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TRAVEL AND ENTERTAINMENT EXPENDITURES

THURSDAY, FEBRUARY 28, 1063

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.O.

The committes met, pursuant to notice, at 10:10 o’clock a.m,, in
room 2221, New Senate Office Building, Senator Harry F. Byrd
(chairman) presiding. : : _

Present: Senators Byrd, Smathers, Douglas, Gore, Talmadge,
McCarthy, Hartke, Fulbright, Ribicoﬁ‘, Williams, Bennett, Curtis,
Morton, and Dirksen, e

-Also ?resent: Elizabeth B. Springer, chief clerk; Colin F. Stam,
Chief of Staff of the Joint Committee on Internal Revenue Taxation,
accompanied by Thomas Vail, a staff attorney.

The CuaemMaN. The committee will come to order. :

. This meeting was called at the suggestion of Senator Smathers to
interrogate the Commissioner of Interval Revenue on the proposed
regulations to implement section 274 of the Internal Revenue Code
of 1954 relating to rules for deductibility of business expenditures for
travel, entertainment, and gifts. ’ <

“ T{le Cuamaan. The Chair recognizes Senator Smathers for ques-
ioning, ‘ ’

Senator SmaTners. My, Chairman, first, I welcome Commissioner
Caplin.  'We are pleased to have you here today.

May I also thank the chairman for being willing to call this meet-
ing. I find a great deal of concern, not only in-my State but else-
where, on the part of the business community with respect to the sub-
stantiation regulations issued bgethe Internal Revenue Service and
the substantive regulations now being promulgated under the law that
the Congress passed last year in relation to expense accounts. .

I would further like to say to the Commissioner that I am sure this
holds true for most of the members of this committee. Let me assure
you there is nothing of a personal nature involved.. I recognize and
I am sure all of us do, the very fine job the Commissioner is doing.
He has a job to do, and he is doing it with enthusiasm and with zest.
The only question that arises in my mind is whether or not, in his
desire to do his job and collect taxes, in some instances, he might be
exceeding the authority granted to him by the law which the Con-
gresspassed last year. ) ) ot e ,

I would like just to say that in reading this brief statement, neither
I, nor anyone that I lmow, condones abuses in the expense account
area. I am confident that none of us condone such abuses. Quite
frankly, I felt, Krior to the adoption of the changes made by Congress
Inst year, that the Internal Revenue Service then had sufficient author-

1



2 TRAVEL AND ENTERTAINMENT EXPENDITURES

ity to eliminate expense account abuses, However, the Treasury De-
partment insisted that it did not have this authority, and this was one
of the reasons why Congress undertook to make the changes which it
felt were designed solely to eliminate abuses.

I am confident that it was never the intent of Congress to cnact
legislation injurious to the hotel industry or the restaurant industry
or the entertainment industry or the many thousands of empolyees
who are connected with those industries.

I am equally confident that it was never the intent of Congress to
make changes that would restrict legitimate expense account activity
essential to the ordinary conduct of business.

From reports and correspondence that I and other Members of the
Congress have received since the issuance of fvlour substantiation regu-
lations, pointing out the adverse impact they are having on these
industries and employees connected in those industries, as well as ex-
pressing the grave concern of the business community that the pro-
ggsed substantive regulations to be subsequently issued by you will

even more restrictive, it seems to me that it would be very helpful
and constructive to examine into the matter to determine whether the
mt:ililqme prescribed is strouger than that which the patient really
needs.

Mr, Commissioner, to sugport. this concern, there is an article in
this morning’s Wall Street Journal entitled, “ﬁ)ztpense Accounts.” Tt
says in the headline, “New Tax Guidelines Are Apt. To Be Tougher
Than Manf Imagine.,” The subheadline says, “Internal Revenue
Service Will Overlay New Curbs on Deductions With Tough Court
Rulings on Old Law,” and so on.

I would like to make that article a part of this record, if there is
not objection, at this point,

The CrarMAN. Without objection.

('The article referred to follpws:)

[Yrom the Wall Sireet Journal, Feb. 28, 1063]

EXPENBE ACCOUNTS—NEW TAX GUIDELINES ARE APT T0 BE TOUGHER THAN MANY
IMAGINED—IRS WILL OVERLAY NEW CURBS ON DEDUCTIONS WITH ToueH COURT
RULINGS ON OLD I.Aw—PRrOBLEM OF TAKING THE WIFE

(By Arlen J. Large)

WABHINGTON.——Businessmen who fear tough language in the Treasury’s forth-
coming batch of “substantive” expense account regulations are due for a
Jarring surprise:

The new rules are apt to be even tougher than imagined,

Not for several weeks will the Internal Revenue Service publish its prelimi-
nary ‘version of guldelines on what's deductlble—an¢ what isn’t—under last
year's tax law changes by Congress. It's therefore impossible to forecast
exactly what the guldelines will say.

However, the general direction of IRS thinking points to new expense-account
explosions ahéad. The maln reason: While drafting rules under the new 1962
law, officials also are codifying a raft of scattered court decislons and unpub-
lished IRS rulings made under the old law., The result {s a discovery that old
expense-account rules are a lot stricter than most people thought.

DOUBLE-BARRELED BLAST

Thus, Congress tougher new restrictions are overlald on tough court inter-
pretations of still-intact provisions of the old law, providing the forthcoming
IRS guldelines with a double-barreled blast at expense-account practices that
may astonish businessmen and Congress alike,
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Take the expenses of a wife accompanying her husband on a business trip,
for example. It may well be decreed that her cost on a trip will qualify only
rarely as a deduction in the future; but r.ore surprisingly, it may be decreed
that such a cost has been practically nondeductible in the past. Too, a more
austere definitlon of Jow business journeys may be mixed with pleasure could
mow down deductions now claimed as a matter of course.

IRS already bas been under violent attack for its first set of expense-account
rules based on the 1962 tax law changes. ‘These rules, published in final form
in December, dealt solely with records now required to back up business ex-
pense claims, IRS was accused of making its recordkeeping rules tougher than
the law {tself required, a charge which tax officlals deny.

The uproar over the recordkeeping rules # alarmed some lawmakers, how-
ever, that Internal Revenue Commissioner Caplin has been summoned today to
a closed-door meeting of the Senate Finance Committee. Mr, Caplin will be
asked what he thinks of the economic impact of the expense accquut changes
so far, And he probably will be asked how he’s coming along in writing the
“substantive’ part of the regulations dealing with eligible deductions.

PROGRESS 18 SLOW

Mr. Caplin's men are coming along slowly. IRS had hoped to publish {ts
second set of proposed regulations this week., DBut the target date now has been
moved to March 15, and officlals concede April 1 may be more vealistic. Once
the proposed regulations appear, about another month will be consumed in
receiving written protests, holding a hearing, and rewriting the rules in final
form. Thus, taxpayers won't get a firm set of guildelines on what’s deductible
.Inttch before May.

One reason it's taking IRS so long is difficulty in figuring out just what
Congress meant last year In tightening the law on business entertainment
deductions, especlally when wives tag along.

The bare-bones language of the new law itself {s little help. The pertinent
passage reads: No deduction is allowed “with respect to an activity which s of
a type generally congidered to constitute entertainment, amusement, or recrea-
tion, unless the taxpayer establishes that the item was directly related to, or
In the case of an item directly preceding or following a substantial and bona
fide business discussion (including business meetings at a convention or other-
wise), that such item was assoclated with the active conduct of the taxpayer's
trade or business.”

The House-Senate conference committee that drafted the law’s final word-
ing sald this passage would let a taxpayer deduct the cost of taking business
assoclates “and their wives” to dinner and the theater, if earlier that day the
men had conducted ‘“substantial negotiations.”” But the conference committee
sald nothing about the taxpayer’s own wife.

A TOUGHER BTAND

The Senate Finance Committee interpretation of roughiy this same passage
appeared to take a tougher stand on wives. IRS rule-drafters, looking for
hints on the treatment of a taxpayer’s own wife on any occaston, can find a
Finance Committee example citing & hypothetical company president’s trip to a
“tractor demonstration” accompanted by his wife. This committee said the
wife’s expenses would be deductible under the old law, but no deduction would
be allowed under the new version,

Why. then doesn’'t IRS rely on this example to draft regulations barring the
deductibility of n taxpayer’s own wife? It could well end up doing just that,
tut for a renson that might surprise some Senators. IRS officials think the
Senate committee was wrong in saying flatly that the wife’s trip to the tractor
demonstration was deductible under the old law. A tax agent might have
challenged it anyway, and he probably stood a good chance of being upheld
by the courts.

That’s because a whole body of tough interpretations has grown up over the
years around parts of the longstanding Tax e requirement that deductions
could be claimed only for “ordinary and necessary” business expenscs, In 1058,
for example, IRS itself published regulations saying a wife's travel expenses in
accompanylng her husband on a business trip are deductible only when she is
along “for a bona fide business purpose.”” The regulations edd: *The wife's
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performance of some incidental service does not cause her expenses to qualify
as a deductible business expense.” . S S

The U.8. Tax Court in 1061 demonstrated how strict this rule.could ' be,
Walter M, Sheldon, an Illinofs insurance executive, was president of the National
Assoclation of Insurance Agents. He took his wife Laura on visits to State
meetings of the association. ‘She mainly acted as his hostess at convention social
affairs, and the Tax Court ftself sald it would have been “unusual” for any pres-
ident of the assoctation to show up at these events without his wife,

COURT AGREED WITH IES

Nevertheless, the court agreed with IRS in tossing out the claimed tax deduc-
tions for Mrs, Sheldon. .The court said she went only to meetings held at:
“primarily resort or tourist logcations,” that Mr. Sheldon had not proved that his
wife’s soclal appearances were necessary in his work, and that he hadn't
tried to get reimbursement from the assoclation for her expenses. The decision
that Mrs. Sheldon’s expenses, thus, were ‘“personal and nondeductible” was
upheld in February 1962 by a Federal court of appeals.

A taxpayer might have lost his case under the old law .even if he proved
his wife did usetul work. The Tax Court in February 1069 considered the case
of another insurance man, Frederick O, Moser, who claimed deductions for bis
wife’s expenses on business trips from Seattle to Hawall,- New York, southern
Callfornia, and other places. His wife.didn’t actually sell insurance with her
husband, ;:ut she belped entertain his clients and assisted Mr. Moser with his
paperwork.

The Tax Court agreed Mrg. Moser was “of some assistance” to her husband
in running his insurarce business. But in scratching the deductions, the court
said “she did no more than her wifely duty would require.”

The old “ordinary and necessary” clause on which the Sheldon and Moser
declsions are based remains in the tax law. IRS offlcials currently are weigh-

" ing these and other decisions in figuring out what to'say in their guidelines on

the new law. It seems clear that this dragging together of sometimes obscure
court cases and never-published IRS positions will make the old rules on wives
appear much more strict than most people supposed. When rules interpreting
the new law are placed atop this, it's likely a wife's deductibility will be limfited
to rare cases. )

BUSINESS VAOATION TRIPS

Congress also tried to tighten the law on deductibility of combination business-
vacation trips. If a businessman goes from New York to Bermuda for a week-
long industry convention, and then stayg 2 additional weeks lying on the beach, .

. his travel tickets were deductible under the old law. The new law still allows

deductions for expenses actually incurred at the convention, but he can deduct
only one-third of the cost of his travel tickets. .

Though this seems clear enough, IRS officlals might feel obliged to offer new
guldance on the hazy boundary line between “business’ and “pleasure.”” Once
again,, strict court interpretations under the old law may have a bearlng on .
what IR8 says. . :

C. J. D. Rudolph, a Texas {hsurance man, met his company’s sales quota and
won an all-expenses-paid trip to New York City. His company transported Mr,
Rudolph, his wife, and other winners on two special trains, convened them at a
morning business session and a luncheon, and then left the rest of the time free
for entertainment and sightseceing. IRS allowed the insurance company to
deduct the entire $84,000 cost of the trip as a business deduction from Its own
taxable income. But it sald Mr. Rudolph failed to show as “income” on his
personal tax return $560 representing his pro rated share of the trip's cost.

-}Mr. Rudolph contended the trip’s cost wasn't “income,” and even if it was, he
had the right to deduct it as an ordinary and necegsary business expense.-

“BONUS, REWARD” .- -

A Federaql dlstrict judge in Texas sided with IRS, ruling the trlp's ‘cost was
“in.the naturd’of & bonus, reward, and compensation for.a job well done” and
added that the holding of conyentions in remote places “has the primary purpose
or afférding a pleasure trip * * ¢ A’'U.8. appeals court concurred, and the
Supremeé Court last snmmer réfused to oyerturn the lower rulligs. Thus, the
district conrt djifnion 1s now part.of the body of Tullngs surrounding the “ordi-
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nary and necessary” clause, and IRS may well make use of it in preparing its

new guldelines.
- The new law’s language also 18 intended to overturn some other court interpre-

tations of the “ordinary and necessary” clause which IRS felt were too easy.
In asking for tighter expense-account rules in the first place, the Treasury made
much of a case in which the Tax Court allowed a dairy company’s African safarl
to be deductible as an advertising expense. The Finance Committee report satd
the law will “overrule” the argumeénts use by the dairy in winning its case. .

In gsome passages of the law where Congress was less precise, IRS probably
won't attempt a highly detailed sketch of what was intended, For example, the
law bans deductibility of a traveling businessman’s outlays for meals and lodg-
ing which are “lavish and extravagant under the circumstances.”” IRS rule-
drafters probably will try to define ‘“lavish and extravagant” only in general
synonyms, leaving it mostly up to the tax agent’s judgment.

Senator Syraraers. Mr. Commissioner, I submit, respectfylly, that
the action taken thus far is having an adverse and growing effect on
the industries which I have mentioned, and this, in turn, will have a
growing adverse impact on bdur economy generally. Consequently,
rather than recouping an estimated loss of $100 million in revenue
allegedly resulting from abuses from the expense account area, it ap-
pears now that in an effort to correct the abuses, legitimate expense-
account activity is sp.restricted that Joblosses and lower profits will
inevitably offset tife anticipated increased regenue receipts. '

This is of pdrticular significance and seemssqmewhat inconsistent
with the vigr of the President g gs when he recently
emphasized be: A ars Associatidn the importance
of the gdbstantial tax in the Neighborhood of $10 billion
this year, even yi if necessary, in ordéy to stimulate
the economy in & oflgetwhat might be a rcession.

_ Infthlie FebruaryisSue« hictal journaYofithe Hote
rant/ Employees and Ba B Intgrnatiénal \Union, it\is reported
thatf the Internal Reve v gujé 1S

al:
_ % : orf b4 reduction in buslfiess expense-
account spending hag ; gyoff B _employees effgctive Monday

(Jan. {4) and anbtifer 160 to 200-are betfig Blaced on A~ceduced 8- th 4-day week.”
o e floor shoy's In the boule-

8 musicl ' K .
Industry : he opening g/new Congress are
deeply concégned at mountin porty from altparts of the gbuntry that the con-

pAatural fears fosteréd

fusion surrouhding the new regulations, and the perfe
y affected hotel, restau-

among businessmen by that same confusion, have serioys
rant and conventiohqperations. AR
Comments of the St~JQuls operators, reported
are typical of these reports? s -
L. O. 8choenbrunn, manager of the 1,600-room Ohase-Park Plasza, safd: -
“We noticed the difference last month when all the publicity on the new. tax
ruling began. One convenfion, geheduled for January 6, canceled -150 rooms.
Our night club and entertainment have drépped off drastically despite the fact
W‘?.,lhf ebon? of the_be;stshovtzsgger. k'ed“b Lo e e
he businessmén seem 8D00 y confusion,” he sald.  “Soma scem to
f¢el thdt no longer can they justify taking g prospective customér out just to
build pp future good will. If they can't show s deal was made during the eve-
ggﬁey feel they might not be mllowed the costs as a justifiable business
96747—688——12

and Restau- -

n the Globe-Democrat _sb‘oty,.

R

R

et e

S R

s
S



6 TRAVEL AND ENTERTAINMENT EXPENDITURES

“Our average room rate has fallen off almost 8 percent. Plush suites are almost
impossible to sell. It looks like our January gross business will be off about
$100,000.”

On page 28 of the February 18 issue of U.S. News & World
Report, it is stated that :

New rules limiting expense accounts really are hurting some businesses.

Tax loss, due to Job loss and lower profits for industries affected by new
rules, very probably will offset in large part tax gaius of a few millions due to
sharper limits on expense-account deductions.

Pressures already are growing to ease the rules. Country clubs often are
feeling the pinch badly. The entertainment business is, too.

Then, again, in the March 4 issue of U.S. News & World Report,
pages 81 and 82, it isstated as follows:

Tax-law tinkering by reformers can be filled with dangers. A lesson, it
now appears, will be provided by a simple move to tighten expense accounts.

The expense account had been built into the American economy. A number
of important lines of business grew up around expense accounts. Congress,
at the urging of reformers, changed the rules to end “expense-account living.”

And so what’s happening? Restaurants are hard hit. Country clubs are be-
ginning to be, as well. Enterteinment business of all kinds is being hurt.
Cattle growers find themselves caught in the backwash, Beefsteak is the
favorite on expense-account meals. Beefstcak demand, declining drastically in
the fancy cuts, has resulted in a cut of about 20 percent in live-cattle prices.

That’s just one small example. Farmers are hit. Investors in luxury estab-
lishments will be hit. Jobs are being lost in business that catered to the
expense-account trade. It shows the danger of tinkering with taxes.

There’s a strong prospect that more revenue will be lost through loss of jobs
and taxable income, due to expense-account rules, then will be gained by closing
what looked to officials to be a tax loophole.

Treasury now {s saying that the new rules aren't as harsh as many people
seem to think. Fryen so, most people simply do not want to be bcthered by all
the recordkeeping the tax collectors require to support expense deductions.

While I do not necessarily subscribe to all that is quoted in U.S.
News & World Report, it appears to me that there is a general con-
sensus that the above does reflect the attitude of the business
community. . .

The deep concern of the business world over these regulations, as
well as the fear that the substantive regulations to be promulgated
will te more restrictive, has not been alleviated to this date.

Reports aro being received that restaurants have closed, employees
have veen laid off, hotels are experxe_ncmE widespread cancellation of
conven‘ion ruservations, and beef prices have tumbled at the Chicago
stockyards.

As a matter of fact, the manager of the Key Biscayne Hotel, in my
own State, had just informed me this past week, and I have a letter
on the way here, that four conventions scheduled for that hotel were
canceled during last week, and in each letter the reason was expressed
;o be because there was uncertainty over the expense-account regn-

ation.

This is not a matter which affects Florida alone. It is a matter
which affects our economy generally at & time when we should be
striving to stimulate the economy, rather than to deflate it.

Al of this has been att.rlbute&‘ to the regulations thus far issued,
iflll‘lld those that are to be issued in the expense-account ares, in the

ture, .
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I am sure that you know, Mr. Caplin, perhaps better than most
of us, the furor that was raised by the proposed substantiation
regulations issued by you on November 8 of last year.

reat concern was expressed then by the business world generally.
They were condemned, tﬁe regulations which you then proposed were
condemned, for requiring unreasonable and unyielding meticulous

recordkeeping, both by employees and by their employers. .

They were condemned for requiring notes to be recorded immedi-
ately upon the incurring of an expense, rather than at the end of the
business day. )

They were condemned for keeping businessmen from conducting
business transactions. : _ .

They were condemmed for imposing such severe recordkeeping
burdens that it was said that the additional expenses incurred by
business in maintaining the new records would reduce revenues to
the Treasury by a greater amount than would be gained through the
disallowance of some entertainment expenses.

As a result of this severe criticism, you felt impelled to modify
these original regulations and eased up considerably before issuing
the final ones on December 27, 1962.

As a matter of fact, you even announced a number of the modifica-
tions at the December 4 hearing before witnesses were heard,

Additional changes were made after the hearing, and I am sure
that there is no doubt that with each modification, there was effected
an improvement over the original propoesals,

It may well be that the Congress, in an effort to eliminate abuses,
went too far. On the other hand, it may well be that the regulations
have far exceeded congressional intent. Then, too, it may be a com-
bination, and probably is a combination, of both. "Either regulation
relief, legislative relief, or a combination of both, may be warranted.

have a personal feeling, and I, of course, could be in error, that
the rg‘tgulations in some instances go further than the statute actually
permits,

It seems to me the taxpayers’ principal objection is that they im-
pose an excessive reco_rdkeepin% burden, which requires taxpayers to
choose between forfeiting productive man-hours or forfeiting the
deduction of an expense to which they are otherwise entitled.

..To determine just what action, if any, may be needed. I would
like to ask you some questions which I have prepared, unless you want
to make a response to my general statement before I begin to ask
you some questions,

STATEMENT OF MORTIMER M. CAPLIN, COMMISSIONER, INTERNAL
REVENUE SERVICE; ACCOMPANIED BY DONALD I. LAMONT,
ATTORNEY, OFFICE OF CHIEF COUNSEL, INTERNAL REVENUE
SERVICE ‘

Mr. CapniN. I would be verg happy to make a preliminary re-
S})onse, Senator. First, I would like to express my apIpreciation for
the very kind remarks you made at the outset, and I welcome the
opportunity to meet with this committee.

As you well know, I have represented taxpayers over a period of
20 years. I have represented businessmen, large and small, over this
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period, and it is my expectation, when my days end up here, to return
to this endeavor.

With this background, I would just like to say that I am very
sensitive to the needs of businessmen, and I regard a large part of
mfv function as Commissioner to make sure that in the carrying out
of the law we are not overzealous, and that we are not treading on the
rights of taxpayers.

n promulgating these regulations, which, you know, have to be
approved by the Secretary of the Treasury, we were en(,leavoring to
be meticulous in following what we considered was the legislative
intent. Wo studied in detail the committee reports, the language of
the statute, and I would welcome wholehea y, Senator Smathers,
any suggestion in any area where you feel that these regulations
overstep the congressional intent.

This is what we are endeavoring to do in the present regulations
that we have under consideration.

Now, you remarked at the outset, and it certainly was not neces-
sary, the strong feeling that you and the other Members of Congress
have against the abuses which had developed in this area. At the
sanie time you indicated your concern about legitimate business ex-
pense deductions being allowed as deductions. This is the dual pat-
tern we have been trying to follow. ,

I do not have to account to you the legislative background. As
far back as 1952, Congressman King, of California, after a detailed
study of tax administration, introduced a bill to disallow any busi-
ness expense unless it was substantiated in accordance with the Sec-
retary’s regulations. He said at that time:

One of the most flagrant sources of inequity and of corruption has been found
in the inadequacy of existing recordkeeping records and enforcement of these
requirements.

Novw, this was the setting in which Internal Revenue for over 10
years endeavored to handle this-problem administratively. We found
evidence of black market payment, of bribery, of all sorts of un-
related expenses thrown into the travel and entertainment expense
account. This was the background which the Secretary investigated
after the 1960 legislation,

You will recall that the Sena.s passed a statute which would have
abolished all expense accounts except a quiet busihess meal, and this
went into conference. At that time the conferees asked the Secretary
of the Treasury to make a report, which he did in 1961,

Now, on the specific recor: kee;l)ling requirements, the abolition of
the Cohan rule, you will recall the committes report says that no
longer is estimation to be accepted; and the statute says that there
must be substantiation, substantiation by adequate records or other
evidence corroborating the taxpayer’s statement.

The statutes states the amount, the time, the place, the business pur-
pose and the business relationship, must be substantiated.

The Secretary is given a discretion to eliminate some of these
items up to certain amounts. This was the de minimis rule for taxis,
tips, and the like, ’ .

Senator SaratHErs. Was the Secretary given the authority to go
beyond that? '
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Mr. CapuiN. No, he was not given the authority to go bezond that.
Now, I would like to say that the regulations were not drafted in
the abstract, .

We called in different attorneys, accountants. We examined many
forms. We conferred with business leaders. At the same time, we
were very anxious to have something out by the first of the year.

We got the first draft out as soon as possible, knowing that there
would be comment and hoping to get improvement. I met with over
100 tax executives in Detroit, I invited representatives from large
corporations to meet in my office. The improvement that was made
over the first draft was not a trading matter. It was an effort for
reasonable accommodation to legitimate business needs.

Now, I reco%nize that there are elements in the country that have
reacted strongly. But I would like to call to your attention just a
couple of things, and then I would be very happy to subject myself to
your questloninﬂ. L

One was the National Restaurant Association on January 4, issued
a public statement in which they said that:

The Restaurant Assoclation’s complaint with the original proposals of the In-

ternal Revenue Service would have made the burden of recordkeeping so great
as to effectuate a tougher law than Congress intended.

But they close out :

The new regulations are far more reasonable and should not create too great
a problem for the honest businessman. Most of our objections were satisfled—

Said the restaurant spokesman. .

Then I got a letter from the counsel of the American Hotel &
Motel Association, and he says: :

We were very grateful, indeed, for the time allowed our association at the
hearings held on December 4, and, although the former regulations which you
published on December 27 were not all that our association would have hoped
for, we do feel that, everything considered, they are very fair and reasonable,
and we want you to know that we will do all in our power to encourage prompt
compliance by all the member hotels in the assoclation.

Senator SnaTnEers. What is the date of that letter? .

. Mr, Caprin. That is dated January 10, 1962. Now, since then,
since January——

Senator SMATHERS. 19631

Mr. Carrin, Excuse me, 1963, . . ‘

The letter actually has a 1962 date on it, but it was a typographical
error. We received it January 29, 1963. ,

Since then I have conferred Doth with the hotel and restaurant
associations, and I have arranged to come down and meet with some
of the membership in Orlando to dlscus%?the§e rules in greater detail.

Next, the Governor of the State of Florida wrote us a letter on
January 22, in which he said : «

On behalf of the many Klorida citizens who were vitally concerned as to the
effect your nmew regulations might have on the tourism which s important
to our State, I should like to express my appreciation for your fine attitude and
my congratulations on the fairness which {s exemplified in your rulings. I
belleve that you have achleved much in your drive to eliminate abuse of ex-

pense accounts without, at the same time, placing detrimental restrictions on
legitimate business travel and activities.



10 TRAVEL: AND ENTERTAINMENT EXPENDITURES

I think this is all I need mention at this time exceopt to mention that
many companies have written to us that our regulations arve less
demanding in terms of recordkeeping than their own existing rules.

Senator Syaritkrs. Mr. Capling may T say that I think and I
do not use this word to impute anything but credit to you—youn were
very clever in first having those real tough regulations issued in

November, cireulated about, and then acceding to less stringent regula-
tions which you put out December27.

You read the letter from the hotel association which was dated
January 10. T have got a letter from the hotel association dated
February 26.

Senator Curris. Will the Senator yield?

Senator Saariers. Yes.

Senator Curris, Mr, Chairman, some of us have conflict with com-
mitteo mectings. I would like to ask unanimous consent to submit
about half a dozen questions in writing and have the questions and
the vesponses incorporated in tho heavings. They do not need to
be pronounced here orally, but I will hand them in sometime today.

The Cunanrax. Without objection.

Senator Curtis. ‘Thank you very much.

(Sco questions Nos, 25, 26, 27, 28 and the Commissioner’s reply
bag_{inning onp.76.)

Senator Saratners, I have here a lotter from the Hotel and Restau-
rant E(x}nployees and Bartenders International Union dated Feb-
ruary 26:

I have asked our legislatlve consultant, Mr. Cyrus 1. Anderson, to do me the
courtesy of plucing in your hands the attached materinl which conveys our deep
concern at the alarming loss of jobs growing out of recent chauges in Internal
Revenue Service regulations governing travel and expense deductlons.

I would like to make that letter and the attachments part of the
record at this point,

The Criamrman. Without objection.

(‘'The documents referred to follpw :)

IIoTEL AND RESTAURANT EMPLOYEES AND
BARTENDFERS INTERNATIONAL UNION,
Cincinnalt Ohio February 26, 1968.
Hon, Grorek A, SMATHERS,
Senate Office Bullding,
Washington, D.C.

DeaR SExaTOorR SaaTHERS: I have asked our legislative consultant, Mr, Cyrus
T, Anderson, to do me the courtsey of placing in your hands the attached mate-
rinl which conveys our deep concern at the alarining loss of jobs growing out
of recent changes in Internal Revenue Service regulations governing travel and
expense deductions,

This materlal includes a letter to Chalrman Byrd of the Committee on Finance,
a memorandum, and photocopies of a variety of letters containing supporting
evidence.

Cordially yours,
Eo. 8. MILLER, Qeneral President,

Enclosures.
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HovkL AND RESTAURANT IEMPLOYEES
AND BARTENDERS INTERNATIONAL UNION,
Cincinnati, Ohio, February 26, 1963.
IIon. Harry F. BYRD,
Chairmun, Scnate Conmmitice on Finance,
Scnate Office Building, Washington, D.C.

DEAR SENATOR BYRD: Since we understand the Comumittee on Kinnnce will
presently review with Commlissioner Caplin the new Internal Revenue Service
regulatlons governing deductlbility of certain business entertalnment expenses,
we beg leave to place in your hands the results of a hurrled survey concerning
the impact of these regulations on employment in the hotel and restaurant indus-
try. We will appreclate it, sir, {f you wlll enter our statement in the com-
mittee's record.

1 need scarcely ndd that this organization, representing close to 500,000 men
and women engaged in ail departments of the public feeding and lodging indus-
try, Is deeply concerned whenever there i3 a threat of lost jJobs in this fleld.
We are, with all Amerlcans, distressed at the persistence of unemployment;
and commonsense suggests that any act of Government which exacerbates this
already serious problein deserves the most earnest reexaminatfon.

As the attachment memorandum indicates, we queried officers of our branches
in the following cities: New York, Detroit, Milwaukce, Chicago, San Franclsco,
St. Louls, and Los Angeles. Each is an fmportant hotel and restaurant center,
cach a prominent convention city. While our survey is by no means complete,
it clearly reflects the alarm felt by our representatives, all widely experlenced
In the industry’s labor supply problems, and by responsible businessmen in a
position to know intimately the already grave consequences of the IRS's new
posture in respect of travel and expense ftems fn the businessman’s budget.

I am taking the liberty of forwnrding coples of this letter and the attached
exhibits to your colleagues on the Committee on Finance, as well as to Wash-
ington representatives of the trade associations of the hotel, restaurant, and
licensed beverage Industiles.

In addition, I have asked our legislative consultant, Mr. Gyrus T. Anderson,
to deliver this message to you by hand so that he may answer any questions
you have concerning it.

Yery truly yours,

Eo. 8. MILLER,
General President.

FEBRUARY 26, 1963,

Menu;r;mdum To: U.S. Senntor Harry F. Byrd, chairinan, Senate Committee
on Finance.

From: Fd 8. Mlller, General President, Hotel and Restaurant Employees and
Bartenders International Union.

On February 20, 1963, upon learning that you had declded to hold informal
discussions with the Commissioner of Internal Revenue concerning the impact
of new Internal Revenue Service regulations governing the deductibllity of
travel and expense items associated with the conduet of business, I instrueted
our staff to query our local representatives in key cities with this question:

“Have the new regulations on business entertainment expense deductions
affected employment since January 1, 1903, in hotels and restaurants In your
communlty "

The query was put to local union officers In seven cltles: New York, Detroit.
Chlcago, St. Louis, Milwaukee, San Francisco, and Los Angeles. Whlile I am
attaching photocoples of written statements gathered by our represcntatives
in a number of cases, you will find below the gist of these findings. You wilt
also find attached the results of & simllar query put to the Amerlcan Hotel
and Motel Association, of whom I asked that they cull from reports reaching
them any citing precise informatlon on specific numbers of employees affected
as their members seek to adjust to the new situation.

From Neto York
(Our respondent: David Slegal, president of our local joint executive hoard,

ns well as of Dining Roomn Employees Local 1, with members employed in the
clty's first-class restaurants.)
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Restaurant Assoclates, Inc, a group of outstanding restaurants catering to
the business community (the Four Seasons, La Fonda do Sul, Forum of the
Twelve Caesars, Tavern-on-the-Green, ‘Mamma’ Leone's (on 48th Street), and
the Tower Suite, as of February 20 had lald off 350 employees, including 300
in kitchen and dining room departments and the entire staff of their central
commissary, closed February 18, at a cost of 50 jobs. (See letter from Austin
B. Cox, citing evidence that these layoffs are directly attributed to a decline
in business entertalnment volume,)

The Brass Rafl chailn, with seven locations including six in Manhattan and
the Golden Door at New York airport (100 Park Avenue, 500 8th Avenue, 521
5th Avenue, 145 7th Avenue, Brass Rall Socony (Socony Building) and (150 East
424 Street) reports a 15-percent decline in business volume and *‘approximately
200 people laid off” in all departments.

Jack and Oharlle’s “21,” a famous midtown dining room, while citing no fig-
ures on numbers laid off, reports a business decline of 11 percent in December-
January over a year ago, and relates it to the new IRS regulations. (Letter
from I. Robert Kriendler.)

Sardt's, like “21” and El Morocco, as well as Oscar Delmonico’s in the lower
Manhattan financfal district, report sharp declines in the volume of their cus-
tomary business spending. Same is true of a night club, the Latin Quarter. At
all these places, according to a telephone conversation with Mr. Siegal, proprie-
tors, in addition to laying off waliters, cooks, and other personnel, are putting
their people on 8- and 4-day weeks. Sardi's has a speclally telling experience:
the Sardl's in the theater district, on 44th, a popular rendezvous for theatrical
personnel and theatergoers, has held its voliume pretty well, while the Sardi’s
on the East Side, catering to a business clientele, has been forced to reduce its
working force, put others on short weeks including 3-hour days, and finds its
uncertain that the place can be kept in operation.

From Detroit

(Our respondent: Max Gazan, representative of the Detroft Joint Board,
wllttl:s ;nembers employed in the city’s hotels, clubs, restaurants, and country
clubs.

Private clubs in Detroit (Athletic Club, Town Club, University Club, etc.) re-
port a January decline of 15 percent in out-of-town members—l.e., businessmen
in outstate communities who do frequent business in the Detroit area.

Country clubs have reported they will cut crews 15 percent at the opening
of their 1968 seasons in March and April.

