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PREPAID INCOME AND RESERVE FOR ESTIMATED
EXPENSES

WEDNESDAY, MAY 11, 1955

UNirep STATES SENATE,
Commrrrer oN FINANCE,
Washington, D. €.

Ths commitice met, pursuant to call, at 10:10 a. m., in room 312
Sexuyti(} Offico Building, Senator Iarry Flood Byrd (chairman)
presiding.

Present: Senators Byrd, George, Kerr, Frear, Johnson (Texas)
Millikin, Martin (Ponnsylvania), Willimns, Tlanders, Carlson, and
Bennett.

Also present: Elizabeth B. Springer, chief clerk.

The Ciiateman. The committee will come to ordor.

Wo have for consideration I1. R. 4725,

(H. R, 4725 is as {ollows:)

[H. R, 4726, 84th Cong., 18t scas.]
AN ACT T ropoal sootions 452 and 462 of the Xnternnl Revenue Code of 1054

Be 1t enacted by the Senale and House of Representatives of the United Statea of
America in Congreas azsembled,
SECTION 1, REPEAL OF SECTIONS 452 AND 462,
(n) Preprarn INcome-—~Scction 452 of the Tuternal Revenue Code of 1954 is
hereby repealed.,
(b) Ruspuves vor Ferivatep Txrensig, Fre—8eetion 462 of the Internal
Revenne Code of 1054 i3 hereby repealed,
SEC, 2. TECHNICAL AMENDMENTS,
The following provisions of the Internal Revenue Code of 1954 are hereby
amended as follows:
(1) Subsection (¢) of section 381 is amended l)y striking out paragraph (7)
(relating to earryover of prepaid income in certain corporate acquisitions),
(2) The table of scetions for subpart B of part I‘I of subohapter 15 of
chapter 1 (relating to taxable year for which {temns of gross income included)
is amended by striking out
“'gec. 462, Propald tncome,”

(3) The table of sections for subpart C of such part II (relating to taxable
year for which deductions are taken) is amended by striking out—

“Beo, 402, Reserves for estimated expenses, ete.”
SEC. 8. EFFECTIVE DATE.

The amendments made by this Act shall apply with respect to taxable years
beginning after December 31, 1953, and ending after August 16, 1054,
SEC. 4. SAVING PROVISIONS,
(a) MiLiNg oF SrarsMuNT,~Tf
(1) the amount of any tax required to be paid for any taxable year is
increased by reason of the enactment of this Act, and
(2) the last dato preseriboed for payment of such tax (or any installment
thereof) is before S8eptember 15, 1055,
then the taxpayer shall, on or before September 15, 1955, file a statement which
shows the increase in the amount of such tax required to be paid by reason of the
enactment of thiy Act.
1



\f 2 PREPAID INCOME AND RESERVE FOR ENTIMATED EXPENSES

(L) Fora anp Trerer oF STarBMuND, -
(1) Forat oF srarement, wees-The statement vequired by snbsection a)
shall be filed at the place fixed for filing the return, ch statement shall he
in such form, and shall include sueh information necessary or nppropriste to
‘ ghow the inerease it the amount of the tax required to ho paid for the taxable
: yanr by ronson of the onactment of this Aot, a8 the Secretary of tho regsury
! or hig delegate shall by regulations preseribe,
(2) TREATMENT A8 AMOUNT BHOWN ON RETURN.~ The amount shown on a
: atatement filed under subseetion (1) as the ineroase in the amount of the tax
i required to he paid for tho taxable year by tenson of the enaetment of thiy
Act shall, for all purposes of the indernal revenue laws, be tronted ay tax shown
on the return,

13) WAIVER OF (NTEREST IN CANE OF PAYMUENT OR ON BEFORE SEMFEABKR
i 15, 1955 If the taxpazer, on or before September 15, 1965, files the statement
| referred to in subsection () and pays in full that portion of the amount shown
] thercon for which the last date preseribed for payment is before Septomber 15,
; 1065, thon for purposes of computing intersst. (other than interest on over-
| paymants) such portion shall bo troated as having been paid on the last date
preseribed for payment,  This paragraph shall not apply if the amount shown
on the statemont as the inerease in the amount of the tax required to he paid
for the taxable vear by reason of the enactment of this Aet is greater ihan the
actual increnss unless the taxpayer establishes, to the satisfaction of the
Seeretary of the Treasury or his delogade, that his computation of the greater
amount was based upon a reasonable interpretation and application of sections
452 and 462 of the Internnl Revenue Code of 1954, as those seetions existed
- before the enactment of this Aet.

(0) Sereian Runkse--

(1) INTEREST VOR PERIOD BEFORE BNACTMENT. - Inferest shall not be im-
posed on the amount of any inerease in fax resulting from the cnnetment of
xlis Act for any period hefore the day after the date of the enactment of this

ot

(2) Fserimarrp vax.~ ~Any addition to the fax under seetion 204 (d) of the

R Internal Revenue Code of 1039 shall he computed as if this Act had not been
: enneted. o the ease of any installment for whieh the last date preseribed
for payment is before September 15, 1055, any addition to the fax under
section 6651 of the Internal Revenue Code of 1951 shall be computed as if
this Act had not been enaeted,

(3) TREATMENT OF CERTAIN PAYMENTS WHICH TAXPAVER I8 REQUIRED TO
MAKE. I

(A) the taxpayer is required to make a payment (or an additional pay-
ment) to another person by reason of the enactmoent of this Aet, and
(B the Internal Revenne Code of 1954 preseribes a period, which
expires affer the elose of the taxable year, within which the faspayer
must make such payment (or additional payment) if the amount thereof
is {o be taken into aceount (as a deduction or otherwise) in computing
taxable income for such taxable yvear,
then, subjeet to sueh regulations as the Seevetary of the Treasury or his
delegate may preseribe, if such payment (or additional payment) is made
on or before September 1H, 1855, it shall he treated as having been made
within the period preseribed by sueh Code,

CGH DETERMINATION 0F barte prescrankd, ~ For purposes of {his seetion,
the determination of the last date preseribed for payment or for filing «
return shall be made withoat regard to any extension of time thevefor and
withou! regard to any provision of this section
! (5 Ruavrations.  For requirement that the Seeretary of the Troasury
, or his delegate shalt presenibe all rules and regulations as may he necessary
i by reason of the enactment of this Aet, see section 7805 (1) of the Internad
Revenue Code of 1951
Pussed the House of Reprerentatives March 24, 1955,

Attest:
RALPH R. ROBERTS,

Clerk,

The Cuarmman. The first witness is Hon: George M. Humphrey,
the Seeretary of the Treasury.,
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STATEMENT OF HON. GEORGE M. HUMPHREY, SECRETARY OF THE
TREASURY, ACCOMPANIED BY LAURENS WILLIAMS, ASSISTANT
TO THE SECRETARY, AND DAN T. SMITH, ASSISTANT TO THE
SECRETARY DEPARTMENT OF THE TREASURY

The Cuamsan. Mr. Humphrey, we are delighted to have you with
us,

Seeretary Humenrev, Mre. Chairman, T am delighted to have an
opportunity to be here hefore you to present the views of the Treasury
Department on the matter, 1 have a short statement and, with yvonr
periission, T will read it.

The Crairman, Proceed, Mr, Seeretary,

Seeretary Humenuwey, Me. Chairman and members of the com-
mittee, I am here today to urge the repeal of sections 452 and 462 of
the Tnternal Revenue Code of 1954,

The original objective of these two sections, which cover prepaid
income and reserves for estimated expenses, was simply to conform
tax nccounting with business aceounting. Tt was never intended
that these provisions would result in any substantial loss of revenue
or result in windfalls to taxpayers, A review of the consideration
of this subject by this committee will confirm the impression held at
the time by lawyers, accountants, and businessmen that the basie
motive for these provisions was simplification of tax accounting
procedures, and not radieal tax reductions,

This tax law beeame effeetive on August 16, 1954,  During the fall,
a8 the knowledge of its provisions inereased, thero began to be rumors
that these particular provisions might not work as originally intended.

Before t]m ond of the year, studies by the Treasury staff, working
with the stall of your committee, were undertaken to see if the
threatened siwastion could properly and effectively be eured by
regulation.  Proposed regulations were issued on January 22, How-
ever, until the time eame when these provisions began to he put into
actual practice by taxpayers preparving their income tax refuns and
the 30 days expired for protests against the proposed regulations,
there was not much veliable information availuble,

It then developed that there ia a sharp difference of opinion between
taxpayers and tl]m Government as {o the scope of these sections.
Tho tentative regulations issued by the Treasury on January 22, in
order to carry out the provisions of the law, have come under strong
attack as being too vestrictive i limiting the intended application of
the secetions, Taxpayers have already served notice that they intend
to litigato this restriction.  Should they be successful in the courts,
the revenue loss under the Jaw might be far in execess of anything
contemplatod by the Congress, — As soon as the cheeks were sufficiently
conclusive to satisfy the stafl that the original objective might not ho
carried out and that the situation could not be adequately corrected
by vegulation, they reported their findings and we promptly called
the matter to the attention of the Conzress,

The original cstimate for several so-called bookkeeping items, of
which Seetions 452 and 462 were the principal revenue items, was $47
million.  The limited cheek that we have made around the country
indicates that the loss would be substantially greater than the original
estimates.  How much greater it might be we eannot now say beeause
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we simply do not havo the information as to what the bulk of taxpayers
concerned might claim should these provisions remain in the law,
And with the litigation that would surely be involved in many cascs
should the provisions remain, we might not have final figures on the
loss for years to come,

Ropeal of these two provisions will reinstato the legal rights of
everyono just as they were undoer the old law prior to last August and
Erotcct the Government from revenue loss which was never intended

y the Congress,

The objective of trying to conform tax accounting with business
accounting is still a sound one. In trying to do tﬁis, however, a
gerious mustake was made in not sufficiontly limiting the application
of the provisions and restricting the revenue impact of the changes as
enacted.  That is why repeal 18 required rather than amendment, so
as to be sure that in any new approach to tho original objective the
revenue is adequately protected.

"~ We have studied many proposals to correet the situation by amend-
ment of the sections rathor than repeal, but we have found no proposal
which we can be sure will accomplish the original objective without
iving some taxpayers an unintended advantage or producing very
gwolved technical problems creating uncertainty and Iitigntion.

The Troasury Department is firmly opposed to any tax legislation
which gives any American an unfair advantage over another tax-
payer. We will always recommend prompt action be taken to correct
any situation which can result in windfalls to any taxpayer. To
firmly follow out our policy of being as fair and just to all taxpayers
as is humanly possible, I am urging outright ropeal of the two sections
which would have rosulted in some taxpayers gotting a break over
others.

As the chairman knows, I sent tho chairman of the House Ways
and Means Committee last week a lotter stating that none of the
other approximately 70 suggestions for perfecting the Intornal Rev-
enue Code of 1954 require immediate legislation, With this tho
chairman of the House Ways and Means Commitlee agreod in a
letter which was made public last Friday along with my lettor to
him. All of the suggostions considered by the staffs of the Jeint
Committee on Internal Revenue Taxation, the Ways and Means Com-
mittes, and the Treasury, are wholly noncontroversial. More than
half are clorical errors, such as misprints, misspelling, bad punctua-
tion, and like errata with no legal significance. Other suggoestions
pertain 1o items on which the Treasury could issue better regulations
if somewhat more precise statutory language were adopted. The
revenue effect of the suggestions is insignificant, if indeed they have
any overall revenue effect.

""hat complotes my statoment, Mr. Chairman, except for one thing.
I want to say that we are continnously studying tho effect of this
law as it moves into practice, as the various changes are worked
out by the taxpayers in filing their returns. We are keoping very
close track of them. And if and when at any time it appears that the
intent of Congross is not being carrvied out as origiuulfy intended, we
will be back with suggested amendments,

The CuamrMan, Thank you very much, Mr. Secretary.

Any questions, Senator George?

Senator Georor. I have none.
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The Cuamman, Senator Millikin?

Sonator MinuikiN, Mr, Secretary, was there sufficient notice last
yoar for the tuxpayers complying with ihosu provisions so that they
might modify them in time and not get caught with them?

Seeretary Humenniy, No; I don’t think they were caught, I
think a great many people filed their tax returns, taking advantage
of theso sections in all sorts of ways. What might bo cstimated as
deductions started in o velutively small way and kept rolling like o
snowball.  One fellow would think of one thing, and another, another,
and it kopt rolling up, and I think a great many taxpayers took advan-
tage of dliﬂ a8 time went on in the {iling of their returns,

ow, before their final returns were filed, in many cases they had
notification of our objection to them, in some ease they didn’t.” But
even 80, they are denied nothing by the repeal of this except some-
thing which is not intended. Nobody is prejudiced by the repeal of
this, except in a case of this kind, Senator,

1t is perfectly possible that there might be a case somewhere where
a man was contemplating paying a tax and his accountants came to
him und said, “No, here i3 o provision under which we can get dedue-
tions that will eliminate your paying that tax.” So they put in the
plmvisions, and then he thought he was not going to have to pay
the tax.

Now, up to that point he is not hurt, because a reversal of that
would just leave him where he was before. But if he went ahead
and spent the money that he was going to save to pay the tax with,
and then had it reversed and has to pay the money to the Govern-
ment for the tax, there might be some hardship in a case of that kind.,

But thosge cages, of course, would be extremely few and far between,
becauso altnost everybody had notice that this matter was being
brought up for reconsideration before they could spend the money on
the tax return that was prepared.

Senator MiuuixiN, Thank you very much, Mr. Secretary.

The Cuamman. What was the date, Mr. Secretary, that the
announcement was made of a likelihood that this would be repealed?

Secretary Homesarey. T will have to check that, Mr, Chairman.
Y think I went to the Ways and Mcans Committee and asked for a
repeal of this early in March. This came up, however, for public
juostioning back m January. And those regulations went out on

anuary 22.

And, when the regulations went out on January 22, that gave
notice 1o everybody that this was expressly limited, beeause when those
regulations went out it was then that we got the storm of protest that
our regulations were too restrictive and that they did not permit the
leoway that the taxpayors expected.

So that I would say that any time after January 22, anyone who
was contomplating movemnent here had notice thai there was great
restriction over what many people were then suggesting.

Tho Cuamman. Then those who made these deductions are pro-
tected from any penalties of any kind?

Seeretary Humparry. That is right; there will be no penalties, they
will be put in a status exactly as they were before, and the regulations
with respect to other deductions, particularly vacation pay, will be
carried cllem* through this year.
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The Cuamrman., What is tho date, then, that those who have paid
the tax and made deduetions will have to make the additional pay-
meont?

Secretary HumpHrEY. September 15.  And there is no interest.

The CuairMaN, Senator Frear.

Senator FrEAR. 1 have nothing, oxcept, Mr. Secretary, I think it
was also tho intention of the Treasury that there be no revenue loss,
not only of the Congress but of the Treasury.

Secretary Humparry. That is right. It was our intention, every-
body’s intention. This was just a bad mistake that we made in the
Treasury, to start with, that was carried through, and nobody caught
it.

The Cuareman. In other words, you estimated it at $47 million,
and it was very much above that?

Secretary Humpurey. That is right. We do not know what it is,
but it will be very much more than that; 10 or 20 times that.

The CuARMAN. Senator Martin.

Scenator MArTIN, That was the question T was going to ask, Mr.
Chairman. I have had a good many people say to me that they
did not think the loss would %e anywhere near as large as we have been
discussing. And I think that that is a pretty important thing.

Secretary HuMpurEY. L think this, Senator: We are trying to estis
mate what the loss will be, It is extremely difficult to do that, be-
causo, in the first place, how far you can go with regulations that would
restrict this activity within the law is a very indefinite matter, that is
one of the difficulties with it, we do not know just where the regulations
can saw it off.  So, until we know that, you do not know.

Then you do not know what claims may be made. But our best
estimate is that this could run, somewhere, within regulations that
could probably be issued, $400 million, up to twice that, perhaps.

Senator MarTIN, What objection would there be to extending more
time boyond September 15 of this year in the adjustiment?

Secretary Humruruy., 1 don't believe there is any hardship to any-
one going to September 15, You could do that if you wanted to, but
T don’t sce any reason.  Nobody should be hurt by this in any way.
All this was a hope that we would get something, and the hope
is retracted. That 1s all.

They all had notice in plenty of time, and I don’t see how anybody
would be hurt by it.

Senator MartiN, The American people, of course, are pretty ambi-
tious, and when they felt that there was probably some additional
moncey that might be permanently invested—I am wondering in cases
like that whether thoy might have more time than September 15, We
are in a period now where we are borrowing too much money, and
everybody is trying to put in as much equity capital as they can.

And if a person, an individual, felt that, well, hero is some money
now I will have to invest—Mr. Secretary, 1 am very much worriod
about the debt, not only public but private, in the United States, this
thing of signs in shop windows, “No downpayment”’—1 have been
kin(}l of worried that probably some very good people might be caught
in this,

Now, you folks have a better opportunity of knowing of this.
I am just asking for information.

Secretary Humeurry. Wo haven't heard of a case.
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I will say this, Senator: You have some associates in the room who
are just ag worried as vou are about our debts, and ['in no way discount
that. I am just as worried, and I know a number of the rest of you
here are, just as worricd about how we handle and what we do with
the amount of debt that there is and how it works and how it affects
the economy, maybe.

This is something that [ don’t think any of us know. But it is
something that we must never let get our of our minds,

Senator Martin, Idon’t have anything further now, Mr., Chairman.

The CHAIRMAN. Scnator Williams,

Senator Wirniams. No questions

The Cuarman. Senator Flanders,

Senator FrLanpuirs, Mr. Scceretary, I am constitutionally con-
cerned—1I don’t mean United States constitutionally, but personally
constitutionally~—disturbed by any retroactive applications of this sort.

Your statement diminishes the kind and degree of retrouctivity,
but there is a littde of it still left, and 1 have to swallow pretty hard
on anything that is retroactive. Now, can you say clearly and defi-
nitely that there is no retroactive adjustment required on anything
that was intended in the original logisi‘ntlion?

Secretary JHumenney. 1 think so. 1 think that what we intended,
what was intended here, was simply a bookkeeping readjustment.
Now, what has worked out is a double deduction.  And the thing
that people are interested in, regardless of what everybody savs, the
thing that people are interested in here is getting a double deduction
in 1 year.

The reason we object to that and want it repealed is because I
don’t think that any special groups of people ought to get a double
deduction when other people don’t.  And any scheme that you work
out, almost any scheme that you work out, results in a double deduetion.

Senator Franpurs. Now, the next question related to this is in
econnection with your January 22 administrative release, as to the
administration of this act. Is there anything in this I, R. 4725
that goes beyond what you are trying to do administratively in your
January 22 release?

Seeretary Humennry, Well, yes, 1 think so.

Tn other words, that was our trouble. When we came to make up
our January 22 regulations, we found that we could not restrict this
to provent some double deduction out of this unless we got so com-
plicated-—unless you got out such a complicated situation with respect
to it to try to avoid the double deduction, that you are applying one
estimale on another estimate and getting into a maze of diflicultics.

Senator Franprrs. So your January 22 document didn’t go all the
way you wanted to, and you found it impossible to go all the way you
wanted to?

Secretary Humenusy. That is right.

Senator Franprirs, And how far you wanted to go was to carry
out the original intent of the act?

Seeretary Humpnnruy, That is right, which was simply a book-
keeping matter.

Senator Fnanprrs. Well, that sounds all right.

Now, the next thing is—is there anything in this that relates to the
provisions for taking care of prepaid msurance?
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Secretary Humenruy., Well, what we want to do is to put all of
these things back just where they were before this was passed, to
ivave them exactly where they were previously. And those prepay-
ments which were properly accounted for before will still be propor{v
accounted for,

Tho estimates, the proper estimates of deductions, will be in
oxactly the same way.  Woe just want to leave people where they were,
we don’t want to make any chango.

Senator MiLuikin, Mr. Chairman, I hope before the Secretary
finishes that we can have some oxumpio of what was intended and how
it was worked out, by examples, so that we would know exactly what
he is talking about.

Secretary Humeuruy. I shall be glad to develop that.

The Cuamman. When you do that, would you discuss separately
sections 452 and 462, and give an explanation of cach?

Secretary Humpurnv, They are complementary. The first one
relatos to the receipt of income that is applicable not only to the
curront year but the future years. The complementary feature is
the second one, which relatos to the acerual of expenditures, which
relate not only to the current yoar—which are not paid out in the
current year but which relate to it and will be paid in a subsequent
yoar. 1 think that is the way it works.

Now, as to the second, the common illustration is of some accrual
itom. I think the biggest item that ran into the most money and that
caused the most concern was 8 matter of maintenancoe and ropairs.
And under this second item, under the accrual item of maintenance
and repairs, people thought they were permitted by this language to
estimate what their maintenance and repairs might be in the future
that would be applicable to the present, current year.

Now, when you are able to do that, they not only would take the
actual amount of money spent—let's take this year—they not only
would deduct the full amount of money that they spent on main-
tenance and ropairs this year, but on top of that they would estimate
what they were going to spend in the future that would be applicable
to this year, so éimy would get it twice, you see,

Tho Cinamman, Will you explain move clearly what you mean by
“applicable to this yoar"?

Secretary Humpnnuy., Well, that took place this year but wasn’t
paid this yoar. And you would estimate that. And what it did, just
very frankly, was to put a premium on overestimating what your
maintenance and repairs this year that would be paid in the future
might bo, because there was no penalty on overestimating, and you
knew you had a substantial tax to pay this year, so there would be an
estimate made; you would pay out what you actually spent and
deduct that, and deduet what you might spend in the future and put
that back in, and so you had a double deduction this year, with no
limitation on what the estimate was except controversies between the
Department and the taxpayer.

The Cuamman.- Under seetion 462, for example, if you manufac-
tured certain products in 1954 and you had those on hand, you could
then deduct an estimated cost for the sale and handling of those
products that were manufactured in 1954; is that correct?

Secretary  Humrnrey, Deduct estimated cxpenditures in  the
future, yves,
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The Cuareman, For the purpose of selling and handling or storing
its products manufactured in 1954, the cost of selling them could be
estimated and deduet———-

Secretary Humpnusy, Noj it would be more like this:

Where 1sold a television set this year, I would charge all of my cost
of selling that television set this year. But, say [ sold that television
sct in Decemnber, with o guaranty that T would keep it in repair for
6 months, Now, then, I sold it in December, and I charged all of my
expenses that had already acerued against that sale in December,
Then I would estimate how much I would have to spend during the
f;)lv]]owing 6 months to keep it in repair.  And that might be so many
dollars,

And then T would bring that back and add that on, and make it o

- deduction this year instead of next year,

The Cuaeman, Suppose that television set was on hand in Decem-
ber, the 31st of December or the 1st of January, and there were certain
costa involved to selling it in the coming yeur, which would be 1955.
You could estimate that?

Seerctary Humennny., No. That would be paid when you sold
the set.  You see, all you are talking about here, gentlemen, is which
year you take it.  Theoretically, vou can’t get more than you actually
spend. Tt 18 just a question of which year it is in.

But. the difliculty is when you are estimating what vou are going to
spend, maybe vou estimated too high, and go along for years with an
estimate that is too high on which vou have paid no tax,

The Cuamman, In what category would this great loss come?

Secrctary Humparny, The loss comes, very largely—one of the
biggest items is the one I mentioned, maintenance and repairs; you
can run that into terrifie figures. And when you sit down and esti-
mate what your maintenance and repairs are going to be, you can run
them into a great big figure. '

Another very important item that is very controversial here is this
vacation pay; when do you deduct vacation pay? Now, the ruling of
the Department is that if you have a vacation pay plan which definitely
sl[m(',iﬁos your obligation to make the payment so that at the end of
the year you have got a fixed obligation to make a future payment, a
payment for that year that is to be paid in the future, an carned vaca-
tion that is all earned and has got to be paid for, that is all earned
December 31 but is going to be paid for the coming spring, then you
can deduct that.

If it is questionable, if you pay it only to the fellow that may be
there, or if his rights do not accrue until the time comes at the later
period, then you can’t deduct it.  And this vacation, which year,
whether it is in this year or whether it is in the year ahecad of the
vacation or the year in which the vacation is taken that you have to
pay for it, which way you get the deduction is one of the controversial
things, and a big item.

Now, that is covered by regulation—and has been for a long time.
And what we want to do is just leave that exactly where it was and
let the fellow that has the fixed obligation take it as an acerual, the
fellow that has the indefinite obligation pay it and get the deduction
when he makes the payment, 1t will alrcqual out over 2 years, you
see.  All you are talking about is, Will you pay it this year or next
year?  You get the deduetion either one year or the other.
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The CuanMan. But the result is in the natwre of & windfull for
1 year, that is the trouble.

Seeretary Humenrey., H o you do it both in one, if you get your
actual pay this year and put your estimate back the next year, you
got U year there,

Tho Crateman, There has been some question about. prepaid sub-
geriptions to nowspapers and magazines, and so forth.  How will
they bo handled?

Seevotary Humennuey, All there is, is this: If T buy & magazine
from you for $5 a year and pay you 3 years in advance, I have gotten
$16.  That money comes in, the $15 comes in, that is applicable $5
next vear and $5 the year after, as well as the $5 this year.

Now, if you put it all in this year, you inerease your income this
year as against what you are going to have as incomo in the following
yoars, so that the only differenee between necruing it and taking it
aetundly is that you are either going up rapidly or down rapidly; if
you are solling the amount of stufl ench year there is no difforence at
all it will all come out -~you will he in exactly the sume place over a
S-yvonr period.  But if you are actually inereasing your subseription
it means that you are paying tho tax ahead of time as your money
comes in, rather than delaying it until future years, On the other
hand, if your subscriptions are going down, you are getting the henefit
of it. 1t is simply that difference,

The CuairMan. 1 have a letter here from Senator Mundt,  Mayhe
one of vou could analyze that and make a brief comment,

Secretnry Humenusy, The difliculty, gentlemen, is this,  There
is no problem il you climinate, if you say vou are not going to give
anybody a double deduction in one year, then the only thing you have
gol left to talk about in this thing is that we are putting a premivim on
overestimateing.  If you wo on what you actually pay, vou know
that is. . 1f you do it on the basis of estimates, why, it is just human
nature that if 1 could make an estimate, my estimate will be on the
high side so that T will take the high deduetion, and then maybo 10
years from now or 20 years from now when 1 go out of business, it
will cateh up.  But in the meantime 1 am operating on Government-
free money.

The Ciatiman, What you recommeond now is repeal of section 452
and section 462, and revision to where we were hefore the last Revenue
Act was passed?

Secretary Homeuruy, That is right.,

The CuatemMan, Now, of course, if it should become desirable to
reenact either of those provisions, we could do that,

Seeretary Humenriy. That is right.

The Cuareman, At the present time it is your recommendation that
these two he repealed?

Seervetary Humrenrky, That is right. 1 know of no way to do it,
other than that.

We have worked on many studies, and we have not found any
study that does not give a double deduetion or raise difficult technieal
problems-—most of “the studies give the double deduction over 10
years.  Well, you get a tenth in cach year, and in 10 years you have
a double deduction, and T don’t know why one fellow should get a
double deduetion in 10 years and another fellow shouldn’t.
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The Cuarrman. The Treasury will continue to muke the studies,
and if necd for further legislntion on this subjeet is developed, that ean
be taken up at some Tuture time?

Seerotury Hovenriy, That is correct, That is not too compli-
cated, Mr, Chairman,

Seantor Guonrdar, Mr, Seeretary, let us take the ease where in esti-
mating these repaies, let us suy -which the taxpaver is not under any
legal obligution to do but which, us & matter of business secounting,
he does do, I presume, or should do —suppose after he makes his dedue-
tiong under this act and actually pays out some money to his stoek-
holders out of capital, and then it turns out that by repeal of these
sections that it s taxable to him ag an ordinary dividend - that i3 o
situation that might arise.  Has i arisen yot?

Seeretary Husenesy, 1don't know.  I'don’t know why it should.
Tt would only be for the | yenr, yousee.  And I don't see how that could
have happened, Senator George, unless somebody went ahend and
deliberately did it, beenuse they all had notice of this at the time.
Before they could pay any dividend, they knew this.

Senwtor Guoras, T think that you will find that some of them
have 1 don’t know whether they should have or not,

Secretary Homenrsy, If they did it, they did it at their peril, 1
would say.

Senator Grorar, In cases like that it was simply distributable ag o
purt of capital, and here it is taxable as an ordinary dividend if this is
repenled,  You never contemplated in your regulations that future
repairs would be allowed anvway, did you?

Secretary Houmeipmey, We never contemplated it, but that is whut o
ot of people were starting to deduet,

Senator Grorar, Your regulutions didn’t anthorize that, did they?

Secretary Huspennky, No, they didn’t.  But we were put on notice
that our regulations would be attacked in the courts if we attempted
to prevent them from doing that.  And as we studied this, that is
what frightened us, that perhaps this language was such that they
might he able to maintain in the courts and get away with it.

Senator Grorar, 1 didn't think that was intended at all originally.

Seeretary Humenriy, Nobody ever intended it, no witness that
appeared before this committee, nobody on the committee, and nobody
in the Treasury ever had any idea of doing it.  We never had any
idea of doing the things that people are seeking to do under these
provisions, none of you, none of us, ever had any idea.

Senator Groncs. 1 certainly had no iden that that would be a
permisgible practice at all,

Secretary Humrenrey, That is right,  Neither did we,

Senator Guonrar, But if they have acted on it—Senator Millikin
raised the question as to whether or not anybody had acted on it—if
they have acted on it and made a distribution out of what was supposed
to be capital, partial distribution now, and you throw it back to them
as o dividend and tax them on that income, I don't know how you
are going to make them pay again,

Sceretary Humennriy, That could hardly oceur, Senator, beeause, in
the first place, the only way you could pay capital out is when you
have exhausted your carned surplus.  And’if n{l your earned surplus
is out, unless you are in a company in liquidation, you could hardly
pay a dividend out of capital.  If you are in a company in liquidation,

62620 58—
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then vou aven’t estimating future repairs,  So the particular thing is
just, 1 don’t see how you could got a dividend that way.

Senntor Groraw, Homay be a pactial liquidation, of course, of
capital ot any time; you could do that,

Seerctary Humeirey, Not unless you have got your enened surplis
gono,

Settor Gronraw, And if you estimated you hadn’t any carnings
and were making some distribution T am asking you as & matter of
fact whether anybody has been eaught in that sort of w situntion,

Seeretnry Husmvenusy, We have never heaed it, and, practieally, it
woultd be almost impossible to occur,

Senator Guorar, I don’t think it would he impossible to occur,

Mre, Sarei. b ohave not heard of one, but 1 helieve Mr. Williams
has heard of one,

Mr., Wintams, 1 heard of one ense in which distribution had
oceurred carly in the year.

Socretary Huaeuery, You mean, capital investient?

Mre, Whaaams, T have heard of it. 1 don't know if it is true,

Sceretary Humenury, F'would be interested (o seo the ease, boeauso
I don't see how you could do it. .

Senntor Grorar, 1 don't know, Mr, Secretary; T was just asking if
thut had avisen.

Seeretary Hovenruy, Me, Williams said he had heard of one. 1
hadn't heavd of it.

Senator Minrrin, Me, Seevetary, 1 had a letter written to me by a
constitutent on behalf of 1 motor express company, and 1 am quoting
what the molor express people wrote himg

Under H. R, 4725 wo observe the prepuid oxpensoe seetion of the Infernal
Revenuo Act would be repealed vetroantively through 10966,  This has already
passed the House and is now hefore the Senato, 1t s neeessary for our industry
to have a loss and damage reseeve beense we know from experience  and inel-
dentally, the Interstate Commeree Commission allows us to owe what past ex-
perience witl show we have to pass ont for loss and dumage elaims (past oxperienco
shows that we have to pay out about 3 pereent of our revenue),  Under our unjon
contract any man who worked for us longer than I year, sny, 16 months, is entitied
to threo-twelfths of his vacation pay for tho second year, ~ In other words, it is a
direet obligation, and we feel we'should be allowed to set it up ny o veserve.

Won't you add nn amendment on this bill allowing us to set up o veservo for
lors and damage elaims and vaeation pay for tho motor-freight industry?

Do you wish to comment on that?

Sceretary Humenrey, Yes, 1 would be glad to.

In the first place, as to his vacation pay, if he has a fixed obligation
he is taken eare of under the regulations as they exist.

In the second place, on the loss and damage claim, I think it is a very
dangerous thing, and'T think it would be far better and will not hurt
this company at all if they get their loss and damage claims as they go
along on theiwr actual payments out rather than estimating them ahead,
and perhaps building up a reserve on which they do not pay taxes,

I would like to get back to your question, Senator, T don’t sco
how—A\Tr. Smith ean correct me on this if T am not right—-but if tho
fact is that they did pay out a dividend that they thought was capital
beeause of an acerual, and the time is going to come sometime whon
that overacerual or that double amount is going to have to bo paid as
income, soouer or later that is going to be income and they are going
to have to pay it.
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%o the only haem iy that they have had to puy the tax on their in-
come this year instend of some other yenr when it is disbursed at the
time this reserve becomes income,

Senndor Gronar, 1 don’t follow you altogether, Mr. Secretary,
Beenuse you enn make a distribution of eapital not only in liquidation
but in disteibution of the capital,

Seerotary Humenuwry, That is correct.

Senntor Grondr, And if in good fith they enme along and said:
“Horo i a luw that gives us the right to sot up these reserves, and we
are going 1o do it, but our husiness is not, going 1o expand, it is going
to (',()ll]irl”:u',t, and we nre going to make a partinl distribution here of
capital,

'Aml they pay out to the stockholders, on the theory that it is non<
taxablo distribution: of course, what you sy is correet if subsequently
it does wash itself out and they have to make these vepairs,

Seeretary Humenuey, That is right,

Senntor Gronas, That would be true?

Socretary Houmennriy, Some time or other that will wash out, and
then they will have the income, and if they didn’t pay on this income
now, they will have to pay on it lnter,

Senator Gronrar, My great trouble is, I didn’t think your regulu-
tions covered that sort of w deduction anyway, nor was intended to do
it. 1 hoped it didn’t but. maybe I am wrong about. it.

Secretary Humphrey, No; you are not wrong about it,  Qur regu-
Intions did not cover it,  We don’t helieve they were entitled to, and
the difliculty is that a lot of people are saying that the courts wre
going Lo revorse us,

Senntor Gronawr, They might,  You ean’t always tell what the
courts will do,

Secretary Humpnury, We don’t want to take a chanee on it.

The Ciainman. Sonator Willinns,

Senator WiLriams, Of course, the situation could arise where they
had distributed some of these funds, but would not the reverse be
true, generally, that in the companies that deducted this twice, made
this so-called double deduction, they would be reporting less income
on their financial statement and would therefore be puying less divi-
dends to the stockholders than they would nm'nmhy be puying if
they had not had this windfall?

Socretary Humpnruy, That is correct.

Senator WinLiams, And the reverse would be true more so than if
it weren’t repealed?

Seeretary Humpnriy, That is correct.

Senator Wintiams., They rveport less, and automatically puy less
dividends?

Seeretary Humearey. That is right. .

Senator Winniams. I notice several of the companies said that if
this were repealed they would have to go back and revise their earn-
ings for last year and they would be reporting larger earnings.

Seerctary Humenngy. That is correct.

The Cuainman. Senator Flanders.

Senator Franpius, I have a letter here, of which you may have a
copy, from the Association of Cotton Textile Merchants.  And using
vacation pay as an illustration, they say that similurl{ taxpayers
having contracts with unions providing for vacation pay have, under
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the 1030 code, beon allowed 1o necrue deductions rolating to the
following yenr's vaeation pay.

Thin priviloge lan boon geneeally deniod o ofher taxpayer, tha
W, (o thone (o whom i s not n docutnentary obligntion, contenrt,
Now, they say:

Wonpetion 460 b repentocdl 10 appenes that e viveption pay problem will hesoms
a oomplote shambiles,  The Tronsueys ot rocont vegidntion relating o vien
tion pay wike formmintod Tor the pueposs ol ohising hmvhnhm iy woctlon 180 10
aostion 183 1 ropesled, voetaluly (b ltest rogotntion should also beowithdrawn

Do vou see any shambles looming up on the hovicon?

Seerotney Ttomemtuy, Nog Senator,

And, evou tuether than that, the vogalutions that will be applicabile
proteet them on the hasin of their pasl situntion every venr through
the year 1945, so that they will be protoctad ol the way throngh
1048, the your in which wo wre now, on the basis of the pant, wo thint
nobody in going to be hart by wny change that they mny have made,

sonator Franoews, Now, apeaking gonoenlly, it we withdrw, vepent
section A0, doos that make necessney iy poisstie L osippose it
wonld ol those dannary 22 ropulntions!

Secretney Flesemwey, "That i eight ;s ie will,

The damuaary 22 vogulations ave just ont, There i no fnw to
support them,

Seantor Fuasowws, b judie, althongh 1 mmy have boen niistahen,
that they assumed that the Janaey 280 would still bein i we repenled
462, And the lettor says that the Trensuey's most rocont rogulations
relatingg to vaiertions pay b assutie that s dunuaey 22

Seerotary Hesemey, No,

Senator Frazorrs, You don’t think so?

Necvotary Hesmeneey, No

Senator Fraxpers, bnoany avent, you ean assire me that his
feam

Secverary Heaenrey, Uean assuve you that they will be i exaetly
the same position for the whole of 1955 as they were before August
165, 1934, And all they haven't got is a double deduetion,

The Cuatesax, Me Jolmson, wo were considoring the repeal of
soction 4532 and section 462, veported by the House,  Have you any
questions?

Senator Joussox. No, T pass for the moment,

The Cuauyax, Senator hldNNl-!'l“l‘?

Senator Brazere, No,

The Cuaeman, 1 would like for the stafl’ to report on this lettor
I received from Senator Mundt,

Mo, Smres This lotrer, Me, Chairman, deseribes the situation with
reference to the newspaper of the sort Seeretary Humphrey veferred
to in the answer to your question, Tt secms to me that this moerely
restates the same problem. The Seeretary's answor already covers the
situation deseribed here,

{The letter referved to follows:)

UNPTED SRPATER BRNATY,
Mareh 17, 1956,
Hop, Hakgy Froon Ryun,

Chateman, Commitiee on Finance,
United Ntates Senate, Washington, D, €',
Drar Hagry: Inasmuch as your committer has before it legixlative proposals
devigtiod 1o correet what newspaper storics have iwm\rnlly roeferred to a8 a
“hlvoper’ in the 1954 tax law, and since you are understandably and vightfully
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sty g, vardowt propomide for stoppdug any ahusen or mistees of Tns coneossdon
weitben dnto the Hovenne Act bt yonr, D wontd e Vo g slong bo yoa i nole of
warnbig whieh dovr come to o Bram severnt of Cie important teswepnpers ol my
own Mialo of Bouth Iikaoln,

Fo thiscdn he fuflrentbzntlon thnt swhilo nld of aw want toellminnte nny weong il
prenetiven whieh navy eve devetoped ander the eovisdoms of the Federnl Tnw died
vonr, bt s Lhist none of we waend Lo worle s binediship nor do o dofustiee Lo
vewponadhle i Leglthonte people do Che newsprpes el

Illm-u by Che manttor to whiele ©eefers Cader Che revisions imade by pectfon 4102
of the T84 Revenuo Code neswapispors werecghven Che el Lo eoport Lhielr ’urthl
nosvrpeptr sabmserdption Ineoime ln thes yones dne whioh 0 wius setandiy oened et ber
vt on i ennds b i e yoe i widele 0 wivs poeedved, Pl revindon nppiared
thoety, nud pppenen naw, To be s sonnd weconnt ing posetleo md hnd Che wnpport of
the Do Vays wnd Moehn Commpttee sinen Pho revidonn prow ont. u( Ferom-
moendntionn pinde by Ui oatatwading necauntants of Avaden weding Hhraugh Hheir
offiednl nanoeint lon,

Bedydigg on Chin 1954 chinnge nevernd of the leding nowspipers of my Htalo
and P woreo Chint o exminiontion of the fuetas will diselone Ghe wivtng to be froe
of wlt other weemn of Eho cauntey  wanl (o cotpdderabin effart ol exponse (o re
arennge thele bookkooping peacticon gl being, Chele geconnbing syslemn fnto nes
cord with seetion A% of the 1008 code pertmiitting theor to utibize Chiln pedintbe
wpproneh o the roporting of salweviptlon ineom,

Nuturnlly, these ontdanding and genponstble newnpsger people aee shioeked
wnd dintarbed to Tearn thad some thought in being glven to making woretronetive
ropenl of noction 462, Huch eotronetive netion woubd b fnet aosovere ponalty
to newspnper publishoes geting e good falth Lo ndjuat. Dhelr practicon to the
leghdntion prwsedd e sonr ngo. 1 b nob e prretive in Amerien bo pamn ox post,
fretor bawns nor (o penndize privide eitizenn for ‘umm‘m' coanforming with nwn oven
though H bster developn new or tghter lnwn nra ensentind,

1 alneorely hope that your committes aun find nowiy to plag up the leopholes
wd bt ton down Lo eenpe hndehen which mpy bisve daveloped from the HH4
Rovenue Pax evisdon whilee ot the sure thae jneluding nngunge specifienlly
winedd nt conthodug to permdt legitimnty pewnpigper publishers to follow secount.
inp el ineome tux reporting privcetjeos WM(',I are connststent with the eflicient,
mnnngement of noneswspaper busines and which permdt snd reguive nowspaper
fiena to piy taxon on Chele subaeription Bueome durdug the yonse thint waeh ineome
woaetanlly enrned,

o contident. thal. you will have eeprosentatives hefore sonr committee
ofllebdty representing nowspiper tideresd s wd perhnps their respeetive peocin.
tionr, bt wanted to hritg to your diveet attention the protests which have come
to me frome Woath Dakotn publishers against any precipitunt or retronetive
action now, which wonld work an injustice apon Ameriewn pubtishers,

With hest wishon nnd kindost pegards, T am

Cordinlly yours,
Kane B, Musor,
U/nited Staten Senator,

The Cusiesan, Aoy further gquestions?

Senntor Franpenrs, These two sections, 452 and 462, were put in
prasumnbly for a just and desirable purpose.  If we now withdraw
them, repeal thiem, how is the purpose, the noble purpose, maintained?

Socretary Humenney, Teisn’t, We just have not found a praetieal
way. ‘The purpose of the things in the original instanee was an
attempt to fry to get, as far as we ean, the taxpayers’ hooks for his
corporate nccounting on the sume basis as for tax accounting, so that
the two would be as nearly as possible appronching,

Now, there are some diserepancies in many complicatod enses that

can'tobo that way,  We tried to enso that situation; we failed heennse

it got complicated and involved n ot of things that were never intended.
So we are right where we started.  And we tried to gain a purpose;
Il B pose;
wo didn’t gain it, . .
Senator Inanpers. That is all, Mr. Chairman,
Senator Jounson, Cloulc sk one question?
Senator Jouns Could 1 asl uestion?
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Mr. Seevetary, are there any other provisions of the 10564 Jaw
where we have misenleulnted, where your estimates have been too
low?

Secretary Husmpeuniy. No, ag far a8 we know, Senator,

Before you came in 1 testified that we took up —-you perhaps are
referring {o eertain statements that were mado of somo seventy-odd
things.  Wo have gone over those things. We presented them to
the stafl of this committeo, and of the Ways and Means Committee,
our joint. stafls worked for somo weeks on them, 1 reported all of
those to the Ways and Means Comimittee chairman last. week, recom-
monding, following a recommendation of the stafls, that there was
nothing of any consequence in any of them,

And the chairman of the Ways and Means Committee mado public
Inst Friday the fact that he is in agreement with us that there nre in
those 70 things no substantial items, They are all things that, for
perfection, ought to bo done.  Tn other words, there is o semicolon
that ought to be a period, and thero is o plural that ought to be o
singular, and various things of that kind; thero s the lnck of o cross-
reference.  And if you are going to have perfection, they ought to he
done at some time, but they are nothing that would asmount to any-
thing from the point of view of taxation,

Senator Jounson, 1 have primarily in mind the estimate of losses
from other provisions,

Seeretary Humenrey, No.

Senator Jounson, This is the pringipal?

Seerotary IHTumemiesy, This is the only one that exceeded our ox-
pectations that we know of.  And if we find any others, we will bo
right back,

Senator Jounson. Thank you.

