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Mr. MCCUMBER, from the Committee on Finance, submitted the
following

REPORT.
[To accompany H. R. 13774.]

The Committee on Finance, to whom was referred the bill (H. R.
13774) to amend the revenue act of 1921 in respect to exchanges of
property, having considered the same report favorably thereon with
the recommendation that the the bill do pass without amendment.
House Report No. 1432 on this bill is adopted and is as follows:

[House of Representatives, Report No. 1432, S6ity-mventh Congress, fourth session.J

The Committee on Ways and Means, to whom was referred the bill (H. R. 137741 to
amend the revenue, act of 1921 in respect to exchanges of property, having had the
mime under consideration, reports it back to the Hou without amendment and
recommends that the bill do pas.
Concerning the proposed bill the following letter has been received from the Treasury

Department:
Tnzosuas DzpArrBxT,

Washingtmn, Januay 1, 19*8.
Hon. WnuLTx R. GREEN,

AdtiL Clhaunan Comnmittee on Ways and Nea=,
AcgCm;Hus of Represntatives.

MY DEAR M1R. GREEzN: I have youw letter of January 12, 1923, requesting any com-
ment that I may care to offet with respect to a bill (H. R. 13774,) To amend the reve-
nue act of 1921 iin respect o exchan ofpoperty
The Proposed trill amends the eIsting revenue law and eliminated the provision

which allows the exchange free from tax of stock for other stock and bonds for other
bonds, except where any such exchange of securities is made in connection with the
reorganization, consolidation, or merger of one or more corporations. It further
amends the existing law to provide that where a person receives money in connec-
tion with an exchange, whic would otherwise be tax free, the amount of the money
so received hll ;be taxable to the extent that it represents an actual gain. In con-
nection with this matter'it i stated in the Annual Report of the Secretary of the
Treitury for the fiscal year ended June 30, 1922, that:
"The revenue act of 1921 provides in section 202, for the exchange of property held

for investment for other property of a like kind without the realization of taxable
income. Under this seton a taxpayer who purchases a bond of $1,000 which apprl-
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ciates in value nmfiy caihge th1k d foj ithOr'bind obf th6 value of $1,000,
together with $100 in cash (the $100 in Cash, representing the increase in the value ,of
ut tbohldwhile held by the taxpayer), without the realizatioA of tmblelndbiie
Thiq provyioij of the act is being widely abused. Many brokers, investment houses,
and bond S'ouses have established exchange departments and are advertising that they
will exchange securities for their customers in such a manner as to result in no taxable
gain. Under this section, therefore, taxpayers owning securities which have appre-
ciated in value are exchanging them for other securities and at the same time receiving
a cash consideration without the realization of taxable income, but if the securities
have fallen in value since acquisition will sell them and in computing net income
deduct the amount of the loss on the sale. This result is manifestly unfair and de-
structive of the revenues. The Trasury accordi gly urges that the law be amended
so as to limit the cases in which securities may be exchanged for other securities
without the realization of taxable income to those cases where the exchange is in
connection with the reorganization, consolidation, or merger of one or more cor-
porations. " \

In accordance with this recommendation made in the annual report, I approve the
proposed bill as to both form and substance and earnestly urge that this bill, amending
the revenue act of 1921, be promptly adopted.

Yours very truly,
A. W. MELLON,

;SecretaTy,
In order that the changes made by the bill from the present law may clearly appear,

the original text of paragraph (1) of subdivision (c) of section 202 of the revenue act
of 1921 is set out below, the proposed changes being indicated in stricken-through
type and italics, the part struck through being omitted from the bill, and the part in
italics being new matter not included, in the present law.

(1) When any such property held for in.etmen, orbe' productive use in trade or
business (not including stock in trade or other property field primarily for sale) is
exchanged for property of a like kitd-- use;
The mos important feature of the bill is the change made in the text of paragraph

(1) of subdivision (c) of section 202 of the act of 1921. The nesessitv for such change
is explained in the letter of the Secretary of the Treasury set forth al ovo. . The eva-
sion of the law in the manner pointed.out in the Secretary's letter is a growing evil
and if not checked' will materially affect the amouiit of revenue which 'the Gqvern-
ment receives. It will b6 oberved 'that this paragraph as contaied(l in the present
law applied to exchanges ot securities, both stocks andbonds. Striking oit the Aswohis
"investment or for" in the first line of this .paragraph an(l the words "kind or"' in
the lat line of the paragraph excludes exchanges of securities fromvn the application
of this paragraph. In case the exchange of stock is made in. the process or course of
a reorganizktidn of one or more corporations a provision! governing such~transactions
is embodied in paragraph (2) of subdivision (c) of the same section (202). The bill
therefore complies with the recommendations of the Treasury "that the law be
amended so as to limit the cases of securities which may be exchanged f6r other sectri-
ties without realization of taxable income to those caes where the exchange is in
connection with reorganization, consolidation, or merger of one or more corporations."
The bill also amends subdivision (e) of section 202 to comply with the Treasury