The city’s nightclub business is off 25 percent.

Michigan restaurant and caterers assoclation reports that member establish-
?ents calterlng to charge account customers are down 15 to 20 percent since

anuaryl,

Detrgit Hotel Assoclation (major hotels—Sheraton-Cadiliac, Statler-Hilton,
the Leland, ete.) reports restaurant and bar business off 16 to 20 percent, and
double-occupancy room sales for conventions are off 756 percent over previous
years. This fact bears directly on uncertainty concerning IRS position on
deductibility of expenses entailed in taking one’s wife to a convention.

Mr. Gazan reports the following establishments have closed their doors since
January 1: Civic Center Restaurant, Anthony’s, the Captain’s Table, Ranuccl's
Cascade Room, all first-class houses.

From Milwaukee

(Our respondent: Jack Helsdorf, president, Hotel & Restaurant Employees
Local 122, with members in the city’s major hotels and restaurants. Attached
letters from E. A, Confortl, executive vice president, Wisconsin Restaurant
Assoclation and Irving A, Lore, Wisconsin State Hotel Assoclation.)

““Food service business has suffered a reduction of 18.2 per dollar sales in
comparison from January 1062 to January 1963—customer count, 21.7 percent:
number of people employed, 21.9 percent; man-hours worked, 22.8 percent.

“This decline * * * can be directed largely to the effects of the new Bureau
of Internal Revenue regulations ¢ ¢ *»

Hotel Assoclation reports ‘‘sales in January 1963 declined approximately 16
percent from similar sales {n January 1962.”
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From Chicago

(Our respondent : John E. Cullerton, executive director, Local Joint Executive
Board, with members employed in Loop hotels, major downtown and suburban
restaurants, hotels and apartment hotels and nightelubs.)

“January is one of the best months in the hotel industry in the city of
Chicago. It may even be the best month. Occupancy figures for January 1962,
70.58 percent. In January, 1903, 65.91 percent.”

From San Franclsco

{Our respondent: Anthony Anselmo, secretary, Local Joint Executive Board,
with members employed in hotels and restaurants belonging to the city’s major
trade assoclations, as well #s nonassociation houses.)

Pel Webb’s Town House reports layoffs due to sharp decline in entertalning,
reduction in sales of rooms for double occupancy.

Skipper Kent’s, a restaurant, has lald off “25 to 30 percent” of personnel in
recent weeks, with half of remaining force on shorter workweeks.

Blue Fox restaurant: Ten fewer employces than in February of 1062. Sees
“chain reaction"” as business decline affects other businesses—purveyors, ete.—
leading to layoffs in other businesses,

Normandy International restaurant: Business off 60 percent, six employees
laid off, “and a muslcian of 10 years’ service with us.”

Gorman’s Gay Nineties: Sharp drop since January 1, laying off “a large number
of our staff.”

Bimbo's 305 Theatre restaurant: My business is off 15 to 20 percent, forcing
me to lay off personnel.”

Sir Francis Drake (Western Hotels chain) : Reports “crackdown by Bureau”
has brought “an alarming fall-off in convention business, many cancellations of
rooms.t , 'In first 19 February days room sales off 13 percent, food sales off 15
percent.

Fleur de Lys, a celebrated French restaurant: “We have had to reduce many
of our people to 3-hour shifts, and many of these are working but 3 days a week.”
Management here cltes danger of reducing take-home pay to point where it is
actually below State unemployment compensation levels,

In a telephoned report, commenting on these letters from San Francisco
employers, Mr. Anselmo sald “in 20 years I have never known such a stream of
discharge cases—dozens of them. The San Franclsco contract provides machin-
ery for mediating discharges, and Anselmo reports that in “case after case”
we're being told the layoffs are directly due to a sharp decline in business growing
out of the widespread curtailment by businessmen of thelr customary business
lsuncl;es and dinners in an effort to avold conflict with the Internal Revenue

ervice.

From St. Louts

(Our respondent: John Gibson, president, Local Joint Executive Board, with
members in all major hotels and restaurants.)

Tho Sheraton-Jefferson 1s “reducing its force at this moment at the rate of
about five workers per day” because of lost volume they now estimate at “about
“3$100,000 a month”—half in convention business, half in transient. This hotel
reports a high rate of “no shows” among convention delegates.

The Chase-Park Plaza cites the following figures, as of the week of Febru-
ary 17: $66,000 decline in room sales; $42,000 decline fn thelr night club;
$59,000 decline in banquet department—(this includes, of course, small business
lunches and other private dining room volume as well as large evening ban-
quets). ‘The hotel reports 250 of its suites “simply not renting” hecause “cus-
tomers are afrald suites will be classed as ‘lavish’ by IRS.” These figures
explain why Chase-Park Plaza, as of that week, had 1aid off 127 workers in
all departments, and put 175 other employees on reduced work schedules.

The Mayfair-Lennox hotels report an 8-percent decline since January 1 com-
pared with a year ago, primarily in food and beverage sales and foresee, if
decline s not arrested “no alternative but to permanently lay off approximately
55 employees.”

John R. Thompson Co., a Chicago-based restaurant chain with St. Louis
units, while reporting no layoffs yet, foresees likellhood of reductions in force
if present decline continues.

06747 —83—3



14 TRAVEL AND ENTERTAINMENT EXPENDITURES

From Los Angeles (our respondent: Paul Greentwood, gecretary, local joini
czecutive board, membders in all major hotelz and restaurants)

While letters supporting his report were not in hand when this memorandum
was drafted, Mr. Greenwood reports by telephone as follows:

“Mike Romanoft’s has closed because of lost ‘business entertainment’ lunch
and dinner business. Both Dave Chassen’s and Robert Cobb’s Brown Derby,
famous Los Angeles restaurants, report their business lunch and dinner trade
to be oft 15 to 20 percent, with layoffs and short weeks proportionate. Same I8
true of the Mike Lyman chain of three units. Managers Weber (Ambassador),
Meacham (Statler-Hilton), and Bernard (Biltmore), leading Los Angeles hotels,
have told me that layoffs already amount to 10 percent, and short weeks for
others are increasing as they try to adjust to the new conditions imposed.”

From the American Hotel & Motel Association

At my request the principal trade association in the hotel industry has taken
out of reports reaching them specific cases in which hotel owners have cited
numbers or percentages of layoffs. This list, of about 30 hotels in 15 or 20
citles—including most of those included in our spot check-—only confirms the
findings of our survey: hotels are cutting their payrolls dractically in an effort
to balance overhead costs with redvced business volume resulting from the new
IRS regulations, (See list below of organized cities and unorganized citles.)

CITIEs WHERE HOTELS ARE ORGANIZED

Los Angeles, Calif.: Statler-Hilton Hotel. During last 8 months have dropped
02 employees. )
St. Louis, Md.: Sheraton-Jefferson Hotel. Dropped 43 waiters in January.
St. Louis, Mo.: Chase-Park Plaza. Lald off 85 employees—put another 130
on a 3-4 day week.
Boston, Mass. : Bradford Hotel. January 1063—19 employees eliminated.
Detroit, Mich.: Statler-Hiltou. Dropoft of 47 employees, comparing January
1062 with January 1963. )
Minneapolis, Minn.: Holiday Motor Hotel. Since January 1, 1963, employ-
ment down 4 peréent. .
Billings, Mont.: Northern Hotel. Twelve percent of jobs eliminated—shorter
hours for remaining ones. : )
Atlantic City, N.J.: Shelburne Hotel. Employee days for the month of Janu-
ary was 898 less than last year.
New York City: Realty Hotels. Staff reduction as compared to January 1962
was 4.4 percent and 1062 was & poor year.
New York City: Hotel Taft. Reduction of 26 employees January 1962 as
compared to January 1963,
fNekaork City: Hotel Plerre. Cotillion Room closed, forcing 63 persons out
of work.
New York City: Sheraton-Atlantic. Layoff of approximately 50 employees—
January 1962 to January 1063,
New York City: Hotel Dixie, January 1962, 235 on payroll. January 1963,
217 on payroll.
.. New York City: Hotel George Washington. January 1962, 181 on payroll.
. January 1963, 175 on payroll. . . .
New-York City: Manger-Vanderbilt. Cut staff by 23 employees January 1963.
. Columbus, Ohlo: Deshler-Hilton. Seven employees in one room, because of
the necessity of closing the room.
Dayton, Ohlo: Dayton-Biltmore. January 1962, 64.1 employees. January
1063 57.3 employees. . -
Pittsburgh, Pa.: Hotel Websters Hall. January 1962 to January 1963 reduc-
tion in personnel of 20 employees. :
Southern California Hotel and Motel Assoclation. Unemployment among
. hotel and restaurdnt workers has fncreased 15 percent since new regulation.
Seattle, Wash. : Olympic Hotel. 88 employees less than 1 year ago.
-‘]Seeaéstl.e.;Wgsh..: Edmond Meany Hotel. Staff reduction of 15 full-time em-
Cployeés. ... L ) .
E1 Paso, Texas: Hilton Hotel. " Reduced number of employees from 172 to 160.
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C111ES \WHERE HOTELS ARE UNORGANIZED

Solvang, Callf.: Alisnl Ranch. January, cut 10 full-time employees. e

Wallingford, Conn.: Yankee-Silversmith Inn. Payroll, Januery 1962, 119
persons. Payroll, January 1903, 87 persons. i

Valparaiso, Ind.: Lembke Hotel. January, dropped three full-time employees
in addition to cutback on part-time employees.

Frederick, Md.: Hotel Francis Scott Key. January 1962 compared to Janu-
ary 1963, reduction of staff from 127 full-time employees to 122, with even greater
decrease In part-time employees and hours of work for regular employees.

Dearborn, Mich.: Dearborn Inn. Running 25 full-time employees less than
than a year ago at this time.

Mobile, Ala.: Grand Hotel. Necessary to terminate employment of 51 em-
ployees.

(Source: American Hotel & Motel Assoclation.)

DiNiNe RooM EMPLOYEES UNION Locar l,
New York, N.Y., February 20, 1693. -

Mr. FRED SWEET,
Managing Editor,
Washington, D.C. :

DEeAR Frep: Following our telephone conversation. I would like to tell you that
the Brass Rall chain consisting of the following restaurants (6 of them) and
also including the Golden Door at the airport since January 1, 1963, find that 15
percent of their business {s off and that approximately 200 people have lost their

jobs.

The Latin Quarter (a night elub) is finding business 10 percent off and many of
their people have been taking time out which is a loss of time and money.

The same goes for Sardi’s restaurants and particularly a place known as Oscar
Delmonico’s which is located in the financial district; one of the oldtime restau-
rants for more than 50 years, They find business s off 20 percent as a result of
the expense regulations on business.

1 am enclosing some letters for your information.

You must understand that there are many more places that we have not heard
from yet and that many people have been laid off,

Best wishes.

Sincerely and fraternally,
Davip S1EGAL, President.

NEwW YORK, N.Y., February 20, 1963..
My, Davip SIEGAL, . , : :
Dining Room Employees Union, Local 1,
New York City, ) :

DeAr DAvVE: Pursunant to our conversation earlier today I shall try to give
you the information you are seeking fn the simplest form:

In November of 10681 the number of persons served at “21” was 23,634, in
November of 1962 the number of persons served was 22,398, The result here
is a minus figure of 1,236 persons served or.5.5 percent off,

In December 1961-January 1962 (I am lumping this perlod for convenience)
was a total of 42,685 persons served. In the period December 1962 to January
}fl)es. per?ons served was 37,028. A loss here for the period of 4,657, or minus

percent, . . . . . .

I should like you to understand that these figures represent the number of
persons served their meals here at “21.” . o o

I began these comparative figures in November simply. because it was during
that period in 1062 that the knowledge of the Internal Revenue Service regu-
lations began to affect the patronage. e

I would like to call your attention to the acceleration 6f rate of decline that
coinclded with the publiclty regarding the expense entertainment deductions on
the part of the Internal Reveyiue Service.

I trust this information will be helpful to you.

Sincerely,

21" CLus, INo,
I. RoBERT KRIENDLER,
President.
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RESTAURANT ASSOCIATES, INC,,
New York, N.Y., February 20, 1963.
Mr. Davip SIEGAL,
President, Dining Room Employees Unfon, Local 1.

DEAR MRg. SiecAL: During the last 3 weeks we have had to lay off over 10
percent of our force to compensate for the alarming decrease that has taken
place in our volume of business since January 1, 1963, This means that nearly
300 men are now in the rank of the unemployed, many of them members of
the union of which you are president and still others members of unions com-
prising the local joint board fn New York City.
© In addition to this dismal fact, I regret to tell you that the dimfinution in
volume of business has made it finpossible for us to continue our central commis-
sary and that we ceased these operations on Monday, February 18, 1883. As
a result over 50 workers have lost their jobs.

The January 1963 decline in volume has continued at an even greater rate
in February and all we can look forward to is further layoffs.

We attribute this situation to the so-called expense account spending regu-
lations of the Internal Revenue Service and the confusion that exists regarding
those regulations.

As you know, we have never made a practice of “bleeding in public,” but in
this case we must. In 1962 we were ahead of our 1961 volume despite the
dislocation in the national economy, the decline in the stock market, and the
newspaper strike in New York City—alt factors that were generally considered
by. others to be responsible for severe decreases in their restaurant sales.

Starting the first week in January 1063 our sales started thelt downward
plunge and resulted in decreases in volume during the month of as much as
20 percent agalnst the same month last year, which, by the way, was a bad
month for business on account of adverse weather. In short, I am not giving
you rigged figures. Our comparison is eminently fair. Significant accounts
that made frequent or even regular use of our restaurant facilities have with-
drawn their patronage.

1 suggest to you that the conclusion I have drawn is plain and ask that yon
constder this serious situation, growing even more so as February wears on,
in the interests of your members.

RESTAURANT ASSOCIATES, INO.,
By AvusTiN B. Cox, Vice President.

HoTEL & RESTAURANT EMPLOYEES' &
BARTENDERS' INTERNATIONAL UNION,
Detroit, Mich., February 21, 1963.

Mr. FRED SWEET,
Hotel & Restaurant Employees & Bartenders Internattonal Union,
Oincinnati 2, Ohto.

DeaAr Sie AND BROTHER: On short notice I have been able to get the following
facts for you regarding the impact of the new tax rules on our industry:

(1) The private clubs have noted a 15 percent drop in out-of-town members.

(2) The country clubs are going to cut thelr crew by 15 percent when they
open for the season.

(3) The nighteclub business has dropped 25 percent.

(4) The Michigan Restaurant & Caterers Assoclation, in establishments
that cater to charge-account clientele, are down 16 to 20 percent.

(8) The Hotel Association’s restaurants and bars are down 15 to 25 percent.

It was also noted that for conventions the reservations of double rooms has
fallen 75 percent below previous years. Delegates no longer bring their wives.

(6) The following establishments have closed this year: Oivie Center, An-
thony’s, Captain’s Table, Ranucel’s Cascade Room,

Trusting this is the information you seek, we remain,

Fraternally yours, . .
DETROIT LO0AL JOINT EXEOUTIVE BOARD,
MAx GAzAR, Representative.
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10CAL JOINT EXECUTIVE BOARD
OF THE HOTEL & RESTAURANT EMPLOYEES
& BARTENDERS INTERNATIONAL UNION,
Ohicago, Ill., February 19, 1963,
Mr. FRED B, SWEET,
Managing Ed(tor. Oatermg Industry Employee,
Cincinnatt 2, Ohfo.

Dear Feep: I have just talked with Bill Wilson of the Greater Chicago Hotel
Assoclation. Here are some figures that might interest you:

As you know January is one of the best months in the hotel industry in the
city of Chicago. It may even be the best month, The occupancy figures for
Jauuary 1062, 70.58 percent. In January of 1963, 65.91 percent.

With reference to covers served in the 11 major hotels the figures are as
foitlows: In January 1962, 883,000. In January of 1963, 849,000

With reference to employment in the hotel lndustry, 6906 employees within
the jurisdiction of the joint board swere employed in January of 1962 and approxi-
mately 6,811 employees were employed in 1963,

The hotel industry is unable to furnish concrete or specific examples of lay-
offs or room closings that can be directly attributed to the Treasury Department’s
regulations governing business spending but these representatives are convinced
that the decline in business can be attributed, to a large extent, to the recent
regulations. They state in addition that hotel occupancy is down, travel to
Chicago §s down, and food covers are down and declining,

If I get any additional information on the hotel lndustry and/or restaurant
industry it will be provided to you immediately.

Fraternally yours,
JouN B. CULLERTON, Ezeoutive Director.

WINCONSBIN RESTAURANT ASSOCIATION,
Milwaukee, Wis., February 22, 1963.
Mr. FREDERIOK SWEET,
Manger-Hamilion Hotel
Washington, D.C.

Dear MR. Swerr: I have been requested by Mr. Phit Valley to provide you
with information relating to the effects the new expense account regulation
adopted by the Bureau of Internal Revenue had on the food service industry
of Wisconsin,

The food service business has suffered a reduction of 18.2 percent per dollar
sales in a comparison from January 1062 to January 1083—customer count,
21.7 percent; number of people employed, 21.9 percent; man-hours worked
22.3 percent.

This decline in January sales customer count, etc,, can be directed largely
to the effects of the new Bureau of Internal Revenue regulation relating to ex-
pense account spending.

If adequate relief {s not made available to the food service industry, employer
members of the industry will further reduce the work force, adding to the
great number of unemployed.

Anything that can be done to bring adequate relief will be welcomed not
only by the employer members of the industry, but the employees as well.

Cordlally yours,
E. A. Conronrr, Ezecutive Vice President,

WiscoNsIN STATE HOTEL ASSOCIATION,
Milwaukee, Wis., Febdbruary 19, 1963.
Re Internal Revenue regulations on expense accounts.
Mr. JA0K HEISDORF,
President, Hotel and Restaurant Union,
Milicaukee, Wis.

Dear Mg. HE1sporr ¢ The hotels of Milwaukee and of the entire State of Wis-
consin have suffered substantial decline in their restaurant, beverage, and hotel
operating revenues as the direct result of changes in expense account reporting
required under the Internal Revenue Regulations.
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Food, beverage, and hotel sales fn January 1963 declined approximately 16
percent from similar sales in January 1862. ‘~tels blame misunderstanding of
the new expense account law as the most up. - . . cause for this unexpected de-
cline. 1Virtually. all.businessmen;think that they must discuss business {n order
to justify the deduction for a business meal. Our hotels have suffered a de-
cline in convention business which we attribute to the uncertaintles and con-
fuston existing wlith respect to deductibility of expenses incurred in attending
such conventions. If thls decline continues it will result in reduced employment
opportunities in the hotel and restaurant industry resulting in widespread un-
employment among certain’ classifications of employees.

. Complaints have been pouring into the Milwaukée office of the hotel aasocl-
atlon about curtalled travel and entertaltiment expenditures by businessmen.
The publicity attendant vpon the harsh expense account regulations has had
a most adverse psychological effect on businessmen., It §s essential that affirma-
tive.action be takén to overcome the reluctanog to continue legitimate expense
account spending by Anierican businessmen. - Our industry is fearful that the
regulations réquire such petty, unnhecessary, and burdensome record keeping on
the part of businessmen claiming expénse acconnt deductions that businessmen
will be significantly discouraged from normal reasonable, and necessary ex-
pense account spending.

We strongly urge, that the rezulatlons be’ modlﬂed 80 as not to impose an un-
veasonable hardship upoh the hotel and restaurant industry and so that normal
and reasonable good will entertalnlng wlll hot be discouraged and stifled.

IerviNg A, LORE,
Chairman, Legmam;e Oommiltee Wlacomm State Hotel Anoclalfon

-BIMBO’S Resrwnm'r,
San Franciaco, Calif., Fcbruary 20, 1968.

Mr. C. F. DELANO, :
Golden Gate Restaurant Auoc{auon.
8an Francteco, Calif.

DEAR Mg. DELANO: 1 am wrltlng to you in regard to the new regulatlon of
the expense account the Government has issued.

My business has dropped off 15 to 20 percent compared to 1062. .I have lald
off someé of my employees because of the situation the. Government has put us in,
11 sincerely hope you can help us wlth tms new expense regulatlon. .

With best regards.
“Bmso" GlunTOLL

. o o No utgnm INTERNATIONAL,
! . , San Franclsco. Oalif., February 20, 1968,
Gor DEN GA'm Rr.srzwmm'r Assocm'rto'v.

86n Franoisco, Calif. - -

- GENTLEMEN : We feel-that: yod, as’ representatlvea ot the reetaurateurs of
8an Francisco, should know how unbappy we are at the tremendous drop ln
buslness during the past few months, . - " : .

The businessmen trade, which we depend upOn for survlval. and to which we
have spent huge sums in advertising, has dropped alinost 60 percent. We know
for a fact that this loes ln business was broﬁght aboul: by the new law govern-
ing expense accounts.’ o

We have been in buslness for 17 years, and \ve have never seen buslness as
slow ds theso past Tmonthis. - We reluctanily have had to disengage a total of
six faithful employees who have been with us for many years. Our musician
of 10 years was just placed on his notice.  Taxes, overhead, and now the pres-
sure of new laws are driv&g restaurateurs to cloge their doors.

We. slneetely hope that your association will find some means to improve
this untavorable situation: and esslst us in our drastlc predlcament

Very truly yours, g
.Tomn Tmnnr. Oumer. .

Ve

e -
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GoumaNns’ Gay 80's, Inc.
. . - San Franolsco, Oallf., Fedbruary 20, 1963.
Mr. Q. F. DeErANO, ‘ . o ’ : ’
Ezecutive Vice Prestdent " ‘ C ‘ :
Golden Gate Redtaurant Assoclation, .
San Francisco, Oalif. L :
Drar' Me. DELaNo: S8ince the first of the year our business has dropped
off considerably due largely, we feel, to the stringent rulings of the Internal
Revenue Service governing expense accounts., The decline in business. has
necessitated our laying off employees as well as. cutting down hours for a large
number of persons on our staff. This obviously results in a hardship for them
and their families. ) . Lo, i B
We. urge the restaurant assoclation to use its influence in Washington to
ex;:’liat{gd the situation and do whatever possible to have the expense regulations
mo . o S : . N
. Sincerly yours, ' : - : e
- BeaNIoB K. GoMAN, Becretary,
Mayparz LeEnnox Horees,
8t. Louts, Mo., February 22, 1968.

Mr. JoEN GIBSON,
Miscellaneous Hotel Employees Union, -
St. Louts, Mo. ; ) oy .
Dear Me. GiBsoN: For your information the gross business of Mayfair-
TLennox, Inc, since January 1, 1863, has declined 8 percent-as compared with
1 year ago. This decline has taken place primarily .in the area.of food and
beverage. If this decline continues we will bave no alternative but to per-
manently lay off approximately 55 employeea. L
It there is any other information you desire, please let me know.

Yours very truly, Jorx . Roserrs, Jr.

Senator SamateERrs, I have a further letter from the American
Hotel & Motel Association, dated February 4, which T shall .iot rexd,
it goes into some detail, but it, in essence, expresses’their growing
concern as to the effect that thése regulations, particularly substantia-
tion regulations, are having, adversely, on their business and I would
like to make that a part ot the record. : S '

‘The Cramman. Without objetion.

- (The documents referred to follow:) . s
AMerrcAN Horer & MOTEL ASSBOCIATION, = - -

Netw York, N.Y., February 4, 1963.

Hon. MoeTIMER M. CAPLIN, . N et )

Commissioner of Internal Revenue, - R
WasthiM,D.Q. ey . P S [ R
DeAr MB. CoMmissIONER? Since the first of January we of the hotel and motel
industry have had opportunity to evalnate the-impact of your regulations:per-
taining to the substantiantion of travel:and entertainment expenses upon our
business. e are deeply concerned about the economic consequences, such as
the drastic loss of business, and the accompanying reduction.of: employment
throughout the industry.. This loss- of jobs hits a segment of our population
which can least stand.unemployment because of thelr fnabiiity. to find other jobs

and readjust themselves quickly,...... . .. .. - oo L

This concern was. expreesed.by the report of the Senate. Finance Commlittee,
gnd it was not their intent to disrupt the econony, .cause unemployment, or-a.
loss of revenue to the.Treasury by imposing oo sfringent limitations on legiti-
matettravel and entertainment expenses. It was stated on.page 25 of the

t PR O
s Lo -
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“Bxpenses incurred for valld business purposes should not be discouraged
since such expenses serve to increase business income, which in tura produces
additional tax revenues for the Treasury. If valid business expenses were to
be disallowed as a deduction (particularly expenses associated with selling func-
tions) there might be a substantial loss of revenue where business transactions
are discouraged, or where they fall to be consummated. Moreover, the enter-
tainment fndustry employs large numbers of service personnel, most of whom
are unskilled workers who would find it dificult to obtain new employment in
other fields if the disallowance of entertalament expenses created considerable
unemployment in thé entertainment industry. In such cases taxes now paid by
these workers would be lost to the Treasury.

In connectlon with this last gentence, I am enclosing a photostatic copy of
pages 1-4 of the February 1063 issue of the “Catering Employee,” a monthly
publication’ of the Hotel and Restaurant Employees and Bartenders Inter-
national Union. You will note that Mr. Ed 8. Miller, general president of this
union, distinetly feels that the new regulations have already created an addi-
tlonal problem of unemploymerit within bis union and our industry.

A turther problem has arisen because of some of your TV appearances and
other public statements which have indicated that goodwlll entertainment is
no longer deductible. This has had the effect of causing large segments of the
business community to sharply curtail, or completely eliminate, many of their
entertainment functions, which we bellieve to be perfectly legitimate under the
Revenue Act of 1962,

We belleve that Congress has made it adequately ‘clear that géodwill enter-
talnmeént is recognized, and this is borne out by the following quotation from
page 28 of the Senate Finaace Committee report )

“Under the bill, although deduction for entertalnmetit expenses i3 restricted,
such expenses will not be disallowed merely because they are incurred for the
purpose of géneratlng business goodwill. Goodwlill has Yong been recognized as
a legitimate objectlve of business entertaining and where the purpose of the
expensé and its clear rélatlonship to a business is firmly established, the expense
ordinarily.will continué to be deductible.” ‘

May I also cite you to language contained on page 168 of the conference report
accompanying H.R. 10850 : .

“Sectton 274(n) as agreed to by the conference will allow as a deductlon the
cost of entertalning connected with what are primarily business meetings. For
example, if the taxpayer conducts substantial negotiations with a group of
business assoclates and that evening entertains the group and their wives at a
restaurant, theater, concert, or sporting event, such entertainment expenses, it
associated with the active conduct of the taxpayer’s business, will be deduetible
even though the purpose of the entertainment 1s merely to promote goodwlll in
such business.” - i )

Further: s ‘ ] )

“Thus, under the business meal exception contained {n proposed section
274(e) (1), and the conference agreement, the cost of providing food and bey-
erages at most business meetings and banquets would be deductible, as Wwell as
almost all restaurant and most hotel entertalning. In nelther of the situations
covered by the conference agreement nor under thé business ‘meal exception is
:12%1; a re%ulrement that business must actually be discusséd in order to get a

ctlon. . :

Although the fierce impact on goodwlill entertaining 18 the principal area which
i3 80 harmful to the liotel businéss at this time, the day-to-day minutla require-
ments still ex{sting under thé regnlations are anothéy gerlous threat to legitimate
business, I hope that gou have had an opportunity to read the articlé in the
February 4 1ssue of U. 8. News & World Report, on 'F‘nage's 41-42, entitled ‘What
Expense Account Ctrbs Are Doing to Business.” is-article polnts out very
clearly and méaningfully Liow legitiniate hotel and restaurant business is being
curbed as a résult-of these reghilations. '

We of the hotel and motel industry respectfully suggest that you issue some
statement clarifying these issues to the American public. I would be more than
happy to confer with you at any time if you should feel that our association
might assist you in any way toward a clearer understanding of this problem by
the business community.

1With kindest personal regards, I am

Sincerely,
DREw MARTIN.
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[Reprint from Catering Industry Employee, February 1863])
IRS CrAORDOWN Has ArLreapy Cost JoBS
(By Ed. 8. Mtiller, General President) .

It will be quite a while before the dust gettles and we can read with clarity
the full consequences of the administration’s tough new posture on tax deduc-
tions for “business entertainment.” But the early returns already prove that
the fnternational union’s fears are being borne out: jobs have already been lost
?sdhotel and restaurant owners move to cut payrolls because business spending

s down.

At least two big Los Angeles restaurants—including Mike Romanoft’s famous
rendezvous for the film colony—have closed their doors. Both attribute the
action in part to a sharp decline in business entertalnment as business and
profeassional men, fearful of the widely publicized threats of a Treasury crack-
down, have curtailed thelr restaurant spending. :

In St. Louis, according to a survey published by the Globe-Democrat, which
assigned Reporter Ted Schafers to a spot check of hotels and restaurants, layoffs
of serious proportions have already hit the industry.

88 AT ONE WEEK

At the Chase-Park Plaza, Schafers wrote, “a reduciion in business expense-
account spending has triggered a layoft of about 85 employees effective Monday,
January 14, and another 150 to 200 are being placed on a reduced 8- to 4-day

week,

“The Sheraton-Jefferson,” he found, “has abandoned floor shows in the boule-
vard room, resulting in the layoff of 43 waiters and assoclated employees, plus
8 musiclans.” ‘ ‘ )

Industry spokesmen in Washington for the opening of the new Congress, are
deeply concerned at mounting reports from all parts of the country that the con-
fusion surrounding the new regulations, and the perfectly natural fears fostered
among businessmen by that same confusion, have seriously affected hotel, res-
taurant, and convention operations. ‘ :

Comments of the St. Louls operators, reported in the Globe-Democrat story,
are typlcal of these reports: : : -

L. O. Schoenbruan, manager of the 1,600-room Chase-Park Plaza, sald:

“We notlced the difference last mopth when all the publicity on the new tax
ruling began, One convention, scheduled for January 6, canceled 150 rooms.
Our night clob and entertainment have dropped off drastically despite the fact
we have one of the best shows ever, .- ) :

“The businessmen seem to be spooked by confusion,” he sald. “Some seem to
feel that no longer can they justify. taking a prospective customer out just to
bulld up future goodwill. If they can't show a deal was made during the eve-
ning, they feel they might not be allowed the costs as a justifiable business
expense. : ‘ . o o C

“Our average room rate has fallen off almost 8 percent, Plush suites are almost
;t{l&?ag)}? to sell. It looks like our January gross business will be off about

(Fditor’s note.—Walters, waltresses, and bartenders, who may be talking
about the new rules with restaurant patrons; should know that Congress did
not intéend, and Treasury apparently doesn’t, either, to outlaw ‘‘goodwill
entertaining.””” Last year’s tax law sald in so many words that to be de-
ductlble business entertaining must be carrled on in places and under ¢ir.
cumstances “conducive to business discussion.” The rules also speak of
permitting deductions for entertainment “Immediately preceding. or follow-
ing” & business discussion. It will be some time before we know what -the
Government considers & place "“conducive to business discussion,” or what's
meant by “Immediately following or preceding.” It is not true, however, that
the l1aw and the regulations now forbld paylng for a client’s lunch or dinnér
or cocktalls, ora prospect’s, elther,] - . . . . o

Max Dean, general manager at the Sheraton-Jefferson, told Schafers that “dou-
ble occupancy room rentals during the last 4 months have dropped from 85 per-
cent last year to 17 percent, . . ool T L .

T 08TAT—63——4
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“This means only half as many conventioneers are bringing thelr wives along,”
sald Mr. Dean. “When this happens this affects not only the hotel, restaurant,
and entertainment business, but all retall operations.”

Jack Lennox, secretary-treasurer of the Mayfair-Lennox chain of hotels, told
the reporter “the new tax law certainly has had an effect on our higher-priced
restaurants, but just how much we have not yet determined. The law still allows
for business entertainment, but there’s a great deal of confusion over how the
- law will be interpreted.”

Spokesmen for the National Restaurant Assoclation, the American Hotel &
Motel Association (formerly the AHA), the American Motor Hotel Association,
the National Licensed Beverage Assoclation and other trade groups are now at-
tempting to assess the meaning of the new regulations, slightly modified since
first proposed because of wrathful complaints to the Treasury.

Among these is our legislative consultant, Cyrus T. Anderson, who has been
instructed by me to place the full welght of this international union behind in-
dustrywide efforts to bring about changes which will relax these ridiculous
rules, eliminate the present confusion, get our people back to work, and help to
prevent a snowballing of these layoffs. Anderson will represent me, and the in-
ternational union, in the ad hoc working committee set up by our friends In the
industry to prosecute this program. To back him up, we'll need all the facts we
can gather. .

Drew Martin, who represents hotel men, said in a bulletin to members that
while the rules issued December 27 “‘are still more rigid than [thé assoclation]
proposed at the hearings held [in December] we do feel our efforts were re-
watded by as much relaxation * * * as possible under the circumstances.”
Martin advised association members that the December 27 rulings covered
largely recordkeeplng—that still more is coming from the Internal Revenue
Service in the way of elaborate interpretations of such matters as this: What
is “lavish” entertainment? What is a “business meal”? Under what circum-
stances may one deduct the cost of taking his wife to a convention, or out to
dinner with a client? These are but samples of scores of such questions, still
unanswered, which the Treasury promises to enlighten the luckless taxpayer
about in the coming weeks, but meanwhile they are a tangled web of uncertalnty
to business and professional men.

Paul Jorgensen, coordinator of NLBA’s legislative program, and secretary of
the national coordinating committee of the beverage industry of which our
international union is a leading member, last month called upon the committee
to “serve notice on Members of Congress and the IRS that the regulations based
on the new revenue law are completely unrealistic. Rather than accomplish-
ing the collection of additional taxes they will actually result in a loss of rev-
enues to the Government through declining sales in licensed premises and reduced
incomes among culinary workers."”

The coordinating committee met last month in Washington with this critical
question at the top its agenda. Made up of 14 unions, trade associations and
manufacturers of the licensed beverages, the committee will play an important
part in rallying support for our program to get Congress to help restore common
sense to the people in the Treasury and the Internal Revenue Service. ’

Tom Power, Washington lawyer for the National Restaurant Associatlon, in
an NRA bulletin points out that much of the lost business being reported stems
from the “adverse psychological effect upon businessmen"” of the rash of pub-
leity in the press, radlo, and TV concerning IRS' first draft of thelr proposed
regulations.