The Ciareman, Thank you very much, Mr. Secretary,

We have a very distinguished Senator this morning, Senator Gore,

STATEMENT OF HON. ALBERT GORE, UNITED STATES SENATOR
FROM THE STATE OF TENNESSEE

The Crarnman. We are glad to have you with us, Senator, and to
hoar your statement,

Senator Gore, 1 wish to thank you, Mr, Chairman and members of
the committeo, for affording me the opportunity to appear here today,
and in order to demonstrate my gratitude L will undertake to be brief,

1 apologize to the commitiee [or not having copies of my statement
for each of them, I am only now completing it, and T am not sure
it is completed yet,

The measure before the committee is significant not only because
it secks to close two serious gaps in the tax laws but beeause it is but
the first of many moves the Congress will have to take to correct thoe
so-called errors and inequities OF the Revenue Act of 1054,

Tho Secretary has just veferred to the seventy-odd so-called errors.
He has just told the committee that their loss in revenue does not
exceed estimates,  That is not the measure, Mr. Chairman, ¥

The measure of the advisability of climinating these errors is the
equity, not whether it exceeds the estimates of the Treasury Depart-
ment, but whether or not those provisions of law are equitable, fair,
advisable, and sound.
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It i interesting to me to note that the term “errors” is consistently
applied to the provisions we are asked to repeal, The use ol the
word “error” would seem to imply that these offensive seetions were
inserted into the law by inadvertence or more oversight,  T'hat might
be true in some instances,  Inoothers, though, the only error involved
is an crror of judgment,

My purpose in appearing here is to request this commitiee to
recognize an error that was intentionally committed and, more
im)mrt antly, to approve an amendment o close this loophole now,

I'he tax eredit afforded dividend recipients by seetions 34 and 116
will, in my opinion, turn out to be the most serious of the many
so-called errors in the 1954 code unless eliminated soon,

The arguments pro and con the dividend tax eredit and exelusion
have been expounded at great length on the floor of the Senate and in
tho public press, and especially before this committee, so 1 will not
impose upon your time by any detniled discussion of this issue.

[owever, to clarify my own position and firm conviction in the
matter, 1 wish to state briefly the reasons why I feel that the dividend
tax credit is unwarranted.

To begin with, it violates a bagic principle of fair income taxation,
to wit, taxation nccording to the nl)ilil,‘y to pay.

The primary argument of the proponents of the dividend tax eredit
is that the income received by sharcholders in corporations in the form
of dividends is taxed twice, once to the corporation and again when
received by the sharcholders. T submit that this is not double tax-
ation. The tax falls upon the income which the corporation receives
in the form of profits, and upon the income which the sharcholder
receives in the llm'm of dividends, The tax is levied on two separate
persons, in the cyes of the law.

To contend otherwise is to ignore the separate existence of the
corporation and its owners, g it logical or consistent to merge the
identity of the real and the fictional persons for tax purposes, but
permit retention of the distinetion between them, otherwise?

No one is compelled to invest his capital in a corporation, vet a
glance at the stock market seems to indicate that this form of invest-
ment is immensely popular,  These announcements are made and
corporations are created with full knowledge that a corporation iy the
prodact of the law and is lawfully treated as a separate entity.

The corporate form of doing business offers advantages unavailable
elsewhere, the best knownt being the cconomic insulation which the
corporation affords its owners.  The sharcholders’ linbility for the
debts of the corporate business iy limited to their investment,

The perpetual life of a corporation makes possible long-range
planning and utilization of heavy property investments to a degree
impossible for an individual enterprise,  This perpetuity of existence
has made accessible to the corporation means of financing which other
types of business organizations could not obtain,

The use of the corporate deviee combined with its oflspring, the
stock exchange, has enabled the investor, even the smallest investor,
to enter or withdraw from business with compuarative case, thus
permitting anyone, who so desires, to protect his savings against
inflation,  This liquidity of investment is one of the most effective
of all corporate advantages in stimulating general investment,
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An additional and very important. advantage of incorporation is
the privilege of vetaining in the corporation ilself suflicient, funds for
oxpansion and growth at rax rates far below those which would be
applicable in the ease of a comparable individual business,

l have recently seen statisties that show that 70 percent of the
covporate expansion i made through the retention of carnings.

These are just a fow of the more ohvious advantages of incorpora-
tion.  Any person familiar with the intrieate nnture of present-day
industrial and commercinl activity reatizes thet there are many moro,
For instance, the ability to issue and sell additional equity securitios
without materially dilating the control of the business, the inercased
bargnining strength possessed by large corporations in huying and
selling, and the coneentration and contralized divoction of many varied
enterprises made possible by intercorporato consolidations---all theso
advantages, and still ethers, are availablo to the so-called small fnnily
corporation,

All the advantages and fn‘ivilv;zun enjoyed by corporations are made
possible, let me repeat, solely by the laws of the United States and of
the States,  Incorporation is not a natural right, or a gift of naturo,
The corporato person is o legal fietion, and it is illugiuur to e Lo suy
that there is anything wrong, legally, moratly, or ethieally, in making
the enjoyment of this benefit subjoet to the conditions’ which the
l“mlm‘l\.\ vernment or the States choose to impose, particulnrly the
treatment of the corporation as a separate legal ontity, which in
fact it is,

The mothod employed in granting this tax advantage is also worthy
of mention.  The most voeal proponents of the dividend tax reliof
proposed a crodit of approximately 20 pereent, ot the snme timo
making it quite elear that they considered this simply the (irst stop
toward complete elimination of tax on dividends.

I wish also to remind this committee that this provision of law
operates, not as a deduetion against income but rather as n sub-
traction from taxes on it.

By introducing this unfair, unsound concept into law, oven at a
small pereentage eredit, wo have tied around our necks a logislative
millstone which, unless eliminated, will plague Congress for years to
come.  The 4 pereent dividend eredit ngainst. taxes is just, the opening
wedge, the nose of the eamel under the tent.  We should strike it
from the law now, along with repeal of the so-called blooper,

In elosing, I would like to remind this committee of the action taken
by the Senate on the only eecasion on which it had an opportunity for
a clear-cut decision on this dividend credit proposition, 1 am sure
that every member of this committee recalls that Senator 1d Johnson
introduced an amendment which had the effect of striking the dividend
credit, and exelusion from the law, 1t was I who caused a rolleall
vote on that question. On a rolleall vote the amendment was
decisively passed by the Senate, by a voue of 72 to 13,

I respeetfully urge this committee to give the Senate another oppor-
tunity to express itself upon this question, by adding to the bill now
before it an amendment striking sections 34 and 116 of the Internal
Revenue Code of 1954,

1 thank you, Mr. Chairman.

The Cuammman. Thank you very much, Senator Gore. We are
delighted to have you here today,
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Any questions?

Senator Winiaams, There is o foeling, perhaps on the part of the
Treasury and the committee, that it might bhe well to restriet this bill
10 considerntion of section 452 und section 462, However, should
there be a decision made o enlurge the seope for consideration nt this
time, hoth from the divection of the question you raised on the divie
dend question and otherwise, T an sure others would come up, purticu-
lnely the question of revising the present depletion sllowanees on oil
and minerals, and stufl, and so forth,

How would you feel i we enlurge the field of this bill - how would
you feel about reducing some of these depletion allowanees?

Senator Gowe, 1 orecognize, Senator Willinms,  the urgency  of
repeating the seetions embodied in the bill as it is now hefore the com-
mittee, | recogpize the inequitable situations which may result from
deluy, to which Senntor George has already pointed an instance,
strongly feel that the Congress should have nlrendy given a thorough
review of the 1954 act und proceeded to correct muny of the so-called
ervors therein,

I would be syinpathetie, even at the cost of delay of this measure,
not only to corveet this error, but others.  However, 1 do not claim
any particular wisdom in that field, nor do I elaim to he a tax expert,
This particulnr seetion to which 1 have addressed my remarks is 8o
obviously unfair and unsound, in my view, that it should immedintely
be repealed.

Senator Winniams, Well, T voted with you on this particular
measide,

Senator Gour, [ know you did, and so did most of the members of
this committee,

Senator Winniasms, But also, we had before us at the sume time the
question of whether or not, for instance, the depletion allowanee on oil
sﬁmul(l be reduced from the present rate of 27% pereent. And that has
heen discussed by the committee and the Congress ol numerous ooca-
sions, as well ag the rates on various minerals.

Would you support a reduction in that, or do you think there should
be one, or would you care to give us the henefit of your opinion?

Senator Gonrw, Senator, 1 supported your amendment, and am
prepared to do so again, if that answers your question,

I do wish to call to your attention, however, that that issue is far
more compliented than the instance which 1 have cited.

senator Winniams, Well, there is more revenue, you will admit,
involved in the question we are discussing than on this particular
question,

Senantor Gore, Yes.  And I address iy remarks, Senator, not to
tho size of the revenue but to the violation of principle; the 4 percent
tax credit is not the source of large revenue or loss of revenue, but
it is the beginning, and it is an unsound principle that I firmly and
sincerely believe should be stricken from the law at the earliest
posgible moment,  And T think this iy the time to do it.

Senator Winniams, Well, the question the committee would be
confronted with if we bring up one of these other questions, no doubt—
in fact, T am sure all of these other questions could come up at the
same time. 1 just wondered how you would feel.

Senator Gonrk. T do not wish to be in a position of saying that
that which I advocate should be considered, Senator. If the committee
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takes the position that it will early next yoar undertake a roview of
tho 19564 Rovenue Act and wants to doal only with this matter in
this mattor in this moasure, T am not suro that I should soriously
imposo my will against, that of the committeo, But I do plend with
tho committeo to takoe into advisoment the clonr-cut issue horo involved,
the inoquity that it involves, and removo it,

The Cnamman, Thank you very much, Senator Gore,

Any furthor questions?

Senator Miukin, You reforred to the taxation of dividends or

credit on dividends as an orror.  That is your opinion, is it?
« Sonator Goun, 1 used that word “orror” in tl'm contoxt in which it
has been used so feequently, both in statements of our officials and in
the public press, 1 (.‘hink it was o plain mistake, [t was not, by inad-
verteneo, it was intentionally done, '

Sonator MiLuikin, Tt was not a blooper in the sensoe of these two
sections that wo are discussing?

Senator Gows. No, sir,

Senntor Mirnikin, But many of us think it was a vory good thing;
wo don’t think it was an error, wo think that when you start to romove
it from tho bill, a lot. of people will think it is a very good thing.  So it
is not a blooper, T don’t know of anybody that is detending a bloopor.

You are introducing o new thing in this particular today, which i
not, a blooper but which may involve a difference of philosophy.

The Cuameman. 1 would like the Senntor to define what a bloopoer is.
I have heard that so often, T would like to know what it is.

Senator Minuikin, Well, a blooper is anything that the opponent
of the particular measure doesn’t agroe with.

The Ciamman, Thank you very much, Senator,

The next witness is Mr. J. 8. Seidman, of the American Instituto of
Accountants,

Senator Caneson, Mr, Chairman, T was unfortunately ahsent at
the opening of the hearving, and I want to read the testimony of the
Sceretary on these two sections,  But now I want to say that I am

lad that I have the opportunity of hearing this witness, becauso 1
now something of his background.

STATEMENT OF J. S. SEIDMAN, AMERICAN INSTITUTE OF
ACCOUNTANTS; ACCOMPANIED BY WALLACE M. JENSEN,
LESLIE MILLS, AND JOHN P. GOEDERT

Mr. Seioman. Thank you, Senator.

My name is J. S. Seidman, I appear for the American Instituto of
Accountants, the national organization of certified public accountants
with a membership of over 25,000, I am chairman of its committoe
on Federal taxation. I am accompanied by subcommittee chairmen,
Wallace M. Jensen, Leslie Mills, and John P. Goedert.

The bill before you proposes to kill retroactively two provisions
that have been acclaimed on all sides as being sound and desirable in
principle, One has to do with the allowance of expense reserves; the
other with the trcatment of prepaid income. Both are a great step
forward in bringing tax accounting into line with good accounting.

You are being asked to repeal them for two reasons. One i that
they will take too much out of this year’s revenues. The other is
that they are difficult to administer, becauso they are written in
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broad languagoe, that will bring on a lot of controversy and lawsuits,
and may than be found to cover far more territory than was ever
originally intended,

¢ submit, however, that cyanide is a somewhat extreme pro-
seription when eastor oil is all that is reully nesdod,  Wae think that
both the revenue and tho scope problems can be correcled casily
and speedily,  "T'o deal with the revenue situation, wo recommend o
10-year strotchout of the deduction for the expense reservo that
should have been allowed in previous yenrs, but wasn’t,

As for tho scope problem, it can bo automatically eliminated by
apecifying the items of cexpenso reserve and prepaid income right
in the lnw, Your own commitieo report last yoar can be used as o
guide for the particular items, and the law limited to them.

Let mo try to clenr the atmosphere a bit here.  Strong language
has been used about theso provisions.  Words like loophole, windfull,

ross orror, and blooper have heen tossed about. None of these is
in order, No income oscapes tax, Nobody gets a deduction twice,
The problem, as you will see, is really how best to get a deduction
onre,

What is involved, and all that is involved, is whon items are ro-
ported, not whother they are reported.  Deductions that should have
yeon allowoed in the pust have not beon allowed. The law as it now
stands makes it all good in one year. Iowever, since the Treasury
feols that the revenues can’t stand such concentrated adjustment,
an obvious answer is to dilute the transition by strotching it out over
o period,

The House voted for retronctive repeal, and further study. But,
ninco the Housoe vote, there has been a very significant dovelopment,
We now have a clesrer picture of the revenue effect., That was not
the case when the bill was before the House, At that time, figures
of $1 billion to $5 billion were mentioned. We can now report to
you with some assurance that even if the law be permitted Lo stand
a8 is, with its concentration of deductions, the maximum rovenue
reduction from 1954 tax returns because of these provisions is not
likely to be over $500 million. Of this, $450 million applies to the
expense reserve provision and $50 million to prepaid income,

Our estimato s based on samplings of no small proportions.  You
seo, 1954 financial statements boeame increasingly available right
after the House vote.  As a result, wo got together, through published
reports and from our membership, actual 1954 figures accounting
for over $8% billion in. tax, or just about half of the total bhudgeted
corporate income tax for the year,

The $500 million applies to 1954 returns only.  Some companies
have undoubtedly decided to wait until their 1955 returns, Rcfore
making up their minds whether to go on a reserve basis, On the
other hand, our $500 million figure is based on what the companies
thought they wers entitled to claim, or had to claim, in view of the
all-or-nothing provision that is in the law. In most cases the amounts
woro determined before the Socretary issued his proposed regulations,
Under the regulations, many companies are entitled to much less than
they thought, and so the $500 mi‘lion figure is on the high side.

'ﬁmm is another reason the $500 million figure is too high, A
further sampling we made shows that 40 percent, or $200 million of
1954 tax reduction, relates to the reserve for vacation pay. With
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social and economic trends as thoy aro, and have been, a good donl
of that $200 million will stick as a revenuc reduction for 1954, or the
next fow years, even if wo go back Lo the old law.

We want to make it clear that high or low, we would be all for
repeal if the $500 million were the result of a double deduction.
Furthermore, even as the single deduction that it is, we do not think
$500 million, or anything like it, is to be snoozed at. That is why we
su)ﬁ;cst a 10-year stretchout, The important lpoint is that $500
million is & far cry from $5 billion or even $1 billion that the House

thought was involved.

Now that we have given you some of our conclusions, we would like
to review with you the support for them. It may be helpful, first,
to touch on the accounting principle involved.

Up to 1954, if a businessman, in a financial statement to his bank,
showed the same income as he had to swear to in his income-tax
return, he could well have landed in jail. Suppose, for example, he
owned a piece of real estate, and on Decomber 31 collected $5,000 for
5 years’ rent in advance. In his tax return, he had to report the
entire $5,000 as income for that year. If he told stockholders, ereditors,
or the Securities and Exchange 5ommission that any part of the $5,000
was income for that year, he would be speaking falsoly. Obviously,
the truth is thet it is the next 5 years’ income, to be spaced $1,000
& year over those 5 years,

So much on the income side. The expense side of the transaction

then created another discrepancy between his financial statement and
his'income-tax return, If he paid the real-estate agent a commission
on the 5 years’ rent, though the rent had to be reported immediately,
the offsetting commission was not deductible immediately, but only
over the 5-year period. Furthermore, the day-to-day expenses of
maintaining the building and providing the tenant with services were
deductible only as incurred during the 5-yecar period. That meant
-that our taxpayer not only inflated tho income of 1 year, by having
to report in 1t the $5,000 advance collection of 5 years’ rent, but was
also reporting deductions in each of the 5 years for comimissions and
maintenance expenses, with no offsetting income. We thus had a
double-barreled distortion, : -

Let us take another illustration, this one directly from your com-
mittee’s report last year on H. R. 8300 (p. 306). A company sells
an air conditioner for $300. 'The conditioner costs $200 to make,
leaving $100. However, as part of the sale, the company has to
guarantee the unit for a year. Experienco shows that it costs the
company $24 the next year to make good on this guaranty. There-
fore, the net profit on the sale of the unit is $76—that is, $100 less
$24. If, in the year of the sale, the company did not allow for the -
$24 liability for its guaranty in its financial statements, it would be
overstating its profits. Yet, for income taxes, it had to swear to $100
incoms in the year of sale, followed by a $24 loss in the next year.

Note that in these illustrations tho end result is the same, figuring
all of the years involved as an aggregate. But income taxes are not
figured that way, and financial statements are not made that way.

e have to report on a year-by-year basis. In accounting we do
this, and feel we come out with a fair answer, because of a cardinal
rule that the revenues of any ycar, and the costs pertaining to those
revenues, must be hrought together in the same year, regardless of the
time of cash receipts or payouts. ,
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In accounting, therefore, if $5,000 for 5 years’ rent is collected in
advance, one-fifth or $1,000 is treated as income in each year and
matched against that year’s expenses, In the air conditioner sale,
in figuring the profit on the unit, the $24 that will be spent for servic-
ing the unit in the next year is taken into consideration in the year
of sale as an expense reserve.

The old income-tax rules violated these basic principles of sound
accounting. The way the income-tax rules worked out, as we have
soen, income might boe reportable in 1 year and the related expenses
in other years, and ne’er the twain might meet. The old rules meant
that income was being prematurely reported. They meant taxes had
to be paid before the income was actually earncd. 'They meant that
small growing husinesses, nceding every dollar of working capital
were aspocialfqy hard hit because they had to part with some of that
working capital, for taxes, carlier than justified.

For many years, we urged the Congress to eliminate this discrepancy
and to adopt the rules of good accounting. 1t was therefore a source
of real assurance to find in the revenue revision bill last year, that
section 452 dealt with.the piobleém illustrated by the 5-year rent
collected in advangce; and section 462 dealt with the expense reserve
problem illustrated by the service guaranty 6f. the air-conditioning
unit. The prificiple of matching costs with revenuds was substantially
-adopted bysthe bill. % T

Y%ur committee’s repor, at' the very} outset (p. 2), heralded the

P
w\t; and survival

fact thap—T quote:

the bill gontaing mi ?provisioiu whichi are irﬁportm}t to the gro
-of smalf business. "These incluflp * % "* recognitiotr of business prs)gticcs for tax
.accounting purposes, * ¥ Ry \ /

In jthe expense reserv gctip‘/x (462\, t,d(ro things bother¥d us, and
we sg reported 4% yourfcommittce. As our views were summarized
-all i} one parfpgritph, let Yhe fdad it t¢ you, from page 1313 of the
hearings: “y SN

Thd, bill makes\ groat atéjdeg in the dird

¢ cetion of putting business/ accounting
-and inﬁome-tax acgounting oni- the same waye length. .* * * The trhnsition will
bring on some px'o&lemsr, both from's Fevénde standpoint, as well &g the scope
-of reseryes for estithatéd oxpenses. ™ Fot' that reason, there is included in our l}st
-of _regon\fnendations certain caytions, and r stmiuts/during th¢ gear-shifting
period. e

Now let.me explain fﬁ;(; referencq to “cautions and restraints during
the gear-shifting period.” ~Every’important step ifi progress has a
transitional problem. It is the problem of abandoning the old and
-going on to the hew. -

Let us take the #iz.conditioner exumpl«a.»o:gain. On a unit sold in
19053, the $24 service costs~would-be-gxpended in 1954. Since that
-$24 was never allowed as a deduction before, simple justice required
it to be deductible in 1954. Then there was the sallo of a unit in 1954.
Under the old rule, the $24 service costs on this would be deducted
in 1955, but under the rule of sound accounting, wisely incorporated
in the new law, the $24 sorvice charge became deductible in the year
-of sale, 1954, That would make a deduction in 1954 of $48.

After 1954, everything would, of course, be straightened out. In
1955 there would be only the $24 deduction applicable to a 1955 aale,
‘and so on each yeoar thereafter. But in the process of getting rid of
ithe old arrangement and going on to the new, the $24 deduction

' !
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applicable to the 1953 sale, and the $24 deduction applicable to the
10564 sale, would como togothor in 1954,

Now if for this one year the rovenues could stand it, there would be
no problom. After all, changes have boon made many timoes in the
tax law that bunched income or deductions in the transitional year,
However, their rovenue offoct was small in the year of change. In
the changeover to expense reserves, we rocognized that the revonue
elfect on the 1954 returns was likviy to be rather large. Therefore
we mado the following recommeondation (p. 1321 of the Senate Financo

Jommittee hearings):

To avoid the impact on the revenues in the transitional year where there will bo
a deduction hoth for the actual oxpenses and the estimated expenses, and in
order to avold undue distortion of income, the addition to the reserve should be
sproad as a deduction over tho transitional year and the 2 suceceding years,

In other words, we proposed a 3-year stretchout. Incidentally,
Canada adopted the deduction for oxpense reserves in 1953, and like-
wiso took care of the transition by a 3-year stretchout.

Our recommendation of a 3-year strotchout was not followed.
That is understandable.  With an estimate. at the time, of revenuo
loss of only $47 million, there was clearly to need for a stretchout.
Unfortunately, this estimate has turned out to be far too short.

Now that we know how much is involved, a 3-year sproad is not
enough.  We therefore propose a stretehout for 10 years as the right
way out of the dilemma,

There is ample precedent for a 10-year stretchout.  The law pro-
vides & 10-year stretehout as o way of catehing up with the pension
cost. for past services.  Also, when a taxpayer wants to change from
one method of nccounting to another, it has been the practice of the
Commissioner to require that the effect of the changeover be spread
over 10 years.

On a 10-year basis the transitional revenue eflect would not be
serious in any one year. Here is the way it would work in the air
conditioner case.  Instead of the two $24 iterns being deducted all at
once in 1054, only one $24 item plus $2.40 of the other would be taken
as o deduction in 1954, or $26.40, and the same amount in each of the
following 9 years.

I said that when the 1954 bill was before you, we were concerned
about two things. Ono was the revenue situation just described.
The other was to keep the expense reserves and prepaid income in

roper bounds. That is what I referred to earlier as the scope prob-
em. We need not tarry long with that one. The provisions can
automatically be kept in proper bounds bgr listing in the law the
specific items to which they are to be limited.

Thus, through the stretchout and specification, the two things—
revenue and scope—that are out of whack with the provisions as
they now stand, can be easily corrected without scuttling the fine,
necessary purposes the provisions serve.

There is another possible way of dealing with the revenue problem
that we would like to discuss with you. I came up in our recent
meetings with the staff of the Joint Committee on Internal Revenue
Taxation, and so we will refer to it as the staff plan. Colin Stam, chief
of staff, invited us to review the plan, and his and our groups met
twice on it.

There are many technical phases in the staff plan that we commend
to your attention as distinet improvements over the present law.
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.~ On tho basic problem, where we suggest a 10-year stretchout, the
stafl plan defers the deduction until the windup of the business or the
windup of tho reserve, whichoever takes place the sooner. Under the
stall plan, thercfore, there would likely be no immediate revenue
roduction caused by the changeover--and there might never be.

Here is the way it would work: Again going back to the $24 air-
conditionor veserve, the $24 that applies to 1953 sales would be frozen,
and not allowed as a deduction until the business wound up, or the
company stopped guarantecing its product. 1In 1954, the only deduc-
tion would be the $24 reserve on an air conditioner sold in 1954, and
so on each year, until the windup.

Wo think the stafl plan is on the severe side, Tt puts off, to the
indefinite future, deductions that taxpayers should have already been
allowed. For that reason we cannot affirmatively advocate this part
of thoe staff plan. Nevertheless, we feel that it is so important—for
Governmoent and taxpayer alike—that the principles of these two
soctions be preserved in the law, that if, because of compelling revenue
congiderations or other factors, it becomes a matter of choice between
the staff plan or else repeal, we want you to know that we regard the
staff plan as preferable to repeal.

There is another phase about the staff plan that bears mentioning,
beeauso of its effect on our $500 million estimate. The staff plan
considerably narrows the items that would be allowable as cxpense
reserves or {)mpuid income. The items would be fewer than your own
committee listed in its report last year, or that are contained in the
Secretary’s ]pmposcd regulations, Hence our $500 million estimate
automatically becomes too high, if you adopt the scope limitations
in tho staff plan.

One more point: The House has voted to kill sections 452 and 462,
biding opportunity for further study. In all deference, we submit
that no further study is needed. Businessmen and accountants have
been living with, and properly applying, expense reserves and prepaid
incomo. The wide gap between income tax and good accounting in
this respect is nothing new. 1t has been studied—and decried—for
years. Nothing is to be gained bf’ further pondering or delay.

On the other hand, incalculable mischief and impairment of tax-
payer morale can be caused by enacting a provision and then retro-
actively yanking it out, when there is no real need to do so. ILet me
give you an illustration, from an actual case told me by a fellow
practitioner, of the serious harm that retroactive repeal can do. A
real-estate owner, in need of funds, got a tenant to prepay 5 years’
rent by allowing the tenant a discount. Before the deal was made,
the real-cstate owner got a tax opinion, readily given him under the
present law and before there was talk of repeal, that the 5 yecars’
advance collection would not all be taxed immediately.

Without this assurance in the law the real-estate owner would not
have procceded because the important thing to him was just how
much was going to be left for him after the firat year’s income taxes.
Retroactive repeal, requiring him to pay more taxes than he was
assured, and pay it all now, is certainly not going to leave a cheerful
taxpayer here.

Jertainly this much is clear: There is no windfall even in the law
as it now stands. The only real problem is the transitional one—
how best to cure the ills of the past, when income and deductions were
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putin the wrong years, while the present law puts them in their nghl,
timo slot.  Right now, the law tnlwq the medicine all at once.  This
is too big a dosage for the revenues.  Wo suggest spaeing it out in
10 trvntm(\n(q or, as a last resort, deferring it as the staff plan does,

But we urge vou nol to kill the pulwnl, e is fundamentally sound,
wholesome, and right.

Sections 452 and 462 enablo incomoe-tax nee ounting to come of age.
Wa urge you not: to turn back the elock, to the erudities and distortions
of lho past.

We will be glad to hold ourselves available for sessions with your
tochnieal experts to any extent that we can be of help,

The American Institute of Accountants is grateful to you for this
opJ)mtunllv to be heard,

Phe Ciatieman, Thank you, Me, Seidman,

Are there any questions?

Senator Franvers, Mr. Chairman, T noted 1 or 2 points here as
the witness proceeded. One is this question of a double deduction
to which the Secretary referved 2 or 3 times in the course of his testi-
mony.

On the top of page 7 in your testimony vou say, “That would
make a deduetion in 1954 of $18.”° Then vou go on to say, “After
1954, evervthing would, of course, he ‘almwlnonml out.,” Wl every-
thmg would have been sllnlwhlvnml out except the faet of that pre-
vious double taxation. That remains on the books as I see it and
you propose to get over that by vour 10-year spreadout. 8o it seems
to me that the hmwimv made his case for the double deduetion and
vou have vour remedy.  Is that the wnv to look at it?

Mr. Stipman. Not quite, Senator. T used the term “double de-
duction” in the sense of allowing something that otherwise a taxpayer
would not. be entitled to - un inflation of deductions.  The converg-
ence of 1954 that brings about a $48 deduction vesults from the fact
that there was $24 that he was entitled to, and had not as yet gotten

to that point. Ther (-fol ¢, in that sense, H not a doubl«\ deduetion.
ou are right, Senator, in the problem that is posed in that, as a re-
sult of the correction, under the present law, two properly allownbla
deductions come (nwth(-r in one vear, Our suggestion is to bridge
that problem by qplmulnw out one of the deduetions.
Senator Franpurs. 1 have one other question.

Tn connection with the guaranteed servieing of vour air conditioner,
what happens under the present scheme under this law and the
scheme under the old provision? T could see what happens under the
old provision, but suppose under the new provisions of anticipating
the liability, the Liabtlity on the one hand turns out to be $30, and
on the other hand it turns out to be $15, what hookkeeping adjust-
ments do yon make to bring the anticipated Hability in line with the
actunl situation?

Mpr, Serpman. Senator, that problem is no different from what we
have already v\pmwm-od in income taxlaw. The law has allowed a
taxpayer for some time to set up a reserve for bad debts in anticipa-
tion of the fact that some accounts may go wrong.  He males a
reasonable estimate of this in the vear of sale.  Adjustments are
made from year to vear to allow for overages or underages of the past.

Senator L\\'D]- rs, That appears to be ver 'y simple,

[ have no further questions, Mr. Chairman.
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Senator Canrson, Mr, Seidman, in your statement you refer to
the social and economie trend toward vacation pay, and it secms as
though your statement at least creates somoe doubt. You say it
crentes & loss of revenue even under the rules of the old law. Now
I gather from your statement that you feel there will still be an
additional deduction?

Mr, Ssipman. That is corveet, Senator, First, let me indicate
what L rather evyptically referred to in the reference to social and
economie trends,

During the past 5 or 10 years the general tendency in labor rela-
tions has been to give an employee o vested right to a vacation,

For example, if he works a month, he automatically hecomes entitled
to a half day’s vacation for that work period, whether or not he is
still in the company’s employ at normal vaeation time, sy, in the
summer months,  That trend T rather anticipate is something that
will continue,

Now, here is the way the tax rales work out on this: -even undor
the old Inw,  H a company in any vear enters into an arrangemoent
that gives an ctployee a vested right to his vaeation, then in that
year the company hag two sets of deductions.  One is for the actual
vacution payments during the summor months for the work since
Inst summer, and the other is for the work from the current sumner
to Decamber 31, So that, if we say the vacation period is July 1 to
July 15, the company becomes entitled to deduet all of the payments
in thoso 2 weeks to employees for their vaeation, although it has to
do with the work that they rendered from July 1 of last yvear to July
1 of this year; and then, by reason of the changeover in the contracet,
on December 31 of this year, the company becomes entitled 1o deduct
acerined vacation pay from July | of thiy year to December 31, In
other words, 18 months deductions come together in 1 vear oven
under the old law.  There is going to be more and more of this, since
more and more vaeations are hecoming o matter of absolute right,

Senator Caruson. And then I have one more question.

Assuming that this committee and the Senate concurs in the
House’s netion in repealing these provisions, is there some action that
should be taken by this committee and the Congress, to protect many
methods of acecounting and also the industry and business as o whole?

Mr. SuromanN. Yey, Senator, We think that there are many amend-
ments that are required to the bill, if you are inclined  and we hopo
you are not- - to vote in favor of repeal.  'We have already met with
the Treasury, and we have indicated 12 technieal amendments that
we think must be made to avoid severe injustice and penalty to tax-
payers that would be trapped by retroactive repeal.  In addition we
think there are additional items.

One of them was raised by Senator George this morning--tax-
payers who will now find that they have underreported their incomo
beeause they had been advised that distributions that had been made
to them were out of eapital, whereas a restatement of the corporate
figures as a result of repeal, could mean that the distributions hecomeo
taxable dividends.  These fellows will have underpaid their tax, and
hecome subject to penalty, if the bill is passed in the form now hefore
you,

There is another area that will likewise be affected.  This applies
to very few taxpayers, but a group of taxpayers that the Congress

0202055~
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has always been anxious to protect. There is a provision in the law
that permits unlimited deduction for charvity to people who have
given for 9 out of 10 consecutive years 90 ﬁmrcunt of their income to
charity. Those recipients might now find, if retroactive repeal is
made, that they have higher income than that originally calculated,
They will have, therefore, paid less than 90 percent to charity and,
therefore, will be thrown back from an unlimited allowance for
charity to the maximum of 20 or 30 percent.

Then there is the situation that I gave in my testimony—-the fellow
who has in good faith, in reliance on the law as it now stands, taken
action that you cannot now possibly undo. In this respect I would
like to point this out to you—the Sccretary indicated to you that
talk about repeal got under way in January or March, But this was
January or March of 1955, not 1954. In other words, it was after the
close of the taxable year. No one was on notice, or could have been
on notice, while these transactions were taking place. Retroactivity,
is cruel under those circumstances.

Also we think it is very important that one point that was made
by the Secretary be put into the repealer bill—if you have a repealer
bill. It is now part of the staff plan. The bill should aflirmatively
declare that no inference shall attach whatsoever to past adminis-
trative practices, rulings, and decisions, as a result of repeal. We
have great fear that otherwise some things that are already being
allowed administratively, inay have to be reversed. For example,
there is already, in many cases, the allowance of prepaid income
treatment. There is already in many cases the allowance of reserve
for vacation pay.

Furthermore, we want to point out to you that it repeal does come
you can run into a situation where, instead of a convergence in onc
year of two sets of deductions, there will be just the opposite and you
may come out with no deductions at all in one year. For example, the
Secretary has indicated to you that he is going to hold the fort on
vacation pay, but only through 1955. Now, what happens in 19567
If you follow the thing through technically you will find tixut taxpayers
who have been allowed to reserve for vacation pay in the past will get
no deduction in 1956, They will have accerued up to the end of 1955
the vacation that is going to bcdpnid in July of 1956, But if the
employe does not have any vested right to a vacation, there will be
nothing to accrue in 1956 when existing rules are withdrawn by the
Treasury. There will hence be no deductions whatsoever for vacation
pay in 1956. So you can sce that one bit of mischief can easily set off
another.

We therefore submit to you that if you are inclined at all to go
along with repeal, then from a technical stendpoint many items will
need consideration.

Senator Georar. Mr. Seidman, I am glad to note that you and your
other associates throughout this country do think that there is some
substance in what I suggested ; that is, that there might be a distribu-
tion in cash out of capital. Based upon this law as it stood, any
stockholder might be willing to have a distribution, the directors
might be willing to have a distribution out of capital, and to have been
willing to have sold their stock in view of the distribution made out of
capital, and then find themselves taxed. That is, the corporation will
be taxed and the stockholders would themselves be liable for that
dividend. That would be an irreparable loss; would it not?
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Mr, Skioman, That is correct, Scnator,

Senator Grorar. 1 do not know whether those cases have arisen,
but I can see that some of them may have.

Mr. SuipMaN. Senator, we can report to you that they have arisen
in our own practices, and we would also like to indicate to you that
the area of applicability is somewhat broader than the Secretary had
the opportunity to present to you. These cases are not limited to
partial or complete liquidations. There are many active companices
that by reason of past adversity do not have any earned surplus,
A distribution made by those companies could be affected by thig
very problem. Where a company like this has thousands of stock-
holders, you can see that the administrative job of getting corrected
returns from these stockholders cun be tremendous,

The Cuamrman, Thank you very much, Mr. Seidman,

STATEMENT OF JACQUIN D. BIERMAN, PARTNER, J. K. LASSER
& CO.,, NEW YORK, N, Y.

Mr. Bigrman, Mr., Chairman, my name is Jacquin D). Bierman,
I am a partner in the accounting firm of J. K. Lasser & Co., New
York, N. Y. My partner, Howard F. Elin, is with me.  Our office
represents a considerable number of maguzine publishers, both large
and small, T am speaking on behalf of these publishers, and, in
addition, on behalf of three associations of magazine publishers: The
Agricultural Publishers Association, the Associnted Business Publi-
cations, Inec., and the National Business Publications, Ine,

The Agricultural Publishers Association is an association of 35
farm magazines. Included are both the nationally circulated farm
magazines and those devoted to specific States and areas.  In a sense
they are business publications for farmers. The list of members
attached gives an indication of the type of publication concerned,
eovering cvery section of the farming population.

The Associated Business Publications, Inc., is an association of 159
business publications, and the National Business Publications of 176
basiness publications, devoted to serving industrial, institutional,
merchandising, and professional activities. Because of the complexity
of our economy, you will find business publications which are specifi-
cally designed to serve such widely diverse fields as food processing
and sclling; textiles; electrical, chemical, mechanical, and petroleum

roducts; transportation; and almost every other field which can

e imagined.

Since 1940, the principle has been recognized that publishers ought
to be entitled to defer prepaid subscription income. By its adminis-
trative ruling, I. T. 3369, 1940-1 C. B. 46, the Treasury Department
explicitly permitted such deferment, but only in those cases where the
publisher had previously used that method of accounting.

The subsequent practice has been conflicting and inconsistent,
Publishers which had not previously deferred prepaid subseriptions
were required to report them in the year of receipt, under the claim
of right theory. In a few cases, the Treasury Department has by
ruling permitted a change to the deferral method of reporting the
income.

Recently, the 10th Cireuit Court of Appeals in the Beacon Pub-
lishing Co. case has held that prepaid subscriptions must be deforred
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ovor tho period onrned. Tt implies that past, yoars of administrative
and judicial interprotation have not been correet.  Howover, this is
but ono decision out of many,  The problom is left more confused and
roquiring olarification to a Iarger degree than before,

1f seotion 452 s repenled, the Treasury Dopartmoent has expressed
po intention to change its present practico.  In his letter datod
March 22, 1055, to the Honorable Jere Cooper, chairman, Commitioo
on Ways and Mceans, Mr, G. M. Humphrey, Seerotary of the ‘I'reasary,
wrote:

Trurthertnore, the Treasury Department will not consider the repeal of seotion
452 as any indication of congressional intent as to the proper treatment of prepaid
subsoriptions and other items of prepaid inemme, either under prior Iaw or under
other provisions of the 1054 Code, In other words, tho repeal of section 452
will not be considered by the Depaetiment as efther the aveeptance or the rejection
by Congress of the decision in Beacon Publishing Co. v. Commissioner (218 10,
(@d) 697, C. A, 10, 1955) or any other judicial decisions,

1t is my understanding that the foregoing is consistent with the desive of your
committee, with which T agree, that tho repeal of sections 452 and 162 should
operato gimply to reestablish the priveiples of law which would have been appli-
eablo if sections 152 and 402 had never been onacted,

The Committee on Ways and Means, at pages 4 and 5 of itsa Report,
No. 203 (81th Cong., Istsess)) accompanying H. R, 4725, has stated:

Your committee in repealing seetions 452 and 462 does not intend to disturb
prior Inw as it affected permissible aceraal accounting provisions for tax purposos,
neluding the treatment of prepaid newspaper subseviptions,

Section 452 vopresents a njor advanea in eesolving the uneertaintios
of the past 15 ycars in the tax treatment of prepaid subscriptions, T'o
repeal that section at this time would only complicate this area still
further,

Morcover, section 452 is vitally important to the publishing in-
dustry, In these days of high and rising costs, it is imperative that
the industry be permitted to utilize accounting principles which cor-
reetly reflect income. 1t ig equally important. that members of the
induatry, particularly the small companies, and 1 can’t stress this too
much, which are not now on a competitively equal method of reporting
taxable income be given that opportunity.

Magazine publishing income comes from two sources—from adver-
tising and from civculation, Advertising income is billed at the time
the insertion appears in the periodical. Only in rare instances is
advertising paid in advance. Circulation income is from newsstand
sales and from subscriptions.  Newsstand income is not paid in
advance. Subscriptions are cither paid in advance, paid immodintely
upon billing, or in some instances paid over the period during which
the subscription is serviced,

Business magazines arve not sold on newsstands. Their cireulation
income is from subscriptions. Some husiness papers have no sub-
scription income, because their circulation is free or controlled.

Among the business papers with subsceription income and among
the farm magazines, all subseriptions are either paid in advance or

payment is made in full upon billing. General magazine publishers
wve o larger portion of their subseription income paid (luring the
subscription terni.

. The publisher assumes a liability to service each subseription over
its life.  In the case of business papers, subscriptions normally rangoe
from 1 to 3 years. For furm magazines, they may run a longer period.,
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This liability to service extends not only to the publication and deliv-
ery, but also to an actual cash refund for the unearned portion of
thesubseription in the event of eancellation or in the event of cessution.
of publication.

Subseriptions paid in advance are therefore in the nature of deposits
in advance for property to be delivered in the future.  They are enrned
only upon the delivery of such property, namely the magnzines and
nowspapers.  To refleet income properly, they should be reported
when so earned,  This is sound, normal, and conservative accounting
])rm:t.icv. s the proper economic basis for showing current enrnings.
o tax this income before it is earned is to distort the annunl pattern
of income,

The expenses, and they are very substantial, of publishing the
magazine and of servicing the subseription are not deductible until
ench issue is published, At that time the income will he earned.

Considering all publishers us a group, it is fair to say that there is
a general industry practice, certainly amongst virtually all of the
larger companies, where the bulk of such income arises, to defer pre-
paid subseription income. Tt has been estimated that 95 pereent, of
all subseription income is now reported on a deferred basis,

To oxtend the same right to all publishers would put the entire
industry on u comparable and cquitable basis, 1t would give the
small publisher the right to avail tsgelf of practices which have been
recognized as proper for the larger publishers for many years,  Section
452 of the Internal Revenue Clode of 1954 accomplished this objective,

The present proposals to repeal section 452 stem not from any
defeet in that section, insofar as it affects publishers.  Rather, they
are based upon the fear that too large o potential revenue loss in the
transition year is involved, and that the section may be diverted to
usages which were not contemplated,

Actunlly, there is no revenue loss involved under section 452 as it
affeets publishets,  More precisely stated, publishers entitled o use
deferral method under section 452 for the first time in the yenr 1954
have their total tax payments for the period of their existence placed
upon & comparable and equal basis with those of publishers which
had been permitted to defer under the Treasury’s administrative
practice. _And parenthetically it is obvious that one day all deferred
mcome will be currently taxed income, It might bo said that some
publishers have been prepaying taxes on subscription income.  ‘The
change would put them on a current basis,

We estimate that any so-called revenue loss is well within the
Tressury Department’s original ealeulations.  For all practical pur-
poscs, this encompasses the entire publishing industry.

The reason for the small transition year difference is that most of
the prepaid subscriptions in this country are already being taxed on a
deferred basis.  As an illustration, all of the major newspapers in
the city of New York report prepaid subscriptions on the deferred
mothod. Furthermore, prepaid subscriptions represent only a small
portion of total publishing income., Finally, since many small com-
panies are affected, the average tax impact will be less than 52 percent,

Will section 452 be distorted in its use by the publishing industry?
Obviously not. Legislative history and the Treasury practice show
that prepaid subscription income was one of the prineipal items which
section 452 was designed to cover. It can be stated almost cates
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gorically, that there is practically no prepaid advertising income which
would be affected. Customarily, bi&linga for advertising aroe sent as
the advertisoment appears in a particular issue, and the income is
reported over the period of the publication. No new quostions or
twists of interpretation of section 452, as it affocts publishors, have
even boen suggested.

If section 452 is not continued in the law, many publishing compa-~
nies will be compelled to request permission from the Treasury Depart-
meont to defer the reporting of prepaid subseriptions.  As a matter of
fact, there aro ulmm\y on file with the Treasury Department at loast
Ilio such requests.  Most of these relate to the year 1954, as well as to

0565,

Treasury Department regulations require that such permission bo
requested within 90 days after the beginning of a taxable year. The
deflol'ml of prepaid subscription income seemed assured by March 31
of 19564, un(‘m‘ the thon proposed revenue bill of 1954,  Consequently,
this permission has only recently been requested when H. R, 4725,
calling for the repeal of section 452, was introduced.,

The Treasury Department may thevefore be faced with the decigion
whother to waive its existing 90-day rule with respect to the year 1954,
As an equitable matter, it should do this if section 452 is repealed.

But irrespective of the effect upon the year 1954, timely applications
have been made by many publishing companies for permission to
change for the year 1955, And in the event of repeal of section 452,
it is quite likely that many more permissions will bo requested for
fiscal years ending in 1955 and for 1956,

If the Treasury Department is to follow its prior practice, as it has
stated it would, these requests should be grmllod.

The record seems clear, so far, that the Treasury Department will
not interpret. any vepeal of section 452 as constituting disapproval
of its ruling I. T. 3369. It should likewise be made clear that it will
not constitute a disapproval of any of its other ruling procedures
affecting publishers, ~Any disapproval of I, T. 3369 will upset the
accounting practices of the entire publishing industry. It would
destroy the financial position of many of its members and would
make it difficult for them to continue in business.  Any interference
with accounting practices previously employed will create unwar-
ranted confusion.

Considerable discussion has  already been had of the harmful
effects of the retroactive repeal—now over 4 months beyond the end
of the calendar year 1954-—of an accounting provision which so vitally

. ¥
affects the calculation of profits. The effect upon stockholders, eredi-
tors, other interested persons, the business policies, plans and negotia-
tions undertaken in reliance upon the law has likewise been brought
out.

