of 6 years they could
go ahead and file claims®

Senator Krrr, Three years, ;

Senator Hoky. Between 1047 and 19521

Senator Kerr, 1048,

Mr. MarTiN. 1048 is the first year, and they will expiro on March 15.

Senator Hoex, Of this year

Mr. MarTin, Of this year.

Senator Hoey, If it was not taken before that {ime, they would
not have any benefit from it .

Mr. MarTIN, Unless they filed a claim or the case is open on consent.

Senator Hoer. This bill that passed the House, do you have any
estimats of what revenue will be lost by nllowing{]lhis depreciation

Senator Kerr. Iet me see if I can answer that by saying this, that

- the bill that passed the House, in view of other legisiation which has
been sassed, would be rather meaningless on one hand, and it probabl
would not cost any additional money than the other measures which
have been passed already. Isthat substantially correct

Mr. Kmny. No, Senator.

Senator Kege. Did not you say one of the reasons ‘\:ou wers against
this was becauss they already had the benefit under the carry-over!

. Mr, Kmsy. Yes; but let me say this: You see, what the bill is doing
is picking up depreciation that was taken back, say, in the years 1930

ki
‘

!
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to 1935, picking up that excessive depreciation, which did not give
the tnxpu{or # tax benefit, and then carrying that forward over the
years, and if that amount then still produces a tax reduction with
respect to the years 1048 and thereafler because of the retention of
that same property, then there will be a tax reduction, )

Now, you see, that is a retronctive aspect. In other words, it is
depreciation which was already taken many years ago, almost 20
YEArs ago. )

Senator Kerr. It would not affect that unless his income-tux return
20 years ago was still open, would itf

M. Kirny, Noj; that is not true.  You see, under this bill you can
get the benefit of that excessive depreciation taken in the loss year.
So, picking the year 1030, even though that year is closed, you take
that excessive depreciation and then work it out through the interven-
ing years to the first. year that is open, and under the bill that first year
would be 1048, so that it is a part of this excessive depreciation that
was taken in the carly year 1030 that would be bronght forward to
1048, and then you get a tax benefit if you still own the property.

It is, as I say, that retroactive aspect that produces this revenue loss
that Me. Martin will tell you of in n minute. In other words, the
entire bill as passed by the Flouse costs about $56,000,000, it is believed.
;I‘lmt is in nddition to anything that would be lost under the present
aw,

Senator Hory. Thissays you can go back to any period since Febru-
ary 28, 1013, for exhaustion, wear and tear, obsolescence, and so forth,

{r. Kirny, Yes.

Senator Hory, Under this bill, could you go back and pick up de-
preciation anywhere back there aud give benefits in connection with
the returns since December 31, 1047, if this was passed?  For instance,
this says you can investigate these things about depreciation since
February 28, 191,

Mr, Kwrny, Yes,

Senator Hory, ‘T'his limits it to returns to after December 31, 1047,
but in Bgring the amount you can go back over this period since 1937,

Mur. Kirny. Yes.

Senator Hory. You can look into the returns o see where the exces-
sive depreciation oceurred?

Mr. Kirny. Yes.

Senator Hory. Iteven goes as far back as 1013,

Mr. Kirny. Yes; to pick up the excessive depreciation which did
not give you a tax benefit.

Senator Kerr. Let me see if I can illustrate that. Tet us say they
find there’ was $100,000 of excessive depreciation on property which,
we will say, was worth $500,000, and which, under the law, would be
taken in 33 years, the depreciation taken in 33 years, that would mean
if there was $100,000 excessive depreciation for which he had not
received taxable credit it would increase the base to the extent of
$3.300 a year, [Is that right, Mr. Stam?

Mr. Stay. That is right.

Senator Kerr. Now then, under this bil}, he would not be entitled
to that item of $3,300 a year for those years prior to 1048, and for the
years subsequent to 1048 he would not be entitled to take the $100,000
but only the $3,300 a year for that number of years ont of the 33 which
occurred subsequent to January 1, 1048, Is that a correct statement
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Mr, Magrmin. If I understood you, T think it is.

.. Senator Hoey. Would not that involve then an examination of the
return all the way back? You could not just examine it since 1048.

Senator Kerr. It would entail an examination only of these returns
in the loss years, and with reference to which some recouped deprecia-
tion was claimed.

Senator Hory. That is what I say. It would necessary for the
Treasury to go as far back as they had taken depreciation.

Senator Kerr, On the items they are still ta in%edepmciaﬁou on
and with reference to which all dej;miation had not been taken.

Senator Hoev, That is right. They would have to go back and ses
how much depreciation had been taken through the years, and then
they have A memorandum where there was a loss, and then bring it
down to 1948,

Senator Kerr. But in 1948 and 1049 they will be entitled to receive
a credit for only that part of the depreciation represented by 1 year,
that is, in the 1948 return, only the depreciation which was allocable
to 1048, which, if it was a 30-year depreciation, it would be 3 percent,
a 50-year de‘rreciation, it would be 2 percent, or & 20-year deprecia-
tion, 1t would be 5 percent, .

Senator Hory. That would be only to 1048. You do not get the ac-
cumulation under this bill? . .

Senator Kerr. No, you do not get the accumulation under the bill.

Senator Hoey. You mean you only take it for 1 yeart

Senator Kerr, You take it year by year in a proportionate amount,
and you cannot take it for those years which are closed.

Senator Horv. You review this thing and find the loss years to
1013, where they had losses and where the depreciation was excessive,
and you bring it down to 1948 and you see how much it is. Do you
have to take it all in 19481

Senator Kerr. No, you cannot take anything in 1048 except that
part which would ordinarily be allowed in 1948,

Senator Hoey. Would you have to take whatever would be allowed
in 1948, or could you take more in 10491

Senator Kerr. Under our present law, you have got the carry-over
and that means for the 5 percent allocable to 1848 you either change
it from profit to loss or increase the loss and, therefore, you get no
benefit for it in 1048,

Under the provision of the 5-year carry-over, you would be per-
mit;ied to carry that over into the next year in which you had a taxable

rofit.
P Senator Hory. It could run through the whole 5 years intervening
ever since 19481 )

Senator Kerr. The only part you could get credit for in a taxable
year, an amount that he was not in a position to take credit for in the
year that he did not owe any tax, would be by reason of the provision
of the other law which gives the right to carry over any loss he may
have had for 5 years. '

. Senator Hoey. That would beapplicableto this?

Senator K¥rr. Yes.

Senator Hoey. So conceivably he could get benefit for every year
since 1048, - ' ’

Senator Kenr, Thatisright.
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Mr. Kigny. Forthe remaining life of the'property, Senator.

Mr, MarmiN, Mr, Chairman, there woul(]) pmbabfy have to be some
examination of all the intervening years to trace the prolpert through,
You wonld have to reconstruct the depreciation schedules all the way,
for instance, from 1933, if that is the loss year, to the taxable year you
are workingon,

Senator Hoey. Tunderstand that.

Senator Kerg., If Iunderstand thisbill, it says:

To the exlent allowed as deductions fn computing net income and resulting in a

reduction of the taxpayer’s taxes (but not less than any ainount allowable) under
this chapter or prior fncome tax laws,

I mean that very definitely limits any credit—

to the extent allowed ar deductions in computing net income and resulting in a
reduction of the taxpayer's taxes.

Mr. Kirny, That really is the wording that requires, in our minds,
the reexamination of the contents of this loss to really determine
whether this excessive depreciation taken does not result in a tax bene-
fit, in other words, it does not result in a reduction of the taxpayer's
taxes..

Senator Kere. Now will you proceed with your statement?

Mr. Kiroy. I think, Senator, that you have brought out the points
that we wanted to make with you,

Senator Kerr. Youdon't think Imade your case for yout

Mr. Kirny. You brought the pointsout. First, there is the fact that
it will result in a revenue loss, then the fact that it will result in ad-
ministrative burdens which have been illustrated to youi, then the fact
that there is, in our minds, no real need for this legislation for the
future, and then the fact that the uneven distributions of the relief
are so spotty that I do not think you would produce more over-all
equity by passing the bill than you would by leaving it where it is.

Senator Kerr. You opposs it because 1t is wrong in principle,
and you oppose it because it gives a benefit to some and denies it to
others, and then you oppose it because it loses too much revenue,
and then you oppose it because there is not a like loss of revenue with
reference to those taxpayers who are not affected by it.

Mr., Makrmin, I would like to emphasize, Mr. Chairman, the adminis-
trative difficulties and the arguments that will ensue from endeavor-
ing to determine how much depreciation was allowable for 1933, 1934,
1935, and so forth.

Senator Hory. I believe you said the estimate of losses on this bill -

as {)asse(l by the House would be about $56,000,000,

My, Kmrny. That is without including any allowance for interest.

Senator Hokyx. That is right, without allowing any loss for inter-
est. That loss would be about $56,000,000.

Senator Kerr, Do you understand, Senator, whether that would
be in 1 year or over what period of timel -

Senator Hory. What is the fact?

Mr. Kirny. It would be over the remaining period of time during
which Virginian Hotel prospects remained in existence.

Senator Kugr. How much timet

Mr, Kirsy. We don't really know exactly how long.

94591 —52——4
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Senator Kerr. Mr, Kirby, I don't know how you arrived at the
figure, if you don't know how much it is per year and for how many

€ars.
y Mr, Magmin. Until the property is fully exhausted.

Senator Kerr, How much would it cost in 19521

Mr. Martin. We had not computed it on an annual basis, becauses
it is going to cost the tax benefit from whatever depreciation is still
allowable after 1047.

Senator Kerr. How did you come to the conclusion without some
formula by which you arrived at it?

Mr, MARTIN. We estimated that 40 percent of the property was
still in existence on December 81, 1947, and the whole 40 percent has
yet to be allowed in some years.

Senator Krrr. I would want to know whether that $36,000.000
loss was going to occur in 1052 or 1953 or 1962 or 1063,

Mr. MarTIN. Ittapersoff over a period of a few years.

Senator Kerr, How manyf

Mr, MaRTIN. De}fending upon how long is the life of the property,

Senator Krrr. How many{

Mr. MarmiN. 20, 30, 40 years,

Senator Kerr, Then the $£56,000,000 loss in revenue you estimate
would occur in & period of from 20 to 40 years?

Mr. Marmin, The most of it is in the early years of that period.

Senator Kerr. How much would it be in 1952{

Mr. Marmin. It would be just a very wild guess.

Senator Kerr. Ithink the whole thing is a wild guess.

Mr. Magniv, If it is $56,000,000 from 1948 on, then in 1952 per-
haps it ml%t be $1,000,000.

enator Kerr. About $1,000,000 in 19521

Mr. MarTIN, Yes; just as a guess.

Senator Kerr. That is what you wanted to know, isn’t itt

Senator Horv. Yes. Now 1 want to know if the amendment is
adopted, have you an'y estimate as to what the loss would be on it,
taking it back to 1932

Mr. MarmiN, We have estimated $7,000,000 more on that account.

Senator Hoer. Which would make it a total estimate of $63,000,000¢

Mr, Marmin, That is right,

Senator Hoev. All right, that is what I wanted to get at.

* Mr, MarmIN. Plus interest

Senator Hoey. Yes, - )

Mr. Kisay. I think it onght to be pointed out, in connection with
the estimates, that they are, at the very most, reah{ 8 guess, I mean
the statement of $56,000,000 perhaps sounds a little more accurate
than it really should be. The Bureau of Internal Revenue people
who are familiar with these things have tried to give you the benefit
of their judgment on it. That figure is the very best guess. It is
really almost an"l‘)'ody’s ess, in view of the large number of un-
known factors. We don't know, for example, how many pleces of
property there are in existence now that we_re"held by the same tax-
payer back in-1030-35 and were overdepreciated at that time.

mean, that is just one of the factors that makes it so difficult.

Senator Kerr. Thank you, gentlemen. We will probably call on
you again,
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STATEMENT OF HON. A. SIDNEY CAMP, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF GEORGIA

Mr. Caymr, Mr, Chairman, and members of the committee, I am
the author of this bill which I introduced in the House. 1 have been
extremely interested in the questions proposed here,

The Supreme Court, as you kunow, i the Virginian Hotel case, con-
strued our amendment to the internal revenue laws which was p:
in 1932, This decision of the Supreme Court, if I remember cor-
rectly, was a 5-to-4 decision. It resulted in the only instance in
the administration of our tax laws where our Government denied
a taxpayer the right to correct any error which had resulted in no cost
to the Government, I thought it was unfair and unjust, and that
is the reason I hiave such interest in it.

Now there is no taxpayer that I know of in my State that has one
of these cases o})en. ut I have taken the position, and have taken
it in other legislation, that so long as our Government finds it neces-
sary to tax our people at such high rates as we have now, the Gov-
ernment should give every taxpayer every consideration that was
fair and reasonable,

I introduced this bill, and it came up for hearing. The Treasury
appeared and made their sole opposition on the basis of the fact that
to pass this bill as I originally introduced it—and if I may di
here, I will say, if these amendments which you have mentioned are

assed lere, the bill will be just as I originally introduced it—the
nsurs'o(c;stimated that it would cost a total of from $300,000,000
to $350,000,000.

The committee was in favor of the bill, but we had a conference, and
tl{;gy said this is going to cost $350,000,000 to make it retroactive to
1932,

Senator Kerr. And that was the date which marked the beginning
of the period in which the inequities had occurred?

L{)réz >amp. Yes, sir,  The decision was later, but the statute dates
to 1032.

Now we had a conference and the Treasury said that if it were not
- made retroactive they would withdraw their objection. They made
that statement in open committee, and then the bill passed our com-
mittee unanimousls. i

Ste;mtor Kerr. On the basis that they said they would not object
to i

Mr, Caur. Yes, sir. Now I made all the study that a member of
our committes conld make seeking information from this source and
that, and I questioned the Treasury representative with all the ve-
hemence I could maintain, believing that this estimate of $350,000,000
was entirely wrong,.

Senator Kerr. It was too hight

Mr. Camp. Too high; yes, sir. T asked, “What ?ercentage of tax
cases or tax returns are now open in these back yearsi”

I thought it could not be mors than 5 percent of them. I under-
stand now that the best estimate is less than 2 percent, and the only
ones that are open now that this bill applies to when you pass the
nmendments, the only cases open that it would apply to is the cases
that are open on other matters, that are already kept open by the tax-
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payer or the Government, because they are still trying to ferret them
out, Those are the only cases that go back.

Now I understand from the testimony to make it rvetroactive to
1932 would only cost an additional $7,000,000. .

Senator Krar. Above what would be the cost of the bill as passed
by the Housef

Mr. Caup, That is right. ) .

Senator Kerr. And with reference to which the Treasury said they
had no objection.

Mr., Caxi. That is right, and they did not object to it,  After we
removed the $7,000,000 item, then they witlulrew their objection, and
i!{\e bill was voted by the comunittes unanimously and it passed the

ouse. :

Mind you, this $7.000,000 will not all occur in 1 year, ‘Fhey said
it may take 10 years to absorb it. So the difference was very little,

Gentlemen, I feel that if these cases are open and theso taxpayers
have mrde an error, it is not costing the Government an?rthin . 'Lhey
were in loss years and, in all fairness and justice, they should be
allowed to file an amended return and correct that error,

Senator Kerr. An amendment to an unaccepted or unapproved
return, to finalize the returnt .

Mr, Caue, That is it, exactly. My position was I could not see how
we could say, “All right, thisbill is good, this has corrected an injustice,
but we are just §oing to let it apply to those in the future, and not
ap{sly to these who have been sorely hurt by the thing.”

Just thought it ouizht to go back to all the cases that were open.
I took the position at that time, supposing it is $350,000,000, if it is not
right for the (overnment to keep it, then it should give it back.

The principle to me was the same as if a man goes to a merchant
and says, “Here, you cheated me 19 cents on this invoice of Fmds, and
youcheated mo 48 on this one,”” and the merchant says, “I will give you
the 19 cents back, but when you come to the 48, that is a different
principle.”

Qentlemen, I think the principle is the same, regardless of what is
involved. . .

Now I have, Mr, Chairman, a written statement that I would like to
read. It is a short one,

Senator Kerr. We will be delighted to have it read.

Mr, Caup. This bill econcerns depreciation, Depreciation, in in-
comne tax language, signifies the writing off of the cost of income-pro-
ducing property over the period of time during which the property
wears out or dopreciates, In an economic sense a taxpayer has no
income to the extent that he is only recovering his capital cost. If we
impose a tax on incomo without atlowing a proper deduction for de-
preciation, we are not taxing income—we are appropriating capital.

With taxes as high as they have been for the past 10 years, capital
has become a precious thing, It is hard for a taxpayer to accumulate
capital of his own or to attract the capital of others, In your body
of the Congress, ag well as in the House, we have attempted to tax in-
come fairly—never to appropriate capital, whether directly or by
gome devious means. .

This bill corrects a situation never intended By Congress—a situa-
tion where certain taxpayers are denied the right to write off the costs
of their propérty on a fair basis in figuring income, This result was
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unfortunately approved by & 5 to 4 deciston of the United States Su-
renia Comrt in {’irginian Hotet Corporation v. Commissioner (319
1. 8. 523).