These would have required minute attention to bookkeeping, with a daily
diary of money spent, and receipts for everything from a cup of coffee to plane
fare. Powers points out that these harsh rules have been somewhat modified,
chiefly in these ways:

While records of all expenses should be kept, receipts are required only on
expenditures over $25 a day, and on all items of $25 or more. The canny tax-
payer, however, will get and keep as many receipts as he can in order to he
able to prove the claimed deductions are for legitimate business purposes.

My own view of the situation can be stated in very few words:

- The new regulations are a serious burdén upon the business community,. right
enough (see the Wall Street Journal's editorial ¢n the subject, p. 2). They
are going to create monumental headaches for those who own and operate
hotels, motels, restaurants, cocktail lounges, clubs frequented by businessmen,
and establishments offering entertainment. But the greatest burden of all,
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because he can least afford it, is going to be borne by the worker in these places.

The members of this union can be assured that the international union will
move heaven and earth, in the closest cooperation with the employer associa-
tions of the industries in which our members earn their livings, to bring about
a return to sanity in this matter.: - . .

It seems certain that the sanity we seek will have to be won the hard way:
by getting Congress to tell the Treasury and the Internal Revenue Service
that when they wrote last year's tax amendments they did not intend to write
them in such a way as to kill off thousands of jobs, and force hundreds of busi-
nessmen to the wall, :

Nobody among the knowledgeable men in Washington concerned about this
matter thinks this will be easy to do. The administration wants to crack down
hard on business entertainment spending, and as the Journal editorial points
out, seem perfectly willing to treat every taxpayer as a determined cheater in
order to do s0. N

But the effort wilt certainly be made, and your union will be helping to make
It. One of the ways in which your local union can help is this: gather as many
facts as possible about the impact of the new regulations on the hotel and
restaurant business in your own town. When & business lays off help, or closes
its doors, try to find out whether the layoff or the closing is brought about be-
cause of a marked decline in spending by business and professional people who
had previously patronized the place in pursuit of business. Keep an eye on
conventions in your town. Are there fewer banquets, hospitality rooms, cock-
tail parties, Juncheons in connection and convention schedules? Check with
hotel employers, and operators of first-class restaurants.

[REPORT FACTS FAST

[Congress will want proof to back up our claim that new Treasury ground
rules on expense deductions are playing hob swith hotel and restaurant Jobds.
It is urgent that locals and joint boards inform general headquarters promptly
of every case that comes to their attentlon of discharges, layoffs and reduced
workweeks that can be attributed to the fact that business and professional
nien are reducing their patronage of hotels, restaurants, nightelubs, town and
country clubs because of the new regulations,

{Labor chlefs, jobs dispatchers, shop stewards, and others in c¢lose touch with
daily fluctuations in the industry’s requirements for personnel are urged to
inform their local union officers at.once of any evidence of such reductions in
force. Of particular importance are those first-class dining rooms in every city’s
hotels and restaurants which habitually cater to business and professtonal men.}

THE JUST AND THE UnJusT

The editorial below is from the Wall Street Journal. It is one of the most
sensible commnentaries yet on the Treasury's new rules governing deducti-
bility of travel and “business entertainment’ expenses which are already, as
President Miller points out on page 1, having an adverse effect on employ-
ment in the hotel and restaurant industry. The editorial is reprinted with
thanks to Dow, Jones & Co., publishers of the Journat.

We guess we don't run in the right social cireles. ] . L
For years we have been reading those books about witd living In the suburbs
and wondering somewhat plaintively why the excitement seems to pass.us by,
In years of suburban living the wildest shock to the even tenor of our domestlc-
ity was the day the.dog drank up the cocktails and bit the mayor. It was
weeks before we were forgiven. .- . L. e o
- For almost as long, we've been reading about all this notorlous highliving on -
the ‘expense account, boats, and all that, and groanh;% over what wé séem to
have missed, After a-quarter-century In that den of iniquity, Wall Street, no
one has tempted our journalistic virtue with even so much as a night at a hunt-
ing lodge, much less a -seagoing voyage. Where, indeed, are all those expense-
account yachts? .. .- .. .. . . - S e . .
" True, we aren’t without sid, as defined iu the new dogma of the Internal
Revenue Service. We suffer business luncheons dreadfully often and when
we turn in the voucher we don’t deduct the $1.25 we would have spent anyway
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for the blue plate special. A man is entitled to some recompense for punish-
ment in line of duty.

‘When business takes us to Peoria or Dubuque, as it does all too often, we
take an aperitit before dinner, choose the steak over the chicken ala king and
sometimes splurge on the movies, charging the lot to the stockholders. If it
weren't for their business we wouldn't be there at all, and frankly we have
better steaks at home,

Moreover, the children belng more or less at the age of discretion, we have
lately taken our wife along on some trips. We haven't persuaded the cur-
mudgeonly auditor to okay her expenses, but not long ago we drove to Washing-
ton on legitimate business (if talking to a Senator is legitimate) and our wife
rode along in the car. HEven that baleful auditor didn’t ask us to relmburse
the company for the equivalent price of her bus ticket.

Give or take a few detalls, this 1s not unlike the situation of thousands of
businessmen in a country where men at work are ceaselessly traveling to and
fro. The door-to-door salesman and the flying corporate executive are brothers
under the skin; they are working also when they pass the time of day with the
lady at the door or the business acquaintance across the luncheon table. Some-
times the smartest business {8 not to talk “business at all but to be friendly,
interested; to listen and to learn. - Only ignorant and petty minds could imagine
that the “free” lunch 18 all beer and skittles. ’

But now it turns out that all this {s under the suspicion of undermining the
public morality and the solvency of the U.8. Treasury. In any event the Gov-
ernment i8 going t4 treat all the people as ¢rooks until proven otherwise.

This suspicion of malefaction flows from every word of the new regulations
on recordkeeping, pedantic in language and picayune in detail, drawn up by
the Internal Revenue Service.

Hereafter you must account to the Government not only for your yacht but
the beer you buy 4 business acquaintance. The documents for any entertain-
ment, no matter how trivial, must include the amount, date, place by name
and address, type (martin{ or hamr sandwich?), explanation of the benefit to
be returned for this bounty, thé name of the reciplent and sufficlent documenta-
tion to explain your extravagance to the satisfaction of any revenue agent who
subsequently examines your tax réport. )

And if perchance on a trip you spend more than $28 in any day you must
itemize everything else too—the day you left home, day you got 'back, every
telephone call, meal, cup of coffee, taxicab, and bus fare. If you want your
books to balance, you'd better even keep track of the postagé stamps for the
letters to the home office. . L

The sheer absurdity of this avalanche of paperwork is only thé beginning.
The metaphysicians of Mr, Mortimer Caplin’s bureaucracy have now gone off
to mull such esoteric questions as: What, precisely, constitutes a business
meal? What Is the allowable difference-in cost between a lunch for a life in-
surance prospect (85,000 policy) and the prospect for an electric dynamo
($5,000,000 sale) ? Oan you also buy lunch for the prospect’s wife, or do you
guggest she go eat in the drugstore? What if your own wife is along too—
;lt; y;n; le;zve her back in the hotel room to munch a hamburger and watch
elevision : : S

As ridfculous as these questions sound, they are precisely the sort of thing that
must now be decided upon at the highest levels, and Mr, Caplin confesses—
quite understandably, we think—that it will be some weeks before we can
expect any official enlightment. Xt has never been easy to decide how many
angels can dance on the head of a pin. S T

Yet it 18 neither the absurdity of thé paperwork nor the ridiculousnéss of the
metaphysies that is the true evil. - , " ' B

"Heré 18 a situation in which the Government {s, no doudbt about it, confronted
with a problem. Some people do hide gachts in expense accounts, just as some
do hide misbehavior in the suburbs, and the Government has power to deal with
the rea) tax cheaters. But the vast majority of ‘theé people everywhere lead
quiet, plaéld and upright Hves, and the vast mafotity of those whose taxes sup-

port thé Government give an honest accounting of-their affairs.

Yet hére we use the majesty of the law to treat every taxpayer as a potential
cheater because pinhead minds can think of no other way; the integrity of all
must be insujted, and the conduct ¢f thelr affairs madé insuftérable, because of

the sins of the few.
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Now coinpletely apart from this question of expense accounts, this is a phil-
osophy of Government which is evil in itself. We once had an example of this
when, to stop a few people from drinking too much, we adopted prohibition which
treated all men as potential alcoholics. Surely the results have not left our
emory,

The results of this noble experiment can also be foreseen. These new rules
will give trouble only to honest men., The real operator—the man who is really
out to cheat on his taxes—can drive a truck through them.

The smart lawyers are already figuring out the perfectly legal loopholes;
beyond that, those with larceny in their hearts will not be disturbed because
they will show records, receipts and paper accounts by the carload. As sure as
the sun rises tomorrow, today’s rules will have to be followed tomorrow by new
rules upon new rules tightening the rules. X

And while all this is going on, the honest man—the man who takes & business
trip to do an honest job for his company and with no desire to cheat either his
company or his country-—that man will see himself not merely laden with bur-
densome paperwork but with the fear that everything he does is under suspiclon.

Because he honestly tries to keep honest records, all the records will be there
and he can be called up a year later, 2 years later, and find that what he did
in good faith is adjudged wrong by some petty bureaucrat imbued with the idea
that any expense account must conceal some wickedness, The smart operator
wtlllﬁgmve his lawyers; the little taxpayers will be helpless against the insolence
of oflice. i : : .

We submit that to order the public affairs in this manner is an affront to the
public morality, just as it would be for the State to require of every citizen
a detailed accounting of his home-coming-and-going because some men cheat.
That Government governs illy which can find no other way to deal with male-
factors than to maltreat all of its citizens, the just and the unjust alike.

Mr. DRew Magtiy, .
American Hotel & Motel Assoclation, ’
New York, N.Y. T B C

Dear Mg, MARTIN: Your letter of February 4 se¢ms to point up a situation
which a recent press account has characterized as semantle differences.

There is no intent in the law or on the part of Internal Revenue to curtail
legitimate business activity. 'Oh many occasions I have refterated the state-
ment I made at the time the final recordkeeping regulations were issued. The
dual goals of the new law are to allow bona fide and legitimate expense deduec-
tions and to discontinue personal expense account living and other travel and
entertainment abuses, L L L L .

In speeches and {h interviews I have specifically cited the exceptions in the
law to the restrictions on good will entertainment. Thesdé include entertain-
ment immediately before or after a substantial and boda- fide business ‘discus-
slon and the quiet busingss meal situgtion. T I R

In addition to considerable Information on trdavel and entertainment released
through the news media;’we aléo hayé made availlable, free of chargé, to the
publie a booklet “Travel; Entertainment, ‘and Gift Bxpenses,” Intérnal Revenue
Document No. 5049, on page 10 of which both thése pointsare covéred. . . : -

I think you will agree ih,at no matter how.much information is turned ount
there will'be some who will misunderstand for various reasons. It is apparent
to me from news reports that'while various people ard’'quoted as expressing
fears and apparent. misunderstanding of ‘the law, many of the same articles
quote others swho appear to have properly understood. I bélieve: it is safe to
say, too, that a greater segment of the public understands than is reflected
through the news columns, since people who have no complaint are generallv
less proné to make themselves héard; T

Aside from this, while' I-'am, squsﬁe'd that weé have done a substantial in-
formation job thus far, may I assiire you that I don't feel the Job 18 complete.
I am certainly interested in doing everything we can to help the taxpaying
public to know .what its rights and obligationg are under the tax lays. . ..

At this stage while we' are ‘stil} dévéloping the soicalled'snbstatigv'e regula-
tions on travel and entertainment, I cannot go beyond acknowledging our undet-
standing of baslc congressionsl utent in thizareas <=7 . ry:ooorerl oo

(&) Ordinary and necessary. expenses for entertalnment may be deducted (1)
if they are directly related to the active conduct of your trade or business, or
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{2) in the case of such activities directly before or after a substantlial and boun
fide busiuness discussion (Including business meetings at a convention of pro-
fessional and business assoclations), if the expenses are assoclated with the active
conduct of your trade or business.

(b) Expense of business meals furnished to an individual under circum-
stances which are generally considered to be conducive to a business discussion
may be deductible, but so-called reclprocal meals are not. In determining
whether such meals are conducive to a business discussion, you must take into
account the surroundings in which furnished, your trade or business, and the
relationship to your business of the person to whom the meal is furnished.
There 13 no requirement that business actually be discussed.

As I sald before, neither Congress nor Internal Revenue has any intentlon
of curtailing legitimate business expenses. The law and the regulations are
Intended to allow such deductions.

The purpose of the law and the regulations is to curtail abuses in claims for
deductions on travel and entertainment which were unfair to millions of tax-
payers who do not have the opportuaity to clalm such deducttons.

Tegitimate business expenses for which a businessman is willing to submit
receipts or keep records as specified by the law and regulations will continue
to be allowed.

In the hope that this will help to reduce existing misunderstanding, I am
making this letter available to the news media. If you have any other sugges-
tions that may be of use along these lines, please do not hesitate to advise me,

With kind regards.

Sincerely,
MORTIMER M. CAPLIN, Commissioner.

Mr. CaprLIN. Senator, did they make available to you the reply
that we had sent to them on these letters? With the chairman’s per-
mission I would like for my reply to be inserted in the record.

_ (The Commissioner’s reply to the American Hotel & Motel Asso-
ciation appearson p.25.)

Senator SaaTrers. Now, I might say we have a whole file of let-
ters from practicallv every State in the Union, some from Connecti-
cut, many from Illinois, Kentucky, Arkansas, some from Virginia,
which complain about the adverse offect that these regulations are hav-
ing on their business. :

here are a few States that we do not have them from, but we have
them from most every State in the Union, and yolumes of them from
some of the States, particularly my State and California, what we
would ordinarily ca_jl tourist States.

I would agree with Congressman King that we want to stop abuses,

I started out by saying that, but I do not believe it was ever the in-
tention of this committee or the Congress at any time, in order to
catch a few to burn down the barn, .
. Further, I do not believe that it was the intention of the Congress,
in trying to eliminate abuses, to go so far as to frighten the business
communily and create an adverse effect on our general, over-all
economy at a time when we are trying to stimulate that economy.

These are the things that we are concerned about, generally.

Now, specifically, on this matter of receipt requirements, your regu-
lations re(flun'e retention of receipts for travel and lodging expenses
and? also for other expenses of more than $25. That is correct, is it
not

Mr. Caerin. That is right. That is an individual expenditure.
That is right. )

Senator SmaTaEFs. Right.

What I want to ask you is: To what does the $25 limitation relate?
Yousaid individual expenditures. Does that mean anything?
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Mr. CarriN. Let me give you an example. If you were to sit down
in a bar and have some drinks with an individual who is in a natural
business relationship, and the bill, not including the tip, did not
amount to $25, but &4.50, or what have you, then there would be no
receipt required.

Then if you later went to the restaurant down the street and had
dinner together and the bill was $22, even though the aggregate ex-
penditure was $46, you still would not need a receipt, inasmuch as
they were different expenditures,

It was a question of drawing the line some place between the so-
called de minimis rule, which was indicated in the statute, and the com-
mittee reports. We were trying to delineate what is de minimis.

Senator SmaTHERs, Originally, you had set the amount at $10 and
you later changed it

Mr, CapriN. That is right. There were some &)eople who felt that
$10 was a fair de minimis provision. You could spend any amount
that was fair, but, in terms of the language used in the committee
reports on what was intended in the delegation of authority to the
Secretary and his delegate—the example in the reports indicated
something like a cabfare or a tip—we felt that at that time $10 per
item was reasonable.

But, then, after discussing this with a number of businessmen, they
indicated they felt $25 might be a better rule. This was the sugges-
tion made at the hearings, $25, and we felt that was within a zone of
adecent rule.  We therefore went to $25 per item,

Senator SymAaTHERS. Let me ask you this: Do you recall anything
in the statute which had any limitation of $10 or $25 or anything of
that character?

Mr. CarLiN. No. If you read the statute literally, it would begin
at $1, Senator.

Senator SaaTHERS. Let me just read you what I think it says.
Page 35 of our committee report says:

Generally, the substantlation requirements of the bill contemplate more
detalled recordkeeping than {8 common today in business expense diarles. How-
ever, a clearly, contemporaneously kept diary or account book containing infor-
nmation with respect to the date, amount, nature, and business purpose of the
expense may constitute an adequate record under this provision.

We are talking about a diary.

Mr. CarLIN. Yes.

Senator Smarrzers. Not a receipt. What you are talking about is
Fetting a receipt whenever it gets above $25. 1If the man happens to
1ave a $25 cabfare during the day, he is supposed to get a receipt from
the cabdriver? -

Mr, CarrLin. No, I believe the committee report in' the next
paragraph—— C

Senator SMATHERS. Reading the rest of it :

Moreover, expenditures merely incldental to entertainment, travel and so

forth, such as taxicab fares, tips, and similar payments, will be deductible it
they are substantiated by such a diary— :

it does not say anything about receipts—
nccount book or similar record.
Then it goes on to say that: -
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The following example illustrates the operational requirements of this pro-
vision. The taxpayer establishes he traveled from California to New York on
business. He should retain receipts for his transportation and his hotel expenses
while in New York. .

Wehave all agreed on that.

However, expenses incidental to that trip such as taxicab fares, tips, business
lunches and so forth could be substantiated by entries in a diary.

Now, do you not agree that when you set a rule that says when you
oxceed $25 that you have got to have receipts from theé bartender, the
cab driver, or the restaurant man, that you have required sometfxing
that the statute does not require?

Mr. CarniN, ‘Senator, as I read this paragraph, the example of
where receipts are not required are references to taxicab fares, tips
and similar ga?'ments, and I would think they ‘would nofmally not
exceed a few dollarseach.

Senator SararrEms. Taxicab fares, tips, business lunches.

Mr. Caran. No. ' ’

As an example here about receipts, the committee reports say:

Moreover, expenditures merely - Incidental to entertainment, travel, ete., such
ag taxicab fares, tips and similar payments will be deductible if they are
substantiated by such a diary, account book, or similar record.

That is all that would be required today.

Senator SaaTHERs. Are you now saying that even if it went above
825, they would not have to have a recei};b?

Mr. CarniN, No. I will say this: That the regulations say that
for an individual expenditure of $25 or more, then a receipt is normal-
ly required. But there are two other provisions in the regulations:

31) That if a man does not havo the receipt, he can still get the
deduction through other evidence, such as evidence of someone who
was with him, who said this was expended.

(2) There also is a provision in the regulations that, if there are
circumstances where it would be difficult to get a receipt, that that,
too, would excuse any receipt requirement. ‘

Senator Saarners. Has any publicity been given to that particular
regulation? - :

fr. CarrLin. They were actunlly stated. They are right, in the
regulations. It all depends on how carefully they are read. I think
part of the difficulty, Senator, if you will permit me, is that there
is a misunderstanding of these regulations. I have asked lawyers
where could we improve them; what could be done and still be re-
sponsive to the con ional direction here. I have not got anybody
to suggest substantive corrections.

Senator SaraTrErs. I am curious to just get a direct answer ag to
whether or not you think the statute permitted you to put a limi-
tation of $10, as you originally did, or $25, or for that matter, any
dollar limitation, on this matter requiring receipts?

Mr. Caeun, ’i‘h_e»statu,te specifically refers to the elimination of

uirements for substantiation up to a& given amount. There is a
reference to a figure, reference to a line to be drawn, which indicates
that a figure is contemplated, 4 ,

Senator SMATHERS. at isthat? Iam curiousto see what that is.

Mr. Lamont. It is the last sentence of 274(d).
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- Mr. Capuin. May we have a copy of the statute, please? Thank
you very much. The statute starts off saying: :

No deduction shall be allowed ' ‘ _ ’
this is section 274 (d)—under section 162 or 212, under (1), and then
it says: ’ ' o A

(2) For any item with respect to any activity which is of a type generally
considered to constitute entertainment, amusement or recreation,

and I will skip.

(3) For any expense for gifts unless the taxpayer substantlates by adequate
records or by sufficlent evidence corroborating his own statement, (a) the
amount of such expense or other item; (3) the time and place of the travel,
eutertalnment, amusement, recreation, or use of the facility or.the data and
description of the gift; (¢) the business purpose of the expense or other items;
and (d) the business relationship to the taxpayer of persons entertained, using
the facllity or recelving the gift. .

Here is the crucial sentence:

The Secretary or his delegate may by regulations provide that some or all
of the requirements of the preceding sentence shall not apply in the case of
an expense which does not exceed an amount prescribed pursuant to such
regulations.

Senator SmATHERS. You see what you oave done, Mr, Caplin.
Where that sentence would seem to sugges. .hat you require less sub-
stantiation, you have interpreted it making it more stringent. You
have set an amount. You have said that there is a requirement to
have receipts for everything above a certain amount, that is not stated
in the statute.

The statute said you may waive even some of the requirements
that are called for in the statute. . :

Mr. Caruin, Senator, I referred to, just a while ago, the fact that
there are two other provisions in the regulations which would elimi-
nate theneed for the recei{,t,,

Don, could you pick those out in the regulations?

Mr. LasonTt. Yes; this is the question which puts it into the lay-
man’s language.

Mr. CapLiN. The question and answer booklet which you have
before you, Senator, on page 19, I think you might find this interest-
ing, question 21:

Is it possible to obtaln a tax deduction for an entertainment expenditure
of over $25 if a receipt is not pbtalqed. .

This is on page 19, sir. The answer is:

A receipt ordinarlly 1s the best evidence to prove the amount of expenditure.
However, it may- be possible to obtain a deduction for an expenditure of $28
or more, even without a supporting. receipt. The regulations provide that a
taxpayer who does not have adequate records to substantiate a deduction may
establish his right to a deduction by other evidence, such as a statement in
writing of witnésses containing sufficlent information. In addition, the regnla-
tlons provide special rules for cases where, by reason of the inherest nature of
the situation in which an expenditure is made, a taxpayer Is unablg to obtain
a receipt or where a taxpayer cannot produce a receipt for reasons beyond his

A z

control, such as a loss 6f the recelpt by fire, ficod or other. casualty. . o
. ‘Again, T think a lot of the criticism is because of misunderstanding.
. Now, the representative from the restaurant association met with me,
He pulled out of his pocket a little, tiny card that he had, and he said,

06747—63—8 o
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“I had lunch with somebody this afternoon. This is all I would have
to say, and I would be in full compliance with the rules.”

And he just wrote down four or five words.

Senator SmaTHERs. Is that what he said or what you said?

Mr. CarLiN. He said and I agreed with him.

You see, it is not required on the recordkeeping that it all be in
the diary, if correspondence, the normal records of the company would
indicate business relationships.

Then there would be no need for repeating this in the diary book.

.. Senator Saaruers, That is a point that I think would be helpful,
if we can make that very clear.
. What you are sayins, for the record, as I understand it, is that,
n point of fact, you do not have to have receipts for everything.
You do have to have some kind of proof, some kind of substantia-
tion, but you do not, even though you have a $25 limitation, never-
theless, there are regulations which you will let a tax?a er prove what
he claims would be a business expense without actually having to have
a receipt? )

My, Caprin. That is correct,sir. ,

Senator Saratuers. All right, that is very helpful. I do not believe
that many people understand it.

Mr. Carrin. Thave tried to make that clear.

Senator SyaTiters. Not at the present moment.

Mr. Carrix. Every time I have had the opportunity and the time,
I have made speeches to point that out.

Senator Syariens. et me just go to the next thing about this
degree of proof which you have got a regulation on. As I understand
it, your regulations on travel and actually entertainment have not yet
been published, is that right ? :

Mr. Carrin. That is right, the so-called substantive regulations on
defining what is directly related to the active conduct of a trade or
business and what is meant by a bona fide and substantial biisiness
meeting in statutory terms, . .

Senator Syrarirrs. So the only regulations that ‘e are talking
about now are just the regulations which pertain to the substantia-
tion, Those are the only ones that you have thus far issuedf.

Mr. Caprin. ‘That is right, sir. _ :

Senator Syratners. Did you read the article in the Wall Street
Journal of this morningt? ° PR

Mpr. Carrin. Yes, I saw that this morning. o

Senator Saratrers. Do you think there is any justification for the
article which throughout implies that {ou are going to write regula-
tiong that are much more striet, even, than businessmen thought they
would be? : C

Mr, Carriy. Iwouldsaythis: . .

That we would have no authority and we have no intention of
making the regulations stricter than what Congress intended. Now,
what I think the Wall Street Journal had reference to was to what
the state of the law is today, the fact that many people do not under-
stand the state of the law. , , o A ,

The{} referred to a particular decision, a recent decision of the

seventh circuit, on the deductibility of wives, and they indicated that
3 I&m ?'breople‘ do not understand the whole issue of when wives are
eductible. .
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Isaw that article and thought it might come up and brought copies
of the opinion that they were referring to there, which indicates
just what the law is under the old provision. Remember, section 274
merely narrowed what the old law stated. That is what I think they
had reference to: That as the searchlight focuses on this issue, the
gmblic at lm&ge will become aware of certain rules and regulations

hat they had never been aware of before or never focused on before.

The tax experts, the accountants and lawyers in this fleld, they
agpreoiate this. But the average individual, unless he has this sort
of advice, may have limited understanding.

Senator Saratuers. The thin§ that concerns me—and I am sure
it concerns you and everybody else—is that, while they may not have

reviously understood it, what you are saying is the law has always

een tough on it; they, nevertheless, have been making the trips and
going to conventions and things of that character which had the net
effect of providing jobs and keeping money in circulation, whereas,
suddenly, they are now afraid to doso.

So what you are, in essence, saying is that the law will not be sub-
stantially changed, in your judgment, from what it used to be?

Mr. CarLiN. Not so, sir. There are certain areas of the law which
have not been changed, but there are other aspects that have. -

For example, the Congress focused on the question of the relation-
ship of the expenditure to the production of income. The new statute
now says that the expenditure must be directly related to the active
conduct of a trade or business. This was an effort to cho;;‘oﬁ some
gf the extreme situations which had only a remote relationship to the

usiness. ,

And, of course, both the Senate and the House differed on the ques-
tion of good will. C

You recall that the House, in essence, had eliminated practically all

ood will. The Senate attempted to restore a good part of it, and in
the conference the position was reached that the general good will
entertaining would be permitted if it were immediately preceding or
immediately following a substantial and bona fide business meeting.
This is what is in the statute today. ‘ e

Senator Smaruers. Right. . N '

Let me go on here with this degree of proof. In the matter of
substantiation our statute requires taxpayers to substantiate time,
place and so forth, as you read a moment ago. :

Mr, CarniN, Yes: - - -

Senator SmaThers. And then—— . ‘

Mr. CarrLiN. -Business purpose and business relationship. -

Senator SmaTHERS, Iam going to read our statute:
by adequate records or by sufficlent evidence eo‘rrqborgtlng his own statement.

We even said in our committee report, and I quote: o

That 8 clear, contemporaneously kept diary or account book containing informa-

tion with respect to date, amount, nature and business purpose of the expense
may constitute an adequaté record under this provision, . ‘

Your regulations impose detail on top of detail, and then tops it all
off by rergigagring 8o mggﬁe proof that,I;n my humble judgment, the
taxpayer must prove his case beyond & reasonable doubt.” - L
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.. It seems to me that is a judicial matter of criminal law and not
tax law. There are some who feel that the use of such terms as you
have in your regulations, as you have added on to what we did, the
yords “clear proof,” “high degres of probative value,” that is a
phrase you haye used, “level of credibility,” that is another phrase,
and “highest degree of probative value possible,” becauss of the ju-
dicial connotations and overtones, it seems to me and others that
phrases have o part in this administrative function. _

_That is for the courts. You impute'to every taxpayer guilt at the
outset, which I do not think you intend to do. You say that in sub-
stantiating his entertainment that he has to have the highest degree
of probative value (i)ossible, he has to have evidence which estab-
lishes clear proof, and so on. . ,

Now, this ordinarily frightens a businessman to death, because he
does not want to have to try to prove everything, sit down and say,
“On such and such a day, I had lunch at a certain restaurant in New
‘York, Hartford, Atlanta,” or wherever it was, and then meot this
highest degree of probative value possible to justify his deduction.

at would mean he has to get all the people in order to obtain a
statement from them, That frightens him. ,
* Mr. CarLIN. Senator, I believe there is a great deal of misunder-
standing on that. ‘

Senator SmaTrers. All right. 4

Mr. Capuin. As I mentioned just before, the regulations are illus-
trative. They say that a receipt, for example, would have the highest
level of probative value. But if the man did not have a receipt, he
could have all this other indirect evidence of having somebody else
come in, in lieu of even a record. o ,

Now, at the time of the debates on the floor, you certainly were
very clear on this as to what was intended when you said:

The bill requires the taxpayer who claims a deduction for entertainment
expenses—or for travel or gift expenses—to clearly establish his right to the
deduction by proof other than his own statements which may largely be self-
serving. He must claim and prove the amount of the deduction. He must
show the circumstances under which the—

Senator Safatrers. That is what X said ¢

Mr. Capuin. What you said. (Continuing with the quotation)—
under which the entertainment occurred. He must identify the person enter-
tained and must show the business relationship between that person and a
trade or business. - C

This is on page 17001 of the record. I think this is an example of
the congressional thinking at the time of the legislation. '

Senator SmaTrERs. I remember that statement. Senator Javits
had asked me or Senator Kerr a question; as to whether or not in the
entertainment or in the dinner which followed a business meeting
there was a time limitation. I think that is how that debate on that
particular matter started out. _

... The question arose, then, as to whether or not there was—or they
had'to immediately get up from the business conference and go to
ung_h_q_nd, then come back. The question really involved was as to
vhether ‘or no;,!;llxe'y,ghad'to talk some’ business at that particular
Yuncheoti ‘or that ‘dirner, ‘whateyer the case was, surrounding their

31 )

general business conference. -
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Mr, CarriN. I do not recall ‘'whether or not the other part was in
the discussion. My recollection was that this related to the quantum
of proof that wasin the mind of the draftsmen. . , ‘

enator SMATHERS. If a taxpayer could establish the fact that he
had a meeting with a legitimate and proper businesg client, or several
clients, and they had met from 10 o’clock until 12 o’clock, & man who
is talking to salesmen from various companies, and then goes across
the street to the 21 Club in New York, or whatever the club is, and
has lunch and that luncheon exceeds the amount of $25, what kind of
proof does he have to have? N _
" What is the minimim amount of proof he would have to have in
order to charge off that luncheon to business expense? - A

Mr. CarLIN. You say the “minimum.” I would think that he
would come ih without any records at all, _

Senator SmaTrERS. He could come in without any records at all$

Mur. CarraN. Without any recordsat all,

Senator SmaTaers. With respect to that lunch ¢

Mr. CarLIN, That is right,

Senator SyaTHers. And Internal Revenue would allow him——

Mr. CarniN. The Internal Revenue would question him why was
this claimed, assuming this item was segregated for audit, and he
would say, “I have no records.” ‘ S

At this point you wonder, well, what did Congress do about this in
the 1962 legislation, ‘ .

1 dNow, it would seem to be contrary to the legislation to permit that
eduction, ' ‘ ) ’ . ’

Nevertheless, we felt that there ought to be a safety valve in 'the
regulations, and if this man can demonstrate by his correspondence
that this'is'the person he entertained and he had somebody coming in
saying this was a customer and this was the amount expended, we
would accept that. ' -

Senator Smarrers. In other words, if he had a diary record, that
would be sufficient? R A ‘ o :

Mr. CapriN. Yes, sirj with this corroboration through his statément
and someone other than himself. It would require more than his own
statement, because I think throughout the legislative history that the
Congress did not want the uncorroborated statement of the taxpayer:
This was the evil under the Cohan rule, This is the difficulty we have
in the real extreme ‘abuse cases. A : ,‘

Senator Smatners. In other words, then, you are _sayin%—fand X
hope you are saying; I think it would be fm pful to get this péint
olarified—that & taxpayer does not have to have, even tliough you
use the words “highest degree of probative value possible,” that does
not really contemplate the taxpayer brinlg'lng in-what would be thé
highest degree of probative value possible from all the people who
- were there or some statement from him or from the owner of the
restaurant that the man was there with 15 businessmen § .

Mr, CapLIN. That is right. ' o S

Senator Saaruers. “I ovetheard him conducting some business
transaction.” Youdonotcontemplatethat? = S
. Mr. Capuin. No, they do not contémplate that at'all. =~
. Senator. SmaTHERS. You contemplate ‘s diary® -

PP . PV . 4
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~ Mr, Carrin, The normal pattern is a diary entry or some other busi-
ness record entry. ,

Senator SmaTrers, How would a man make some other business
recordé I am justcurious about that. o .

Mr, Ciprin. Well, his secretary might have a record in his appoint-
ment book that he had lunch today; it would not be his diary. Or
maybe correspondence that they had. This would be evidence that
they had this meeting. : L

, Senator SmaraERs. In other words, what he needs to do, in addi-
tion to %vettmg a diary, his own statement, he needs to write a letter
ttg (i)l;g'g the men and say, “I am glad that you were at the luncheon

ay L .

Mr, CarLin. He doés not have to do that, We are saying what
would be a substitute for the diary—if he did not keep a diary, or if
he had overlooked keeping any records. °

Senator SaraTuERs. Are you saying a diary is sufficient?

Mr, Carnin. A diary is normally sufficient.

Senator SMaTHERS. “Normally sufficient §”

Mr. CapLiN. Normally sufficient. . ‘

‘iskenator Saratuers. I think that would be very helpful to get that
out. ‘

Mr. CApLIN, Yes. e

‘The CHarrMAN. At this point I would like to ask a question. We
are talking about food. at about drinks? :

Mr. CapuaN. Food and drinks are in the same category, Senator.