H, R. 4725 attempts to remedy some few tax problems that will
flow from such a repeal,

But there are others which are not presently cured by H. R, 4725,
and there are undoubtedly others which will only become evident in
the future. For example: Returns filed either on a separate or con-
solidated basis may represent an obsolete and unwise position if the



PREPAID INCOME AND RESERVE FOR ESTIMATED EXPENSES 33

law is to bo retroactively repealed. Tt is not clear whether new elec-
tions based upon a changed law are available. They should be.

Dividend decisions have been made based upon seetion 452, And I
could assure Senator George that in our own practice we have at least
one case where there has been a corporate distribution which was
thought to boe & distribution out of capital, but which, if section 452 is
repealed, will constitute a taxable dividend.  The validity of dividend
distributions is not governed by the tax law; it is governed by State
law. Distributions by corporations can be made under State law
although tax law may not treat them as a taxable dividend. A
revision of taxable income because of a retroactive vepeal of section
452 may create an unwarranted and unexpeeted accumulated carnings
tax problem (sec. 102 of the 1939 Code; see. 531 of the 1954 Code).
There is no tax provision that is a single-cdged sword ; all tax provisions
cut. both ways, and a repeal of 452 affeets different people differently.

However, the publishing industry wishes to make it clear that it
does not. oppose the repeal of seetion 452 merely because of the prob-
lems which will arise from such action.

Section 452 reflects tax accounting principles which are valid and
proper in and of themselves.  They represent a correction of past
vears of confusion and distortion in taxable income. And to onr
knowledge thero is no dissent to these principles.

We respectfully suggest that seetion 452 should be continued in the
law, certainly as respeets the publishing industry, solely upon its own
fundamental and basic merits,

: W«lw thank this committee most respectfully for the privilege of being
eard,

(The list of member organizations referred to is as follows:)

AGRICULTURAL PUBLISHERS ASSOCIATION

MEMBER FARM PURLICATIONS

American Agrienlturiat Missouri Ruralist

The Arizona Farmer Montana Farmer-Stockman

The Arkansas Uarmer National Live Stock Producer

California Farmer The Nebraska Farmer

Capper’s Farmer New England Homestead

The Cattleman The Ohio Farmer

Colorado Rancher and Farmer The Oregon Farmer

The Dakota Farmer Pennsylvanis Fariner

The Farmer Poultry Tribune

Farm Journal Prairie Farmer

Farm and Ranch-—Southern Agricul- The Progressive Farmer
turist The Southern Planter

The Farmer-Siockman Suceessful Farming

I'lorida Grower and Rancher The Utah Farmer

Hoard’s Dairyman Wallace’s Farmer and lowa Homestead

The Idaho Farmeor The Washington Farmer

Kansas Farmer The Western Farin Lifo

Michigan Farmer Wisconsin Agriculturist and Farmer
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Associaren Busivess Punications

MEMHER PURLICATIONH

Advertising Age
Advertising Ageney
Afr - Conditioning and  Refrigeration
Nows
American Artisan
Ameriean Aviation
American Brower
American Buildor
American Far Broeder
American Gas Journal
Ameriean  Lumberman  and  Building
Produets Merchandisor
Amcrican Machinist.
Awerican Metal Markot
Awerican Porfumer and Fssentinl Qi
Review, The
Ameriean Printor and Lithographer
Arehiteeturat Forum
Arvchiteetural Record
Audio
Automotive News
Aviation Week
Bakers Weokly
Baking Tndustry
Billhoard, The
Blast. Furnave and Steel Plant
Buildings ~The Muagazine of Building
Managemoent
Business Bdueation World
Bus Transportation
Canner, The
Chain Store Age: .
Administration Idition
Drng lixeentives Edition
Drug Store Managers Pidition
General Merchandise Variety Store
Fixeeutives Bdition
Grocery Exceutives Kdition
Grocery Managers Edition
Variety Store Managers Vdition
Chemieal Engincering
Chemiecal Week
Coal Age
Construction Methods and Equipment
Control Engincering
Corset and Underwear Review
Cotton Trade Journal, The
Crockery and Glass Journal
Dicsel Power
Display World
Editor and Publisher
Electrical Construection and  Mainte-
nance
Electrical Merchandising
Eleetrical West
Electrical Wholesaling
Electrieal World
Electronics
Enginecring and Mining Journal
Engineering News-Record
Export Trade and Shipper
Factory Management and Maintenance
Fibre Containers and Paperboard Mills
Fire Engincering

Fleet, Owners

Food Englneering

1'ood Packer

Footwear News

T'urniture Retailer

Gas Agoe

Goever's Dealer Toples

GIft and At Buyer, I'he

Giftwares

Glass Digest

Qlasy Industey, The

Handbags and Accossories

Heating, Piping and Air Conditioning

Hoslory mu{ Underwenr Review

Houspital Managemeoent,

Hotel Monthly, The

Howse & Home .

Housewnres Review

Tee Cream Trade Journal, The

Industreinl Design

Industrinl Distribuytion

Industrial Marketing

Infants’ and Childron’s Roview

Intand Printer, 'The

Interior Design

Tntoriors

Lamp Journal

Linens and Domesties

Lingerie Merehandising

Log, The

LP-Gas

Fggage nnd Leather Goods

Lumberman, The

Mannfacturing Confeetioner, The

Marine Engineering

Materials and Methods

Moen's Wenr

Mining World

Modern Brewery Ago

Modern Pachaging

Modern Plastics

Motor

Motorship

National Cleaner and Dyer, The

Nationad Petroleum Nows

National Real Fstate and  Building
Journat

Notion and Novelty Review

Nucleonies

Oflice Appliances

Oilice Management,

Qil and Gas Journal, The

Pacitic Builder and Engineer

Pacific Fisherman

Pacific Laundry and Cleaning Journal

Pacific Work Boat

Packer, The

Paper Sales

Paper Trade Journal

Petroloum Engincer, The

Petroleum Processing

Petroleum Refiner

Photo Dealer

Power
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Associaren Busingss Punnicarions—Continued

MEMBER PUBLICATIONB-~continued

Printers’ Ink

Produet. Bngineering

Progressive Arehiteetire

Poultry and Fggs Weekly

l’uI%) nnd Paper

Radlwny Ape

Railway Lovomotives and Carg
l(mlwn.v Hium\lmu nnd Communieations
l(nil\w‘y T'rack and Struetures
Nock Prodaots

Sales Management,

Savings Bank Journal

Signs of the Thves

Sports Ape

Htandard Rates and Data Service:

Business  Publication  Rates  and
Datw

Consumer Magazine  Rates  and
Dot

Newspaper Rates nnd Data
Radio Rates and Data

Starehiroorn Laundry Journal

Nupermarket News

Textile World

Thomas' Register of Americun Manus
facturers

Tide

Timberman, ‘I ho

T'rafiiv World

Vend

Wasten Engineering

Water and Sewage Works

Water Works Engineering

Welding Fuogineer

Western Advertising

Western Baker

Western (‘snner and Packer

Winer and Vines

Wood and Wood Produety

World Oif

Dainy Bousiness NEWSPAPERS

Daily News Record
Retniling Daily

Wonen's Wear Daily

NartoNAL Business PusLicarioxNs

MEMBEIRL PUBLICATIONS

Advertising Age

Industrial Marketing

Ameriean CGas Journal

Awmceriean Paint Journal

Ameriean Paint and Wallpaper Dealer

Ameriean Painter and Decorator

Drilling

Nutional Fishernan

Floor Covering Profits

Fountain and Fast Food

Grocer-Graphie

Rubber World

Premium Practies

Sales Management,

Tires T'BA Merchandising

Yankeo Food Merehant

Boat and Equipment News

The Bonting Tndustry

Progressive Grocer

Finish

Chieago Klectrical News

Automotive Industries

Boot and S8hoe Recorder

Commercinl Car Journal

Department Store Jconomist

Distribution Age

Hardware Age

Hardware World

Iron Ag(-

vaolor H (,uonlm-l\(‘)wtmm

Motor

The ()phcul Journal and Review of Op-
tometry

The Spectator

Industrinl Woodworking

Muintenance

Plastices World

Power Feuipment

Coal-Tleat

Conerete

Avintion Age

Clonstruetion Fgnipment

Liquor Store

Mill and Tactory

Purehasing

Iyatitational Teeding and Housing

Construetion Digest

Clonstruetion News Monthly

New England Construction

Super Market Manager

Voluntary  and  Cooperative  Groups
Magazine

Wondworkers Reporter

Arizona Beverage Journal

Dun'’s Review and Modern Tudustry

Meta! Finishing

Organie Finishing

Tileetrical Manufacturing

Modern Machine Shop

Products Finishing

Golfdom

Bakers Review

Hottlnui Industry

Candy Industry

FEleetronie Dvwn

Boxhoard Contatners

Electrio Light and Power

Electrical Dealer




36 PREPAID INCOME AND RESERVE FOR ESTIMATED EXPENSES

Naronat Business PusrLicarions—Continued.
MBEMBER PUBLICATIONS~~continuod

Packaging Parade

American Boxmakor

Amerioan Paper Merchant

Pas.\or. Film and Foil Converter

Industrial Laboratories

Heating and Plumbing Fquipmoent Nows

Aiir Conditioning Heating and Ventilat-
ng

Machinery

Consulting Eugineer

Industry and Powor

Hardwaro and Housewares

Jobber Topios

Super Service Station

Butane-Propane Nows

Gas

Western Metals

Producet Dosign and Development

Western Construction

Western Farm Equipment

Western Industry

Western Paint Review

Maritime Reporter

Meat

Mechanization

Utilization

Medical Iiconomies

R. N.

Mid-West. Contractor

Garden Supply Merchandiser

Advm-tisixui,/\uoncy

American Perfumer and Lssential Oil
Review

American Printer and Lithographer

Gas Age

I1-P Gas

Rocky Mountain Construction

Qualified Contractor
ew Kngland Appliance and Television
News :

New England Eleotrical News

The Office

Western Advertising

Oral Hygicno

El Mundo Azucarero

Sugar

World Petroleum

Foundry

Machine Design

New Equipment Digest

Steel

Texas Contractor

Rocky Mountain Oil Reporter

Concrete Manufacturer

Pit and Quarry

Printers’ Ink

Public Works Magazine

Chemical Processing

Food Business

Food Procorsing

Jobber News

Constructioncer

Design Nows

Purchasing Nows

Tho Journal of Plumbing-Heating-Air-
conditioning Contractors

The Plumbing-Heating-Air Condition-
ing Wholesaler

Heating-Air Conditioning-Shoet. Metal
Contractor

Petroloum Marketer

Lleotrieal South

Southern Automotive Journal

Southern Building Supplies

Southern Hardware

Southern Power and Industry

Textile Industries

Southern Applisnces

Snips

Southorn Beverage Journal

Business Publication Rates and Data

Consumer Magazines Rates and Data

Newspaper Rates and Data

Radio Rates and Data

Contractors’ Electrieal Feuipment

Fleotrical Kquipment

Electronie Bguipment

Metal-Working

Plant Engineering

Power Fugineering

Industrial Equipment News

Traflic Wor]({

Variety Store Merchandiser

Modern Railroads

Appliance Manufacturer

Better Farming Mothods

Hatchery and Feed

Poultry Processing and Marketing

Western Underwriter

Modern Materials Handling

Paper Mill News

Transportation Strlpply News

Insum)nco Field (Fire and Casualty Iidi-
tion

Insurance Field (Life Iidition)

Modern Medicine

Petrolewm Equipment

Textile Bulletin

Dental Survey

Dental Laboratory Review

The Grain and Feed Review

Western Feed and Seed

American Aviation

The CuairMaN. Are there any questions?

Senator BENNETT., Mr. Bierman, you make the comment that most
grepaid subscriptions in this country are already being taxed {on »

eferred basis and earlier on page 5 you estimate that 95 percent of

all subscriptions are being taxed on a deferred basis.

Actually then
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this would have small effect upon vour industry as a whole though it
might have great. effect on individual cases. 1 would like to clear up
1 or 2 things. Do you know how many or how much of this 95 per-
cont that is now taxed on a deferred basis has obtained that privilege
by Treasury ruling as contrasted with having obtained the privilege
because they began with it when they instituted their business?
assume that is the only other basis on which they could obtain the
privilege.

Mr. BisrmMan, Senator, on page 5 the reference to 95 percent of
all subscription income includes income which is received over the
term of the subseription and, consequently, is actually reported on a
deferred basis because it is received on o deferred basis; it also includes
prepaid subseriptions which are reported on a deferved basis,  There is
no prepaid subseription income which could be reported on a deferred
basis without the express approval of the Treasury Department, and
under its {mblislmd ruling only companies which previously used it-—
probably before 1940—were theoretically permitted to continue using
1t in the future.  There has always been considerable doubt whether
% new publisher starting business fresh could start off on the deferred

asiy.

Senator BunNerr. Well, in vour testimony you have indicated that
there are as many as 30 applications now pending for permission to
go onto the deferred basig, or did 1 misunderstand?

Mr, Bisrman. No; that is correct.

Senator Bennk1rT, Now those people obviously were not operating
on a deferred basis before 1940, or were they?

Mr, Bixrman, Some are companies which started business after
1940 and some are companies which were in existence bofore 1940,

1 should eall your attention to this: That most of those applications
arc on behalf of business newspapor publishers. 1In the past, subscrip-
tion incomo in the case of the business papor publishers was a less
significant element of income than it was for general magazines, so
it made very little difference years and years ago. But in current
Ycurs the subseription income has been larger and the problem is now
yocoming more acute,

Senator Bunngrr. I gathered from your testimony that the
Treasury on the basis of an administrative ruling has in some cascs
permitted individual publishers to go from a cash to an accrual basis
for reporting their subscription income. Has that been done?

Mr, Bisrman. That has been done, sir, in a few cases when appli-
cations were made.

Senator Benngrr. And are the 30 applications to which you
reforred comparable to those for which the privilege has been given
in the past?

Mr. Bigrman. Yes, sir.

Sonator Bennmrr. Do you know whether or not when those partic-
ular special privileges were given by administrative ruling that the
taxpayer was allowed to double up within the year in which the
permission was granted?

Mr. BiermaN. There were conditions imposed upon the changeover
to the desirable system which had the effoct of spreading some of the
so-called doubling up over a period of years, sir.

Senator BENNErT. Was it a pattern over a period of a specific
number of years, or was it different?
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Mr. Biurman, The ones I know about were on the 10-year deferral
method.

Senator BenNerr, And they solved this problem on the basis of
administrative decigion?

Mr. Biurman, Yes, sir.

Senator Bunnurr, That is all, Mr, Chairman.

Senator WiLniams. In other words, the administration in the past
has beon doing by Treasury ruling that which the law did not do for
overybody when such a ruling was enactod? . .

Mr. Biseman, That is correct, sir; and this was a practico not
ronerally known because the pllf)]isllod ruling would scem to deny
the privilege of changeover, although on application those rulings were
granted.

Senator Winniams, Those rulings which were granted in gpecinl
instanees were not published whereby the information was made
available to all taxpayers?

Mre, Brsaman, That is correct, sir,

The Cuairaman, Thank you, Mr, Bierman,

STATEMENT OF PAUL D. SEGHERS, CHAIRMAN, COMMITTEE ON
FEDERAL TAX LEGISLATION, FEDERAL TAX FORUM, INC,
NEW YORK, N. Y.

My, Skeuprs, Mr, Chairman, I am Paul D. Seghers, an attorney
of New York City, chairman of the committee on Federal tax legisla-
tion of the Federal Tax Forum, Ine., of New York City.

The Federal Fax Forum is a professional, nonpolitical organization
of attorneys, tax practitioners and privn,teiy employed heads of tax
departments of large industrial organizations, and appears before you
today to present reasons for retaining in the .lnt,nrnu‘l Revenue Codo
the existing sections 452 and 562, with suggestions for amendments of
these provisions to meet certain valid objections to their present form,
and to protest against the unjust proposal in H. R. 4725 that these
sections be repealed.

We have been given to understand that only if the Seeretary of the
Treasury consents, can Congress deny his earlier request, that it pass
this repealer,

If that were so, our appearance here would be useless and, in all
due respeet, we submit that these hearings likewise would be uscless.
We hope, however, that this committee will accept the responsibility
of deciding whether the Secretary is right this time, and t‘}m heavier
1'osponsibifit‘y of deciding for itself between fair dealing with taxpayers,
as opposed to the mere desire to collect more taxes.

No alternative is possible-—if the Secretary is right this time, all of
us who appear before vou today and those whom we represent, are
wrong, This is not a situation where you can discuss a meeting of
minds—of bringing viewpoinis into harmony. If what the Secretary
of the Treasury said this morning-—the majority of his statements—
were correet, then all of us who are here and all whom we represent
are wrong. Somebody is wrong. There is no possibility of both
being right.

The position of the Federal Tax Forum is simply stated:

These sections, 452 and 462, do no more than lay down proper
rules for the time certain income is to be taxed and certain expenses




PREPAID TNCOME AND RESERVE FOR ESTIMATED EXPENSES 30

are Lo be deducted. T am pleased to be able to say that the Secre-
tary did admit that in the course of his testimony. If his testimony
is analyzed it will be seen that he admits that these sections relate
only to the time—only to the timing of deductions and income in the
year in which they belong—putting the expenses in the same year as
the income.  There are no (f()uh]o deductions; it is a false statement
to say that there are double deductions. A double deduction means
to deduct the same thing twice. Now there is not one dollar of
expense which can be deducted twice or one dollar of income which
is not taxed properly in the proper time under these sections, So
that any statement that they result in double deductions or wind-
falls is untrue, Tt is not a windfall to recover what has been unfuirly
taken away. Tt has been unfair to tax taxpayers on income which is
fietitious, which has been the result in any year in which there have
been real expenses incurred land not allowed as deductions.  In such
cases the income on which the tax is levied is fictitious to the extent
that expenses must be paid in connection with earning that income,
Hence these provisions, to the extent they reduce taxable income in
the first yoar, only correct past injustices which have resulted from
the taxation of fictitious income,

There is no logical or equitable reason for the repeal of these sec-
tions. Now, if I say anything that is contrary to what you have
heard the Scerctary of the Treasury state, again T repeat”that one
of us is wrong, and T would welcome an opportunity to answer any
questions ns to any conflict in what is stated here,

Remember that what T am stating is the universal opinion of all
competent tax men and all competent tax accountants. There is
no conflict in their opinion a8 to the merits of these statements, and
if they are right, then the Secretary is wrong.

The retroactive repeal of these sections would work irreparable
damage, not only to those taxpayers who have taken irretrievable steps
in rehance upon them, but, much worse, irreparable damage to tax-
payer morale and confidence of citizeus in the honor, good faith, and
fair dealing of Congress.

Now I am here with more warmth in my heart and more warmth
in my voice than I would ever have over the question of dollars. I
think it is a fact that what is involved is a question of honorable
dealing or a repudiation of principles which have never before been
repudiated by the Congress. 1f this is done, how can taxpayers rely
on any provision of the law?

1f there were any error in the law, if there were any inequity, I
would say, “Yes, repeal it.” There were no errors. Congress knew
exactly what it was doing; the committee reports show it.  Congress
may not have had the proper price tag on it, but a bargain is not to
be repudiated retroactively merely because you find it is a bad bargain
in dollars and cents. Did you know what you were doing when you
signed the bill? I think that every member of this committee knew
exactly what was being done—not the prico tag, but what was being
done—the correctipn of past injustices, so that at the end of 1954 no
income was to be taxed that had not been earned.

These provisions (452 and 462) would never have been necessary if
the basic accounting principles whicli have been in the law for more
than a quarter of a century had been properly administered. This
is a fact. These sections would not be necessary if they were not
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needed to reconcilo conflicting court decisions, and none of those court
decisions were obtained witﬁoub the adminstration (the Treasury)
at that time scoking to collect a tax which it should not have collected.
However, we recognize the justification, if not the justice, of the
Treasury’s fears of difficulties in administration, and wo suggest a
limitation on tho scope of section 462. This limitation would allow
the time for deduction to be determined (because that is all these
sections do—they dotermine time for deduction) only in the case of
those exponses specifically reforred to in the reports of this com-
mittee and the House committee in connection with section 462, and
those which are listed will be found in the Senate Finance Committeo
report. They ave: sales returns and allowances, cash discounts,
repairs and replacemonts on products sold under puaranty, freight
allowances, quantity discounts, vacation pay, and certain suﬁ-instu‘ed
injury and damage claims,

I might interject here that I sympathize with the Secretary in his
foeling or understanding that it was never intended that section 462
should allow a reserve for future maintenance and repairs. That
ovil, which was the only specific one which the Secretary pointed out,
could be corrocted cither by denying the application of section 462
in the case of repairs and maintenanco, or a simpler and perhaps
harsher method would bo to limit its application to only those items
which were seleeted by the Senate Finance Comumittee in its report
as examples of deductions to which it applied. These items (pre-
viously enumerated) are not a sclection on my part; they are not the
selection on the part of any of the practitioners whom I know; this is
merely listing those which the Senate Finance Committee itself
pointed out s examples of those reserves which should be allowed.,

With proper safeguards, there is no reason why income to be earned
in the future should be taxed before it is carned. All such income
should be treated alike—no favored group should be singled out for
favored treatment. The publishing industry has been given favored
treatment. I have nothing against what they have obtained, but I
do not think that Congress should permit the thing the Secretary
spoke emotionally against—allowing benefits to certain taxpayors
and not to others. 1 think that that very principle would justify all
that we are here striving for, 1f anyone thinks he can show any
inequity in tho provisions we are asking you to retain, after your
having carefully conceived and enacted them, I would like to have an
opportunity to argue the matter with him,

‘inally, we recognize the drain upon the Treasmy which would
result from correcting all past injustices in a single year, and we
recommend spreading the burden over a period of 3 years of more—
not because taxpayers obtain any unfair advantage under the law as
enacted, but because the Treasury feels it cannot afford to make
restitution in a single year.

Further details of our reasons for our recommendations are to be
found in the testimony we presented before the House Ways and
Means Committee in its formal hearings on I, R. 4725; in the exculpa-
tory resolution adopted by that committee, admitting the fairness of
the provisions despite its acquiescence in the request of the Sceretary
of tfm Treasury for their repeal, instanter; and in the testimony of
other witnesses and staterents filed with the House Ways and Means
Committee, and to be presented here before you.,
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In conclusion, I wish to express the hope that I will be given the
opportunity to respond to any questions raised in the minds ot the
chairman and other members of tllnis committee by the foregoing state-
ment of the position and recommendations of the Federal tax forum,

We are very grateful for this opportunity to appear here.

The Cuamman. Thank you, Mr. Seghers.

Aro there any questions?

(No questions indicated,)

The Cuamrman. Mr, William Daley of the National Editorial Asso-
cigtion. Ts he in the room? I understand Mr. Daley wants to make
an insert in the record.

(The statement by Mr. Daley follows:)

SrarEMENT 0oF NAToNAnL Eotroriat AssociamioN Re Seerion 452 or H. R,
4726 Brronk rne SeNare Cosmyirriee oN FiNanes, By Winniam L. Daney,
NATIONAL Fprrorian AssociaTioN WASHINGTON REPRESENTATIVE

The National Fditorial Association is a national trade associntion of about
6,000 small daily and weekly newspapers,  Many newspapers in our member-
ship are gravely concerned as (o the repead of seetion 452 of the Internal Revenue
Code,  This new geetion had as one of its purpoxes the removal of a gross inequity
which has been inherent in the code for many years,  Thix inequity, which singn-
larly fally maost heavily on small publishers, relates to the system of treating
income from subseriptions aw taxable in the year of payment, even though on a
basis of proper acerual accounting, such income is earned only over the sub-
seription period,

We wish to remind vour commitiee that a majority of larger publishers are
not. affected, but the smaller publishers will again be the vietims of the dis-
criminatory practices which have existed for a number of years, The smaller
publications are vitally interested in oblaining a provision whereby all pub-
lishers may be permitted to report subscription income on an “as earned” basiy
which, in the final analysis, i the only proper way to treat such income,

It is our view that subscription income was one of the specific items within
the contemplation of the Treasury Department and the Congress when section
452 was originally enacted into law., Tt is, therefore, unlike many items affected
by the law which were not originally contemplated and which have caused the
agitation for a repeal of the section,  Furthermore, the matter of properly in-
cluding subscription income for tax purposes does not fall into the so-called
double deduction area which appears to have stimulated the desire for a repeal
of the section, Tt is simply a matter of taxing such income when it is earncd.
A review of pertinent sections of the law and decisions rendered seems to ug
to fully support our position,

'll‘h(ls CuamnmMaN., We will adjourn until tomorrow morning at 10
o’clock.

(Wheroupon, the committee, nt 12:30 p. m., adjourned, to recoi-
vene at 10 a. m., May 12, 1955, in room 312, Senate Office Building.)
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THURSDAY, MAY 12, 1956

UNrtep Srares SENATE,
Commirrer oN FiNANce
Washington, D.c.

The committee met, pursuant to adjournment, at 10:15 a. m,, in
room 312 Senate Office Building, Senator Harry Flood Byrd (chair~
man) presiding.

Present: Senators Byrd (chairman), Frear, Smathers, Barkley,
Martin (Pennsylvania), Carlson, and Bennett.

Also present: Elizabeth-B. Springer, chief.clerk.

The Caamman, The'committee will come to order.

We have a very/ﬁatinguished Senator with us thissmorning, Senator

Douglas, / £ N
STATEMENT OF HON. PAUL H, DOUGLAS, UNITED STATES SENATOR
/ ¥ROM THE %;u'rn\ OF ILLINOIS \

y ‘ Fyoavey o &

The CHairman, We will be'delighted to heap from you, sik,

Senatof DovoLas. Mr, Ql}nirm?n, Iappreciate; the opportunity
which you have accorded meyof festilying bricfly before your committee
on the potential-logs of ?cv nue ;which ‘Sgcretary Humphrey has
helped to oceasiop. by -thel dbublo’deduction feature in section 462
“of the tax bill of lagt year, s bill Whiel{ was drafted under his direction,
which h¢ presented to Congress last yea¥, and which he sucgeeded, -
with one'change, Iibelievé, 1 section 462, i gettins passed. /

1 shall tonfine myself to distussing.the potential double deductions
on reservey on only three types of ¢stimaded expenses, namgly first
paid vacatipns; second, payments\by e lploy 8 into hy alth and
welfare funds; and thirdy payments ip‘y; employets into pep®ion plaps.

I do this kiqwing full kvell-that} prgbably the estimated deductions
for future maintgnance and operations costs may lop”a larger than
these large items, hut I have no reliable figures on.tLis latter point,
and so I shall testifyon_that feature. e )

- Fixst, paid vacations:™¥-have a copy of-aTetter from the Actin
Commissioner of Labor Statistics, Mrs, Aryness Wickens, address
to Congressman Zelenko under date of March 3, 1055,

I shall read the two salient paragraphs, and shall ask that the letter
as o whole be put into the record as an appendix to my remarks.

The Cnawrman. Without objection, it may be admitted.

(The letter is as follows:)

43
026205 Gt
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UNITED S1ATBS DEPARTMENT OoF LaBOR,
Bureav or Lasowr Srarisrics,
Washington 26, D, C., March 3, 1955.
‘The Honorable HERBERT ZELENKO,

House of Representatives, Washington 25, D, C,

Dear ConoressMaN ZxrkNko: This is in response to your request of yesterday
afternoon to the Department of Labor for information on the number of workers
receiving vacation benefits or payments and the doliar payment to these workers
for paid vacations,

Surveys conducted by the Bureau of Labor Statistics over a period of years
indicate that the great majority of wago and salary workers employed in non-
agricultural establishments in private industry receive paid vacations,  Typically,
most workers receive at least 1 week’s vacation after service of 1 year and a
substantial proportion of workers receive longer vacations, graduated by their
length of service with the employer.  Based upon data available, it is estimated
that approximately 35 million workers in nonagricultural establishments, exclud-
ing Government, received paid vacations in 1054,

No preeise data exist as to total expenditures by employers for paid vacations,
Using several different bases of estimation, we believe that total vacation pay-
ments fell in a range of $3.25 to $4 billion in 1954,

An indication of the provalence of paid vacation practices in various sectors of
American industry is reflected in two types of studies condueted by the Burean
of Labor Statistics, The first of these is based upon an analysis of a large group of
collective bargaining agreements covering over 5 million workers.  This survey,
based upon agreements in effeet in 19562, indieated that 94 pereent of the workers
covered by these agreements received paid vacations,  This study is ineluded in
BLS Bulletin No. 1142, Labor-Management Contract Provisions, 1052, which is
enclosed for your information.  We are also enclosing a copy of BLS Bulletin
No. 1116, Wages and Related Benefits, 20 Labor Markets, 195253, which sum-
marizes the results of Bureau wage surveys during late 1952 and early 1953 in
20 major labor markets. These surveys related to both union and nonunion
establishments,  Vacation practices for office and plant workers are summarized
in table B-2, beginning on page 26. These tabulations provide data separately
for manufacturing, public utilitics, wholesale trade, retail trade, finance, and
Bervices,

I hope that this information will be of assistance to vou and if we ean be of
furthier service, kindly let me know,

Sincerely yours,
Aryness Joy WICKENS,
Acting Commissioner of Labor Statistics.

Senator Dougras. The two paragraphs which I wish to read are
as follows:

Surveys conducted by the Bureau of Labor Statistics over a perlod of years
indicate that the great majority of wage and salary workers employed in non-
agricultural establishments in private industry received paid vacations. Typi-
cally, most workers receive at least 1 week’s vacation after service of 1 year and
a substantial proportion of workers receive longer vacations, graduated by their
length of service with the employer. Based upon data uvuiiable, it is estimated
that approximately 35 million workers in nonagricultural establishments, exclud-
in%v(}ovemment received paid vacations in 1954,

o preeise data exist as to total expenditures by employers for paid vacations,
Using several different bases of estimation, we helieve that total vacation pay-
ments fell in a range of $3.25 to $4 billion in 1954,

And T checked the source that Mrs. Wickens refers to, namely,
Labor-Management Contract Provisions, 1952, and BLS Bulletin
No. 1116, Wages and Related Benefits, Twenty Labor Markets,
1952-53, Bulletins 1142 and 1116, respectivoly.

And from the inspection I have made this estimate is reasonable,

The Cuatrman. Who is Mrs. Wickens?

Senator _Douaras. She is the Acting Commissioner of Tabor
Statistics, United States Department of Labor.

Now, second, employer payments into health and welfare funds.
There is a subcommittee dealing with health and welfare and pension
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funds of which I happen to be chairman. And we have been holding
hearings on this subject. i

_And on tho 21st of March 23 we brought in & number of experts to
discuss the subjoct in general, And I read from page 77 of the hear-
ings for that day. I asked Mr. Nelson Cruikshank, who is the social
gecurity expert for the American Federation of Labor:

Do you have any estimate, Mr. Cruikshank, as to what the total annual value
of the health, welfare, and pension plans amount to in unions which are affiliated
with the A, F. of L.?

Mr. Crurtksnank. It would have to be an awfully rough estimate. Maybe
Mr, Kirkland has a better figure.

Mr. Kirkrano. I have no idea.

Mr. CruiksHaNk., We know from the studies of the Health, Education, and
Welfare Department made, what the overall picture is.  We don’t havo a break-
down of the proportion—-——

Senator Douanas, I wonder if you could give the overall picture,

Mr. CruiksiuaNk. Something over $2 billion.

Senator Doucnas. Is that for pensions alone?

Mr, CruiksuaNk, No; health and welfare,

Then I asked him:

Do you know how much pensions would be in addition?

Mr. Cruiksiank., I do not know offhand. There have been some recent
interosting studies recently on that, though, that I think to give a pretty good
figure which could be introduced.

And then Mr. G. Warfield Hobbs, the pension expert of the National
City Bank of New York spoke up and said:

Something over $3 billion, including the profit-sharing plans.

T will ask that the salient passages be made a part of the record as
an appendix.

The Crarnman. It may be done.

Senator Dovanas. Now, if this testimony is correct, we have be-
tween cight and a quarter to nine billion dollars each year paid out by
American industry for paid vacations, contributions to health and
welfare plans, contributions to omployee pensions. It would cer-
tainly seem that these could be claimed by business both for 1954 and
1955, claimed for 1954 and 1955 under 462 (e), and that they can be
estimated with reasonable accuracy under 462 (d), paragraph 1, sub-
paragraph (¢) of page 159. There may be some question on the
pension funds, as I understand it.

Therefore, since these items could be estimated in advance with
reasonable accuracy, the Commissioner of Internal Revenue and the
Secretary of the Treasury would not be on good grounds in ruling them
out.

And while T am not a lawyer, T would say that if they were ruled
out, that the companies concerned would have a very good case before
the courts with the possible exco]})tion of the pension funds. Of course
the commerce clearinghouse has listed some of the items which can be
deducted.

We do not know how large a proportion of all this will actually be
claimed by business, but as I understand it, claims can be filed later
so that you cannot judge what the claims in the future will be by the
claims fo date. And it may be that some are holding back until
this situation gets cleared up and they can file their claims at a later
time.
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And certain large companies have been cited in the financial press
as being ready to practice this.

Now, if we can agsume that the loss of taxes is 52 pereent of the
above—and this, I want to say, is a potential loss, not neecssarily
the actual logs, 52 percent of the 8} billion would be 4.3 billion, and
52 percent of 9 bilion would be approximately 4.7 billion. This
would be reduced somewhat if the pension plans are exempted from
section 462.

So that we are dealing with very large magnitudes. And again
I want to emphasize that this makes no allowance for the advance
estimation of maintenance and operation costs, which some people
believe would be the largest figures.

I may say that I have received letters from constituents saying
that they filed claims for deductions—I have one very interesting
letter from a prominent concern of my State—the contents of which
I shall not give, of course, because 1 regard it as confidential-—but
they indicated that they were quite well aware of what their rights
were under 462, and mentioned, for instance, the vacation payments
and mlt.ici;lmto(l payments in connection with injury to persons, and
anticipated claims for shipment damages, and so on, and so on.

That is one of the most specific letters, but tho correspondence that
I have had indicates that a large number of firms are planning to take
advantage of this method.

Now, I don’t want to be too hard on Secretary Humphrey; but I
would like to point out that apparently he was not awake to what was
involved in it—and it was not until after Congressmen Mills and
Zelenko this year brought up the matter both in the House Ways and
Means Committee and on the floor of the House—that he seemed to
tako cognizance of the fact, and even then he bogan to play down the
extent of the loss—as indicated in a television appearance of his on
March 6 on Face the Nation, in which he denied that the cost would
be a billion dollars—I read from pago 19 of the transcript—but said
that “it might be two or three hundred million dollars,”

In short, I do not think the Treasury can be exonerated in this
matter, and it is at least guilty of contributory negligence,

And T think the committeo should properly scrutinize the recom-
mendations of the Treasury.

T would add just one word, and that is the fact that if by the double
deduction for 1954 and 1955 by these items a company can show a
bookkeeping loss for the year, then that loss, of course, can be charged
against profits of other years, and there will be really a third deduction,

And I have here a photostatic sheet from the Washington Post
and Times Herald for Friday, January 28 of this year, dealing with
Capital Transit Co., which I would like to read:

Capital Transit Co. doesn’t owe Uncle Sam any income tax for 10564, according
to the company’s preliminary report filed yesterday with the District Public
Utilities Commission.

The windfall, a CTC spokesman explained, is due to section 462 of the Internal
Revenue Code. This new clause, ho said, permits a company to create reserved
for estimated expeuses related to 1954.

As a result, he pointed out, “operating expenses for the month of December
and the 12 months of 1954 have heen increased by $631,258 and the company's
lilqgj;itgtfo‘r”l”edcrnl income taxes due to the 1954 operations has been completely
cuaminased,
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Now, this loss can, under the carryforward and carryback provision,
be utilized to reduce income taxes in other years,

That is all the statement that I wanted to make, except one final
passage.

Secretary TTumphrey has referred to this error of his Department
as an “inadvertent” error.  And T am perfeetly willing to believe that
it was inadvertent. But I would like {o submit for the record the
comment of the Journal of Commerce for Tuesday, March 10, 1955,
an ask that it be printed.

senator Marrin, Whose comunent is that?

Senator Dovaras, This is from the Journal of Commerce, M is a
newsletter from Washington., I think it is unsigned.

Senator Manrrin, 1 see,

Senator Doucras. 1t reads as follows:

“1 wouldn’t eall it an ‘inandvertent error’-—1’d eall it & monstrous error,’
the tax atiorney rending o George Humphrey pronouncement.,

“T guess you could eall it he biggest error in our tnx history,” pursued the
longtime capital tax expert,  “I don’t know of a4 more monstrous one; do yon?”

There is another paragraph, too, I would like to read:

The existence of (Lie loophole has bern no seeret.  One high priced tax service
had it tabbed for its clionts as a “double deduction” back in May, while the re«
vision bill was still undur consideration in the Senate; and the American Institute
of Accountants even spelled out the dynamite lurking in the language for the
Senate Finance Committee,

Sinco then it seems each time a tax accountant called on a business client, a
new deduction gimmnick was born,

What seems ineredible in retrospeet is that the storm took as long Lo gather and
to break ag it did,

Aund what seems even more ineredible is that the Treasury apparently thought
until as late as & week ago, one week after Congressman Zelenko spilled the beans
on the House floor, that it could hush the matter up by ignoring it, shutting its
eves and cars to it—and by relying on tight, tough regulations governing applica-
tion of the offending scetions,

I ask that the whole article be printed.
(The article veferred to is as follows:)

’ said

[From the Journnl of Comunerce, Mareh 10, 1955]

Nrewsrwrrkr: Tax ltxv:x-mu»\\'mn{u\u‘ Provision Hewp Bic¢ Error IN Tax
W RITING

WasmiNeton,—*“l wouldn’t call it an ‘inadvertent error’—I'd call it a mon-
strous error,” said the tax attorney reading a George Humphrey pronouncemont.

“I guess you could eall it the biggest error in our tax history,” pursued the long
time capital tax expert.  “1 don’t know of a more monstrous one, do you?”’

The bizarre story of sections 452 and 462 of the Internal Revenue Code of 1954
has had tax circles here buzzing the past fortnight—and the Treasury in a first-
class flap, or tizzy. Yven an untutored, lay eye deseribed the scene there carly this
week as “everyone running around like chickens with their heads cut off.”

The storm over the superboner broke at a particularly inopportune moment
for the administration (and conversely for the majoMty party in Congress) be-
cause of debate on the $20 tax credit proposal passed by the House but running
into trouble in tho Senato. It gives the Democrats tho opportunity te sncer,
“Ah, 80 you are ready to hand out from 1 to 5 billions to the corporations without
worrying about budget halacing, but when it comes to giving $20 tax credit to
the little guy, that’s fiscal irresponsibility 7"’
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TREASURY EMBARRASSED

So the Treasury has been keenly embarrassed.

The existonce of the loophole has been no secret. One high-priced tax servico
had it tabbed for its clients as & ““double deduction” back in May, while the re-
vigion bill was still under consideration in the Senate; and the American Institute
of Accountants even spolled out the dynamite lurking in the languago for the
Senate Finance Committeo.

Since then it seoms each time a tax accountant called on a business client, &
new deduction gimmick was born,

STORM LONG IN BREAKING

‘What seems incredible in retrospect is that the storim took as long to gather and
to break as it did.

And what secms even more incredible is that the Treasury apparently thought
until as late as a week ago, 1 week after Congressman Zelenko spilled the beans on
the House floor, that it could hush the matter up by ignoring it, shutting its eyes
and ears to it—and by relying on tight, tough regulations governing application
of the offending sections,

That this was not likely to prove a rewarding policy began to be elear over the
\\'(!(,‘41&1_5!(1 when House Democrats began lining up heavy artillery and zeroing in
on 462,

PRESSIH FOR REPEAL

The Treasury thereupon hastily ealled for outright repeal, apparently realizing
that any atte.apt at patching up the seetion by spreading revenue loss over several
years would play into the haids of Democratie atrategists who would enjoy nothing
more than to prolong the service lifo of this inviting target. .

The Treasury decision, if belated, is under the circumstances the wisest course
for the country as u whole, some unbinsed experts feel,  Iowas instantly acted on
by leaders of both parties in the Ways and Means Comuittee, with identical

ooper and Reed bills for repeal,

Historians meanwhile noted that this was not the first discovery of a loophole
as wide as o wholo backfield in the new tax code,

One legislative rush job of patchwork already accomplished has been to give
baek to narcoties enforeement agents their main enforeement weapon, inadver-
tently left out of the narcotios tax chapter of the codo.

Sonator Carnson, Did I understand the Senator to say who that
tax expert was?

Senator Douaras. Noj he was anonymous,

Senator Canrvson. It was an gnonymodus statement by someone?

Senator Doveras. That is correct, But the Journal of Commerco
is a reputablo publication, and their reporters, 1 find, are held to
high standards of accuracy.

Senator Caruson. I have a very high regard for the Journal of
Commerce, and I am surprised that they didn’t put the expert in;
that was my only point. . .

Yesterday, Mr. Chairman, we had a witness, Mr. J. S. Seidman
who represented the American Institute of Accountants. And i
believe he stated that they have a membership of 25,000.

I take it that the distinguished Senator from Illinois knows of that
organization? :

Senator Dovaras. Yes, sir, .

. Senator CarLgoN. Mr. Seidman testified—and I am going to read
ust a section of it here—he said they had made a study of several
undred corporations, and that—

we now have a clearcr picture of the revenue effect—
speaking of sections 452 and 462~

that was not the case when the bill was before the House, At that time, figures
of 1 billion to 5 billion were mentioned. We can now report to you with some
assurance that, even if the law be permitted to stand as is, with its constant
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reductions, the maximum revenue reduction from 1054 tax returns because of
this provision, is not likelv to be over $500 million,  Of this, $450 million applies
to the expense reserve provision and £50 million to prepaid income,

The next paragraph reads:

Our estimate is based on samplings of no small proportions. You see, 1964
financial statemonts becamo increasingly available right after the House vote.
As a result, we got together, through published reports and from our membership,
actual 1954 figures accounting for over $8.5 billion in tax, or just about half of the
total budgetod corporate income tax for the year.

1 take it, then, from the statement of the Senator this morning,
that he wouldn’t place much credence in the statement submitted
yosterday to this committee.

Senator Dovarnas, Well, T don’t wish to question Mr. Seidman’s
integrity at all, or his competence in his field, I would like to point
out, however, the fact that some companies have not yet claimed the
deduction does not mean that they will not claim it in the future,
Now, there is some evidencee to indicate that a number of companies
have been holding back until they see what happens, I believe there
is a publie statement by the great General Motors Corp., the lurgest
company in the United States, to that effeet,

And therefore I would say that this survey of Mr. Seidman’s though
undoubtedly made in good faith and undoui))todly accurate so far as it
goes, does not indieate at all what the ultimate cost may be, it is
simply on the basis of what present claims have been made,

Senator Caruson. The Senator mentioned a vacation item, and of
course that was discussed at some length with Mr. Scidman. 1
asked him about it myself, beeause I thought it was of great importance
to this committee, But if T understood his testimony correctly—and
I do not have the n'unsorii)b this morning-—he stated that this could be
used even under existing law.

Senator Douvaras, 1t could he used, but the question is of double
deduetion, because as you know, there is n provision in 462 that you
can deduet not only the actual amount paid out in 1954, but the
estimated cost in 1955, 1 mean it is the same principle involved here
as in the Ruml plan, that when you shift forward your basis for com-
puting income, you have the question of what to do with the inter-
vening year. What made the Ruml plan so attractive in its original
form was this forgiveness principle of a year; and it was compromised,
as you well know, by half forgiving, half collecting,

Now, on these items, as you know, Senator, you can make the
deductivns not only for 1954 but if you can estimate them with
reasonable accurncy for 1955 you ean make that deduction, and then
thereafter the deduction is for the ensuing years.

It is a one-shot affair, true, But that one-shot windfall may be
very considerable,

The Cuatnman. Any further questions?

Senator MartinN, Senator Douglas, in your study of this situation,
have you come to a conclusion in your own mind as to what the loss
of revenue may be?

Senator Douaras. No, I have not had access, naturally, to Treas-
ury figures. And my estimates here are on potential loss, that is, T
did not testify as to how much of this will {)e claimed by business.
But assuming that business has access to competent tax advice—
and there are all kinds of tax lawyers and tax services which sce to it.
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that they do—I would say that these are the limits to which they
could approach.

And again I want to emphasize that I have not mentioned the item
of maintenance and operating cxpenses. I am not competent to
speak on that subject. But I have been working in the field of
health and welfare payments and pension payments. And these
estimates by Mr, Cruikshank and Mr. Hobbs seem to be accurate,
And Mrs. Wickens’ estimate on vacations checks with the published
studies that I have been able to get.