Tho Supreme Court held in effect that a taxpayer could not deduet
the amount of depreciation actually incurred in a taxable year if by
mistake on a return for an earlier year he had erroneously overstated
depreciation even though the error did not deprive the Qovernnient
of any taxes, In other words, the effect of the decision is that the
Commissioner can appropriate n portion of a taxpayer’s investment
in capital properties because of a harmiless error made in an earlier
lost year. Now, of course, this is harsh and unfair.  So faras I have
been ahte to ascertain it is the only instance in the whole history of
Federal taxation where the Commissioner has sought to penalize a tax-

wwer for an error which had no tax effect. Unfortunately, this
mjustice occurred in a field that is somewhat complicated and so the
real significance of it and the real injustice of it was not clearly under-
stood ty a great many people.  When it is understood, 1 believe we
will all' agree that in computing a taxpayer's taxes for current years
or for any past year that is not elosed we o not want to deny him the
right to recover depreciation actually sustained simply because of
harmless error made on his return in prior years,  1f we do this, the
effect of it is that we tax more than his income and appropriate to the
Treasury some of his capital.

Now, let’s see more specifically how this unfair result came about
and how H. R. 3168 is designed to correct it. Sinee 1932 the tax
Inw has provided that the “basis” of propeity for determining de.
preciation or gain or loss upon sale is reduced by depreciation in
prior years “to the extent allowed (but not less than the amount allow-
able).” ‘Fhe Virginian Hotel decision held that if a taxpayer erro-
neously enters on his tax return in a year of loss more depreciation
than he should, the excessive amount is “allowed™ within the meaning
of the statute if it is never challenged and if the statute of limita-
tions has run on the year of the error. 'The excessive depreeiation
deducted by the Virginian Hotel had not reduced taxes because the
lhotel's return would have shown a net loss even with the correct deduc-
tion for depreciation. It is the rule established by this decision that
H. R. 3168 is designed to correct.

‘This rule lins been reluctantly applied by the lower courts, and the
Supreme Court has repeatedly dented certiorari in cases which clearly
iltustrate the absurdity of the rule. In the Blackhawk-Perry case, .
for example, here is what happened. When the Blackhawk-Perry
Corp. took over a hotel in 1935, it relicd on the Commissioner's own
1ulings in using a $216000 cost basis for depreciation, The hotel
in 1035 had & remaining useful life of 15 years, so that the annual
deduction for depreciation shown in the taxpayer’s returns was one-
fifteenth of $216,000. ‘The yemrs 1035 through 1041 weére loss years,
In investigating the profit years of 1042 to 1944, the Commissioner,
relym%z on a 1044 change in the regulations, reduced the 1933 cost
basis from $216,000 to $67,000, 'Thus the correct deduction for de-
preciation was only one-fifteentls of $67,000 rather than one-fifteenth
of $216,000. Nevertheless, the Commissioner took the position—and
the Court was forced to agree in view of the Virginian Hotel deci-
sion-—that the cost basis of $67,000 should be reduced by the exces-
sive depreciation shown in the returns in the loss years, despite the
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fact that the taxpayer got no benefit at all from the excessive deduc-
tions because its returns for those years would have shown a net loss
oven with the correct depreciation deduction. The result was that
on January 1, 1942, the hotel in fact had a remaining useful life of
10 years, but the taxpayer was denied any deduction for depreciation
actually incurred thereafter simply because of the harmless error
in earlier loss years. He was forced to overstate his income for 1942
and later years.

‘The Virginian Hotel decision is based on a construction of the
statute which is completely at variance with the intent of Congress
as shown by the legislative history. Prior to 1932 the law required
that basis be reduced by the amount of depreciation previously “allow-
able”—that is, by the correct depreciation. This provision left a
rather obvious loophole. A taxpayer might deduct more than the
allowable or correct depreciation, thus reducing his tax, and before
the error was discovered the statute of limitations might have barred
the collection of the correct tax.

And yet, under the old law, it was feared that the Commissioner
could reduce basis only by the allowable or correct depreciation for
the prior {aear. Thus it was feared that the taxpayer could reduce
taxes by taking excessive depreciation without being required to
reduce basis by the excess. .

The committee reports on-the 1032 act make it clear that Congress
was merely attempting to prevent a taxpayer from getting such a
double benefit when it inserted the present language—‘“to the extent
allowed”—into the statute. Both committee reports referred only
to this type of situation in explaining the amendment. The expressed
purpose was to Fmtect the Treasury and to prevent the taxpayer from
getting a windfall—not to penalize the taxpayer by denying him tha
right at any time to correct an error which had no tax consequences
whatsoever.

- The Virginian Hotel decision has been universally criticized by
tax commentators from the time it was rendered In 1943 to the
gresent. The decision is recognized by everyone familiar with the
eld as being both unfair and a perversion of the intention of Con-
m Promptly after the decision was rendered the American Bar
iation and the American Institute of Accountants recommended

that Congress correct the error and reassert its original intention.

_ It was to undo the injustice of the Virginian Hotel rule and t6
restore the law to what Congress intended that I introduced H. R. 3168
in the exact form recommended by the lawyers and the accountants.
The bill provides that excessive depreciation reduces basis only to
the extent that it reduced taxesin prior years. Itapplies the })rinciple
originally intended by Congress, and prevents a taxpayer from get-
tingsa double benefit. . N

) orzginally introduced, the bill applied to all open years back
to 1082, the date of the original statutory provision involved. During
the consideration of the bill by the Ways and Means Committee the
‘Treasury stated that the bill might conceivably cost over $300 million.
Though some of us thought the amount would be only a small frac-
tion of this figure, no statistics were then available. Because of the
uneemm a8 to the amount involved the committee amended the
-bill to make it apply only to years after 1947,’and reported it out
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favorably by unanimous vote. There is-now pending before your
committee an amendment offered by Senators Gillette and Hicken-
looper which will restore the bill to its original form. Even if the
amount were large, the Commissioner should not compute deficiencies
and overassessments in pending cases on the basis of a rule which is
both unfair and contrary to the intent of Congress,

However, since last April, when H.R.3168 was passed by the
House, much study has been directed to the question of the amount
involved in the Gillette-Hickenlooper amendment. I now under-
stand that it is generally agreed that the amount involved in this
amendment is a small fraction of the Treasury’s original estimate
and that the estimated cost of the amendment is in the neighbor-
hood of $7 million.

When H. R. 3168 was before the House last April, Congressman
Reed pointed out that it had been amended by the Ways and Means
Committee to apply only to years after 1047. He then continued:

I hope that when this bill is acted upon by the other body It will reach the
conclusion that the Injustice of the rule established by the Virginian Hotel case
should be fully corrected.

I wholeheartedly share Congressman Reed’s hope that this com.
mittee will report out H. R. 3168 after it has been made fully retro-
active by the adoption of the Gillette-Hickenlooper amendment.

; Se}:lat;)r Kerr. Thank you very much. Do you have anything
urther

Mr. Caxtr. That is-all I have, sir, unless somebody wants to ask a
question, I think I have covered it.

- Senator Kerr. You have covered it very clearly, and we thank you.

Mr. Kirsy. Could I say this before Mr. Camp feaves?

The CHAIRMAN, Yes. .

Mr. Kirsy, The Treasury Department, Mr. Camp, did not approve
the bill even as revised by the House committee. The Department
felt that the change was a very great improvemerit in the bill, in view
of the limitation of the retroactive aspect. I wanted to clarify this.

The Department did not approve the bill as passed by the House,
and I want to stress this, that we thought then it improved the bill

- a8 introduced very much, not to have it go back and permit refunds _
with respect to the Worlﬁ War II excess-profits tax, and at that time
we thought that the saving in revenue would reduce the cost just by
that change on the House side by a considerable amount.

Now since the hearing before the House committee, the Bureau of
Internal Revenue has been asked to go fully into all data that they
had, and carefully reexamine it.

Now that outside ﬁgu& which was presented as just a completely
outside figure, as indicated by you, it was indicated that it could con-
ceivably amount to a $354,000,000 loss. But the factors, as I indi-
cated today, are uncertain, and the Bureau of Internal Revenue has
looked at its figures again and now its best estimate—and it is still
a guess—is far below that. It is something like $70,000,000 for the
entire Camp bill, and only a })art, $7,000,000, I believe, is attributable
to.the earlier period pricr to 1948, ) .

At the time that we were over in the Ways and Means Committee,
as I say, we felt that perhaps more than 50 percent of the revenue
cost would be saved by the amendment that was made in the Ways
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and Means Commiittee, and that is borne out by the report that we
gave the chairman back in June of this year.

Senator Krrr. Your present estimate is that tho bill as passed by
the House would cost $56,000,000¢

Mr. Kiroy, That is right, without interest. The interest, however, is
net too much, )

Senator Kere, And your present estimate is, if the bill is amended
to conform to the language that it had when oviginally intvoduced,
and that would be effected by the adoption of the (illette-Hicken-
looper amendment, that the additional cost oceasioned thereby would
bo $7,000

y

My, Kirny. That is correct.

Mv, Canpe. May I'say this: Iam very, very grateful to the Treasury
for having looked into'it in mnkin‘g their revised estimates. They finst
said it would be $354,000,000 before the committee, nnd it certainly
was my understanding that by making the amendment, that is, taking
the-retroactive feature from the bill, that when that was done it was
certainly my understanding that the Treasury withdrew its objection,

Senntor Kerr. Thank you, Congressmun Camp.

Mr, Kirby, does the Commissioner who is with you have anything
further to sayt

Mr, MagmiN. Mr, Chairman, T just want to stress the faet that I
think the important point in this whole issue is the dificulty of
determining what was allowable depreciation. .As an illustration, a
taxpayer who has taken fH-percent deprecintion, we will say, from
1020 to 1930, and then had loss years from 1031 to 1034, or 4 years, then
beginning 1935 they had ‘pmﬁts agnin, when we got arvonund to the
examination for 1935 and later years the rate went from b percent to
4 percent, the greatest problem, us I see it, is what was properly al-
lowablo in those years 131, 1032, 1033, and 1934,

‘That is where the administrative «iiﬂicnlt,\' conies in. .\ taxpayer
will say, of course, he was entitled in those years to the 4 percent, which
was allowable in 1935 and later years, On thie other hand, it is just
a8 reasonable to say he was entitled to the b ;wrcont that he was get-
ting prior to 1031 for the years up through 1934,

Senator Kera, Don't yon have difliculties, which may not be as in-
-tense,-or as great, but of like kind and charvacter, in the opemtion of
your businesst

Muv. Mawmin, That is right, sir, and we have it all the time, but going
back so far is what bothers us, in trying to put ourselves in the posi-
tion that we had:been in then, because the depreciation is supposed to
have been determined as at the end of the taxable year, and when you
have got 20 years or more to look back, it is most dificult to put. your-
self back in the position you were in at that time. I think that is the
real objection of the Burenu of Internal Revenue to this legislation.

Senator Kerr. I think if you took advantage of your hindsight;
¥ou \_\'o‘uld be more accurate then when you take advantage of your

oresight,

My, Martin. This bill gives an advantage to some taxpayers that
otlier taxpayers do not have. :

Senntor Kera, That is right. That is aside from the difficulties
which you might have to administer it. Is th'ere anything elset

Mr, Mar7in, That is all, ‘

Senator Kerr. ANl right,  Thank you,

Mr. Walter T. Cardwell.
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STATEMENT OF WALTER T. CARDWELL, MANAGER, TAX DEPART-
MENT, 8. D. LEIDESDORF & C0., NEW YORK CITY, N. Y,

Me. Cannwern, My, Chairman, and members of the committee, My
name is Walter ‘I, Cardwell. 1 am the manager of the tax depart-
ment of 8. . Taidesdorf & Co., certificd public accountants, New
York. I am here as the representative of the fivm, and also beeause
of n personal equation. I will make my statement as brief as possible.

1 liave no written statement to file,  For more than 20 years I was
employed in the Burean of Internal Revenne, and as the vesult of that,
both in the administrative and teehnical positions, of comrse, T had
something to do with the problem from the Bureau point of view.

The thing became very active early in 1933, when the veturns for
calendanr year 1021 filedd Marveh 15, 1030, were about to be bayred
by the statute of limitations,  Losses sustained by many corporations
in 1920, 1930, 1931, and 1932 had been passed by the Burcan beeanse of
the ‘n'nvliml aspects of the administration of the tax laws,

When it is perfectly ohvious that the exnmination of the tax returns
would produce no revenue, it was a waste of the Bureaw’s time and
money {o go in and make an intensive audit of those returns.  They
were simply based on the ground they would produce no revenue to
exnmine them, That being so, the taxpayer hiul not ealled to its atten-
tion any question nhout the deprecintion deducted in those returns,

It was at that time the position of some of us that, in all fairness to
these corporations, the Burcau could issue some press release or notice
that it was going to take this position, that unless they filed amended
returns—and that is the only way the taxpayers conld proteet them-
selves—then the statute would run, and under the 1932 net the amount
dedueted wounld be treated as the amount allowed,

Actually, there was no quarrel with the provision of the 1032 act,
if the Bureau examined each year promptly the returns as filed, and
then the amount deducted in the return could be passed upon by the
Burean personally and, if proper, would be allowed.

The whole fault grows out of the situation where the veturns for
Josses were not producing revenie and were passed without audit. Of
coise, there was a difference of opinion at that time and no press
release was issued between 1033 and 1043, a period of 10 years, Therd
was issued in 1935 the 1T, stating the Bureau's position.  In 1939 the
Pittsburgh Brewing case came down.

Senator Krar. What was the position

Mur, Carbwera. That is in the statute. ‘The depreciation deducted
had, in fact, been allowed,

Senntor Kerne And that the taxpayer would not be permitted to
reclaim any portiont ’

My, Carnwrnn., Exactly.

Now, I never dreamed in 1933 that T wonld be here today. T don't
know any Qrovision in the law that I feel more strongly about thuni
this one.” My position is that the Congress, throngh the Camp bill
and its amendment, is doing nothing more to the 1032 act than it orig-
inally should have done and actually intended to do, The (‘nnfgro:«
has always tried to pass wise and sane tax legislation and to do fairly
by the citizens. e believe that.

Senator Kekr. Are you speaking now individually or do you rep-
resent n considerable number of people
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Mr. Carowerr., I will limit that to my own ease.

Senator Kerr. It is acceptable on the other basis.

Mr. Cavowert, I will be very glad to have that view endorsed by
others, sir. :

As to the cost of this bill, this is our feeling: Depreciation of prop-
erly with short lives, machinery and equipment, b, 19, 15, or even 20
years, has long since gone. A\ 10-yeav life obviously find no interest
to people in the Iate 10403, Much property with long life, buildiugs,
has since changed hands through sales and new pieces of property
acquired. We have no statistics, such as the ‘I'reasury lns, to buse
the cost of this proposed measuve on, but it is inconceivable to us
that many 1032 tax returns could be open, 1632 and beyond, certainly
before the war years. We cannot understand liow there could be
much revenue involved in them.

We urge the enactment of this bill, and we don’t believe that the
administrative difficulties envisioned by the ‘Preasury will ensue here.
As o matter of fact, the taxpayers seeking the benelit of this bill
will have to nppear before the Treasury and preseut their own cases.
‘T'he burden of proof is goiny to have to be borne by the taxpayer to
prove the excessive deprecintion in the past vear.

The difliculties of determining the life of the property, ns you just
pointed out, Senator, is no greater than any other problem. 1t is one
of administration and judgment and good sense. So this bill should
be enacted in all fairness to all people, and no loss will inure to the
Treasury. It should have been enacted in the first place,

Senntor Kerr. Thank you, Mr. Cardwell.

Mv. Kitpatrick.

STATEMERT OF K. CECIL KILPATRICK, AMERICAN BAR
ASSOCIATION

Mr. Kuratrick. Mr. Chairman and gentlemen of the committee.
I appear on behalf of the American Bar Association. I am a member
of the council of the section of taxation and the chairman of that:sec-
tion asked me to appear,

The American Bar Association, shortly after the decision in the
&7irginian Hotel case, recommended the same bill that Mr. Camp has
introduced and as this bill would be if the Gillette amendment were
adopted, and we are here simply to urge that those amendments be
approved by this committee and the bill restored to its original form.

ow, as the committee probably knows, the section of taxation
customarily does not recommend a retroactive application of amend-
ments to the revenue lnws, )

Senator Krrr. Let me interrupt right there.

Mr. Kwpatrick. Yes.

Senator Kerr. ‘This does not create a retronctive feature with ref-
erence to any situation which is not a current matter, does it{

Mr. KiLeamick. Noj it ap%lles only to open cases. You are cor-
rect, sir, it does not fift the bar of the statute of limitations, We
discussed that and did not recommend that that be done.

Senator Kerr. So actuall{ when the statement was made that this
was a retroactive measure, that would be subject to a misunderstand-
ing on the part of one who did not realize that that feature of the
amendment would make the bill apply only to tax cases which, by rea-
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squ of the operation of some other provision of the law, or some other
ng't of the taxpayer or the Treasury, are till pending matters?

M, Kinvatrick. Yes, sir, )

By uso of the term “retronctive” T mean a chunge in the rutes for
computing income, whiclt is applicable to years which are in the past,
at the time that that act is passed, yes, .