: T({l;a CrARMAN, Suppose they did ‘drinking and did not eat any

00 ‘ - o3 3 Lo gt

Senator Gore, Lots of business would be done. ' _

, Mr, Capriy, Let me say that line-drawing in this area is very diffi-
cult, and I think this was reallf ‘the reason why the President origi-
nally recommended the total elimination of the deduction. It gets
so illogical at times, I ' :

The CuAmaaN. I am constantly invited to‘;i)arties -and they do
ﬁot pa,\ae z;,ny food there. Can you separate food and drinks? ‘What

oyoudo e a ' o
~ Mr, Carrin. We do not make an effort to separate food or drinks,
and/or drinks. In other words, business might be conducted at purely
a drinking session, two people sitting down and discussing a business
deal over a couple of glasses of bourbon. I would see that this might
be conducive to business. o ;

‘Senator Gore. Itsureis. . o
.. The Caamman. Suppose you had a big one, a number of people!
.. Mr, Carran. The general indication is in this committee report that
these general cocktail parties would not be deductible. The only time
they would, would be if they immediately freoeded or followed a
substantial and bona fide business meetgqﬁi. think there was an ef-
fort to draw a line there, to do away with this general entertaining
which ischarged tothe taxreturn. ~ . =~ . . .
.. Senator WiLrrams. , What does that do to the cocktail parties that
the Embassies and the State Department havet ,

Mr. CapuiN. Iam not familiar with them. = _—

‘Sénatér Wirriams, Do they charge that up to Government expense?

Mr. Carrin, I am not really familiar with them at all, Senator.
T ussure you we do not have them in the Treasury Department.

!
!
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?genator Gore. That is subject to appropriation by Congress, is it
no

Mr. CarLin. Yes, that isright. »

Senator BENNETT. No, not directly. We give them an entertain-
ment fund, and they spend it the way they please.

Senator Gore. You get a representation out of them,

Senator TaLmapon, They do not fils a tax return.

Senator SytatHERs, Mr, Caplin, with respect to tlie diaty, and the
degree of proof you people are going to require, as I understand i
you have said that the agents can accept, will accept or are instrie
to accept.as the highest degree of probative value possible, a diary
plus some other letter or statement, of substantiation of that diary. - ..

That meets all the criteria which you set out$ )

Mr. CarriN. Of course, we have not covered the $25 receipt tule.
When the item exceeds $25 or more, they would normally anticipate
that, there would be receipts available. If there were not recdipts
available under those circumstances, then they might attempt to verify
that expenditure. They might accept the man’s word completely,
based upon his overall pattern, . .

' Cer(;amlhy if he had receipts for everything and missed one or two.
I feel confident that the reasonable agent, the average agent, v.voul(i
not expeot every single item to be fully supported by a receipt, if the
overall pattern is a good one. » :

Senator SmaTHERS, Suppose that he had a credit card or something
of that character. What, in addition to the ¢redit card and the state-
ment as to what is on the credit card, would he need, if he were enter-
- taining after he had done some business and closéd a $50,000 deal.
Let us say they all went to lunch, and he spent $26.50 for lunch?

Mr, CarLiv. I would say ghat,‘ normally, a credit card plus a diary
entry wonld be all that would be required, -

- Senator Samatners. Do you think that would meet your standards
here where you say : : ; :

The highést dégree of probative vallie porsible uhder the ¢lrcumstances,

Mr. CapLiN. That is taken out of context, Seniator. I would liké
to take that.regulation. That F.h‘tase 15 ised only wheh a particular
itomn 18 given 48 an example. It id used ih'a phrase about “substantia-
tion in exceptional Qnicumgtancqsé’ L , o

“To puat the whold thing in context, it says: = = .

If a taxpayer establishes thaf, by reason of the inherent nature of the aitua-
tion in which an expenditure was made, (1) he was unable fo obtaln évidence
with tespect to an ¢lement of thé éxpenditdré which conforms fully té the *‘ade.
guate records” requirementd of subparagraph 2 of thik paragraph: (i) he 1s
unable to obtain 4yvidence with respect té such elemeint which conforms fully
to the other sufficlent evidence requirements of subparagraph 8 of this para-
graph; and (1ii) he has presented other evidence, with respect to such element,
which poskesses the highest dekzfe of probative value possible under the efreum-
stanced, such other evidende shall be considered to satlsfy the substantiation
requirements of section 274(d) of this paragraph. ‘

In éther words, I think this wag an effort to Be as leniént as we
felt wo ecould be, and still tiot be inconsisterit with the statute, 'No,
1, we were agstithing that you ‘d6 not have adequate records. ' No. 2,
wo were’ assutiing you -0 not dven have other sifficient evidence.
Nevertheless, we aré willing to aceept the highest degres of propt
that you have available under the circumstances. e
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'i T cannat tHink of a better way to approach this, Senator, more
reasonably. .

Senator McCarty. George, could I ask a question ¢
;' Senator SMATHERS. Yes, sir.- ' ~ )

Senator McCartmy. I just this weekend attended a Minnesota

newsfapennen-’s:asswiation, convention. I looked at the program,
and 1 noted that the dinner at which I spoke was sponsored by the
Northern Natural Gas Co. Every luncheon and eévery dinner in the
8-day period was sponsored ; one, by the telephone company; another,
by the railroad. ' ,
. _How would that be treated for tax purposes? Someone from the
Natural Gas Co. got up and said, “I believe in Minnesota.” This was
before the newspapermen. Is this a deductible expense? There is
no business transactéd. Is this advertising? How would that be
handled? Iam surethey are deducting it. .

' Mr. Carran. I donot know if I can give you the definitive answer on
that, because we have not completed the regulations. But from the
way you describe it, I think it might fit into the pattern of entertain-
ment following a substantial and bona fide meeting, .

- Sehator MC%AR’I’HY.’ It was not a gas companies’ convention. It
was & newspapermen’s convention. The gas company came in from
outside,vl%v invitation, I assume. They had a cocktail hour before-
hand. Whopays? Who deducts?

'Mr. CarraN, Well,I would— ,

Senator McCartHY. What is goihg to be the case now? I am
sure that in the past this-would all have been deductible, _

- Mr. Caruin, I believe that that will wind up as being a deductible
expenditure. - , - ) :

. Senator McCartaY. Do you think it should bet

Mr. Caprv, X can see qustiﬁca_tion‘ forit.

Senator McCarray. If they paid for a dinner at the Democratic
or Republican State Convention, it would not be deductible. They
would not be as much. concerned with promoting good will there as
at-the Minnesota Newspapermen’s Association—— o
. Senator Tarmance. Of course, presumably, there would be some
Jbusiness conducted there, but there would be no discussion-immedi-
ately prior or immediatély subsequent, - o

Mr, Caprin. Mr. Lamont is here from the Chief Counsel’s Office,
and he is working on the regulations. He will certainly take note
of your comyment. Lo ‘ - By
_ Senator McCarray. Do you think there is any changef I do not
necessarily want them taxed on it. What I am concerned about is
that T am sure they have been deducting this sort of expense in the
past, \ : , o

Is there anything that you contemIplatxa by way of new regulations
that would deny it to them now? I do not know whether it should -
be denied or should not. N .
o.-Mr. Capran, 1. will say-this is something that we are giving con-
sideration to right now, the whole problem of the businéss-discussion
by members of a partnership or members of an industry, - '
.Senator McCartay. How would you get to the intent of Congress
orlx.gﬁs? question, for example! Do you think it was ever contem-
p a ) . o . . Lot -
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- Mr. CarrLiN, It may not have been. - You touch on the most difficult
of problems. . ‘ : : . ’ :
nator McCarray. What doyoudo,thenf . - »

Mr. Carrin. This is one of the most difficult jobs of adminstration.
It is one of the most difficult jobs that the courts have in interpreting.
Of course, what the courts say is that we are trying to find congres-
gsional intent, had Congress thought of the problem. What would
Con have intended had it specifically thought of that problem?

This is what the courts usually say about it, in trying to.interpret
a statute, based upon the whole flavor of the legislative history.

Had they focused on this particular problem, what do you think
thgy would have intended { : !

hat is the way the court probes for the congressional intent in
this sort of situation. It is very difficult for the Administrator under
these circumstances. He tries to make a good faith effort to fit into
the pattern.

Senator McCarrry. Has any thought been given to the approach
of allowing a deduction in those cases of expenses which would not
have been made if the man had not been in business? This is kind
of coming at it another way. I am sure the expenses in this case
or even more limited entertainment could not have been made if it
were not that the natural gas company is in business,

It seems to me that what you have to do in this case is to set up some
fences around the edge, and then try to judge the area inside, instead
of coming at it straightaway, the way you do now, and determining
particular intent in almost every action on the part of the taxpayer..

., Mr. Carrin. I do not know whether I have %iven ‘you the wrong
impression as to what we intended to do here in thesé new regulations.
We are deep in the middle of them right now, and we are hoping to
have them published in tentative form by the end of this month.

At the same time, on the administrative side, Senator, I do not
know whether you are familiar that—although it was not specifically
authorized in the statute—we instructéd our agents to allow a 30-da
familiarization period with these rules and regulations on record-
keeping across the board; and not to require, in essence, anythin
different from what they did before. Woe also allowed a transitiona

eriod up to 90 days for businesses which were éncountering difficulty
in printing forms and changing their programings.

he effort has been to be reasonable, to be decent and fair. If
there is any place where we have stepped over the line, I would cer-
tainly be most anxious to face up to this, and, if it is justified, to
face up to the desirability of making a change.

We try to reach as many elements of the public as we can. Every
comment we received was briefed on a card and was taken into con-
sideration. We did not enforce time limits. If the letter came in
8, 4, or b days later, we still put it into the hopper and gave it con-
sideration, . ‘ : o

Senator Tarmapce. Let me give you a question nearer home. All’
of us feed constituents from time to time. Isthat a deductible item?
I am talking about Senators and Congressmen. Our business is win-
ning votes. 1s that deductiblet? o - .

96747—63——8
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Mr, CarraN. My initial reaction to this Senator—and we are talk-
ing about food—is that lunching with a constituent would fall within
the ambit of the business meal exception. That is in the statute.

Senator BExNETT. But suppose your wife is one of the parties{

Mr. CarLin. Now you get us into one of the most difficult problems
we have, and that gets into this Wall Street Journal article.

Senator TaLmapae. Some of the wives are more capable of win-
ning votes than we are, .

énator McCarray. One of your agents told me last year that if
it were a constituent, you could deduct it, but if it were a bureaucrat
you were trying to influence or somebody from another State, yon
could not deduct it.

Senator SmarEers. That is what I have been told. )

~ Senator McCartry. If it were a constituent, you could charge it
with isntentions. If it were somebody else, you are trying to represent
our State.
y I thought there was an element of contradiction in what was allowed
and what was not allowed. . .

Mr. CarriN. I would be interested in your advice on this, We had
discussed the advisability of setting in motion a project which would
sketch out a Congressman’s entire tax picture, all the variations and

chm:lges.
I do not know whether there would be any interest in having such
a document available. _

Senator BenNeTT. There would be a great deal of interest. You
might get some suggested improvements in it before you got through.

Mr. CarLiN. Yes, I am sure we would, sir.

Senator Gore. Mr. Caplin, in your interpretation of the statute and
legislative intent, you have been aware, I take it, that the conference
report made sufficient changes that the report of this committee could
no longer be interpreted as the leﬁislntive intent?

Mr. Carran. Well, yes. We have been trying to reconcile both the
House, and the Senate, and the conference committee reports.

In certain instances the conference adopts the House provisions.
In other instances it adopts the Senate. The so-called good will pro-
vision was ado;])ted only in a narrow area immediately preceding and
immediately following the substantial and bona fide business meeting.

But there was a lot of language in the Senate Finance Committee
report which was not accepted in conference, because it was excluded
in the agreement,

Senator Saratiers. Mr. Caplin, let me direct your attention a
moment to this travel provision. ‘

Senator BENNETT., Before that, I think I would like to talk about
that problem, but there may be one other question here. Mr. Caplin,
suppose an employeo satisfies his em(yloger that_his entertainment
expense of a dinner was proper, and then the Department comes
along and the Service comes along and upsets it and refuses the
employer the deduction. , ‘

ould they then add that to the emplogee’s income and expect him
to pay taxes on the money that he received from the employer because
the employer has reimbursed him for something which the Service
says isnot deductiblef
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Mr. CapLin. Just to put that in a little different setting; let us as-
sume that the exgenditure is not & deductible one inasmuch as the em-
ployee is engaged in an activity which is not directly related.

t might be general goodwill entertaining under circumstances
which would not be deductible. )

Nevertheless, the employer tells the employes, “Here is $50 or $100.
{'wm,\,t you to go out and entertain this fellow and give him a good

ime,

Isthat right? )

Senator BENNETT, No, that is not what I am thinking of. In the
normal course of his business an employee turns in an expense account.

Mr. CarLiN. Yes. : \

Senator BenNeTT. Turns in a diary, and the auditors of the com-
pany look at it and okay it, reimburse ilim, but then the revenue men
come along and look it over and say, “No, this we cannot allow.”

Then what do you do with the employee?

Mr. Caruin. 1 would say this would be an extraordinary case, be-
cause the normal pattern will be to lean on the employer-employee re-
lationship; and, a8 long as the employer is setting up a reasonable sort
of audit procedures, we will accept that. Now, if there is a pattern
which, on audit, raises the suspicion of the agent—and he now says
this is not an allowable deduction as a result of his investigntion——l
think, normally, in that situation it would be a denial of a deduction
to the employer, as opposed to additional income to.the employee.

Now, there could be circumstances where this is intended as addi-
tional compensation, and there could be circumstances where this could
be income to the em(i)loyee. But, generally speaking, I think it would
be a denial of the deduction to the employer and not income to the
emg»loyee.

enator BENNETT. Thatis fine,

Senntor SmaTHERS. You have got five sections in the regulation
which have to do with includibility of income, and, as I remember our
committee report—and I do not think it was changed by the confer-
ence committee report—we said this:

Since the only purpose of this section is to disallow deductions, it will not make
deductible any expense which Is disallowed under the ordinary and necessary
test of present law. Moreover, this section does not affect the question of the
includibility or excludibility of an ftem in income of any individual. ‘

Senator Gore. Is this the Senate committee report you are reading
or the conference committee{ -

Senator Saatuers, This is our committes report and it was not
changed by the conference report.

The rules presently applicable under present law will ‘continue to -govern in
this respect. . .

This is an area, again, where I say I wonder whether or not you
have not exceeded in some respects the authority which you have, I
know that we gave you a lot of leeway but after we said specifically
that in no way will the rules be changed with respect to excludability
or includibility of income, you issued five sections of regulations
which do that. o . y

Mr, Caruin. There is no such intention, Senator. There must be
some misunderstanding. There is no intention at all in these regula-
tions that are before you to have any impact on includibility. %?hat

A
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iw something which conves up under’ thé general section 61 of the law,
on the issne of whether you have gross incorae, ‘ S
Senator Suatrers, - Is not the fact, as the Senator frorn Utah tried
to bring out;'that, if I were liead of some company, had an employee
who worked for me, and I sent him to Chicago to transact a business
nntter for me, and he stayed there a week and accomplished the job.
Thereafter he stayed on another weéek to visit his relatives or his
mother or whatever he wanted to do, under present regulations I am
not permitted to deduct any longer that totai) cost of his— ‘

- Mr. Carrin. Travelf - ‘ -

Sénator SaTaers, Histravel back and fortht = S

Mr. CapriN, We have not drafted those yet, That is in the next
batch of regulations to bé considered, and, 6f tourse, you have refer-
ence to the statutory provision which sets up an entirely new rule.

- Senator SmaTHERs. ‘Let me just finish asking the question. Do you
not already have regulations out which say that if any portion is dis-
allowed'this individual will be required to consider it as income?

' Mr. CArLIN. No.sir, we'donot. e

‘Senator SmarnErs. Mr, Vail, what about that?
«Mr. VAL, Tinterpret these regulationsthat way.
Senator Sxtaaers, Which tway # : ,
Mr. Vam. He has to include this amount- which is disallowed as a
deduction -under this bill in the income of the employee. I think we
ave you an example there of the disallowed travel expense where
there has been an allocation of travel expense under this bill.
- Senator Suataers. Right. ' S
Mr. Van.. Where the regulations require the disallowed portion of
the travel expense to be included in the income of the employee. -
Mr. Caruin. In our old regulations, 162-17, we have a provision
which relates to situations where an en’}g}()yex‘ may be paying some
personal 'exdpénditure of the employee.  The employer is paying a per-
sonal expediture. Under those circumstances, if this were unrelated
to the business, the old rules would treat thi as iIncome. But there was
no intent in these record-keeping regulations to approach the problem
that the Senator is referring to'about splitting that travel transporta-
tion up and treating part-of that as income. We do not yet know
whe%her’, under the substantive regulations, we are going to reach that
~- Mr. Vamw. I am reading from subsection (g) of the regulation:
For purposes of this paragraph, the term “business expenses” means ordinary
and necessdry’ éxpensesg for travel, entertainment, or gifts which are deduetible
under section 162 and the regulations thereunder to the extent not disallowed
under section 274(c). Thus, the term “business expense” does not include
personal,*lving, or family expénses disallowed by section 262 of travel ex-
penses disgllowed by section 274 (c). :
b .%‘xlnd lt)l,i? section 274(c) was one of the provisions that was added
is bill. . . o :
: ySenabor Smaraers. Mr. Vail concludes that this would not change
in any way existing law. ‘Would you care to comment on that? ;

" Mr, Carran. This is not intended to do that. Of course, we havé
not published our rules yet on this travel issue. When théy ‘come
out, thig particular problem that is‘being 8 ed will be faced;
but we have not reached the decision yet on the question. o
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Mr. Vain, Let me finigh this: Coen y o
and reimbursements for such expeaditures. SRR
Thisistho 274 (¢) expenditures, -~ - =~ =
MF. Capriy. That does not refer just to Section 274.
~ Mr. Van, (reading). T
Thus, thé term “business expenses” does not include personal living or famlly
expenges disallowed by soction 262 or travel expenses disallowed by section
274(0) and relmbursements for such expenses. Such expenditares must be
reported as income by the independent contractor, AT
" Mr. Carrin. We are talking about the independent contractor as
opposed toanemployee. -~ '~ . . - N
‘Mr, Vaw. If you go to (1), you Liave an eniployee. You come down
o) B e - sxlss o Yeswondin
_ Mr, Capran, As I'said before, there may b circunistances' where
something is' in the nature of compensation. For example, if an
employer. paid for a suit of clothes the employee bonght whils ¢ri &
business t,ng, that would certainly bé‘t:‘dpxpénsat{on. IR
" Senator Smarmers, That is true undér present lawt
‘Mr. Capran. That is right.. And, incidentally, it is very difficult
to phrase the drafting of this section without referring to other pro-
visionsofthecode. . . S
Senator Rsicorr. Will t]iéSénatdr{ieI&‘?‘ e
Let us get a’specific example. "I think one of the reasons this is
80 good, because 1t simplifies, instead of generalizing. Let us assume
there is a convention in Miami, and & man who works for the Hart-
ford Insutniice Co. goes to that convention. The convention is 1
week. The round trip air fare from Hartford, Conn., to Miaini would
be $300. ‘Now, the convention is a week, am{ thé man decidés, since
he is down_there, he is going to take 2 extra’ weeks’ vacation. ~ : ¢
- "He would not have taken thé vacation if he was not dotm to'Midmi
at"a convention, which is legitimate. So he goes up to the:proper
officor and' the {ravel desk at the insurance company. will buy him
and give him & round trip-ticket of $300. 'His expenses in Florida
for 1 week nre paid for by the company. ‘There is no question about
that. - He stays 2 imore weeks, and he p:fé‘ this put of hid owil' pocket.
“Undet' the gre'sent time you would only allow $100 to the ¢company
to be deducted because he stayed 2 weeks himself, éven though the fare
was $300; i8that correct? - R Co T
" Mr. CapriN. We have not publishéd & position on that. " Literally,
reading the'statute the way it is written now, wn think that is 4 result
that could be reached.’ But we are very much disturbed about that

result. : : . .
“ Senator Rmrcorr. Thatis probably what distarbsyou.
* Senator SMaTnens, Greatly disturbsme, ~ ¢ 0
- Mr. CarLaN. Thatisright.” : S e
We are very much concerned about that. Our tendency’ t,b(_lg]‘i'-:'-\-
and, remember, I have to confer with the Secretary about this—is that, -
if this employee does not control that corporation, bt is just an ern-
ployes who has been sent down there to thé convention, we wonld not
attribute extra income tothat man. =~~~ - i e
. Senator Rmicorr. It is two things. That goes with Senator Ben-
nett’s que.stlon.,;' DA R R P N

i
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Mr. CarLiv. Yes. - AR R

Senator Risrcorr. If you allow this to the insurance company, then
this becomes, this $200 becomes, income to this man that Senator
Bennett is talking about, too, .- . o

Mr. Carrin. Under this coricept that wé are talking about, it would
be deductible to the company, because they wanted ium to go down
‘there for that trip,and they paid his fare. : '
~"Senator BENNETT.. You méan the whole $3008 .

Mr. CaprLiN, Yes; the $300 would be deductible; and my personal
inclination at this time is not to tax the employee where he has been
sent there, and he isnot in control of this corporation.

. Senator. McCartHY, What if he were se f-‘emﬁloyedi

Mr. CarLin. Self-employed, he would fall right under the statute
precisely. I think he would be denied the deduction. S
- Senator McCarraY. An independent businessman, who would do it,
would bedehiedit? _ L _

"Mr. CapLin. He would lose two-thirds becauss of the way the statute
is written today. If the trip is for more than a week, and 25 percent
or more of the time is on a frolic of his own, then you must prorate
the travel expenditure for deduction purposes. , ,

Senator Satarmers. This was something that got into the statute,
I think, very unfortunately. We ought to have Mr, Stam tell us
how it got in there. I subscribe to the theory that apparently Abe
subseribes to and others, that if a man goes to Chicago to perform
& business transaction, -stays there 1 week, makes $50 million for his
company, but the next week his mother gets sick, so he stays on
another week. The next week she'dies, and he has to go to the funeral.
Under the statute, if you interpret it as you indicaté you may interpret
it, he does not, thereafter, get even to charge off the expense of his
txfipdout there and back, even though he accomplished a great deal of
good. . o ,
. Now, when you talk about “frolics,” there are a lot of other things
that can happen with a fellow. He can go to New Orleans and visit
somebody. and not necessarily have a frolic. If the trip is justified
in the first instance as a business trip it seems to me that the full
travel expense should be deductible. I feel the law we passed last
year on travel allocation should be repealed. : .

Senator WmLiams. I do not think Congress ever intended that.
I would like to reverse that example. L C
~ Supposs the man leaves Connecticut and he goes to Miami for a
ngwhg?_vacatipn .he i3 down there about 8 days, and his company
calls him up and says, “We have got to cut your vacation short;
come back.”  Does it go on the expense account then, because you have
reversed it? e went on a clear vacation, and the comﬁany calls him
back, so he comes back then, by this line of reasoning, he would then
goback on an expense account. . .

1 Mr. Carpiv, é)gnator,_ just one moment.  You know the statute, as
drawn, went right to this problem, ‘ : .
., Sengtor Smarners, Iagree, .
"Mi, CapLiN. And it was very specific.
_..Senptor Saratrers, I agree. » o
Mr. Carrin. Idid not participate in'these decisions,
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Senator Smaraers. I am going to have Mr; Stam tell us in a minute
how it happened. ~ N ) ) ¥
_ Suppose § man js doing a radio business in Hong Kong. "He goes out
there by jet aircraft in 8 hours, gets the work done in a week and then
decides to stay on, maybe has a vacation for another week or 2 weeks,
Then, of course, the company can only deduct one-half or one-third
whichéver the case may be, of the travel expense. That which is not
deductible is considered income to the individual, - . A
But the same individual can go on a slow boat, have luxury treat-
ment every night, drink champagne, and eat the best food on his way
out to accomplish this business. It takes 12 days to get out there and
12 days to get back, and that is deductible.- :
The thing just does not make sense, - . C .
Now, Mr. Stam, why do you not, just for the record, tell us what
you remember about how this thing came about, because I remember
making a very specific objection to any kind of an allocable deal with
respect to the travel to a convention, For example, the AFL-CIO
in Miami have it every year, they go down there and they work, I
think, a good deal of thetime, .
But then some of them will stay on,as Abe pointed out, .
Then they say that they cannot, have even their trip down and back
where they really did do some good, where they did work hard, and
where it would be totally deductible, I do not see how just the mere
matter of putting a time limitation on it and saying if the fellow did
have any pleasure, therefore, he did not do his work, and you, there-
fore, take away from him this legitimate deduction. .
I donot think it is the right principle.
Mr. Stam. Imight say this: A o
When the matter camé up in the Ways and Means Committee, there
was a lot of opposition to cutting down the amount spent for travel,
because the purpose of the travel was, certainly to attend a business
meeting, and the fact that thé man stayed after that on'a vacation, the
point wvas it should not affect the expenses that he had for travel.
" The Treasury Department—I do not think, Mr.'"Commissioner, you
were in on that—the Treasury Department insisted on this proration
rule. The committes refused to accept it. Now, when the matter
came before the Finarice Committee, I think there was an amendment
offered by Senator Kerr which took sort of a modified Treasury posi-
tion which said, in effect, that if you stayed more than 1 week beyond
the convention, say, and 25 percent of the time spent, more than 25
percent of the time spent was for personal reasons, that you had to
adopt this prorationrule. . - coT
_ I think the Finance Committée folt that this was some lenfency
from the Treasury position. But I do not think you really under-
stood exactly what the effect of it would be, .
_ ' Senator SyatHers. L4 satisfied we did not. L
" ~Seniitor BenNerT. I would like to raise another question,
' We ?;‘Q;taklngftlus. fellow back and forth to Miami a lot. Let us
,take him down to Miami. ' Say ho goes down' for a buginess conven-
tion; 1ié' stays a week and thé convention is held ‘during the week.
Then he makes an arrangement with his employer that he wili'stay
over into the'next week and call on 'Joe Blow, o customer, but he has
got to wait a full week before 1ié can see Mr. Customer, sb ho has thé

A\l
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tims in between and has litosel£ & on he goes and calls
on his customer, and then after ano her week he ds there is another
customer who should be called u T
. .In other words, are we not Eea(xlng to the point ‘where this is'a httle
ridiculous, where a man can, y this kind ¢ ﬂnaglmg, get himself off
of this kind of a hook? -

“Mr..CaruaN. I do not know what you would do if you were Py ]udfe
with that case, Senator; but I think, knowing courts, that man
have a ﬁnetty tough time in oonvmemg & reasonable judge th this
‘was really bona fi

~Senator Bexngrn: -In other. words, he should go baok to Hartford,
and then go back to Miami a week later?:

Mr, CapriN. This ig really an. extruordlnary sltuatlon A

.Senator Bennerr. It is not extraordinary. You go in and try
do business with & man,-and he says “All r ht, I want a wee to
think your proposition over,” and you are & $300 travel expense avay
from liome. It is less expensive for you to sit there and walt .the

~'week out, than it is to come back..

Senator MorToNn. If the deal is bxg enough this happens all the
time.. A man may come to sell a proposition; I remember one time
s man sold us a. pension plan. for our business. They were from
Clevela.nd They must have stayed 6 weeks, The races wers going
on, and I guess thoy went to the races, but, finally, they got the con-
tract, and it was enormous, about a quartér of a million dollars a
year or,gomething like that. Khis bappensall thetime, -

APLIN. Senator, I helieve that, if 1t is a bona fide transaction,
the deductxon will be allowed.
- Senator Morrox. 1 am sure tbis was allowable .

Mr. Caruiy. I do not think there would be any problem at. all

under those cn'cumsta ges .
na r WirLiaus, pose th? had not got ‘the contract .

apLaN.. I thin t would.also be. the result, Senator, if it

was bona (iw It is %I% uestion ‘of the vahdnty of the arrangement.

Senator ets back to enator Bennett’s question,
how can y6u prove 1t snot e does not sell Jos Doakes, .

Senator Morton. If you will yield there, it seems to me we go back

to the same problem I'tried to point out last year in discussing this
m ax* mtegnt 5 fter argument with my good friends Senator Douglas

enator Gore,

I am as much, in favor of getting rid of these ‘abuises a as any bod else

: with ‘certain companies’ 'Whege tlixg;gy have these hunting lodges an)(,l
yachts, but, 6ven more, thess businesses whero a guy is nettmg $80
a ear, and he hag got a.40-foot cruiger on the %lgl River, and itis
the laundry, d 1 know well it is being. used for the pleasure
o he fe ow who' owns t 6 business

I want to see us get at that, bui fundamexiltally, such expenses a8
they are bringing up here is a question of the exercise;of ;gu,ness
judgment, . Now, the boss of this fellow. has got: a.res onsxbﬂxty
the stoc;kholders, and he is trying to make a profit. . tﬁmk that'iss
vexx tlfi‘iclilt; -problem, I thmk, you have dealt w:th xt. pretty weil'

er he oire
is a problem whcegx Vo d;d not; tie down wnlarl in: the bﬂl
last year, But 1 thmi( e must rematt;l that%he exerclsz of business

\ ;
\ {
\ !
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udgiment in the expense accounts of sales éxecutives or salesmen, them-
gelv%!st,l is juét"thmme“as the exordise of business judgment in the
mgintenance of property or anythinﬁ else. . : :

I have been o sales executive. X have been in charge of sales offices.
I had one in Miami, one in Orlando, one in Jacksonville, one in
Tampa. We had Augusta, Savénnah, Columbus, and Atlanta, all
through the South, three in the chairman’s State,.ﬁorfollg ‘Richmond
and Lynchburg, and éach year I had to go before the controller and the
board of directors of our company and get a budget for traveling of
my salesmen, - - ‘ : ‘

That included entertaining customers, . : S

T fought for the best I'could gety and I got it and distributed, and
I_f n;m‘de" weekly reports to be sure that they were not taking advantage
0 t",:‘ oo N ) L o - (; ) : ) ) o )
* Now, I'had as much‘resgonsibility’toward the stockholders, as &
gales executive, as the plant engineer had. - A guly could comé in to
him, the‘sﬁpériﬁteqdent‘Cbuld‘comé'iﬁ‘an Ba‘ﬂ; ‘I’ want to paint the
mill,” and' the plant_engineer would say, “The ‘mill does not need
painting; we painted it last year.” ' R
_ “Why, the taxpayers are paying 52 percent of it; let’s paint it

: sleey no difference in getting‘ii\‘Way‘fromtheee fow abuses in the
norinal day‘-t‘ody expenses of selling, and there are all these expenses
in theselling field, I see no difference between that and ordinary busi-
ness expenses, , . o o '
- Senator McOAwrine. Advertising, -~ - . L

Senator MorTon. Advertising is another thing.  You do not know
how much good it does. Your advertising manager can come in and
say,‘“]i‘.»et’s uy & page in Life because the taxpayer is paying 52 per-

If businesseg were run on that philosophy, wé would all be broke.
- Senator SyravaErs. Let me ask yoi this tluestiom Among the' rec-
ords requited by the regulations to substantiate travel ‘expenses i ‘a
hotation “of the number of days away from home spent on business.”
-{I}m‘r gggulgtion‘ section 1.274(5), subparagraph (2), subparagraph

.ahdsoon, -~~~ T . RN N

) 'aVe did not mdke ‘any such yeqluii'e‘me'nt in' the statute. - This is
where I think you are going even = little further than we intended for
you:to go, or that you weré even allowed to go. Our section 274.
which requires allocation of travel expenses, applies only where travel
is for mote than 1 week, and then only if more than 25 percent of
the total timg away from home is for nonbusiniess purposes. - |

Your regulation does not give effect to this 1-week requirement, by
requiring records of the number of days for travel periods of less
thaniweek, ‘.. .=~ = . T s - ‘

Have you not exceeded ‘the congressional intent on this?

Mr. Caruy. As I understand you, you are raising a question of
whether or ot the requirement £6 record the number of days that
you are on & tiip is excesding the congressional intent; I8 that right?
- Senator Ssrarners. Yes, -~ . - . ’

: Mr, Caruan. I am just-wondering how we can tell when a man
has been ‘away:-on a trip for a week and 25 percent of the time has
been' on other.than business activity. ‘How can we ‘determine this
unless we know the number of days.
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Senator SamaTiers. Your argument is that there is no other way
flor ou ?to enforce the 1-week provision, short of having him count
the days

Mr. CapuiN. I am just wonderin{z, how we could do it any other
way. And, again, Senator, it would not have to be recorded, Ile
could have it in his travel ticket or any other piece of evidence that
would demonstrate this, .

Senator BenNerT, In calculating that 25 percent, would you in-
clude waiting time? That is, n man has to wait for a period of time
before he can continue his business conferences. Is that waiting time
considered to be nonbusiness time? ,

Mr, Caruin, I certainly would have every expectation. I know
my own philosophy is to be reasonable and fair and decent on this. I
am trying to convey this approach throughout the entire organiza-
tion, personally and in frequent communications, I would hope
that we would come up with a fair result on this, Senator.

If this waiting time was something which was attributable to his
business, it would -be put into that category and not be charged on
the personal side of the ledger.

. Senator BenNeTT. Even though he went to the races?

Mr. Carnin, If this were bona fide waiting time, people do not
expect him to tear his clothes. Again, just to be normal, if you were
administering the law, what would you expect under thoze circum-
:f)ances? I would hope that my judgments would come up very close

ours.

genator BennNerr. Part of the problem is your ability to communi-
cate this to the taxpayer.

Mr; CapLIN, Yes.

Senator SmaTners. That is right.

Senator BennNE1T. There is tremendous confusion among the tax-
payers, : :

Mr. CarniN, T have been making every effort in this regard. For
exemple, yesterday I was with a group of 600 people of the New York
Board of Trade on this very subject. For the next few months, I
have speaking engagements scheduled in different parts of the coun-
try almost overy other week. Most of this is on this new statute right
now—to try to get across the areas in which people are entitled to
take deductions; to try to separate the legitimate, normal, reasonable
business expense from the abuse area, which is what we are really
focusing on, '

Senator Morton. If I could ask just one question, we are in this
point of whether the employer or the employee would have to make up
a disallowed tax. »

Mr. CapLiN. Yes., - _

Senator MorToN. Now, as I read your regulations, I think that you
have attempted to maintain the status quo in this area.