The Cuarrman, Do you favor the repeal of the two sections
rotroacbiveg?

Senator Dovcras. I do, sir.

The CrairmMaN. And you feel that repeal of them will prevent
loss to the Treasury?

Senator Dovaras. Yes, sir. I regret that due to the errors of the
Treasury that innocent firms have been led to expect that they will
get these favors, and then to have them yanked away from them
scems cruel, I appreciate that. But that is not our fault.

Senator BenNkTr. Does the Senator feel that the Finance Com-
mittee had no part in this process, or the Senate itself, and is blaming
the Treasury for this entire activity? We studied this problem very
carefully, and on the basis of our best judgment decided that the
Treasury’s estimate of $47 million was fairly accurate.

Now, we underestimated it, so did the Treasury, but I think we
in the Finance Committee and we in the Senate must assume our
share of that respousibility.

Senator Dovaras. First, may I speak about the House. The
House is the body which initiates revenue bills, and under the Consti-
tution it is presumed, at least to take an even greater share of respon-
sibility on money bills than the Senate. I have checked with members
of the House Ways and Means Committee, and 1 believe this is what
happened, that the Democratic members, at least, of the House Ways
and Mecans Committee were not permitted to sce the draft of the bill
as & whole before it was introduced, that indeed as they came into
each day’s session they were given proof shects of the chapter under
consideration, they were not allowed to take those proof sheets home,
they were collected after cach day’s session and taken away from them.
There would be verbal explanations, but they were not permitted any
opportunity to study them,

So I think that we can say that the bill was ramrodded through the
House without an opportunity for the House Members, and certainly
not the minority Members, to study it.

The Cuamman. That certainly wasn’t true of the Senate, Senator
Millikin was then chairman, andy he gave every Democratic Member,
as well as every other member of this committee, every opportunity.

Senator Doucras. I am speaking of the House.

The Cuarman. And the bill including this and other provisions,
was before this committee nearly 90 days. There were at least 60
days of hearings., So far as this commitiee is concerned, as a Demo-
crat, I can say every member had the fullest access to all tho
information.

Senator Millikin ﬁave every possible consideration to the members
of .this committee allowing opportunity to bring out every fact.

Scnator Douaras. I was merely testifying to the situation on the
House side. As I said, I don’t know that gecretary Humphrey can
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be charged with exclusive blame, and I did not so charge him. But
I do say that there were certain bad errors down in the Treasury.

The Caairman. Isn’t it a fact, that errors have been made and
acknowledged, and repeal of the sections would wipe the slate clean?

Senator Dovaras. May 1 say that I don’t believe in keeping books
in politics, and I don’t beﬂeve in being vindictive at all. But [ would
like to point out that the Secretary was very reluctant to admit the
errors, and it was not until Congressman Zelenko raised the matter
in the House in a very sharp speech, and Congressman Mills of
Arkansas, who is recognized as & tax authority, raised the issue in the
committee, that Secretary Humphrey acknowledged it.

I think it is likely that he displayed the same reluctance in admitting
the error that a cat does when it is pulled by the tail backward across
a thick rug.

Senator BArkLEY. I was not a member of this committee at that
time, but is not this true, that throughout the history of this country
the plain purpose of having a Senate is so that it may correct the
errors of the House?

Senator Dovucras., We like to think that.

I may say that in justice to Mr. Seidman, he did submit a memoran~
dum—and this is very much to his cerdit—a long memorandum on
specific weaknesses in the act.

On page 1321 of the Senate hearings he had the following point of
sections 462 (a) and 462 (b), 462 (d)—I will read the suggestion on
462 (a):

To avoid the impact on the revenues in the transitional year, where there will
be a deduction both for the actusl expenses and the estimated expenses, and in
order to avoid undue distortion of income, the addition to the rescerve should be
expressed as a deduction over the transitional year and the 2 succeeding years.

That is, he proposed forgiveness, but forgiveness spread over 3 years
instead of taking 1 year.

Senator Bennerr. He did not propose forgiveness. He proposed
spreading out the impact of the transition over 3 instead of 2 years.

Senator Dovaras. Well, as I understand it, when you shift from a
current year basis to an anticipated year you have the problem of
what you are going to do as you shift from 1 year to the other. And
462 now provides that it can be taken all at once.

Senator Bennerr, That is right,

Scenator Douarnas. Now, I don’t see that you reduce this amount if
you take it in 3 bites rather than 1. The amount of pie which you
swallow is the same in each case, except that you don’t take as large a
mouthful the first year,

Scnator Bennerr. That is right. But this committee had before
it another problem in which it took the same position. We undertook
to step forward the payments of income taxes by corporations into
the year in which they were carned and where previously they had
always been calculated at the end of the year. We allowed no forgive-
ness. So American corporations are now-—over a period of 5 years
isn’t it, Mr. Chairman?—they are now absorbing an extra year’s total
income tax,

Senator DoverLas. What section was that?

Senator BEnnurr. I can’t remember.

It was an attempt to offset the effect of the Mills bill. And we are
actually imposing an extra year’s inegme tax on all American corpora-
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tions, giving them 5 years in which to make the adjustment. And it
seems to mo that there is some equity in thoe fact that if you are going
to make that kind of an imposition you should also consider giving
them an opportunity to maeke this other transition. T think it might
have been better if it has boen spread rather than coming in full year,

Senator Dovaras. T am not competent to speak on this other
provision, Sonator, that you raise. What you said 18 undoubtedly true,
since you have said it. It i, however, extraordinery that the Troas-
ury did not anticipate the loss of revonue which is going to result,
because clearly their estimato of $45 million was too low.

Senator Bunvwr, Forty-seven,

) Senator Dovaras, Forty-five in the ouse and forty-seven vver
wre.

Now, it cortainly did not correct the stafl in the estimates which the
staff made. And in Seeretary ITamphreey's testimony before the
House Ways and Means Committee this yvear he again used the $47
million figure, as is indicated by a press release which Congressman
Jere Cooper issued and which 1 quote:

For some time some of us on the committee have been concerned about the
operation of these provisions and the vesulting loss of revenue, due to the fact that
theso provisions were rumored to bo creating windfalls for affocted taxpayers,
During the appearance of the Seerctary of the Treasury before our committee on
February 21, 1956, when we were considering the extension of the present cor-
porate and certain existing exeise tax rates,” Mr, Mills (Democrat, Arkansas)
asked the Socretary about section 462, and in partienlar whether or not it was true
that there might be a considerable loss of revenue involved in this provision,
The Seeretary replied that the estimate for the revenue loss for all the accounting
provision changes, including section 462, was still $47 million, as originally
estimated, and that he was not aware of the fact that there were reputed to bo
windfalls under this provision for taxpayers,  Mr, Mills then asked the Seeretary
to invostigate the rumored windfalls and report to the committee immedintely
if he discovered that they might exist.

I am not interested in excoriating Seeretary Humphrey, But 1
do think that indicates that there have been gross errors by the
Treasury,

Senator Bunnverr, May T put into the record that part of the luw
to which you refer found in section 6016 which requires corporations
to begin to estimate their income taxes carly as September 15 of the
year i which it is carned.  And that hags the effect of foreing the pay-
ment of 1 full year's income tax, spread over a 5-year period.  And it
is double taxation to that extent.

Senator Dovaras, I am not competent to testify on that, Senator,

Senator Bunyerr, In other words, we are facing a situation here
in which what the Sceretary himself calls double deduction turns up
in one part of tho bill and double taxation turns up in another parvt
of the hill.  And we more or less took them from the samo point of
view,

Senator Dovaras, Could you make an estimate of the rolative
magnitade of the double taxation as compared with the double
deduction?

Senator Bunnurr. Well, it is one-fifth per year for § years of the
total annual income tax,

Senator Dovaras. 1 mean the size of the double tax levied as a
result of 6016 as compared to the double deduction granted under
462,

Senator BenNurr, Let’s go back. Tt is one-fifth for 5 years of the
total income tax due. Now, if the total income tax collected is $18
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hillion. or $20 billion, then it approaches—it isn’t. that high, hecause
there ave cortain deduetions and cortain oxemptions, hut it is a very
substantial and sizable burden wo put on the American corporations
in & process which is just the reverse of the process to the Senator is
objecting, and which the Sceretary has objected to.

Senator Careson, In view of the fact that [ hrought Mr. Seidman’s
name into this this morning, T have » (w)]])_v of a letter writien to the
chairman under dato of April 8, And T think it is important that wo
got some of these figures into this record.  As a matter of fact, our
committee hag the vesponsibility of determining, at least. on averages,
T assume, the estimated loss on this,  And L want this letter to be a
part of the record,

(The fetter referred to is s follows:)

AMERICAN INSTIPUTE 0F ACCOUNTANTH,
New York 16, NOY,, April 8, 1955,
Hon, Hanry 1Y, Byun,
Chairman, Senate Finance Committee,
Senate Office Building, Washington, D, (',

Duag Sunaror Bynrn: The Finanee Committee presently has hefore it 1, R,
4725 (o repeal retronetively seetions 452 and 462 of the Internad Rovenue Code
of 1951, Repeal has been urged heennse of huge anticipated rovenne losy,
Figures ranging from $1 billion to %56 billion have been mentioned by Congross,
But they were admittedly unsubstantiaoted guesses,  We know that you would
prefer to have a much firtaer basis than that to deal with legislntion of sneh serie
onsness and Hlllﬂ,llilﬂi‘(‘y

We have, therefore, made a survey dealing with the aetual figures that cover
ahout one-half of the corporate income and corporate tax of the country,  The
resulls of the survey may be snmmarvized as follows:

Total corpornte organizations supveyed. ... o oo 13, 668
Total net income (hefore Federal tax). .. ..., oo Lo $19,263, 460, 000
Total provision for taxes. .. ._ ... ... . ... ... 88,301,365, 000
Tax provision withont see, 462 §8, 593, 135, 000

Difference in tnx sttributable to see. 462, 2 Lol $201, 770, 000

We have no reason 1o believe that the figures in respect to the other hindf of the
corporate income and eorporate tnx would be any different from the half that wo
did survey.  ‘That leads to the conelusion that for all corporations the reduetion
in 1954 tax attributable to seetion 162 would be $100 million, So far as the
unincorpornted enterprises are concerned, very fow of them are eligible for seetion
462, But, in our opinion, & generous allowanee bused on data in the Statisties
of Income (compiled by the Internal Revenue Service) would be another $100
million.  The total tax impact of seetion 462 an 1954 returns for all taxpayers
would, therefore, e approximately $500 miltion. '

There are o, fow thinegs about these figures that should he pointed out;

(1) The $200 mitlion is the amount bused on what the corporations thought
they were entitled to elaim as deduetible expense reserves,  The proposed regulu-
tiony limit the scope of the deduetions considerably so that if, s we recommended
to the Ways and Means Committee, the law were modified to adopt the inferpre-
tdion of the regulations, the $200 million would he cut down. Thix, in turn,
would proportionntely reduce the $500 miltion estimate,

(2) One of the mont significant expense reserves in the $200 million figure ia
vaeation pay. A substantinl part of that amount will be deductible even without,
section 462, The $200 million figure-~and henee the $500 million estimate—
should therefore be reduced to that extent. We are making n supplemental sur-
voy right now to see whether wo enn provide you with relinble figures in that
respect,

(3) The $200 million figure applies to 1054 returns only, [t may he that many
companies deeided to defer until their 1965 returns determination nhout going oun
the expense reserve basis sinee under the proposed regulations they have that
right, ~ In terms of the total transitional fmpact, the $200 million ls 4o that extent
subject to increase it 1965 returns are also to hoe considered,

(4) The figures cover ouly section 462, We do not helieve that section 452
can have any significant impact on the current revenues.  We are now trying to
gather data on this,
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(5) We believe the figures represent a fair oross section,  Of the 100 largest
manufaotiring companies in the Nation (as listed by National Industrinl Confep-
ence Board) the figures contain 51, The other companies are in all sized hrackets,
aotivities and geography.  We have goue over the figures with Mr. Colin Staun,
Chief of Staff of t‘ﬁe Joint Committee on Internal Revenue Taxation and some of
his colleagues. At their suggestion, we are breaking down some of the figures by
gize categories,

(6) The figures cover 13,668 “corporate organizations,” The number of sep-
arate companics involved is much higher, A parent and all its subsidiaries were
considered as one company in the 13,688 figure. Tn this respect, you may bo
interested in knowing how we obtained our figures,  We analyzed the published
1954 reports of approximately 600 companies, We also asked our membership
and State CPA organizations all over the country to submit similar data on un-
published reports.  In other words, these figures are all nuthenticated from com-
puny reports obtained either from their published figures or from their certified
publie accountants.

We hope the study may be helpful to you.  We believe you now have a much
better perspective with which to approach H. R. 4725.  We shall also promptly
submit to you the supplemental data on which we are now working,

Everyone seoms to agree that seotions 452 and 462 are important, desirable
provisions to bring income into line with good accounting. 8 in I\li progress,
transitional problems arise. We recommended that by a 10-year stretch-out
and limitation on the scope of the provisions the transition can be smoothly
effected without aubstnntiuﬁ revenue impact.  Whether that particular approach
be used or any other that will accomplish the same end, wo do hope that your
committee \vili,bc able to sce its way clear to the retention of the basic principles
now that the revenue effect can be the better appraiscd.

Respectfully,
J. 8. Spipman,
Chairman, Committee on Federal Taration.

Senator Carwson. But 1 just want to mention these few items.
The Institute of Accountants surveyed 13,6606 corporations. The
total income before Federal taxation was $19,263 million.  The total
provisions for taxes was $8,391 million. The total provision without
deductions, now section 460, was $8,593 million, or a difference in tax
attributable to scction 462 of $201,770,000. And on that basis I
assume Mr. Seidman made hig statement yesterday where ho said it
would run into $400 million or $460 million. I just wanted the record
to show these figures so that the others may sco them.

Senator Dovaras. I am glad you asked to have that letter in the
record. Like many othor ﬁxtten’s, 1 received a copy of it from Mr.
Scidman. And 1 want to make the same comments again that T
made originally, that the fact that the double deduction has not been
claimed is not a proof that it will not be elaimed in the future, that is
the point [ woul}L’i like to make, that there is a hidden liability here
which, if 462 is continued, is likely to explode.

Senator Carison. In other words, this tax provision without
section 462 is $8,5693 million plus, and then the difference in tax at-
tributable to section 462 was $201,770,000. I assume from the
Senator’s statement he didn’t think that this is all of it.

Senator Douaras. I would say that there is a very great danger
that it is not all of it. And the figure I gave, I was very careful to
say, was the potential liability, the potential loss. And tax services
are quite ubiquitous these days. And if the loophole is continued,
shall we call it, I think you will find & good many firms taking ad-
vantage of it in the future that did not say they had taken advantage
in the questionnaires that they returned to Mr. Seidman. I don’t
question the accuracy of his questionnaires.

Senator CarrsoN. The point I want to make on that is that we
have a great number of accountants, and we depend on them for
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corporations and individuals to work out their tax returns. And if
thoy didn’t do a good job we wouldn’t hire them.

Senator Douaras, You are a sophisticated man, and you know
that figures in accouniting tables do not tell untruths, but they some-
times do not tell all the truth.  Isn’t that true?

Senator Bennwer, In other words, the Scenator wants to be on the
record as having no faith in the American system of accounting?

Senator Dovaras, Not at all,  You make me say things that I
didn’t say at all. I simply said that these figures are undoubtedly
accurato so far as they go. But they cannot find out whether or not
these firms in the future will make claims under 462 which can be
applied to the 2 years in question,  This is just a progress report.

The CiamrmanN, Any further guestions?

Thank you very much, Senator,

Senator Douvanas. Thank you very much for your courtesy.

The Ciiamman, The next witness is Mr. Willinm J. Grede, of the
National Association of Manufucturers,

STATEMENT OF WILLIAM J. GREDE, NATIONAL ASSOCIATION OF
MANUFACTURERS, MILWAUKEE, WIiS., ACCOMPANIED BY JOHN
C. DAVIDSON, DIRECTOR, GOVERNMENT FINANCE DEPARTMENT,
NATIONAL ASSOCIATION OF MANUFACTURERS

The Cuammman. You may proceed, sir,

Muv. Grupu, Mr. Chaivman and members of the committee, my
nate is William J. Grede, L am president of Grede Foundries, Tue,,
of Milwaukee, Wis. T appear in opposition to H. R. 4725 on behalf
of the National Associution of Manufacturers in my capacity as
chairman of its taxation committee,

Before [ proceed with the statement 1 have preparved 1 would ask
your permuission to make & brief comment on Senator Douglna’ testi-
mony if [ muy.

The CuatrMan. Proceed.

Mr. Gurepe. In regard to the vacation pay that Senator Douglas
has talked about, the figures that he cited are not indicative of the
amounts that would be actually claimed under section 462, In
many cases somo of these amounts are already acerued under prior
law.  And in others the amounts would not be reserved at all, heeauso
not clearly attributable to the income of the taxable year. The onl
reliable estimate of the revenue loss overall is that which the Amer~
can Institute of Accountants hag made. And that covered half of
all corporato business, and included all of the items which they had
claimed or planned to claim in accordance with Mr. Seidman’s testi-
mony, and as Senator Carlson referred to.

Now, under health and welfare plans, amounts are subject to de-
duction as actual contractual linhilities and not as reserves for somo
expected, estimated expense. No one has suggested that 462 be
applied to health and welfare as thoy ave clearly covered by other
sections.  And the same way with pensions, they arve covered by
other sections of the codo not involved in 462,

Now, the proposed regulations specifically exclude the pension pay-
ments.  Corporations get the deduction Tor the amounts actually
paid.  And even in the case of payments for past service liability,
these are spread out over 10 years.  And this fact provides some prec-
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edent for what wo are recommending. It secms that the American
Instituto of Accounts’ figures are the most relinble we have scen,
And after all, these sections aro Lo apply to the reserves only for
thoge expenses which might be related to a particular taxabloe year,
And there can be no willy-nilly deduction for any future rescrve, as
we would expect the Revenue Department to review any reserves
that are set uY' )

It scems that Senantor Douglas’ figures have no relation to the
operation of section 462,  And it would scem to me that they would
in no way distwrb the accuracy of the Institute of Accountants’
estimato as to what these lossos might be.

Senator SMaruers. Mr. Chairman, on that point T wonder if I

might make a comment,
. It has beon called to my attention that insofar as the vacation pay
is concerned that this method of accrual in figuring out the future
years has already been pretty well established and will be continued
anyway through 1954, And here in this bulletin from the Internal
Revenue Doepartment on that particular point of vacation pay where
the issue was up in 1949, thero are two paragraphs which T would like
to read which 1 think may help to clear the record a little bit:

Accordingly, it is held (1) that for ench of the calendar years 1941 to 1947,
inclusive, the employer shall acerue at the end of such year, as a deduction for
Federal income-tax purposes, the amount of its liability to make vacation pay-
ments to nonoperating employees—
in that particular case it was an issue between the union and the
railroad-—
in the succeeding taxable year, which amount should equal the amount actually
paid in such guceceding taxable year,

With respeet to the calendar year 1948 and the subsequent calendar years,
there should be acerued and dedueted for Federal income-tax purposes a reasonable
estimate, based on the best information available, of the employer's liability to
make vacation payments to operating and nonoperating employees during the
snceeeding taxable year. Any adjustment of these aceruals in sneceeding taxable
years to conform (o the actual liability may be treated as “‘overlapping items”
as provided by section 29.43-2 of regulations 111.

Che principles set forth herein are not confined to cases involving railroad
corporations, but aro applieable to all taxpayers employinﬁ the accrual method
of accounting for Federal income-tax purposes who, under labor union agrecments,
have become linble for vaeation pay.

And I understand now the Secretary has issued a further order that
irrespective of what has been done with 462 (e) that this policy will
continue through 1955. )

So I think that there is some considerable merit in what this gentle-
man states here,

Mr, Grepk. I would also like to say, Mr. Chairman, I have with
me Mr. John C. Davidson, who is the director of tho Government
Finance De{mrtmcnt of the NAM.

Now, with your permission, I will move on to my testimony.

NAM is a voluntary organization representing a cross section of
American industry. Of its membership of approximately 20,000,
some 83 percent bavo less than 500 employces.  Our taxation com-
mittee of 300 members is representative of the membership at large.
At o meeting held on April 13, this committee voted unanimously
against compromising the principles underlying sections 452 and 462,

Lot me first say that we were sympathetic with the predicament of
the Treasury in March, when it became clear that the revenuo effect
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of sections 452 and 462 would be considerably in excoss of the Troas-
wry’s original estimate.  We could not subscribe to the drastic pro-
posad for hasty repeal.  Howover, we in common with other witnesses
wfore the House Ways and Means Committee felt it our responsi-
bility to make suggestions for limiting the scope of the section and
spreading thoe revenue effect over a period of years, without abandon-
ing or violating the fundamental prineiples involved.

Qur opposition to H. R. 4725 is based on two principles.

The first principle concerns retroactive taxation. Retroactive
taxation, even within & tax year, is inherently unsound and unfair,
Retroaction extended to a tax year already past makes a mockery

' R 0 J
of the precept that citizens have both the right and the duty to con-
duct liw'u' affairs in conformance with existing law. Repeal or
emasculation of the sections at this time would amount to retroactive
taxation going back to January 1, 1954,

The point has been made before you that taxpayers had ample
notice that sections 452 and 462 were in jeopardy before they made
final policy determinations based on their existence.  Actually, the
fact is that from the time, last July, when this committee reported
out its amendments to the 1954 code, taxpayers had been planning
to avail themselves of the opportunity afforded to get on a current
basis of proper statement as regards income and expenses,  They had
no notice that the sections were in jeopardy until the repeal request
was first made on March 7, 1955, The business books for 1954
were generally closed, and tax returns had been completed and in
many cases filed,

In addition, various corporate actions, such as declarations of divi-
dends, payments into pension and profit-sharing funds and charitable
contributions, had been taken; year-end statements to stockholders,
creditors and others had been jssued; and stock transactions based on
reported earnings had taken place in equity markets,

Against this situation, you have heard the point of view that con-
tinuation of these seetions in the law would involve extensive adminis-
trative burdens and complications to the Treasury Department, and
that at least a partial justification for repeal stems from taxpayer
reaction to the proposed regulations which were issued by the Treasury
Departmaent on January 22.

In answer to the first point, I strongly suggest the possibility that
the complications confronting the taxpayers upon repeal of these
sections would fur exceed any which the Treasury Department would
endure by their retention,

In answer to the sccond point, I assure you that American industry,
a8 represented by the National Association of Manufacturers, was
(L\litc satisfied with the proposed regulations, and under date of
February 18 transmitted to the Commissioner of Internal Revenue a
letter which made only minor suggestions for revision. 1 think this
point is most important, as 1 do not believe that all business taxpayers
should be penahized for the attitude of a few individual taxpayers or
rroups in regard to the rules for applying the contested sections,
Morcover, 1 am sure that most if not nh taxpayer groups who appeared
before the House committee and who will appear before this committee
are quite willing to have the law interpreted in accordance with the
proposed regulations.
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The second prineiple goes directly to the issue before us,  There
gooms to be no doubt but that soction 452 will stand or fall with 462,
80 L will direct my remarks to the latter seetion.

There has been some dispute and misunderstanding as to just what
is the principle underlying section 462.

Business accounting is an applied science, with the mission of record-
ing the cconomie facts and results of business operntions.  T'he proper
test of an accounting method or procedure is whether it conforms with
the cconomic nature of the underlying transaction. ‘The principle of
soction 462 is found in its cconomic justification.

An economic transaction involves both income and expenses. [If
it were practical to conduet business operations without regard to
time, the net income from any given activity would not be determined
until overy expenso in connection with that activity had been ineurred
and accounted for,  IFor example, thoe satisfuction of a warranty on
a product 5 years after it is sold is just as much a part of the expense
of producing and selling the product ag are direct wages paid during
production, This basic economic consideration, however, has to give
way to the demand for terminal points in accounting, both for cor-
porate fiscal and taxpaying purposes, Thus, we have the corporate
fiscal vear and the tax-paying vear. To a considerable extent, the
potential innccuracy of yearly voporting is offset by acerual account.-
ing. ‘There ave other ofisets, such as the carryback and eavryforward
for tax purposes of operating losses.

To achieve sound accurate reporting of the economie results of o
business in a given report year, acerual accounting should reflect all
expenses related to the production and sule of particular roods and
services.  When the amount of such exponse is known with reasonable
accuracy and the lability is fixed, there is no problem. The difliculty
arises when the linbility is not fixed in a legal sonse but there is
reasonable certainty that expenses will be incureed.  To take care
of this kind of situation, business accounting has long used the reserve
method, which is nothing more than setting aside in a reserve that
part of the current year’s income which is estimated to approximate
the amount of expense which will be subsequently incurred with
respeet to such income, I is just as sound and right to recognize
such reserves for tax purposes as it is for corporate purposes.

In one form or anothor, compromises have been circulated which
would force taxpavers who oleet the reserve method to drop out 1
yoar's deductions in ordor to meet. the charge of double deduetion or
windfull.  Both the compromises and the charges, which constitute
the only ensoe for repeal mado before you yesterday, imply that the
reserve proceduro is correct, but only as to the future.

Actually, of course, the correctness of the reserve proeedure is not
a matter of time.  The intention of section 462 is to permit the tax-
payer to deduet currently all expenses as they actually occur.  Cler-
tainly, the intention was not to deny the taxpayer any deductions
for cxpenses actually incurred, but was to correct the unfair pro-
cedures of the past under which these expenses have not been deduet=
ible in the years to which they applied.  Sueh a deninl would be
repugnant to the principle of the cconomic relationship of income
and expenses.  The dropping out of 1 year's expenses would not be
approved or condoned by public auditors if extended by a company
to its corporate accounts, Nor should it be entertained by you as
having a rightful place in the Nation’s tax system,
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The charge of double deduction obviously is without foundation.

In no case would the same expense be deducted twice. Ilxpenses
relating to past transactions are just as real as thoso relating to
current or future incomo, even though the deductions occur in the
savne year,  They are just as real faxwise as they are corporatewise.
Contrary to the charge of unfairness, catching up for overpayment in
the past is the only means for establishing fairness between all tax-
payers, ) .
The charge of windfall is equally without justification. Instoad
of unjust, enrichment, the tax adjustment under section 462 provides
the measure of the inequity of prior law in failing to vermit deductions
as they acerue,  The greater the total amount of adjustment for all
taxpayers, the greater is the inequity which was corrected by section
462, “Shonld the scction be repenled, or emasculated, the results
would be a windfall to the Government because the Government
would then be in the position of overcolleeting taxes, as it woas before
enactment of the 1954 code.

Qur insistence on maintaining the prineiple underlying section 462
does not mean we believe the section as written is perfect.  In the
testimony delivered before the House Ways and Means Cominitteo by
Mr, Kirenpauven, we recognized the need for amendment, which might
include (1) requirement. that the reserves be recorded on the books,
(2) ‘)r()hihi(,ion against dedueting reserves for maintenance and repairs
of the taxpayer's own property, nud (3) other exclusions set forth in
some detail in the proposed regulations.

We also gave our support t¢ having the diseretionary authority of
tho Secretary of the Treasury under the seetion oxtended to the extont
neecessary as regards items qualifying for resorve treatment. We do
not withdraw from this expression of support, but we have been im-
pressed with the view that the situation would be better handled by a
clear delineation of covernge in the statuie and supporting committes
reports.

In common with other withesses, the great emphasis of our testi-
mony before the House committce was on spreading out the tax
effect of section 462,  We suggested 5 yenrs,  Other witnesses suggestod
from 3 to 10. Both the witnesses, and the committeo, were handi-
capped by the lack of authoritative data on the range of the revenue
loss involved.

Wo feel that this informational void served to detract from the
practical nature of the spreadout approach. 'T'his committee is in
a position to consider the merits of o spreadout without fear of subse-
quent embarrassment.  The fears and confusion which existed in
mid-March have been dissipated by the American Institute of Ac-
countants’ estimate of a $450 million loss in fiscal 1955. Tven this
estimate is probably high because it includes amounts which would
be prohibited under the proposed regulutions and also amounts for
vaeation pay which might be allowable now or later without regard
to section 462, ‘The spreadout under these circumstances would so
minimize the vevenuo aspect us to make it unimportant in the rola-
tion to the overall magnitudes of Government spending and taxing
in any one year,

1 need not tell vou of the improved revenue picture in the current
year. H. R. 4725 as now (lrmlt,e(l would not affect the revenues in
tho remainder of the present fiseal year.

020230 [ e[
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In fact, I urge you upon the view that the changed revenue situa-
tion, as compure(rwith that which seemed to exist in early March,
should be given the greatest weight in your deliberations. At that
time, no one had a very precise idea as to what the revenue drain of
these sections would be and the thinking seemed to bo that there at
least was the possibility of a very substantial revenue effect in the
fiscal year which ends on June 30, Now, however, we know that
isn't so-—the revenues this year will be better than the Treasury
estimated in January; and, as 1 said, . R. 4725 would bring nothing
back into the Treasury this year. It would seem to mo that this
situation alone would provide sufficient grounds to justify your
reaching & decision on the merits of the matter.

The question posed by H. R. 4725 is ono of deciding whether reve-
nues in the next fiscal year should be increased by repeal or emascula-
tion of sections 452 and 462, forcing taxpayers to pay into the Treas-
ury an amount equivalent to the 1954 tax adjustment. Such a course
of action should be firmly rejected.  We can assume from exporience
that the relation between estimated and actual revenue and expenses
next year, or in any yoar, will vary more than the sum involvo(ll here.

The spreadout, of course, would permit some inflow of revenue to
the Treasury next year, without violation of fundamental principle.
In our testimony before the House committee, wo suggested that the
spreadout be effoctod by deferring 80 percent of the tax adjustment
for 1954 to be recoverable us a credit against tax liabilitics for the
succeeding years. As a practical operation, this would mean that
taxpayers would be obliged to temporarily romit back to the Treas-
ury 80 fpercont of the adjustment. Then, in their returns and pay-
ments for the four following taxpaying years beginning with 1955,
taxpayors would take a credit equal to 20 percent of the original
adjustment.

e have been mindful that one objection to the spreadout would
be administrative inconvenience and expense. This cannot be avoided
as far as the taxpayers with relatively 5urgo incomes and reserves aro
concerned. It might be feasible, however, for the Government to
forego the spreadout in the case of taxpayers whose tax adjustmoent
under theso soctions is relatively small, say up to $5,000 or oven
$10,000. Such procedure would at least have the practical virtuo of
avoiding unnecessary further irritation of small-business taxpayers.

I express our approciation for the privilego of testifying before you.

The Crairman, Thank you, Mr. Grede. You have made a very
clear statoment.

Any questions?

Senator BArkrry. Mr. Chairman, T was not here yesterday, T had
to be at another committee, and T didn’t hear the testimony of the
Secrotary of the Treasury. TIs he recommending that we adopt the
House bill as it passed?

The Cuairman. He did, without change.

Scnator Barkury. I have had a great many letters in regard to the
retroactive feature of this logis]ution. And T don’t quite understand
the difference between the Treasury and those gentlemen who are
opposed to the act in regord to that.

s that the main or chief objection you have to it, that it has a
retroactive effect, or is that only one of the objections?

Mr. Grepe. It is one of our objections. think it is a serious
defect in lawmaking to pass a tax law this year that taxes back into
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1954.  Our principal objection, however, is the surrender of the
principle that tax accounting and corporate accounting should be
identical and realistic,

Senator Barkury, Would all the corporations have to pay the tax
retroactively if the bill is passed?

Mr. Gerepe. Not all corporations.  According to the Institute of
Accountants’ survey, the figure they have, there is something over
$200 million that would be captured if this were repealed.

Senator Barkiey. In other words, they would, to use a vulgar
expression, have to cough up that much money and turn it into the
Treasury which they have already been exeused from doing under
these sections.

Mr. Grups, That is right, which they were excused from paying
undor the law in existenco at the time they filed their tax return.

Senator Barkrney. Assuming that this committee would pass this
bill out, recommend it for passage by the Senate in some form, and
eliminate the retroactivity, what then would be your further objection
to the bill except on the general prineiple that you like it as it is and
want to continue the principle involved in these two sections?  Would
there be any great inconvenience?

Mr. Grepr. Well, to those corporations who have used sections
452 and 462, to repeal it effective only in the future would mean no
inconvenicnee to them as they have already compressed 2 years in
one—unless, of course, repealing it would provide that they could
set up reserves in this year, then it means that in this year they
would not get the reduction for the expenses applicable to this year’s
operation. For those corporations who did not use sections 452 and
462, they would lose forever the advantage that the other taxpayers
had in 1954,

Senator Barkrry. If this bill is passed just to repeal theso sections,
we revert to the law before the passage of the 1954 code unless it is
changed in the future?

Mr. Grepe. That is right.

Senator BarkrLey., We go right back to the old custom?

Mr. Grupe. That is x'igﬁ’lt.

Senator Barkney., You object to that, you want to have this prin-
ciple involved here in the legislation for the future?

Mr. Grepe. That is right.

Senator Barkrey. And also to have the retroactivity eoliminated,

That is all.

The Caairman, Any further questions?

Senator Benxswrr, 1 would like to ask one question.

Senator Douglas implied or testified that it was his opinion that
many corporations were waiting for a better opportunity to get a
great windfall out of this program, they did not make the shift in
452 but claimed—they are going to make the claims in the future,
If the bill were amended, what would be your reaction to an idea
that people who chose to go on the reserve method now on the straight
method would have to make a choice within a limited period of time
80 that we force the total effect of this thing into a fairly limited
period of time? »

Mr. Grepe. Well, of course, first of all, Senator Douglas more or
loss assumed thatlthe law permitted corporation to just willy-nilly
set up reserves,
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Senator Bunnerr, That is right.

Mr. Grepr. But, of course, the Treasury Department has never
permitted that. We have the situation of the bad debt reserve, for
mstance, where we had a similar situation which permitted the set-
ting up of reserves. But in the examination of one’s income tax re-
turns, we can’t sel, up a reserve that is completely out of proportion
to past experience. And don’t forget that the examination of the
roturn is made some 3 or 4 yewrs later, when the revenue agent has
an opportunity to look at the thing in retrospect. So there is no willy-
nilly setting up of reserves, they must be related to the expenses of
the particular year.

Now, to limit the time within which taxpayers might get themselvos
ostablished with their books and their taxes on the same basis I think
is not too important, 1 think it is desirable to probably limit the time
and get it thoroughly established. But the important thing is that
taxpayers be permitted to charge against their income the expenses
that apply to the particular year in shich the incomeo was earned,

Senator Bunnerr. I see that principle, but 1 can also see that a
person who objects philosophically to this approach, saying, well, under
the present bill a man can wait until he has got a year of substantial
deductions, and he can make his choice in a year in which it would
give him an added benefit, and so T have had the feeling that maybo
if we amend the bill we might put something in the bill which would
require a decision within a fairly limited period, and then shut off this
open-end situation.,

Mr. Grepr, We would have no objection,

Senator BEnnerr. You made a comment about the double dedue-
tions, and made the point—which T think is very important—-that
even under 462 the same taxpayer may not deduet the same expenses
twice. Is that your definition of double deduction?

Mr. Grupu. Well, that is right. Senator Douglas makes this
appear as if your double deduction means that you are getting the de-
ductions twice, but actually you are simply getting your books, your
tax books, in line with your corporate books. Now, if you are going to
make the tax laws apply with equity, it does mean that these expenses
which we have not in previous years been allowed to charge in the
year to which they apply—especially if you are going to limit the year
of che'ra—must be compressed into | year. So that the double de-
ductic : ~napression arises from the fact that you then deduct in 1 year
the ox,-~nses, the actual expenses paid in that year, even though they
relate to the previous year but were not allowed for tax purposes in the
previous years, plus the expenses that apply to the current ycar, and
then from then on you deduct only the current year’s expenses.

Senator Bennurr. Well, if you follow a (',orf)ol'&tion out to tho end
of its existence it gains no advantage out of this law, isn't that true?

Mr. Grepr. That is right. Of course, it scems to me that it gains
no advantage under any circumstances. But it does mean that, to
offset the double deduction argument, if the expenses that apply to
this year are set in rescrve, then when the corporation is eventually
liquidated any part of that reserve that is not used up again becomes
income and subject to tax. .

Senator Bun~Nrrr. That is all, Mr, Chairman.

Senator BarkrLey. Let me ask this question. Ordinarily the repeal
of any existing law takes effect from the date of the repeal, and this
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House bill merely repeals these two sections,  How do you interpret
that to mean that t}my go and repeal them on the day which were
enacted unless there were something in the bill to make do that?
Ordinarily a bill is not retroactive, but only takes effect on the date
of the repeal. How do you interpret that in this case?

Mr, Grepe, Senator, I am not a law maker or a lawyer, but my
understanding is that we ave repealing a scetion of the 1954 code.

Senator Bennwrr. May 1 call the Senator’s attention to page 2 of
the bill, lines 12, 13, and 14.

Senator Barkrey. 1 see. 1 hadn’t had a chance to study this hill,
and I was not here at the time it was passed. T see that it does
positively repeal it as of August 16, 1954,

Senator Bunngrr. With respect to all taxable years after December
31, 1953.  So the repeal affects all taxable income accumulating after
January 1, 1954, and therefore applies-

Senator Barkriy. Applies to the whole year of 1054,

Senator Bunwerr, The whole year of 1054,

Senator Barkrey, That is all. 1 was mistaken about that.

The Crairman. Any further questions?

Thank you very much, Mr. Grede,

The next witness is Mr. Herbert Danne, of the United States
Chamber of Commerce.

"TATEMENT OF WILLIAM HERBERT DANNE, WASHINGTON, D. C,,
ON BEHALF OF THE CHAMBER OF COMMERCE OF THE UNITED
STATES

The Cuamman, We are glad to have you, sir,

Mr. Daxng, My name is William Herbert Danne. L am a certified
public accountant of the District of Columbia and a member of the
anmitt.vo on taxation of the Chamber of Commerce of the United
States,

The chamber is a federation of some 3,100 State and local chambers
of commerce and trade associations with an underlying membership of
over 1,600,000 businessmen, large and small.

The chamber urges modification of H. R. 4725 to retain section 452
of the Internal Revenue Code of 1954 in its present form, and amend
gection 462 to define its scope more clearly and provide a method of
transition to use of this new tax provision which will minimize revenue
loss in the transitional year or years.

Sections 452 and 462 of the Internal Revenue Code of 1954 were
devised to permit the matching of income items and expense items for
tax purposes in accordance with sound accounting conventions.
The Secretary of the Treasury and the chairman of the Committeo on
Ways and Means have indicated agreement with the broad principles
involved in these sections,

Section 452, relating to prepaid income, has no long-renge effect
on the revenues sinco it merely permits the deferral of taxation of
moneys received in advance until a later year or years in which the
income is actually earned. Clearly, revenue considerations do not
require the repeal of this provision standing alone, and 1 shall there-
foro direct my statement principally to section 462.

Within the last 60 days a popular but erroneous conception of
gection 462 as a provision involving a double deduction has been
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given wide circulation. I wish to emphasize that section 462, in its
present form, involves not a double deduction but a bunching up in
the year of transition of two proper deductions—the current expend-
iture for the taxable year and an estimated amount to be added to
the reservo at the end of the year to cover future expenditures attribu-
table to income of the year.

The idéa of bunching up of deductions is neither novel nor revolu-
tionary. In fact, it has received the blessing of the Treasury Depart-
ment 1n at loast two areas. For 30 years the revenue laws have per-
mitted accrual basis taxpayers so electing to deduct additions to
reserves for bad debts as an alternative to deducting losses on specifie
accounts receivable. In the year of transition to use of a bad debt
reserve the taxpayer has always been permitted to deduct not only the
reserve but also J\e amounts actually charged off.

For more than a decade taxpayers having obligations under union
contracts to grant vacations in the subsequent year have been per-
mitted to de«ﬁwt in the current year amounts accrued with respect to
the next year's vacation expense. In the year of transition such
taxpayers have been permitted to deduct not only the amounts
accrued with respect to the subsequeni year’s vacation expense but
also the amounts expended in the current year for vacation expense.

The CuairMan. You refer to “taxpayers having obligations under
contracts,” Suppose & corporation made a contract with some em-
ployees that are not under the union, wouldn't they still have that
same privilego?

Mr. Danne. They would, but that has been a developing and
producing thing. The original permission to accrue vacation pay had
to do with railroad union contracts going back to the early forties.
It has expanded since,

The Cuamrman. I think they should have the same privilege if they
made an agreement with. their employees in specific cases.

Mr. Danng. Mr. Chairman, that actually has been the position of
the Secretary of the Treasury under the administrative ruling which
has been suspended effective as of the end of 1955. But that was an
extension of the original policy. , .

Does that answer your question?

' The CaairMAN. Yes.

" Mr. Danne. To put it another way, section 462 of the Internal
Revenue Code of 1954, in its present form, merely belatedly permits
taxpayers to adopt for tax purposes accepted accounting practices
which they have followed in their financial accounting for many years.

It appears, therefore, that the principal objection to section 462
is the effect on the revenues in the year of transition. Admittedly
this is a significant and important objection. However, in the light
of the more careful study of the question which has been possible in
the 2 months which have elapsed since the issue first arose, we can
gage the revenue impact on a more reasonable basis,

As previous testimony has brought out, and as Senator Carlson
mentioned earlier in today’s session, a study made by the American
Institute of Accountants of the actual 1954 financial data of corpora-
tions accounting for approximately one-half of the estimated reserves
from corporate income-tax sources, leads to an estimate of something
under $500 million. This admittedly would be a sizable current
revenue loss, However, the national chamber believes that the
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revenue impact can be mitigated by spreading the additional deduction
which would arise as a result of the transition over a period of years,
possibly 5 years.

In the latter connection it should not be overlooked that the Rév-
enue Code of 1954, in placing certain corporations on a pay-as-you-go
basis, has adO{)ted a period of 5 years in which to mitigate the doubling-
up effect on the payment of taxes.

Another objection to section 462, in its present form, is based on
concern over the authority of the Treasury Department to limit the
types of reserves which might be established under its provisions. It
is the view of the national chamber that this situation could be handled
by amending section 462 to provide either for definite types of reserves
to be established in accordance with generally accepted accounting
principles or, in the alternative, to grant the Secretary of the Treasury
clear discretion and authority to specify by regulation the types of
reserves to be covered. Ample precedent for such a grant of discretion
is to be found in the treatment of consolidated returns wherein, under
the Internal Revenue Codes of 1939 and 1954, the regulations promul-
gated by the Secretary of the Treasury are given the full force and
effect of law.

The national chamber has one further suggestion. It is our belief
that a contributing factor to the potential loss of revenue under sec-
tion. 462 in its present form is the all-or-none requirement whereby a
taxpayer wishing to invoke the section must include in his election all
items deemed to be covered by the section, It is our view that many
taxpayers would prefer to apply the provisions of section 462 on a
selective besis, limiting the election to only some of the types of
reserves apparently contemplated by the section. We therefore sug-
gest that section 462 (¢) (2) be amended to give the taxpayer the
option to limit his election to one or more of the allowable types of
reserves contemplated by the section.

In conclusion, we urge that no final decision be made in favor of
absolute repeal of section 452 or section 462 without adequate ap-
praisal of the extent of the inequities which would be suffered by tax-

ayers who in good faith and in justifiable reliance on those sections
in their present formn have taken irrevocable steps. ) .

We recognize that H. R. 4725 as passed by the House of Repre-
sentatives mcludes some saving provisions caleulated to alleviate the
effect of the retroactive repeal of sections 452 and 462. However,
these provisions care for only one side of the problem, the relations
between the Treasury and the taxpayer.

On the other side are the relationships as between the taxpayer and
a third party. These would include, but would not be limited to, the
real property owner who has accepted substantial advance rentals,
the corporate taxpayer who has declared dividends—possibly from
capital account—or entered other types of commitments, or the
contractor who has made irrevocable penalty type contracts.

We can hardly believe such inequities to be the intent of the Con-
gress or the Treasury.

On behalf of the national chamber as well as my own behalf I
appreciate the courtesy extended to me by the committee in giving
me this opportunity. I hope the suggestions have been constructive
and of assistance.

The Cuarrman. Thank you very much,
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Any questions?

Sonator Martin?

Scnator Marrin, No.

Tho Cramman. Thank you very much.

The next witness is Thomas L. Preston, general solicitor, Associa-
tion of American Railroads.

STATEMENT OF THOMAS L. PRESTON, GENERAL SOLICITOR, THE
ASSOCIATION OF AMERICAN RAILROADS, WASHINGTON, D. C.