Senator Kk, And with vefereice to cases which are, by reason of
somu other fuctor, current matters?

Mr. Kieeatrick, Precisely.

Senator Kear. 1] vight, .

M. Kineatnick. T merely want to slate that the reason we varied
onr customary approach in this is the reason we have followed in
other situations, where we found that either the courts by final judi-
¢ia) construction or the Qovernment by administrative construction
has reached the conclusion which we believe is clearly in conflict with
the congressional intent and which, furthermore, results in what we
conceive to be shocking results, and for that reason wo think the “retro-
active” enactiment of this legislation is important, to restore the feel-
ing of fair dealing nt least between the Government and the tax-

nmyer.

! In tliese days of high rates it is of the utmost importance to the
continued success of our self-nssessing system that the taxpayer feel
that his Government is going to deal with him decently and equitably,

Senator Kenr, You are taking the position that the tax laws should
have features in them that would be beneficial to the taxpayers?

Mr. Kizeatrick, I am afraid I am, Senator.

Senator Kerr. Well, that is not a new position.

Mr, KiLearrick, It is a litte old-fashioned, perhaps, sir.

Senator Kerr. All right, Mr, Kilpatrick, we thank you.

(Mr. Kilpatrick submitted the following statement in extension of
his remarks:)

STATEMENT OF H. Crcil KILPATRICK, ON BEHALY OF THE AMERICAN BAR ASS0CIATION

My name I= I, Cocfl Kilpatrick. I am an attorney practicing In the District
of Columbia, and & member of the counelt of the section of taxation,

Rhortly after the decislon in Virginlan Holcl C'orporaiion v. CommIissioner of
Internal Revenue (310 U, 8, 523 (1943) ), the American Bar Association adopted
a resolution, on the recommendallon of the section of taxatlon, urging an amenaq-
ment of the law to overcome the {nequitable result of that case. The arsoclation’s
resolution directel the sectlon of taxantlon to urge the adoption of that amendment
upon the Congress, anit this we have done on a number of occaslong, I appear
here at the directlon of the chairman of the section of taxation, Mr. Morton P,
Fisher, to present the same recommendation.

The rule Inld down in the Virginlan otel case and the unfalr resuits of that
rule are well underatosl by the members of this comnmittee, and I can add little .
on that subject to what has been =ald by Mr, Camp and Mr, Sherwood,

‘The sectlon of tavation har maie & great many recommendations for changes
jn the tax laws during the past 10 or 12 years, and a humber of these have been
approved by you gentlemen and have become law, As you may have observed,
our recommendations are usually that such changes e prospective in operation
only. It is only In cases where we have felt that the courts or the Government
have applled the law contrary to the clear congresslonal Intent, with an extremely
harsh and unfalr resuit, that we have recommended retroactive changes. This
18 one such case,

‘The congressional intent seems clear that the 1832 amendment, which brought
the “allowed” concept Into the statute, was for only one purpose, to prevent a
taxpayer from getting the tax benefit of excessive depreciation deductions by
having his rate changed after it was too late for the Government to collect the
deficlency resulting from such deducilons (H. Rept. No. 708, 724 Cong., 1st sess,,
p. 22; 8. Rept. No. 063, idem, p. 20).
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Chiet Justice Stone, In hia dixsenting opinton in the Viegintan Hotel cane,
etionnced the reanlt ar nequitable amd icongenous, and aald: o ineguitable
A reanlt eannot rightly be achicved by saying that a ‘deduction’ for deproeciation
which never has been deducted from gross fneome has neverthieless been
‘alowed."

In tho mauie care, Mre. Justice Jackeon, speaking €or hinself and Justices

*Roberts and Murphy na separte dissenting opinton, znfd ;

“The question comex simply to thix: Whether the Commissloner, upon deter.
minfng whether taxpayer has In good falth erred, may w0 correetion nwfar
ar 1t help the Governnent anld adhere to the mistake inzofar ax it tinfures the
taxpayer.” .

We submit that such Iz the shocking result of tho tnterpretation placed upon
the statute (n the Vieglolan Hotel ease, and we urge that Justlee be done Ly the
:{lnp(hm of this bitl in the form fu which it wax orfginally fntrodueed In the

ouse, .

STATEMENT OF WILLIAM T. SHERWOOD, FORMERLY ASSISTANT
COMMISSIONER OF INTERNAL REVERUE, WASHINGTON, D. C.

Mr. Surrwoon, Mr. Chaitman, and members of the committee, 1
am William T, Sherwood, formerly Assistant Commissioner of In-
ternal Rovenue,

My interest in this pmtter stems from my service in the Burean.
While T was in the Burean 1 was opposed to the Vieginian Hotel rnle.
1 argued against the issuance in 1935 of 1. ‘1% 204k which fist aid
down the rule Inter afirmed by (he Supreme Court in the Vivgininn
1iotel case.  In my opinion the rule was elearly contravy to the fair
treatment which taxpayers should expeet and, 1 think, generally v
ceive in the Bureau.

There is no reason why the Commissioner should seek to hold
taxpayer to an error which did not affect taxes. ‘The Supreme Comt.
apparently considerad that this result was vequirett by the wond “al.
lowed” in the statute. ‘The Court'’s opinion vensoned that deprecin-
tion was “allowed” if it was entered in a retuen and nol ehalfenged.
‘This masoniurx is obviously fallacious when applied to a yeur when
tho excessive deprecintion shown on the return had no tax etfect,

‘This Virginian lotel rule is unjust and shonld be corrected for all
open years,  1f the cost were large, that faet, in my opinien, wanld
simply make more compelling the Government’s olligation to cor-
vect this rule. However, statistical nnrlysiz lias made it clear that
the cost of applying the bill to open years prior to 1048 is not large.
Asa tgem\rﬂl pm‘msmon, T do not favor retvoactive legistation, That
i cortainly so where there is o change in policy,  But when a gross
and obvious wrong has been done in elear violation of sound policy,
and of congressional intent, I think Congresa should reassert from the
bq‘xiuning what it always intended.

T, 2044 was not applied to all taxpayers falling within its terms,
In the settlement of many casea to whiclt it was npplicalile the depre-
ciation.was determmined without inveking the rule. 1 knaw this from
my owh experlence in the Bureaun aud from discussions with peo-
ple in and out of the Government who were seltling cases prior to
the Virginian Hotel decision. Most depreciation schedules, particu-
larly in the larger corporation cases, were adjusted by 1043, "The LI,
was alwayg obnoxions, and during the period froum 1030 to 1043 the
Third Circnit Court of Appeals decision in the Pittsburgh Brewing,
vejecting the principle of the . T\, was the only court’s decision
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outstanding.  ‘Iaxpayers whe were at all competently advised wonld
not have thonght of settling their deprecintion schedules on any such
basisas the principles lnid down in the LI

1t was wsually only small or medimn-sized corporations without
competent acconnting ndvice to whom the rule was applied. 1t ixmy
feeling that. the nmounts invalved in the great majority of cases nre
not large enough to hinve been kept in mind over a perind of years.
Tt is my feeling that only a comparatively small immber of corpora-
tions—only those who were badly hurt—-ae likely to muke claims,
oven ug to years still open.  ‘Phis is contivmed by inguiries made hy
the Commiltee on Federal ‘Taxation of the Ameriean Indtituto of Ae-
countants 3 yenrs agro, which indicated that even at that time there
would have been only a smail number of taxpayers intevested, I
think, therefore, that the elaims wnder this WL in its original form
will be much smaller than sowe persons wonld contemplate and the
actual cost to the Government mueh small than even proper statisticnl
estimates would now indieate,

Senntor Kerw., A right, Me. Sherwood,  Thank yon, sir.

My, Sukrwoon, Yon are entirely welcome,

Senator Kenr, Mr, Wolfe,

STATEMENT OF PAUL V. WOLFE, CERTIFIED PUBLIC ACCOUNTANT,
NEW YORK CITY. N. Y.

M. Worre, Gentlemen, T am Paul V, Walfe, 0 tnember of the bar
and a certified public accountunt of the State of New York, 1 amalso
n partuer in the public accomnting firm of Harris, Kerr, Forster &
Co.,, publie gaecomntantsy of I8 Fast Forty-eighth Stieet, New York
City, N. Y. My tivmn and the fivin of Horwath & Itorwath nve con-
sultants to the Mmerviean Hotel Associntion. 1 am appearing here
taday on beladf of the Mmerican Hotel Association and my state-
ment is coneareed in by the fiem of Horwath & Horwath in support of
the Senate amendment to the House bill L R, 3168,

‘The House bilt 11, R. 3168 is directed townvd correeting thoe gross in-
vquities that arise ont of the b-to-4 decision in the Supreme Count case
of Virginian Hotel Corporation v, The Commircioner, ¢ited in 39
U, 8. 523, ‘The majority opinion in the Virginian Hotel ¢ase has re-
ceived severe criticism from the American Bar Associntion and the
American Iustitute of Aeconntants, which two organizations nre most
highly respected in tax legistative matters.  "The majority opinion in
thio ease has also been eriticized in the June 1943 issue of the Tlaevasd
Law Review, as well as in miany other periodicals specinlly dovoted to
tax matters, A\ brief summary of the important. faets in the case are
as follows:

IFrom 1927 to 1037 the taxpayer on its income tax veturn deducted
deprecintion on certain of its axsets on a xtrmight line basis,  No ob-
jeetion was taken by the Commissioner or his agents to (the amounts
so claimed and deducted,  In 1038 the taxpayer claimed a deduction
on its 1938 Federal incoms tax veturn for deprecintion at the same
rates ag used in prior yewrs, The Commissioner determined that
tho useful life of the equipment was longer than the petitioner.claimed
and that, therefore, lower depreciation rates should have been used,
The depreciation, at the higher rates as deducted on returns prior to
1038, was subtracted from the cost of the property, The remainder
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was taken as the new basis for computing depreciation and a lesser
deduction for the year 1038 was accordingly allowed. For the years
1031 to 1936 ,inclusive, the taxpayer had sustained a net loss and hence,
the depreciation deducted on said returns did not serve to reduce
any taxable income of the taxpayer. The taxpayer did not challenge
the new rates determined by the Conmissioner for the year 1938.
However, the taxpayer contended that the amount of depreciation
claimed for the years 1931 to 1936, inclusive, which was in excess of
the amount properly allowable as determined by the Commissioner
in 1038 should not be subtracted from the depreciation basis since
such excess did not serve to reduce the taxable income in the years
1031-36. The taxpayer won in the Tax Court and the cireuit court
of appeals reversed. The majority opinion in the Supreme Court
affirmed the holding of the circuit court.

In summary, the issue before the Supreme Court was whether the
taxpayer was obligated to reduce tlie cost basis of its assets for pur-
goses of computing d:(ll)mcintion in 1938 by the amount of excessive

epreciation determined in 1938 that was deducated on its tax returns
for the years 1031 to 1936, inclusive, in view of the langunge of section
113 (b) {)1) (B). The latter section provides in substance that the
adjusted basis of the depreciable assets shall be its cost or other appro-
propriate value less depreciation to the extent allowed—but not less
than the amount allowable. The majority opinion held that even
though the taxpayer received no tax benefit for the excessive depre-
ciation during the years 1031 to 1030, inclusive, the cost basis of the
asset must be reduced by the amount of depreciation deducted on said
returns in those years, 'The dissenting opinion of Chief Justice Stone
laboled the position of the majority as being an incongruous result
and concluded that the taxpayer should not be compelled to reduce
its tax basis by the excessive depreciation taken on the return in
1031-36 since no tax benefit had been secured by the taxpayer for
such excess. Mr. Justice Jackson wrote a dissenting opinion and
joined in the dissent of Chief Justice Stone,

I believe that both the majority and the dissenting opinions are
agreed that if the taxgayer had secured any tax benefits for the
excessive deduction, the basis of the taxpayer’s assets should be reduced
by the amount of the excessive depreciation for which the taxpayer
secured a tax benefit,

Section 113 (b) (1) ﬁB) was amended by the Revenue Act of 1932
and added the word “allowed” to the statute. A careful reading of
the legislative history of section 113 (b) (1) (B) clearly indicates
that Con had no intention in 1032 of amending the law so ns
to result in the conclusion of the majority opinion in the Virginian
Hotel Corporation case. It is respectfully submitted that the con-

ional intent fully supports the dissenting opinion of Chief Jus-
tice Stoile in that case.

The Senate amendment to House bill H, R, 3168 now before you
restates the intention that Congress had in 1032 when section 113
(b) (1) ‘B) was revised 8o as to leave no doubt as to what the con-
gressional intent was at that time,

The deduction for degereclation permitted by the Internal Revenue
Code must necessarily, be based on an estimate of the useful life of
the depreciable asset. The estimate of useful life must be based on
such facts as can be ascertained at the time the estimate is being made.

i



ADJUSTMENT OF BASIS OF PROPERTY FOR DEPRECIATION, ETC. 35

A taxpayer can be guided by norms developed for similar tfpe nssets,
but-to n great extent, the useful life of any specific asset will be affected
by a number of factors, such as, the attention and repairs given to it,
the extent of use causing wear and tear, elimatic conditions, type of
material, constructive or component parts, olsolescence factors, and
so forth,

When a taxpayer has made an estimate of useful life and has com-
puted and deducted depreciation on the basis of the known facts nt
that time, the provisions of H. R. 3168 wonld not permit a subsequent
adjustment of such a deduction whether or not tax benefit had been
derived therefrom.  The proposed bill would only permit the adjust-
ment of depreciation deductions in prior years wlen it was subse-
quently determined that such prior deductions were erroneous and the
excessive depreciation deduction was not justifiedd hy the known facts
at the time of the deduction, ‘The adjustment of such excessive and
erroneous depreciation deductions is Hmited to the extent that a tax-
payer did not realize tax benefit.

It is with great emphasis that I urge upon you favorable consider-
ation to the E@onn(o nmendment to House hill H. R. 3168 which does
nothing more than to restate with clarity the intent of Congress in the
Revenue Act of 1932 so that justice will bo done to the taxpayers of
this country who have been caught in the tax erossfire result of the
majority opinion of the Supreme Conrt in the Virginian Hotel Corpo-
ration case,

I would like to add a few further comments that T think are impor-
tant for you gentlemen to have in mind, in your consideration of the
bill before you.

Senator Krrr. All right.

Mr. Worrr. On the subject of depreciation, going back to the years
in the 1030, we all recognize what the dollar was worth at that par-
ticular time. In the 1930's, properties were erected with real hard dol-
lars, and it is enly upon those dollars that the taxpayers are entitled to
depreciation.

Vo know what the dollar is worth today. The dollar has declined
in value tremendously. It was at that time the position of some
of us that, in all fairness to these corporations, the Bureau could issue
some press release or notice that it was going to take this position, that
unless they filed amended returns—and that is the only way the tax-
payers could protect themselves—then the statute would run, and
quer :lhe 1032 nct the amount deducted would be treated as the amount
allowed. .

Senator Kerr. What you say is even though the bill is passed by the
inclusion of the Gillette-llickenloorer amendment the taxpayer would
still be recouping hard dollars with those not so valuable,

Mr. Worre. That is right, sir.

Senator Kesr. All right.

Mr. Worre. Both the Virginian Hotel and Perry Black Hawk are
cases denling with hotels, We have had requests from the membership
to direct our atttention to the inequity in those cases, and that is why
I am here,

I do not have any cases on the subject before the Burean, and T am
merely appearing herq in an effort to point out to you gentlemen the
gross ine(iuities in principle that are involved in the decided cases
mentioned.
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Picture the situation of a taxpayer who is obligated to put a life on
an asset. Anybody might differ on the life established. These two
cases which have come down on that particular point illustrate the
squeeze in which the taxpayers are put. They estimate a life, and
many times the Bureau goes along and does not examine their returns,
with the result when they do arrive at a period wlhere there isa taxable
net income the Bureau comes in and they change the life, by reducin
the life 50 as to create greater taxable income for the period. I speal
with experience on the subject, having represented many taxpayers
before the Bureau, Ordinarily, where there was a loss, the Bureau
was not concerned with giving attention to the subject of deprecia-
tion, but as soon as the taxpayer gets in a position where there is a
taxable income the Bureau scrutinizes the deductions taken for
de};‘reciution.

he result is the Bureau claims a smaller amount, and the taxpayer
invariably has ?ot a fight on its hands, or had to accede to it. The
Virginian Hotel Company case and the Perry Black Hawk case par-
ticularly point out the difficulty that the taxpayer is under.

All this bill is intended to accomplish is to do equity in that where
there is an excessive amount of depreciation, where both the Bureau
and the taxpayer recognize that there is an excessive amount of de-
preciation for which the taxpayer received no tax benefit, the idea
18 to endeavor to make him whole. Of course, in the period where
he had been taking the larger amount of depreciation the Bureau
claimed that it was much less. In the actual application of the act
there is part of it that even the taxpayer does not get, because he is
actually charged with allowable depreciation in any event,

ow, insofar as the administrative difficulties of this bill are con-
cerned, this is a relief measure for taxpn yers, The taxpayers must
take the move in order to get relief. If they just sit idly by and do
nothing about the provisions of this act the Treasury has nothing to
pageout and has nothing to do with the adjustment of depreciation.

nator Kerr. You say the burden of proof is on the taxpayert

Mr. Worre, That is exactly right, and he is the one that must
assemble the information that is necessary to implement the intent
of this act,

Senator Kerr, He must meet the burden.