Mr. CaprriN, That is riiht, sir. . :

Senator MorToN. You have a difficult problem here, but it is true,
is it not, that if, for instance, this had happened in 1961 before this
law was passed, if I went and hired myself out, and I said I will
work for you for $12,000 a year, provided you pay my dues and ex-
penses in the country club, the downtown club, the university club,
if you will provide me with an automobile, which I am only going to
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use to get to and from work or for my own i)sleas_ure, then your revenue
agent comes along and finds out that this i3 going on, and, of course,
it is onme. '

Mr. Caruin. Thatisright.

Senator Mortox. And that ¥0u still trﬂ to— .

Mr. Caenin. Yes, sir, but if it is in the nature of compensation,
then the employze would be taxed. ) .

Senator MorToN. That has been going on for years; there is nothing
new in that

Mr. CapLIN, Yes,sir.

Senator MorroN. Now, one final question.

I have a letter from a businessman in Louisville, for whom I have
the highest respect, and I do not know whether this is true or not.
He says:

This past week there was a television spot ad evidently sponsored by the
Internal Revenue Department showing an entertalnment scene where a girl
was pouring champagne and saying that such expenses were now being con-
trolled through the new regulations on expense reports.

Mr. Carrin. Iam not familiar with that, sir. I will run that down.
There are a few public service ads. Most of them are submitted to
us for approval. I have seen a %_‘roup of them. Some of them are
not as good as you would like to have them, but X do not remember
this one. I will check on this, and T will let you knov.

Senator MorTton. X think it is obvious what he is getting at here.

Mr. CarLiN. Yes. ‘ o

Senator MorroNn. I want to be able to give him the facts.

" Mr., CarriN, Yes. :

. Senator MorToN. I doubt if the department, itself, is sponsoring
television ads of thisnature, . _

Mr. CapriN. This does not sound like anything I remember. ‘

Senator MortoN. They are probablf getting them through the
advertising council or something, but 1 would like to have that.

Mr,. CapLIN. Yes,

Could I have the letter, Senator, tolook at it #

Senator MorroN. Yes. :

Senator HarTre. Mr. Chairman, may I just ask one question. Mr.
Caplin, I was wondering, these regulations have not been in effect
long enough, nor law, reall y to make a real determination as to any
effect upon revenue, is that right ¢ A , o

Mr. CaruiN. We do not really know. I think many people are
uneasy. I think Senator Smathers is touching on a very significant
point. They do not know the real situation today.

Senator HARTEE. The claims are being mage‘in 'so ‘many circles
that the revenues which are coming in and that the anticipated in-
creases in revenues are not really going to occur. Are you prepared
tomake anystatement onthat? ~ ’ ‘

. Mr. CapuiN. I think I can say this, Senator:

T did not participate in the evaluation of the legislation in terms
of the revenue impact and the like, but X do know what some of the
thinkingwas, =~ = | o S

I believe it is fair for me to state that the proposal was submitted .

by.the Treasuray Department beyond the bare question of the 120 A
millfott of revenue which was atfemptad to bé gained. I think the
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feeling was that some 90 Reroent'of the public do not claim these de-
ductions, I think the feeling was that the confidence in the tax sys-
tem was being affected by the ostentaciousabuse. - , '

I think the feeling was that, by indicating congressional concern

about an abuse area, it would ilelp strengthen the confidence in tax
reporting generally. — Lo o
feel that is a very valid position. We received so many letters
from people. saying, *How come they can charge these things off #”
They send us clippings from the newspapers, “Is this fellow charging
this party off §” , - ‘
And this erodes a desire to comply. If you feel the fellow down
the street is not paying his fair share, this shakes your own confid-
ence, and it makes you less willing to comply all the way. On the
other hand, I think that if people feel there 13 a sincere éffort to apply
the law across the board, to curtail abuses, that this helps strengthen
complinnce, and this 1§ the big asset we have, .
Senator hmum'r. Just af this point, I had a telephone call this
morning from a_friend in New York, who lms,?ust returned from
Florida to attend -an annual business meetin{g, which in the past also
attracted the wives. Now he said that in his business meeting the
attendance was off 40 percent, which represents a 40-percent loss of
revenue to the hotels, the restaurants, transportation, and everything
else that served this business, and he raised the question with mo.
He said, in his opinion, the loss in revenue from taxes to be paid
by these industries is going to be much greater in the end than any
gain in revenue from st;ﬁ'emnlg of these reports. ,
Mr. Carrin. That is weighing the $100 million against the other
revenue impact. : . ) S .
Senator Bennerr. He also made the point that this is probably
the greatest single, current contribution to unemployment, because
these people cannot hire waiters; they cannot hire all the people that
go to support a resort hotel and restaurants. Now, he was indignant.

. Iget this reaction. I have been to one or two of these meetings
since the first of the year,. I did not go to the one in Florida. This
is a report from him. The attendance is being specifically cut down
almost cut in half, by the lack of the presence of the wives, who ha
always been ‘omf as g matter of pattern in the past,

Now, maybe this is desirable, but this could have an offsetting
revenue effect and an unemployment effect. : , .

Senator Samarnrrs. We talked about this earlier. It is hard to
506 how it is desirable, when we are talking about the need for a
$10.5 billion tax cut in order to stimulate the e‘conom¥,‘ and in some
yesggct_s, are following a course of action' which in the end results
in deflating ‘the economy. So in that respeet I am like you. - I do
not quité uniderstand how it is a consistent position, even though we
do want to eliminate major abuses. A . B
 Mr, CarriN. Senator, the reason why I distributed these photostats
of a case is because it fs the most recent case on the subject, There
is a court of appeals decision affirming ‘it, which -ill‘ugtﬁt‘t_,tes ‘that
wives’ ‘travel costs <vere usually notde uctible under the old law.

. Here is a man—this is Walter M, Sheldon—who was the president

of the Natlonal Association of Insurance Agents, and one,of his
duties was to visit various’State organizations and participate in,

S
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their functions and business affairs, The court found as a fact it
would be unusual for the president to attend the various social func-
tions unaccompanied by his wife; and it is customary, the court found,
for the wife of the president to serve as his hostess. Nevertheless,
this court, the Tax Court, and the Seventh Circuit Court of Appeals,
under the old law—and this is & 1961 Tax Court opinion and 1962
court of appeals opinion—held that this expense was not deductible. -

Deductibllity of the expenses of a wife in attending her husband’'s business
meeting or convention requires a finding that she perform services necessary
to the husband’s trade or business and not merely helpful thereto. .

This is only one of a long series of decisions (The Tax Court
memorandum from which the Commissioner quoted appears below:)

TAx COURT MEMORANDUM DECISIONS
WALTER M, SIHELDON

[1954 Code Secs. 166(d) (2) and 262)

[Bad debts: Nonbusiness: Recovery of son's body.] 3. Expenses in locating
the body of petitloner Laura Sheldon’s son In Venezuela were personal fn nature
and were not made with ah expectation of repayment, but a small preexisting
debt was deductible as a nonbusiness bad debt. » '
" ‘Thémas F. Plerce, Esq., 111 West Washington Street, Chicago, Iil, and
‘James B, Whealan, Esq., for the petitioners. Arthur N. Nasser, Esq., for the
respondent, .

MEMORANDUM FINDINGS OF FACT AND OPINION

FoRresTER, Judge: Respondent has determined deficlencles in pet(tloneéa‘
fncome tax for the years 1953 and 1955 in the following amounts:

‘ beﬁomwv
Year: 1053 e ceeeeem - $5,414. 82
Year: 1055 -— 1,704. 34

The correctness of respondent's disallowance of the following deductions is
presented Tor our determination: . . 3

1. Petitioners deducted the expenses incurred by petitloner Laura Shéldon in
1953 while accompanylng hei husband on his trips to conventlon meetings of
the Nntlonal Association of Insurance Agents, e .

2. Petitloners deducted as a rental expense certain expenditures they made
in 1038 respecting a resldence owned by them, :
- 8. In 1055 petitioners deducted, as & nonbusiness bad debt, a' small amount
owing from John O. Bryan, and thelr expenses incurred in locating his body

aud In causing its interment. :

‘ . FINDINGS OF FAOT o
_.Some of the facts have been stipulated and are so found. (However, see foot-

note 1, infra.) : : . Co
Walter M. Sheldon, herelnafter referred to as petitioner, and Laura Sheldon

are husband and wife residing in Hinsdale, Ill. They flled timely joint Federal

income tax. returns. for the .calendar years 1653 and 1055 with the: District

Director of Internal Revenue at Chlcago, Ill.

1. Wife's Bapenses ) ’ ot c

Since 1019 and at all times hereln relavent petitioner has been employed ae
an insurance agent by W. A. Alexander & Co., a natlonwlde general insyrance
fivm, and gt the ¢time of the trial df this case he was the executive vice president,
a director, and & stockhdlder of that corporatton, © - o
" 'Th¢ natloninl Atdoclation 6f Insurande’ Agents (NAYAY s a federated organt.
zation ‘donsisting of menlicrs of the.varlous State organizations, and consisting
in 1052 of approximately 82,000 such’ members. - ‘At thé annual convention of
the NAIA held in Cleveland, Ohlo, in September 1052, petitioner was elected
président of that grotip for tuk year1988, . - ' - o oo
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One of the dutjes of the presldent of the NATA was to visit the various State
qrganlzauons and participate ih thejt fuhctions and business affairs. Durlng
the year 1053 Petitioner expénded the following #ims so that his wm might
acéombuny hirtt bn: l.ﬂps he niede 1d sach a\pacity. '

th : Place Amount
« Moo deducted
FODIOAY, e oeomvennnnnnn Wuhlngton Baltlmou w ..‘.. $320. 07
Apell, My il 00K Halg Beach Mx};w Y {7 A il gvs
&-L Breqssecdocacas N
opts T T O ol I ﬁ
muu waiu‘sufphrsm Wirvas s 24,

‘< Ladra Sheldon’s presente had no conhidetion with thé basdld meetings ot con-
.venuonu attended. She accompanied petitioner to assist him in carrying on
~ that part of the conventions ahd meetings that was of a soclal nature, such as

keeping the president’s parlor open for entertainment, being his partner at
dances and receptions, and generally performing the function of hostess, It
’ would be unusual for the president of the NAIA to attend the various soclal
: functions unaccompaiiied ‘by hils wife, and it is cnstomary for the wife of
the president to serve as his hostess . ) ) .

z Olaimead rentad ecpemc :

. Por several years prior to 1082 petitioner and his umuy were llving in a
14—room house with an acre and a half of ground located at 100 East Bighth
Street, Hinsdale, Ill. By 1952 thres of the four children who had resided with
petitioners had married and gone, and consequently petitioner began to look for
a smaller residence.

On October 2, 1952, petitioner bought for this purpose, a house located at ‘887
Oak Street, Hlnsdale, Ill,, paying about $30,000 therefor. The estimated cost
of desired repairs to and remodeling of thig house was far in excess of what
petitioner had antieipated spending, and he thereforé rented it at a nominal
rental 6n a month-to-month basis. Petitloner had anticipated spending an
amount approximately equal to his cost on the Oak Street house, but when
‘actual estimates were 5O percent higher than expected he delayed hig plans to
move.

During the year '1062 petitiones ilsted this Eighth Strect property for salé with
a real—estate broker. During 1053 an advantafeous %aportunl ‘to sell this

perty 8rosé, and It was sold on Seéptelnber 21, 1053 During this same month
-the benanéy 1h tlie Oak Street property was termlnated and theteatte? petitioner
- expended the following amounts on such property

" Date Poyee - S . ', ) . -Anéuut
Bept. 12,1083 M, 8. Jonee. ai - mees  $735.00
Oct. 16,1958 M. 8. Jones.. ... - . - . - 278,00
Dec. 28, 1953 A. H. Viren & Sons - . 5, 096, 85

The Oak Street property remained vacant Trom September 1053 until March
904, when petitloners physically occupled it as their home. The expenditures
lnvo{ved herein commenced after the month-to-month tenant had vacated, and
were completed shortly before petitioners moved in.
3. Dedt owed by John O, Bryan and edpenditures mda in recovering hu 6o¢y.
John 0. Briah; deceased. was th e 801 of Yapta Sheldon by & former mumm.
In 1035 he was 28 years of age and tinmartied, dnd had never been a !hember
petltloner’s household. -
Prlor to Bryaa's death be had sovered bia “{nployment in Caracas, Venezuela,
(i_‘glcago Brldge Tron- Co. to undertake an adventurous
expedluon that qminpanlon. ; i)urlnﬁe 10 course of ls tp%dltion
Bryan wda drown some me the ﬁponthol ptember at Angel Fulls
in Venesugla. - At the time of hig death ﬂ e:ee(g‘p:;l loper 8251 858 on Q per-
sonql loan and bl ts coqs% llzablo #alué, and
& bank balaqce of $53.09 in tbe aﬂona Bank ot Bweetwtter
hﬂ—qﬁq—q—u—

180 st umed A fu ther m lauon s the cue 3 19 1
date was :hown by petml:meu Iup el 1958’5&%5‘ nb" 9 “' b“ m el "

.
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Upon learning that his stepson was missing, petitioner contacted an assistant
Amerlcan consul in Caracas, Venezuela, and Brock Bradley, a friend of Bryan's
in Venezuela, and during 1055 petmoner authorised and pald a total of about
$2,700 In locating and interring Bryan’s body. Lryan’s body was recovered and
interred in Venezuela., Petitloners claimed a deduction of $2,929.01 on their 1958
jolut income tax return as a “Bad Debt—Estate of John 0. Bryan, Deceased,”
which sum included the aforementioned $251.55 debt.

OPIINION
1, Wifo's edpenses attending conventions,

'Petitioner contends that these expenses of $1,579,75 paid on behalf of his wltq
Laura, during 1033 are deductible under section 28(a) (1) (A)"® of the Internal
Revenue Code of 1930, whereas respondent would have us deny the deduction
pursuant to section 24(a) (1).*

The deductibility of the expenses of a wife in nttending her husband’s b\uinen
meeting or convention requires a finding thit she performed services necessary
to the husband's trade or business, and not merely helpful thereto. L. L. Moor-
man [Dec. 21,811}, 26 1.C. 666 (1958), In that case the taxpayer’s wife acttally
assisted him in his work while away from Bome, and was of additional hel
entertalning dealers, but her expensés were held to be personal. 1In the In

case, Laura performed only ¢ functions and did not assist petluoner ln hll
work at the meetings.

Resporndent’s lnterpretatlon of 4and ruling question’ were adopted by
th:g court in Alez Stlverman [Dec, 28,613 81,.1064 (1957), where we
sa

“It !d well established tha
of having his wife accomypany himon a buslness trip where the o

: By A awhomﬁl
constant attenfion, and his-wife's e¥ppy r npon thelr trip to woRld

- pany- petltloner. g pTe
have visited primdarily resor Bt
distance from hen\Illinois home This, to :
that Laura’s socla) functions were noeesss

"‘o'sé‘”z “Deductions from geq
In eom ntinx net ln‘eome there

'l‘r o or B\ulniﬁn -
In Generals--All the ordlury and n mid or i durip;

SevsaTy-tapens Dg the

year unying on any trade o; busl ness, nclud ng a lowanco or
::farlea or otﬁer eompe I or peho ces actual &e nfn \nval

{h‘;“"{,‘}‘,ﬁ, &c‘ea ‘a smgn:'t expen e;l for. :neul and lodd’u) while away tton hom _!f

n Ly ;
re renﬁn not 4 eductlbt code unless othet\vlu Indicated. X :
(n) Genenl Rule.—In- eomputlng net fncomé no deduction shall ta- any case M

“9}' e%%%vgn{ or tunuy expenm. cxeept extnoréiury hedled umm deddcublo

’ au be mowed as deduy 'tlont I

udaa')

t
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£, Claimed rental expenses. o ’ '

Petitioner argues that the 1033 expenditure of $5,000.85°* upon the Qak Street
property was for repalrs and therefore deductible under section 23(a) (2), ap-
parently on the theory that petitioner might again rent this property in the fu-
ture. Respondent contends that the expendlture was personal and capital and
properly disallowed under section 24(a), supra. )

We find {t unnecessary to determine whether the expenditure was for repairs
or capital improvements since the surrounding circumstances belie petitioner’s
argument {n either event, . .

The property was purchased as a residence, rented for a nominal sum month-
to-month, and thén the expenses were incurred after all-rental activity had
ceased. Most {mportant of all, the work was commenced after petitioners had
sold the house in which they were then living, and petitloners occupied the Oak
Street property as their home almost immediately after the work was completed.
We therefore conclude that these expenses were fncurred in readying the Oak
Street property for use as a personal resldence, aud that this property was not
held for rental purposes after September, 1053. Lafayette Page {Dec. 148),
1 B.T\A. 400 (1925). We therefore determine this issue for respondent.

Mr, Capriy. Now, this is why the Wall Street Journal really
reached that headline today. That is what I think they were refer-
ring to: That, as the new law is being articulated, some of the old
provisions, which had not been focused upon, will come to light.

Senator SyratHERs. You were in the tax business a good part of
yourlife?

Mr. CarLin. Yes, sir,

.. Senator Syartizers. Asa matter of fact, was it not your understand-
ing that wives who attended a convention, that up until the time of
this case, her travel expenses were deduetible?

Mr. CaprIN. No,sir, it wasnot. ‘
~ The president of the American Bar Association, going to London
had this problem, and he knew he had the problem going back severn
Kea_rs even though he was the president. I would say this would

ave been a case that would have concerned me.

The general rule that I would have told my client—and what I
follow in iy own practice—was that your wife’s travel cost is not
deductible. : There might be situations where a man has & unique posi-
tion; where he is ordered by his company, let us say, if he is a top
officery to take his wife, where it'is highly essential to the business.
Under those circumstances if could be deductible. o A
. 'Senator. SaratnEers, Mr. Chairman, I have a number of questions
that I think we can dispose of, the: Commissioner can, rather quickly,
so, if I may be permitted, I will just ask him and let him answer,

They are clarifying in nature. Some of thém are -sort of drgu-
mentive, but I thixll)l;dyonr answers will be helpful in clearing up the
situation for everybody. : » :

I direct your attention to the regulation requiring names. The
statute we passed, as'I remember it; makes it necessary for taxpayers
to make records of: (a) the amount of expenses incurred, -(6) the
time and place the travel or entertainment ocenrred, (¢) the business
purpose of the expense, and (&) the business velationship to the tax-
payer.of personsentertained, ... -« - - . .. S
- -The statute does not require the names of individugls who are eivter-
tained or who receive gifts. I am informed that ths Ways and Medns
Committee specifically rejected such a requirement, and that this com-

it 8 This {s the figure claimed on brief. We assume that petitioner has conceded the other
ems,
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mittee was not, thereafter, agsked to provide language to require the
production of the names. . ‘

Nevertheless, your regulations do require names. That is, your
regulation 1.274-5, subparagraph (5), s‘ubi)\aragraph (3%, and so on,

t me read an objection submitted by the American Mining Con-
gressat your December 4 hearing,

The proposed regulations require the name of each person eatertained, and
this apparently pertains also to the business meal. Section 274 requires only
the business retationship to the taxpayer of persons entertained. During con-
sideration of the Revenue Act of 1962, Congress specifically considered and
rejected the proposition of requiring the disclosure of names of thé persons
entertained. The congressional decision should be respected.

That is what the American Mining Association said.

The question I want to ask is:

. Where do you get your authority, in the light of the Congress hav-
ing specifically turned down the request to now require names?

r. CarLIN. Well, in the first instance, Senator, the language that
we have in the regulations is almost identical with the language that
has been in the 40-cent booklet “Your Federal Income Tax,” for a
number of years preceding the new statute.

The actual words in the regulations are these:

To set forth occupation or other information relating to the person or persons

entertained, including name, title, or other designation sufficient to establish
business relationship to the taxpayer.

So it is name, title, or other designation sufficient to establish the
business relationship. Now, how can we establish business relation-
ships unless we have name, title, or other designation ¢ .

nator SatatHers. Well, I think in the iél;t. of the fact that the
matter was up before the Ways and Means Committes and rejected
and was not, thereafter, brought up for further consideration, appar-
ently on the ground that it would not pass, it is clear that ne such
authority exists.

I wonder how you can now ,reﬂuim it. If you ask a logical ques-
tion: How do you get this identification, I would say that you strike
the names and say “I took the president and/or 15 salesmen of the
Prudential Life Insurance to lunch.

Mr. Carran, That would do it. :

Senator Smatmers. All right, but you require the name.

Mr. Carmin. Name, title, or other designation—or other designa-
tion, sir. .

Senator Smatners. Let us hear your comment as to whether or
not, in writing this regulation, you have gone contrary to the intent
of the Congress on this particular matter? ' ‘ S

Mr, Carrin, I do not think so, sir, particularly, as I point out,
this has been in “Your Federal Tncome Tax” for a long period o
time. This is the normal routine of an agent trying to identify a

business relationship. ‘ -
Who'is the party? 'How can we determine whether or not there
is a business relationship between the parties, particularly when the
Congress sa{v;‘s that you do'not want to have the uncorroborated state-
ment of the taxpayert ST : A
Senator Sasamiiers, Let us take a newspaperman, for example, who
}isd gebtiilg some source of information. - He 'likes to keep " it con-
ential, . 3 [ O et b !
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He takes an individual to dinner, or he may take him to lunch;
there are two or three of them; and he does not want to list the name.

Now, your agent can, of course, under ﬁvour regulations, require
that newspaperman to reveal the source of his information.

My, CapriN. Incidentally, we have a provision here about confi-
dential relationships where it_could be kept in a separate place; it
would not have to be revealed on normal diary entries or the like.

In the situntion you describe, it is possible that if the agent did not
believe the particular taxpayer, he would want some indication of this
relationship. Otherwise, he would have no other way to verify this.

Senator Smarmers. I do not want to argue with you about the
practicality of it. It may be that you would have to do it. I am just
merely saying that the Congress specifically turned it down, and you
people have put it back in. )

Mr. CarLiN, Of course, I do not have any evidence of prohibiting
the requirement of a name.

Keeping in mind that we have been laying this down as a rule over

the years before this legislation came up, the new legislation was
not intended to enlarge the deduction, but to narrow it.
- The deduction must first pass muster under section 162, which is
ordinary and necessary business expense; and under 162 we required
the name, title or other designation, the exact language that we have
in this new regulation,

Senator SaaTmers. All right, in my judgment, I think this:

You have probably gone beyond it, but, as a practical matter, I
cannot help but somewhat agree with you that it is the best identifica-
tion that there is.

Let me ask you this question now:

In the technical part of the committes report, which actually is
generally written mostly b{ the Treasury Department, there is an ex-
ample illustrating the application of the rule requiring allocation of
travel expenses where travel exceeds 1 week, and the personal por-
tion of the trip represents more than 25 percent of tlic total time away
from home.

This is in Senate Report 1881, page 172. The example makes it
clear that travel time is to be treated as business time.

Now, does not this sort of rule make the whole allocation formula
sort of ridiculous?- For instance, in the example cited, the taxpayer
attributed fourteen eighteenths of his trip to personal purposes, 2 days
of business, 2 days of travel gave him four eighteenths for business
plll'FOSOS- e . . .

If that same individual, instead of taking a fast jet to London, had
taken a slow boat which would have involved 5 days of travel over
and 5 days of travel back, and if he had spent the same 2 days on
business in’' London and the same 2 weeks on vacation on the Con-
tinent, he would have been permitted to allocate twelve twenty-sixths
of his expense to business and fourteen twenty-sixths to personal pur-

Poses. :
This would give him a deduction of nearly 50 percent.
f he goes by jet, his deduction is 22 percent of his cost.
The question is:
Avre these computations accurate?
Then I would like to ask you: .
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Do you not agree that these consequences are irrational
Discussion off the record.)
enator Saatiers. There are some additional questions that I want
to hear your answers to now. Others I will submit to you and let you
answer them later.
Mr. CarLiN. Fine,
Senator SaaTHERs. In your original ¥roposed regulatioxaodid you

not call for a record of the description of entertainment{ uld you
answer that now?

I will just give you this whole series on entertainment, and you
give me the answers.

See question No. 41 and the Commissioner's reply on p. 82.)

senator SararHers. Now, this is one we can discuss here for & min-
ute. In the case of entertainment immediately preceding or following
a substantial and bona flde business discussion, your regulation re-
quires substantiation of the duration of the business discussion.

Now, I am unable to find & provision for this requirement in the
statutory language. )

Why do you require a record of duration and how do you justify
this requirement ¢ .

Mr. CarrLiN. Senator, I believe this is a portion of the regulations
which is not an absolute requirement, but is suggested as a method
of recordkeeping. )

As I pointed out before, there are other ways of proving items by
secondary evidence and the like. It is suggested that there be some
reflection of the amount of time in order to determine what was the
principal purpose of the entire meeting and entertainment.

You conceivably could have a case of our technically sitting down
and chatting for 2 minutes and then spending the rest of the day in
entertainment. The question whether or not, under the committes
reports, the principal purpose of our getting together was business or
whether the tail was really wagging the dog in this case,

Senator Saratuers. It is conceivable that two businessmen could
sit down together and transact an enormouslr big business deal and
do it in 5 minutes, and it may be that it is the time of the day that
it is now, 5 minutes after 12, and you say, “All right, now, let’s go
and have lunch,” and, thereafter, have lunch,

It may be an expensive lunch. You come back at 3 o’clock and
wind it up in another 5 minutes, ‘ , ‘

Mr. Carran. The pattern you describe would not fall into the rule
you first were referring to. The best lunch of this sort falls under
the cxception of business meals, But I also would like to say this:

There 1s no intent to have an automatic time test. It is conceivable
that o very important transaction might be finished in 15 minutes
and then there might be extensive entertainment after that, and 1
think that would qualify.

nator Saaruers. All right. ‘

What I am afraid of is this, Mr, Caplin: ,

That the business community might come to the conclusion that
this was sort of harassment where you say you have got to sit down
now and list how long you had a meeting. = ~ _

., Naturally, for a revenue agent who is, say, not a lawyer and, maybe,
like myself, he has had no particular business experience, he could
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easily come to the conclusion that the bigger the transaction involved,
the longer time it takes. He may allow or disallow & claimed deduc-
tion on the basis of how long the meeting was prior to the so-called
entertainment which was related to the business me.etmg. .

This is what I am afraid of, and I think that is what most of the
businessmen are afraid of. When you say that they have to list the
time, whether it be 45 minutes, 50 minutes, 1 hour, 2 hours in
conference. This is not required by the statute.

Mr. Caprix. The statute says there must be a bona fide and sub-
stantial business meeting, and that is all we are trying to determine—
whether there was a bona fide and substantial business meeting.

Those are the words of the statute. -, - . .

Senator BENNETT. You are basing “substantial” on timet ,
~ Mr, Caprin. No, I do not think so. I think that time could be
relevant urider certain circumstances. Thirty seconds, a minute, or
two minutes might not indicate a substantial business meeting. Five
minutes, conceivably, it might. Two people get together, and they
want to sign this contract. It may be that in a few minutes you did
culminate the transaction. Under those circumstances, I think that
this could qualify.

‘Senator Symatners. I am sure you know that it is the Congress that
makes the laws, and, with respect to the collection of taxes, we give
you certain aﬁtiiori(;y. The Treasury has cértain authority to ‘draw
regulations pursuant to this authority. But where the lations
require a greater degree of proof than the statute calls for, I wonder
about its propriety; that is, the prepriety of the regulation.

Mr. CarrIN. Senator, I éo.not believe that this 1s mandatory. I
believe you will find, on looking at the entire pattern of the regula-
tion, that the man would not have to keep this record, and he could
come forward with secondary proof, and just establish that this was
a significant transaction. “We signed this contract. I don’t kmow
how long it took me, but we did sign that contract.” I think, under
those circumstances, that would be a eqnate,

. Senator BENNETT. May I get in here for a second? Here is a
man who is considering placing a contract, and he comes into the
establishment of the person who is anxious to make the sale, and he
spends a few minutes with the sales mana[ier or the president before
lunch, and then the president says, “Well, I want to impress you
with the fact that we are perfectly capable of handling this contract.
I would like to have you meet our chief exacutives at lunch,” and
there are 15 of them or 20 of them. ~ So they go out to a country club.
They take the customer out. They are impressing him with their
responsibility, with the fact that they are substantialéy able to live
up to the contract. They have the business lunch, and the potential
buyer says, “Well, thanks very much, I have enjoyed meeting your
people, and I will ‘remember you when we place the contract next
week or next month,” and he goes on his way. It isa15- or 20-minute
meeting and lunch at the country club for 35 peogle.; -

Mr. Capuixn, I do not have any problem with that under the facts
as you describe them, I think that would be a proper item and
wonld be a deductibléitem. * . _ . N

Senatar Bennett, Ever though there was no substantial business
discussed in termsof tinie?. : S : ’ o
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Mr, Caprin. There is a provision in the statute that if you have a
luncheon with a person who is in a normal business relationship with
you, under circumstances conducive to the discussion of business, you
do not have to actually discuss business.

Senator SmatHERs. I think that statement is very helpful. These
are the kinds of statements that, would, in many ways, relieve some
of the fears that businessmen now have and which, according to your
statements, are not justified.

Mr, CarLiN. Yes. .

Senator Satatuers. Let me ask you this question:

Does the substantiation provision under the statute requirve rec-
ords of “substantial and bona fide business discussions”?

I might say, as I understand it, they do not. _

Mr. CapLIN. You ;iust need a general description of the situation.
“Discussed contract” would be adequate to identify the nature of
the situation, and that is about it. You do not have to go into any
of the details of your discussion. o

Senator BENNETT. Let me confuss the issue a little further, Take
my own business that I know something about, the paint business,
which I have beéen in for many years.

Fifteen years ago we had a very close relationship with another
company, and I have formed a close personal relationship with the
executive of the other company. He comes to town, and I say to him,
“In view of our long years of association, which have now been broken,
I would like you'to meet my current staff. There are no prospects
that you and I can do business. .But we have done business over
the years. I would like to take you to'lunch and give you a ¢hance
to meet the boys that are running the various departments, as a matter
of sentimental relationship with the past.” ( o

I take my friend to lunch and introduce him to the boys. That, I
judge, would not be deductible? ' o

r. CarniN. That isvight,sir. . . ' A
The committee report describes this situation of a reasoriable ex-
pectation of some benefit, financial benefit or gain, to the entertainer.
_ Senator BENNETT. Let us turn it around. "An important contract
was signed ‘a month earlier. The matter is all set up. So there is
no longer any question of expectation, but I would say to their execu-
tive, “Come over and see me; I wonl(\. liké you to meet the boys that
are onég to carry out the contract.” =~ = o

Mr. Caruiv. I would 'think, unqe% this business relationship, a
continuing business relationship' of this sort, that this would be a
Eroper item. . They are going to have a continuing relationship, and

would thipk that this would be related to the active conduct of a
trade or business. Ce s, :

Senator BENNETT. So the test is either anticipated business or exist-
ingbusinesst . -~ . . - ... ¢ “

. Mr. Carnin, Yes, sir; the continuation of existing business; yes,
sir, ‘
- Senator Saratners. Or antigipated business$ = A

Mr. Carry. Oranticlpated business,yes,” ...~
* Senator Syarners, That is & good, statement, and I think'it-will
be very helpful. - I talked to a man-whom you know, Mr, Caplin, very
well, the other day. He told me that he had spent 8 years trying to
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get what is now his best customer whose business represents about
90 percent of his business. During the course of time he entertained
the man, his wife, and others. He said, “This is the only way you
operate this kind of business.”

Senator BExNETT. Under the rules you can entertain the man, but
not his wife. You have got to segregate his wife. .

Mr, Carrin, There are certain circumstances when you can enter-
tain his wife. If you had this substantial and bona fide business
meeting and afterwards you have the general good will entertaining,
his wife would be deductible. . .

Senator BENNETT. But you cannot bring your own wife? .

Mr. CarriN. He can bring his own wife, but_the present law is
not clear on the deductibility of her expenses. We are considering
that, and hope to develop a reasonable solution. . .

Senator SatatrERs, Let me ask you one more question on this and
then I will just submit the rest of them to you for written answers
which you can submit later. , . )

Mr. Commissioner, I believe you will agree with me that goodwill
entertaining is permitted by the conference amendment relating to
entertainment immediately preceding or following a substantial, bona
fide business discussion.

Mr. CapLiN. Yes,sir.

Senator SmaTreRs. That was its purpose. ..

Now, the Treasury—I hapg:n to know this—the Treasury drafted
the language and told us that it allowed goodwill entertainment.
In the process of trying to arrive at an agreement between the House
and the Senate, there were vall'ggng positions that they took. We
turned it over to the Treasur partment and said:

“You people write accef)tab e language.” The Treasury also wrote
the conference report explanation of it.  They did not ask for records
of business discussion, but you do.

The question is:

_ Why do lZou ask for these records of business discussions when the
Treasury that actually wrote the conference report on this matter
did not ask forit? ‘

Mr., CaruiN. What we ask for is an identification of the situation
just sufficient to give us an iden of what the surrounding was.

Again, this is not an absolute requirement, even to that extent. If
& person does not maintain a diary book or some other business entry,
. he still has the means through secondary proof to show that there
was an important business meeting at that particular time.

Senator SaraTHERS., Suppose he wrote a word like “goodwill enter-
tainment following a substantial and bona fide business discussion”?
Would that be sufficient ¢ h

Mr, CarL1y. I would think not, sir, because I try to put myself in
the place of the reveriue agent who has taken an oath to carry out the
law.  How can he identify whether this is a valid situation, particu-
larly when Congress says, “We just do niot want the uncorroborated
statement of the taxpayer,” . ‘

was, I think

There must be some indication of what the ‘settin
you would have to identify the sirroundings, the XYZ Co. contract,
the building of this plant, or the purchase of some equipment. _
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Senator SaaTHERs. But we do agree that goodwill entertaining is
permitted ?

Mr. CarniN, Yes, sir.