Thoe Cramman, Mr, Preston, ploase procoed at your pleasuro,

Mr, Preston. Thank you, Mr. Chairmen. I will identify mysclf
at the outsot for tho rocord. My name is Thomas 1., Preston. 1
appear on beohalf of tho Association of American Railroads, an un-
incorporated, nonprofit association of class 1 railroads which includoes
in its memborship railroads operating more than 95 percent of the
road mileage in tho country and roalizing more than 95 poercont of the

ss revenuos of tho railroad industry as & wholo. My position is

hat of genaral solicitor, and my headquarters aro in Washington, D. C.

1t is our bolief that onactment of 'H'. R. 4725 to effoct rotroactive
rapoal of sections 452 and 462 of tho Internal Revenue Codo of 1054
would result in serious injustico to the railroad industry, and that
there is no ocoasion for ropeal of these sections, at loast so far as they
affoct the railroads, whose accounting is preseribed and supervised by
the Interstate Commerce Commission.

In his prepared siatement which formed tho basis of his testimony
before tho Ways and Means Committeo of the Houso on March 10,
1955, and again in the eourse of his testimony bofore you yesterday,
Mzr. Chairman, the Secrotary of the Treasury pointed out that the
original objoctive of these two scetions was simply to conform tax
accounting with business accounting, and that it was nover intended
that these provisions would result m any substantial loss of revenuo
as a result of windfalls to taxpayoers.

IIe added, however, and 1 quote from his prepared statement, that
“The objective of trying to conform tax accounting with business
accounting is still o sound one.” Wo submit for your consideration
the thought that where business accounting --ns in the case of the
railroads —must conform to regulations preseribod by public authority
there is no occasion for approhension that the availability of section
462 will rosult in indiscriminate estimatos giving rise to unduo sdvant-

ro to the taxpayer. For oxample, Mr., Chairman, it is cortain that
the Conmission would not, permit the setting u of resorves to cover
maintenance costs which has beon so froquently referred to in the
course of these hearings.  On the other hand, with respoct to vacation
pay acoruals, it is possible that the Government might realize a
windfall at tho oxponse of the railroads, through depriving thom of
any deduction for vacation pay in somo 1 year, as 1 shall point out.
in & little more detail in & moment.

Before discussing any specifie items, o general statement needs to
be made in tho_interest o} clarity, Tho accrual basis of accounting
requires the deduction of expense items at such time as will clearly
roflect income for the current taxable year (sce. 446 of the Internal
Revenue Code of 1954). There is now, and slways has been, an
arca of controversy with rospoct to the proper year for deduction of
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many different items of expoense which it was the purpose of section
462 to cure.  The deduction of such itoms is inherent in tho accrual
basis of accounting,

The Uniform_ System of Accounts for Railrond Companios pre-
seribed by thoe Interstate Commorcoe Commission (issue of 1952, at
p. 31) provides with respect to unaudited items affecting operating
accounts as follows:

When it is known that a transaction has oocurred which affects operating
rovenues or operating expenses, but the amount involved and its effest upon the
accounts oannot be determined with absolute accuracy, the amount thercof shail
bo estimated and included in the appropriate operating and balance-sheet accounts,
Any such cstimate shall be rmvixeg whenover and at the time a substantial change
i indicated and shall he finally adjusted a xoon as the exact amount is detormined,
Tho carrier is not required to anticipate items which would not appreciably
affoct the operating accounts,

Under this regulation, for example, two very substantial items of
linbility which tho railroads are not only permitted but required to
acerue on their books ave their linbilities for personal injuries and
freight loss and damage. Those liabilitics come into existence at the
very moment when the person is injured or the property is damaged,
but, for the first time the Internal Revenue Codo gave in section 462
recognition to such linbilities,  We think that there is no reason for
upprohension that the setting up of such reserves as these by railroad
companies will rosult in any undue advantage to the taxpayer. Con-
trariwiso, the real result 13 that for the first time tho taxpayor is
assured by statuto the right to deduct for tax purposes what always
should have been specifically recognized as deductible, We also
submit that insofar as railroad companies are concerned there is no
reason to fear that unjustifiable items will bo claimed, for the Intor-
state Commerce Commission certainly would not permit them to be
placed on the hooks,

The bill undor consideration would ropeal sections 452 and 462
rotroactively. In the meantime, railrond companies have made and

ublished their financial statements for 1054 reflocting their tax
inbility based on the law as it stood at the close of that yoar, The
consequence of retroactive ropoal would be that the railroads would
be placed in the position of having misstated their financial position,
Commitments no doubt have been made by theso companios and
stockholders have no doubt been led to alter their investmonts in
reliance upon statements accurately made under the law but which
would be renderod inaccurate by retroactive repeal of the provisions
of the 1954 code in question,

The Cramwman., Have you mado any estimato of the amount of
money involved, Mr. Preston?

Mr. Presron, 1 do not have & money figure in mind, Senator,

The Cramman, Is it substantial?

Mr. Presron. Well, in relationship to any such estimates as have
been offered to this commitice, looking to the revenue effect with
respect to overall industry, the revenue effect, of retention of this
section so far as the railroads are concerned, in view of the control of
the Commission over their accounts, would be only a fraction of the
estimates which you have heard. However, I do not have a firm
figure in mind.

Senator ManriN. Is there any way to sccure such figures? You
make the statement that “companies and stockholders have no doubt
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béen led to alter their investments.” Now, it would seemn to me, to
cause stockholders to alter their investmonts.

Mr. Presron. Senator, the point is that as to some railroads, some
given railroads, the sum is substantial, and might induce stockholders
to change their position. But overall in the railroad industry it is my
certain belief that the revenue loss is not of any great dimension.

Senator Martin. Thank you very much.

Mr. Presrton. If it be concluded that section 462 will have an im-
mediate revenuoe effect which requires that it be repealed or modified,
we urge that it be modified rather than repealed, and the modification
we urge is that the scction be retained in respect of the railroads,
whose accounting methods and practices are preseribed and super-
vised by duly constituted public authority.

Retention of the section in this restricted form would certainly not

permit any such wholesale reduction of taxable income as we under-
stand to be the basis for the proposed repeal of these two sections of
the Internal Revenue Code. If this apprehension persists, however,
we suggest that provision could readily be made to spread over a suit-
able number of years the revenue loss which might occur in the year
of transition. /And we do not attempt to suggest what that appropriate
period of time might be, Mr. Chairman. .
" If any further limitation upon the application of the section should
be decmed necessary, such an objective could readily be accomplished
by restricting the reserves to the specific items set forth in your com-
mittee’gﬁgeport on H. R. 8300 (Rept. No. 1622, 83d Cong., 2d sess.,
at p. 306).

l’:; this connection, of primary importance to the railroad industry-—-
and I would like to emphasize particularly the point I am coming to
now—is the matter of deduction for tax purposes of accruals for vaca-
tion pay. We think it of the utmost importance that the committee
clearly understand the situation with regard to this matter. Accruals
of reserves for vacation pay to which employces are entitled by reason
of service in a current year, but which will not become actually payable
until the succeeding year, have been regularly permitted and made by
the railroads. Such accrual was expressly authorized by a ruling of
the Bureau of Internal Revenue known as I. T. 3956, from which
Senator Smathers read a portion this morning, effective for 1941 and
subsequent years, This ruling has been revoked with respect to tax-
able years ending on or after June 30, 1955, and in that connection we
call attention to the statement of Mr, Robert A. Kagen, member, legal
advisory staff, Department of the Treasury, in the course of the hear~
ings before the Ways and Means Committee on March 11, 1958, at
page 75 of the transcript, to the effect that the Revenue Service re-
pealed that ruling on the belief that taxpayers who previously acted
under the 1947 ruling (I. T. 3956) would continue to take vacation pay
under section 462, :

With respect to vacation pay, therefore, the situation is that
accruals have regularly been made and recognized pursuant to a
ruling of the Bureau of Internal Revenue which the Internal Reyenue
Service has now revoked on the beliof that taxpayers who had pre-
viously relied upon the ruling would continue the accrual of vacation
pay under section 462. There is no question here of any double
deduction resulting from taking the tax benefit ol actual payments in
a given year and the accrual in the same yecar of prospective payments.
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The question is whether the railroads might be deprived of any
deduction whatever in 1 year on account of vacation pay. Far {from
o windfall to the taxpayer, this would result in a windfall to the
Treasury at the unjust expense of railroad taxpayers. We are confi-
dent that the administrative authorities could prevent this, for we
believe that our present vacation pay agreements fully qualify for the
accrual of the item under the regular provisions of law, and we would
hope they would do so. I, however, section 462 is repealed and
administrative relief with respeet to vacation pay is not forthcomin
under present law, then we think that legislative relief will be required
to prevent o rank injustice to tho railroads.

We have not overlooked the assurance given by Secretary Hum-
phrey to the Ways and Means Committee, and repeated before your
committee yesterday, Mr. Chairman, that revenue ruling 54-608,
which would effect the revocation of I. 'I'. 3956, will be permitted to
take gﬂ‘cct only with respect to taxable years ending after December
31, 1955.

I must say, Mr. Chairman, that I fail to derive much comfort from
the assurance of the Secretary that the status quo will be maintained
through 1955, for that seems to indicate that the Secretary fails to
realize that that would merely postpone the wrongful results from
1955 to 1956, which results in the fact that there would be a loss
of any deduction for vacation pay in 1956.

Mr. Chairman, in the course of his testimony yesterday, Mr,
Seidman indicated that your committee has under consideration what
he referred to as a staff substitute for outright repeal of 4725. In
that connection 1 should like only to say that it would certainly be
our hope that if any such measure is to be approved by your com-
mittee it at least have the breadth to cover dns matter of vacation
pay, and also the matter of liabilities for self-insured personal injuries
and property damage claims. These three items have been iisted
by your committee as within the original intendment of section 462
at the time you reported H. R. 8300.

That is all I have, Mr. Chairman, and I thank you very much for
the opportunity to appear.

The CHAIRMAN. 'lgmnk you very much.

Any questions?

(No response.)

The Cuamnman, The next witness is Mr. E. M. Fuller, chairman
of the American Cotton Manufacturers’ tax committee.

STATEMENT OF EDWARD M. FULLER, SECRETARY AND TREAS-
URER OF GREENWOOD MILLS, INC,, OF NEW YORK CITY, ON
BEHALF OF AMERICAN COTTON MANUFACTURERS INSTITUTE,
INC, : 0

Mr, FurLrer. My namo is Edward M. Fuller. I am secretary and
treasurcer of Greenwood Mills, Inc., of New York City, and 1 ap{)ear
here on behalf of the American Cotton Manufacturers Institute, Inc,,
whose headquarters are in Charlotte, N. C. The institute’s member-
ship comprises manufacturers of more than 80 percent of the cotton
broad woven goods produced in this country, and I might add, a
very substantial proportion of the goods woven from manmade fibers
or goods and a very substantial proportion of the woolen fibers manu-
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factured in the Nation. The purpose of my appearance is to oppose
glég repeal of sections 452 and 462 of the Internal Revenue Code of
4,

Everybody recognizes that for many years past corporate tax-
ayers on the accrual basis have been paying taxes on fictitious income.
hoy have been reporting taxable income which they knew full well

would be reduced, and in many cases had been roduced, on their
books because of existing or contingent liabilities for expenses of
vacation pay, returns and allowances and similar clearly foreseeable
expenses, At long last there has boen written into the tax law provi-
sions which correct admitted inequities which have prevailed longer
than they should. To the industry I represent, retroactive repeal at
this late date would only compound inc(]uitios and throw corporate
financing and accounting into a turmoil. It would, indeed, be a
tragic step backward.

o are, of course, aware of the attendant loss of revenue for the
transitional year. f{owovcr, surveys have indicated that this loss
will be very much less than that predicted only a few wecks ago.
Furthermore, from the testimony already furnished this committoe,
it is abundantly clear that the impact on the revenucs in the transi-
tional year can be minimized by a stretch-out of the deductibility of
the initial reserve. We recommended a 3-year stretch-out before
the committee on Ways and Means of the House. We would accept
any stretch-out, even up to 10 years, if it would preserve the basic
principles of these scctions in the law,

‘Wo are aware, too, of the one-time threatened abuse of section 462,
Wo concede that as it now stands section 462 is perhaps too broad
providing that the scope of the election made under the section “shall
a%ply to all estimated exponses attributable to the trade or business,”
Admittedly, this opened the door to speculation as to whether a
deduction would be lost entirely if not reserved as an estimated expense
and caused some corporations to believe that they wero entitled to
and, in fact, wero required to set up cstimated expenscs for items
not closely rolated to the income of the tax year. Expenses of repair
and maintenancoe, stated by the Secretary of the Troasury before this
committee to be the biggest worry to the Treasury Department, are
an example,

Accordingly, we are in thorough accord that section 462 should be
amended to provide for specific items which concededly are properly
accruable and directly related to the tax income for the year of the
election. Wo suggest that such items include vacation pay, sales
returns and allowances and related repayment of commissions, {reight
allowances, product warranties and guarantics—but only for a limited
period of time, perhaps 5 yoars, cash and quantity discounts, and
discounts for anticipations.

My association’s tax committee and the associntion’s mombership
submit to you that if the items of expense are limited on a realistic
basis and if the deduction for the initial reserve in the yeur of election
is strotched out over a period of years as proposed the net loss of
revenue will not be more than $30 million a year over a 10-year period.
We state most sincere]i: that this is & small price to pay for the lon,
overdue correction of the inequities of the past arising out of the fail-
ure of tax accounting to recognize sound business accounting fprinciples.

We know that this committee has already heard much of the hard-
ship and confusion which would follow retroactive repeal of these sec-
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tions. Wo produced before the Committee on Ways and Means
numerous examples of this in our industry and read mto the record
there telograms from mills in eight Statos stretching from Maine to
Alabama. Let me read only one of those: From Danville, Va., Mr.
W. J. Erwin, president and treasurer of Dan River Mills, wired this
to me:

We urge you ay chairman of the ACMI tax committee to protest * * * the

roposed retroactive repenl of section 462 of the 1054 Revenue Code, part of
Y’ubllc Law enacted August 16, 1954,  Your immediate action is requested for
the following reasons:

1. Our annual report to our stockholders for the year 1954 has been published
and distributed hased upon our clection to avail ourselves of the provisions of
section 462 of the 1054 code as it now stands,

2. We have formulated and entered upon plans for machinery and equipment,
modernization for the retirement of preferred stock, and compliance with require-
ments of our long-term debt agreement, based upon cash forecasts which took
into account the provisions of section 462, .

Apart from the subrlantial increase in our 1064 tax liability should section
462 bo retroactively re{maled our comyuny will have quite serious problems of
adjustment to this wholly unexpeeted change in the rules,

3. We in company with all other accrual-basis corporations, made the election
of section 462 in good faith. Should the section be repealed the confidence of
business in general in the administration of the Federal tax laws will be seriously
undermined to the detriment of all,

There is an example of how retroactive repeal of this section would
cut across commitments already made. So would repeal embarrass
and confuse corporations subject to the Sccurities and Exchange
Commission. regulations. 1t is now too late to make any revisions
in this material by corporations who report on the basis of a 1954 tax.

May I submit another illustration of undue hardship and downright
inequity. This is an actual case. One of the great mill organiza-
tions among our membership established and deducted in a prior
year (I believe it was 1943) a reserve for vacation pay. This was not
a mill with a union contract. The Internal Revenue Bureau dis-
allowed the item and the company paid the deficiency.  Proceedings
to recover the payment were pending at the time seetion 462 became
law, Thercupon, the Internal Revenue Bureau approached counsel
for this taxpayer and pointed out that section 462 “has now taken
care of your situation” which, in fact, it had, and the Bureau per-
sunded the taxpayer to abandon its efforts to recover the deficienc
and to sign a warver, which it did. If section 462 is now repealed,
this case will bo a striking illustration of the unfairness of changing
the score and the rules after the game has been played.

We understand that, at the request of this committee, there has been
Presenwd to it by the stafl of the Joint Committee on Internal Revenue
Taxation a proposal for amendment of the statute in lieu of outright
retroactive repeal. If our understanding of this proposal is correct,
it limits the items deduetible under section 462 to product warranties
or guuranties and service contracts, cash and quantity discounts,
vacation pay, freight allowances, and repayment of commissions. We
beliove, as I indicated before, that the item of sales returns and allow-
ances is properly accruable, fairly ascertainable, and should also be
included. Thus restricted, we believe that section 462 would be
realistic and workable without resulting in any undue revenue loss,

We understand further, however, that the offect of this proposal—I
mean the stafl 1l)roposul-—~would be to disallow completely the tax
deductibility of the reserve to be set up in the year of ef()sction‘ When
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the Revenue Code of 1954 was first considered, it was recognized that
there would be some revenue loss in the year of transition. It was
recognized that there would be a price to pay in order to rectify the
wrongs in the past and put all taxpayers on an even footing, We see
no reason why that concept should be changed, and wo urge that the
impact on the revenue be minimized by a stretchout of the transitional
bulge rathor than by what amounts to the disallowance of a deduction
for expenses actually incurred.

In conclusion, therofore, it is the request of the American Cotton
Manufacturers Institute that sections 452 and 462 be retained in the
law with safeguards providing specifically the types of reserves allow-
able, and we have referred to t‘k)lose that we suggest, and to provide
that the deductibility for tax purposes of tho reserves be spread or
stretched out over such period of years us to this committee scems
necessary and advisable.

Mr. Chairman, we thank you very much for holding these hearings.
In looking over the list of witnesses to appear we don’t see_anyone
from the office of Mr. T'. Coleman Andrews, Director of the Depart-~
ment of Internal Revenue.  We have heard rumors that My, Andrews
and his associntes feel that sections 452 and 462 might well be and
in fact should be retained in the law and that the stretchout as pro-
posed almost unanimously by industry would be the answer to the
question. T respectfully suggest, sir, that perhaps you would like
to hear Mr. Andrews, or at least have a communication from him
because, as you recall, the Secretary of the Treasury secemed to fecl
that there were great administrative problems involved, and that
such a stretchout proposal couldn’t work for that reason.

Another thing [ would like to say is that we understand the Depart-
ment of Commerce likewise favors the position which industry is
taking here on this issuo.

Mr. Chairman, we thank you for the privilege of appearing before
your committec.

_ The Caairman. Thank you very much, Mr. Fuller.

Any questions?

(No response.)

The CuairmMaN. The next witness is Mr. Robert A. Seidel, Radio
Corporation of America.

STATEMENT OF ROBERT A. SEIDEL, EXECUTIVE VICE PRESIDENT,
RADIO CORPORATION OF AMERICA

Mr. SeEL. My name is Robert A. Seidel. I am executive vice
president of the Radio Corporation of America in charge of consumer
products and also a director of the RCA Service Co., Inc., which is a
wholly owned subsidiary, We are grateful to this committee for
holding public hearings on this repeal bill so that this most important
measure may be fully understood and frankly discussed.

T am here to speak only in support of section 452, even though RCA
and its subsidiaries have a larger financial stako in section 462. We
recognize that section 462 involves a great deal of revenue because it
affects practicelly every corporate taxpayer. We also recognize that
section 462 in its present form may be susceptible of abuse.” Section
452, on the other hand, corrects hardship for a rather small number of
businesses which now suffer severe discrimination; it does not involve
any substantial amount of revenue; and it is not susceptible of abuse.
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Lot me first describe the role of prepaid moneys and fees in the TV
service industry. :

The people who purchase T'V sets want to be sure that their sets are
kept in good working order, So many of them buy TV servico con-
tracts, which generally run for a term of oither 1 or 2 years. The
RCA Service Co. sells such contracts, as do a large number of other
service companies. The great majority of such other companios
would be classified in the small-business category.

Service contracts are usually sold at the same time the sets are
sold. 'Typically, therefore, payment for o TV service contract will
be received at the time the set is sold, but the service company’s cost
of fulfilling that contract will be incurred during the following year
or 2-year period. Such a contract may sell for $50 today to cover the
sorvice company's liability for the ensuing 12 or 24 months.  On such
a transaction, we, and all other service companies have been required
by the Treasury to report the $50 receipt as if it were an immediate
profit and to pay a tax of roughly $25 on it. Obviously, this is an
unfair and unrealistic method of taxation. Incidentally, further to
aggravato this situation, telovision sales are seasonal, and a substan-
tially greater portion of the receipts for the sales of television service
contracts occur in the fall of the year.

In 1948, when the television business began to grow and the RCA
Service Co. was confronted with this problem of having to pay an
income tax on what clearly was not income, we went to the Burean
of Internal Revenue and asked for a ruling similar to a ruling which
magazine publishers obtained in 1940. This ruling allowed the pub-
lishers to report income from prepaid magazine and newspaper
subscriptions over the period covered by the subscriptions. We quite
naturally assumed that what was right for the publishers would be
right for us. We pointed out that, like the publishers, we, in cal-
culating our income, accrued income from TV servico contracts only
as earned. We stressed that this was the basis of our reports to
stockholders and to the SEC.

As a matter of fact, we couldn’t sleep at night were we to include
customers’ prepayments for service as income on our books. It
would be d\e grossest misrepresentation, and certainly no public
accounting firm could, with a_clear conscience, certify a report to
shareholders or to the SEC which classified such funds as income.

During our discussions with the Treasury Department no one was
able to %listinguish our case from that of the publishers. And no
one denied that in principle we were entitled to the same treatment
as the publishers. However, we were told we couldn’t get the samo
treatment as the publishers because the publishers had for many
years prior to 1940 been reporting income for tax purposes only as
earncd, whereas we had never done so. TIn other words, wo were
denied the fair and equitable tax treatment given the publishors
because the TV service industry was a new industry.

The TV service industry labored under this discrimination until
Congress took note of the unfair tax treatment that the industry
and certain other industries were receiving, and incorporated section
452 into thoe 1954 Internal Revenue Code. That the Senate clearly
wanted to relieve the plight of the 'I'V service industry is shown by
the fact that prepaid income from TV service contracts is cited in
this committee’s report on the revenue bill of 1954 as a prime example
of what section 452 was designed to cover,
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I Section 4562 put other taxpayers having prepaid income on the
same equitable footing with the publishers, and was hailed as a long-
overdue corroction of inequity. In general, the T'V service companics
have elocted, or have planned to elect, under section 452, and have
made their capital commitments for 1955 on the basis of tax relief
under section 452. The proposed repeal of section 452 is a scrious
blow to them and could conceivably put some of the smaller servico
organizations out of business. The industry thorefore appeals to this
committee to save section 452. Howsver, we appeal even more
strongly to the committee to consider two Jevelopmont.s that would
perpetuate and aggravate the discrimination against us.

© The first is this: When the repeal bill was mntroduced, it becameo
apparent to the publishing industry, which had been permitted to
report income realistically under the administrative practice
sanctioned by the Treasury Department, that repeal of section 452
would constitute Congressional repudiation of the administrative
practice. This would cause the publishers to be taxed the same as
the TV sorvice companics have been taxed. However, at this juncture
the Secretary of the Treasury wrote a lotter, dated March 22, 1955,
tﬁ the Chairman of the House Ways and Moeans Committee, stating
that—

the Treasury Department will not consider the repeal of Section 452 as any
indication of Congressional intent as to the proper treatment of prepaid subserip-
tions and other items of prepaid income,

We fully agreo with the Secretary’s ruling, and note that he made
it notwithstanding the fact that upwards of $50 million of tax rovenue
was involved in the case of 12 magazine publishers. We must be
absolutely cortain that our industry is accorded the same equitable
treatmont.

Very soon after the Scervetary’s letter, the press reported a recom-
mendation from the staff of the Joint Committeo that Section 452
be rewritten to permit the realistic treatment of only three specifically
enumerated typos of prepaid items, namely, newspaper and periodical
subscriptions, rents, and sorvico association dues and fees. The
last category, we are advised, covers dues and fees paid to -uch
organizations as automobile clubs, but not those paid to television
service organizations, :

The net effoct of this proposal is to extend for the first time to all
publishers, to landlords, and to the automobile clubs, the same
roalistic treatment horotofore recoived by a group of the more impor-
tant publishers, thus magniiying the discrimination against the TV
service men.

Coupled with this proposal we understand there is a proposal to
cover TV sorvice contracts in a greatly watered-down version of
section 462, which would involve no tax relief for 1954, 1t is my best
guess—just as a businessman who tries to follow legislative develop-
ments-—that section 462 will not survive in any form, but will he
repoaled.

{ relief under section 462 is proper, why not take care of the pub-
lishers, the landlords, and the automobile clubs under section 4627
Section 462 would be just as appropriate for them as for us.

All such propusals are unpalatable to our industry. Their effect is
to oxtend realistic treatinent to three additional groups but to continue
the discrimination against us under which we have chafed for many
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yoars. Wae trust that this committee will not place its stamp of
approval on anything so unreasonablo and unjust.

&"imo would not permit my answering the reasons that have been
advanced for the repeal of section 452,  However, I have a memoran-
dum demonstrating that tho reasons advanced are not valid and I ask
the committee’s permission to have the memorandum incorporated
a8 an appendix to my statement,

The Cuamrman, Without objection it may be incorporated.

(The memorandum referred to is as follows:)

ArranNpix— Rerry 1o e Two ArcuMmeNTs Tiar Have BreN AvvaNcep ronr
RerrAL or SncrTion 452

SBUMMARY

The sole ground cited in the report of the House Ways and Means Committee
for coupling repeal of seotion 452 with repeal of scotion 462 is the fear that tax-
payers might obtain the 1954 tax reductions they expected under section 462 “hy
changing the form of the transaction” and qualifying for section 452 rvelief, This
fear is wholly unwarranted,

It is now too late for taxpayers to change the forin of any 1954 transactions in
order to have prepaid income which would entitle them to make a section 452
election without the Secretary’s consent,

And section 452 itself containg the provision that clections to report post-1954
gropaid income under scetion 452 can be made only with the consent of the

ecretary. 1f the Seerctary believes that a taxpayer has changed the form of a
transaction so as to obtain section 462 relief under section 452, he has only to
withhold consent to the taxpayer’s election of section 452 coverage.

On the floor of the House, Representative Jere Cooper gave as & reason for
repealing section 452 that, if it were not repealed, many taxpayers would elect to
defer reporting of prepaid income but would take eurront deductions for commig
sions and other related expenses. The answer to this is to add a sentence to sec-
tion 452 requiring deferment of the related expense deductions if an election is
made to defer reporting prepaid income,

DPISCUBSION
1)

In its report on H. R. 4725, the House Ways and Means Committee has recown-
mended retroactive repeal of scetions 452 and 462 of the 1954 code, relating to
prt'ipaid income and reserves for estimated expenses, respectively.

he sole ground advaused by the committeo for recommending repeal of section
452 is that it could be availed of to do the work of section 462 and thus bring
about some of the rame losses of revenue that section 462 would occasion, The
report states at page 4:

“‘Proposals have been advanced that the income-deferring provisions of section
452 should be rotained in the law even though the estimated cx})ensn provisions
of gection 462 are repealed. It is contended that the revenue losd from section 452
in relatively insignificant in relation to the loss involved in section 462, Your
committes has given careful consideration to the possibility of such action, It
has been advised by the Treasury, however, that if section 452 is not repealed
at the same time scction 462 is repealed, s number of taxpayers who have reported
& greatly reduced tax lability by electing the benefits of section 462 would be
able to accomplish: the same result by electing to defer income under section 452,
For example, under section 462 it is Posail)le to set up a reserve for estimated
expenses attributable to fulfilling obligations of servicing and repairs under a

roduct guaranty, If section 462 only were repealed, it would be possible for

xpayers, simply by changing the form of the transaction, to defer undor section
452 that portion of income from the sale of the product which is attributable to
the liability for future servicing and rcgaim under the guaranty. It is, therefore,
decmed nccessary to repeal section 452 as well as section 462.”

It is doubtful whether it would be commercially feasible for many taxpayers
to change the form of their transastions 8o as to defer under section 452 income
which they would have been able to offset by reserves for estimated expensos
under section 462. But oven if the envisaged creations of prepaid income in

62620 eeeent
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businesses where none existed before were 8 practical possibility, there, would
be no substance to the Treasury’s argument that it is necessary to re;)ea.l section
452 as well as section 462 lest “by,chanﬁing the form of the transaction’ taxpayers
might achieve under section 452 what they are to be denied by the repeal of section

462, .

What the Treasury has overlooked is the fact that as far as 1954 transactions
are concerned it is no longer possible for taxpayers to ‘“‘change the form of the
transaction.”

And 1954 is the crucial year. Section 452 Eermits taxpayers to clect to defer
payment of tax on prepaid income without the consent of the Secretary or his
delegate only for the first taxable year beginning after December 31, 1953, and
ending after August 16, 1054,! Once that first year is past the consent of the
Secretary must be obtained and the usual revenue-saving conditions to the ap-
proval of & change in accounting method can be imposed,

The question might be asked whether a taxpayer who in 1954 had no prepaid
income might not, neverthsless, by making a “dry” election under 452 for 1954
and changing the form of the transaction currently, pervert section 452 in the
manner indicated and get the benefits without the consent of the Commissioner
in 1958, ' The answer clearly is no because, under the express terms of 452, a
valid election can be made only if the taxpayer actually has prepaid income in
the year of election.

In short, it is too late for taxpayers to change the form of their 1954 transac-
tions in order to get section 452 benefits; and if they change the form of their 1955
transactions the Treasury has full power under section 452 (d) (3) (B) of the
code to protect the revenue by withholding its consent to the election of section
452 benofits, @

« In the course of the House debate on H. R. 4725, Representative Jere Cooper
referred to & Treasury argument for the repeal of 452 that was not mentioned in
the report of the House Ways and Means Committee. He stated (101 Congrea-
sional Record, 3115-3116): )

“Moreover, the Treasury pointed out that under section 452 while a large

rtion of the income could be deferred the full.exl?ense could still be deducted
in the year in which all the income was received. For example, assume corpora-
tion X, a real-estate company in the rental business, rented on January .1, 1954,
a house for $200 a year for a period of § years, all of the rent to be paid in advance.
Under the contract the comganyweceived $1,000 in rent during the calendar
year 1954, Under section 452 this rent could be spread over a period of 5 years
and, therefors, the company would only have to report $200 rent for each of the
b years commencing with 1954, If the commissions and expenses of nogotiating
the lease amountad to $200, all of this expense could be applied under this section
‘against the $200 rent reported in 1954 and thus eliminate the rental income for
that year. Thisresult might havea serious effect upon therevenue, Accordingly,
the committee believed it important to repeal section 452 as well as section 462
and instructed the Treasury and joint committee staffs to make & study of this sec-
tion with the possibility of bringing in corrective suggestions.”

At least insofar as the example cited is concerned, the Treasury is in error;
under existing law it is well established that the commissions and expenses of
‘negotiating the lease could not be deducted in full in the year the lease is signed.
They would have to be deducted ratably over the 5 years, Gould-Mersereau
(21 B. T. A. 1318); I. T. 2263 (V-1 Cum, Bull. 66).

However, even the result described by F.epresentative CooPer is apparently
one considered acceptable to the Commissioner. His regulations covering the
suale of personal property on the installment basis expressly provide that, although
the gross profit is deferred, deductible items, including commissions and other
selling expenses, are to be deducted in the year paid or incurred, or paid or
accrued (Regulation 118, sec. 39.44-1 (a)). If it is novertheless desired to defer
‘deduotion of these items as well, however, it would be simple to amend section
452 (d) (1) by adding a sentence requiring deferment of commissions and other
directly related selling oxpenses. It is to be emphasized that adding such a

1 Bection 1.462-7 {¢) (1) of the proposed regulations goes beyond the statute and gives calendar year taxe
_payers not eleoting under section 4562 for 1054 an opgo(ite‘:nlty to elect under 452 for 1988 without the Com-
missloner’s consent (provided they file notlce of such election prior to June 39, 1056). This would open the
door to the abuse of section 452 which the Treasury cited as its reason for requesting 452’3 repeal, To avoid
4his result the Treasury has only to delete the proposed regulation~whicls would be of doubtful validity
anyway becauso at varionoe with the statute, i . :

R



v PRUBATD. INCOME AND RESERVE FOR ESTIMATED EXPENSES 77

sentence would not involve importing section 462-type relief for cortain taxpayers
into section 452 and thus cost the Government additional revenue., To the
contrary, it would cut down the benefit to taxpayers from section 452 and would
reduce whatever relatively small cost there woulg be to the revenue as a result of
keeping gaotion 452 on the statute books,
~ Mr. Semzrn. May I say in closing that our position in this matter
seems crystal-clear. The Treasury’s position in holding that advance
payments of customers for services to be performed subsequently is
taxable income scem untenable. We feel very strongly on this
matter, We have been subjected to unfair treatment in constantly
increasing amounts for over 9 years. Unless the committee does
recognize the clear-cut case of equity involved, we may have no
alternative but to incur the expense necessary to contest the legality
of this discrimination in the Tax Court. Such action, we believe,
would be in the public interest. Gentlemen, we, and hundreds of
smaller service companies, have been hurt. And that is contrary to
the testimony of Secretary Humphrey that no one would be hurt.

The CHAIRMAN. Any questions?

(No response.) T

The CuairmaN. We'thank you for your testimony, sir.

Mr, Seipgr. Thank you. R

The CuatrmMAN. The next witness is Mr. Fleming Bomar, of
American Automobile Associatioft. ™. "

; . ' ¥ T \\
STATEMEﬁT OF FLEMING‘ BOMAR, ATTORNEY FOR, AMERICAN
AUTOMOBILE, ASSOCIATION AND IfS AFFILIATED, CLUBS

OMAR. l\g name ié,’?leminé‘ omar/ I'am a partper in the
ington, D. C., law firfn of Ivins," Phillips & Barker. \I appear
in behalf of the A x&cqn Automobile Association and a sub-
stantinl number of its affiliated clubs, a list'of which will be filed at the
end of my statement:, Tho assodiation togsthef with its 'affiliated

£

clubs, located in every &;ta%te in t};? N nt} n have more than 2}4 million

memoboers. 4 i '\ H VAT ..
The'bill heforg you proposes to kj.ll”frétroactive!y two provisions of
the 1954 Internal Revenue Code which pll agree are desirable in prin-
ciple. Qne of those provisions; séction 452, 1s of ¢rucial irgportance to
all automebile clubs apd We urge its reténtion in the law;, amended to
conform with every suggestion ms;de to you bly the stdff of the joint
committee, which I will refer to as the staff plan. J“will discuss the

provisions of the staff plan a bit later, limiting my.femarks to section

I would like to add at this point, that §ecci6il 452 has been indicted
solely by means of guilt by assecietion, ™ All of the hullabaloo raised
has been over section 462, I would like to defend here and defend
exclusively section 452. I assumed the television people were going
to.be taken care of in 462, and therefore there is little reference to them
in this statement.

First, a brief background regarding the particular problems of auto-
mobile clubs. Prior to 1943, automobile clubs were exempt from all
Federal income taxes. Since 1943, the Commissioner and the courts
have held that the American Automobile Association and its affiliated
clubs are subject to full corporate income, surtax, and excess profits
taxes, despite the fact that they are organized as nonprofit organiza-
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tions without stock of any kind, and despite the fact that a very sub-
stantial part of their time and energy is devoted to activities which
are beneficial to the iublic in general,

An automobile club is in the rather unique position of being a tax-
able corporation which receives aubstantiglly all of its income in the
form of dues paid in advance for services to be pevformed in the
future. Since the action which you are considering affects substan-
tially all of the income the clubs receive, you w?lf approciate their
vital concern over your decision, T oo

Let me illustrate the accounting problem involved. Let us assume
that a club files its tax return on a calendar year basis and that its
only source of income is annual dues  f $12 per member. For purposes
of simplicity, let us assume that a club has only 1 member who joins
on December 1, 1954, and pays $12 dues in advance for services to be
rendered through November 30, 1955. Let us assume the club will
incur, normally, expenses of 95 cents per month or $11.40 per year, in
connection with this 1 membership. The club should wind up with
a 60-cent profit and pay a tax thereon.

The accounting profession agrees, and common sense requires, that
the proper method of kecping the books and records of the club is to
count $1 of the annual dues as income in each month of the member-
ship. In this manner, the income of the club is computed to be 5
cents per month. If section 452 is repealed, howéver, the club in
1964 must report $12 of incomo and only 95 cents of expense, and pay
a8 tax on a fictitious profit of $11.05 when its true profit in 1954 was
5 cents. Necedless to say, after paying its Federal income tax at
present rates, the club does not retain, after taxes, the $11.40 required
to provide the services to which the member is entitled.

rom the point of view of sound accounting it is obvious that the
net income of a club cannot be reflected accurately or realistically
unless dues are reported as income over the same period of time that
services must be rendered.

A number of automobile clubs have been using this method of
accounting for many, many years, even prior to the iime when they
were first subjected to Federal taxes, e accounting methods of
some of these clubs have never been (&gestioned. Other clubs have
been compelled to change their methods of accounting. to report all
dues as income when received. Two clubs are at present litigating
their right to report dues as income on an earned basis rather than a
received basis, One club, the books and records of which have been
audited by different revenue agents from year to yoar, has already
been required to change its method of reporting dues income for tax
purposes on five different occasions, and if H. R. 4725 is adopted,
that will coustitute the sixth change.

The retroactive repeal of section 452 will result necessarily in rank
discrimination, further litigation and utter confusion insofar as auto-
mobile clubs are concerned. Unlike newspaper and magazine pub-
lishers, automobile clubs have not been the gencﬁciari(»s of any special
ruling from the Commissioner of Internal Revenue approving sound
methods of accounting if used historically, although their case is
aqually meritorious. '

The Secretary of the Treasury has asked you to repeal section 452
and section 462 for two primary reasons. One of his reasons is that
1954 revenues will be reduced mare than was anticipated, the other

.
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is that these provisions are too broad, would be difficult to administer,
and would cause a lot of controversy and lawsuits.

With all deference, we wish to explain that these objections, even
if valid, do not apply to section 452, particularly if amended to con-
form with the stuf? plan. The revenue reductions under section 452
are oxtremely small when compared to section 462. The problem of
double deductions or concentration of deductions in 1 year is not
involved in section 452. And in lieu of causing litigation, the reten-
tion of section 452 in the form suggested in the staff plan would settle
for future yoars much existing litigation. It should also be understood
that when the Secretary refers to administrative difficultios caused by
estimated reserves, he refers to section 462; for section 452 is con-
cerned only with the proper year for reporting known amounts of
income received in advance and no estimates whatsoever are involved.

In short, substantially all of the criticism of these provisions has
been directed exclusively to scction 462, and not section 452. While
these two sections may be cousins, they are not Siamese twins and it
would be entirely possible at this time to retain one in the law without
the other; if you kill one it does not follow that the othor should die
antomatically.

The legislative history of section 452 and the Ipro osed regulations
promulgated by the Commissioner make it absolutely clear that this
section was intended to cover primarily advance rents, prepaid sub-
scription income, and club dues. Reference in the committee reports
is also made to warehouse fees, ticket sales, car tokens, and television
service contracts,

Under the staff plan, which I will discuss briefly, the scope of sec-
tion 452 would be limited by statute to (1) prepared rental income,
(2) prepaid newspaper and magazine subscriptions, and (3) service
agsociation dues and fees. By enumerating the types of income to
which this section applies, it is divorced irrevocably from section 462
and there is no possibility that a taxpayer can switch from one section
to the other as was feared by the Ways and Means Committee.

If other types of prepaid income are found in future years to qualify
for section 452 treatment, and I must say the preceding speaker have
such a case, the statute could be broadened to cover them.

The staff plan in addition to restricting the scope of section 452 adds
several necessary safeguards:

First, a requirement would be written into the statute that the books
and records of the taxpayer must be kept on a basis reflecting the de-
ferral of ?repuid income before the tax returns could be filed on such
basis. This provision would limit further the scope of this section,
and has our approval.

Second, a provision would be written into the statute requiring that
expenses directly attributable to prepaid income be deferred and de~
ducted over the same period of time that the prepaid income is re~
ported for tax purposes. This suggestion conforms with sound ac-
counting practices, and we also approve it.

And finally, the stafl plan recomunends, and we wholcheartedly
approve, a statutory provision to the effect that there is no congres-
sional intent to disturb prior accounting practices which have been
approved by the Commissioner for tax purposes. Without such a

rovision the repeal or the limitation of the acope of section 452 will
e used as a sword in.the future rather than a shield.
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The principles of accounting approved by section 452 should have
been authorized by statute many years ago. Without such provisions,
certain types of gross income have been taxed improperly before
earned. The only problem which arises from the retention of this
section relates to tho scope of its application. Woe urge the committee
to solve that problem bgr restricting the scope of the scction to the
clear cases which the Congress intended to cover originally. Cer-
tainly, prepaid rents, prepaid newspaper and megazine subscriptions
and prepaid club dues constitute clear cases, whicﬁ require no further
study, and should be covered now, We therefore urge your whole-
hearted approval of the staff plan for rotaining section 452. If your
approval is granted, some income which would have been taxed in 1954
under prior law will not be taxed until 1955 or future years, but the
amount be small and within original budget estimates, I am advised.

Surely this is & small price to pay for the correction of an obvious,
long-standing inequity.

he Cusirman. Mr. Bomar, at the bottom of page 5 you say,
“And finally, tho stafl plan recommends and we wholehcartedf;r
approve, a statutory provision to the effect that there is no con-
ressional intent to disturb prior accounting practices,” and so forth.
ou think that is not covered in this repeal legislation?

Mr. Bomar. I don’t think it is covered adequately.

The CHAIRMAN., Any questions?

Senator Bennerr. I would just like to make one comment, I can
understand your testimony that you are perfoctly willing to scuttle
462, and then on the bottom of page 5 you say that a provision should
be written into the statute requiring that expenses directly attributable
to prepaid income be paid and deducted. You seem to be saying
that you want the benefit of 462 for your particular type of industry,
but you are willing to see it go down the (Ymin for all the others.

Mr. Bomar. We, as a mattor of fact, approve the retention of 462
in the law and would like to see it retained exactly as Mr. Setdman
wants it. Insofur as this expense item is concerned, that has the
opposite effect. We are not getting an advantage there but are
getting hurt. If you collect prepaid income, for example, and pay
a commission immediately in connection with it, that provision would
‘require that you spread the deductability of the commission over
the same time as you report the prepaid income, and you could not
deduct it when you paid it.  So it has the opposite eflect,

Senator BenNurr, It scoms to me that these two principles rise
and fall together. If you are going to spread prepaid income you
ought to spread on the same principle prepaid expenses, Now, do
I understand you to say that you prefer to deduct your expenses
when they occur but you want to spread your income forward?

Mr, Bomar. No, if the expenses are connected with tho prepaid
income they should, no matter when paid, be deductible only over
the same period of time that the income must be spread.

Senator Bunnmrr, T agree that that is sound. But that also goes
over into the basic principle that we should treat the expense side of
the thing on the same hasis ns we treat the income side.

Mr. Bomar. That is true, '

Senator Benngrr. T have listened to your testimony very care-
fully, and I was impressed by the testimony you gave in which you
were anxious to.impress the committee that these were not Siamese
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twins but that you could hold on to 452 and scuttle 462, and T got
from that testimony the impression that you are anxious to see~—if
you couldn’t have them both you wanted 452.

Mr. Boman. That is correct,

Senator Bunnerr. So in effect you are taking ecare of vour own
situation but you are not standing up for the principle which T think
is involved here on hoth sides of the fence,

Mr. Bomar. T do stand up for the principle, sir, But in the 15
minutes that T had T felt that time permitted me only to defend sec-
tion 452, in which I am primarily interested.

Senator Bunnerr, T am glad to get that straight.,  You would like
the committee to know that you arc us cager for the rotention of 462
as you are for 4527

Mr. Bomar. Yes., But I would like to point out that the adminis-
trative difficulties of which the Secretary complained cannot apply
with equal force or with any force to scction 452. You are dealing
with known quantities of income received in advance, the sole ques-
tion is the proper year of paying the tax and including those amounts
in taxable mcome. There are no estimates, no uncertainties.

The CuairmMan. Have you made any estimate of the Joss under 452
as compared to 462?

Mr, Bomar. Mr. Seidman estimated yesterday that the losses over-
all would be around $50 million. That assumed the retention of see-
tion 452 as written. If scction 452 is restricted as the stafl suggests
it is my understanding that 85 to 95 percent of the newspapers are
alveady on that basis, and T can’t understand how there could be
much foss there. 1 am advised by the real-estate board that the pre-

ayment of rent is a relatively unusual situation, and would involve
itile or no loss of revenues. ' Tnsofar as automobiles are concerned,
there are several millions of dollars involved, less than five.

I would estimate that restricted as the staff suggests, the overall
losses shouldn't exceed $15 or $20 million, but Mr. Stam should be a
much better judge of that than 1 am,

Senator Brnngrr, Thank vou very much.