Mr. Wovrre. He must meet the burden. So that when the Depart-
ment of the Treasury comes around, those things are lined up for the
agent and it is set forth before him clearly, because that is the obliga-
tion of the taxpayer under this bill. .

Insofar as the open years are concerned, I don't think the fact
should be overlooked that the onl ?rears that are open are years where-
in there were some taxes due. If there were no taxes due there was no
need for the Bureau to gointoit,

Sena'tm' Kxgrr. The Bureau, however, engaged in the audit of the

return .
. Mr, Worre. Precisely, sir. This bill is only intended to cover the
situation where there was no tax benefit. For the years covered surely
there were some tax disputes. So I do not see anything in the point
that administratively you have got to go back over all these years.
This bill does not relate to any situation where the taxpayer does nat
socure a tax benefit. Since those years are open, then under those
circumstances the matter is before the Bureau and can be very easily
’ /

;
. ’ ’
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corrected if there is an excessive amount of depreciation on that
return, If there is no excessive del!])recintion then the matter goes by
and the other issues are determined.

%}‘p\\', so much for my comment with respect to administrative diffi-
culties,

There is one item, however, that T would like to point out, that has
not been repeated but it has Deen brought out in the discussion, as to
what the attitude of the Bureau may be in the case where a taxpayer
claims now or has shown that there is an excessive amount of depre-
ciation where there was no tax benefit in prior years. There may be
an attempt on the part of the Bureau to go back into some of the other
items claimed in the return and say, “You are not entitled to that
deduction,” with an effort to cut down an excessive amount which the
taxpayer would ordinarily get.

think that in this bill there should be an effort. made to restrict
any adjustment with resgect to prior years solely to the question of
the excessive amount of depreciation and not to put the taxpayer in
the position of meeting counterissues by the Burean, wherein they
might say there are certain traveling and entertaining expenses, or
there might have been some interest deduction was was not properly
allowable, solely to cut down the excessive amount of depreciation.
The Bureau has always maintained where items put on returns, and
they are not audited by the Bureau, that those are the amounts that
areallowed. Thisisthe only item that people have to contend with in
the determination of the taxable income that is not certain and fixed to
a great extent, that depends upon opinion. Every other item I think
you gentlemen are acquainted with, whether it has to do with interest,
rent, salaries, wages, supplies, or what have you, is very well fixed, but
when it comes to the subject of depreciation, that isa matter of opinion.

If at some particular time, at any time, in my opinion, it is deter-
mined that the amount claimed by the taxpayer in the past on de-
preciation was excessive I believe that any adjustment with respect
to prior yemrs should relate solely to that excessive amount,

n good conscience and equity I cannot understand why the Treas-
ur{, or the Bureau, opposes this bill.
* Senator Kerr. You do not need to go into that.

Mr. Worre. Gentlemen, those are the added comments that I
wanted to make on this subject, together with those that are con-
tained in my written memorandum.

Senator Kerr, All right, Mr. Wolfe, thank you.

Mr. Sutherland. .

STATEMENT OF WILLIAM A. SUTHERLAND, WASHINGTON, D. C.

Mr, SutierLAND. Mr. Chairman, you have been very patient here
this morning and I will not take any more than a few minutes. I
would like to comment on just a few things.

Senator Kerr asked about the necessity of investigating these prior
returns in order to see whether there were other items in them or
whether the Commissioner should confine himself solely to the de-
preciation item. My own belief is that in most of the cases no atten-
tion would have been given to the returns where the loss was large
enough to make it clear that any reasonable adjustments would not:
result in income,
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That was true in the only two little cases which I have had person-
ally where this question was involved. There might be a case where
there was a claim of excessive depreciation wlere it was close enough
to the line so the Commissioner might have to investigate other items.
I don’t think it is serious as a practical matter. If you wanted to
amend the bill as just suggested to make clear that you would only
want the Commissioner to go into this item, I don’t think any injustice
would be done to the Government. .

Senator Kerr. Don't ?rou think the intense desire on their part to
expand into something else is by reason of not liking this feature, that
actually there is no problem thers that needs any recognition{

Mr, Surneruanp, There is no problem. The problem that Mr,
Martin mentioned does not impressme atall. The depreciation which
is determined to be excessive in 1935 was determined to be excessive
on the basis of studies which were being made in the ate 1920's and
early thirties, and they would have changed the 5 percent to 4 percent
on one of those earlier years if there had been any investigation made
for that year.

It is also true in the few little cases I have seen that there has been
no dispute with the Government ns to what was the proper rate of
depreciation in those preceding loss years. .

_ genator Kerr, In other words, if the principle of its recognition
should be established, you think the matter of how much it involves
i3 not subject to any glgeat controversy{ .

Mr, Surnerranp. The Bureau would handle that problem, Senator,
just like they handle most problems. You can conjure up theoretical
difficulties hers but no practical difficulties exist in the usual case. Of
course, you will find a case where there will be some difficulties. I
don’t mean there never will be any difficulties, but, as a general ad-
ministrative proposition, it presents no difficulties.

Senator, there is one word or two that should he said about the
presentation that the Treasury makes of this proLiem, which is an
attempt to confuse it.

Senator Kerr.- I would suggest that you discuss the merits of the

bill only.

Mr. Symnmmxn. I think that the merits have heen pretty well dis-
cussed. There were a few matters where there was some confusion
in the presentation that I thought might be cleared up.

The only time that thia rule was ever applied its application did not
-depend on how much time had eg:({rsed between the loss year in which
the excessive depreciation occurred and the time when the adjustment
was made. There has never been any effort to set up any time limit
-on making the correction in the loss year, It has been made to depend
solely on whether or not the statute of limitations happened to be
open on that preceding loss year, at the time the adjustment was
finally made. - So that it has been pure happenstance as to whether the
rule has been ap})lied to a particular taxpayer or not,

.- If the return for the loss years had been kept open on waiver, which
was true in the cases of most of the larger corporations, so I am in-
formed—if for example the returns were open for loss years 1030 to
1934 when the 1033 adjustment was made—it might have been ad-
justed in 1038 or 1939—they would not have gpplied the Virginian
Tule to that situation. They would have adju the preceding loss
years to the correct basls, just as they adjusted the profit year to the
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correct basis, And in the case of a taxpayer in the same situation, the
same plant, the sanie machinery, if it happened that the statute of
lnmtntlons.lmd barred, the assessing of n(milimml taxes for the loss
year, then if the Virginian Hotel rule was applied it would bar the
correction in the loss year.

. Now, the running of the statute of limitations on a loss year, assum-
ing it is a real loss year, is absolutely meaningless. Theonly thing the
statute of limitations runs against is the collection of taxes, and if
there ave no taxes due there is nothing upon which the statute of limi-
tations can truly run.

When the 1032 act was passed Congress wanted to enact n statutory
estoppel aigainst. the taxpayer claiming the second time a deduction
from which he had already derived a benefit. The committee report
states that the situntion Congress was interested in was a situation
where a man may have claimed excessive depreciation and the statute
of limitations may have barred the Government from the collection
of taxes due, There was never nny intention, never any reason, why
the statute should have been enacted except where the statute of limi- -
tations had actually barred taxes that the Government was entitled to.

The Cnamryuan, Was not one of the pur of the 1932 amend-
ment to simply prevent the taxpayer from taking double depreciation?

Mr. Surnrruanp. That is exactly right. If you save taxes by this
error they want you to reduce the basis by the same depreciation by
which you saved taxes. The Commissioner never would come here and
ask you to do any more than that, .

To my mind the Commissioner’s position here seems quite immoral.

There are one or two other situations simitar to this that should be
brought before the committee. However, there is none more shocking
than this. I refer to situations where the Commissioner has come to
you with a perfectly just complaint as to a situation where he may be
cheated and he comes before you and asks you to keep him from being
cheated, Then he uses that very statute which you have enacted to
protect him against being clieated, to cheat taxpayers out of taxes
they do not owe and where there is no equitable right whatever for
him or the Government to have it. .
. This is one of the situntions that I have been deeply interested in
since I was, unfortunately, the loser in the 5-to-4 decision in the Su-
preme Court in the Virginian Hotel case,. I determined then that if
there was any way on earth for me to make clear that Congress did
not intend to do that sort of thing I would do it. The dissenting
opinions stated clearly that the amendment had never been intended to
cover such a situation.

The CuarMan. Who wrote the dissenting opinionst

Mr. SoriereaNp, Mr. Justice Stone wrote one and Mr. Justice
Jackson another,

The CuatruaN. Mr. Justice Stone wrote a pretty strong opinion,

Mr, SurherraND. There is one last thing I want to say. Even in
the situations where the statute had run on the loss years and where
technically, under the misconstruction in the I. T, and Virginian Hotel
case, the 1932 amendment was applicable, even in the cases where it
was clearly ap‘plicable if it is to be applied to a loss year, I understand
that it was only in a small minority of those cases that it was ever ac-
tually applied., So there has been a small group singled out for dis-
crimination, and it seems to me a very weak argument that-we should
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bar the ones in that small group who now have open years and keep
them in the minority group instead of bringing them over where

they should be, with the majority group. | .
ow, I have some Jetters that I would like to submit for the record.
The CuairMan. You may submit them.
(The letters referred to are as follows:)

LYRRAND, Ross Bros, & MoONTGOMERY,
. Washington, D. C., September 12, 1951,
Re proposed legislation correcting effect of Virginiun Hotel declslon

Hon. CoLIN F. Srax,
Chicf of Staff,Joint Commitiee on Internal Revenue Tazation,
Neie House Oftce Building, Washington, D. O,

DeAr Mgr StaMm: First, I would like to express to you my sincere apprecla-
tion for the time granted by you and Mr. Oram in allowing me to present my
point of view relative to the proposed legislation which would awmeliorate, nt
leaxt to some extent, the unfortunate and fnequitable results of the decision of
the Virginian Hotel case.

¥For purposes of the record, it seems appropriate that 1 attempt to summarize

. In writing the points which I'discussed with you to the extent that they presently
seem pertinent,

First, and of major {mportance, I would like to express my bellef that, based
upon studies previously made and upon all avaliable at the present time, the
Treasury estimates of the possible financial effect of the propused corrective
legislation seem completely out of line. Even the estimates presented by Mr.
Sutherland at the time of our conference seem to me to indicate a revenue effect
much greater than would be iy opinlion of the amount {nvolved.

Secondly, the question has been ralsed as to whether retroactive leglslation
now enacted would not give certain taxpayers whose past years ure open an
advantage over most others who have had depreciation cases closed in the past,
ganlculurly during the 1030's and early 1040's, preceding the declsion in the

‘ivginian Hotel case. It has been implied that practically all cases in the field
were settled on'a basis which accorded with that ultimately upheld by the
Supreme Court in the Virginian Hotel case. This i3 definitely not my recollec-
tlon of the facts, Subsequent to the depression perlod In the early 1030's, it was
recognized by revenue agents and taxpayers’ representatives allke that exces.
sive depreclation had been taken, without tax benefit, by many taxpayers during
the loss yeara. At the time of examination of returns covering the years for
which most corporations again began to make profits, adjustments were made
in the fleld to give effect to such excessive depreciatlon. Many taxpayers at
that tlme had restored to basis by examining agents the excessive depreciation
lEu-el\'lously taken by them in loss years. I personally setiled cases upon this

asis,

In order to make sure that iny own recollection ot this procedure was not based
upon isolated instances, I have discussed the matter with §ndifvduals who at the
time were in responsible pogitions in the field offices of the Bureau and they have
confirmed my recollectlon.’ I understand also that Mr. Sutherland Is making
available to you correspondence indicatiug that agents in the field much more
generally followed the rule subsequently known as that of the Pittsburgh Brew-
Ing Co. case than the apparent officlal Bureau policy as ultimately stated in the
Virginian Hotel case. In view of this sltuation, there does not appear to ba
much merit to the thought that retroactive legislation, if presently enacted, would
give taxpayers who now have returns open for 1947 or prior years a break not
enjoyed by most others.

1t seems appropriate to reiterate that my interest in this matter stems from
my service as chalrman of the Committee on Federal Taxation of the Amerlcan
Institute of Accountants and the suggested legislative action propoted by that
commit{ee and not from the specific point of view of any present client which
Iknow is interested in the matter, .

Agaln, thank you for your extreme courtesy in listening to those of us who
harve felt for so long that this legislation {s necessary.

Sincerely yours,
. Mark E. RICRARDSON,

’
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. CANN & LoNg,
Washington, D, C. Seplember 10, 1951,
Hon. WaLTeR F, GroRcF,

United Sintea Senate, Wazhington, D, C,

My DrAg RExATOR: Bill Sutherland has been discussing with me H. R. 3168,
which Is now pendiog before the Finance Committee. 1 have no personal inter-
est whatever In the U1l nud have no client which, so far as I know, wifl be fn the
slightest degree affected by 1t 1 have, however, been interested in the principle
since It Arst caie to wy attentlon.

The Virginlan Hotel caze first came to my attentton when it reached the Su-
preme Court shortdy after my appolntinent as Assistant Commissioner of Internal
Revenue. - nsidered the circuit-contt decislon grossly unfair. 1 felt strongly
that the Cou._.alssloner should not wish to sustaln any such position, and 1 so’in-
formed Commisxioner Helvering. It wis iny view that the case should be closed
on the basis of the Pitishurgh Brewing Co. cuse, which lald down the same rule us
13 nuw embodied [n H. RR. 3168, I then felt, as I now feel, that any other view was
wrong and §ll becomes o government seeking fafrly to administer a tax system.

From my own personal knowledge, I know that some tn the Bureau shared
my feeling and {t was cerlainly the feeling of many of the agents in the ficld.
This was quite important In connection with a subject like depreciation, where a
considerable amount of discretion is generally exercised In the field with limited
veview In Washington. When agents in the field adjusted depreciation rates
downward in any profit year, they naturally telt they should make the same ad-
Justment 1n Immedintely preceding loss yeirs which were then, for the Arst time,
receiving conslderntion, Prior to the decision in the Virginian Hotel case in 1043,
depreciation schedules were being adjusted fn the fleld by restoring to hasis
amounts of depreciation erroneously clalmed in any group of loss years hminedi-
ately preceding the first profit year for which adjustuient was made, where condi-
tions were unchanged and where the loss years would have heen adjusted if the
statutory period of limitation had not expired. This was generally true befure
the decislon In the Pittshurgh Brewing Co. case as well as thereafter.

I left the office of the Internal revenue agent in charge In Atlanta in 19306, At
that time we were adjusting depreclation schedules on the falr baxis above out-
lined, and I am informed the same practice continued there unt!l the deciston in
the Yirginian Hotel case, and 1 know from other sources that the same thing was
happening in other sections of the country. In my opinion, the fact that these
schedules were belng aljusted on a fair basis rather than on the basis of the rule
later approved in the Virginian Hotel case serves in a large part to explain why o
comparatively few taxpayers suffered from the injustice of the rule and why the
protests that have been made have been so few In compurison with what would
have been expected. There I8 no way of measuring it matheiatically, but 1 feel
that only a fairly small percentage of the persons against whom the Vieginian
Holle‘l ntx{lnciple might have been upplied actually suffered the Injustice of its
application.

1t follows from the above that the applleation in all open years prior to 1048
of the principle stated in H. R. 3188 will not result In any unfalr singling out for
special treatment of taxpayers against whom the Virginian Hotel principle was
applied and who happened to have such open years. Rather, these taxpayers will
De placed In the same position with the large majority of the taxpayers to whom
the Virginian Hotel rule theoretically was applicable.

If you should desire to talk with me regarding this particular matter, please
feel free to call me at your convenience.

With warm regards.

Very truly yours,
. NORMAN D. CaNK.

SOTB!:I;!;&ND, TUTTLE & BRENRAN,
shington, Jan - 18, 1952,
Mr. Corix F. Sray, ashington, Jan-ary I8, 195

Joing Commitice on Internal Revemue Tazation,
Washington, D. C.

Desr Ma. STAM : Since our last discussion regarding H. R. 3168, { have recelved
information from several sources which confirms my impression that the rule
laid down {n L. T, 20¢4 in 1935 and affirmed ni the Virginlan Hotel case in 1043
was not generally applled prior to 1943 In the settlement of depreciation
schedules, most of which were handled in the fleld and most of which were ad-
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Justedd prior to 1043,  Conrequently, it xeems clear that the retroactive applica-
tion of H. IL. 3108 to taxpayers huving open returns for HH7 or prior years will
not dizchimiuate in favor of such taxpayers as colupared with the large majority
of taxpayers againat whom the Virginfan Hotel rule might have been, ut was
not in fact, applied,

The Acting Becretary of the Trensury stated In his letler to Senator George
of June 21, 1031, as follows:

“The fact ts that prior to the Supreme Court’s declston fu the Virginlan Hotel
Corpr case Lhe casex of most taxgayers owning property of any siguiflciinee wene
cloxedd by agrevinent with the taxpayers concerned In averdance with the
srol\;l’ulmw of 1. ‘I 2044, zupra, which had been fratied xome 8 years prier to the

eclsion.”