Senator SmaTHERS. Where it is directly related or where it has
immediately followed or preceded, cr something of that kind, a busi-
ness transaction ¢ .

Mr, CapLiN. Yes, sir, and the regulations make clear that this
would pertain at a convention; that the convention business meetings
would set the stage for goodwill entertaining immediately preceding
or immediately following those business meetings.

Senator SMaTnERs. Mr, Commissioner, I have——

Senator BENNETT. Let me hit him with another one for a minute,
will you?t

Senator SyaTHERS. Yes,

Senator Bennerr. Company X is interested in em;])}oyin Mr, A.
They bring him from a distant town, and, of course, his wife comes
with him, use this means moving from one town to another., And
so the president of company X says to his wife—

I have got to impress Mrs. X, She is prchably the key to this whole situ-
ation. I want you to take her out tomorrow night and fntroduce her, not only
to the wives of the leading executives, but to some of our close friends, because
we want her to feel that when she comes to this strange city, she is not going
to be lonely.

And so the president’s wife sets up a rather pleasant, but expensive,
experience for the wife of the prospective employee. Is this deduct-
ible, any of it? :

Mr. CarLiN. Generally, as I mentioned before, it is not clear
whether the wives of the entertainers would be deduciible. The wife
of the ‘person who is being entertained would be deductible under
the goodwill situation. There could be other special circumstances
warranting entertainment deductions,

Senator Benxnerr. What about the expense of the president’s
friends who were brought into meet the newcomer?

~ Mr. CarrIN; I think there could be special circumstances where this
could be deductible. It is hard for me to give a flat answer to that;
but if it could be demonstrated that this was highly significant to the
business and the wife was acting, in essence, as an agent of the com-
pany under these circumstances, that this setting was necessary to get
this very important employee, I think, conceivably, under those cir-
cumstances, it could be mled‘d’eductible. ‘

Senator Doucras. Mr. Chairman, if I may be permitted a some-
what irreverent analogy with no parallelism between the person in
this illustration and the historical narrative that I will relate, it
may be remembered that one of the Pharisees put to Jesus the hypo-
thetical case of the woman who was mdrried to seven successive hus-
bands and then inquired whose wife she was in heaven. You can get
all kinds of strained situations here. -Jesus parried that question%ey
saying thit in heavenh there was neither & giving in marriage, nor
dissolution of marriage. T

I do not know how, in each, individual, hypothetical qiestion put
to thie Commissioner, he can make definitive rulings.

Senator Bennerr. He has confessed earlier that the whole prob-
lem of the status of the wife is giving them a lot of difficulties, and
I am just trying to increase them,
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Sonator Syratrers. When the Committee for Equal Rights for
Women finds out what the Commissioner of Internal Revenue really
thinks about them, he is really in trouble. .

Senator Bexnerr. Maybe we should send those lobbyists down to

call on him,

Senator Symatmers. That is right.

Mr, Commissioner, I am going to submit to you a whole series of
additional questions which I would appreciate so much your answer-
ing in due course,

Ir, CarLiN. Yes, I would be very glad to.

Th?1 CuairmaN, Without objection, they till be inserted in the
record.

(See questions numbered 39 through 56 and the Commissioners
replies beginning on p. 82.)

he CHAIRMAN. Anything else, Senator? °

Senator SaaTnEeRs. I would also like to submit several letters illus-

trating some of the problems which I have discussed. (The letters

referred to follow:)
HoterL PERE MARQUETTE,

. Peorta, IN., February 20, 1968.
Mr. DREW MARTIN, :

Manager, Washington Office of the American Hotel Association,
Washington, D.C.

DEeAR MB. MArRTIN: This morning U was asked to write you a letter and send
vou information regarding the effect of the new rules of travel and entertain-
ment expense issued by the Internal Revenue Service, and how they affect the
bus.ness of a medium-sized Midwestern hotel such as the Pére Marquette Hotel
here in Peoria, Ill. . ’ )

First of all, I want you to know that X have already written Senator Dirksen
and our Congressman, Bob Michel, on this point. There is no question that
there is an adverse effect on our business due to these new regulations. In-
cidentally, I have had nice replies from both the Senator and the Congressman.

Here is a summary of our observations, which cover the first 6 weeks of
1963, and are therefore only an indication of a trend:

1. Our main dining room if off by some 1214 percent, its business having
shifted to the coffee shop. In other words, guests are more cost conscious.

2. Liquor sales are affected most. Our public bars in February are down in
revenue by close to 28 percent. . :

3. The same conventions show less attendance from previous years. A firm
that might have sent three or four persons to attend a meeting or convention
is notw only sending two or three, and many groups seem to hesitate to arrange
their usual programs for ladies, indicating that fewer wives are going to accom-
pany the men. i ) .

4. Attendance at clvic functions is down, . For example, the patriotic Wash-
ington Day dinner sponsored by the Creve Coeur Club for members and non-
members alike, and involving nationally known speakers, had an attendance last
vyear of some 840 persons. The expense of attending these events i1s about $168
per person. This year, their attendance 18 barely 600. Last year’s speaker was
Archbishop Fulton J. Sheen from New York, while this year’s speaker is B,
Brainerd Holmes, director of manned space flights for NASA, and the original
space eapsule is even standing in front of the hotel, ® ¢ * ’

Naturally, it stands to reason that with convention attendance off, banquet.
attendance off, and bar sales off, we have to adjust our labor force, we buy less
merchandise, and we have to adjust and slow down our modernization program
and everything else that goes with it.

Yours very sincerly, . .
- FERDINAND P, 8rerr, (General Manager.
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THE CurTis HOTEL,
Minneapolis, Minn.,, February 22, 1968.
Hon, HuBeRr H. HUMPHREY,
U.8. Senator,
Scnate Office Building
Washington, D.O,

DEAR SENATOR HUMPHREY: We would like to express our views as to the
seriousness of the new Internal Revenue regulations regarding substantiation
of travel and entertainment expenses. .

Mr, Senator, these new regulations and their related publicity have sertously
hurt our business. To show you just how serious this law is, let me give you
a few figures. .

Our fiscal year starts September 1. For the first 5 months of this fiscal year,
our Federal income tax llabllity is exactly zero. In other words, we have
made no profit from September 1, 1962, to February 1, 1063, If this continues,
our corporation will pay no U.S. income tax for the fiscal year of 1963, This
is the first time in our history that this situation has occurred. .

Several factors are involved, of course, but we feel one of the most serious
factora Is the decline in sales due to the publicity of this new tax law.

Because of this situation, we have already eliminated 8 percent of our per-
sonnel and further cuts are contemplated for this year.

Very truly yours, Omanies mwxn
R Y,

FEBRUARY 12, 1863,

Senator Epwarp KENNEDY,
Senate Office Building,
Washington, D.O.

Dear SENATOR KENNEDY: May I take a few minutes of your valuable time
{)o tiell yo?u how the new travel and entertainment expenses law has affected our

usiness

At no time in' my 80 years in business have I witnessed such a decline dur-
ing the months of January and also for the first part of February.

Our banquet business has declined 31 percent in food and 30 percent in liguor.
Our cocktail lounge i3 off 20 percent and our coffee shop 14 percent. With
this decline in business we have found it necessary to eliminate 19 employees.

I understand that this condition is existing in many other establishments
alrllld I‘_am sure that Congress did not want to create a situation such as this at
thig time. : ’ ST ..

How & néw law could affect a business so quickly is hard to understand
except that there are many that say the regulations are not clearly defined and
have stopped all entertainment (goodwill included) untit they are sure what
they can and cannot do. : <o Lo

Anytshtng y?u can do to help clear up these regulations will be appreciated.

incerely, : " R

TaE BrAD¥ORD HOTEL,
R, N. APPLETON, - .
General Manager.,
: P1oR HoTtEL8 CORP,, .

i . - Chicago, L., February 7, 1968.
Senator EVERETT M. DIRKSEN, ‘ L
Senate Ofiice Butlding,

Washington, D.0. )

DEAR Ev: T can't tell you how nice it was to say “hi” last night while I was
visiting with Ben Regan here In Chicago and you were hard at work in
Washington. ‘

I will get fn fouch with Ed Sheehe in Washington and he will call Mrs.
Gomlen regarding accommodations for you at the new Motor Inn, and you can
be sure it will be a pleasure to have you with us.. S - e

I have been wanting to write you anyway, so will take this opportunity in
regard to the recent ruling of the Internal Revenue Service and its effect on
the feeding and housing industty., - k ' o L

I think by this time you are fully aware of everything that has been written
into the law, and probably also aware of the consequences that'lt‘imgoses,on
those of us who are depending ori conventions gnd entettainment as & business

]
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and lway of life, not only for ourselves but our thousands and thousands of
employees, .

I would just like to mentton that as a direct result of this in the month of
January the double occupancy in the Pick-Congress Hotel (and I haven't checked
our others as yet) went down nine points as a result of wives not attending
conventions,

In addition, we had a 40 percent no-show in member attendance at the con-
ventions booked during the month of January and this is an unheard-of per-
centage in the history of our business.

We had, as a result of bustness booked, antlcl{)ated a 79-percent occupancy for
January, twhich is normally the biggest month in the year, and actually wound
up with 64 percent as a result of these no-shows, If we can only do 04 percent
in our best month, you can imagine the effect this i3 going to have on occupancy
for the 12-month period.

Also, the food busriness was off 25 percent—a great deal of this in banquet
service, some of which were canceled directly as a result of these rulings.

Doing business on an entertainment basis has been an American way of life
for more than a hundred years, and to cut it off can be a crippling blow. This is
egpectlrallty bad when you consider the fact that no real good s accomplished by
the effort,

Aslde from business, I would just like to say in our courts of law even crim!-
nals, whether they are murderers or not, are innocent until proven gullty, and
ithe readting of the new IRS ruling makes everyone guilty until they can be proven
pnocent.

1 am sure you can see the wisdom of the necessity for changing this ruling
and I would appreclate any effort you might make in behalf of our industry and
other industries so affected.

Hope to see you on my next trip to Washington, and in the meantime please
give my best regards to Mrs. Gomien. .

- God bless you, and warmest personal regards from your big Irish friend in the

Windy City.
WiieiaM J. BURNSs.

Hoter LEMBKE,
Valparaiso, Ind., February 22, 1963.

Representative CHARLES A. HALLECK,
Member of OQongress,
House of Representatives, Washingion, D.O.

Dear CHARLIE: I am greatly concerned over the ridiculous regulation on
.expense accounts that have been given by the Internal Revenue Service. It has
affected my business tremendously. My January volume i{s down 20 perceat in
my room sales, 10 percent in my food sales and 8 percent in my beverage sales.
My February volume for the first 20 days in rooms is down 40 percent, food
down 12 percent, and beverage down 10 percent. - e

While this alarming decrease in volume cannot be entirely attributed to the
expense account situation it has had a great effect upon hotels and restaurants.
I have already lald off three full-time employees in addition to cutting back on
our regularly scheduled people.

I ask your support in some remedial legislation to soften the regulation by
the Internal Revenue Service, My business {8 really hurting and I would hate
to see the only hotél in a town of 15,000 become a home for the aged. Please give
us some help in this matter. With my best wishes, I am ' .

Sincerely yours,
PAUL CARMICHAEL,
Manager.

(Copy of letter sent to Hon, George A, Smathers, U.8. Senate: Hon. Spessard
L. Holland, U.S. Senate; Hon. Dante B. Fascell, House of Representatives;
and Hon. Claude Pepper, House of Representatives)

DuroxT Praza Horer,
) Mtami, Fla., February 9, 1963.
Dear Senator Smathers : : .
As you know, the hotel business is one of Florida's major {ndustries.
The new Federal reghlations, governing the substantfation of travel and enter-
tainment expense, will serfously hurt our business, These stringent regula-

tions will not only be harmful to the owners of hotels but will lead to additional

\
\
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unemployment, Operating costs of hotels are continually increasing, and a
downward trend in room, food, and beverage sales has already started.

With the new regulations little more than a month old, guests {n our dining
rooms and lounges are requesting signed receipts for cash purchases, to insure
the proper backup for Federal income tax returns. A new type of guest check
must be purchased in order to provide the guest with the type of receipt that
will be acceptable by the Federal income tax examiners. :

In comparing January 1963 with January 1962, our roomn sales are down b
percent, food sales are down 9 percent, and beverage sales are down 12 percent.
Many of our guests have told us that they are becoming more and more cautious
about their travel and entertalnment expenses. We believe that a good portion
of this decrease 18 directly due to thé new tax regulations.

Unemployment in the State of Florida is at its highest polnt in recent years,
and if-the downward trend in the hotel business continues, it can only lead to
further unemployment,

We urge that you do everything {n your power to help bring about a softening
of the recent regulation regarding travel and entertalnment expense, as our
Industry is badly in need of your help at this time.

With warm personal regards, I am

. Sincerely,

. ) PERRINE PALMER, Jr., General Manager.
The CuairMaN. On behalf of Senator Long, I will offer for the
record certain questions that he wants to ask, ;
(See questions of Senator Long numbered 29 through 38 and the
Commissioner’s replies beginning on p. 77.) .
Senator BENNETT., While we are in the business of handling the
Commissioner questions, I have got one or two I did not raise, and
I will hand them to him. Lo . L
(See questions 13 and 14 and the Commissioner’s replies beginning

onp. 72, ' ' : ‘

’Fhe HAIRMAN, The Chairman will direct that these questions
be responded to by the Commissioner. I shall likewise submit a
series of questions for your replg. o : . -

(See questions 1 through 12 and Commissioner Caplin’s replies
beginning onp. 66.)

Ir. Commissioner, there is this one question I would like to ask
orally, but first, I want to thank you for coming.

Mr. CarraN. Thank you, sir,

The CuamrmMAN. You have been frank and clear, We have a
great respect for you and shall continue to have all through the years.

'We have known each othér for a long'time. I am a little co
about your Document No. 5049 g-sa) entitled “Rules for Deducting
Travel, Entertainment and Gift Expenses for 1962.”

Mr, Carrin, Yes, sir. C ‘ ‘

The CHAmRMAN. That is the law before new section 274 became
operative{ - .

Mr, CarLIN, Yes, sir, -

The CrARMAN. In 1962. -

Then you go on to have a subtitle: “New Recordkeeping Rules
for 1963.” You intend to issue other regulations in the next few
dags, doyounott : , »

.. Mr, Carpin. The remaining regulations will deal with the sub-
stantive rules rglatingidt,o the circumstances when gn item would be
deductible. That et was aimed at the record-keeping require-
ments of people who are setting up their records for this coming year.

. The Crrarrman, "It seems that & good deal of the confusion is occa-
sioned by réquiring the taxpayers to keep records of travel and enter-

1
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tainment expenditures, perhaps, when such will not be required on
their income tax returns. Aro you not changing your regulations, or
modifying them . )

Mr. Carrin. No. This Partlculur amphlet will not be modified.
This says that if you are claiming a dedyction, then you should keep
records along these lines, The next batch of regulations will merely
state under what oircumstances those claimed deductions will be
allowable. A man might claim many things, which will not be
allowable. But if he is going to claim them, we are trying to say
at the beginning of the year, at least keep your records this way,
on whatever you are going to claim. )

T just came back from Milwaukee not so long) ago, meeting with
a group of lnwyers and accountants out there. One of the mon said
to me, “You know, if you just use commonsense, you will be in full
compliance with those ations.”

I think if people would take that approach, what would a nor-
mally prudent man require of you when Ivou are going out on an
expense-account basis—that you will find that you are in substantial
complinnce,

- Senator Bennerr. Will you tell gvour rovonue agents, if they will
just use commonsense, they will get along well with the taxpayerst

My, Carrin, I sont them a letter in which that phrase 1s used.
We expect them to use a commonsense, reasonable approach in all
* their activities. ,

Senator BennerT. I have been sitting on the other side of the table
for a long time.

Senator Samariers. Can we get that into the record ?

Mri. Carrin. T would be very glad to put that letter in the record,
yes, sir.

The letter referred to follows:)

SPEOIAL MESSAGE FROM THE COMMISSIONER

INTRRNAL REVERUE SERVICE,
Washington, D.O., January 81, 1962,
To All Audit Personncl:

In my speelal message of September 20, 1061, I reported to you on our new
directions, explaining my views as to tho true mission of the Servlce, and out-
lining some of the steps we will be taking to effectively carry out our mission.
\With the start of the new year I fecl that it I8 an appropriate time to report
to you on the progress we are making in Implementing the new -dlrections
affecting the audit aétivity., Bince my earlfer message, the Audit Divislon has
fssued or will soon be issulng about 10 major program documents to our fleld
managers, adjusting our total p m to the new dircctions. ‘

1 am very pleased with the enthusiasm shown by employces at all levels of
the Servico toward the new approaches we are adopting. Many of the im-
plementing measures have already been put into effect and many others swill
become n reality in the very near future. ;

All quantitative goals and the accumulation rind distributlon of statistles of
cage and dollar production by individual agents and auditora and by groups
have been eliminnted. Steps are also being taken to reduce the slze of groups,
and to freo the group supervisor from most of his informal conference dutles,
8o that he will have more time to devote to his direct supervisory dutles. -

Our Quality Audit Standards have been reviewed by the fleld offices and their
comments and suggestions are being incorporatéd, as approprlate, into the final
documents, We expect to Issuc the Standards for Income Tax Field Audits
about April 1. . . ‘ : oo

. We_are also moving ahead rapidly in thd development of Audit Technlque
QGuidelines for Specialized Industries. Guldellnes for the Insurance, Anto
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Dealers, and Mining and Timber Industrles have niready been distributed to
the fleld. The Guldelines for the Textile Industry have Leen completed, but
not yet Issued, and by the end of the year, Guldelines for the Gas and Oil,
Transportation, Cooperatives, aud Dealers in Securities and Commoditles indus-
tries will havo been issued. ‘I'o carry this idea one step further, in the fnterest
of fmproving voluntary compliance we linve started a serles of meetings with
industry groups to discuss tax problems pecullar to the particular industry,
This {8 n new idea and is an attempt to resolve problems in the prefiling period
rather than walt for the audit to attempt to resolve differences of interpretation.

We have introduced a random selection of returns into our classificatlion pro-
gram so as to broaden coverage into areas traditicnally subjected to relatively
little audit attention. With this approach, no taxpayer, no matter how small his
Income may be, can feel secure that his return will not be audited.

These are just a few of our accomplishments in the audit area. There are
many other mcasures weo are taking to breathe new life into our audit program
and to raise the professlonal level of our agents and auditors. This also is an
oxcellent time for all of us to take stock of our attitudes and approaches to our
jobs, The objectives of the New Directions cannot be achleved unless we dis-
charge our responsibilities diligently and intelligently.

You may recall that in some of my recent speeches I made reference to a
“vigorous but more reasonable enforcement program.” I believe that the steps
we are taking to implement the New Directions will contribute to a more vigorous
uudit prograin, ag will be actlions we are taking to curb tax abuses such as in the
travel and entertainment expense area, Improper {nventory reporting practices,
and the varlous schemes used in the International area. We must be constantly
ou the alert for all devices used to avold payment of proper tax and continue to
develop and improve programs, methods and techniques that will bring to light
theso abuses. )

You will note, however, that In referring to a “vigorous enforcement program
I also use the word “reasonable.”” By this I mean that a rcasonable, practical,
commonsense approach s not fucenslstent with a vigorous, effective enforcement
program and, in fact, will fo far toward increasing confidence of the taxpayer
in our administration of the tax laws. Issues should only beé raised bf the
examining officer when they have real merit, never frivolously, arbitrarily, or
for trading purposes. Once an issue has been raised, the examining officer should
welgh all the facts carefully, glve full consideration to the taxpayer’s arguments,
and then make his decision fairly and imparttally in a manner reflecting the
professional nature of conclusions reached. Our attitude should be one of
proper and reasonnble appraisal of thé merits of the 1ssue. We must not allow
our decislons to be unduly Influenced by the potential tax adjustment involved;
we ghould never adopt a superior attitude; nor should we take advantage of the
taxpayer's technical ignorance. The eéxamining officer should explain the pro-
posed adjustments to him in simple, nontechnical language to enable him to
understand the issue. If agreement is not reached, then the taxpayer should
be glven exact and full information as to his further rights of appeal. Let me
hastert to add, however, that an examining officer should never be the least bit
hesitant to ralse an fssue of merit. A hard-hitting audit program is one of our
most Important means of strengthening our self-assessment system.

I belleve a vigorous but reasonable audit program will strengthen confidence
that the tax laws are belbg applled across-the-board without favor and will
enconrage greater numbers of taxpayers to report jn¢ome and deductions more
nceurately. I am.convinced that by the close of this new year we wlil have
miude o great deal more progress towards our new objectives. I would like to
quote from the President’s remarka to the Conference of Reglonal Comm{ssioners
and District Directors on May1, 1001 ; L

*I want to commend you for the efforts that you are making to Improve our
serviee, to make it easler for People to ynderstand exactly what their responsi-
bility 1s. T hope that youn will impress upon the agents of the Internal Revenue
Servico how much we are dependent upon them, on thefr courtesy, on thefr
efliclency, on thelr integrity, on their fairness.” )

Sincerely,
MoaTIMER M, OAPLIN,
Oommissioner.
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The Cstamraran. There is tremendous confusion about it, and I
thought, perhaps, that the rules for 1963 might be in conflict to some
ex}:ent witgh the new regulations, which I understand will be issued,
when is it ‘ .

Mr. CarriN. The end of this month, the end of March, that is.

The Cramyan. The end of March?{
“Mr, CarriN. Yes,sir. .
. 'The CraIRMAN. Thank you very much, Mr. Commissioner.

Mr, Cariy, Thank you,sir, o .

(See questions 15 through 24 of Senator Carlson and Commissioner

Caplin’s replies beginning on p, 73.)
: FI‘)he questions and the replies thereto previously referred to fol-
ow:

ADDITIONAL QUESTIONS SUBMITTED BY COMMITTEE MEMBERS AND
ANSWERS SUPPLIED BY THE COMMISSION

QUESTIONS SUBMITTED BY SENATOR BygD

Question No. 1.—The Congress saw fit to provide in the new substantiation
requirements (subsec, 274 (d)) authority for the Treasury Department to provide
by regulations for a waiver of the amount, time, business purpose and business
relationship requirements for the expenses in connectlon with such activities it
they do not exceed an amount prescribed by the administrative regulations,
This so-called de ininimus exception was intended by Congress to provide rellef
tui)m the excessive detall on small expenditures for business travel or enter-
tainment. ’

However, notwithstanding this clear congressional mandate, the substantiation
regulations published by the Internal Revenue Service only provide a limited
walver of the substantiatlon requirement only to the extent that receipts for
expenditures of less than $25 are not required except for hotel or motel expenses.

Why did not the Internal Revenue Service more fully invoke the statutory
authority so as to eliminate the requir¢ments of reporting smatl expenses?

Answer—The Setvice, under the final recordkeeping regulations, waived the
substantiation requirements for small expenditures more fully than your ques-
tlon would indfcate. For one, the Service has announced rules providing that
relmbyrsement arrangements and per diem allowances not exceedlng $25 per
day for ordinary and necessary expenses of an ‘employee traveling away from
home will be regarded as satisfylng the substantive requirements with respect
to the daily total amount of such travel, provided the time, place, and business
purpose, of travel are established, Also, certain mileage allowances up to 15
cents per mile will bé. regarded as satisfying the substantlation requirements.
These provislons grant general rellef from excessive detall in recordkeeping for
routlne,tra;'el " Recelpts are not required for transportatlion expenses if not
readily available, Also, it 18 not necessary, under the new regulations, that re-
celpts for hotel or motel éxpenses be obtainéd'in order to qualify for the rellef
provisions applieable to. travet expenses pald under relmbursement or per diem
allowances. In addition, the regulations permit taxpayers to aggregate expendi-
tures in reasonable categotles, siich as for taxi fare and local transportation, for
gasoline and oil, and for the taxpayer's own meals while travelliig. The taxpayer
may also aggregate.the amount of a ¢ 3) with the underlying expens¢, such as
with his mealsor tax! fares, or, it he s6 desires, ie may separately state the dally
aggregate amount of tips. Furthermore, it {8 important to bear {n mind that the
regulations clearly permit a taxpayér t¢ shbstantlatd hig expense by means other
than records and receipts. The regulations provide that a taxpayer who does
not haye adequate records to substantiate’n deduction mu{ establish his right to
ft'deduction by other evidence such as a statement In writing 6f witnesses con-
tafning specific information. In additlon, the reguiatiods provide speelal rules
for cases where, by reason of the Inherent nature of the situation in which an
expenditure Jg made, a taxpayer is unable to obtain a receipt or where a tax-
payer cannot produce & receipt for reasons beyond his control, such as loss of the
receipt by fire, flood, or casualty.
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Question No, 2—Sectlon 274(d) as added by the Revenue Act of 1962,
lists items which must be substantiated if travel, entertainment, and gift ex-
penses are to be allowed as tax deductions. The last sentence of this section
states: ‘‘The Secretary or hig delegate may by regulations provide that some
or all of the requirements of the preceding seanteuce shall not apply in the case
of an expense which does not exceed an amount prescribed pursuant to such
regulations.” .

Our committee report illustrates our intent as to the operation of this last
sentence when it states: “For example, it may be provided that substantlation
will not be required for travellng expenses, where such expenses (including
the cost of meals and lodging) do not exceed prescribed minimum amounts.
This will be of special benefit to employees whose per diem allowance while
traveling 1s within limits established by the Secretary under this provision.”

There is a feeling that when Congress enacted the substaatiation rule with
respect to travel, we had in mind only situations involving mixed business and
personal motives, We did not propose to change the law in any respect for
the large body of employee-salesmen who do thelr routework on fixéed per
dfem or mileage allotments, As a matter of fact, the last sentence of the sub-
stantiation statute quoted above, was included to provide an opportunity to
retaln present law. .

Nonetheless, your regulations swept in the per diem cases and imposed new
recordkeeping requirements on employees and new accounting techniques on
employers. And, you have done this despite the absence of any showing of
tax abuse in these per diem or mileage allotment situations.

There are some who not only feel your final regulations have exceeded our
intent in this respect, but also feel this is an appropriate area for us to pre-
serve the existing law. . .

There {8 no question but that you can preserve the existing law through
regulations if ‘you choose to do s0. Why have you failed to exercise your
adminfstrative discretion? Is there tax abuse {n these situatlons that we do
not know of ? :

I know of your January 28 ruling, waiving the receipt requirement for
employees on $25 per diem r(’:)r less) allowances or on 15 cents per mlileage allot-
merits (Rev. Rul. 68-18). The ruling did not wajve any of the other require-
ments of the statute. The ink was hardly dry on this ruling before you, in
effect, completely overruled the receipt walver. On the very next day, January
20, 1068, you warned employees, upon fear of losing a deduction or being charged
with additional income, that they should retain the very receipts your ruling
informed them would not be required (IR-585), . . - o

I have heard this deacribed as harassment, pure and simple. Without debat-
ing the merits of Rev, Rul. 83-18, let me say that you published it as an officlal
pronouncement of the Service and theoretically at least, it will be avallable to
anyone who wants to read it. Press releases do not have this stature. Conse-
quently, I suspect that few people other than full-time tax practitioners and
revenue agents will know the receipt waiyer has been nullified. S

How do you intend for your auditors and agents to proceed under these con-
flicting directivea? . L AT T

With respect to the impact of the new regulations upon employees and the new
recordkeeping burdens they must bear, let me read from a protest received from
an employee of the Kimberly Clark co§p.: o e .

“My employer, Kimberly Clark of Neenah, Wis., has just revised its expense
report(s) to comply with the recent IRS expense reporting procedure. The
administrative detall required and the amount of my time required to complete
the three required reports is horrendons. e e

‘“\WWhere one report was formerly enough, now three geparate forms and reports
are required. Much. of this information 18 duplicated and transferred from one

3

forn, to. another for explanation.purposes. In my casé you are not going to
increase the incanie to the Government 1 penny, but only require rie to put in
extta hours of time and éffort. I frankly resent thé effort I will be réquired to
make in this area, Thls, by the way, will decrease révenue, both to the Govern-
ment and to me, because time spent in administrative work s nonproductive
and y6u ¢an only fax production.” T ‘ )

On December 27, when you Issued the firial substantiation regulations, you
mdde & statement to thé press with respect to employée expense acconnts. You
sald: “The general $28 benchmark for voucherd or recelpts Is consistent with
good husiness practice, although many companies will continue to require
detailed documentation for lesser amounts. And the recordkeeping liberaliza.
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tion will enable salesmen and other business travelers to make streamlined
recordation for routine expenses.”

Do you believe the situation described by the Kimberly Clark employée repre-
sents “'streamlined recordation”? From the standpoint of the Federal revenues,
what do we stand to galn by imposing this burde:t on employees?

Answer.—As I indicated in my answer to your first quesiion, I have announced
rules under tho final substantiatlon regulations granting geaeral rellef from
recordkeeping detall for employees traveling on business under relmbursement
arrangements and per diem dllowances of up to $25 a day.. This general relief
Is, In part, a liberalization of previous administrative practice. Previously, re-
et from recordkeeping detall for" travel allowancés was permitted only up to
$20 per day (125 percent of thé authorized Government daily allowance). The
new mark of $25 per da(f 1§ the sdme figure used to determine whether docu-
meéntary evidence should be obtained to substantiate an expenditure. Using
the same amount for both purposes provides a simple rule of thumb for tax-
payers.  Furthermore, under prior practice, the general rellef provision for.
travel expenses was limited to flat per dlem allowances and mileage allowances.
Under the new rules, similar rellef has been extended to reimbursement ar-
rangenients. - 'We belléeve these new liberalizations constitute a streamlining of
the recordkeeping rules. :

At the same time weé havé endeavored to limit the use of such travel allow-
ance arrangéments to cover only ordinary and necessary business expenses of
travel. We belleve this i fmportant, since travel allowance arrangements are
not free from abuse. In Technical Information Release No. 221 issued on April
4, 1960, with respect to “Problenis Relatuelg to Entertainment Expense and Em-
pioyees' Expense Accoitnts” it was pointed out that “some employers give cer-
taln of their employees fixed expense account allowances far in excess of thelr
actual or expected expenses * ¢ ¢ It was law prior prior to the enactment of
new séction 274, and it continues to be the law, that such excess amounts con-
stitutes ‘gross income to the employee, and must be included as such on his
tax return. It was for this reason that we believed it appropriate to point out
to employees that, although [t was not necessary for an employee to submit lodg-
ing recelpts to his employer while traveling under a qualifying travel allow-
ance, he may find that retention of receipts i3 the best means to establish that
he has not received taxable income from a travel allowance pald to him. This
last point, {t might be noted; Was officially announced not only in the news re-
lease (IR-883) to which you tefer, but also in Revenue Procedure 63-4, pub-
lished in Internal Revenue Bulletin 1963-64 on January 28, 1083. This was
the same bulletin in which Revenue Ruling 63-18 was published. We by no
means {ntended the révenue procedure as’'a nullification of the revenue ruling
but rather as a clarification for the assistance of taxpayers. " ' - .

Question No. $—Mr, Commniissioner: Undér the new travel, gift, and enter-
{ainment disallowance rules establishéd by Congress as section 4 of the Revenue
Act of 1062, it was made clear that taxpayers should ségregate such' expenses
and not include them In ¢ther categories of business deductions. It is also
indicated that the expenses for entertalnment, amusement, And recreation should
be identified by the taxpayer on bis return. However, the substantiation tegula-
tions issuéd by the Internal Revenue Bervice seem to go beyond this requirement
by reserving to administrative discretion the determination as to whether an
employee shall make *disclosure on his tax return,” notwithstanding the fact
that he mdy have adequately accounted and substantiated to his employetr for
all such éxpenses, 4 3 ‘

Does not this requirement go beyond the scope and intent of Congress in
seekllng t_o2 avold imposing “unreasonable burdens” on taxpayers and thelr
employees . . T - -

Answer.—Federal income tax returns for years prior to the enactment of the
Revenue Act of 1962 have required certain {nformation on travel and entertain-
ment expenses. This fs true both for employees who claiméd deductions and
employees who received relmbursements or other allowances covering such
expenses, For example, form 1120. (the corporate income return) for calendar
year 1061 contained an expense allowance schedule, calling for informatfon
with respect to travel and entertainment allowances pald to the corporation’s
officers and 25 higheat pald employees, Also, form 1040 (the individual income
return) for calendar year 1061 contained questions concerning hunting lodges,
yachts, apartments, conventions, and simtlar {tems. . . C
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The final regulations under section 274 merely recognize the right of the
Commission to require such disclosure on income tax returns as is reasonably
necessary to guarantee falr administration of the tax law.

Question No. 4—Mr, Commissioner, as you know, under the new disallowance
rules of section 4 of Public Law 87-834 dues to socia), athletic, or sporting organ-
ization are subject to the “primary” rule applicable to entertainment facilities
and that, in additlon, a taxpayer must substantlate the business connections of
oxpenses which are related to the use of the club facllities so as to justify the
tax deductibility of the dues patd to the organization, )

The gubstantiation regulations which your agency has issued do not appear
to provide any meaningful criterla as to what factors will be em?loyed by the
Internal Revenue Service In determining the tax status of such club dues, In
some of the materlal which the Internal Revenue Service has published it is
indicated that records reflecting time, cost and other information will be utllized
in establishing use. ) oo .