(Mr. Bomar subscquently submitted the list of affilinted clubs of
the American Automobile Association:)

ArriLIATED CLUBS OF AMERICAN AUTOMORILE ASSOCTATION

AAA Motor Club of Harrisburg, Harrisburg, Pa,

Alabama Motorists Association, Birmingham, Ala.

Arizona Automobile Association, Phoenix, Ariz,

Arkansas Automobile Club, Little Rock, Ark,

The Auto Club of Berkshire County, Pittsfield, Mass,
Automobile Club of Central New Jersey, Trenton, N, J.
Auto Club of Hartford, Hartford, Conn,

Automobile Club of Michigan, Detroit, Mich.

Automobile Club of Missouri, St, Louis, Mo,

Automobile Club of New York, New York Clity
Automobile Club of Philadelphia, Philadelphia, Pa,
Automobile Club of Pittsburgh, f’ittnburuh, Pa.
Automobile Club of Rhode Taland, Providence, R. 1.
Automobile Club of Southern California, 1.os Angeles, Calif.
Auntomobile Cluf of Southern New Jersey, Camden, N. J.
Automobilo Club of Washington, Seattle, Wash.

Beaver County Motor Club, Rochester, Pa.

Bedford County Motor Club, Bedford, Pa,

California State Automobile Association, S8an Francisco, Calif.
Carolina Motor Club, Charlotte, N, C
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Chicago Motor Club, Chicoago, Til,

Cleveland Automobilo Club, Cleveland, Ohio
Crawford County Motor Club, Meadville, Pa.
Dallas Automobile Club, Dallas, Tox,

Georgia Motor Club, Inc.,, At sinta, Ga.

Idaho State Automobile Associ vion, Boise, 1daho
Inland -Automobile Association, Spofmnc Waal,
Lancaster Automobile Club, Lancaster, Pa.
Louisville' Automobile Club, Louisville, ](y.

Mercer County Motor Club, Greenville, Pa,
Minnesota State Automobile Associntion, Minneapolis, Minn.
Montans Automobile Association, Holena, Mont.
Motor Club of Towa, Daveuport, Iowa.

Kellys White Deer Motor Club, New Columbin, Pa,
North Dakota Automobile Club, Fargo, N. Dak,
The Ohio State Automobile Association, Columbus, Ohio
Oregon State Motor Association, Portland, Oreg,
Reading Automobile Club, Rcmfing, a.

St Petersburg Motor Club, St. Pefersburg, Ila.
Schnyikill County Motor Club, Pottsville, Pa,
Tampa Motor Club, Tampa, Fla.

Uniontown Motor Club, Uniontown, Pa,

Valley Automobile Club, Trafford, Pa,

Washington County Motor Club, Washington, Pa.
White Rose AAA Motor Club, York, Pa.
Wilkinsburg Auto Club, Wilkinsburg, Pa.

The Cuammman. Any further questions?
No response.)
he Crameman, Thank you very much,
The next witness is Mr, Chester M. Edelmann, Amorican Retail
Federation. .

STATEMENT OF CHESTER M. EDELMANN, TREASURER, H. L.
GREEN CO., ON BEHALF OF THE AMERICAN RETAIL FEDERA-
TION

Mr. Epsimany, My name is Chester M. Edelmann. I am
treasurer of the II. L. Green Co., Inc., which operates 141 variety
stores (5 cents to $1 stores) in the United Statos.

I am appearing on bohalf of the American Retail Federation which
is composed of 64 State and National retail trade associations repre-
senting more than 700,000 retail stores in the United States, The
latost available data indicate that there are 7.6 million persons em-
Eloyed in 1.8 million retail stores doing an annual volume of $173

illion, Thus the average retail store is small with averago gross
receipts less than $100,000. The American Retail Federation repre-
sents a large part of this important segment of our economy.

Probably the greatest accomplishment in the enactment of the
Internal Revenue Code of 1954 ims been conforming tax accounting
as nearly as possible to sound business sccounting. Sections 452
and 462 are the heart of these accounting principles.

It is safe to say that no two sections received as much publicity and
discussion by lawyers, accountants, tax executives, and tax scrvices,
a8 did 452 and 462, It is therefore difficult to understand how such
reputable newspapers as the New York Times and the New York

orld-Telegram referred to these provisions as loopholes giving busi-
ness concerns an unex&)cctod windfall, Even Secrotary of the Treas-
ury, George M. Humphrey, was quoted as having told the Committee
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on Ways and Means of the House of Representatives that “he knew
nothing about it at all.”

There has been a lot of loose talk, even by those who really kuow
better, about theso sections providing double deductions, windfails,
otc. Nothing could be further from the truth.  Neither the 1939 nor
the 1954 Code permits a double deduction of the same item. For
many years taxpayers and their representatives have rightly com-
plained about being unfairly and unjustly taxed on income not earned,
and about not being permitted to deduet all the reasonably known
expenses incurred in the production of income. At long last, the
Treasury, congressional committees and Congress itself recognized
these inequities of the 1939 Coode and had the moral cournge to corroct
the injustices of the past by providing a transitional period and a

ermanent going forward period where tux accounting and recognized
yusiness accounting prineiples would coincide,  With respect to sec-
tion 462, the taxpayer was knowingly permitted to deduct in 1954 the
expenses he paid in 1954 attributable to bis 1953 operations which had
not boon allowed as a deduction, and in addition, he was knowingly
permitied to deduct a reasonable amount of future ¢xpenses toﬁ)e
meurred in connection with his 1954 operations,  Thus in the transi-
tion year 1954 2 years’ deduetions were knowingly compressed into 1

ear. There was no double deduetion, no windfall, no loophole.
here was a correction of a gross inequity,

No one has ever questioned the soundness or the desirability of the
principles of sections 452 and 462, Experience however now indicatos
that certain improvements ean be made to make their use more
effective and less controversial,  Qutright repeal is not the answer.
It is about as sensible as recommending that the way to cure a
headache is to cut off the head. :

There can be no doubt that as scetion 462 was enacted it was
likely to lead to many abuses. The proposed regulations attempted
to cure some of them. Then in February 1955 Representative
Herbert Zelenko, of New York City, announced that the loss of
revenue to the Government due to the operation of this provision
would amount to $5 billion. Other estimates were $1 billion and
upward,

Essentially the difficulties with section 462 are administrative and
fiscal. Many qualified professional organizations such as the Amer-
ican Institute of Accountants, and Federal Tax Forum, have made
suggestions which we think will reduce the problems of administration
to & minimum. We endorse the following recommendations:

1. Require the “Rescerves for estimated expenses” be set up on our
taxpayer’s books by a charge to operations.

2. Restrict the items coming within the seope of this section to the
ones mentioned in the committee reports,

3. Permit the taxpayer to deduct any or all of the permissible
categories,

e think that curing the disease is better than killing the patient,

The fiscal difficulty has been grossly exaggerated, %’h(\ sampling
of the American Institute of Accountunts that the revenue effeet for
the year 1954 is likely to be less than $500 million should be welcome
news to the Treasury, Suggestions have alrendy been made to the
Committee on Ways and Means that the revenue cffect for 1954 be
spread over a period varying from 3 to 10 years. We favor a Seyear
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poriod as recommended by the National Association of Manufacturers,
This is not a revenue loss. It is merely an acknowledgmeont that the
Treasury has unjustifiably collected this amount in prior years and
is now rightly refunding it. There is no more of a loss involved than
when the Treasury pays back $500 million it has borrowed from its
citizens,

There is a very good reason why the stretchout should be limited
to 5 years. Assuming a transitional cost of $500 million, the annual
effect on the revenues would be a reduction of $100 million for the
next 5 fiscal years. However, this will be more than offset by an
additional $150 million which will flow into the Treasury each year
for the next 5 fiscal years due to the advance payments required of
cortain fiscal yoar corporations. For details soe page 139 of Roeport
No. 1622 of the Committee on Finance, United States Scnate, dated
June 18, 1954.

. It is therefore apparent that a 5-year stretchout could be accom-
plished without any net cffcet on the revenues. In the intercst of
economical administration it is suggested small amounts be allowed
in full the first year—gradually increasing to a 5-year spread under a
gealo as follows:

Period of

recorery

Revenue effect: (years)
Less than $10,000. . ..o e acie e iama 1
$10,000 to $25,000.. 2
$25,000 to $50,000.. 3
$50,000 to $100,000 4
$100,000 8NA OVEF - oo ice e e a b e 5

Mpr. Chairman, in view of recent reports in the newspapers it is
difficult to see that there is any fiscal problem at all.  In the last few
days the CED has announced that the 1956 budget could be balanced
after providing substantial tax reductions to individuals and corpora-
tions, It has also been roported that the President’s Business
Advisory Commitice has informed the President that the likely
continuance of the present rate of industrial activity will likewise

ermit tax reductions in 1956. And only on Monday of this week the

ew York Times reported that a newly formed Senate—House
subcommittee of 3 Democrats and 2 Ropublicans, with Representative
Wilbur B, Mills, of Arkansas, as chairman, will study the most effective
mothods of tax reduction. Surely these reports do not indicate that
the Treasury is justified in asking outright repeal of sections 452 and
462 considering the concessions that the taxpayors themsclves aro
willing to make.

But we are not concerned merely with technical tax matters. There
is the greater problem of morals and justice. If Congress expects the
taxpayer to be fair with the Treasury, then Congress must be first
fair with the taxpayer. Congress has never repealed retroactively
any provision of & taxing statute to the detriment of the taxpayor.
Many taxpaycrs have already closed their books, sent their certified
statements to stockholders, creditors, and have filed their income-tax
returns on the basis of the 1954 codo. The retroactive repeal of
sections 452 and 462 because of certain administrative and fiscal
difficalties, most of which have been exaggerated or which can he
readily cured, would establish a dangerous precedent.

It has heen reported that the Treasury has about 70 changes to
recommend-—changes to cure defects in the present code.  Yesterday
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the Secretary said that a number of these were relatively unimportant.
Tt has not asked that these changes be made retroactive and as a mat-
ter of fact no congressional committee has sought action on them,
If any of these 70 changes are enacted in 1956 will they be retroactive
to 19547 How can you expect taxpayer confidence in a government
that changes the rules in its favor after taxpayers acted in good faith
in reliance upon those rules?

i Mr. Chairman, you are admired for your integrity and fiscal sound-
ness and your zeal for a balanced budget. But there are some things
that are even more important than these material aims.  Foremost is
moral integrity. ‘There is no substitute for it-—not even a balanced
budget. In 1954 you gentlemen had the moral courage to correct a
patent injustice by enacting sections 452 and 462. Do not let political
or fiscal uxFedioncy swerve you from the sound economic and tax
principles that these sections represent.  In conclusion, as an active
Christian layman, I would like to paraphrase Matthew 16: 26—
For what is & man profited if he shall gain the whole world and lose his own soul?

What shall it profit the Treasury to gain $500 million and lose the
respect and confidence of the American taxpayer?

Senator Bunnerr (presiding). Thank you, Mr. Edelmann. T am
sorry that the chairman was not here to hear the paragraph on the
bottom of page 5 which was specially addressed to him. And I will
ask Mrs. Springer to see that it comes to his attention directly.

Mr. Epxumann. Thank you.

Senator BunnNurr. The chairman had to leave for another appoint-
ment. e has directed me to recess these hearings now, tmdI they
will be taken up again in this room at half past 2 with Mr. Tye as
the first witness. e are now in recess.

(Whereupon, at 12:45 p. m., a recess was taken until 2:30 p. m.
of the same day.)

AFTERNOON SESSION

The Cramman. Other members of the committee will be present
shortly.

The first witness will be Mr. Tye, special tax counsel, National
Association of Tnsurance Agents.

1 am sorry there are not more of us here, but at least we will get
your views in the record, and we shall be pleased to have them.

Mr. Tye, will you proceed, please?

Mr. Ty, Yeos, sir.

STATEMENT OF CHARLES W. TYE, SPECIAL TAX COUNSEL,
NEWARK, N. J,, ON BEHALF OF NATIONAL ASSOCIATION OF
INSURANCE AGENTS, NEW YORK, N. Y.

My, Tyr. Lam Charles W, Tye, attorney and special tax counsel to
the National Association of Insurance Agents. My statement is made
on behalf of National Association of Insurance Agents, a voluntary
membership association numbering in oxcess of 32,000 insurance
agency membors.,  Included in this membership are an estimated
150,000 individuals, duly licensed by the respective States, who are
proprietors, partners, or corporate prineipals in the firms and corpora-
tions which comprise said insurance agency members, The agencies
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represented by this association are almost entirely in the category of
small business. This organization is comprised of independent
businessmen who specialize in the production and servicing of policies
of fire, casualty, surety, marine anX all other lines of general insurance
for clients ranging from the smallest: householder or automobile owner
to the largest industrial corporation.

Woesincerely appreciate the opportunity to appear before the Senate
Committee on Finance today in order that we may respectfully urge
that this coimmitico make every effort to retain the desirable sub-
stantive provisions of sections 452 and 462 of the 1954 code. On
behalf of the small businessman whom we represent, we are exprossing
our hope that this committee will see fit to recommend the amendment
of sections 452 and 462 rather than outright repeal, in order to preserve
the sound tax accounting provisions contained therein and which
provisions are espocially appropriate to the acecounting operations of
the average insurance agoncy. In fact, thoe financial statement of an
insurance agency would more accurately reflect the financial status
of the agency under the accounting theory expressed in these two
sections.

That insurance agency taxpayers hailed the enactment of scctions
452 and 462 is quite understandable since they havo been plagued
for over 20 yvears by the Supreme Court decision in the caso of Brown v,
Helvering (201 U, S. 193), which, largely basod on the “claim of
right” doctrine promulgatod in North American Oil Consolidated v.
Burnet (286 U. 8. 417), denied to insurance agents the tax accounting
treatment contemplated by scctions 452 and 462,

It is significant that ceven prior to the Internal Revenue Code of
1954, there was evidence of reluctance on the part of the courts to
carry the provious judieial interpretations to the drastic lengths
dictated by a continuance of the distortions inherent in the arbitrary
application of the “claim of right” doctrine. For example, in a recent
case involving an insurance ageney, Leedy-Glover Realty and Insurance
Company v. Commissioner (13 T. C. 95, affirmoed 184 I, (2d) 833), the
decision of Brown v. Helvering, supra, was distinguished in detormining
when income had been received for tax purposes, based largely on a
showing of services to be rendered by the insurance agency. The
court states:

The facts are, however, that the commissions were not fully earned, hecause of
petitioner’s obligation to serviee the policies over their full terms, * % *

Similarly, in the recent case of Beacon DPublishing Company v.
Commissioner, decided on January 3, 1955, by the United States
Court of Appeals for the Tenth Circutt, the court did not follow the
rationale of Brown v. Helvering, supra. The question presented in
this case was whether sums received for prepaid newspaper subscrip-
tions should have been included in the taxpayer’s income for the year
in which they were received or prorated over the unexpired subscrip-
tion period. The court declared that the obvious pui pose of sections
41 and 42 of the 1939 Internal Revenue Code was to obtain from the
taxpayer a return reflecting its trueincome and to treat income received
and deductible disbursements consistently. 'The court, as a practical
matter, repudiated the “elaim of right” doetrine as being inapplicable
to many types of situations theretofore subjected to the doctrine.
Rigid application of the “claim of right" dectrine would; in the court’s
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opiuion, result in a distortion of the taxpayer’s taxable income in
most cases, The court statod:

Plainly, soction 42 (I. R. C, of 1930) contemplates that prepaid sums can ho
returned in & year other than whon received, It says that insome shall be included
in the taxable year reccived “‘unless under methods of accounting permitted under
goction 41, any such amounts are to be properly accounted for as of a different
period.” This is not a case where tho Comumissioner has exercised his broad dis.
cretion to require a mxpaycr to adopt an accounting method which will clearly
reflect income, but is one in which ho has improperly applicd a legal principlo.

We believe that the judicial trend is toward the view that tax
provisions of the law.shodld bi: in harmony with generally accepted
accounting principles, which judicial trend obviously had considerable
bearing upon the deliberations of the Congress in the enactment of
sections 452 and 462, We believe the Congress should repeal statutes
which cover accounting principles alveady sanctioned by the courts
only under very compelling circumstances.

Inequities in the former tax laws affecting insurance agencios, such
as those which are members of this association, have been outlined in
detail in previous presentations to the House Committee on Ways and
Means. However, a brief summary of one set of circumstances
which led to tax inequities in the prior law is set forth as follows:

The typical insurance agency writes a substantial percentagoe of
insurance policies for its assureds on the so-called term-rule basis.” On
term-rule business the entire premium is prepaid and the agency
receives its entire compensation at the outset of the policies which 1t
hag a Hability to service for.the entire torm up to 5 years. A term
policy is popular with assureds hecause & premium saving of up to 20
percent for a 5-year policy can be made, The preminm on term
policies for a commercial or manufacturing client can he substantial,
and in the year of receipt of commissions the insurance agency may be
thrown into an abnormally high tax bracket.

By the terms of its contract with the insurance companies which it
represents, the insurance ageney is required to return a proportionate
part of the commission originally received in the event coverage is
canceled or reduced during the term of the policy. In all cases where
the term rule is involved the insurance agency is subject to a potential
distortion of its tax liabilitics under the law prior to the enactment of
1954 code, The distortions result in part. from the following factors:

(1) Where the insurance agency has received its entire compensation
in advance for a term policy of up to 5 years, and expends substantial
amounts in servicing the policies for the entire term, the sound
accounting objective of relating income and cxpenses as closely as
possible in the same year is unavailable. The result is o “peak and
lx{a%lely” situntion which ordinarily results in an abnormally high tex

iability.

Senator Byep. Will you explain what those expenses are for
servicing the policy?

Mr. 'F\'E. The expenses for servicing the policy would be in con-
nection with the writing up of daily reports, the handling of lost claims
during the period of tho policy, the handling of renewals, the changing
of coverages as there may.beneed for additional coverages and things
of that type which the American Agency system has uniformly over
a period of years handled on behalf of the insurance companies.

The Cuareman, Is a substantial amount involved?
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v Mr, I'ye. It could be substantisl, depending upon the volume of
term business which the agencies write, .

And I might add that more and more our term policies, that is, the
3- and 5-year policies, are being written primarily in view of the
installment financing which has now come into the form in the last
few years. And in this connection, a part of the expense of an agency
would be the financing of that business in that t.ﬁe agency itself 1s
liable for the premium whether or not collected and of necessity has
to carry a substantial reserve in order to pay off the insurance com-
panies as these premiums become due, whether or not collected from
the insured.

- I do not know the exact amount involved; it would vary among

agencies,

The CramrMan. You may proceed.

Mr. Tye. (2) The peak and valley situation is distorted further in
the event that the coverage is reduced or canceled before the expira-
tion of the policy, with subsequent return commissions by the agency.

In this situation, it has been placed in an abnormally high tax bracket

in the year when compensation was received; it has made substantial
expenditures in servicing the policy prior to cancellation; and it has

‘repaid substantial sums in the Jower tax-bracket year of cancellation.

The problem of the potential loss of revenue in 1954 is one which,

.of course, is of paramount consideration to this committee. How-

ever, wo believe this is not so much a question of “windfalls”, as
that term is generally understood, but one of transition since we do
not believe a real double deduction under section 462 is involved.
Also, under section 452, all prepaid income will be taxed; the onl
problom is time. In the case of prepaid term commissions this will
oceur in 3 to 5 yoears.

We are agreeable to appropriate amendments which would reduce
the immediate loss of revenue due to this transition problem, and
we also arc in accord with views heretofore expressed before this
committee that it would be advisable to specify the items which
would qualify under sections 452 and 462. In this regard, we believe
that prepaid term commissions, which contemplate service by the
insurance agency over the period of the insurance policy, should be
listed as qualifying for deferral under section 452—in this regard, I
se¢ no digerence between prepaid term commissions and newspaper
subscriptions and other items now listed in the joint committee’s
approach to this amendment—and also the liability for return com-
missions in the event of cancellation prior to expiration should qualify
for reserve treativent under section 462.

However, the agency would have to elect which scetion it chose to
come uvder, and once having made such election could not change

.without the prior written consent of the Sceretary or his delegate.

For these reasons, we very respectfully urge this committee to caro-
fully consider suitable amendmonts to sections 452 and 462 to preserve
the sound and equitable tax accounting provisions for taxpayers such
as the large number of small businessmen who mnintain insurance
agencies. :

The CHamrman. Thank you very much, Mr. Tye.

Mr, Tye. Thank you, Mr, Chairman, for this privilege.

Senator Canuson, Mr. Chairman, 1 just want to say this, that I
am very happy that Mr. Tye appeared here on behalf of the imsur-
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ance agencies, because I feel that this problem of taxing prepaid in-
come is one that we thought we took care of in scction 452 in the last
Congress, or in the Revenue Act of 1954, and it is of great concern to

me,

I was pleased to note that you mentioned the decision of the
Bureau v. the Wichita Beacon, which is a newspaper in my home
State, T am somewhat familier with that situation, and it seems
unfortunate that a corporation or a citizen has to go into court to
got a decision in order to have the Treasury adjust their taxes. That
18 something I am going to give some more thought to as we go along
here.

Mr. Tyr. We felt that way in connection with Brown v. Helvering.

In fact, in that case, the taxpayer argued in the alternative, either
for prorating on a prepaid basis over the period of the policy or at
least to deduce the reserve set up for the return commission, and the
Supreme Court turned us down in two cases. )
_ So, we have lived with it for 2 years, and now with the business of
insurance being written more and more on a term basis, it has be-
como a rcal problem for the private insurance agency, not just the
large corporate agency.

The Cuairman, Thank you very much,

(The following letter and enclosure was subsequently received for
the record:)

NATIONAL ASS0CIATION OF INSURANCE AGENTS,
Washkington, D. C., May 16, 1955,
Mrs, Frizaperin B, SpriNGER,
Clerk, Commiltee on Finance,
Senate Office Building, Washington, D. C.

Drar Mrs, Sprinarr: Would iSyou please include the attached important letter
a8 & part of the representation of this National Association of Insurance Agents
before the Senate Finance Committee on H. R. 4725,

Wao think it extremely important to a very large number of small-business men
throughout the country that Mr. Tyo’s letter appear in the printed record of
the Senate Finance Committee hearings. =~

Please forgive the inked-in corrections in this letter from Mr. Tye. It was
due to the fact that my secrotary had this dictated by long-distance telephone
and we (g.r?d I}r]mg you the corrected letter in the interest of saving valuable time.

,0oralally,
! Mavugice G. HERNDON,
Washington Representative.

Josepr Froaarr & Co., Inc.,
New York 2, N. Y., April 16, 1955.
Re reply to Ways and Means Commitieo agreement for repeal of section 452.
Hon. Couin T, 8tam,
Chief of Staff, Joint Commitice on Internal Revenue Tazation,
New House Office Building, Washington, D. C.

Duar Mzr. Sramm: This representation is made on behalf of tho National
Association of Insurance Agents, & voluntary membershifv association numbering
in excess of 32,000 insurance agency members. Included in this membership are
an estimated 150,000 individuals, duly licensed by the respective States, who are
proprietors, partners, or corporate prineipals in the firms and corporations which
comprise said insurance agency members. The membership of this associntion
is an important segment of the national economy, which has the practical and
legal obligation of consummating and maintaining insurance protection for the
majority of all individuals and business firms in the United States. This organ-
ization i comprised of independent businessmen who specialize in the production
and servicing of policies of fire, casnalty, aurety, marine, and all other lines of
general insurance for clients ranging from the smallest honseholder or automobile
owner to the largest industrial corporation.
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This ‘associntion belioves that soction 452 dealing with propaid income is
peculiarly appropriate for equitable tax accountiug of insurance agencies, and
urgos that, in substance, it be retained rather than repealed retroactively.

n this regard a report on H, R, 4725 by the House Ways and Mceans Committee
cited as the sole ground for the repoeal of section 452, the fear that taxpayers
might obtain the 1954 tax reduction they oxpected under soction 462 by changing
the form of tho transaction and qualifying for section 452 tax treatmont, The
report states on page 4: “Proposals have heen advancod that the income-
deferring provisions of section 452 should be retained in the law even though the
ostimated expense provisions of section 462 are repealed. It is contenderd that
the rovenue lossg from section 452 is relatively iusignificant in relation to the loss
involved in soction 462. Your committoo has given eareful consideration to the
possibility of such action. It has been advised by the Treasury, however, that tf
seetion 462 1s not repealed at the same ltme 46€ 18 repealed, a number of taxpayers
who have reported a ’yl;rcatly reduced tax liability by electing the benefits of 462 would
be able to accomplish the same resull by electing to defer tncome under section 458.
For example, under section 462 it is possible to sot up a reserve for ostimated
oxpeunses attributable to fulfilling obligations of servicing and repairs under a
product guaranty. If seetion 462 only were repealed, it would be possible for
taxpayers, simply by changing the form of the transaction, to defer under section
452 that portion of income from the sale of the product which is attributable to
the liability for future servicing and repair under the guaranty. Tt is, therefore,
deemod necessary to repeal soction 452 as well as section 462.”  [Italics supplied.]

In the first place, it is extremely doubtful whether it would be legally or com-
mercially feasible for most taxpayers to change the form of their transactions so
a8 to defor under section 452 income which they would have been able to offset,
in part, by reserves for estimated expenses under section 462, Apart from the
fact that taxpayers gonerally and insurance agents in particular do not have
complete freedom of action as regards changing the form of a transaction (con-
tractual obligations and the dual, rather than the unilateral, nature of transactions
tend to prevent this) what the 'l‘reasury Department has obviously overlooked ia
the fact that it is no longer possible for taxpayers to change the forms of completed
1054 transactions already reflected in the taxpayor’s records. There may be
isolated fraudulent attempts in this respect, but it is submitted that such a
possibility should not be the controlling factor in the final determination of whether
section 452 should be repealed.

The law is set up so that 1954 is the important year not only from the taxpayer’s
gtandpoint but also from the Treasury’s swndgoint due to the protective provi-
sions of the law granted to the Secretary of the Treasury. Thus, the taxpayer
may elect without consent of the Secretary or his delegates only for the first year
beginning after December 81, 1953, and ending after August 16, 1054, After the
first yoar consent of the Secretary is a condition precedent to coming under section
452, " It appears quite clear from the statute that any attempt to change the form
of a 1954 transaction in order to qualify under section 452 would enable the Treas-
ury to utilize its power under section 452 (d) (3) (b), and withhold its consent to
the election of scction 452 treatment of prepaid income,

It should, of course, be emphasized that there is no way the transactions of an
insurance agency could be altered since all that is here involved is the receipt in
1 year of term commission on 8- or 5-year business. We believe such term com-
missions qualify as “prepaid income’ within the scope of wection 452 in that a
liability to render services over the period of the policy legally exists, and that no
change in the forir of the transaction is or would be required to qualify under
gection 452. We believe that fears of the Treasury are unwarranted as respeets
taxpayers in general and insurance agents in partioular sinco, as respects the latter,
there is no casual relationship between the deferral of prepald income under
sectfon 452 and the potential reserving for cstimated return commissions in the
event of cancellation or termination of the insurance policy prior to oxpiration
under section 462,

However, if the Treasury is of the opinjon that the congressional intent to
distin%uish unequivocally between section 462 itoms and scotion 4562 items was
not adequately expressed in the 1954 code, it would be more reasonable and
realtistic for it to request retroactive c]arif{inz,; amendment to section 452 rather
than to write off what has been universally hailed as a sonnd tax accounting
statute Dy retroactive repeal.

That insurance agency taxpsyers hailed the enactment of section 452 I8 quite
understandable since they bave been plagued for over 20 gears by the Supreme
Court decision in the cage of Brown v. Helvering (201 U, 8. 193), which, larzely
based on the “claim of right’ doctrine promulgated in North American 0il Con-
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solidated v, Burnet (286 U, 8. 417), denied to insurance agents the tax accounting
treatiment contemplated by seetion 4562,

It is significant that even prior to the Internal Revenue Code of 19514, there
was evidence of reluctance on the part of the courts Lo carry the previous judicial
interpretations to the drastic lengths dietated by a continuance of the distortion
inherent in the arbitrary application of the “elaim of right” doctrine, Tor ex-
ample, in a recent case involving an insurance agency, Leedy-Glover Really and
Insurance Company v. Commissioner (18 TC 95, affirmed 184 F (2) 833), the
deeision of Brown v. Helvering, supra, was distinguished in determining wheu in-
cone had been received for tax purposes, based largely on the showing of serviees
to be rendered by the insurance agency.  The court stated: “Tho facts are, how-
ever, that the eommissions were not fully earned beeause of petitioner’s obligation
to service the policy over their full tering * * *2

Similarly in the reeent case of Beacon Publishing Company v. Commissioner,
decided on January 3, 1055, by the United States (gmu‘t of Appeals for the 10th
Cirenit, the court did not follow the rationale of Brown v. Helvering, supra, The
question presented in this case was whether sums received for prepaid newspaper
subscriptions should have been included in the taxpayer’s income for the year in
which they were reccived or prorated over the unexpired subseription period. The
court declared that the obvious purpose of sections 41 and 42 of the 1939 Internal
Revenue Code wasg to obtain from the taxpayer a return reflecting its true income
and to treat income received and deductible disbursements consistently. The
court, as a practical matter, repudiated the “claim of vight” doctrine as being
inapplicable to many types of situations therctofore subjeeted to the doetrine,
Rigid application of the “claim of right”” doetrine would, in the court’s opinion,
result in a distortion of the taxpayer's taxable income in most cases.  The court
stated: “Plainly, section 42 (IRC of 1939) contemplates that prepaid sums can
be returned in a year other than when received. It says that income shall be
ineluded in the taxable year received, ‘unless other methods of accounting per-
mitted under seetion 41 any such amounts are to be properly accounted for as of
a different period.”  This is not a ease where the Commissioner has exereised his
broad diseretion 1o require & taxpayer to adopt an accounting method which will
clqurl_yll%:{locb inconte, but is one in which he has improperly applied a legal

rineiple,
r \\'(»lholiovo that the judicial trend is toward the view that tax provisions of the
law should be in harmony with generally aceepted aceounting principles, which
trend obviously had considerable bearing upon the deliberations of the Congress
in the enactment of section 452, We do not believe that Congress should bo
stampeded into repealing a statute which covers accounting principle already
sanctioned by the courts,

The question of the loss of revenue, of course, is one that must be considered.
Although it would appear difficult, if not impossible, to prediet or estimate what
revenue losses there would be in 1954, seetion 452 contemplates that all the income
would be taxed, the only question is which year or years, In this sense there is
no “windfall’” involved as that term was used in the hearings,  We should also
point out the great majority of the members of this asgociation are in the cate-
gory of simall husiness, and it is doubtful whether the loss of revenue in 1954 from
this source would be at all significant.,

In conelusion, it g respectfully requested that serious consideration be given
to the retention of section 452 cither in its pregent form or with retroactive
clarifying amendments, for the following reasons:

(1) 1t is doubtful, as a practical and legal matier, that the form of 1954 trang-
action could be chunged for the sole purpose of qualifying under seetion 452,

(2) If an attempt is made to change the form of transaction, we believe consent
to using seetion 452 could be withheld by the Seceretary or his delegate.

(3) The judicial trend is toward preservation of the aceounting theory evidenced
by seetion 452,

() The revenue loss in 1954, as respects this agsociation, would not be signifi-
cant and there would be recoupment sinee there is no doubt that all prepaid
income_would ultimately be included in gross incomo (within 3 or § years).

Respeetfully yours,
Cuanres W, Tyr,
Speetal Tar Consultant, National Associalion of I'nsurance Agents.

The next witness will be Charles W, Stewart, Machinery and
Allied Products Institute,

Mr. Stewart, you may be scated and proceed.

0620620 F~memT
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STATEMENT OF CHARLES W. STEWART, JR. EXECUTIVE VICE
PRESIDENT, MACHINERY AND ALLIED PRODUCTS INSTITUTE

Mr, Srewant, Mr. Chairman, my name is Charlos W, Stewart, Jr,
I am executive vice president of Machinery and Allied Products
Institute. .

The institute has a statement which, if the Chair please, wo will
submit for the record, and I should like to underline one or two
portions of it in order to conserve your time,

The Cuameman. That is fine. It will be inserted in the record.

You may proceed, sir.

Mr, Stewart, I have with me Mr. Brown of our staff,

Mr, Chairman, we feel somewhat concerned about appearing here
because we feel obliged to be rather critical of the way the seetion
462 matter has been handled from the administrative standpoint.
I say wo foel somewhat concerned about appearing in eriticism bocause
we respect so much the work that has been done in connection with
the 1954 code as a whole by the stafl of this committco and the staffs
of the Treasury and Internal Revenue Service. ]

We will not commient on the proposition presented by Senator Gore
yestorday morning, although we have definite views on it, because we
assutne that is not before the committee for decision in connection
with 462 and 452.

Our statement, which is before you, has attempted to meet the
points raised by Secretary Humphrey of the Treasury in his presenta-
tion yesterday. For purposes of emphasis, 1 should like to read one
section of our statement which we believe, in order to put sections
462 and 452 in perspective, must be returned to at all times.

1 refer to the langnage beginning in the second paragraph on page 7
where we say:

* & & wa feel compelled to dispel what we believe is an entirely erroncous
impression which may have been ereated by Secretary Humphrey’s statement
before this committee.  Briefly, the purport of his testimony was that {axpayers
have attempted to take advantage of an unintended double tax decduetion and
were on notice that the Treasury intended to repeal the law before they acted to
their detriment. e then conehides that the proposed retroactive repenl would
result in prejudice to no one. A simple review of the chronology of events which
transpired sinee the passage of the Imternal Revenue Act of 1954 -
we feel—
will do much to clarify the situation.

The Code was enacted on August 16, 1954, Both zections 462 and 452 were
adopted without opposition, However, while the Congress was apparently in
complete accord as to the type of expense intended to be covered under seetion
402, the language of the statute itseli~—as we have suggested heretofore—was
extremely broad, Taxpayers were faced with the difliculty of determining which
expenses were proper and allowable under the provision as drafted.  The difficulty
was compounded n view of the statutory requirement that the {axpayer apply the
provisions of 462 to all itemna susceptible to reserve treatment-—

which is the so-called all-or-nothing rule.

Under these eiveumstances it is natural that taxpayers should lonk to regulations
for guidance prior to exorcising the election. These regulations were not issued,
even in tentative form, until Saturday, January 22, In the meantime, the Internal
Revenue Servico took two steps which had the effeet of foreing taxpayers to make
their election,

The first of these was Revenue Ruling 54-608, narrowing allowable vacation
expense deductions for acerual-basis taxpayers, Man}y taxpayers who heretofore
had deducted vacation pay were now foreed to establish reserves for this item
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under seetion 462, Tndeed, in a few eases which have been brought to our atten-
tion, taxpayers made an eleetion under section 462 to establish reserves for all
allowable items solely because of this change in Revenue Servico polic‘y. The
Seeretary, in his testimony before this committee, had dismissed this problem by
noting that this ruling was subsequently suspended, This ignores the fact that
. the issuance of this ruling forced certain companics 10 act to their present detri-
ment and even now i suspended only until the end of 1955, when, presumably,
many taxpayers will be prohibited from taking any deduction for part of their
vaeation pay,

The second step by the Commissioner of the Internal Revenue Service was an
announcerment on January 5 requiring ull taxpavers eleeting to avail themselves
of either section 462 or 452 to enter such items on their regular books of account
and to refleet them in their financial statements to stockholders, ereditors, et
cetera, Thus, many firms, faced with the necessity of closing their books for the
year, issuing financial statements, and declaring dividends, were foreed to act on
their best judgment, prior even to seeing the proposed Treasury regulations,

Finally, 1T month after the reguations were issued in tentative form, the
Treasury made ity recommendation to this commitice for the complete and
rotroactive repeal of both seetions 452 and 462, 'There was no warning whatsoever
to those companies on weealendar year accounting basiz,  Some companies, in
faet, faced with having to make an immediate decision. acted on specific adviee
of the Tnternal Revenue Seryvice and —entirely in good faith--established reserves
on their books, reflected them in their financial statements to their creditors and
stockholders and made financial commitments for the yvear.

In answer to those who might interject at this point that taxpayers should
have waited until a subseauent tax year when the matter was clarified, it shonld be
noted that prior to the regulations there was no indieation that a taxpayer could
wail until a subsequent year without imposing on himself the added burden of
obtaining consent from the Beeretary for u change in accounting method.

The most bewildering aspeet of 1his unfortunate series of events is the question of
why the Treasury, after waiting over § monthg to issue their proposed regulations,
decided a month later to request outright repeal. It is undoubtedly true that the
Treasnry was revising its revenue loss estimates during the autumn, and quite
understandably, albeit belatedly, beeame more and more concerned over the
magnitude of the revenue problem,

Now, diverting from the statement, it is with that l)au‘kground in
mind that T should like to call the attention of the committee to a
series of questions which I shall ask in a rhetorical way and then
answer rather briefly, if I may, so as to point up what we think are
the real issues involved here,

In the first place, did the Congress and the Treasury Department
intend a double deduction in the broad sense? We feel, contrary to
Seeretary Humphrey’s implication vesterday, that there is no question
that the Congress recognized that in the first year of transition there
was and should be a double deduction contemplated.  The report
of this committee so states,

The second question is whether or not there is misunderstanding as
to what, type of double deduction is involved, Is it a double deduction
in the invidious sense or in the “windfall” sense, or is a matter of
transition where, for different expenses or for expenses of a different
character, it so happens that there is a concentration of deductions in
1 year? We believe it is the latter,

Isn’t the type of revenue transitional problem involved here present
clsewhere in the code, and haven’t we bad experience with it? We
think the miiswer to that is clearly, yes. The Ameriean Institute of
Accountants’ testimony vesterday referred to 1 or 2 examples, and
we should like to underline for the committee a further exawple, work-
ing on the ather side of the fence; namely, the matter of accelornted
corporate taxpayments. There was a concentration or doubling up of
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offects in the first years of transition, only in that case tho benefit fell
on the side of tho Government.

Wag business on notice s to the Treasyry’s intentions? Wo anawer
that unequivocally, no, as far as repeal is concorned, and we cite as
evidenco tho history which I have just brought to the attention of the
committee, On the contrary, business had every reason to believe
that the Treasury would not recommend repeal of the law prior to
Secretary of the Treasury Humphrey's lettor to the Ways and Means
Committoo.

Did business act in good faith on the statute and to its detriment?
Certainly it acted in good faith, particularly as to calendar-year tax-
rayers,  In some ingtances it may have acted to its dotriment because
1t made management decisions which might have been decided diffor-
ently if any change in 462 had been indicated in advance,

Did Government magnify and aggravate the administrative prob-
lom and revenue problem by administrative action and other proce-
dures? We think clearly, yes. Taxpayers were forced to make deei-
sions on a calendar-year basis by the vegulations to which 1 refer.

Hasn’t the Treasury overlooked the obvious solution; namely, to
legislate the proposed regulations?  We feel, yes.  Wo feel thai the
Secretary would not. deny the proposition that the regulations, or the
content of the regulations, to which taxpayers took objection because
they did not follow the language of the law, did represent the view of
what the Treasury thought Congress intended in the first instwace,

If 80, doesn’t it make sense to amend the law to conform to the
origial intent of this committee as expressed in its report; ag dis-
tinguished from statutory language, and to conform to the general
outline of the regulations themselves?

As to dimensions of the revenue loss, we have not yot been informed
publicly of what the Treasury estimate is. A muc?x smaller amount.
than has been talked about loosely has been submitted to this com-
mittee for ita consideration by the American Tnstitute of Aceonntunts,
and I should like to eall to the attention of the committee a partial
explanation as to why, at least as far as eapital-goods businessses aro
concerned, the amount of probable loss in revenue is not as much as
suggested by those favoring repeal,

Some companies just did not believe that it would be desirable to
plan on establishing reserves,  Many companies would not exereise
the clection during the first year so that the impact of the revenue loss
would automatically be spread out over 2 years.  Muny companies
had previously been accruing vacation pay and, therefore, reserves
for such items as vacation pay would not represent an incroase in
revenue loss.  And, finally, and most important, based on an informal
check which we made with capital-goods companices, all of the com-
panies that we contacted intended to stay within the scope of the pro-
posed regulations by the Treasury rather than establishing reserves
or the items which concerned the Seeretary from a revenue stand-
point, such as maintenance and expense.

The final question, and one about which we are particularly con-
corned, is this matter of whether or not there isn't a {)romlvr question
involved here with respect to basic tax and administrative prineiples,
We feol that if this practico of rotroactively repealing o statute, in the
face of the administrative history which I have asked to be included
in the record, is continued, we will remove from the tax structure a
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very vital part of our system in this country, namely, cortainty in the
tax laws,

This will raise quoestions in the minds of taxpavers and, further-
more, you will pluce businessinon in the position of not being able to
make decisions with reasonablo foresight and with reasonable belief
that tax law will remain the way it was legislated at least for w reason-
ablo period of time,

In general, wo foel that section 462 has been tho vietim of an unfor-
tunate series of events, We feel that it hus been surrounded by
nmisunderstanding and misinterpretation; and that there is a way to
correct it and that that way has been pointed out, not only by us,
but by other groups.

Specifically we submit that this committeo should give attention to
the possibility of amending the law in accordance with our spocifie
recommendations which are set forth in detail, boginning on page 13
of our statement:

Limit the allowable expenses to those linbilities specifically recom-
mended in the congressional report; provide that the revenue loss
resulting from the reserves be spread over a 3-year or longer period
at the disceretion of the committee; eliminaie the all-or-nothing re-
quirement in the elections; and modify the requirement. that the tax-
payer must make his election in the first taxable vear by June 30,
1955, Lo avold obtaining special approval of the Commissioner.

Thank you,

The Cnammman, Do you feel that the adoption of those recom-
mendations would reduce the loss as compared with that resulting
from the two scctions as they now stand?

Mr. Srewanr. Very substantinlly, sir.

The Cramyan, How much?

My, Srewanrr, Well, certainly it would reduce the total loss to an
amount in the general neighborhood suggested by the American In-
stitute of Accountants, Perhaps a little more, but if spread over a
tong period of time, we think the revenue system could take it.

The Cuatnmay. Well, was not their estimate approximately $500
million?

Mr. Sruwanr. That is right, sie.  However, spread over a period
of 3 to 10 years, taking into considerntion the objectives involved, the
soundness of the principle, and the faet that it was legislnted and
netod upon, wo respoctifully think that is the course that the Congross
should take.  May [ suggest, in addition, that if Congress does repeal
section 462, careful consideration should be given to the technical
relief provisions proposed by the American Institute of Accountants
and by other groups.  Moreaver, we respeetfully suggest that the
report of this commitiee might eall attention to the chronology of the
administrative history of section 462 and urge that the administrative
lossons to be gained from this experience should be borne in mind by
the Treasury and Internal Revenue Serviee in the future so as to avoid
inequities and confusion among taxpayers.

The Crrareman. Thank you, Mr. Stewart.

Any questions?

Senator CarLsoN, No questions,

The Cargman, Thank you very much.