recommendations.
The original text of subdivision (e) of section 202 of the revenue act of 1921 here

follows, the proposed changes being indicated in stricken-through type and italics:
"(e) Where property is exchanged for other property which has no readily realizable

nrket value, together with money or other property which has a readily realizable
market value, then the money or the fair market value of the property having such
readily realizable market value received in exchange shall be applied against and
reduce the basis, provide(1 in this section, of the property exchanged, and if in excess
of such basis shall bo taalble to the Oxtent of the excess; but when property is ex-
changed for property specified in paragraphs (1), (2), and (3) 'of subdivision (c) as
receive(l inl exchange, together with money or other property of a rea(dil.y realizable
market value other than that specified in sueht paragraphs, - f
fti iV*_e , ieh4aslIke

re i
Czechitt3Ht**aN~eX^H4Z : the amnou~nt qf the gain,
res-ulting fromnsuch exchatnge shall be computed in accordac. 'with subdi-sins (a) and (b)
cJ thi8 section, but in no 8uCh cade shall the taxable ,ai.n eBeewd the amount qf t money
and thefair market value of such other property received in exchange."

It should be observed that the changes made by section 2 of the bill apply only
to that portion of subdivision (e) following the semicolon in linie 9 of page 2; that is
tWb.e new provisions apply to cases where "property is exchanged for property specific4
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in paragraphs (1), (2), and (3) of subdivision (c) as received in exchange together
with money or other property of a readily realizable market value other than that
specified in such paragraphs. Paragraph (1) of subdivision (c) is the provision
amended in the first section of the bill. Paragraph (2) refers to exchanges of stock
or securities in connection with the reorganization of one or more corporations.
Paragraph (3) refers to cases where persons transfer property to a corporation and
immediately after the transfer are in control of the corporation, the amounts of stock
being in substantially the same proportion as their interest in the property before
the transfer.
Under the law as it now stands, when, in the course of such an exchange as is de-

scribed in paragraph (2), what is commonly called " boot" is received, whether in
money or in property of value, the only amount which could be taxed would be the
excess of the value of the "boot" over the original cost'of the property exchanged.
This result was brought about by the language which is proposed to be stricken from
the law by the bill. For example, if the holder of stock in corporation A which cost
him $100 exchanges it for stock in corporation B and receives in addition "boot"
amounting to $95, no tax is imposed under the present law. If, however, the amount
of the "boot" in such cases is $105, the tax would only be on $5, namely, the amount
by which the " boot" exceeded the cost of the old stock.
The bill provides that the amount of gain resulting from such exchange shall be

computed in accordance with the ordinary method, which is that the gain is computed
by subtracting from the total value of all the property received in exchange the cost
of the property given in exchange, but with a provision that the taxable gain shall
not exceed the amount of the "boot" received in exchange. Thus, if a taxpayer
exchanges stock which cost him $100 for stock in a new corporation, together with
$100 in "boot," the stock of the new corporation received in exchange would be
valued, and if it is found that it is worth $100 the total amount received by the tax-
payer has been $200, which is $100 in excess of the cost of the old, and he would
therefore, under the proposed law, pay a tax on a gain of $100. If, however, the
amount of the "boot" received is only $95 and the stock in the new corporation is
worth $105, he has made the same gain of $100, but he would be taxed only on $95,
namely, the amount of the " boot" received in exchange. The reason for this is that
the profit, so far as it is contained in the new stock received, has not yet been realized,
and therefore should not be taxed until the new stock is sold or in some way disposed
of so that the profit will be actually realized.

It should be observed that any amount of the "boot" which is not taxed as gain
under the subdivision as amended by the bill would be applied against and reduce
the basis for ascertaining the gain or loss in case of a future Salo of the stock received
in exchange. The law in subdivision (d) of section 202 already provides that where
in case of exchange no gain or loss is recognized, the property received in exchange
shall take the place of the old. For example, if the taxpayer exchanges stock which
cost himn $75 for stock in a new corporation which is worth $40, and $60 in cash he
has received $100, in all thus realizing a profit of $25 which would be taxed to him
under the proposed bill. But he has also received in cash $35 which has not been
taxed and which would therefore be applied against and reduce the cost of the old
stock ($75), with the result that the stock in the new corporation would be 'carried
on the books of the taxpayer at $40, so that if he subsequently sold it his gain or loss
would be computed on the basis of $40 instead of on the basis of $75, which the old
gtock originally coat him.