It Is an ascertalned fact that most of thexe cusas were closed prior to tOEL
It stands to reason, however, that generally no taxpayer having Involved an
amount conslidered by hini to be conrequential would have agreed to an unfavor-
able pesilt that wan lncosistent with the prevalling court-of-appeals dectxlon
in Pltiaburgh Brewing Co. and lower-court declslons ns well ax text authorities
tollowing and approving it.  Thig Ix borne out by the attached ledters,

Oour office 1n Atlanta has cheeked with one revenue agent in charge and with
a forner chivf conferee, both of whom were wlth the Government durlng the
porlo‘d in question, and we find that according to thelr experience the following
was true.

(1) Revenue agenta exervise a great deal of digeretion in the ficld In handling
depreciation,

{2) Prior to 1043 casen in thia fleld office were generally belng mettled Ly
rextoring to basls exceasive deprecintion deducted for loxe years which inunedi-
atelg precedad a profit year 1o which (he revenue agent reducad baale

(3) The restoration to Lasiz generally waz ol made for any depreciation
deducted in a loas yenr where a profit year In which the depreciation was allowed
{ntervened between the tase year and the first prolit year in which the revenue
agent pro 1 the adjustment. ’

(4) Where these matters were cloged prior to the Vieginlan Hotel deelaion

they generally were hot reopened after that declslon. The usual practive in
depreciation was’to atart working from the schwdule xet forth in the {)n\wllng
revenue agent’s report. This was Lhe \:llk')' approved by the ngent In charge
aud the agents were diacouraged from taking the Inltiative In reopening questions
dhpoacd of In earlier reports.
.. In additlen to the above, T am attaching coples of letters from Georxe l'enning-
ton, an accotintant in Atlanta of wide experietve; from law J. 1.0onarnd, a former
revenue agent of very high standlog who Is now pructiclng nccounting in Colum-
bus, GQa.; from Arthur Kent, B, In Kan Franciso; from W, T, Cardwell, Raq.,
who was with the lurenu for many years and war head of the technical staff
in New York when he returned to private practice a few yeart ago: and from
Telaud A, Sutherland, Faq, of Price Waterhouse & Co.. New York City, Mr,
Nornman Caun has writien a letter to S8enator Ueorge to which you will no doubdt
have accest, Mr., Cann has confirmed to e personally substantially what is
suts}r::‘ \he other persuns mentioned. Mr. Mark Richardeon has written to
you . .

1 trust that this Information will cause you to feel, an I do, that making
H. R, 3168 retronctive to all open years will certainly not resunlt in making a
favored few out of those taxpayers who took excesslve deprecintion In lors years
and who now have open returns for 1847 or prior years. Many taxpayers prior
to 1043 obtalued the relief which, at best, can now be obtained only in part
under the pending blll,

You know how strongly 1 foel about the unjusiness of the Virginian Hotel
rule. 1 think any ‘violatlon,of the clear Intentlon of Congress which results fn
Incquity as drastic as this rhould be corrected reteoactively, even in the absence
of the facts set forth above, unless there Is sonie compelling conflicting principle
Involved. ‘The only such principle in this case ls the principle of repose which
would not be violated by the blil ar originally introduced rince returns closed
by the running cof the statute of iimitations would not be opened. Within the
lim‘lltntlolm {mposed by the principle of repose, I feel that complete Justice should

one,

1 cerlainly appreciate your kindness and that of Mr. Oramn in hearing us 90
fully in connection with thin matter. 1 trust It will be g long time before 1 wiil
bave to bother you agatin about auch A sore thimbd, ’

Yery sincerely yours,
W. A. SUTHERLAND,
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Grorar A, PexyiNaTox & Co,
Alanta, Ga., Awgust 31, 1951,
SUTHERLAND, TUTTIE & BRENNAN,
Firat National Hank Building, Atlanta, Ga.
(Attention of Mr. Joseph B, Brennan.)

GENTIEMEN @ In reply to your Inquiry of recent date, T beg to advire that prior
to the deciafon in the Virginlan Hotel Co. cuse, whereln ft was deelded that ald
depreelation elalimed by a taxpayer on fta returnx should reduce the baria of the
deprecinble asseta, 1 geltled with the revenue agenta several sulwtantial cases
on an entirely different basig, and theae cares were allowed to stand unchanged
by subxoquent actlon of the Bureau.

The basls upon which there casen were settled was to it the amount of
depreciation to a reaxonable anount even though a arger amovnt was claimed
on the returng; provided thix larger amount of depreciation wax for loxs yoars
nnd dld not reduce the tax for xald years, .

1 have been In active anditing nnd tax prctlee since 121 with offices located
In thix butlding,

Yours very truly,
Arorar: A, PEXNINOTON,
Coertified 'ublic Acvoxntant.

LaoNARD, WrST & Favems,
Columbys, Ga., 8cptember 7, 1951,
Me. Wiiriax A, SUTHERLAND,
Washington, D. C.

DreAr Me. ROTHERLAND : Your Atlanta office har ndvized mie of your (ntervet in
getting as much informatlon ar you cnn with reference to the practice of revenua
agentn prior to the Vieginlan Hotel dedaion fn 1043 with regard to excessive
depreciation in prior loss years,

Ax you know, 1 war a revenue agent working (o and out of the Atlanta office
from 1K7 to 1HD und have been engaged (n the practice of public accounting
here since 1HHA,

In the course of my work with the agent's ofice I handied a great many cares
where depreciatlon was involved, and handled a numbet of cases where adjust-
menls were necersary In the depreciation schedule, 1 have handled ‘a number
of cascs where deprociation was clulined at excessive rates and where the rates
were reduced upon fnvestigation. Oddly enough 1 do not remember working on
any case in which any question aroso as to the restoration of excerslve deprocia-
tlon clalmed In loss years, 1 must have had a few siuch canes, but I do not now
recall thetn, 1o reeolieet very well reading the decleton of the ¢lrcult court
of appealr In the Pitteburgh Hrewing Co. cise which eame out in 1080, The
caso appealed to me as befng ao clearly right 1 would not have thought any
revenue agent in our office would have conatdered following a diffecent prineiple.
1 feel confident, If § handied any such canes Jrior to the declsion in the Virginlan
Hotel case in 1843, that 1 would have handlad them upon that basis, If 1 had
been cotnpelled to handle a case upon & contrary basiy, 1 believe 1 would cer-
talnly semetnber it, becanse' 1 wonld have consldered it so manifestly unfaie
to reduce depreciation ratex [n a later profit year aud to deny a slullar adjust.
ment fur exceasive depreclation charged off In immediately preceding lors yearn
without benetit (o the taspayer” The returns in lose years generally were not
examinad dua to the fact that such d(?lrecllllon adjustments as might be made
would not produce a change in tax labllity,

1 was very much surpriscd by the Yirginian kHntel decision and felt it was
manifeatly unfalr and 1 -know thig vlew was ahard by otliers in our ofiice,
1 trust that Congress will adopt 1. RR. 8168 and make {t reironctive to cover
all yoarr, 80 far as 1 am aware, hone of wy preseut clients were penalized
under the Virginlan Iotel rule and I would not expect any otie of them to benes
fit under 1. R. 3188, The present rule {a manifestly unjust and breeds discontent
wherever {t {s applicd and ft should be changed.

With best wishes,

8incerely yours,
Lzo J. LeoNARD,
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KENT AND BROOKEN,
Kun Francisco §, Seplearber 17, 1951,
WiLLiam A, SUTHFRLAND, Esq.,
Sutherland, Tultle & Breanan,
Wazhington 6, D. C.

Dear BioL: You have iwked me, lu relation to the bill which liag passed the
House and {8 now pending before the Finance Conmmitiee In the Senate, the effect
of which woukl be to abrogate the doctrine of the unfortunate Virginfan Hotel
dectsion, for any Information I could give you which would eaxt light upon the
extent to which the doctrine lafd down by the Burean in 1935, in L T 244 and
approved in the Virginian Hotel case in 1063, wos appiled by the Bureau In this
aren prior to the Virgintan Hotel declxlon,

1 cannot sprak on the baxix of wy own experlence for the question does not
Bappen ta have been Involved In any ense which has cvoine to our offie.  However,
1 have made inquirles among some of the leading accountants here with the fol-
lowlng resulta:

1t xecms clear that prior to the Virginlan 1totel deelsion 1n 143, the Ditts-
burgh Brewing Co. cage, despite the formal nonacqulescence of the Bureaun
thereln, was in fact generully followed (n thix aren fn the disposition of vises
where excoss depreciatlon wan tnken in loxe years,  Also, 1 have found nwo ovle
dence of any general readjustinent after the Virginlan otel ense was declded
of depreciation achedulea thus adfusted prior to that declsion, 1t does not appesie
that the L. 'T. was generally followed prior to the Pittshurgh Brewlng Co, cise,

Restortlon to baslxs of exevaslve depreciation elalined in loxs yeams apparentiy
has been denled in casex where the [nequity 1= less appasent or noucxisting, as
where one or more profit yeams iave intervened hetween the loss year aud the
first year In which the revenue agent proposed to ndjust thie deprecintion rate
downward. :

Rince the decision In the Virginlan IHoted ense, of conrse 1ip service at least has
been pald ta the principle therein 1atd down,  Bint informatlon coning to me In-
dicates that revenue agents have exereizad a evnuslderable meaxure of dixeretion
In its application to particutar eases and have sought by vartous adjustinents
to avold or minimize the Inequitable handships which would result fromn right
and unalloyed application of the doctrine,

1 understand that thgre are at least one or two open eases pending In the
Rureau offices here, the disposition of which may depend upon the enadment
of the pending bill with a retroactlve clauxe. 1 am not aequalnted, however,
with thelr detalls. They are appareatly belng held up pending the tluat action
upon this bill, 1 find nothing, however, ta indicate that In this aren the retro-
active application of this doctrine would affect any substautinl number of eanes,

You are free to use this letter with Me. SBtam or anyone else.

With beat wishes, 1 am

Sincerely yours,
Artute H, Kexr,

. 8. D. Lxavrsporr & (0.,
New York 17, N. Y., Scptembder 14, 1951,
WiLLraM A, SUTHERLAND, Fag.,
Kutherland, Tultlc & Bronnanm,
Washington 8, D. O.

Dean Mz, SvrnzeLann: I was Chief of the Conference Rectlon of the Income
Tax Unit, Burcau of Internal Revenue, in 1085 at the time of the fxmmance of
1. T. 2044 which latd down the rule 1ater approved {n 1143 In the Virginlan
Holel decislon, 1 was opposed then, as now, {o the treatinent required by 1, T
2044, and this view was shared by many of my areoclates who were dealing
with practical problemns In the Bureau at that tiime.  In addition, | may add that
as early as March 1033, some of us advocated the fasuance of A Burean press re-
lease putting taxpayers on notice as to the position of the Burcau and thereby
affording taxpayers the opportunity to file protective ametided retur.s for prior
losa yearg, but we were unsuccesaful in our efforts to do thia,

In October, 1030, I resfgned from the Hurcau to accept the position of arsist.
ant comptroller with the M. A, Hanna Co., Cleveland, Ohlo, and assistant wen-
eral auditor of Natlonat Stee) Corp. and subsldiaries, Plttsburgh, Pa. In March
1039, I returned to the Burcau to organize and serve ag the {nitlal head of the
newly created Eastern Division of the Technlcal Btaft comprising the States of
Pennsylvanfa and New Jersey. I served in that capacity until the end of Sep-
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teber 1041, at which time T was tranaferced and designated head of the New
York Diviston of the ‘Pechnlenl Staff and served in that capacity until the end
of February 11, when I reslgued from the Burcau to aceept the position 1
now hold nx head of the tax departiment of 8, D, Leldesdorf & Co,, New York,
On varlous ocenxlons Crom 1885 until the Virginlan Hotel declslon in 1043 1
cnme §n contaet with situatlons where depreclation had been deducted at clearly
eavesxive rates and [ was necessary to gdjust mter downward,  On stich oc-
cnslons, ax [ now reendl the watter, prior to the Virginian Hotel decislon, the
prineiple stated in L3 2044 was not rlgidly applied In loss years where no tax
benefit had been dezived from the deductlon of excexsive depreciation and sich
loss yexira hnmedlately procaded the profit year §n which the rate was tiest ag-
Justesl downward,  Ax to stich yearz, whether or not the statute of lhnitatlons
hardd e at (e thee of the fuvestigation, the mtes in the loss years were usually
wijusfed In the xame way ax they were ndjusted In the protit year under (n-
vesthmtion, and the excexsive depreclation deducted was nestoresd to basls,  Any
other treatisent would have been zo obvlonsiy unjust il contrary to the gen-
cral prinelples prevalling in the Income tax fleld that rettleinenta could not
waunily have been made upon any such baslx, This was expecially true after
the declxion fn the Plttsburgh Brewing Co, ense in 1630 and prior to the Vir.
ginlan otel devislon In 1943,

1 catmot state of my own ktiowledge what hapjened In caxes with which 1
had no contact, but from xuch knowledge ax 1 do have, 1| have the distinet fn-
prexsion that prior to the Vingiulan tloted deelsion in 1148, the rute of the 1. T,
wak tiot generally applicd to hunediately preceding lors years where conditlons
had tiot materlally chunged between (he loss yeirs and the first profit year for
which Investigation was made. | have the very dixtinet Iinpressfon that the
rule wax very rpuringly applled in such sftuations. 1 would be quite surprised
If there were any aises (o which 1. R, 3168 would have much practical ap-
lentlon,  Certainly any perzons betietited by the bill would not, In iy opdnton,
e expeclnlly fuvoned ax compared with moxt taxpayers to whotn the Virginian
Hoted rule might have been applied.

Very truly yours,
W. T. CanowWFLL,

1’ricE WATERHOUAE & CoO.,
New York, 5, Beptember 24, 1951,
Mr. WitLiaM A, SUTHERLAND,
Waskington, 6, D. C.

Dran M. SurinmiAND: 1 have been assoclated with Price Waterbouge & Co.
since 1020 and have worked largely on Fuderal income taxex. 1 have been gen-
crally tamlliar with the (ax ensen of clfents of the tirm which Involved the mat-
ter of depreclation, particularly during the perfod from 1031 to 1945 when 1 was
tn charge of the Wagh!ngton oftice of our firm.  Prior to 143, thoze of our cascs
which involved exceszive depreciation In loss years were generally settled on a
bazis which was satisfactory to the taxpayer and which avolded the burden of
the rule promulgated by the Burean in 1033 and finally adupted by the Supreme
Court {n 1043 in the Virginlan Hotel care.

It han also been my experience as to the years after 1043 that in no case
were the !\mlmmly entablirhed dejreciation achedules changed by reason of
the Virginian tlotel decision.

A few years ago I made Inquiry at a meeting of the tax men from varlous
offices of our firm and from their response It appeared that we had no clients
who were interested in relief from the Virginian Hotel decision. So far as [
have ascertained, the experience of ) amsociates confirms my own experience
that the Virginian Hotel rule was not widely appiied.

If 1 ean furnish any further fnforination, please call on me,

Yours very truly,
L. Q. SUTHIRLAND.

The CinairMan. Mr. Rollin Browne,
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STATEMENT OF ROLLIN BROWNE, SATTERLEE, BROWKRE &
MATHEWS, NEW YORK, N. Y.

Mr. Browne, My, Chairman and Senators, my uame is Rollin
Browne, of the firin of Satterlee, Browne & Mathews, New York.

1 have a prepared statement, which has been passed around, and I
would like to incorporate it in the record and then add a few remarks,

The CuaryaN, That may be done,

(The statement referred to is ns follows:)

STATRMENT OF ROLLIN BRoWNE

H. R, 3108 makes a long overdue ameudment to sectlon 113 (h) of the Interunl
Revenue Code to correct a harsh and {nequitable interpretation which was placed
upon it by the Supreme Court In the Virginian Hotel case (319 U 8, 523),

The statute provides that a taxpayer’s baris for computing gain or loss on
the snle of property wmust be reduced by de‘)rmul«m and depletion “to the extent
allowed (but not lees than the amount allowable)” durlng the perlod the prop-
erty was owned by the taxpayer. K. R. 31048 provides that the taxpayer's basis
peed not be reduced by any “allowed” depreciation or depletion from which he
did not get a tax benefit,

Howerer, the requirement of the exlating statute that the taxpayer's baxis
* must be peduced by all “allowable” depreciation and depletion, whether or not
it was claimed or allowed, Is not changed Ly the bill. That provision waa
originally Inserted in the statute In order to require the taxpayer to claim all
the depreclation and depletion to which he was entitie each year and to require
his basis to be reduced by all ruch depreciation and depletion, whether or not
he bad claimed it. In some cases, however, Including at least one now pending
before the Tax .Court, the Commigsaloner has required taxpayers to reduce their
basis by amounts of depreclation or depletion which they had tried to claim (n
prior years, but which the Commlzsioner, for vhe reaxon « ¢ another, had refused
to permit them to deduct. The Commissloner has nttetnpted to fustify his actions
in such cases on the theory that when the property was sold he was required
to determine how much depreciation or depleilon was correctly nltowable under
the law for prior years and to reduce the taxpayer's basix nccordingly, irrespec.
tive of the amount he had previously held to be allownble,

There {8 dictum in the Supreine Court's old opinlon in U. 8. v. Ludey (274 U. 8.
203), which lends some color of fupport to such a harsh interpretation of the
statute. However, it Is believed that such an application of the statute would
be entlrely fnequitable and wever could have been intended by Congress, The
Federal courts have 80 held Iu at least one later case, Perkina v, Thomas (S8 ¥,
(2d) 934). That case was decided by the Fifth Circult Court of Appeals and,
although the Government carricd the case to the Supreme Court, it dld not
?’uestlon the decislon of the,Court of Appeals on this particular poSnt (Thomas v.

erking, 301 U, 8 633), In n very recent case, the Tax Court refused to allow
the Commissioner to adjust a taxpayer's basis for *“ullownble” depreclation for
certaln prior years In excess of the amount of depreciation which the Com-
missioner had actually alluwed for thoa years and which had been onfiraed
by ao earller declston of the Board of Tux Appeals. The Tax Cuurt held that
the earller decision of the Board hiad fixad the amount of depreciation properly
allowable, as well as the amount nctually allowed, for the earller yvars (C. D.
Johnson Lumber Corpuration, 16 T, C. 1408). In an adminizirative mattes
such as determintug the amount of allowable depreciatlon or depletion, a final
determination by the Commlssloner should give the taxpayer as much protection
as 8 decision of the Tax Court. i

It 18, therefore, respectfully urged that 11. It. 3108 be umended =0 as to clim-
inate the possibility of the CommIssiouer taking any such unjust pusition In other
cases. ‘This can be done quite easily by adding to the bl n new seetlon (o),
rcading as follows : . .