Mr, Srewanr. Thank you, sir,
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- (Mr. Stewart’s prepared statorent follows:)

Tuy Prorosrd Rureal or Secerions 4562 anp 402 or rik INTERNAL REVENUE
Cong or 1954 —STATEMENT 0F MACHINERY AND ALLIED Propuors Insrrreps,
Cuicaco, Iut, PresEnTep sy CHarnes W. Stewaner, Ixecvrive Vien
PrusivuNy

Mr. Chairman and gentlemen of tho committee, we appreciate the opportunity
to submit the views of the Machinery and Allied Products Institute on the pro-
g?sed repeal of soctions 452 and 462 of the Internal Rovenuo Code of 1954 (H, R,

Speaking on bohalf of the capital goods industries of the United States, we
would like to register with your committee onr strong opposition to the proposed
repeal of sections 452 and 462 of the Internal Revenie Code of 1954, This
drastic action proposed by the Treasury and approved by the House Waysand
Mecans Committee is, in onr judgment, hoth unnecessary and inequitable,

In our oral and written statements before the House Wayy and Means Com-
mittee, which are available to this committee, we set forth, at some length, our
objections to outright repeal and our proposals for amending the present code
provisions to remove objectionable features arising from the provision ay presently
drafted.  You have heard tostimony from some of the country’s leading tax
accountants oxplaining the meritsy of these two sections enacted into the 1954
code and the inevitable injustices which would arise from their retronetive repoal,
We will, therefore, not impose on yon by reiterating the many sound reaxons for
their original adoption.  Instead, we should simply like to address ourselves tor
the issues which are raised by the Treasury in its recommendations to this com-
mittec and to clarify some of the miseonceptions which we respeetfully submit
arise from Seerctary Humphrey's testimony vesterday,

We are all agreed on the general desirability of bringing tax accounting into
conformity with xound business accounting practices.  The objeetives which the
Congress had in mind in adopting these two provisions have never been, to our
knowledge, serionsly challenged.  IFrom the beginning there have been ounly two
principal reasons advaneed for retroactively repealing these provisions.  These
are the greater-thau-anticipated loss of revenue during the year of transition and
the concern of tho Treasury that some taxpayers may be suecessful in applving
seetion 462 to large exponge items apparently not contemplated within the orviginal
seope of the provision,  We shall first deal with the question of revenue loss,

Inasmuch as there ix no indication of an inordinate loss of revenue expeeted
to result from section 462 prepaid income—-and the only reason that has appar-
ontly been advanced in support of its repeal is that it might be used improperly
in the event that seetion 462 is eliminated, we will not dwell on the incontrovertible
merits of this provision,  We will eenter our attention on the loss of revenue
rosulting from section 462, which provision is more dircetly applicable to capital
goods situations,

Before stating our views in detail, wo should like to make it clear that we do
not wish to be captious with respeet to the manner in which the sections 152 and
462 question has been dealt with by the Treasury Department.  Certainly it is
necessary at times, when you look back on the history of a provision of this type,
which is highly complicated and technieal in character, to suggest that it should
have been handled differently, But we are fully aware of the complexity of tax
logislation and tax administration, Moreover, wo appreciate fully the great
achievement which the Internal Revenue Code of 1064 ax a whole represents,

Seerctary Tlumphrey was quite correet in stating it was not intended that these
provisions serve as a vadienl tax reduction.  That there would be an unavoidable
loss of revenue, however, during the period of transition was anticipated and
recognized by all concerned. It was this committce which inserted a provision
in the Internal Revenue Code specifienlly allowing the doubling up effect during
the year of transition, The American Institute of Accountants broughi the

roblem to the atlention of this committes at the time it was connidering T, R.

300 and suggested means of dealing with it.  Presumably beeanse of the fact
that the estimated closs of revenue was placed at only $47 million, this committec
determined that a spreading of the revenue loss was unnecessary, This, we
cannot agreo with the Seeretary of the Treasury when in response to questions of
this committee he suggested {hat there nevor was an intent 1o allow what ho
referred to as this “double deduetion,”

To begin with, there is in fact no “double deduetion,” No one gots a particular
deduction twice, As a result of tux{m.vors being ablo to deduet, in the year of
transition, those expenso items which—beeause of bad case law-—they have
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heretofore had to postpone until they beeame figed and payablo, along with the
actual deduction of the current year, a bunching up of expense deductions would
oceur in a single year, This is all that is involved here,  True, the Treasury
gignificantly underestimated the amount that was involved in such expense
items as vacation pay, product warranties, service guarnntlics, cte.  But it is
only this additional impairment of the revenne, resulting from the generally
intended and perfeeily legitimate use of section 402 which is the problom involved
here,  Recognizing this, we eannot understand the reference to it in the Sceeres
tary’s statement as 8 “windfall” to the taxpayer.

The revenue problem ean bo dealt with simply and cffeetively by spreading
out the deduction for the expense reserve over \v’hm‘evnr period of time iy thought
necessary,  This will reduce the transitional loss in any one tax year,

There appears, however, to e a tendeney on the part of the Treasury and ot hers
to confuse the loss of revenue which would result from the intended application
of 162 with the greater and entirely unsuticipated loss of revenue which might
result from suceessful litigation by those taxpayers claiming expenses prohibited
by the proposed regulations. It is important to distinguish between the two and
deal with each on ity own terwes,

The answer Lo the problem of seope of coverage is a relatively simple one and
one which has been repeatedly proposed by us and other groups M-Hiil[ying hefore
thiz committee,  Specifieally, we have suggested an amendment to the present
code provision enumerating aud timiting allowable items of expense, By u(ﬁnpt,im;
this type of amendment, most of the costly litigation now anticipated by the
Treasury ean be eliminated and the revenue loss more aceurately estimated and
kept within predetermined bounds,  As of this date, we are not aware of any
attempt by the Treasury to distinguish bet ween the two problems and separately
estitonte tho anticipated loss of revenue resulting from the proper application of
the proposed regulations. Indeed, it will be noticed that almost the entire argu-
ment which the Treasury has presented to this committece in reiterating its demand
for retroactive repeal vests on the contention that many taspayers are intending
to estublish reserves for expenses not originally cnnlmm)lutv(l in secetion 462,

We submit that it is inadvisable for Congress to aet on the Treasury proposal
until such time as the Treasury clearly differentiates bhetween the two types of
loss here involved,  The estimate of $150 million made by the American Institute
of Neeauntants after o considerable amount of research and sampling appears to
be miore realistie than many of the estimates heretofore sugw-.-t,v(l.

I should be noted that the impaet of the transitional loss resulting from entabe
lishment, of reserves for the type of expenses unquestionably intended by Congress
was further inereased and coneentrated by what we belicve were two unnecossary
statutory reguirements as the section is presently dreafted: (1) that o taxpayer
clecting to establish reserves for certain obvious expense items st alko set up
reserves for all expenses stuseeptible to reserve treatment under seetion 462, and
(2) that the taxpayer could make n free eleetion in its first taxable year and would
have to obtain special approval of the Commissioner 1o switeh in any vear there-
after.  This latter point was tactfully modified by the Treasury in its proposed
regulations to encourage postponement of the eleetion until the second year.

Leaving aside the “windfall” or “double deduction’ misconeeptions and recog-
nizing that this loss is not only nonrecurring, but may be spread out over whatever
period of time iy deemed appropriste, there may be atendeney on the part of some
to seareh for & means by which these highly desirable objectives ean be obtained
without any attendant loss to the Preasury,  The Congress, of course, did not
take this approach originally in adopting these two seetions,  However, taxe
payers thenwelves were confronted with a similar dilemma in appraising the
Treasury’s desire 1o necelerate corporate tax payments o as to bring Treasury
receipts from corporate revenue more closely up to date with corporate income
receipts, & modified pay-as-you-go system,  Both the Mills plans and the schedule
incorporated in the 1954 code, which would further aceelerate corporate tax pay-
ments, have the effeet of requiring taxpayers, during the years of transition, to
pay more than 100 pereent of their yearly tax lability.  Although thix had adverse
effeets on the financial status of some companies and meant an indefinite P()Ht-
poncement of any recoupment of this overpayment, business generally did not
challenge either the validity or the operation of this change in ¢ollection periods,

Although it has the actual effeet of a tax increase for the corporate taxpayer,
responsible business groups have uot requested that the Congress repeal these
srovisions,  The transition is to be accomplished over a 5-year )(srioA. In the
snguage of tho Senate Pinance Committee report on . R, 8300, this % * *
will afford the business community ample opportunity to adjust to the new
system * % %" We respeetfully suggest that should this committoo spread the
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effeets of soctions 452 and 462 over a period of years the Federal Government. will
be_ablo to ud,lunt, 10 the rovenue loss involved,

Before sebting forth our speeifie reconmendations, we feel compelled to dispel
what we believe iy an entirely erroneous impression which may have been ereated
hy Secrotary Humphroy’s statoment beforo this committee,  Briofly, the purport
og/ hir testimony was that taxpayers have attempted 1o take advaniage u} an
unintended doublo tax deduction and were on notice that the Treasury intended
to vepeal the law before thoy acted to their dotriment.  He then concludes that
the proposed retroactive repeal wonld result in prejudice to no one, A simple
roview of the chronology of ovents which transpired gince the passage of the In-
ternal Revenue Aot of 1954 will do much to olarify the situation.

The code was enncted on August 16, 1054,  Both sections 162 and 452 were
adopted without opposition, However, while the Congress was apparently in
complete accord as to the type of expense intended to he covered under section 462
the tanguagoe of the statute itself —as we have suggested heretofore —was extremely
broad. ~ Taxpayers were faced with the difficulty of determining which expenses
were proper and allowable under the provision as drafted.  The difficulty was
compounded in view of tho statutory requirement, noted above, requiring the
taxpayer to apply the provisions of 462 to all items suseeptible to reserve treat-
mont.

nder these circumstances it is natural that taxpayvers should look to regula-
tions for guidance prior 1o exercising the election, ‘These regulations were not
issued, even in tentative form, until Saturday, January 22, In the weantime,
the Jnternal Revenue Service took two steps which bad the effect of foreing
taxpayors to make their clection.

'lllm first of these was rovenue ruling 5+ 608, narrowing allowable vacation
oxpense deductions for acerusl-basis taxpayers,  Many taxpayers who heretofore
had deducted vacation pay were now f‘(m'ml to establish reserves for this item
under section 462, Indeed, in & few cases which have been brought to our
attention, taxpayers made an election under seetion 462 to establish reserves for
all allowable items solely beeause of this change in Revenue Serviee poliey,  The
Seeretary, in his testimony before thiv committee, has dismissed this problem by
noting that this ruling was subsequently suspended,  Thix ignores the fact that
the issnance of this ruling forced certain companies to act to their present detriment,
and even now i suspended only until the end of 1955, when, presumably, many
taxpayers will be prohibited from taking any deduetion for part of their vacation

ayv.
P T'he second step by the Commissioner of the Internal Revenue Service was an
announcement on January 5 reguiring all taxpayers electing to avail themselvey
of either seetion 462 or 452 to enter such iters on their regula, books of account
and to refleet. them in their financisl statements to stockholders, ereditors, ete,
Thus, many firms, faced with the neeessity of elosing their books for the year,
fssuing financial statements, and declaring dividends, were foreed to act on
their best judgment, prior even to seeing tho proposed Treasury regulations,
Finally, one month after the vegulntions were issued in tentative form, the
Treasury made its recommendation to this committen for the complete and
retroaetive repeal of both sections 452 and 462, There was no warning what-
soever to thoge companies on a calendar year acconnting basis,  Some companies,
in faet, faced with having to make an iimmedinte deeision, neted on gpeeifie advice
of the Internal Revenue Rerviee and --entirely in good faith - established reserves
on their hooks, refleeted them in their financial statement to their ereditors and

stockholders and made financial commitments for the vear,
In anawer {0 those who might interject nt this point that taxpayers should have
waited until a subsequent tax year when the matter was elarified, it should be

“noted that prior to the regulations there was no indication that a taxpayer could

wait until a sabsequent year without imposing on himself the added burden of
obtaining consent from the Seerefary for a change in acconnting method,

The most bewildering nspeet of this unfortunate seriex of events is the question
of why tho Treasury, after waiting over § months to issue their proposed regula-
tiony, decided a month later to request outright repeal. It is undoubtedly true
that the Treasury was revising its revenue loss estimate during the autumn and
quite understandably, albeit ﬁvlntodly, beeame more and more concerned ovep
the magnitude of the error,

Certainly, between the time the code provivion was enacted and the regulations
were issued implementing these provjsions, there was ample opportunity to study
the problem and take whatever correetive stops were necessary.  Indeed, contrary
to the impression which the Seerctary raised in his testimony s esterday, most
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taxpayers took the issunnee of the proposed regulations combined with the
wlministrative requirements imposed by t‘hu Internal Revenue Sepviee as o elear .
indication that there were no changes contemplated,  Bven with the benefit of
hindsight and the recital by the Seceretary of the thinking of the Treasury stadf,
it is diffieult to see how any contrary conclusion couldd have been reached by the
{taspayer.

The Seeretary stated before this committee that “Before the end of the yvear,
studies by the Treasury staff, working with the staflf of your committee (Henate
Finance Committee) were undertaken to see if the threatened situation could
properly and effeetively be cured by regulation * ¥ %' Certainly, the regula-
tions could not have been conceived as a means of reducing the revenue loss
arising from the deduction of those items of expenses speeifically intended by the
Congress in enaeting seetion 462, Obviously the only objective could have been
to restriet the seope of the provision to the speeifie examples in the commitiee
reports and to place reasonable rafeguards on the methods of estimating and
revising the reserves,

According to the Secrefary’s testimony, many taxpayers chalenged the right
of the Treasury to confine the secope of seetion 162 to the examples in the regaln-
tions,  We would like to observe in pussing that not one of more than 100 eapital
goods companies of all sizex which were polled informally by MAPT at the time
of the issuance of the regulations proposed to establish reserves for any items not
clearly within these regulntions,  Indeed, most of the eriticisin of this provision
of the code eane from the neeessity of establishing some reserves which taxpayvers
had no desire to so treat. At his point it appears to us that the Treasury had fwo
alternatives hefore it. The first was simply to stick with the regulations and to
attempt their suecessful defense in the courts,  The second, and in our minds the
more desirable, was to come before Congress and request the type of amendment
which the bisiness and tax groups testifving before this committee during the
past 2 davs have universally recommended,

Instend, the Treasury suddenly requested the drastie remedy of retroactive
repend beeanse, in the words of the Seeretary, % * % (he original objective might
not be earried out and * * * the situation could not be adequately correeted by
regnintion * % %2 The guestion might properly be asked at this point what
the “originnd objective” was that the Treasury had in mind.  Nothing could
have developed between the time the regulations were fssued and the request,
for repeal was made to justify this reversal of policy.  There existed as mueh
datn prior to the issuance of the regulations as subsequently to indieate the
magnitude of theloss,  The onldy possible change was w echallenge throngh litigation
of the seope of the regulations,

The guestion and full hinplications of retroactive repeal have been treated
entirely too lightly, in our opinion, pavticularly since this i3 2 fax matter,  In
our judgment retronetive changes in tax laws or procedures ines itably will serve
to remove the element of certainty from tax statutes; and undermine the contidenee
of trapayers, and put husiness deeisions on dead center,

Rome exumples of irrevoeable prejudice to taxpayers resulting from repeal of
these provizions have been brought to the attention of this conmmittee and there
are probably many, many more, Presaahly, the Congress, in its wisdom, might.
adopt speeial provisions to slleviate the effeet in each type of situation which
is brought to their attention,  Buat of far greater importance, we submit, is the
irreparable impairment to the confidenee which the business compnity must
have in the administeation of our tax stracture,  To require managemeunt to
withdraw and retrace the many steps they took entirely in good faith and on the
basis of eclear statutory authority can not help but introduce an element of
uncertainty and eynicism in the minds of all taxpayers, The sariex of ovents
culminating in retroactive repeal enn never place every one in the position they
would have been had the provisions not been enacted, ” Yon just ean’t wind buck
the cloek,

To summarize, we belier o that if the prineiples embodied in seetions 462 and
462 were sound when adopted, they are equally sound today, regardless of the
unanticipated impairment of revenue vesulting from seetion 462 as it now stands.
it would appear (hat the present concern arises out of {wo principal points:
(1) The breadth of the statutory language, and (2) the amount and coneenfration
of the transitional revenue loss,  We contend that rerwredinl legislation ean, and
should, be drafted at this time to retain the hasie objectives of (his provision
and vet eliminate the threat of extensive litigation, prevent any inordinate loss
of revenue aid spread the anticipated loss of reveuue over a longer period of
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time.  Our recommendations, briefly sct forth below, are designed to achieve
this purpose:

1. Limit the allowable expenses to those liabilities specifically recommended in the
congresgional reports.~~The language of section 462 should ‘w, amended to fimit,
expenses for which a reserve may be established to the types of expense suggested
in the committee reports. This could be accompliaho(} by enumerating those
examples which were included in the committee reports and subsequently in the
proposed Treasurv regulations. In addition, a proviso permitting the Commis-
sioner, in his diseretion, to allow certain other enumerated expense items should
be included. The Secretary of the Treasury has indicated that he feels the
clause in the present section 462, giving him certain discretion in the reason-
ableness of additions to reserves, is not broad enough to cover the propriety of
the establishment of a reserve itself. We believe that his diseretion ix broad
enough, under the existing provision, but we would have no objection to its
being elarified. However, should the Congress adopt our suggestion of enumer-
ating expenses, the need for this discretionary authority would scem to be su-
perfluous,

We are aware of the fact that, by thus limiting allowable expenses to those which
are in the nature of liabilitics to other persons, an artificial line may be drawn in
individual cases, and cortain expenses which taxpayers in suiwe industries have
heretofore been reserving under sound accounting principles may continue to be
disallowed for tax purposes. However, in view of the understandable conecern
over attendant revenue loss, this would appear the ouly practical means available
at this time for eventually achicving harmony between tax and business accountin
practices. This amendment would, in effect, be in the nature of a validation o
]tho proposed Treasury regulations which, by and large, reflected the committee
anguage.

2. Provide that the revenue lose resulting from the reserves be spread over a 3-year
period.~In view of the general concern over the loss of revenue during the transi-
tional period, it would appear desirable and entirely feasible to incorporate provi-
sions in section 462 requiring the taxpayers electing to establish reserves to spread
the tax effect over an extended period of time. \%’o have suggested 3 years, but
the Congress itself, after having reappraised the expected loss of revenue from
these sections as amended, will be in the best position to decide what period of
timo is most desirable. We are not suggesting the means by which this would be
achieved in view of the fact that there are many alternatives available, such as
sllowing a fractional addition to each year’s reserve or the spreading of the actual
deduction of the transitional year over the succeeding vear. This is a matter
upon which the technical experts of this committee, the Treasury, and the profes-
sional groups tostifﬁing before your committee are in a far hetter position to make
recommendations, keeping in mind the practicality and the east of application by
the taxpayers.

8. Eliminate the all-or-nothing requivement in the election.—Expericnce with
capital goods companies indicates that most companies would prefer establishing
reserves for only a few noncontroversial items such as vacation pay, warranties,
returny, and the like, and that they would prefer not to set up additional reserves
for every conceivable item that might properly come within the scope of the
present section 462, Unfortunately, the present language of the statute would
require a taxpayer to follow the latter course, Tn many cases, the total veserve
figures have been unnceessarily increased by this requirement, In addition,
this all-or-nothing requirement has made the Treasury poliey of requiring tax-
payers to book all reserves extremely onerous in many instances. The removal,
therefore, of this provision would also have the virtue of climinating many of
the objections to the booking réquirement. It is recognized, however, that
xhould ‘the statate be amended to enumerate only certain specifie items, much
of our difliculty which ariser from the all-or-nothing requirement would be
climinated and similarly our objections to booking all such reserves would, for
the most part, disappear.

It may be contended that, if the purpose of the provision it to bring tax ac-
counting into harmony with sound accounting principles, providing the taxpayer
with an eleetion to establish reserves only as to certain items, would, in fact
further distort this relationship, In our opinion, taxpayers should be required
to establish reserves only where they feel that such a treatment of an item is
consonant with sound accounting practice in their business and industry.

4, Modify the requirement that the taxpayer must make his election in the c/ira!t
tazable year or by June 80, 1956, to avoid obtaining special approval of the Com-
missioner,—~In viow of the desirability of spreading this transitional revenuo loss
over & longer period of time, the Congress might find it appropriate to permit
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taxpayors & free election at & future date. Elimination of the present incentive
to earlly election to avoid speeial consent of the Commissioner would almost
certain ;1' result, in sprending the transitional revenue loss over a longer period of
time, The proposed Treasury regulations would allow taxpayors to make this
election during their second taxable year providing they indicated to the Treasury
their decision to do so prior to June 80, 1955. In any case, a reasonable extension
of this free clection should be granted either by Treasury regulation or bif stabu-
tory provision, especially in view of the confusion which has surrounded this
highly technical provision and the further delays that will result before amend-
ments can be adopted and regulations finalized,

The Caamrman. The next witness will be Francis R. Cawley, vice
president of the Maguzine Publishers Association, Ine. .

STATEMENT OF FRANCIS R. CAWLEY, VICE PRESIDENT, MAGA-
ZINE PUBLISHERS ASSOCIATION, INC.

Mr. Caweey. Mr. Chairman, my name is Francis R. Cawley,
T am vice president. of the Magazine Publishers Association, Inc., and
in such capacity T represont 400 general interest, agriculture and
buginess magazines. 1 am grateful for this opportunity to present
to your committee the views of my association on the px'opose({ repeal
of sections 452 and 462 of the Internal Revenue Act of 1954.

While we are principally concerned with section 452, we know that
the adoption of both these scctions by the last Congress was an inte-
gral part of a measure to simplify and improve tax accounting pro-
cedures so that business accounting and tax accounting could be
maintained on a uniform basis,

T might say right here that we oppose the repeal of both of these
sections because of the principles involved.

We did not consider the enactment of these two seetions as providing
a loophole through which the industry could obtain radical tax reduc-
tions. Nor have they had that effect.

The enactment of section 452 merely codified important trade
practices and existing rulings of the Treasury Department in the
magazine-publishing industry which have existed }or many yoars,
Throughout this period about 95 percent of our publishers have oper-
ated on a deferred income basis under rulings of the Treasury Do-
partment.

Therefore, the repeal of section 452 will not materinlly affect the
tax revenue received from our industry. I am confident that if you
made an analysis of the entire publishing industry, including all mag-
azines and newspapers, vou would find that the postponement of
revenue to be obtained by the Treasury Department for calendar year
1954 is well within the amount originally recognized as the possible
deferment of tax receipts during the first year of this law’s operation,

The Cuameman. Do you believe the present bill assures the return
to the situation that existed before these two sections were adopted?

Mr. Cawrsy. Mr, Chairman, in view of the language which accom-
panied the repeal of these sections in the House, I believe it takes
core of part of the industry. But, iy plea here is for universal recog-
nition of the right to defer uncarned subsceription income.

The Cuairman, That was not the question, A witness here today
testified that if these two sections were repealed, that we would not
revert back to the situation that existed exactly before they were
adopted.
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Do I understand you to say a number of vour magazines and others
are alveady getting the benefit of the deferred income basis,

Mr. Cawrsy. Mr. Chairman, as it now stands, I am confident that
for a good number of our publishers, we would revert back to the
former practices before tho act of 1954, We have had that assurance
from the Sceeretary of the Treasury.

The Cuarrman. What pereent of your publishers would be affected
if these sections were ropealed?

Mpr. Cawrry. Mr. Chairman, if they are repealed and we revert
back to former practices, about 5 percent of our publishers.

The Cuamman, 95 percent are taken care of?

Mr, Cawruy. Yes, they are, under prior practices.

Senator Carvson. Mr. Chairman, right on that point, that is a
situation [ am somewhat familiar with beeause of this Wichita Beacon
case.

It seems unfair that just because a cortain group of publishers got
in under a certain statute and others eame in Inter and (li(l not. qualily
at the time, that they should be penalized.  This particular corpora-
tion has been in 2 or 3 courts, and they won a decision in January of
this year, I belicve it was, in Denver, a 2-to-1 decision in o 3-judge
Federal court, and ¥ have heard some rumors circulating m'oun([] that
if this section is repealed that the Treasury is again going to put
these people into court. Tt seems to me that on the basis of all
fairness that it ought to spread universally, it ought to apply to all
these people,

Mr. Cawriy. Mr. Chairman, 1 want to make it elear that T speak
for only 400 magazines. There are considerably more than that in
this country.

Therefore, sinco the enactment of seetion 452 codified o trade prac-
tice recognized by the Treasury Department for many years, and sinee
it. does not materially affect Treasury revenues, we sincerely heliove
that its retention, at least for the publishing industry, would not give
rise to any serious questions.  Our plea is for universal recognition
of the right of publishers to defer subseription income,  Section 452
accomplished this, s repeal will place some segments of the industry
in a highly inequitable position and is unjustly diseriminatory against
those companies not now on a deforred basis,

Prior to 1938 some publishers reported as taxable income in the
yvear of receipt all subseription moneys received, regardless of the
period or periods covered by the subseriptions,  Tn other cases the
publishers alloeated income received over the period of the subserip-
tion and reported income on that basis. The Bureau of Internal
Revenue in 1938 issued a ruling which held that regardless of the
method of accounting in use by the publishers, subscription income
was taxable in the year received and could not he allocated over the
period of the subscription,

This order was subsequently revised, and in 1940 the Bureau issued
1. T. 3369 in which it was held that both methods of accounting for
subscription income would be recognized.  The effoct of this ruling
was that publishers which had previously adopted the method of
reporting sithseription income as carned could continue on that basis,
Others had to report their income on the basis of receipts,

The inequities and confusion of this situation are apparent: For
example, 2 taxpayers engagod in the same business and keeping their
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books in the ssme way could be required to report subscription in-
come on different bases, beenuse | taxpayer had prior to 1940 adopted
the method of reporting such income as carned, while the other had
adopted the method of veporting such income as veceived,  We be-
lieve that it is grossly unjust, grossly discriminatory, and possibly
unconstitutional; to segregate taxpayers by date with the result that
a relative few taxpayers in the industry are compelled to report sub-
seription income on a different basis from that of the great majority.

U‘ndm- the prior practice of the Treasury Department certain pub-
lishors thus are required to pay tax on incoma before it is really carned
and bear the expense of servicing thoso subsceriptions in subsequent
vears, 1o fairness to all, the manner of reporting subseription income
on an accrual basis should be equalized. The publishing industry
should be permitted to adopt uniform accounting practices in this
respeet,

Magazine subsceription income is not earned until deliveries of the
magazine are cffected.  An analysis of the Audit Burcau of Circula-
tions’ statements for 132 general magnzines of over 100,000 circulation
diselosed  that approximately 75 percent of subsceription  income
applics to copies which must be printed and delivered in subsequent
taxablo years.

Consistent, with this practice of deferring subseription income, our
publishers have also deferred editorial, produetion, manufacturing,
and distribution expenses related Lo a particular issue distributed.
These constitute the vast bulk of publishing expenses.  On an accerual
accounting basis this is a proper deferment of expenses and has been
recoghized and approved by the Treasury Department.,

I seetion 452 cannot be retained, as we hope it will, the offect of
this repeal should not interfere with the aceepted practice in the pub-
lishing industey of treating the advance payments on subscriptions as
deposits to be taken into income as earned.  The Treasury Depart-
ment should continue and extend its current practices and rulings as
related to publishers.

The bagie reason of the Treasury for requesting the retroactive
repenl of sections 452 and 462 was that the presence of these two sec-
tions in the law “will cause # greater loss in revenne than estimated
*ok ok Corporate tax colleetions for March 1955, as reported by the
Treasury Department, however, were approximately $383 million in
exeess of the egtimates of the Treasury Department made as of August
1954.  On this basis the tax collections for the full year are indicated
to be far in excess of the original estimates,  Therefore, this reason
advaneced for the vepeal of seclions 452 and 462 appears to have boen
unfounded.

Tt would seem an unfortunate step to undo the good work accom-
plished by sections 452 and 462 of the Internal Revenue Act of 1054,
We believe it is possiblo to narrow or restriet the application of these
sections consistent, with the legislative history supporting the enact-
ment 8o as to reduce the loss potential eited by tho Treasury Departs
ment.  We beliove these modifieations could be adopted without the
necessity of outright repeal,

The CustrMan, Thank you very much, Mr, Cawley.

Senator Canreson, Mr. Chairman, just a moment, if | may?
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As I understand it, Mr. Cawley, the Bureau of Internal Revenue
allows deferred income, And also deferred oxpenses for editorinl
production, manufacturing and distribution gencrally?

Mz, Cawrsy. Yes, sir. . ) )

Now in a situation where your income is not permitted to he de-
ferred, you are {mymg taxes on income before you really know what
you have actually earned on that income.

Senator CarusoN. Then just following that same statement, the
newspaper that took advantage of the opportunity previous to 1940
to defer their taxes on income, propaid income, get the advantage of
subscription income plus these other items, while other newspapers
could not take advantage of deferred income.

Mr. Cawrey. As it relates to income, that is correct, Senator.

. Senator Carrson. That is the point that I think is rather important
in this discussion. o ) )

Mr, Cawrey. Iunderstand it is particularly important, both in the
magazine and the newspaper industries )

Senator CarrsoN, Mr. Chairman, I have a letter here from Sena-
tor Karl E. Mundt in regard to this particular phase of it with a sug-
gested amendment that I.would like to have made a part of the rec-
ord, following Mr. Cawley’s statement.

The Cuarman. It will be entered.

(The letter referred to is as follows:)

UNITeEp BTATES SENATE,
Washington, D. C., April 21, 1955.
Senator Frank Carison, .
Senate Office Building, Washington, D. C.

Drar Frank: You will recall our earlier exchanges of correspondence with
regard to the problem confronting many newspapers in my State as they desire
to make certain that they retain the right to credit prepaid subscriptions against
taxes for the years on which the subscrirtlon money is actually earned.

Your Finance Committee will soon have before it recommendations for the
Treasury Department to correct the so-called “blooper.” These newspaper pub-
lishers fear that in taking the needed corrective steps something might be done to
destroy the aforementioned appropriate accounting practices ingsofar as they are
concerned.

I asked one of my newspaper friends to have his counsel prepare some proposed
language which might be incorporated in the bill by the Senate Finance Com-
mittec at an appropriate place if no one method is evolved for protecting the posi-
tion of the newspapers.

I am happy to enclose herewith this J)roposod possible language which wags
prepared by counsel of a newspaper friend of mine at my suggestion.

I hope that you will offer it—or some amended form of it—to the Senate legisla-
tion should necessity arise.

With best wishes and kindest personal regards, I am

Cordially yours, .
Karv E. Munor, United Stales Senafor,

PREPAID SUBSCRIPTIONS

(&) A taxpayer who rececives prepaid subscriptions on publications and whe
keeps his books and files returns on an acerual basis may, without, the consent of
the Secretary, or his delegate, make an election for his first taxable year which
begins after December 31, 19513, to include income from suech prepaid subscriptions
in gross income for the taxable year in which received and for each of the succeed-
ing taxable years, to the extent proper under the accrual method of accounting.

(b)Y A taxpayer who receives such prepaid subscriptions mnay, with the consent
of the Secretary, or his delegate, make an clection under this section at any time.

() If a return has already been made which is in compliance with this section,
same shall be fully effective hereunder,
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Senator CarnsoN. And then, T have a copy of a letter that was
written by Cranston Williams of the American Newspaper Publisiers
Association to Jere Cooper, chairman of the House Ways and Means
Committeo to follow that,

The Crairman. That may be done,

(The lotter referred to is as follows:)

AMERICAN Nuwsparsr PURLISHERY ASS0CTATION,
New York, N. Y., March 22, 1955.
Hon. Jure Cooprrr,
Chairman, HHouse Ways and Means Commiitee,
House Office Building, Washington, D, C.

Dian Mu, Caatryman:  The Ameriean Newspaper Publishers Association is
addressing you as chairman of the House Ways and Means Committee in cone
necetion with consideration by your committee of bills I, R, 4725 and IT. R, 1726
to repeal seetion 4562 of the Internal Revenne Code of 1954 dealing with prepsid
subseription income.  We respeetfully ask that our views be made a part of the
printed record of the hearings,

The Ameriean Newspaper Publishers Association is a trade association compris-
ing approximately 800 daily newspapers with more than 90 pereent of total
United States daily newspaper circulation.

Newspapers are normally paid in advance for many copies to he issued and
delivered at future dates.  Subscriptions may he for a period of months, a vear,
or a period of years. Regardless of the period covered by the subscription,
payment iy made in advance.

Under the acerual niethod of secounting, income is not determined on the basis
of reecipts, nor are expenses determined on the basis of amounts paid out.  The
purpose of the aeernal method of accounting is to include in income not only
items of receipt but also items representing the right to reccive income, In
respeet {0 expenses, the acerual basis refleets not only amounts actually paid out,
but also amounts owing.

Prior to 1938, some newspapers reported as {axable inecome in the year of
receipt all subseription moneys received, regardless of the period or periods cove
ered by the subreriptions,  In other cases, newspapers alloeated income received
over the period of the subseription and reported income on that basis,

The Burean of Internal Revenue in 1038 issued G, C. M. 20021 which held that
regardless of the method of accounting in use by {he publishers, subseription
income was taxable in the year received and could not he allocated over the period
of the subseription.  Issuance of this order aroused eriticism, and in 1940 the
Burean of Internal Revenue issued [T, 3369 in which it was lield that both
methods of accounting for subscription income would be recognized.  The effect
of thix ruling was that newspapers which had previously adopted the method of
reporting subseription income as earned could continue on that basis.  News-
papers which had not previously adopted the method of reporting income as
carned were required to continne to report income on the basis of receipts, No
permission would he granted newspapers to change from veporting income s
received Lo reporting income as carned, :

The inequitios of this interpretation are apparent.  Two {axpayers engaged in
identical businesses and keeping their books in the same way, could Le reguired
10 report income on two different bases, beeause one taxpayver had prior to 1938
adopted the method of reporting income ag carned, while the other had adopted
the method of reporting income as reecived,

Congress ineluded in the Internal Revenue Code of 1954 scetion 4562 (), which
provides as follows:

“In the case of any prepaid income to which this section applies, if the linbility
deseribed in subseetion (e) (2) is (at the time the income is received) to end hefore
the firet day of the sixth taxable year in which such income is received, then such
income shall be inclnded in gross income for the taxable year in which received,
and for each of the 5 succeeding taxable years, to the extent proper under the
method of aceounting ured under seetion 446 in computing taxable income for
stich yvear,”

The intent of Congress was to put competing businesses on the sran ¢ basis
invofar as determining taxable income iy concerned, and to eliminate the ineanities
crented by rulings of the Commissioner of Internal Rev enue,

The 1954 revenue law granted taxpayers the privilege of reporting income
according to their method of accounting, This is also in accord with rection



106 PREPAID INCOME AND RESERVE FOR ESTIMATED EXPENSES

446 (a) of the Interual Revenue Code, which provides that taxable income shail
be computed in accordance with the method of accounting,

Since section 452 of the Revenue Code of 1054 corrected an inequitable situation,
under rulings of the Tuternal Revenue Commissioner, there would seem to he no
justification for repeal of the section.  As a matter of fact, enactment of this
provision was’long overdne,

In the case of Beacon Publishing Co. of Wichita, Kans,, the United States
Circuit Court of Appeals for the Tenth Cirenit held the Commissioner’s interpre-
tation of the 1939 code was incorreet, In the Beacon Publishing Co. ease,
decided January 3, 195365, the court. held the taxpayer was entitled, under ity
method of accounting, to report subseription fncome as earned, even though it
had not adopted that basis prior to the issuance of 1.1, 3369, The Commissioner
denied Beacon Publishing Co. the right to compute ity income on the bavis of
curnings, rather than on the basis of receipts.  The company changed without
permission of the Commissioner.  In ity opinion the court held:

“The Commissioner urges that sinee the taxpayer had for years prior to 1943
and (944 enrrvied these items on ity books as eash items, it cannot change ils
system of gecounting without the consent of (he Commissioner, # ¥ % The
taxpayer, howes er, did not seek to change ity aecounting system. Tt did no more
than apply the moethod adopted and in use to clearly refleet its income,  This
the taxpayver hiad o right to do and (he Commissioner had the vight to require it

What Congress wrote into the 1954 Internal Revenve Code and what is now
proposed to repeal is no difforent than the Tenth Cirenit Court of Appeals’
inferpretation of (he 1930 code.  Pepeal of seetion 462 will not ehange the
situation if the Tenth Cirenit Court’s inferpretation of the 1939 code is correet
bt mueh tax Migation can be a oided if Congress leayes seetion 452 intaet or
recognizes inany change the fairnews of fhe present law ay related Lo prepaid
stibseriptions,

The ANDPA helieves that action of the Coneress in 1954 in hringing tax acconnte.
ing nearver into conformity with aceeplod hus iness accounting principles is funda-
mentally sound, and in the publie intere (. This assoelation favors retention of
section 452 in the Internal ]!«*\onll(' Code of 1954 a8 related to prepaid subserip-
tions of newspapers,

Sincerely vours,
Cransron Winnians, Ceeral Manager,

Senator Canrnson. Thank you, Mr, Chairman.

The Ciateman. J. Henry Landman, of New York, was scheduled to
appear today., ITowever he was unable to be present and in licu
thereof T submit his statement for the record,

T Us Nor Ananpon Cornuer Tax Revorrina--8rerions 452 aAnp 402 or rngk
1054 InreeNan Revienue Copi Muse Nor/ By REPEALED —~SPATEMENT BY
J.o Hunny Lasosan, Pac D, J0 D J0 S Dy New York TAx LAwyER, AND
Provumsor or Tax Law At e New Yorx Law Scioor,

Seetion 452 of the Tuternal Revenue Code of 1954 purports to rectify the ervor
of ineluding in a taxpayer’s eurvent taxable incomo prepaid receipts, such as
brepaid rent, though they are for serviees or goods to be provided in the future.

"his is offeeted in accordance with recognized nccounting prineiples by permitting
the recipient to defer the inelusion in taxeble income of these amounts until
carned.  As & necessary concomitant, the related seetion 462 perwits an acerual
taxpayer to treat deduetible expenses in his trade or business attributable to con
current ineome on a reasonnhly aceurate estitoated basis, rather than to take these
deductions when these expenses are actually incurred with the consequence that
the taxpayer’s annual carnings are distorted,

- At long Inst, the accounting profession prevailed on Congress to enaet legislation
that predicates tax reporting on sound aceounting and therefore on more realistic
concepts,

These new seetions of our tax Jaw were not hastily legislated,  The American
Institute of Accountants has been agitating for many yoears for such conformaunce
of tax with husiness bookkeeping,  Yet the Treasury now recommends the imme-
diate retroactive repeal of hoth seetions because they will give rise Lo an estimated
$500 1 illion loss of revenue in the current year thus effeeting a greater imbalance
of the Federal budget by this relatively minor amouunt than otherwisze,  Actunlly,
this loss to the Treasury is not a reality beeause it will be recovered from taxpayers
in subsequent years in the form of additional taxes,
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Thus this long-fought-for remedial legislation Jess than | year old without any
relinble expericnce and history has its perpetuation threatened hecause of
misunderstandings, exaggerations, and politieal animosity,

On March 1, 1955, the Senate Finanee Committee eliminated from the Tax
Rate Fxtension Act the Demoeraticssponsored $20-a-person jncome tax eut, By
contrast, seetions 452 and 462 have been wrongfully made to appear like unwar-
ranted windfalls (or husiness,

In truth, these sections merely fix the years when income is {o be reported and
deeide that its applicable expenses are to be dedueted concurrently,  No expense
i¢ deduetible now that would not have been previonsly deducted, and, contrary
to the views of the unsophisticated, no item of expenseis deducted {wice, There
are neither loopholes nor windfalls jn this legislation. It was carclully and
deliberately drafted as ovideneed by the elaborate statutory lnnguage, the relevant
coplons committee reports, and the, already promulgated Treasury regulations
after many vears of agitation in behalf of the more wecurate reserve method of
accounting,

11 it not just to tax only (hat income that remains in ngiven year after dedueting
related reasonably accurate estitnated expensges?  Is it nof correel to tax future
income only when carned affer having offset conceurrent expenses?  While two
deductions are effeeted but only in the year of election for the same item of expense,
they are proper beeanuse they are attributable to two different items of income,
Under the prior law, a produet sorviee guarantee was not deduetible antil exactly
determined by actunl performance, Tt would have heen more realistic if the
estimated serviee costs arising out of this guaranty would have been dedueted
when the original sale of the product was acerned.  Henee it s reasonable to
allow an expense deduetion, or forever abandon it, which was not allowed in
ecarlior years as concurrent offsetting expenses 1o gross income,  Obviou-ly too,
o reasonably accurale estitnate of expenses as a deduction against present income
ix also in order,

Our country hay already had adequate experienee with one large estimatod
contingeney expenso; that s the bad debt,  Its history has proven that this
roserve procedure is not suseeptible of abuse or of undue litigation beeause aetual
taxpayer experience with this deductible item has proven to be an effective
arbiter in the oceasional dispute hetween taxpayer and Treasury at the time of
audit al o later date,

On Mareh 22, 1055, the House Ways and Means Committee ordered the repealer
of sections 4562 and 462—11, R, 4725,  An amendment {0 it provides that interest
and penalties arising from the repeal would be exeused.  An extension of time
until September 15, 1065, is granted to pay additional taxes and to make other
adjustments such as contingent executive salaries based on compuany earnings,
and pension and profitsharing contributions,  Presumably an honest. attempt is
being mado to put taxpayers in status quo ante, but that is not altogether possible,
Tho financial statements of many taxpaycers have already been publicized.  Those
who have entered into contraets which enabled them to receive aceumulated
incomoe which they in good faith expeeted to defer for tax purposes are now
penalized by being obliged to report at once the bunched up income at conse-
quential advanced rates,

Our Government. must recognize that in a self-assessing system of {axation
like ours the mutual good faith of the public and the Government is the sine qua
non for its suecess,  Our eitizens are reputed to be the greatest tax gramblers
but nevertheless the most honest taxpayers on carth,  Morally they are entitled
to good faith on the part of their Government, Let us hope the day never comes
when our citizenvy loses faith in its Government,  'The repeal of equitable tax
laws because of an unanticipated diserepaney in estimates of revenue losses
stemming from such legislation, which at best are approximations, and which
losses regardless of the amounts will be recovered through additional revenue in
subsequent years, is {oo big o price to pay for the possible loss of publie good will,

The repenl of seetions 452 and 462 i more than immoral, It s my considered
opinion dml such conduet on the part of Congress is illogal and unconstitutional,
Retrogetive legislation which impairs the vested and substantive rights of citizons
in contradistinetion to explanatory statutes, is invalid and uneonstitutional in
that it denies due process of law,  Taxpayers do have vested and substantive
rights in the present seetions 452 and 462, They acted in good faith when they
clected thase sections,  As o miatter of fact, those who served in a fidueiary capace
ity sueh as the managements of corporations would have been dereliet in their
duties and would have been held accountable if they had nct clected to effect
tax econoiny by making such cleetions,  Morcover, they would have had 1o make
such eleetion for “all estimaded expenses attributable to [their] trade or business'”

62020508
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under section 462 (¢) (2). Hence any imputation that some taxpayers werc
abusing this seetion is without foundation in sound law and in good aceounting,

The due process of law clause of the fifth amendment to the United States
Constitution is not a limitation upon the taxing power conferred upon Congress,
unless the taxing statute is so arbitrary as to compel the conelusion that it was not
the exertion of taxation, but tho confiscation of property or is so wanting in
substance as to produce such a gross and patent incquality as inovitably to lead
to the samo conclusion.!  Consistont with thiy concopt, retroactive tax statutes
for relatively short periods so as to include profits from transactions consummated
while the statutes were in process of enactment, or within so much of the calendar
years as precedod cuactment, are not in violation of tho duce process of law celauso
of the fifth amendmont.?  Factually when taxpayers elected sections 462 and 462
they had no cauge to suspect that these laws wero ever going to be repealed, It
is alrendy the uncontroverted rule as to taxes other than income tax, that if at
the time a citizen entors into a transaction the profit therofrom s not taxable and
he has no rosson to believe or expect a tax in the future will be imposed by reason
of it, & valid tax thercon eannot bo laid by a subsequont statute  In conclusion,
it & my considered opinion that in the incomo-tax flold of scetions 4562 and 462
where taxpayers had to cloot these seetions and did so in good faith without anticl-
pation of their repeal apd eannot be put in status quo ante, which are the facts in
the sttuation before us, their repeal would be invalid and unconstitutional,

There I8 no compromising with justico, Taxpayers are entitled to what iy due
to them morally and legally under sections 452 and 462,

The Ciamrman, Harman E. Snoke, executive vico president,
Manufacturers Association of Bridgeport.

STATEMENT OF HARMAN E. SNOKE, EXECUTIVE VICE PRESIDENT,
MANUFACTURERS ASSOCIATION OF BRIDGEPORT, CONN,

Mr. Svoki, My name is Harman E. Snoke. 1 am exceutive vice
president of the Manufacturers Association of the City of Bridgoport,
Conn., Inc., 211 Stute Street, Bridgeport 3, Conn., which is an asso-
ciation of some 110 manufacturers established in the year 1900.

This association has a committec on taxation which has been
concerned primarily with matters of Federal and State taxation.
The committee is listed on exhibit A,

This committee has pursued taxation developments affecting
industry for the past 4 years, giving particular considertion to changes
in the tax laws finally embodied in the Internal Rovenue Code of 1954.

When tho proposed regulations implementing sections 452 and 462
concerning prepaid income and resorves for estimated expenses wero
promulgated earlior this year, the committeo gave careful study to
these two sections and the proposed regulations, submitting its
observations to the Honorable 1. Coleman Andrews, Commnissioner
of Internal Revenuo, on February 21,

With the introduction of the House bill 4725 which would repoal
sections 452 and 462 of the Internal Revenue Code of 1954, the
commniittee made a study of the effect such retroactive repeal would
have on specific businessoes,

As a result of this study, this committee on taxation has asked that
I appear in opposition to the enactment of this legislation.

t is the firm boliof of this committee that:

1. Retroactive repoeal works an undue hardship on many businesses

which adopted in good faith the accounting practicos prescribed;
3 Bruahaber v, Unign Pacife R, F. o, (1910) GAO.U. 8,1, 808, 0L 20,3 A, b T, B 2020).
'nited States v, !){)udmn (1937) (200 U, 8, 408, 18 A, F, P, R, 028, reversing 82 Ct, Cl, 18, 12 I, Supp.