Is it not possible for the Internal Revenue 8ervice to develop more definitive
and informative criteria for the information of taxpayers m_tgs area? |

Answer—The new statutory provisions ssec. 274(a) (1) (B) - and (a)(2))
covering deductions for dues and fecs to soclal, athletic or sporting clubs provide,

-In'part, that such dues and fees are deductible only it the club s usegl,“{)r_tm‘arlly
for thé furtherance of the taxpayer's trade or business.” We do not bélléve that
rigld criterla should be imposed fn applying this test. For example, f strict
- compnrlson of the aggregate timo of business use with the aggregate time of
nonbusiness use might be appropriate ih cortain cases. However, In-other
cased, a comparison of the amounts of expenditures for business use as against
nonbusiness use might reflect a more accurate piéturé of primary use, In still
other cases, it might be the number of persons entertained for nonbusiness rea-
sons that would be determinative. In other words, it depends upon the facts
and ‘circumstances of ench case whether a club has been used primatily in
tg;th?ranco of a given taxpayer’s businezs. The regulations attempt to make
this clear. . . )

At the samé time, however, we are endeavoring to provide guldelines which
will prove helpful to taxpayers. For one, we ivould propose that In the case
of an automoblle, the primary use test will be deemed satisfled if more than
B0 percent of mileage driven during the taxable year 15 for ordinary and
necessary business travel. In the case of an airplane the test would be deemed
satisfled if more than 80 percent of hours flown during the year was for such
business use. In the case of :facilitles such as country -elubs, we wonld pro-
pose another rule under which the primary use test would be considered met if
more than one-half of the days of use during the year were days of business
use. If a taxpayer uses a facllity for a substantial business discussion on a
particular day, that day will be considered a full day of business use, even
though' the facllity was also used on’ the same day for personal or family
use not involving entertainmént of others. Even if less than 6né-half of the
days of use were days of business use, the taxpayer may still be able to estab-
lish primary use under all the facts and circumstances of the case, -~ -
Question No. 5—Assume that a taxpayér and his lawyer come to Washington
to discuss a matter with the general coitngel’ of "one of the execitive branch
agenctes. Thelr discussion continues Into the lunch hour atid they ask:such
gslzency'omqinl to accompany them to lunch ‘so that they can’ ponclude their

seussion, . . . . " : :

Wonld the travel cost of the taxpayer and his counsel, in addition to the
luncheon costs, be fully deduétible by such taxpayer? e

Anstoer —Assuming- that the taxpayer and his counsel did not stay on In
Washington to enjoy pérsonal vacations (s¢ that the new travel allocation
rules are not applicable) and that the lunchéon oceurred: in . circumstqnces

generally conslde condugive to buslness discussion (so that the expense
falls within the business meal éxception), no provision of the rew travel and
entertainnient “rules wounld o?e‘rate to disatlow the, travel or luncheon' coat.
owever, this byggkhetlcql situation rafses certhth  questions of ‘deductibility
ch aré agalnst public policy. ' This matteér {8 under current

of ‘expenses which "ar g iblic .
study. ' If you wish, we will be happy to furnish additional answers on this
“other napect of the guestion when onr study is compléted. = . | |
Question No. 6.—Mr, Commissioner, assume that the constituent of a' Mer-
ber of Congress comes to Washington to comimunlcate with him on 4 lle’xlsm;ve

" proposal-of substantlal interest to the constituent’s business, 'Thé only time it
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is convenient for the twe of them to get together would be for a dinner engage-
ment, at which time this problem is extensively discussed. The constituent
pays the expenses for this dinner éngagement. : ‘
Would the travel cost in connection.with coming to Washington and the
expenses of such dinner be fully tax deductible by such taxpayer?
Ansicer—This question i{s similar to the preceding question, There 18 no

. provision {n sectlon 274, relating to travel and entertalnment, which would

operate to disallow efther the travel or'dinrer expense, assuming that the
constituent, does not combine the trip with a vacatlon. However, the new
lobbying provisions added by sectlon 8 of the Revenue Act of 1962 are pertinent.
'The regulations are currently béing drafted under that new provision. Also,
us I mentloned at thé hearing oh February 28, the' Servlce is developing a posi-
tion paper on the.deductibility of expenses relating to Members of Congress,
Questlons of public policy are fnvolved. If you wish, I will answer this ques-
tion in more detail when the study project is completed. i

" Question No. 1.—With respect to recordkeeping of business entertaining, why
does Treasury require & record of the business relationship and purpose when,
in niost instances, it {8 not necessary since the taxpayer will recall who the
person entertained was and why he was entertained? (Although the regula-
tions contain a provislon for establishing this informdtion by circumstantial
evidence, this provision has been totally overlooked by the businessman. Con-
sequently, business forms have become exceedingly complex. Now, every time
John Wayne is entertained, the businessman thinks he must have a record
that Johih Wayne is a-movle star. If a lawyer has a cllent for years and he
buys him a luncheon, he thinks he has to mnke a record of the fact that the
man is a client. Treasury has failed to emphasize simple records are possible,)

Answer.—Section 274(d) requires a taxpayer to substantiate by ‘‘adequate

_records or by sufficlent evidence corroborating his own statement” certain ele-

ments of an .entertainment activity incliding “the business purpose of the
expense” and “the business relationship to the taxpayer of persons entertained.”
Senator Smathers, in the Senate floor debates, sald that a taxpayer, “must
show the circumstances under which the entertalnment occurred. He must
identify the person entertained ard must show the business relationship be-
tween that person-and a trade or business., By these requirements, the tax-
payer must reveal to the tax collector all the information he needs to make
a determination with respect to any clatmed entertatriment expense.” .

It {s difficult to say to what extent most taxpayers do recall detalls of given
expenditures. A record of an expense made at or near the time of the expense
has a bigh degree of credibllity not present in statements prepared subsequently
when there may be a lack of accurate recall. For this reason, I belleve tax-
payers should be encouraged to maintain adequate records on a current basis.
The - regulations, however, provide that a written statement of business pur-
pose Is not necessary “where the business purpose is evident from the sur-
rounding - facts and circumstances, such as the business relationship to the
taxpayer of the person entertained.” The regulations also expressly recognize
that a taxpayer may substantiate bis expenses by evidence other than records,

. provided it meets the requirement of the statute that it be sufficlent to corrobo-

rate his own statement, - .

. Question No. 8.—Why 1is it always necessary for an emplogee to record the

business relationship and purpose of entertaining in order to adequately account
to his employer? IRS is willing to accept circumstantlial evidence to establish
this information. If an employee gives a name and can recall the guest’s con-
nection and the business purpose, why should he be required to make a record
of an e¢aslly established fact which IRS and/or the employer can always verify
without a time-consuming record? o

Answer—The new statute, although it contains & speclal rule preventing
double disallowance (under the substantive limitations of subsec. (a) of sec.
274) of entertainment expenses {ncurred by an employee on behalf of an em-
ployer, contains no similar rellef rule against double disallowance on grounds
of lack of substantlation. The, regulations provide a rellef rule that if an
employee Incurs an expenso on behalf of his employer and makes an adequate
accounting ‘to his employer, ho will not again be required to sudbstantiate his
expense to. the Government for Federal tax purposes except in certaln lmited
cases, such as in the case of an employee who is closely related to his employer.
Since this 18 a speclal relle? measure, it should be restricted In its application
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to cases where an employee accounts to his employer by adequate records of a
standard equal to that called for by section 274 (d). See question No. 7.

Qucstion No. 9.—Why do you require a record of the business purpose of
entertaining or a gift when good will is sufficlent? (If you read the regulations
closely, you will find that a record is not required when the purpose is evident
from the surrounding facts and circumstances; but nobody knows this. As a
result, most businessmen figure that a taxpayer must have a business purpose;
and it never occurs to them that the Government would be so ridiculous as to
require a record that entertainment took place or a gift was given to establish
good will. They, therefore, conclude that they must dream up some other
:‘eason; _az;d being unable to do so, they do not give gifts or entertain in many
nstances, . ’

Answer.—As I Indlcated In my answer to your question No. 7, the statute
requires a_taxpayer to establish the business purpose of an entertalnment
expense which is being claimed as a deduction. If the purpose of entertaining
is to create or maintain business goodwill, a simple statement to that effect Is
sufficlent. Furthermore, the regulatlons issued in final form last December
mnke it clear that the business purpose of an expenditure need not be sepa-
rately stated on an expense record if it Is evident from the surrounding facts
and ¢frcumstances. . ‘ .

Question No. 10—The principal problem of the expense account law has been
the confusion surrounding it. Basically, the confusion is doubt about what is
and what is not deductible. It will be over 6 months between the passage of
the law and final substantive regulations. I know the law is capable of vary-
ing interpretations, but this delay has caused thousands of businessmen to
exercise extreme caution. It is not a question of what the law says, it is what
they think it says. How do you explain this kind of delay? (Answer—tough
law to Interpret.) L .

Answer—The regulations must be carefully prepared to properly carry out
the new. requirements of the statute. Some of the new statutory terms, such
as “directly related” or “assoclated with” the active conduct of business, as in

_the case of many other general rules in the tax law, do not lend themselves to
precise definitlons, Individual vlews may differ on the exact meaning of some
of these térms. Recognizing this, I called in outside consultants, including
leaders inthe legal and accounting professions, to review and comment on
early draft versions of the regulations. Many of their comments have been
incorporated into. these regulations. = This, of course, has been timé consuming,
“However, I belleve it 13 timé well spent to provide regulations which carry out
the requifements of thé statiite. . - )

I belleve these régulations strike & fair balance between restricting abuses—
curtalling expense ac¢eount financing of personal costs of living—swithout im-
posing undile restrictions on legitimate business activity. In addition, follow-
ing our usual practice, thege regulations are being issued first in proposed form.
This s an ‘opportunity for taxpayers who may be affected by these proposed
rules to study them carefully, and give us their comments, before final regula-
tlons dre published, " .

I realize that the proper application of some of the new substantive rules

_may raise problems of interpretation for some taxpayers until the final regula-
tions are issued. Accordingly, I am announ¢ing that revenue agents will be
instructed to resolve reasonable doubts in favor of taxpayers where—with re-
spect to “T, & B.” transactions occurring during the pertod beginning January 1,
1063, and ending-80 days after the final regulations are Issued—there have
beﬁn good faith efforts to apply the substantive requirements of the new statutory
rules, R : - .

" Question No. 11~Wh¥ do’ you require a record of the type of entertainment?
It seems that this adds to the problem of recordkeeping, as the place of en-
tertalnment would almost invariably indicate the type. The taxpayer could
always be questioned about the particular establishment. (Actually, the regu-
lations do permit thé proof of the type of en:ertainment from the establish-

, men‘ta(:l ll;u)l; this fact i1s not well known, and very few businessmen have ob-
serv 2 R . o e - . ‘

Answger~—A record of the type of entertalnment is not required by the regu-
lations nnless such information {8 not apparent from the designation of the
plece of entertalnment by its name, if any, and its address or location.



72 TRAVEL AND ENTERTAINMENT EXPENDITURES

Question No. 12 (parts a, b, and 0) —If the law {s that confusing and is having
the unintended effect complainéd of by the restaurant and hotel industry, may-
Be we had better take a new look at it. X have a serles of questions to ask
about the substantive interpretation of the law. .

It 18 my understanding that typical restaurant entertaining (i.e., entertain-
ing in surroundings conducive to the discussion of business) was to be un-
changed by the new law by virtue of the business meal exceptlon,” This is how
Senator Douglas, Senator Clark, and the Treasury Department argued before
the passage of the law. You have stated that for the business meal exception
to apply ther¢ must be a direct, close relationship between the taxpayer and
the person entertalned. : ,

(a) Does this mean that expenses for wives In a restaurant are never de-
ductible under the business meal exception? (For example, where Presldent
and Mrs. Kennedy entertain Prime Minister and Mrs. McMillan,) :

Answer {o part a.—By né means, In my references to the business meal
exceptlon, I have stated that, under the statute, it 18 necessary that the sur-
roundings be of a type generally considered conducive to business discussion.
Thus, it would normally be necessary to show that you were entertaining some-
one with whom you had a business relationship, The presence of wives s
another factor to be taken into account in detérmining whether the circum-
stances were conducive to business discussion. However, if, in the light of all
the facts and cirecumstances, the surroundings were of a type generally consldered
conducive to discussing business, and the expense for the wives was an ordinary
and necesgary business expense as under prior law, the expense for wives will
ot be disallowed by the new rules. . B N

{b) Does this mean all goodwill entertaining is out under the business meal
exception and that the statement in the finance report that “thé prineipal form
of goodwill entertaining in the country will be left undisturbed under the nei
law” is false? This same statement was repeated saveral times during the
Senate debate. .

Ansiwer to part b.—I believe that many business goodwlll expenses, deductible
under prior law, will continue to be deductible under the business meal excep-
ton. I have attempted to emphasize this on several occasions over that last few
months in talking before various groups. The regulations will make this clear.
To come within the business meal exception, it is not necessary that buslness
actually be discussed. .

(o) Most, if not all, country club entertaining 1s of a goodwill type. Are not
a lot of businessmen wasting their time keeping a record of business use of a
club to meet the 50-percent requiremént when in fact they will get no deduction
at all for due since the closely associated rule does not apply to entertainment
facilities? About the only deduction they would get is for the time, if any, spent
actuallly,?dlscusslng business. What ‘have you done to:correct this false im-
pression . ) o o )

. Anawer to part o—It i3 important to bear in mind that the statute expressely
provides a dual test in determining deductibjlity of dues to social, athletic, or
sporting clubs. It is the same dual test provided for the case of entertainment
tacilities generally. First, these expenses are not deductible under the statute
unless the facility. i8 used primarily for ordinary and necessary business use,
Second, once the primary use test 18 satisfled, these expenses are deductible only
to the extent they are directly related to the active conduct of business. It
may well be that fn certain cases only a portion of coyntry club dues will be
considered allocable to entertainment directly. related to business. However,
the regulations will provide that clubs operated solely to provide business lunches
wiil not be considered social clubs. In such cases, the dues would be fully exempt
from the new dual test. Moreover, if a taxpaper used a country club primarily
for furnishing business meals, we will consider the dues_allocable to such use
directly related to bustuess. - - ) e

QUESTIONS SUBMITTED BY SENATOR BERNETT

Question No. 13.—L6ét me put a sitaation to yon. The Gillette Safety Razor
.Co. tnvites the entire United States to witness on telovision the Rose Bowl foot-
batl game, and various other major sporting events, and for this pays tremen-
dous sums of money for TV time. It does this in order to sell its product, but
its selling efforts représent a sort of scatter gun approach, because there are
countless viewers who are neither customers nor prospective customers. The
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X Co. on the other hand takes 20 of its best customers and customer prospects,
thelr wives and familiea to a football game in the hope of creating and maintain-
ing friendly relationships so that it can maintain and increase its sales. This
selling effort represents a squirrel gun approach—there ig not a dime wasted in
the selling effort.

Now which expense Is more directly related to the taxpayer’s trade or business?

Dody?ou think it is highly discriminating to allow the first and disallow the
secon

Answer.—I belleve the distinction between the two cases, which is clearly made
by the new statute, 18 A reasonable one, Section 274(e) (8) contalns a specific
exception covering expenses for goods, services, and facilities made available by

_ the taxpayer to the publfc generally. The new limitations on deducting enter-

tainment expenses appear to be designed to cover entertainment which confers
substantial tax free personal benefits on the reciplents unless there is a cloze
relationship to the active conduct of business. The individual who views the
football game on television obtains & benefit which he acquired through the pur-
chase of hig TV set, and this benefit is shared generally by the members of the
publie. who indirectly finance the program through the purchase of the adver-
tiser's products. However, the individual who attends a football game with his
wife and family obtains a substantial personal benefit, the cost of which, if pald
for by himself, would be a nondeductible personal living expense. Under the
new statute, this expense cannot be treated as a deductible business expense
except to the extent there is a close relationship with the active conduct of the
taxpayer's business, : .

Question No. 14—The existing substantive regulations under section 162
(business expenses) provide (and for many years have provided) that business
expenses deductible under section 162 include the ordinary and necessary ex-
penses “directly connected with or pertaining {v” the taxpayer’s trade or
business. How does this test differ from the ‘“directly related to” test of the
new section 2747 Or conversely, what changes did the ‘““directly related to”
test make in the existing ‘“directly connected with or pertaining to” test?

Answer~The requirement of new section 274 that an expense be “directly
related to the active conduct of a taxpayer's trade or business’’ imposes a
stricter limitation on deductibility of expenses for business entertalnment than
existed in the regulations under section 162, New section 274 expressly requires
that the expense be related to the active conduet of business. The regulations
under section 162 did not contain this latter condition. As the Senate Finance
report states (p. 28), a taxpayer, under the new statute, “must show a greater
degree of proximate relation between the expenditure and his trade or business”
than {s required under section 162.

QUESTIONS' SUBMITTED BY SENATOR UARLSON

Question No, 15.—Businessmen who are seeking clarification of the now law
and your regulations governing expense accounts seem to be primarily interested
in obtaining some quick clarification concerning those expenditures which may
be disallowed to the company. as a business deduction bul which may or may not
be considered by the Internal Revenue Service to be a fringe benefit or a salary
supplement for the employee who made the expenditure with the company’s
approval. In order to clear up this point it scems desirable to have some official
guldelines {n question-and-answer form which cover a serles of supposititious
transactions which have varying degrees of shading but which generally reflect
normal business practices here in Washington. .

To lay the basis for these questions let's assume as an example the XYZ
COorp., headquartered in Denver, having a Washington vice president with an
engineering staff and a sales staff. The stock of the corporation is widely held
and the Washington vice president s not related to the president or any of the
other corporate officers. . The corporation is in the business of producing appli-
ances for industries and individuals generally and also makes sales to the
Government. The Washington vice president’s duties, among other things, con-
sists of watching legislation, being alert to Government bids,, and acting as a
general listening post and adviser for all corporate affairs. ' He 1s thus expected
to have a broad acquaintance with Members of the Congress, members of the
executive departments, other business representatives and business organiza-
tions. In order fo carry on these important dutles he fs expected by his com-
pany to have business and social relations with these people.: To assist In
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cultivating the desired acquaintances and contacts the company expects him to
be a member of varlous clubs and associations, and the company pays club dues.
He is the company’s ambassador—the company’s image on the Washington scene.
His assignments demand that he reciprocate on entertainment and this requires
that he and his wife entertain often at home, at the clubs, and at hotels.

The foregoing narrative is fairly descriptive of the responsibilities of Wash-
ington representatives of many of thé major corporations having offices here.
Now for the questions. .

Question.—It has been the prattice of the XYZ Corp. to entertain members
of the press during Christmas week at a cocktall party and buffet supper. The
vice president makes the arrangements and sends out the invitations. The party
is for the most part an appreclation party and seeks to preserve the good will
that now exists between' the corporation, the vice presideat, and the press corps.
No business {s discussed during the évening and there 18 no business meeting im-
mediately prior or after {he party. Fifty members of the press and their iwives
are present. The hotel bill; including gratuiti¢s, music, ete, amounts to $1,000.
It 18 strictly a good will party. - It appears without question under your new
regulations that the Service would hold this expénditure of $1,000 to be unjusti-
fled as business expense so far as the compahy s concernéd and it would be,
therefore; disallowed to'the ¢ompany. Does it, however, méan—and this is the
vital question—that this éxpendituré becomes a salary supplement to the Wash-
ington vice president who arranged the party and approved the expenditure
upon which he hag'to pay a tax? L Co e

Ansiwer—Goodwill entertaining of members of the press-and thelr wives at
the request of, arid on behalf of, the XYZ Cotp. would not, ander the circum-
stances you describe, be considered -a salary supplement to the Washington
vice president. ‘This assumes that the XYZ Corp. did not treat the expense on
its tax return as compensation paid to the Washington vice presidént. -

Question No. 16.—Assuming the same set of ‘circumstances desctibed in ques-
tion No. 13 but assume’ the additional’ fact that the corporation president or
board of directors has approved the holding of the party and the making of
the expenditure realizing in ddvance that ft may not be deductible as a busi-
ness expense for.the corporation but nevertheless, they are willing to go ahead,
and have authorized the Washington vice president to hold the party. The
corporation auditor will account for the expenditure in his corporate records
not as a business expensé but after taxes.. The question is the same: Does it
necessarily follow that the éxpenditure then becomes a salary supplement to
the Washington vice president who arranged the party and contracted for the
expenditure? . - : R g

Answer.—Our answer to the first question is in no way changed by the facts
of your question No. 16.

Question No. 17—Assuming the facts in' question No. 15 but substitute for
gxe 50 members of the press corps a guest list comprised of Members of the

ongress. ‘ ) o

Answeér—Our answer {s in no way changed by these facts. o '

Question No. 18—Substitute a guest list composed of members of the execu-
tive department some of whom aré eéngagéd in handling Government ¢ofitracts.

Answer—Our dnswet I8 inno way'changed by these facts. . ‘

Question No. 19.—A businessman residing in Washington ‘nieets an out-6f-
town client in his room at the hotél, After a business discussion the Wash-
ington resident spends a total of $18 for refreshments and ditiner for the two.

Can the Washington resident charge the total of $18 on his expénse account
to his company as a legitimate business expensé? o o

'Or must he exclude the $0 patd for his own meal on the assumption that he
could eat at home if he wanted to? - ) -

If it 1s not possible for kim t¢ Include hi3d own $9 expense under the fore-
going set of facts could he telephone his wife, cancel one platé at honi¢ and
order the same meal scheduled fo* home consumptioit and charge the ¢ost there-
of, whether it be hamburgers or pheasant uinder glass that is scheduléd for
home consumption? S .

Answer—Thid question -involves an issue 6f law not affected by the new
travel and entertainment provisions of the Revénue Act of 1962. Judiefal
decisions under established law, applying the statutory rule that deductions
are not allowed for personal expenses, hold that a taxpayer vaniot obtaln a
deduction for the portion of his meal cost which does not exceed an arount he
would normally spend on himself. :The Internal Revenue Service practice has
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been to apply this rule largely to abuse cases where taxpayers claim deduc-
tions for substantial aniounts of personal living expenses, ~The Service does not
intend to depart froin this practice. C e R o .
Question No. 20.—Thé substantiation regulations appear to be unduly detailed
in certain particulars and are very ambiguous with.respect to other areas. The
undue burden of detafl spe¢ified in the regulations has caused many complaints
based upon overenforcement of the law. -As to the ambiguities, -the business
people who have to deal with regulations complain that they have no guldance
as to how the regutations will be applied in given situations.
As an illustration of the ambiguities, assume the following facts: =
The White Housé Corréspondents Assoclation is composed of membefs of the
press accredited by the White House. It has annual du¢s which are generdlly
paid by the members and then charged to the newspapérs which they répreséent
on an expense acgount. They join yearly with the White House, Photogl:aphers
Assoclation and hold a rather élaborate banquet at the Sheraton Park’ Hotel.
Each member is uspally entitled to biiy several seats or a table, '‘The club
.usually invites the President, members of the Cabinet, meinbers of the Supreme
Cour¢, the diplomatic staffl and other prominent people In Qovernment. Each
member of the club invites prominent people who are cons{deréd to be “news
soutces.” No business i3 discussed at the meeting and it i# not held prior or
subsequent to a business meeting. The individual member normally pays for
his guest's ticket by charging the cost to his employer. The purpose for the
most part is restricted togood will, IS LI
Question.—Is the annual dues a legitimate business expense for the employer?
Answer—It would appear that dues to these assoclations ate not dues to a
soclal, athletic, or sporting ‘élub or organization, and are not subject to the
new. limitations on deductions' for expénditures with respect to. entertainment
facilities. The duées would be deductible to the ¢xtent they constitute ordinary
and necessary business expenses as under prior law. - ’ L
oal‘eauo?n No. 21.—Is the cost of the banquet a legitimate expense for the
employer o L v . o
Answer.—It would also appear that the cost of the banquet would be deduct-
ible to the extent it constitutes an ordinary and necessary business expense as
under prior law. The Service proposes to treat expenditures for banqguets
sponsored by business or professional assoclations as expenditures to which
the spécific exception for business meals applies. Even if the business meal
exception 18 not applicablé under the facts of the case, the cost of thé banquet
should ‘qualify as entértainment occurring in a clear business setting.
Question No. 22 —1If not, is the dues expénse or the banquet expense a salary
supplemént to the White House correspondent? = T e
Answer~—~This 18 a quéstion not affected by the new statute, The new rules
‘'only disallow deductions. - Whether: or: not an item: paid for by an employér
i3 considered income to an emploiee in the form of salary supplement depends
gptén rtlll&fq.eneral rules of established law prior to the enactment of the Revenue
cto S ' g ”
Question No. 23.—If wives of mémbers and guests weré included at the banquet
how would the éxpense of their tickets be considered? - S
Answer.—As I indicated In my answer to a question asked by Senator Curtis
(question No. 25), we do not believe the new law 15 aimed at disallowlng dsduc-
tlons for entertainment of wives. However, it 18 necessary, as under prior law,
that entertainment of wives serve ¢ bona fide business purpose., Assuming the
“ordinary and necessary” business requirement is satisfied, and the taxpayer
establishes that the expense for the customer -himself 15 not disallowed under
El;edggw ?‘tﬁtute, the portion attributable to the customer’s wife will generally
uctible. : - T '
Quesiion No, 241t would appear that there are, in some instances, double
standards with respect to enforcement of the tax laws. Assume the following
factual situation’: - . oo . o
A 1s the president of X Corp.. Company owned and operated antomobiles are
sometimes used to transport A to and from his residence and office, "
(1{‘ Is the cost of maintaining and operating the:automobile to the ‘extent
?3‘.}‘:‘1* ;1table to transporting A to and from work a deductible expense by X
rp- A »“ ~ Cosotee L - L N S - . B
(2) In the reasonable value of the transportation-taxable income to A?
(8) _If the answer-to (2) is afirmative, would the game thing be true in the
cagekgf Government officlals using Government-owned' vehitles to commute- to
wor -
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Answer (1).—The Service proposes to rule that an automobile used in the
active conduct of trade or business, even though Incidentally used for com-
muting to and from work, would not be regarded as entertainment. The cost
would be deductible by X Corp. to the extent it constitutes an ordinary and
necessary business expense, as under prior law.

Answer (2) and (3).—Whether or not an item Is includible in Income is a
question not affected by the new rules,

QUESTIONS SUBMITTED BY SENATOR CURTIS

Question No. 25.—Does the Internal Revenue Service expect to promulgate
a regulation which will deny deductibllity for entertainment expense spent on
the wife of a customer if the wife of a customer is not a participant in the cus-
tomer’s business?

Answer—No. We do not belleve the new law is almed at disallowing deduc-
tions for entertainment of wives, However, it Is necessary, as under prior law,
that entertainment of wives serve a bona fide business purpose. Assuming the
“ordinary and necessary” business requirement is satisfled, and the taxpayer
establishes that the expense for the customer himself is not disallowed under
the new statute, the portion attributable to the customer’'s wife will generally
be deductible. . , )

Question No, 26.—Suppose an out-of-town company maintains a hotel suite
or apartment in Washington for the use of its employees, who come to Wash-
,ln{to,n frequently on business. Would this expensé be 'deductible assuming it is
‘not the type of facility used In connection with an actlvity generally considered
to constitutd entertainment, amugement or recreation? =~ .

Answcer—An employer who furnishes lodging for’ﬁ!q‘employeés‘who are
traveling away from home on business would not be regarded as entertaining
hl§ en;ployees. The expenditure will be deductible to the samie extent as under
prior law. . o ;oL ‘

Question No. £7.—If an éxpenditure 18 necéssary to the bustness and If it
is an ordinary expenditure, will it, in any event, be disallowed? L

Answer.—Certain éxpenseg for entertainment, gifts, and travel which are
considered to be ordinary and necessary business expenses deductible under
section 162 are nevertheless disallowed as deductiong under new sectlon 274.
This is true, for example, with expendifures for certain business goodwill en-
tertainment (not coming within any of the exceptions provided for In sec.
274 (e)) if the éntertainment does not directly precede or follow a substantial
business discussion. It is also true for expenditures with respect to an enter-
tainment facllity, if the facllity is not used primarlly for ordinary and neces-
sary business purposes. Also, under the statute, unless specifically excepted,
dediu;:tlotx‘:s for business gifts to individuals are limited to $25 annually per
recipien e .o . R ~

Question No. 28.—With respect to the disallowance of gifts in excess of $25,
the bill defines the term gift as “any item excludable from gross income from
the reciplent under section 102.” . Does this mean that the liability of a donor
is going to be determined on the basis of the guccess or lack of success of a
donee who contests that the item 18 not Includible in his gross fncome because
it is a gift? -For example, it a widow successfully argues that death benefits
received from her deceased husband’s former employers are excludable from
gross income as a gift, as I read.it, this bill would disallow a deduction to the
employer even though he was not party to the widow’s suit and had considered
and treated the amount paid to the widow as compensation.

Is this correct? - : - R ‘

Isn't the employer denfed due process of law? -

This can happen. As I understand ‘it, this was precisely the sftuation in
the case of Mabel Carroll Pizton v. U.S., U.8. District Court, Southern Districet
of Alabama, August 7, 1962, 62-2 USTC para. 8686. The court found as a
fact that the employer deducted the amount paid to the widow ($22,500) as
salary expense and that the employer stated “it was never inténded by the com-
pany that the payment to Mrs, Pixton be considered a gift as thé term gift is
construed by the Interfial Revenue Code, In faét, the company has definitely
gone on record as disclaiming the payment as a gift.” ) )

_Answer—Even though a widow successfully argues that death benefits re-
celved from her deceased husband’s former employers are excludable from gross
income-as a gift, the former employer is hot estopped from separately arguing
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successfully that the payment is not a gift, There {8 no denial to the emeployer
of his day in court or of due process of law. In addition, thé employer gen-
erally will have it within his control to arrange the transaction so that the
payment will be considered either as compensation or as an employee's death
benefit excludable from the donee’s gross income to the extent provided under
sectlon 101(b) rather than as a gift excludable from the donee’s gross income
as a gift under section 102.

QUESTIONS SUBMITTED BY SENATOR LONG

Question No. 20.—Mr, Commissioner, without referring me to any of the
exceptions to the general rule of the entertainment provision, explain the extent
ttoi“;hich you feel the general rule permits deduction for pure goodwiil enter-

aining.

- In other words, aside from business meals, and aside from substantial business

gle%cusai&ng?, can any expenses for maintaining or creating business goodwill be
uctible . .

Answer—The most significant portion of business “goodwill” entertaining
is deductible under the “business meal exception” and the general rule for en-
tertainment ‘"‘assoclated” with substantial businese discussions. In addition,
however, the Service interprets the statute to permit expenses of entertainment
for maintaining or creating business goodwill where the entertainment occurs
in a clear business setting. Generally, this would envisage circumstances where
any reciplent of the entertainment would have reasonably known that the tax-
payer had no motive other than directly furthering his trade or business. This
is ordinarily the case with expenses for “hospitality rooms" at conventfons
where business goodwill 18 created through the display or discussion of the tax-
payer's products. It would also be the case where business entertaining in-
volved no meaningful personal or social relationship between the taxpayer and
the reciplents of the entertainment, such as entertainment of business repre-
sentatives and ¢ivic leaders at the opening of a new hotel where the clear pur-
pose of the taxpayer i8 to obtain business publicity. In addition, entertainment
which has the principal effect of a price rebate in connection with the sale of
the taxpayer’s products generally will be considered to have occurred in a clear
business setting. This would be the case, for example, if a taxpayer owning
a hotel were to provide occasional free dinners at the hotel for a customer who
patronized the hotel extensively. I

Question No. 30.—Mr, Commissioner, it has been stated that the entertainment
provision prevents a deduction for business entertainment which develops good-
will. Ibelleve thisisinaccurate with respect to the conference amendment which
permits goodwill entertainment “directly preceding. or foltowing a-substantial
and bona fide business discussion,” But, it is not clear to me how this amend-
ment applies. . . . S

Take this case, A taxpayer and his wife entertain a customer and his wife
for the purpose of enabling the taxpayer to discuss business with the customer.
And, they do have substantial discuesion of business affairs. The customer's
wife 18 invited for the purpose of insuring the customer’s presence by making the
invitation more attractive, and the taxpayer’s wife accompanies him in order to
glstlract the customer’s wife so the taxpayer and the customer can discuss

usiness, .

Explain for us the tax consequences under the conference agreement of the
expenses for entertaining the customer, the customer’s wife, the taxpayer, and
the taxpayer’s wife. Co - : o

‘Would your answer be any different if the customer’s secretary, rather than
his wife, accompanied him to the business discussion, or if the taxpayer’s secre-
tary, rather than his wife accompanied him? .- Ce

Answer.—I agree that it is Inaccurate to say that the new entertainment pro-
visions prevent'a deduction for business entertainment which develops goodwill.
Mdny business goodwill expenses, if deductible under prior law, will continue to
be deductible under the new statute. This is true for goodwill expenses falling
under the business meal exception and for expenses assoclated with business if
al;e enttertalnment occurs directly preceding or following a substantial business

scuasion, ‘ . : -

In the situation you posed, the taxpayer does in fact engage in'a substantial
business - discussion -during the entertainment. - Under those facts.the cost of
entertainment- should be' deductible,’ including - the  expense - allocable to .the
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wives, to the extent allowable as an ordinary and necessary business expenso
as under prior law. If the entertalnment involved substantigl distractions such
as & meeting at & night club, theater, sporting event, or during an essentially
soclal gathering such as A cocktall party, it would be an indlcation that there
could not be a substantlal busiuess discussion during the entertainment,

It might be more difficult to establish a bona fide business purpose in inviting
secretarles to ;oln the entertalnment. Assuming that it was established that
the secretarles’ presence served an ordinary and necessary business purpose as
under prior law, the resuit would be the same as discussed for entertalnment
involving the wives of the customer and the taxpayer.

Question No. 31.—Mr, Commissioner, In the case of reimbursements, per diem
situations, and mileage allotments, as I understand it, present rules and regu-
Intions In effect state that it an employee’s per dlem is not more than 125 per-
cent of the Government per diem, the employee will be deemed to have been
required to acconut to his employer for his expénses for purposes of regulations
1.62-17. In other words, as I understand it, the employee would not be sub-
{tected ;o any further accounting for his per diem whether he actually spent

or not,

Under your new regulations and rutes, as I understand them, this same em-
ployee will be required to account for his expenses, and untess they were for
ordinary and necessary business expenses, ho will be treated as having realized
an additional income.

This seems completely at varlance with our Intent as stated in our committee
report to the effect that no provision enacted by us would affect the Includabllity
of any amount in gross income of any taxpayer. Do you have any reaction?