“(c) Subparagraph (1) (B) of wection 113 (b) of the Internal Revenue Code
Is turther amended t;y ingerting In the firal xentence thervof, after the word
‘allowable’, & comina followed Ly the words ‘ascertalncd for each taxable perlod
{n accordance with any court decision or determination or ruling of the Commix-
stoner relating to the taxpayer and glien effect In the' inal computation of the
taxpayer’s net Income for such perlod'.”
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As thus nmended, ubparugruph (1) (B) of section 113 (b) of the Interns)
Revenue Code, as amended by the bill, would read us follows:

“(B) in reapect of uny period sluce February 2%, 1913, for exhaustion, wear
and teur, obsolesceace, amortlzation, snd depletion, to the extent allowed as
deductions in computing net tncome and resultlog fn a reductlon of the tax-
payer's taxes (but not lexs than the amount allowable, ascertained for each
tarzable period in docordance with any oourt decislon or delermmination or ruling
of the Commissioner rclating fo the tarpuyer and given cffeet in the final com-
putation of the taapayers wet income for auch period) under this chupter or
priur income tax laws.” .

This ammendment refers to a “ruling”’ of the Conimissioner as well as a “de-
terininatlon,” ro ns to muke certain of coverlng the case where a taxpayer
oblained a ruliug as to how wmuch, if any, depreciation or depletion he was
entitled tu ¢latm and then followed that ruling fu makiog his returns, as well
as the care where the taxpayer clalmed the amount of dolpreclallon or depletion
he thought he wus entitled to aud such amount was later udjusted by the
Commlissloner In connection with a forat “determination” of additlonal taxes,

H. R. 3163, ax introduced, would have been applicable to all past years
covered by the Internal Revenue Code still open uuder the statute of limita-
tions on the theory that the nendment relating to allowed depreciation and
depletion would not effect any change in existlog law as enacted by the Con-
grese but would nerely cradicate an unjust rexult erroneously grafted on It
by the Suprenne Court. In the HHouxe the bill was amended s0 as to be appli-
eable only to taxable years beginning after December 81, 1047,

Irrespeciive of what the effective date of the bill may be with reapect to
allowed depreciation and depletion, it ix entirely clear that the amendment
hereln proposed, relating to allownble depreciation and depletion, would not
effect any change in the law but would merely place the stanp of congressional
approvat on the judicial interpretation of the exiating law, and thus should
apply to every year governced by the Revenue Act of 1020, which first employed
the teat of nllowabllity, or any later act, which Is still open under the statute
of limitatlons. Therefore, if section (b) of the bill should be euacted In the
forin approved by the House, so as thus to restrict the applicability of the
amendment relating to allowed depreciation and depletion, it 18 reapectfully
requexted that there be Inseried in section (b) of the blll, before the words
“thizs Act”, the words “zectlon (#) of’, and that there be added to the bill
another »ectlon, (d4), reading ns follows:

*“(d) The amendnient made by sectlon () of this Act Is declaratory of the
meaning and effect of section 113 (b (1) (B) of the Internal Revenue Code
and corresponding provisions of prior Revenue Acts ar heretofore in effect
and, subject to statutory perlods of limitatlons governing assessments, collee-
tions, refunds and credits, shall be applicable with respeet to taxable years
beginning after January 31, 1024."

Precedents for such a provision may be found in section 1831 of the Revenue
Act of 1021, validating the regulations requiring consolidated returns under
prior acts aud section 1208 of the Revenue Act of 1020, relating to Installment
sales under prior acla, Congress went much further in the Technleal Changes
Act of 149, in which the bee of the sintute of Umitations war lifted.

1t for any reason the coinmittee shionld not wish to add such a provision te
the bill, it {8 respectfully requeated that the committee lnclude in its report
accompanying the bill a statement somewhat as follows:

“The amendment made by the bil), go far aa it relates to allowable depreciation
and depletion, Iz merely clacifying and declaratory of existing law, which has
been properly interpreted hy the courts as requicing the taxpayer's basls to be
adjusted for only such nnatlowed depreciation and depletlon as would have been
allowedd by the Cowmistoner i€ the taxpayer had clalived Lt Accordingly,
desplte the provislons of sectlon (b) of the LI, the awendment will to that
extent be fully applicable to alt yearx still open to adjustment.”

No logz af revenne I Involved In this amendment. It has not been the Com-
nilrsloner's established policy to attempt to ndjust A taxpayer's hagis for “allow-
able” depreclation which he previously has ruled to be unallowable, Only very
rarely hax Le (nken xich an unfust pexsition, and then only through the irrespon.
slble action of subordinates, which the courta have disapproved. The purpose
of theamendtment faand itr only effect will be, to make the matter so clear that
no taxpayer will ever again be compelled to resort to litigation to defeat such an
arbltrary and unfust clatin. .
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Aside from questions of phraseology, It {2 belleved that there can be only one
possible ground for Treasury opposition to the amendment propesed herein,
namely, that the Commissioner does not sanction the unconsclonable results
herein complained of and the statute should not be cluttered with a complicated
amendnient simply to compel subordinate Burean personnel to adininister the law
correctly §n every Individual care, Our reply to such a suggestion would he that
the maladministration of the existing law Is the Commissloner's responsibitity,
especially since he has issued no regulation, Treasury deciston, or ruting instruct.
ing his subordinates otherwise. It 1x conceded that such an instruction, if 1ssued
immediately by proper authority aml In unambiguous language, might render
unnecesary the amendment amendment hereln proposed, but if the cominittee
should fail to approve an amendnient on the groun that the matter rhonld be
taken care of by administrative action, it ia respectfully riqueated so to state lu
its r:porlti. :nd in the absence of adminiatrative action Congeesn clearly shonld

ant relief,

‘r'l‘here can be no higher goal of legislation than the protection of indivtdunal
citizens from admittedly unlawful and arbitrary official acts, by whonwoever and
howsoever seldom committed.

Mr. BrowneE. I propose to change the line of discussion a little bit,
The Camp bill now pending before thiz committee cures only one of
the very bad defects in this section requiring a taxpayer to reduce his
basis on account of depreciation,

You may recall that in 1924 the Congress passed a law that first
required the basis to be reduced by all denreciation allowed. 'The
Commissioner came back in 1926 and said that would not work; that
the basis ought to be reduced by all depreciation allownble, whether
it was allowed or not. Then in 1032 he came back and said neitlier
one would work; that you better put it in both ways.

. So since 1032 the basis has been required to be reduced by all depre-
ciation allowed but not less than the amount allowable, getting it that
way both ways. The reason it referred to all allowable depreciation
as in the 1928 act, it was made clear by this committee’s report: it was
to say to the taxpayer he must claim his depreciation in the proper
amount as it accrued, and even if he did not claim it that his basis
wotld have to be adjusted by the depreciation which accrued. It was
to deprive him of an allocation or option of whether or not to claim
his depreciation each year and thus to reduce his basis, depending on
whether he had any income against which to use that depreciation.

It was not intended by the bill to say that if the taxpayer came in
and claimed the amount of depreciation which he thought he was
entitled to and the Commissioner disallowed it in full or in part, then
his basis would have to be adjusted for the amount that the Commis-
sioner should have allowed theoretically under the law but had held
on full consideration was not allowable.

Nevertheless, there are some cases in which the Commissioner, after
telling the taxpayer, “No, you cannot take a certain amount. of depre-
ciation; it is not allowabie under the statute,” nevertheless, when the
taxpa{er later sold the property and the Commissioner had to deter-
mine the gain or loss from the sale and therefore had to determine
the adjusted basis, the Bureau people said, “Well, now, we must con-
sider this question, If we mistakenly held that some depreciation
was not allowable for an earlier year we must now say it was allow-
able and, therefore, your basis must be reduced.”

He would say, “We made a mistake; it is too bad, but we must now
decide it all over again.” \

Senator Kezg. The taxpayer paid for the Bureau's inistakes; is that

rightt

¢
' s
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Mr. BrowNe, That is right. ‘That sort of result was not within
the scope of the 1026 act which first laid down the allowable basis,
As I pointed out, this committee made it clear that was to make the
taxpayer pay the full nmount or reduce his basis by the correct amount
whether lie claimed it or not. It does not say to the Commissioner,
“You must hold depreciation not allowable in one claim and then treat
it allownble in reducing the basis.”

Senntor Kexr. The bill had it “allowable”t

Mr. Browxe, That is right.  We say when the Cominissioner deter-
mines the amount of allowable depreciation in computing income for
a certain year and that has become final, that not only determines the
taxpayer's tax liability for that year and his net income for that year
but it also cught to finally determine the amount his basis ought to be
redured on nccount of depreciation for that year. That is what

-usually happens. I have not found a single responsible official in
the Bureau who will defend this practice I am complaining of ; never-
thelese, every now and then a case comes up and some subordinate in
the Buveau will make this contention.

The conrts have overruled them when they made that contention;
the comts have agreed with the taxpayer in the two cases that I cite
in my memorandum and in one other which I have just been informed
of. which I will give the committee now,

The Cuamsrax, Why do yon want any amendment, Mr. Brownet
Youhaven't got any live cases pending{

Mr. Browse, Yes: thereare live eases now.

‘The Citamrmay. You mean open cases?

Mr. Browxr. Yes,

The Cirasrsran, The courts hiave been holding with you?

Mr. Browse, The courts have been holding with me, but the offi-
cials of the Bureau won't give up.  ‘They keep trying it occasionally
}p_ cases, putting taxpayers to the expense and uncertainties of

itigation,

The Cunaman, Mr. Browne, yon are asking us to go to another
field here. This goes beyond the Virgininn Hotel case and considers
this whole question of depreciation.

Senator Kean, And the administration of it.

The Crarsan. And the administiation of it.

Mr. Browse. But you have got a donble standard in the bill, al-
lowed or allowable,

The Ciranman, That might be, but if the courts have been holding
with you, I don’t see why you should be complaining. The Bureau
ofticials will recognize what the court holda

Mr. Browxr. We haven't been able to get them to give it up. We
think the point is pretty obvious and clear. These tax cases are ad-
ministered throughout the country, in the field; they are not admin-
;ist_emlrby the Commissioner himself in Washington, We are on the

ring line.

The Cramnax, I agpmia(e that, and I am suve the committee will
appreciate that fact, but if the decisions that have gone to the Su-
preme Court have been in favor of the taxpayer on the point you
now raise, it looks like you better wait until you are really hurgo

Mr. Browxe. Don't you think, Senator, we are hurt when we are
!-e(tumd to litigate the pointi The courts have repeatedly decided
it but the Commissioner keeps raising the point in case after case,
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The Crratran. Yes; that is true. It all comes back to what M,
Justice Joseph Schulte ounce said when a_client wished to fix a fee
before the final determination of the care. He said:

1 don't know how many times I will have to take this case up to the Supreme
Court and have the Sn}:reme Court reverse itself hefore you finally get justice
in this case, and therefore I can't fix the fee. We are dealing here with one
specific matter and that has been troubleaome enough.

Mr. Brownr, May I call your attention toone thing?

‘The CHARMAN, Yes,

Mr, Browne. I am really asking this committee to do something
that it should have done in 1932, and almost did,  In your report on
the 1032 act, when you finally fixed up this section to the Commis.
sioner’s satisfaction to make sure of bringing in the revenue, you suid
this in your report:

Your committee has not thought it necessary to Include nny express provision
against retroactive adjustments for depreciation on the part of the Treasury
as the regulations of the Treasury seem adequate to protect the {nterestx of
taxpayers in such cases. ’

‘That hasturned out to be frue in some cases, but not in others. Now,
if this committee really believes that the present law is clear enough
and the present court interpretation of the law was correct, would
this committee go so far as to say in the repmrt on this bill why it does
not consider an amendment necessa .

That might give us protection, Senator, and we do need it. We
can’t get it from the Treasury.

The Csiaiaman, We appreciate that fact, but at the same time I liope
you will not press your amendment an this bill. ‘I'his is a House bill
and the House hasn't considered this point.

Mr. Browne. Noj it was not submitted to them.

The CriarMAN. 1f we this bill with an amendinent on it and
it goes to conference, the House pecple are not disposed to pass some-
thing that they have not had full opportunity to review and consider.,
. Mr. Browne. It seems to me there is soine obvious irjustice done
in the case I am talking about, and this is vertainly the proper place
to correct it.

The CuarMaN, You are just threatened with an injustice.

. Mr. Browne. Well, it has actually been ¢laimed. The tax has been
lm'Foeed the issue has been presented to the court.

he Cramxax, You have not finally exhausted all your remedies,
The courts might let you out, and probably would,

Mr. BrowNe. That is the purpose of clarifying the amendment.

The Cuatrman. I believe you have the suggested amendment in
your paper.

Mr, Brow~e, Yes, sir,

The Cramuan. We will deal with that.

Mr, Browxe, Thank you,

‘Senator Kexr. Mr. Kirby, did you submit for the record the letter
from the Treasury Department under date of June 21, 19511

Mr. Kmesy, I did not, but it should be part of the record, if the
committee would like to have it.

Senator Kexrg. I think it should be made a part of the record.

‘ ) ;
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(‘'The letter referred to is as follows:)

TREASURY DEPARTMENT,
Washington, Junc 21, 1851,
Hon, WaLTez F. GLORGE,
Chairmuan, Scnate Finance Commitlce,
Unitcd Statcs Scrale, Washington, D. C.

My Dear Mz. Cunamuax: Further reference I8 made to your letter of April 17,
1951, requesting the views of this Department with respect to H. It. 3163 and to
your lelter of May 4, 1061, requesting inforinatlon which would enable you to
arrive nt an estlmate of the effect upon the revenue of such blil), which your com-
mittee now has under conslderation. You also request a brief explanation of the
baris for the opintons or estimates.

If enacted, H. R. 316X wounld amend section 113 (1) (1) (B) of-the Internal
Revenue Cotde by Inserting after the word *“allowed” the words “as deductions
in computing taxable net income and resulting in a reduction of the taxpayer's
taxes””  Ax futroduced In the House, the amemdinent would liave been effective
for the purposesr of the Revenue Act of 1132 and subsequent revenue acts as if
it were n part of such acts on the date of their enactinent. As passed by the
House, the blll would apply to taxable years beginning after December 31, 1047,
The rnctlcal effect of the proposed amendment would be to extend the so-
called tax-Denetit rule to smich of any depreciatlon, dedetlon, etc., deduction as
Ix §n excexs of the amount allowable, In 8o doing, it would reverse the SBupreme
Court decielon in the case of Virginian Hotel v. Commissioncr (319 U, 8, 523
(1143) ). Thux, when excessive depreclation har been clalmed against certaln
property, the basia of the property would be reduced by the amount of depre-
cintlon allowable, and by the amount claimed In excess of the amount allowable
only when such excess has reduced the taxpayer's taxes.

Ry way of (llustration it may be axauined that a taxpayer in 1928 purchased,
for $100.000 a factory bultding. He commenced depreciation of the buitding, on
the baslx of A 20-year useful life and took a £3,000 depreclation deduction in
each of the years 1023, 1129, and 1030. He continued to take a $3,000 deprecia-
tion deduction In each of the yeara 113, 1032, and 1633, Mis lgeses in those
years were o large that even had he taken no depreclation deductlon there would
have been no tax. It may be asxuined also that it can be established that under
the facte known in 1031, 1032, and 1033, the life of the bullding should have
been determined to be 23 years, o that the amount of allowable depreclation
was only $4000 Instead of £5,000. Uuder the amendinent of H. R, 3168, no
reduction in bagia would be effected by the $1,000 clalived which was In excess
of the amount allowable, even though the taxpayer had included that amount In
the depreciation taken in his return and it was allowed by the Burean of In-
terual Revenue, since no reduction in the taxpayer’s taxer rexulted from the
excessive portion of the depreclation deduction, It should be noted that even
under H. R. 3168, the basis of the bullding would always be reduced by the
$4.000 of deprecialion allowable, even though the taxpayer recelver no tax
benefit by its deduction,

Under present law, ar get forth In the above-mentioned case of Virginian
Hotel v. Helrering, the $1,000 each year In the example above which was in
excess of the amonnt allowable ax a depreciation dedintion, would rednce the
_ baris of the bullding by that amount, §t it was inciuded in the depreciation taken
by the taxpayer In his return and allowed by the Bureau. It should be noted
that the Commlirstoner of Internal Revenue in IT 2044 (X1V-2 CB 126, 1935)
took the position ultimately confirined by the S8upreme Court In the above case,
Moreover, this postition was supported, prior to the Supreme Cuurt decizion,
by the Board of Tax Appeala (S8ample-Durrick Co., 35 BTA 1188 (1937)) and
by three circult courts of appeal (Commissioncr v. Kennedy laundry, CCA-T
1943 ; Dowglas v. Conmmissloner, CCA-8, 10435 Virginian lotcl v. Commissioner,
CCA-, 143), :

While the bill pending before your committee wounld entall adwninisteative
dificultier for the Bureau of Internal Revenue, and would result in revenue
loea, these features are present to a substantially lea<er degree than in the hill
as §niroduced In the House, Ag your leiter of May 4, 1051, refers to the letter
of this Department to Representative Hobbs under date of June 28, 1948, it is
assumed that this letter is available to your committee and that the Depart.
men:‘- views as there set forth as to the retroactive aspects of such leglslation
are known, :
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The Bureau of Internal Revenue has never had occaslon to determine the effect
of the above Bupreme Court decizlon revenue-wise, other than on an aver-all
estimated basis. There have been only Isolated oceaxlons where individual
claims were presented in the matter as that declrion simply sustained the above-
noted ruling of the Commnfssioner {rsued 8 yeara prior to such decislon,

A few taxpayers have, for purposes of thelr own, made an extimate of the
tax consequences of the declsion as it related to thew. For example, the ank
of America Natlonal Trust and Savings Association, in a brief filed with the
Oourt of Appeatls for the Ninth Circult, stated that It stands to lose approxi-
mtely $600,000, Its income-tax returnk and excess-profits tax returns are
open on claims for refund for all years rubsequent to 1M0, and i€ H. R. 3168
in its original form becomesn law, the corporation willl recover approximately
$600,000, plus interest which may amount {o as much as $150,000, or more. In
this case, the taxpayer has already determined the approximate amount it
would secure in the wa)y of benefit, and a romewhat siinllar benefit wonld be
applicadble in a Jarge number of cases incliding returns involving excess-peofits
ux.n t‘:tm as returns filed In years subsequent to the repeal of the cexcess-

rof ax,

P The fact Is that the Bureau of Internal Revenue does not have within its
ponseesion sufficlent Information to make a definltive extimate. 1. R. 316R,
even as it passed the House, affects all prior loas yearan if excessive deprecia-
tion bas been clalmed and assets {n the taxpayer's possexsfon at that time vee
mained In his possession in 1048 or subsevjuent years. Accurate informatlon
as to these facts 1s, of course, available only to those taxpayers {nvoived.
The Bureau of Internal Revenue does know, howerer, that exceasive deprecia-
tion was widely claimed prior to 1685, that a number of these prior years were
loas yeara generally, and that a substantial number of years prior to 148
are vpen years, It was on this basis that the estimate contained in the letter
to Representative 1lobhs, to which you refer, was made. That letter endeavored
to make (t clear that while no definitive extimate of the revenue effect under
the propored bill was avatlable, It wonld, nevertheless, be substantial and eould
concedvably amount to as much as $334 million.

At the om of page 1 and In the three numberedd paragraphz on' page
2 of your letter, cerialn Inferences were drawn as to the asaumptions on
which wan based the Treasury estimate made in the letter to Mr. Hoblm, Tt
s belleved desirable to make sonme comment with respect to those amumptions,

Concerning paragraph No. 1—~In making the estimate, it was axcumed that
in some year subsequent to the loas years depreciatlon was reduced (the reduc-
tion being restored to basia) in that and succeeding years by an average of
about 10 percent, and that taxpayers would expect that, for the purpore of
adjusting the baxia under the provisions of code section 118 (b) (1) (B), the
reduction in depreciation rates would be applied retroactively through the
loss years {n determining depreciation allowances in the income tax returns
which reporied net losses. That, it Is belleved, Is what the taxpayers will ex-
pect H. R. S168 to accomplish if it becomes law, aince that has been the tax.
payer’s objective in thome cames which have been litigated. The estimate of
10 percent was based on the opinion of Bureau officials who have had close
contact with the problem of depreciation allowances since the {ssuance of T.
D, 4423 (Commlssioner's Mimeograph 4170, February 28, 1834), That a 10
rmt restoration a rs conservative may be suggested by the fact that in

984 the Ways and Means Committee indicated that depreciation deducticns
generally had been excessive by as much as 25 percent.

Concerning paragraph No. 2—Contrary to the inference in your letter, the
elimination from basts of the excess depreciation deducted by corporations in losas
years during the period 1930-85 resnlted largely, not from the application of the
Bupreme Court decision in the Virginian Hotel Corporation case, but from the
application of the Bureau policy contained in I, T, 2044 (Cumulative Bulletin

IV-2, 1835), which had been {rsued some 8 yeara prior to the date the decision
was rendered and which was upheld by that decision.

Ooncerning paragraph No, 3-——Your inference that taxpayers would benefit by
adding the entire amount of excessive depreciation back to hasis and obtain re-
funds for years not yet finally closed, {s correct. While some of the property on
band as indicated In the Income tax retarne which reported net lorses would
Bdve been retired, fully depreciated or otherwise dis of In years now closed,
on the other hand, a large number of corporations which sustained losses in
years subsquent to 1083 were not included. Furthermore, taxpayers other than
corporations were llkewise not included, since statlstics concerning losses and

, J.
- } ‘ ‘.’,
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depreclation deductions were availalle only in the caxe of corporatlons. The
yeara 103U-35 {u the example were selected for the reasons fndlcated In your
lettor,

The questions raised with respect to the estimated loss of revenue, In the
nun!l’tk:oml parugraphs on pages 2 to G of your letter, are answered or commented
on below: :

1. Iu making the esthinate of June 28, 1048, no welght was given to cases in
which excessive depreclation was added back to basls, In accordance with
mimeograph 4150, where the taxpayer or a revenue ngent made the adjustment
before the statute hnd ruts against the loss year. The statute of lnitation had
run with respect to the great majority of the income tox returns filed for years
Indienting net losses, and there waz o large number of corporitions which
sustained net losses subsaquent to 14385 which were not Included $n the total In
which the estimate was bisad,

2. In making the esthinate, tio nllownnice was wade for the posxibility that prior
to the Virginian Hotel decdzion In 1943, some casex may have been adjusted in
the field on a larlx inconsistent with that declslon. Az a matter of fact, the
decisfon rustained the rule folluwed by the [lurean ugents ax stated in 1. T, 2044,
There may have been a few taxpayers, whose deprociation deductlons in loss
yeary, upon which the statute of limitation hnd run, were erroneously adjusted
downward In accordance with the reduced amounis found to be allowable In gome
succeeding year. Such cases are belleved to have been o few In nutber that
conxlderntion of the amounts fnvolved would have ttle effect on the estimate.

It i& noted that you have been informed that while gome few large taxpayers
were affected by the Virginfan Hotel rule, on the whole “it was the small and
unadvized taxpayer having a gucceasion of loss years which was peualized by fts
error {n deducting excessve deprecintion.” The fact Iz, that prior to the Bupreme
Court’s decinlon (n the Virginian Hotel Corp. cuse, the cases of moxt (axpayers
owning property of any significance were closed by ngreement with tbe tax-
payers coneerned In accordance with the provistons of 1. T, 2044, supra, which
had been Izsued fome 8 years prior to the decision, It is the considered oplalon
of those employeces who have had o=t to do with this problem that the deprecla-
tlon deductlons of at least [0 percent of all corporate taxpayers have been re-
duced fn some years suhsequent to the loss years. The reductions include al)
clarses of taxpayers. They cover the small, medium-size, and large corporations,
We have no statistics which would give an accurate picture representing the
percentages applicable to sall, medlum-size, and large corporatlons, but, on the
barls of avallable lnformation, it iz belleved that this problem was not by any
means confined to small and unadvized taxpayers,

3. You Inquire what proportion of the excess depreciation for tbe perlod
1%30-85, which was eliminated from basis on the Virglnlan Hotel principle,
would, If restored to basls, have been exhausted in years beginning prior to Janu-
ary 1, 148, and what proportion would extend into later years,

Officlals {n the Bureau who are best {nfortued on the subject have given thelr
opinlon that on the average arpmxtmately 33 percent to 45 percent of the
so-called excess depreciation, If reatored to the basis for the period 1830-83,
would remain in the depreciable property account as of December 81, 1847, and
would be subjact to depreciation allowances in later years. In other words,
55 percent to 63 percent of the exceas would apply to property which Is no longer
subject to depreclation by December 381, 1047, The relief afforded by the bill,
as amended, effective for taxable years beginning on or after January 1, 1948,
wonld doubtiess be leas thap 60 percent of that granted by I1. R. 3168 in (te
original form, and the adminizirative problem, which is & malter of serious
concern #ince the staff of the Bureau 18 already overburdened, would be sub-
stantlally reduced.

It s noted you suggest that relatively few capltal additions were made In
the 1030-35 perlod, and that the major part of the useful life of propertied
acquired in the 1920's or earlier would have been exhausted prior to 1948
(or 30ld or otherwise disposed of). In the latter connection it might be indi.
cated that In 1948 It was estimated that the average depreciation rate for
depreciable property of all corporations was slightly more than 8% percent
or an average useful life of somewhat less than 30 years. For noncorporate
depreciable property, the average useful life was estimated at from 25 to 27
years. This would suggest that a consideradle number of assets purchased In
the 1020's would still be subject to depreciation today. In connection with the
volume of acquisitions 1030-33, it should be noted that the volume of expenditures
for new plants and equipment for all business was $7.6 billion in 1030, $4.7
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-billlon {n 1631, $2.6 billlon In 1982, $2.2 billiony in 1038, $3 billlon In 1634, $3.7
billlon {n 1035, This may be compared with blillon in 1940, Thus, while
acquisitions of new plants and equipment during the 1930-35 period did fall
g!, tt;eyiag in excess of $2 billions at all times and in 1630 at a higher rate

an in 3

4. You ln(lulre what proportion of the total number of income tax returas filed
by corporations for years ending after December 31, 1835 and prior to January
;, 194 ldr‘e still open on walver, and what proportion are still open on clalms

or refun:

A preclse answer to this question Is not avallable, but it {s estimated that of
the corporate Income tax returns atlll open for the taxable years 1 B
percent are open on walver and 75 percent are open on claim for refund.

The starting point for this estimate ia the fact that on June 30, 1850 there
were still open for the taxable yegrs 10368 to 1047, {nclurive, an reported to the
Bureau by the offices of [nternal revenue agents in charge, 91,158 corporation
fncome tax returns, Form 1120.

A definite breakdown of the number of open returns on the basis of thoae open
on walver and those open on claim is not avallable. There were, however, pend-
{ng on June 80, 1950, a tota} of 88,690 corporate claims for refund filed on Forms
843, For the purpose of an estimate we may disregard the fact that this amount
faeludes a relatively amall number of refund claims which wére filed for taxable
years prior to 1936 and for taxable years subsequent to 1847, and we may arsume
(#) that it represents only claims for the years 19368 to 1947, inclusive, (d)
that each clalm representa a separate return, and (e) that in no care were,
two claims filed for refund of tax reported on a particular return. On the basis
of these assumptions, the total number of open returns for the years 1830 to 1947,
or 91,158, may be taken as 100 percent, the number open on clain, 6R600, repre-
sents T8 percent of the total, and the number open on waiver is the difference
between these two amounts, or 22,446, which is 25 percent of the total,

Although question No. 4 makes no reference to the number of open excess
profits tax returns, this information would be pertinent, since H. R. 3168, if
enacted in its original form, niay have a considerable effect npon the revenue
through refunds of excess profits tax. It {s estimated that of the exceas
profits tax retarns still open for the years 1040 to 1048, inclusive, &3 percent are
open on walver and 48 nercent are open on'claims for refund.

The starting point for this estimate is the fact that on June 90, 1950, there
were 25400 open corporation excess-profits tax returns for the taxable years
1940 to 1948, inclusive. As in the case of the income-tdx returns, there is no
avallable breakdown of this amount on the basis of the number of returns open -
on walver and the number open on refund claims. However, the number of
claims for rellef from excess-profits tax, Form 901, filed under section 722 of
the Internal Revenue Code and pending as of June 80, 1850, totaled 11,800, or
46 percent of the number of open excess-profits tax returns. Assuming that there
were Do pending claims for refund of excess-profits tax based on issues other
than relief under code section 722, the difference between the number of cpen
returns, 25,400, and the number of section 722 claims, 11,800, would be 13,600

83 mt. which wauld represent the number of returns open on walver.

It 1d also be moted that an additional unknown number of cases are still
“open” for prior years aince a tazpayer may file a claim for refund wiihin 2
yoars after payment, even though payment may not occur until several years
after the year in which the tax arose. B .

- 8, You Inquire what proportion of all corporate income-tax returns fited dur-
fag the period January 1, 1048, through December 81, 1047, were filed by cor-
porations which were in exlmne:frlor to January 1, 1

Bince the information requested in questions 8, 4, avd 6 {nvolves the taxable
mlﬁﬂ.uhmmmedthtt you likewise desire the teply to question 5 to {n-
clude data for year 1047 (the returns for which were filed during 1048).
Aocordingly your q"atlon is interpreted as relating to returns filed. “for” the

od 1 through December 81, 1047, : .
The total number of income-tax returna filed by active corporations for t
poriod January 1, 1948, through December 81, 1047, was 2,207,072 and of this

fs estimated that 1231063 or 64 t were filed by corporations
which were in existence prior to Jandary 1, 1 - -
v The starting point for this estimate was the Bureau's compilation, In part ¢
of Statistics of Incomé for the years 1045 and 1046, of the number of .
tions which filed income tax rma for 1945 and 1046, classified by the year
of -incorporation. . The . corporation income-tax return provides for reporting

™
i
<
-
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the date of Incorporation, and this information was utilized in compiling the
data for 1945 and 1046, Statiatics relating to the corporation returns filed and
classified by year of lncorpo&:et'lon were not compliled for any years other than
the taxable years 1945 and 1!

The number of income-tax returas filed by corporations in existence prlor to
January 1, 16386, is estimated to be as follows:

For taxsble yoars Withnet | With nonet Total
4 (580 4“8
{:: 181 @0 &w
mn,en 108,149 e
138,476
mikl  RE| B
. MU L 7,454
...... .. 887,108 N” [T 752,208

/\Q ..... - \) 928,730 ﬁ\m 1,381,

The nfofmation for- 3643 and 1046 1a au\;{zu{ate compliation of data taken
from the gorporation’income tax|returns™ Info on for 104Y, 1044, and
1047 {s arf estimation based on t

In arrjving at the figures for

exlst prior to Jhuuary 1,
re {8 no sybetantial
for the years 1043, }044,
number for 1945 a

change ¥n the nu: urns
1043, agd (d) for \he years\1948 and
being acgual returng fled. c

e number bt

L

g
g
~art

no net ipvome, whic 1, decreased
approximtely 16 pe that th reentage
of decreasd in the number of :}xy the year 1943 to 1047,
inclusive, nin constant over these y 1y, the actyal figures for
1045 and 1044 bave been mmtcd to he figures ghown for 1943,

he percentage figures used for these adjysfments is not un-
reasonable, since statistics indicate that as the corporatigns advance in age, &
much smaller percentage of the total returns flled show pa’net income. Further-
more, except for the year-following the year of incorpotatlon, this trend {s much
more prominent iu those which lous have been in existence
‘more than § years. On the other hand, slnce the variation of 18 percent between
the figures for the years 10435 and 1548 for this type of return Is large, and since
the base to which this percentage is applied varles from year to year, the margin
of error in making the adjustment may be substantial. Accordingly, the degree
of aveuracy in the results obtained for returns with no net Income will not ap-
proach that obtained for returas with net inconde,

6. You Inquire as to the proportion of all corporation income-tax returns
pow open (either by walver or refund claim or otherwise) for the period 1688-
47, Inclusive, in which the question of the application of the Virginian Hotel
principle has been raised.

This Information {s not readily available to the Bureau, nor s there a
available data upon which a reasonably accurate estimate may be made. Sue
faformation could be furnished only after a detailed examination 18 made by
our field forces of all open cases for theee years, to determine whether the issae
was involved for the years {n question - The much larger question which cannot
be answered definitively, as pointed out earller, {s the number of open cases in
which the issue could be raised if H. R. 3168 were effective retroactively.