Ansteer—I am in complete agreement that new sectlon 274 1s intended only
to disallow @deductlons, and has no effect on the includibliity of an item in in-
cone,

On the other hand, it was the law prior to the enactment of new section 274,
and it continues to be the law, that any amount recelved by an employeo un-
der a per dlem or mileage allowance which {a in excess of ordinary and nee-
essary business éxpenses {ncurred on behalf of his employer, Is gross income to
the employee. It is required under establighed law, in eftect prior to the enact-
ment of new section 274, that the employee account for this excess amount as
gross fncome on hisg tax return. On the other hand, there 1s no requirement in
the new record keeping regulations that the employee traveling under a qualify-
ing per dlem allowance with his employer should account to his employer. To
the contrary, the Service has announced rules providing that reimbursement
arrangements and per diem allowances not exceeding $28 per day for ordinary
and necessary expenses of an employee traveling away from home on his em-
ployer’s business will be regarded as satisfylng the substantiation requirements
of the new regulations with reepect to the dally total amount of such travel,
provided the time, place, and business purpose of the travel are established.

Question No. $2—Mr., Commissioner, in interpreting the conference amend-
ment relating to entertalnment preceding or following a substantial and bona
fide business discussion, do you feel the discussion can be held at a hunting or
fishing lodge or aboard a company yacht?

The facllity in this case would be used for a bona fide business dlscussion
and only ineidentals for business good will entertaining.

Anstoer—Yes, it 18 possible for a substantial and bona fide business dls-
cusslon to be held at a hunting or fishing lodge or aboard a company yacht.
Hawover, meetings on hunting or fishing trips, or on yachts, will generally be
constdored eircumstances where there was little or no possibility of engaging in
the active conduct of business in the absence of clear evidence to the contrary.

Question No. 38.—Mr, Commissioner, T belleve this entertainment provision
strikes n particularly serlous blow at sniall business which often must advertise
ita product on a personal basis throngh entertainment of potential customers.
Big business, on the other hand, would not be 8o serfously affected by this new law
becange of apecific exceptions for entertainnient which generally can be provided
only by big business. For Instance, expenses of sponsoring radlo or television
broadeasts are excluded from the new rules, I do not belleve small business
should be singled out for moré harsh tax treatment than their giant competitors.
T belleve It {8 essential that the present provision be interpreted as favorably as
possible in order to enable small business to sntvive, ‘

‘Tn your opinlon, can we rationallze a provision like this entertatnment statute
which gives big business additional competitive advantages over amall business?
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Anxicer—-1t 18 not at all clear that the new entertainment rules give to blg
husiness conpetitive ndvantages over small business. For exampte, smatl busi.
nesses might well do most of thelr entertaining at business meals or at enter-
talmuent events directly preceding or following business discussions. 'Those
Inrger burinesses which havée been able to afford elaborate entertainment faclli-
tles, such as yachts and hunting lodges, mnay find the adjustment more dificult.
1 belleve a significant portion of business goodwill entertaining willl continue to
be deductible under sectlon 274, both to small and large businesses.

Question No. 3§.—Mr, Commissioner: Becauso the “directly related” test in
case of entertninment expenses does not apply to business gifts, it is lmportant
to know in which category borderline cases fall.

I note that question 16 in Revenue P'rocedure 63-4, relating to high school
basketball tickets, nnd question 17 relative to season tickets to baseball ganes,
treat adinission tickets as gifts.

Is it fale to Infer from these exaples that a taxpayer is not entertaining a
business prospect when ho takes him to tho ball game? (Note.—The committee
report treats admisslon tickets undeir the more rigld entertainment rules.)

Is there any tax difference between high schiool tickets and college tickets?
Or professtonal tickets? Or tickets to the Kentucky Derby? Or tickets to the
theater? Or tickets to conearts? Or tickets to a Mardi Gras ball? Or greens
fees nt a country club?

Answer—The statute (sectlon 274(h)) grants the Secretary or his delegate
broad regulatory authority to preseribe whether the provisious covering enter-
talnment expenses or those covering gifts apply in enses where both provisions
might apply. Pursuant to this authority the Service proposes to treat most
such expenses ar entertainment rather thnn gifts. However, It s proposed to
make a specinl exception to tho general rule in tho case of expenses for tickets
of adnMsslon to n place of enterltainment. Such tickets may be consldered gifts
or as entertalnment, whichever Is most ndvantageous to the taxpayer, provided
the taxpayer or his representative does not accompany the recipient to the
entertainment. This Is n broad speclal exception for all classes of tickets of
admission, However, greens fees at country clubs generally would not be
consldered a ticket of admlssion, :

Question No. 35, —Our committee report stites the purpose of the substanti-
ation requirements in the following terms:

“This provislon is intended to overrule, with respect to such expense the so-
called Cohan rule. In the case of Cokan v. Commissioner, 30 ¥, 2d 540 (C.A.
2d, 1930), {t was held that where the evidence indleated that a taxpayer had
incurred deductible expenses but their exact amount could not be determined,
the court must make ‘as close an approximation as it can’ rather thau disallow
the deduction entirely.” .

In the Cohan declslon itself, the court stated as part of its opinfon that “abso-
lute certainty in such matters {s usually impossible and is not neccssary, * ¢ ¢
To allow nothing at all appears to us inconsistent with saylng that something
was spent.”  [Emphasls added.) .

It might Le said that the pendulum of the Cohan rule as broadened from time
to time by other court declsions. had swung over so far that taxpayers were
abusing the Government by clalming personal expenses as business expenses and
getting n tax.deduction for them. The substantietlon rule enacted last year
might be described as the swing back of the pensalum. However, your sub-
stantlation regulations appear to have swung the e ydulum on beyond the statute,
so that the Internal Revenue Service might now be accused of abusing the tax-
payer. .

The words of the statute suggest that it was the {ntent of Congress to repeal
the Cohan rule and replace it with a rute of reason under which absolute cer-
tainty would not be made a condition precedent to the allowance of a deduction.
I belleve that if your regulations were more reasonable and less burdensome,
there would not be the reaction which has already set In. In other words,
If your regulations were completely realistic, taxpayers would be less prone to
;seo“k amendnient of the statute to escape the harsh consequences of your regu-
atlons, ..

What iz your firm opinion as to the intent of Congress in enncting the substan-
tiatlon requirements? . . .

Don't you believe we can get regulations, which ivonld set that pendulum on
dead center? ’ )
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Ansicer—In my opinion, the purpose of the substantiation rules contained in
section 274 (d) was to require the taxpayer to prove his right to a deduction for
] travel and entertainment expenditure by showing that he actually did spend
the amount he claimed as a deduction, as well as the time, glace, and business
purpose of the expenditure. In the case of entertainment and gifts, the business
relatlonship of the person entertained or recelving the gift was also required.
T belleve this purpose is indicated by statements, such as yours in discussing the
bill (108 Cong. Rec, No. 155, Aug. 20, 1962, p. 17001), that “the bill requires
the taxpayer who claims a deduction for entertainment expenses—or for travel
or gift expenses—to clearly establish his right to the deduction by proof other
than his own statements which may largely be self-serving.” At the same time,
I feel that for most of the business community, the substantiation regulations
are fair and reasonable. After the proposed substantiation regulations were
published we received many comments from a broad cross-section of the business
community and from taxpayers in general. Numerous businesses supplied the
Service with their expense account forms and instructions, In addition to public
hearings, we held conferences with many representatives of business, the account-
ing and legal professions, and my regularly constituted advisory group of rec-
ognized experts in the fleld of taxation. The final substantiation regulations
reflect in Inrge meastre the views expressed by this large body of cemmentators,
We belleve that these regulations do set the pendulum on dead center. The
comments we have recelved from a large number of responsible persons in the
business community indicate that the requirements under these regulations are
consistent with practices followed for many years by prudent businessmen and
prudently managed corporations.

Question No. $6.—Mr, Commissioier: In an article entitled “Expense-Account
Meals—What the Rules Really Are,” appearing in the March 4 issue of U.S.
News & World Report, it Is stated:

“You can still deduct any reasonable outlay on goodwill entertainment in the
form of a quiet business meal—lunch or dinner, with or without drinks.

“The cost of entertaining business contacts—present or prospective—at a quiet
cocktail party also is & business deduction, Just as before.”

I understand that from time to time you have made statements such as the
one in your interview on the television program “A Moment With"” that goodwill
expenses would not be deductible.

The whole purpose of the amendment to the House bill was to insure the
deduction of expenses for certain goodwill entertaining.

What is your clear position with respect to the intent of Congress as to deduc-
tibility of goodwill entertainment expenses?

Wil goodwill entertaining in a night club be deductible under elther the busi-
ness meal exception or the conference amendment relating to entertainment
preceding or following a business discussion? )

Answer.—Although the new statute imposes restrictions on goodwlill entertain.-
ing, a significant portion of business goodwill entertaining is still deductible
under the new rules: (1) under the business meal rule, (2) if the entertainment
1s associated with the active conduct of the taxpayer’s business, and it directly
precedes or follows a substantial and bona fide business discussion, or (8) 1t it
occurs in a clear business setting.

Although business goodwill entertaining at a night club would not generally
qualify under the business meal exception, it will be deductible as entertatnment
assoclated with business if it fs established that the cost was incurred for a
clear business purpose, and the entertainment directly precedes or follows a
substantial business discussion. However, we have reservations concerning the
correctness of the statement quoted from the article to the effect that the cost of
cocktlall parties, not connected with business discussions, are not affected by the
new law,

Question No. $7.—Mr. Commissioner, your proposed regulations apparcntly
required taxpayers to record the names of waliters, cabdrivers, bellhops, and
others to whom they had given a tip. Your final regulations modified this
requirement at least to the extent of permitting identification by “name, title,"
or other designation,” Does this change mean that under the final regulitions
the taxpayer still is required to identify the recipient of his tip?

Are there any situations in which the name of & waiter, cabdriver, or bellhop
who has béen given a tip must be obtained for the tax collector?
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Answer.—Neither the proposed recordkeeping regulations nor the final record-
keeping regulations contemplated that the names of waiters, cabdrivers, bell-
hops, and others to whom a tip was given would be required. We do not know
of any provision in the regulations which could lead to such a construction.
So far as we can ascertaln, there would be no case where the name of such
a person would be required. _

Question No. 37a.—Are you applying the same rules with respect to recording
names in? the case of gift expenses as you are with respect to entertainment
expense3 .

Answer —Generally yes, since the statute provides expressly, both with respect
to gifts and entertainment, that no deduction shall be allowed unless the tax-
payer substantiates by adequate records or by sufficlent evidence corroborating
his own statement “the business relationship to the taxpayer of persons enter-
tained—or recelving the gift.” I want to emphasize, however, that the regula-
tions do not flatly require names of recipients of entertainment or gifts. The
regulations broadly call for “occupation or other informaiton relating to the
(reciplent], including name, title, or other designation, sufficient to establish
business relationship to the taxpayer,”. Specifically with respect to names in
the case of gift ¢xpenses, in the question and answer series released last Decem-
ber, it {9 stated at question No. 16: “16. Question: Is it always necessary to record
the name of the recipient of a business gift? )

Answer.—No. In some situations, a more general designation will be sufi-
clent if it is evident that the taxpayer is not attempting to avold the nmew
$25 annual limitation on the amount which can be deducted for gifts to any
single individual. For example, if a taxpayer purchases a large number of
inexpensive tickets to local high school basketball games, and he distributes
one or two tickets to each of a large number of his customers, it usually would
be sufficlent to record a general déscription of the reciplents of the tickets.
This answer assumes that the amount, time, description, and business purpose
of the gifts also substantiated. | o . ‘

Furthermore, it shounld be noted that thé $25 limitation on gifts apé)lles only to
gifts made, directly or fndirectly, to individuals. The Service would not regard
gifts for the eventual use or benefit of some undesignated member of a large
group of individuals as an “indlrect” gift to the ultimate reciplent unless it
is reasonably practicable to ascertain the ultimate reciplent. Thus, the sub-
stangaﬂon rules on gifts should not fnvolve burdensome recordkeeping require-
ments, . )

Question No. 88—Mr, Commissioner, I know you recall the furor that was
raised a few years ago when the Internal Revenue Service attempted to revise
the tax form to require individuals on expense accounts to reveal the amount
of their per diem, reimbursements, mileage allotments, etc. This was the so-
called line 64 on the 1957 tax return. ’ -

To what extent do you plan to require similar information t6 be divulged
under 13ast; year’s amendments relating to entertainment, travel, and gift ex-
penses .

If there has been an adequate accounting to his employer, is there any reason
why you should seek anf further Information from employees?

Answer.—The Internal Revenue Service has no plans to revise the individual
income tax form to return to the so-called line 8a approach. Line 62 would
have required taxpayers first to report expense account allowances as gross
income on thelr tax returns and then claim off-setting deductions. ¥

The Service belleves that it {8 unnecessary to require an employee who has
adequately accounted to his employer for expenses incurred on behslf of the
employer to agaln account for such expenses on his individual income tax return.
However, this assumes that the employee is relmbursed under a reimburse-
ment arrangement with adequate independent verification procedures, The regu-
lations prior to the enactment of section 274 made it clear that the Internal
Revenue Code contemplates that taxpayers keep such records as will enable
the 8ervice to correctly determine income tax liability. We belleve additional
accounting is required In cases where, generally speaking, an independent veri-
ficatlon of expense allowance payments would not be present, such as in the
case of employees who are closely related to their employer.
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QUESTIONS SUBMITTED BY SENATOR SMATHERS

"Question No, 89.—\What would the enforcement policy of the Internal Revenue
Service be under these separaté but similar hypothetical factual situations:

(1) A is the president of X Corp. and confers in his oftice on an importaiit
matter with two of his vice presidents, and his sales manager. At lunchtime
the business discusston 1s not concluded, and A ‘decides to adjourfi the confer-
ence to a nearby restaurant and continue the discussion during lunch. A pays
the lunch tab for all four persons and receives relmbursement for the entire
amount from the corporation, A _ o

(2) B is the president of ¥ Corp., The facts are the same as hu (1) above,
except that Y Corp, maintains an executive dining room, to which the partici-
pants retire for lunch to continué the discussion. The cost of the lunch is
borne by the corporation under the cost of maintaining the dining room.

What is the deductible status of the cost of the meals in each of the examples
above; it any difference, what 18 it and why?

Answer—From the facts given, it appears that the corporation’s deduction
In the first situation would not be disallowed under the new rules since the
meal meets the requirements of the “business' meal” exception contained in
section 274(e) (1). Aldo, in the second situation, assuming that the execu-
tive dining room is on the business premisés of the corporation, and the ex-
pense is an ordinary and necessary business expense under prior law, the cost
of the lunches would meet the requirements of the “food and beverages for
empl_oygﬁs” exception contained in section 274(e) (2). Accordingly the expenses
would not be disallowed under gectionr 274(a).

Question No. §0.—What would the enforcement policy of the Internal Revenue
Service bo under this hypothetical factual situation: ] ‘

A is a manufacturer of “Boy-Gir)” bicycles. In order to impress the young-
sters with the attributes of “Boy-Girl” bicycles swith the hope that thé young-
sters will exercise their parental influence to the end that the parents, when
buying blcycleta.‘wm buy “Boy-Girl” blceycles, A gives an outdoor party for 200
youngsters of the bicycle age. At the Party, food and refreshments (nonalco-
holle) are served the {voungsters, free rides oh Boy-Girl bicycles are given, and
other forms of entertainmeént furnished the youngsters. Is the cost of the enter-
tainment a deductible business expense, and 1if so, is it deductible as an enter-
tainment expense or as an advertising expense? )

Anster.—The Service proposes to treat entertainment occurring fn a “elear
business setting' as directly related to the active conduct of business. Enter-
talnment of a clear business naturé occurring undér ciréumstances where there
is no meaningful personal or social relationship between the taxpayer and the
recipients of the entertainment, as in the case given, generally will qualify for
deductlon under this rule. ]

Question No, §1.—Mr. Commissioner, in your original proposed regulation did
vou not call for a record of the description of entertainment?

In your final regulation you call for a record of the “designation of the type
of entertainment.” Is that correct?

Does the statute call for either a “description” or a “designation”? (Note:
Answer must be “No.”)

ILet me recite the requirements of the statute. /The statute says the taxpayer
must make records of: “(A) the amount-of such expense or other item, (B)
the time and place of the travel, entertainment, amusement, recreation, or use
of the facllity, or the date and description of the gift, (O) the business piirpose
of thé expense or other {tem, and (D) the business relationship to the taxpayer
of persons entertained, using the facility, ot recélving the gift.”

The statute acks for a description of gifis, but it does not ask for a deserip-
tion of entertainment. If we had wanted a description of both, don't you think
we would have asked for 1t?

Do fou feel yout have complied with our intent by requiring a description?
. 1 think you have exceeded ft. :

"Answer.—The statute does not specifically refer to a “description” or “deslg-
natlon” of entertainment.

However, the accompanying committee reports, and the Benate floor debates
give a fairly clear indication that the purpose of the recordkeeping rules of
section 274(d) is to require a taxpayer to * ¢ * ‘“clearly establish his right to
the deduction, * * * By these requirements the taxpayer must reveal to the tax
collector all the information he needs to make a determination with respect to
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any claimed entertainment expense.” (Quoted from statement of summation of
Senator Smathers, in the Senate floor debates on sec. 274(d), 108 Congressional
Record No. 155, Aug. 20, 1962, p. 17001.) , )

Ordinarily, the specific statutory requirement that the “place of entertainiient”
be recorded should by itself be sufficient to give the type of information necessary
to properly apply the substantive provisions of thé new “T', & E.” law. However,
in.those situations where the “place of entertalnment™” does not indicate the
type of entertainment, a revenue agent (or an employer in the case of relm-
bursed expenses of employees) might not he able to ascertain whether the
expenditure is deductible uniess the particular type of entertainment is recorded.
For example, if a taxpayer merely records that he spent a certain amount for
entertaining a particular customer at “place X", it ¢ould be that the place is a
restaurant or a hotel dining room conducive to a business deduction discussion
to which the business meal exception applies. On the other band if “place X”
Is o night ctub, where there are substantial distractions such as floot show, the
more restrictive requiremeénts of the new substantive law appllés before the
expense js deductible, In this type of case, it the expense {8 Incurred by an
employee under a relmbursement arrangément, setting forth the type of enteér-
tainment would be required by a prudent employer 8o that the employer could
Justity the deduction. In the case of a gelf-employed taxpayer, seétting forth
the type of entertalnment not only dvolds pioblems of inaccurate recall, but will
enable & revenue agent to audit the expense account without burdénsome
questioning of the taxpayer. Since the type of entertalnment may be the crueial
factor in determining deductibility, it would be unfair and misleading to tax-
payers not to instruct them to keep a record of this factor, S

Question No. 42.—Mr, Commissioner, In the technical part of the committee
réport, which you know is génerally written by rePresgntatives of your Depart-
nieht, there is an example illustrating tpmpltcat on of the rule requiring allo-
cation of travel expenses where travel éx s one week and the personal portion
of the trlp represents more than 25 percent of the total time away from lhome.
(S. Rept. 1881, 87th Cong., p.'172.) This example makes it clear that travel
time is to be treated as business time. e y

Doesn't this sort of rule make the whole allocation formula sort of ridiculous?
For lustance, in the example eclted the taxpayer attribated fourtcen-elghteenths
of his trip to personal purposes. The 2 days of business and the 2 days of
travel gave him four-eighteenths for business purposes. Now if that same
individual fnstead of taking a fast jet to London had taken a slow boat which
would have involved 5 days of travel over and 8 days of travel back, and If he
had spent the same 2 days on business in London and the same 2 weeks on vaca-
tion on the Continent, he would have been permitted to allocate twelve-twenty-
sixths of his expense to business and fourtecn-twentysixths to personal purposes.
This would give him a deduction of nearly 50 percent. If he goes by jet, his
deduction is 22 percent of his cost. .

Are these computations about accurate?

Don't you agree that these consequences are irrational?

Answer.—These computations appear to be cotrect unless the taxpayer is able
to establish that a different méthod of allocation more elearly reflects the time
which Is attributable to business, We agree that counting “in transit” time as
business time welghs the scale In favor of the taxpayer who chooses to travel by
the slow means of transportation. Oh balance, however, it scems that a taxpayer
should be permitted to choose a reasonable mode of transportation as long as he
travels for business purposes by a reasonably direct route to his business des-
tination. We do not belleve that this particular factor will be a significant one
in selecting the mode of transportation since the Service proposes that the entire
cost of travel to and from the business destination will be deductible unless the
taxpayer has substantial contro) over arranging his business trip and a major
consideration in determining to make the trip 18 to obtain a vacation or holiday.
Furthermore, even where the allocation rules apply, the taxpayer may be able to
establish that & method of allocation, other than one based solely on a comparison
of business days and personal days, more clearly reflects the portion of time
which is attributabte to business,

Queation No. 43.—S8ubsection 274(d), upon which the new substantiation regu-
lations ‘are based, requires that certain elements ot ah expenditure be estab.
lished. Among these statutory elements are business purpose of the expense
and the business rélationship to the taxpayer of the persons entertained.
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The regulations appear to go beyond these statutory requirements in that a
taxpayer must show the business reason for the entertainment or the “nature
of the business benefit derived or expected to be derived as a result of the
entertainment,” ) L L S

" In view of this requirement, what would the enforcement policy of the Inter-
nal Revenue Saryice be under this hypothetical factual situation: ‘

_A 18 & retall furrler, and learns that B’s wife 1s planning on buying a mink
coat. A invites B and B’s wife to dinner and the theater with A and A’s wife.
A pays for the evening’s entertainment: Due to the cordial friehdship estab-
lished that evening between the wives of A and B, B purchases his wife & mink
coat at A’s store. B will testify that prior to the evening’s éntertainment he
had already decided to buy his wife a fur coat from another store, but after
tl:e;vex;ing’s social activity, his, B's wife, inslsted\ that he buy the mink coat
at A’s store. . X

Is the cost of the evening’s entertainment deductible in whole or in part?

Answer.—Assuming that the dinner was furnished under circumstances gen-
erally considered conducive to a buainess discussion, such as at a restaurant
or hotel dining room where there were no substantial distractions, such as a
floor show, the cost of the dinner would appear,to come within the “business
meal” exception (sec. 274(e) (1)). Therefo this expense would be deductible,
even though there was no discussion of business at the dinuer, to the extent
the cost qualified as an ordinary and necessary business expensé as under prior
law, Howevyer, the expense of attending the theater would be treatéd differ-
ently, Under the facta given, 1t ywould appear that the théater éntertainment
ig not directly related to thé active ¢onduct of business, . Therefore, the expénse
will be disallowed b{ sectlon 274 unless the entertainment was assoclated with
the active conduct of thé taxpayer’s trade or business and iromediately preceded

or followed a substantial and bona, ide business discussion. In the case given,
it appears that there was no such discuss{on. it N .

.. Question No. 44.—Assume that an employer regularly pays the dues and other
expenses of certain employees for country ciub membership on the theory that
the employee utllizes the club principally for business purposes. At the end of
the employee’s tax year, the employee tabulates hia personal and business use
of the club and discovers that such use has been 80 percent personal.” Under
these circumstances, no deduction would be allowed either employes or employer
for entertalnment facllity expense since the factlity was not used primarily for
businegs purposes. Section 274(a) (1) (B) of the code.

The dues represent essentially compensation under these c¢ircumstances and
should be included {n the employee’s income and deducted from the employer's
income as compensation expense, However, it appears from section 274(e) of
the code that the employer will not be allowed a deduction unless he treats
these payments “'as wages to such employee for purposes of chapter 24 (relating
to withholding of income tax. * ¢ #)” This places the employer in a dilemma
since at the time of payment of the dues he does not know whether the dues repre-
sent compensation from which he must withhold or entertainment expenses for
which he is not required to withhold. If he does not withhold, and it later
appears that the payments represent compensation, the possibility exists that
therle will be a double disallowance of deduction, both to the employee and the
employer. .

¢ l:oty(?m agree that this 1s a fairly accurate statement of the application of the
statute . ‘ ..

I am informed that this same problem is going to exist in many situations
under the new bill where expense allowances are disallowed as a deduction and
that this new law is really going to make this a critical problem. How do you
intend to interpret the statute in these cases, particularly in view of Congrees
position that the bill it enacted last i'iear was not intended to result in the
inclusion of any amount in the {ncome of any individual? .

- Answer.~This appears to be an accurate statement of the application of the
statute in a case where the employer réwards an employee with a vacation trip,
or permits him to use the employer’s yacht for a vacation. - However, the Service
is still studying the proper application of the statute in the case where the
employer pays dues for an employee’s country club membership with the reason-
able expectation that the employee will use the club principally. for business
purposes, EIE S SO Lo K B -

Question No. 45—Under the new substantiation regulations, certain speclal
rules are provided and among these i3 a rule relating to the allocation of an



TRAVEL AND ENTERTAINMENT EXPENDITURES 85

expenditure.. This special rule states that if a taxpayer has established the
amount of an expenditure but cannot establish “the portion of such amount
which is attributable to each person- participating In the event giving rise to
the expenditure, such amount shall ordinarily be allocated to each participant on
a pro rata basis, if such determination is material.” ‘ ) )

It would appear that this statement is very ambiguous because of the broad
terms of reference used and would also impose unrealistic demands upon

What is meant by, the phrase “if such determination is materfal?”

Does this mean that a host-taxpayer must keep a current record of what each
individual participating in the entertainment ordered? .

If he doés not maintain such a record, does the regulation quoted mean that
there will be an arbitrary allocation on & per person basls, regardless of the
. amount of expense jncurred by such person? .

Answer.—A determination of the portion of ah entertainment expenditure may
be material where only some of the persons entertained have a business con-
nection with the taxpayer. For example, if, after a substantial business dis-
cussion with business assoclates, the taxpayer invites them to a party which
he is having for his social acquaintances, the portion of the expenditure alloca-
ble to the social acquaintances would not be deductible, ) .

Under the allocation rule contained in the substantiation regulations these
detalled records are made unnecessary. . For example, assume a taxpayer en-
tertains 20 pergons at a cost of $200 and it Is déterminéd that expenses relating
to 10 of the persons are deductible under the new rules. . Under the allocation
rale {t would bé permissible for the taxpayer to allocate thé total cost of $200 to
the 20 persons equally to arrive at a deductible amount of $100 (10 persons at
$10 each). This would avold making the taxpayer ke¢p a current record of
what each individual ordered or consumed. We feel this rule will alleviate many
burdensome recordkeep{ag problems for tdxpayers generally. However, under
the regulations a taxpayer i8 not precluded from recording the exact amount
spgnt'(tm éntertalning a particular person it the taxpayer flnds this method
convenien . : ‘ N . e

Question No. 46 —From timé to'tiine you have stated- that under the new
entertalnment-expense provision the cost of goodwill entertaining would not
be deductible. ' One such-statement was made recently on the television program
entitled “A Moment With—" L

I don’t belleve this is a fair statement. In fact, I think it is calculated mis-
information. . . i C
" (Zillf:;ly. :.he business-meal exception permits pure goodwlill entertaining of a

m §OT! o . ‘ ’ )

Just as clearly, the ¢onferéence amendment permits goodwill éntertatning, even
at nightclubs, theaters, or sporting events. The provision ‘dees not by its terins
limit deduction, in case of entertainment following a substantial or bona fide
business discussion, to entertainment of persons actually participating in the
discussion., The committee report states it is not so limited. And I, for one,
do not belleve it should be 80 1imited. ‘ ’ ' ‘

How.do you plan to interpret thig conference amendment?

Do you agres that it permits nightclud entertaining? ' "

Suppoge that, after a substantial businees discussion, the taxpayer does the
entertaining at a country club or aboard his yacht. Is the deduction in danger
of being disallowed? . a ‘ _

What effect would there be on deductions of expenses with respect to the
facility in such a cqsé? Is a substdntel and bona fide business discussion
directly related to the taxpayer’s trade of business? L

. Answer,—I fully. agree that section 274 would not limit déductions In case of
entertalnment directly following a substantial business discussion to entertain-
ment of persony aétuglly participating fn the discussfon. It I8, of course, neces-
sary that thée éntertdlnment expense be assoclated with business to be deductible
under the provision t6 which you refer. = LT

The cost '6f entertaining solely for good will purposes at a night ¢lub would
not be disallowed if a taxpayer ¢an show that the entertainment was incurred
for a clear business purpose and it took place directly before or after a sub-
stantial and bona fide business discussion.  The same result .would obtain if,
u‘t]nge:d such ;:Iitrcumstunces, the entértainment took place at a country club or
ahoard a yacht. o
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In such a case this entertainment would be considered a business use of
the facllity for purposes of meeting the 50-percent test. If the entertainment
at the facllity was directly related to his business and the taxpayer had met
the 50-percent test with respect to the facility, then the normal operating costs
of the facility allocable to this entertainment would be deductible. A sub-
stantinl and bona fide business discussion fs an activity consldered directly
related to the taxpayer’s business.

Question No. §7.—May trade assoclation officials deduct entertainment of their
members, such as a dinner or reception at a country club, when no business
meeting precedes or follows the affair?

Ansicer—The cost of food and beverages furnished under circumstances
conducive to o business discussion is covered by the business meat exception of
section 274(e) (1) and Is deductible to the extent it |s an ordinary and necessary
business expense as under prior law. Whether a reception at a country club
is within this exception would depend upon the particular facts of the case.

Qucstlon No. §8.—Under the above, if business is discussed at the dinner, is
it properly deductible? .

Answer.—Such a dinner geaerally would come within the business meal ex-
ception and the cost is deductible to the extent it is an ordinary and necessary
business expense as under prior law, whether or not business is discussed.

Question No. 49.—To what extent may a business executive give tickets to
shows, ball games, ete., to people with whom he does business?

Answer.—Generally the cost of tickets to places of entertainment 1s considered
an entertainment expense which must meet the requirements of section 274(a)
before it 1s deductible. . However, if the taxpayer does not accompany the
récipient of the ticke: to the entertailnment, the taxpayment may treat the cost
of the ticket as a gift subject to the $25 limitation in section 274(b) or he may
treat it as entertainment, whichever is to his advantage.

Question No. §0.—May an éxecutive take business assoclates to plays or foot-
ball games as a legitimate business expense?

Answer—Yes. Generally such expenses will be deductible only if the enter-
tainment was associated with the taxpayer’s business and it preceded or fol-
lowed a substantial and bona filde business discussion.

Question No. 51—May a lobbyist deduct the cost of meals or entertainment
for Members of Congress or for executives of Federal agencles and thelr staffs,
and are there any qualifications? .

Answer.—The question of the deductibility of entertaining Members of Con-
gress and employees of the executive branch iz a matter which Is now under
study by the Internal Revenue Service, Many complicated problems must be
resolved before we can arrive at a proper answer, such as the effect of public
policy in this area and the interplay of new section 162(e) (relating to ap-
pearances, ete., with respect to legislation) with new section 274, If you wish,
we will be happy to answer this question more fully when the study is com-

leted.
r Question No. 52—May a reporter or an executive who writes & newsletter
deduct meals and entertainment of those who supply him information for his
letter? .

Angwer.—A reporter or an executive who writes a newsletter i3 treated the
same as any other taxpayer under these new rules. He is entitled to deduct the
cost of the meals and entertajnment of those who supply information to the
extent he meets the requirements of the new rules. However, for the costs of
entertaining Government employees, etc., see the answer to guestion No. 51.

ucstion No. §8.—At conventions where wives are customarily in attendance
and there are meetings scheduled for wives, can the executive deduct the travel
and living expenses of his spouse?

Answer—Generally the new rules do not affect the cost of wives’ travel to a
conventiop. This question 18 treated under section 162 which requires the travel
and living expense of a wife to be an ordinary and necessary business expense
before it is deductible, Many court decisions applying this law to cases involy-
ing wives’ travel cost have found that it was not a necessary business expense for
the wife to travel, even though her presence was helpful, and the deduction for
her cost was disallowed. ‘

Question No, 54 —May the wife of a lobbyist or trade organization executive
deduct the cost of entertaining the wives of Members of Congress, of the heads of
executive agencles or of congressional staffs, and what are the qualifications?
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Anstcer.—Assuming, without deciding, that such an expense might be de-
ductible under section 182, in the usual case it would appear that a lunch or din-
ner, provided by the wife of a lobbyist or trade organization executive for these
other wives, would not be a circumstance generally considered conducivé to a
business discussion. Similarly, such entertainment in the usual case would not
be consldered to have occurred in a clear business setting. Therefore, unless such
entertainment occurs immedlately preceding or following a substantial and bona
fide business discussion, including business meetings at a conventlon or other-
wlse, the expense would probably be disallowed under section 274. For cases
whe;g such expenses are not disallowed under section 274, see answer to question
No. 25.

Question No. 55.—If a lobbyist entertains congressional people at his home, is
that allowable?

Answer.—Please refer to the answer to question No. 51.

Question No. §6.—It is my understanding that the Internal Revenue Service
has, from time to time, indicated that certain entertainment expenses are non-
deductible as a matter of public policy.

What is the enforcement policy of the Internal Revenue Service as to such
expenditures?

Based on this policy, assume the following situation:

A is an employee of a labor union which is tax exempt under section 501(c)
of the Internal Revenue Code. As a part of his duties, A finds it necessary to
discuss an important plece of legislation affecting his union with Senator Y,
a member of the legislative committee dealing with this matter. A arranges
to discuss the matter with Senator Y over luncheon. A pays the luncheon ex-
pense3 and received relmbursement from his employer for the entire cost of
the meal. Is the cost of the luncheon a deductible expense?

It not deductible in whole or in part, why?

Upon whom and in what manner would the impact of nondeductibility fall?
. Assume the same factual situation except that A is an employee of a trade

assoclation which is also tax exempt under section 501(c) of the Internal Rev-
enue Code and wishes to discuss an important industry regulatory matter with
Commissioner Z of the agency handling the matter. A arranges to discuss the
matter with the Commissioner at luncheon.

Is the cost of the luncheon & deductible expense?

It not deductible fn whole or in part, why? .

Upon whom and in what manner would the impact of nondeductibility fall?

Answer.—The deductibllity of these expenses is not affected by the new sec-
tion 274. Seeo anawer to question No. 51.

Whereupon, at 1:25 p.m., the committee adjourned, subject to the
call of the Chair.)