You also request, with respect to questions 4, 5, and 6 that the answers be
furnished In terms of the proportion of the total corporate tax involved as well
as in terms of proportion of returns. .

No {nformation Is readly available as to the total corporate tax or the pro-
portion Involved {n the answers in the above questlons. In questlon No. 4,
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the tax Involved In veturns still open bhas not been totaled by field personnel;
in questlon No. 5, the information was statistically compiled from answera
to questions on the returns without relatlon to the tax favolved; and, as in-
dicaled, no Inforiuatlon {s avallable with respect to question 8. This information
could be furnished only after a detalled {nvestigation of every cazo in which the
Virginian Hotel prineiple is involved,

I regret that the rtatistica which we have found possible to furnish you in
the limited time avallable are not twore complete and that in some Instances we
have had to resort to opintons which reflect the judgment of those officiatls of the
Bureau most familfar with the problem. However, § trust the fnformation wiit
be helpful in your conslderation of the Lill,

The Director, Bureau of the Budget, has advised the Treasury Depariment that
there {& no objection to the presentation of this report.

Very truly yours,
THoMAs J. Lysen.,
Aeting Scerclary of the Treagwry,

Senator Kekr. Mr. Ovan, do you have any statement with reference
to the estimate of what this bill would cost

Mr, Oran. My estimate wonuld be very different from the $3:
nillion. It is very close to the revised 'l‘rm.sury estimate. It de-
Yeuds very Iargel*r on the weight you give to this nspect or that aspect.

am not seriously questioning the Iatest estimate of the Tveasury.

Mur. Staym. You think it would be abont $10 million ¢

Mr. OraN, The retroactive feature of it, They have now given
$7million. Itismerely a guessanyway, 1 don't believe the 'l‘reasur"i

orl or an{)l;ody can tell you with anf degree of certainty that it wi
inevitably be this, that, or anything else.
Senator Kerr. Generally speaking, we can proceed on the basis of
the estimates given us this morningt

Mr. OraN. 1 would say there is no material criticism that I weuld
want to make of those figures.

The Cuamruax. 1 think the next hearing will be on Thursday.

(The following were subsequently supplied for the record:

WasHixaTox, D, C., Janwnary 21, 1952.
Senator WaLter F. Qroror,
Chairman, Senate Finanee Commiitce,
Kcnale Ofice Building:

The National Coal Assoclation, spokesman for the producers of approximately
three-fourths of the Natlon's commercial bituminous ceal, urges the Finance
Commlttee to approve H. R, 3168. Where excessive depreciation or depletion Is
errosicously taken and is “allowed” because it results in no tax beneflt, there
s no valld reason why tho taxpayer should subsequently be penlized by dental
of tax-free recovery of that portion of his capital inveatiient. As a matter of
fact, it would be equitalle to require reduction of the Lasls only where deprecia.
tlon or depletion (even if “altowable”) results in a tax benecfit, While I1. R,
3168 does not go that far, it is obviously a step in the right direction. Tax-free
recovery of capital must be safeguarded as far as possible to continue to offer
{ncentive for fuvestment fn our free-enterprise system. We hope this telegram
wiil be entered In the record of the hearing being held on this bill by the Finance
Commiittee, and that it will be brought to the attentlon of the other members
of the Finance Committec,

- RogerT E. Lre HaLy,
Counacl, National Coal Association.

W. B. O'Briex,
Secretary, Nolional Coal Association Special Taz Commiltee,
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ASSOCIATION OF AMIRICAN RAIIROADS,
Waxhington, D, C., Junuary 25, 1952,
NHon, WaLter F. QEORGF,
Chedrman, Commitlee on Fintnee,
United Ntalea Senate, Washinglon, D, ©.

My DEAR SENATOR GrorcE: 1. R, 3168, which pagsed the House on April 12,1951,
and {s now before the Committee on Finance for consideration, would amend
section 113 (b) (1) (13) of the Internal Revenue Code by applying the tax-bene-
fit rule in part to the adjustment of the basls of property for depreciation,
obsolescence, amortization, and depletion. 1In its present forin the bill i limited
to a correctlion of the inequitable situation resulting from the declsion of the
Bopreme Court of the Unlted States in Virginlan Hotel Corporation v. Helvering
(319 U, 8. 523 (1043) ). Briefly, that declslon requires that basis be adjusted for
excesalve deprecintion taken In toxs years, even though no tax-benefit rexulted
from the excessive deduction,

In {t& present form the bill fillx a long-standing need for equitable treatment
{n the limited situation to which it applies. It has the supporl of /1l interested
taxpayer groups, and the rallroads support it but the biil Is so limited that it
doex not provlde the full rellef which ought to he aforded.

Rallroads and atl other taxpayers are vitally interested in the extenslon of
the tax-henetit rule in full to depreciation deductions. It 18 extremely important
that {ndustry malntaln, renew, replace, and expand its productive facilities.
With normal and surtax rites on corporations now at 2 percent, it {r jmpossible
to «do thix if the full inveatment {s not recovered. There slmply will not bo
enough earnings left nfter taxes to do the job unless provirlon {8 made for de-
duc}lng from fncome by way of depreclation all expenditures for plant and
equipment,

Naothing is more fundamental than that business expense should be recovered
from businens income before the {mpoaition of any tax baxed on net income.
Under prexent proceduresa thia does not always occur when eapital expenditures,
which must be recovered through depreciation charges over a number of years,
are charged off §n the part {n loss years, i

The corporate rate has been Increased from 3N percent to 82 percent, or more
than one-third, {n a perlod of 18 months. During this same perlod the time for
payIng the tax has been advanced. The result of the combinatlon of higher tax
rales, and at the same ttme, more rapld payments, has inevitably been a very great
ktrain on the cash position of corporate taxpayers. The Committee on Finance
has recognized the great burden of the high tax rates and har also recognized
the difficultles of finding avallable cash funda to pay taxeés resulting from the
application of thexe high rates to profite which may be tied up in property in-
vestment, or {nventory, or badly needed for working capital purposed. ‘This bur-
den underscores again the absolute necesaity for the recovery of capital invest.
ment apainst income, .
_ The situatlon of the corporation which hias a steady level of Income through the
years nr compared with the corporntion whose Incomne picture varies between
loss and profit years has been described on numerons occarlong. This difference
has an tmportant effect with respect to depreciation charges. The corporation
with a steady level of Income recovers capital Iinvestment out of that Income
before taxes, while the corporation with up and downs of loss and income years
doer not. The inequity between the situation of there two groups ot taxpayers
has been corrected LY tho application of the tax-benefit rule to the recovery
of most, If not all, dedictions except those for depreciation, ohsolescence,
amortization, nnd depletion, ‘There [8 no reason why the tax-benefit rule ahould
not be extended to include the recovery of these charges now excepted from
the rule. \We ask, therefore, that the bill now befare the cominittee be amended
‘to_provide that basle shall be adjusted only for depreciation, obsolescence,
rinortization, und depletion allowed or allowable as a deduction {n income years.

The logs carry-over and carry-back provislons provide substantial but mot
coniplete rellef for thir situation. Our proposal would remove the Inequlty for
those taxpayers not covered by the loss carry-over and carry-back and extend
the rame rellef to all taxpayers,

Furthermore, there would appear to be évery reason for an effective date of
January 1, 1832, as provided in the bill as originally Introduced.

It 18 reapectfully requested that this lettér be made a part of the record of
the hearings on H. R. 3168 before the Seuate Finance Commlttee,

Respectfully,
THOMAS L. PRESTON,
Qeneral Solicltor, Association of American Rallroads.
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Aumvu INBTITUTE OF ACCOUNTANTS,
New York 16, N, Y., Janyary 23, 1952,
Elon, WaLrzR F, Gromor,
Chairman, Commitice on Finance,
United States Scnate, Washington, D, C.

Drar BrNATos Geonok: The American Institute of Accountants, turough fis
committee on Federal taxation, respectfully offers its endorsement of H. R, 3108,
which would amend section 113 (b) (1) (B) of the Tuternal tevenue Code (re-
lating to the adjustment of the basis of gropert: for depreciation, olisolesceuce,
amortization, and depletion) to provide that the adjusted basts of property is to
be reduced by excessive deproclation shown fu a return only to the extent that
such excesslve depreciation resulted in a reductlon in the taxpayer's tuxes.
However, the commnittee on Federal taxation recommends that the amendinent
be applicable te all open taxable ra rather than limiting its effect to taxable
)ears beginning after December 81, 1047,

ulrenient that excessive depreciation previously allowed be deducted
in determ ning the basls of agsets was (ncluded in the statute in order to prevent
a taxpayer from oblaining a doudble deductlon, with double tax benefit, of the
same capilal investment. However, that rule stiould not be appled it the
excessive deprecfation has resulted fn no tax benefit. THie reason for avolding
the inequitable result that formerly arose from the taxation of recoverles of bad
debts and taxes, where no tax benefit had been obtained from the original de-
ductlon. is equally ippllcal:-le to excessive depreciation,

Sectlo 3 (b) (1) (B) of the Internal Revenue Code provides that, in deter-
mining the basis of property. "proper adjustment in respect of the properly
ahall in all cases be made . in respect of any period aince February 28,
1013, for exhaustion, wear nnd tear, obsolescence, alortlzation, aml depleiion,
to the extent allowed (but not less than the amount allowable) under thix
chapter or prior income-tax laws .

From the Bureau’s own fnstructions lt appears that “where {t In clenrly evl-
dent that no taxable fncome will be developed,” the Bureau does not even
attempt to judge whether the depreciation deducted by taxpayers in lors years
Is properly allowable, but simply postpones examinations nutil yeara which show
profits. Yet, when the Bureau eventually finda that the depreciation deductilons
taken were Im?roper and excessive, it contends that its own fallure to exAmine

a "loas return” at the proper time constitutes an “allowance” and approval of
such fmproper and excessive deductions taken by the taxpayer,

‘The leglsiative history of section 118 (b) (1) (B) clearly discloses that Con-
Rress introduced the distinction between “allowable” and “allowed” without any
thought of changlog the law In force prior to 1832, being Intent aolely upon
codifying the already well-catablished equitable principle of estoppel. (8ce 8.
Rept, No. 865, p. 20, 724 Cong., 1st sess.; H. Rept. No. 708, p. 22, 72d Cong., 1st
.2ess.). However, where a past error had no consequences at the time when it
was committed, no ln«;ulty can have nloeb. which would call for the apptica-
tion of any principle of estoppel, Where no tax would bave been due even if
the return had beea correct, the Commissloner cannot obviously have “allowed”
something merely by doing nothing.

8ince the Bureaun’s position has been mppomd by a five-to-four Supreme Conrt

declaion in Vlralam Hotel Octml of nghbum v. Guy T. Helvering, Com-
missioner of Internal Revense ( ), only remedial legislation can
effectively correct the -mmlon. sneh tegislation should provide that the ad-
Justment for depreelntlon theretofore “allowed” should be for only such part of
the depreciation deductions as reduced taxes otherwise payable,

H. R. 3168, which {s now being considered by the commlttee on Finance, will

o the necessary relief and, therefore, should be enacted into law with the
mallautl that the amendment to section 113 (b) (l) (B) of the Internal
Revenue &o be made applicable to all apen taxable
It is our desire that thll letter shall become part of the official record of hear-
fogs on H. R, 8168,
Respectfully submitted.
THoMAS J. GneRx,
Generel Ohairman, Commitice on m«m Tmnoa.

Warraoe M, J
Ohojeman, Budcommitiee on Olnrmu Teo umumq.
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STATEMENT SURMITTED BY JoskrHl A. MALONEY, 1'EAY, Mauwicit, Mitciiert. & Co,,
Cueago, I,

H.R. 3108

Be it enacted by the Nenale and House of Repreaentatives of the United Btates
of Amcrica in Congreas aszembled, 'That (n) snbparageaph (1) (13) of seclion
113 (b)) of the Internal Revenue Code, entitled “Adjusted barir™, {8 amended by
tnserting after the word “atlowed™ the wordz “as deductlons {n computing net
income and resulting in a reduction of the taxpayers” taxes™ to cause the first
sentence thercof to read as follows:

*(B) in respect of any period aince February 2%, 1013, for exhaustion,
wear and tear, obzolescence, amortization, and depletion, to the extent
nitowed ar deductions in computing net fncome atd rexulting n a reduction
of the taxpayer’s taxes (but not lext than the umeunt altowatle) under
thix chapter or prior fucome tax laws”

(h) The amendwent made by thix Act shall be applicable with respect to
taxnble years beginuing nfter Devember 31, M7,

MEMO RY ), R, 3168

1t Is one of the fundmmental rules of Federal Income taxation that in computing
the amount of annual taxable fivome there be permitted ax o deduetion from
incoine a reasvnable proviston for the wear and tear snd ohwolesrcence of dee
preciable property uxed In the taxpayer’s business,

The bagls for computing such deduction 1 usually cost reduced by the aggre-
gate amount of depreciation “allowed or allowalle,” whichever fx gmvaler §n
each prior year. Nuch remainlog basiz Is then allocated over the remaining
yeam of useful life in onder to compute the current year's allownble depreciation,
and fo the event of a male or abandontneiit or loss of auch property such adjusted
basiz In the haxis for determining gain or loss on sauch sale or disposal,

There ix probably ne dixagreement that the basia of such property Is to be
reduced by the annual amount of depreciation alowable, Similarly, there §s
probably no serlous dizagreeinent with the principle that where a deduction in
exoess of the aiount allowable has boeen deducted and altowsd ax a deduction In
computing the net taxable incotw for a prior year, that for subsequent years the
remalning hasis shoutd be reduced by the amount altowed and not merely by the
amount allowable,

However, there Is xirong ohjection to the principle that the basls of property
I« to be redueed by an erroncous eomputation in an earlics year In excess of the
awount allowable for sich year when ruch excess resulied in no tax benefit due
1o n net loss for such year,

This peinciple was [afd down by the Enited States Supreme Court, with four
Justices dizsenting, in the care of the Virginlan Hotel Corp, of LyscAbdurgh v,
Helrering, dectded June 7, 11H3 (&3 8, Cr, 12003 30 A, . T, R, t3u4),

In that case, the lurayer from 1027 throngh 1037 comprited depireciation on
A stralght-line basly, with net loxws for the years 1081 to 1930,  For 1488, the
Comulszioner of Internal Revenue determined that the useful life was longer
than that claluied by the taxpayer, and compyted a defletelicy In tax, The
depreciation theretofore clalined as deductlons was subtracted from the cost
of the property and the remainder was takail az a new hasis for computing
depreciation. On (he bLasla of such extended life of the properiles, the ex-
cessive depreclation clalmed in the loas years wan $31,400.25, The taxpayer
claimed that the rematning cost to be depreciated should not be reduced by such
excess, for the reason that it had not been allowed within the meaniug of the
statute. The majority of the court held that It had been allowed, on the premise
that a deduction shown on a tax return {s allowed unless challenged by the
Comm{ssfoner.

Mr. Chief Justice 8toue, ir: & vigorona dissent, sald In part :

“No reason Is suggested why the taxpayer's tax for future yearsa should be In-
creased by reducing his depreciation base by any anount in excess of the de-

reclation ‘allowable,’ unleas the excess has at some time and in some manner
geen educted from groes Income. So fnequitadle a result cannot rightly be
achleved by saying that a ‘deduction’ for depreciation which never has n
deducted from gross income has neverthlces been “allowed”.”
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' The Purpoae of H, R. 3188 {2 to correet the tnmquity created by the Sapreme
Court In the Virglnlan otel Corp cage. The enactment of thix bill will cor-
rect thousands of {nequities througtiout the conntey. ‘The burdetn of heavy
taxation is already great, and In this time of higher and higher tax mites the
Cobgrees should be more and more alert to nnedy sltuatlonk of fuequity.

To thosa who underatand and work wiii the Federal lucome-tnx laws, the
declalon of the Suprewe Court came an 1 surprize, and was recelved with meh
disappointment. It has been expected annually that Congress wonld as a wal-
ter of courve remedy Lhe sltuation,

In vonnection with the amendment az It is now worded, it Is anticipated that
litlgatlon would tmmediate follow {18 enactment over ambiguily of the term
“aljowable.” Rince the useful life of property Iz a watter of opinton, which
may change from time to thue, It may well be argued that as (o cerlaln yoars a
particular asset had a 12-year life and therefore 845 percent was allowable, and
perhaps in the seventh year 1t may be determined that the retnining lite s 8
years, and in the fourteenth year It may be determined that there Is a retnalning
year of @ years. Unleax claritied, It might be held that nx to the carller years
8% percent waa “allowable” aund there was no deduction In exeest of the ntount
allowable, althought based upon final determination the total wseful dife Is 20
years, and the average rate allowable waas only 3 pereent,

't llll Ia therefore recommetided that the LHL be claritled by an additlon as
ollows : :

“(1) For the purpoeex of this subparagraph the term ‘allowable' means the
amount computed upon the basis of the total useful life as most eeently dee
termined for tax purposes,”

It 1s further recommended that subparagraph (b) of tho Mil bo nmended to
read as follows:

“(b) The amendment made by this act shall be applicable with respect to
all taxable yeara tor which clalms for refund may be fited under section 322"

(Whercupon, at 12: 42 p. m., the committee adjourned,)
X