SO A, F T, R 1207, 19 1. Bubp. 0o, 174, 10 R atd),
+ Nichols v. Coolidge (1927) @74 U, 8. 541, 71 L, Kd. 1184, 62 A, L. R. 1081, 47 8. Ot, 710, 6 A, F. ', R.
0788); Untermeyer v. Anderson (1928) (270 U, 8, 440, 72 L, Edl, 648, 486, Ct, 383, 6 A, T, D, R, 7780; Miltiken
% %nm States (1031) (283 U, 8, 16, 75 L, ¥d, 809, 51 8. Ct, 824, Ct. D). 320, O, B, Juno 1031, p. 472, 9 A, F.
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2. Retroactive repeal could establish a procedent for later retro-
active changes in exemptions and other provisions of personal income
and other forms of taxation;

3. Rotroactive repeal would involve serious legal, ethical, and moral
considorations as sot forth in a supporting statement by committee
member Ralph W, Wilson, which 1 am usked be entered as oxhibit B,

4. Rogulations can be written to adequately cover the intent of
Congress to bring taxation accounting into line with established
aceounting practices.

(The oxlfli it referred to appears at the end of the oral testimony.)

Mr. Snoke. Mr, Wilson is here on my left,

The Cuairman. There is no objoction,

Mr, Snvoke, Retroactive repeal of the provisions of sections 452 and
462 works an undue hardship on corporations which have pursued the
normal processes of closing their books, paying dividends based on the
use of such seetions, issuing their annual reports to stockholders, and
filing their tax return on March 15,

Further, it oceasions considerable confusion and embarrassment to
corporate management, stockholders, financial institutions, and regu-
latory bodies.

The effeet of some of the problems which the proposed retronctive
repeal eauses arve illustrated briefly in actual situations provided by
members of this tax committec,

The first example pertaing to a manufacturer of business machines
which omploys approximately 1,000 persons in its manufacturing
plant in Bridgeport.

The annual report of this company discloses that under current
lHabilities it has set aside a reserve of some $600,000 for deferred
(prepaid) income as a result of maintenance contracts on the business
nm("linos it produces. Such amount represents billing to customers
for which no services have been rendered as yet,

This $600,000 of prepaid income is actually uncarned income,

Under the 1939 }{o.venuu Code this prepaid income was taxable
although it is definitely not earned income, v’

Obviously such treatment of prepaid income violates gencrally
aceepted accounting principles,

Should section 452 he repealed retroactively, this company would
have to pay tax on this deferred income even though unearned,

At 52 percent, the tax due would be $300,000.

Tho effect of this payment would bo to reduce immediately the
available working capital of this company.

For a number of years this company followed consistently the prac-
tice of keeping its prepaid income accounts on an accrual basis and
allocating income to the months in which it was carned.

However, some years ago, the Internal Revenue auditors insisted
that under the old code, such income could not be deferred, but that
the entire amount of the maintenance contract billing must be
included in the year of billing regardless of tho fact that it was uncarned
income.

The company, therefore, could not follow either the cash basis, or
accrual basis which is accepted as the best accounting Igl'acbice, in
determining taxable income. The Internal Revenue Department
forced this company to keep scparate sets of books, on & hybrid basis,
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The 1954 Code, by contrast, permitted the handling of this deferred
income on & true acerual basis,

Should 1. R, 4725 be passed, this company must pay additional
taxes by mevely making a naked-book entry. It would also experience
some of the other difficultios which will beeited in the examples which
follow,

The second example pertains to a manufacturver of building materials
which cmploys about 176 persons in its loeal plant and has a selling
force of over 1,000 persotss in other parts of the country,

larnings and lm,’lmu'u sheets of this company have already been
released to the public and stockholders,

This company had set up and reported reserves for estimatoed
expenses of approximately $120,000,

Phe Cnamman, Exactly what kind of expenses were those?

Muv. Snvoke. 1 do not know, They were the ones provided strictly
for vaeations and some for other things. 1 eannot tell von the exact
anount of these. They were those provided, though, in the terms of
the committee hearings, 1 know that, and joint committee recom-
mendations,

Should H. R, 4725 be enacted, it would vesult in the company having
to report higher profits and resalting higher income taxes.

[ts underestimate of tases at 52 pereent would he some $60,000.
As o result of this, there would be an underpunyment as of Mareh 15
of $30,000 on which interest charges would be running,

As all the hooks had heen elosed for 1954, retronetive repenl of see-
tion 462 would eveate alot of confusion within the organization beeause
of the required aceounting and fiseal changes.

The company would incur additional expenses for outside publie
accountants to recompute the results and to prepare a corvected
finaneinl statement.

This company has a profit-sharing plan and contributions ave based
on the eurrent annual profits,  In 1054 profits were computed in ac-
cordance with the 1954 Revenue Code.

Should 11, R, 4725 be enacted it would be necessary to recompnte the
profits and to pay an additional amount to the trustees of the profit-
sharing l)lnn beeause the books would show an inerease in prolits in
1054, "This problem is a very serious one for many companies hoth
large and small which have profit-sharing plans,

One of the most serious aspeets of the retronetive repeal of seetion
462 would be that it would he neeessary to prepare supplementary
statements for stoekholders,  Should stoekholders receive two reports
regarding a company’s profits, they might be very mueh concerned
and lnigxﬂl. foel that they do not kuow how mueh money the compuny
had made,

In the ease of this company 1.6 pereent of the stoekholders own
1,000 shares or more,  Most of the stockholders own only a fow shares,
including o number of employees of the company.

The effect of issuing supplementary financial statements might,
tend to shake the confidence of the stockholders in this company,

LExample 31 A the third example, 1 would like (o cite the ease of a
manufacturer employing approximately 3,000 persons,  As indicated
in its annual report, this company estublished aceraal accounts “for
vaeation costs and other expenses at the year end, as permitted under
the Internal Revenue Code of 1954, of some $850,000,
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OF this amount, $775,000 was reserved for acerued vacations which
was u proper accounting charge attributable to the year 1954, T'he
remninder represents minor items for estimated cash discounts, aceru-
able State taxes and estimated retins and allowanees  computation
of which was based on experience,

The Cianraan, Are aceruable State taxes deduetible regardless of
these (wo secetions?

Mr, Sxoke, Yes; I guess they would be,

The Cuaneman, You listed them in there,

Mur, Syoki They were in the acconnts, 1 was taking what the
Treasury had, und it was in the report.

Should 11 R, 4725 be enacted, repealing seetion 462 retronetively,
the company would be immedintely linble for payment of some
$425,000 and the profit and loss picture of the company already dis-
tributed to stockholders would be altered materinlly,

T'he stoek of this company is widely held by the publie, there heing
no dominant, stoekholders. Despite explanations in supplementary
reports, the confidence of stockholders in this vers sonnd and pro-
gressive company might be seriously shuken,

CONCLUSION

Munufueturers, especially the small oues, huve heen troubled by (he
necossity of keeping extra sets of records resulting from the incon-
sisteney between tax accounting requirements and generally nceepted
acceounting prineiples,

Sections 452 and 462 in the Internal Revenue Code of 1054 are
good examples of the efforts made by the joint committee to conform
tux accounting to recognized aceounting practices,

Retroactive repeal of these sections would work inestimable finaneinl
hardship not ouly on the companies hat their stoekholders, many of
which are employeces,

Public confidence in the finnneinl statns of the companies in which
millions of individuals hold investments would he definitely shaker

The Manufacturers Associntion of Brideeport and its committee nh
taxntion respeetfully urge that I R. 4725 be veported unfavorably
and the Seeretary of the Treasury requested to preseribe regulations
which will implement. the oviginal intent of Clongress in its adoption of
the 1954 Tax Code. "o faeilitate the writing of vegulations Congress
may wish to enact elavifying amendments effective in 1955,

In the opinion of this committee, retronetive repeal would result in
an adverse effect on business, our Nation and its citizens which would
far outweigh any temporary reduction in income which the Govern-
ment would sustain,

Finally, it is hoped that your committee will decide to safegunrd the
confidence of the investing publie and employees of companies which
aceted ingood faith in velinnee on congressionnl aetion embodied in
the Internal Revenue Code of 1964,

The Cuateman. Thank you very much, sir,

Any questions?

Senator CartgoN, No questions,

The Ciarwman. Thank you very much,

My, Svoke, Thank you, sir.

('The exhibits referred to follow:)
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Examir A i

ComMmrrril: oN TAXATION, 1955, MANUFACTURKRS ASS0CIATION OF THE Crry or
1
Brivarrorr, ConN.

Chairman: Carroll F, Lewis, managor, tax division, Remington Arms Co., Ine.,
Bridgeport 2, Conn.

Vice Chairman: Joseph P. MoNamara, assistant scorotary and counsel, Bridgoe-
port Brass Co,, Bridgoport 2, Conn,

Rudolph ¥, Bannow, president, Bridgeport Machines, Ino.,, 500 Lindley Street,
Bridgeport, Conn,

Herbert A. Geor, ¢, soorotary and troasurer, Connecticut Railway & Lighting
Co., 177 State Btireet, Bridgeport 3, Conn,

G(Brge H. Maslen, controller, American Chain & Cable Co., Ine., Bridgeport 2,

onn,

Norman K, Pargells, Marsh, Day & Calhoun, 886 Main Stroet, Bridgeport, Conn,

Earl B, gnull, treasurer, the Bridgeport Gas Light Co., 815 Main Street, Bridge-
port, Conn,

Harman IS, 8noke, executive vice president, Manufacturers Association, 211 State

Street, Bridgeport 3, Coun,

Roger Wakoman, assistant to the controller, tho Bullard Co., Bridgeport 2, Conn,

Albert J. Wicland, treasurer, Tilo Rooting Co., Ine., 347 Longbrook Avenue,
8tratford, Conn.

Ralph YiV.(‘Wnsnn, tax attorney, Dictaphone Corp., 375 Howard Avenne, Rridge-
port Jonn,

Ernest M. Winterburn, office manager, the Singer Manufacturing Co., 915
Pembroke Stroet, Brl(fgepor‘n 8, Conn,

J——
Exuisir B

SrarEMENT o Ranru W, WILKON IN AMPLIFICATION OF StATeEMENT BY THE
ManNurAcTurRERS ASsoCiATION oF i Crey or Brivarronr, CoNNn., INC,
Wirn Ruspecer 10 SEertoNs 452 anp 402 or rui INtERNAL ReveENUE Cobi
or 1954

Mr, Chairman and gentlemen of the committee, my name is Ralph W, Wilson,
the attornoy-manager of the tax departnient of Dictaphone Corp., and a member
(()}f the committee on taxation of the Manufacturers Association of Bridgeport,

oun,

I am not unaware of the highly commendable offorts of the chairman of this
committee and the members of it in their endeavors to balance the budget and to
provide the Government, with adequate revenues with which to do it.

These ondeavors are praiseworthy and desirable and every American ought to
bel w:lilling to do everything within his individual power to help in offecting a
golution, .

This problem is one of finance and well within the sphere of the Treasury De-
partment and doubtless, when faced with what appeared to be a substantial loss
of revenue, caused the Honorable Seeretary of the Treasury to appear before the
House Ways and Moans Committoe and request a repeal of seetions 452 and 462 of
the InternalRevenue Code of 19564.

But it was hardly a year ago that the Congress of the United States, in its
windom, and after longthy hearings and deliberations euacted the Internal Revenne
Code of 1954. Its avowed purpose, in part, was to correct cortain inequitios and
to bring within the law sound principles of accounting, particularly with respeet
to the accrual basis method of accounting.

The insertion of sections 4562 and 462 in the Internal Revenue Code made it
possible for business to alloeate income of an accrual hasiy taxpayer to the period
when it was earned or the expense incurred. By spolling out these provisions into
the law it also meant that in judicial deeisions rendered by the courts, the judges
would be able to recognize sound accounting nrinciples in the rendition of their
judgments, There would be little ruom for error.

Fnactment of this logislation was a long step in the reconcilintion of conflicting
legal decisions with actual and practical accounting methody, Spelling out tho
procedure in the code would make it possible for the judiciary to decido cases in
conformity with sound accounting procedures and thus eliminate legal decisions
that rocognize neither the cash nor the accerual basis of accounting, but when
rendered were hybrid in nature. ‘
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Such was the law of the land on December 31, 1954, In reliance npon this duly
and constitutionally enacted Federal legislation, American business, commerce,
and industry acted as it had a perfect and legal right to so act in the preparation
of millions of business reports and documents, all of which are prepared in accord-
ance with the solemn law of 1he fand, or at least 80 they believed.

However, it now appears that the Treasury Department is of the opinion that
there might be a serious loss of revenue if these provisions are allowed to remain
in the law.  The Treasury now comes to the Congress 1o change the law, not as to
its effects on the cealendar year 19656, but requesting that it be made retoactive
to January 1, 1054,

It matters not that the code was in fact the law of the land in 1054,

Tt matters not that Americans have the moral and Jegal right to rely in good
faith on the onactment of legislation by its duly clected legislative body.

It matters not that it will cost American business millions of dollars to correct
data in its submitted reports,

It matters not that the right of American business to rely upon duly enacted
Federal logislation is brushed aside,

The Government belleves that it has need for the money and now asks the
Congress to change the law in its favor.  Is there to he one law for the people
and another law for the Government, or is the Government to be bound by the
same law as the people?

The legal aspeets of retronctivity to January 1, 1954, of certain seetions of the
code is not in question here, that is & matter solely for the judiciarv. The moral
aspects arc a matter for the people.

It is well 1ecognized that the power to tax is the power to destroy and the
Congress, in a national emergeney, has almost limitless powers.  But no national
emergencey exists at this time, and apparently, the avowed purpose of this bill is
concerned solely with an anticipated loss of tax revenne.

Is this event new in contemporary fiseal history of the United States?

If tho law can bo changed retroactively for the business concerns, it oan also he
changed for individuals,

If Congross were to repeal certain provisions effecting personal exemptions retro-
actively to an earlier year, Washington would be justly stormed with public
indignation,

To enact this hill retroactive to January 1, 1984, at this time would be to estab-
lish a dangerous precedent, would shake the confidence of American business in
its reliance upon duly enacted Federal logialm,ionl would weaken the faith of the
American people in its belief in its established institutions, would create an atmos-
phere of perpetual uncertainty, and definitely would not be in the public interest.

It {8 my personal helief that in life there are some things more precious than
money and the greateat of these is honor and our entire Government is based upon
a govornment by honorable and just laws and freedom under the law,

But what can a man belicve?

Do we have the right to believe our laws?

Do we have a right to act in accordance with themm? Or do we wake ll.Jl to the
fact that what we helieved and how we aeted in good faith just is not so

If this repeal 8 enacted retroactively to January 1, 1964, is it not a serious
breach of faith with American businessmen?

Is it not a repudiation of all he had a legal and moral right to believe?

Why i4 repeal, January 1, 1054, necessary? At the end of 1954 when business
closed its books and adjusted its records, certain prepayments, deferrals, ete.,
were taken into consideration. [t is true that as a result of this situation incoe
and governmental revenues may be somewhat deereased.  But a situation of this
sort would frequently oceur in any technical adjustment of almost any tax law,
It is & one-time benefit at most.

If modifieations are made in sections 462 and 462 they should not be made
a!)plicuhle prior to January 1, 1966. By doing this you would not in any way
violate the confidence of tie American people nor disturb 1964 reports,

The ealendar yenr 10585 is practically one-half over at this time and if modifica-
tion were {o take effect us nt January 1, 1055, the rescrves created at the end of
1064 would atand and 1086 would provide an increase in income and alleviate
any losses to the Government beeause of sections 452 and 462 being in effect in
1954, The equilibrium would not be upset, and business would be spared a
tremendous amount of work necessary to change 10564 fiseal data.,

Retroactive repeal would, in effect, invalidate 1954 tax returns already filed
gngipuhliﬂhed annual reports to stockholders, financial institutions and regulatory

odies,
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Litnitation of modifications of sections 452 and 462 to January [, 1955, and
thereafter would validate these prime records’of Ameriean business,

Now to get down to cases,  One short example will illusteate the deficiencies
of the Internal Revenue Code of 1939 and how the inequity was adequately
corrected by seetions 452 and 162,

The corporation by whom I am employed is not a large one but is a very suecesss
ful manufacturer of business and sound recording wachines,

Since these machines are cleetronie in nature, we make available to onr
customers o service contract, By this [ mean that we agree to serviee our ¢nse
tomers machines monthly for a -year period for a stipnlated price.  This service
confract ix on a 1-year basis heginning on any day of the year and ending 1 yoar
Iul(:r.l It i never possible to complefe such o contract in less than a 12-month
eriod,

! However, under “the elaim of right doetrine” the naked eharging of an acconnt
reccivable and erediting deferved maintenance income resulted in the imposition
of an immedinte tax lability of 62 pereent,

To illustrate thix transaction: if we billed enstomers for $2 million worth of
these coutracts and eredited deferred maintenanee income, without colleeting a
single penny of revenue, we immediately nssume o tax obligntion of more than
$1 million,  In many instances payment of {his tax obligation would be reqguired
before we had eolleeted a single penny of rovenve of this nature from a customer,

Is it fade and Just that we are immediately liable for $1 million i income taxes
on cantraets that we connot possibly perform in less than 1 vewr and on which
collections from customers will be spread over o period of time and may even
in cortain events bo canceled?

Under seetions 152 and 102 we are allowoed to book a reserve for prepaid income
wied to pick up the incomo (one-twelfth ench monthy as it s actually carned and
treat eosts in the sume pro rata basis throughout the year,

The Ciareyan, We will meet tomorrow morning at 10 o’clock in
oxeculive session, ) .

(By diroction ol the chairman,- the following is made a part of
the record:)

May 0, 1035,
Hon, Harnry Fioon Byun,
Chairman, Senate Finance Committee,
Senale Office Building, Washington, D. (',

My Dirar Sunaror Byro: Referonce 1s made to a bill now pending before
yvour committee, namely, H, R, 4726, o bill to repeal, effective wilL taxable yoars
eginning after December 31, 1053, and ending after the date of enaetment of the
1051 code, the provisions of the eode relating to the alloeation of prepaid incomae
(see, 4H2) and the allowanee of reserves for estinated expenses (see, 162),

In this conneetion, T wish to advise you that if this hill is enneted, it will work
a greal hardship on many manufacturing firms in Connecticut. who have closed
their hooks, filed their tax returns and issued their finaneind statements on fhe
hasiz of these seetions of the 1964 code,

[ very strongly feel that the Federal Government ought to acknowledyge
its obligation to these taxpayers’ who acted in good faith,  Furthermore, the
I)mp«m-(l retrosetive repealer i not i aceordance with sound business practices,
These {wo provisions werve included in the 1954 code among other aceounting
chianges with the purpose of conforming tax accounting with, generally, principles
of husiness aceounting,

At the time the Congress was considering the 1954 code, the revenne loss estie
mate attributed (o these accounting changes was $15 million,  Now, however
‘Treasury Departiment officials eluim they made o mistake in their estimates and
urge Congress that these two provisions be repealed retroactively to their orginal
offeetive dates, 1 reiterato t{mt I can’t see why taxpayers who acted in good
faith should he penalized by the self-admitted mistakes of the United States
Treasury Department,

If you and your committeo deeides to aet favorably on 1, 1. 4725, T carnestly
suggest Yhat the bill be amended to spoeifically oxclude from its oporations reserves
for vacation and holiday pay. Many industirial vacation plans provide that an
cmployee shall be entitied to vaeation pay if he has been employed for a stated
verlod, iimmedintely prior Lo the vaeation period.  Although the reserves for this
iability can be cstimated with considerable accuracy on the basis of past experi-
ence of the individual employer, in many cases the Internal Revenue Bureau has
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refused 1o atlow o deduction for such reserves on the basis that the liability to a
particulsr employee is not fixed and eertain until he has worked for the full year
preceding the vacation period,

The varinnee between the reguirements of the Internal Revenue Burean with
respect to the deduetibilivy of this item and the universally aceepted method of
aceruing reserves for many Conneeticut industrin firms and t{wir employees,

Thanking you for your consideration of this matter, 1 am

Sincerely yours,
Jamug T PATIERSON,
Member of Congress,

Tuwr Boroun Clo.,
New York, N. Y., May 12, 19575,
CLERK, Senare Finanes Cosyirrie,
Washington, D, (!,

Drar Sin: Wo aro writing you in accordance with the recent annovuneement in
the press whereby the Senate Finance Committee invited interested parties to
file written stateents regarding the proposed retronetive repeal of section 162
of the Internal Revenne Code of 1064, Tt is respectfully reguested that the fole
lowing vicws and comments be considered by the committee,

Undoubtedly many statements pro and con will he received on the subject,
Our position is, of conrse, that seetion 162 should be amended, not repealed
retroactively,

If seetion 462 iy presently 8o worded that it will permit deduetions from taxable
ineome that wore never intended by Congress, the seetion shonld be amended,
As wo understand it, the one big objection to section 462 is that it permits those
taxpayers who have followed the letter of the law, rather than the spirit and
intent, to effectively postpone indefinitely all or & part of their 1951 tax.
Naturally, the Governmont is concerned about this unintended loss of revenue,
as are tho bulk of taxpayers who will eventualdly, if the section is not corrected,
be ealled upon to mako up the toss through higher taxes,  The big problem then
i% to recoup the lost rovenue, which can be accomplished in the 1955 tax yoar,

We recommend that seetion 462, 1, R, C, of 1054 be refained for the enlendar
vear 1954 and for initial fiseal yoars bheginning after Decerber 31, 19563, and
ending after August 16, 1064, Section 462 should be amended to provide that
for later taxablo years, reserves will be allowed only for speeifie items of extimated
oxpense, principally those enumerated in the report of the Committee on Ways
and Means accompanving H. R, 8300, and for which no deduction is allowed
under any other secetion of the code.  To the extent reserves for estimated ex-
penses other than the so specified reserves have not been liguidated by the end
of 1955 (or at the end of & correrponding period for fiseal-yenar taxpayers) they
ba required to be taken into income in the 1065 return,

If thix amendment ix properly drawn, it will have the effeet of ¢hifting tax
revenue from the 1954 55 fiscal vear 1o the 1956 56 fincal year,

The retronctive repeal of section 462 of the Internal Revenne Code of 1954

would be extremely unfair to taxpayers who, relying on the seetion, heve already
determined their income after Foderal income taxes and made business or personal
commitments,  Reports to the gharcholders and ereditors have been wsued on
the bhavis of the new tax Inw,  Similarly, dividends have been paid in relianee upon
the 19564 tax statute, 1t is our firm convietion that a retroactive repeal of seetion
462 would result in gross inequity and commercial instability,  We are informed
by legal counsel that, in the past, Congress bas recognized an inequity similar
to that which would result from the retroactive repeal of seetion 462, ns a baxis for
rejecting sueh legislntion,  Tn 1017, the 66th Congress refused to levy additional
tax on 1916 income and the veasoning in this regard s clearly stated in the report
of the Senate Finanee Committee, .
A ro}x»m of section 462, Internal Revenue Code of 1954, retronctively offective in ro-
#peet o vmn:)lmml taxable years governoed by the code of 1954, on or after the date pre-
weribed for filing income tax returns for such completed taxable year, could give
rise to oxtensive constitutional litigation which might very well rvsuft in the in-
validation of the repeal at some later date, Tt i not our intention to attempt to
deseribe precedent for the aboy e statement for we are certain that this will he ade-
quately covered in statements prepared by the legal profession,

In summation, therefore, it i our recommendation that:

1. Section 462 should be amended to recoup the revenne unintentionally lost
in the 10564 86 flseal year,
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2, Sceetion 462 should not be repealed retroactively sinee reports to stoekholders,
wreditors, ete,, have relied on the seetion as contained in the present statute,

3. Seetion 462 should not be repealed retronetively beeanse of litigation it
would engender,

Respeetfully submitted,
T, O. Horsman, General Cantroller,

RADIO-FLECTRONICSCTELEVISION MANUFACTURRES A SS0CIATION,
Washington, D. €., Moy 12, 1954,
Re H., R. 4725,

Hon. Haury F. Byup,
Chairman, Senate Finanee Commitice,
United States Sevate, Washingtow 25, D, (',

Dear BeNartor Byen: Thiy letter Is respectfully submitted on behalf of the
Radio-Eleetronies-Tele ision Manufaceturers Associntion, o national organization
cotmprising approximately 383 companios who manufaeture tele. ision sets, radio
sots, other clectronie end products und their component parts. - We oppose the
repeal of sections 452 und 562 of the Tuternal Revenne Code as proposed in
H. R. 4725,

In our opinion, these seetions embody principles which are unauestionably
sound and fair,  ‘Their objective iy to hring tax accounting and business necount-
ing into conformity, "Their enactnient remo. ed fneanities that has e heen suffered
in the past.  Certainly the aecomplishment of this objective s in the public
interest,  The vevenue and adminisirative ditliecultios that ha e heen mentioned
in the statenents of the Beerctary of the ‘Treasury, ad reported b the press, do
not justify abandonment of these sound prineiples, 1t is our view that these
revente and administeative problems ean he handled withoutl resort to such un
extrome measure as onutright repeal.

The requests for repeal of seetion 62 are bazed on the vecenue problem iny olved
and the possibility that the section will he o ailed of for expenditvres which were
ne er intended to be included.  We do not believe that the possibility of abtise
of the seetion by taxpayers constitutes o suilicient reason for its repesl.  Jocery
seetion of the code ean bhe abused, ‘This iv o walter of admini tration,  We
wonld favor all reasonable safegiards in the public interest asainet abose of this
seetion and feel that sueh wafeguards can be weitten into the statute by way of
amendment, .

Three methods have been sugpested for limiting the secope of the sections and
thus proteet the publie agninst nbuse,  The first is {o give the Seeretary of the
Treasury the authority to specify by regulation the type of item for which a
deduetible reserve may be established,  The second is to speeify in the statute
the fterns of eqtimated expense permitted by the section,  The third is to specify
in the statute the items of estimated expense not permitted by the seetion.

We have no particular quarrel with any of these suggestions and feel that any
one could be so written ax to provide the necessary safeguards,  Our preference
would be to recite in the statute the items of expense that are to he covered by
the section.  For the present we propose that these items be restricted to the
ones listed ag examples in gection 1L462-8 (03 (6) of the tentatis ¢ regulations
isstied by the Treasury., These dnelude eash discounts, product warranties,
sales returns and allowances, freight allowances, cuantity discounts, vaeation
pay, and self-insurance by common carriers for liability for cargo damages,

An unweleome revenue effeet in a single yoar is po justification for abandoning
a sound principle and receding to an erroneous prineiple,  I'rogress would never
be made if temporary side effects of needed reforms were allowed to prevent the
adoption of such reformy.  Rather, the revenue impuct should be softened in some
reasonable way.  Suggestions have been made to the committee to do this by
spreading the revenne loss over a period of time, such as 3, 5, or 10 years, Buch
stgge tlons seem to be g feagible and practicable wav to minimize the impact of
the revenue Joss in the year of transition. T'he exact length of the stretehoun
period should be chosen by the committee in the light of what the committee
decides as the preferred method of controlling the seope of the section, since
these controls will greatly affect the estimated revenne im{)uut of the section, It
is thus impossible for us either to estimate the revenue impact or to designato
the length of the stretehout period,  We feel, however, that a 10-year stretchout
is too long because it wouldI tend to defoat the purpose of the section, Many
taxpayers, particularly small businesses, might prefer to forego use of {he seetion
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sather than assume an additional accounting burden of that duration. This is o
mutter of importance to our industry beesuse approximately 75 percent of the
companies in our asgocintion hayve loss than 500 employees and fall into the oflicial
stadl business classifieation,

The teleyigion set mannfacturing regraent of our industry offers an apt illus.
tration of the wisdom and soundness of seetion 462, There are 44 companies in
our associntion which are engaged in the sale of television sets, and 34 companies
enignged in selling tubes, The facts 1 am about to outline are generally eharneter-
istic of all of these companics, and any exceptions are, 1 belieye, seattered and
refutively insignificant,  For many yvears these companies have had to make their
bax returns and pay taxes on a set of accounts different from the acconnts they
must maintain for business purposes,

When a television set s sold the enstomer obtaing a wareanty agninst defective
material or workmanship for a perfod of 3 months on the set itself, and 1 year on
the pieture tube (there are individual variations, but {his is the general praciice),
The vet maker iv thug under a contractual oblication to incur expenses (o carry
ont his warranty, ‘I'he tube maker is under g similar obligation,  8ueh companies,
heing on an aceraal peconnting hasis, acerue this obligation on their hooky in the
vear inowhich the felevision sets and tubes are sold,  Prior to the enactment of
seetion 462 they hind not heen able to obtain recognitlon of this acerual for tax
purposes, and had to take the tax deduetion Inter when the cash ontlays were
mm‘lv, Seetion 462 permits sieh companioy to obtain tax recognition of these
expenses in the vear they are entered on the books,

We know of no one, in or ouf of Government, who takes the position that

costimated warranty expense js not a sound and proper tax dednction wnder the

circtmstances T ha e just doseribed. The opinion appears to be ununimous {hat
seetion 462 as applied to these facls is fair both to the taxpayer and {o the
‘Government,
Tir conelugion, we submit that the producet warranty situation offers a compelling
Plustration of why the Congress should amend rather than repead seetion 462,
Respeetfully submitted,
Gren MeDanien, President,

nees———

A TRANSPORT AHSOCIATION OF AMBRICA,
Washington, . (', May 12, 1955,
Subject: H. . 4725,
Hon, Haney 1. Bynb,
Chairman, Senate Finance Commiittee,
Senate Office Building, Washington 25, D. C.

Drar Mu, Cuamman: The Air Transport Association of Amwerica, which ig
ccomposed of substantindly all of the certificated airlines of the United States,
wishies to submit its recommendations on H. R. 4725, which is now the subjeet of
public hearings bheing held by your commities, We urge the committee to
modify T1, R, 4725 g0 that it does not operate as an outright repeal of section 162
of the Internal Revenue Code of 10954 but rather amends that seetion so that it
retaing the accounting principle which it now embodices but will not result in the
toss of revenue now anticipated.

The Civil Aeronautics Board of the United States regulates not only the
operating, but also the ceconomie, aspects of air transportation.  As part of the
latter funetion the Board hag preseribed a uniform gystem of accounts, and o
nwnunl which must be followod by the airlines in keeping those accounts,  Under
the Civil Acronautics Acet, which created the Civil Aeronautics Board, it is un-
lawful for any airline to keep any accounts and records other than those preseribed
or approved by the Civil Aeronauties Board, The principle on which section
462 was based, 1, e, to bring tax aceounting into harmony with generally accepted
nwmmniw(; sractices, wag o long step toward the realization of the goal that an
airline’s Federel tax returns shiould be prepared on the same basis as its hooks of
acconnt and records are maintained under Civil Acronautics Board regulations.
A spocific example will serve to illustrate this point.  Under the present uniform
svstom of accounts Prosm‘iqu by the Civil Acronautics Board the airlines are
permitted to establish and maintain reserves for the overhaul of alreraft and air-
craft engines.  Moreover, at the present time the Civil Aeronautics Board has
under congideration & revised uniform system of accounts under which the estah-
lishinent of reserves for such overhauls would ke mandatory.  Prior to the ennet-
ment of seetion 462, although a substantial number of the airlines maintained
-sueh reserves, additions to them were not deductible for incomo tax purposes.
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Thus seetion 102 bronght steline tns necounting into harmony with Civ Aero-
nantien Board aeconnting with vespoct to this item,

1 should be elearty rocogndeod thint voforenee is bebig made only to nieeraft
and airern!ft enpine overbanlonnd that sach overhaubowee sabstantinly dilVepent
from repairs nnd maintennnee of alveratt and ongines,  Overhauls nee vequired,
utdor regudntions tsamd by the Civl Aeronnatics Bosed nnd enfopeed Dy the Civil
Avronautios Adiministeation, to be o wiade periodiently aftor the aiveenft or the
enpine has boen in servive for o speeifle numbor of hoves, Overhanls st be
performed, as reguived by the Civil Ade Regalations, whether or not theee iy
netuanlly any need fop eepaiss o wmadntenanee, and failuee of nocareier to comply
with these vepubitions will ponder the aieline Hable (o lose ol it opersting cer
titlente, to eeiminnl penaltios, or hoth,

Favery houy that airline aireeaft aee aperating, darving a fnsnblo yoar, aod e
praducing ineome, establishos nclinhitity and lognl obligntion on the paet of (he
nivline o ovorbaal the nireeaft and the nireradt enpines, and hrings the tane of
thnt overbanl that vl neaver. Faeh hour of ndveraft opeention, therefore,
shondd beae i appropeinte portion of the overluad espenses,  The establi<lunent
and maintenanee of areserve Tor sueh overhauls s the toehnigoe which the Civit
Avronanties Bonrd hos approved foe that puepose, This teehndgue wie reeoy,
nized (o tay peposes by the ennedtnent of soetion 1620 bsed one neconnting
prineiples approved by both the Mmervican Institate of Aeconmtanta and the
Comptralloes Tostitite of Anieriea,

Undess there s vecopnition, for tax preposes, of veseeves for aiveenft ol adee
ernft engine overhinuls, the vesntt will bo thnt the aivlines will have to pay meoie
taves on fands which are not available for geneead company ase or for distriba
ton s dividends 1o the stoekbolders, bat which are resersed for the parpose
wpevitiod,

Many of one member sivlines have tHed o tas eefurns for the yvear 19354,
I addition, the anuual reports of owe wembers hay e either heen veleased or aee
in provess of disteibution. Inorelianee on section 1082 in wnny enses those fay
roturns and annunl reports petleet additions fo pesorves for averhnuds nnd for
similar oxpenses,  Moreover, many givhues have made eash commitiments, siele
as for the poechase of new aieeraft, hased on the alowanee as tas deduetions of
additions to sueh reserves, Total repeal of seetion (02 at this time retronetive
to danuaey 4 1850, woald work ahaedshitp on these taivpavers,

I view of the forogoing, we tege that, in ow of suel repend, the pendine Bl
1 40240, be wmeditied <o that it has the effeel of preserying the aceounting
principle on which section 132 i based while at the =ame time amemdog that
seetion o avoid the loss of revenue which worndd vesult from the seetion as pres
ently deann, Youe conunittes has before it a number of effeetive recommendi:
tions desighed to re tee that revenue loss, ineluding, the soseadled steetebont
recommended by the Muerican istitute of Aceconntants,

"This association respeetinily regiiests that this letter e fneluded in the printed
recard of voune committee’s hearings on Ho R AT20,

Very truly yonrs,
1 Key,
Viee Pyesident, Finanee and Aeeownting,

vmer——

SPUEEMENT CONCERNVING e Provosed REPEAL or SECeoN 402 Avp SECroN
462 o1 e INTERN AL REvENER Conk or 134, By B GO Sternkssos, ran
Nanovarn ReErai Dry Goons Assoviarton, NeEw Yors, N Y.

This statement s for the purpose of presenting the position of the associntion
on House bill H, R, 4725 pusso«\ by the House of Represontatives on Mareh 21,
1055, which proposes to repeal, retroactive to Janaaey 1, 10542 Seetion 152 of
Internal Revenue Code of 1931 which covers woethods for reporting pr«-llmitl
income earned over both short or indefinite periods of time and over a long
period of time and seetion 462 covering methods for reporting reserves for estis
mated expenses,

The National Retail Dry Goods Association is a trade ansocintion with a mem-
hership of over 7,000 department and speeinlty stores aperating in all 45 States,
the Distriet of Columbia, Hawaii, and Alaska,” These stores employ many thou-
sands of people and do between 11 and 12 billions in total annuad sades,

Retailing has a particular interest in these measures beeause of the many and
varied ramifications of its husiness activitios,
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Meetion 462 of the 1054 tnteennd Reveonue Code corrocts a glariop, inegnify
which existed in presions tnx fnws, for the reporting of taxable income. \s
vour commitieo s well wware, provions to the ennetment of this seetion of The
cotle, the tespiry or wiss eegueired to report as Lisable income i the vear of pecvipt,
and pay fves, o deposits, prepadd reatais, prepaid interest and other forms of
prepnid ineome for whieh the faspaver wondd e required to dediver merchindise
ar serviven nt some Ddare fime, ntthonph the applieable espetses or cost of mer.
ehnndie, or provisions for wiel conts were not adlowable antil the period
whieh sueh voste were ineareed,

While seetion 4582 doex not pive comptete relief (o Che inequities of former s
tws, B0 does mnterindly soften the impact of the tas burdens Tes provistons for
spreading the reporting of stich proepnid focome pives the fnvpnyer some cone-
siderabile rellef without placing an undue denin on the Federnd vevenue,  To faet,
it b probable  taldng adl tavpoyers into conkiderntion with the different problen
el tuee for the defereing of prepomid dncome that the bnpaet on the Pedeeal
pevenae with bnevery slight, white ot the mune tinme the effeet of the deferving of
income ta the individand taspover would beosers important,

Our nusocintion believes that this seetion should eemnin fn the lnw, that it
wauld heogrease ingustice for it 1o be repeanded, sned reeommends that vour finnl
and consddered deeision shonkd be to peemit 46 to remadne neon paet of the Federal
Tux Conley

Seetion 102, covering Reserves for Pstimated Fapenses, engrects g eondition
thint haes heen elewrds reeapnized by i himiness opterprises nnd by adl praeti-
tioners in the public aeeounting field, T bringa costc npplienblie to o piven
tuanble yenr, but ineorred fn o subregnent tnsuble vear into propee relationship
with the pevermes of the gdven tasnble venr,  TC vings ineome tax aceounting
for revenues and applicable costs fnto line with somnd neeounting praetices, 1
repreren i the fiest eecognition that the Treasury hasogiven to this very perplesing
problem,  Members of both Hooses of Congress hnve publiels wdimdtted that
~eetion 402 properly correets iy necounting, nnd helieve i shonbd remmin in the
code nevording to wrticles which have appeared o newspapers, hat seck s eepenl
beenuse of the fmpoet on the Federsl revenue,

Mhere s no dount Chnt the opaet with be far greater than the e timates mande by
the Treasury ot the time section 162 was cnaeted by Congress, In foet, some of
those who appenred before the Ways and Means Conmmittee to diseass seetion
162 hefore the 1051 code was enaeted, stated that the fmpoet would he sery hedvy
i the effeet wan (o be abxorbed e one sone’s revenne, and recommended that the
np’xliwuluu of the seetion shonld be spread over o desear period,

Yar sesocintion believes it would be fmproper nnd unfair to repeal this very
important prosviston of the (s code, Beetion 12 corrects o ineguity that biss
entsted far yenrs, with no known way to correet it Our nasocintion roalizes who
that sotwethdng should be done to soften it effect. on the Federal revenne,
Therefore, woe miggest that the right to the deduction for reserves for estimnted
expenses shonld becspread over s B-year period as follows:

For the veserve establlshed ot the first year end a deduetion of one-fitth would
he permitted,

For the reserve established at the second vear end, o deduction of two-fifthy
loss (he fiest yenr allownble dednetion wonld be nllowed,

For the reserve established at the end of the (hird year, o deduetion of three-
tifths doss the sum of the allowsble deduetions for the firt 2 venrs would be per-
mitted and the plan to continue for the fourth and fifth years,  After that time
caeh subseguent yoar's operation wonld requive no further adjusfments,

1o fnet, rathier than to eliminnte this very proper and important seetion 462
from the Internal Revenue Code, and providing that a feyear stretehout does
not sufliciently reliove the burden on the Federal revenne  then our assoclation
suggsts that the stretehont period he incrensed to 10 yenrs,  This wondd caonform
to the provisions in the code for amortizing past serviee pension costs, when setting
Up new pension plans,

Phere might be other provisfons weitten in this seetion of the code, limiting the
vight to deduet extimatod oxpenses to eertain speeifie tems of espense such ns
reserves for vaentions- reserves for warrantios and guaranties and others 1o be
determined by conferences between the Represeutatives of Congress and those
representing industry groups,

Our assovlation believes further, that the very proper effeet of wetion 462 on
the taxable income of the taxpayer softens to sume very minor degree the very
sovere effeet of seetion 6016 (a), (by, (@), (), (e) and (f) which requires every
caorporation for each of the years 1956 to 1959 inclusive, to pay 110 pereent of ita
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income-tax obligations with no opportunity to recover the overpayment unless
it cither fails or goes out of business,

Thorefore, our association urges your committee to retain xcetion 462 in the tax
code, and in order to make thiy possible, to write adequate methods of streteh-out
of its impact into the wording of the section,

L

Hyaria Rurriaurarineg Co., .
Elmira, N. Y., May 12, 1955,
Hon, Harry F. Byrn,
Senate Office Building,
Washington, D, C.

Drax Harry: The enclosed copy of letter to Styles Bridges expresses my reac-
tion to the statcment in his letter indicating that the sentiment weighs heavily in
favor of the proposed retroactive repeal of the tax provisions and that the legisla-
tion will probably pass,

T respectfully commend to your thoughtful consideration some of the views
expressed in my letter to him,

Vith warmest wishes,
Sincerely yours,
J. R. SHOBMAKER.

Hyaria Rerricerarivg Co.,
Elmira, N. Y., May 12, 1955.
Hon. SryLes Bripors,
Senate Office Building, Washington, D, C,

My Drar Senaror: Your very frank and forthright statement of the situation
concerning the tax repeal bills is appreciated. I have had similar statemoents
from others, but no one has yet come up with any sound justifiention for the
action, other than that the Government needs the revenue. No consideration
is apparently being given to the equity or fairness of the retroactive procedure,
other than that the Government wants the revenuo regardless of who is crueified
in the process or how much economic damage may be done 1o the business units
striving to produce earnings and conscquent tax revenue to the Government.

Billions for faraway lands and wanton wasto permeating every facet of the
Government, as clearly pictured by the reports of the Hoover Commission, but
little apparent effort to change that picture as long as the rovenue to maintain
it ean be squeezed out of business and the people of the country.

Senator, I have long had the thought t{mt ono of our greatest weaknesses is
that so many Members of Congress have known little about the real factors of
buginess responsibility——the maintenance of a gound economie position with a
high level of employment and the inevitable meeting of weekly and monthly
payrolls, If this situation were otherwise, I am sure a different point of view
might often prevail in place of such shortsighted ones as illustrated by the
legislation under discussion.

As you well know, there is nothing personal in this statoment, but it comes
from the deep sense of injustice that exists in so many angles of the picture.

With all good wishes,

Sincerely yours,
J. R. BHOEMAKER.

P. 8.—S8ince dictating the foregoing, there has como to my desk o memorandum
outlining the justification for scction 452 of tho Internal Rovenue Code as amended
in 1954, and its application to particular factors and procedures in our industry.
This memorandum was prepared by one of the ablest exccutives in the industry.
I think it will be of interest to you.

MemoraNDUM RE SrcrioN 452 or THE IN’];ERNAL Rrvenue Cobr, A8 AMENDED
IN 19564

There are two major respects in which this provision of the law affects our in-
dustry. 1 will deal with them separately.

In general, however, charges to the customers of the refrigerated warehouse
industry are due in advance but customarily are not, billed until the end of the
month. The charges for handling the goods in and out of the warchouse are billed
on receipt of the goods and represent compensation or revenue to the warehouse
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for services of receiving and storing the goods and the service of delivering the
goods on call from the customer.

Ior a very long time —at least 30 years—it has been the practice of this company
to defer from cach month’s billing for handling service a portion of that revenue as
revenue to be absorbed in the month in which the goods were delivered from
storage. At December 31, the close of our tax year, there is therefore, on our
accounts as a deferred revenue item an amount reserved for revenue in succeeding
months when the goods shall be delivered from storage. As stated hefore, this
has been the practice of this company for a long period of years.

For a considerable part of that time the Federal tax anthorities permitted the
deferral of this income and did not include it in taxable income in the year in
whieh it was billed. The attitude of the Federal tax authorities on thiz subjeet
was not uniform and some years ago, in attempting to make it uniform, they foreed
the disallowance of the deferment of this income, though the deferral was set up
on our books and had been a long established practice, We eontinued to set up
this deferral even though it was disallowed by the taxing authority.

This situation illustrates the intent of the 1954 amendment to bring the tax
rulings in accord with the established and recognized business principles of ac-
counting.

The seeond matter of importance to our industry under this section arises from
the fact that storage charges are set up as a credit to revenue in the month in
which goods are roccived for storage and cover the storage charges from the date
received to the same date in the following month. The bills, however, are not
rendered to the customer until after the end of the month,  Therefore, there arises
the situation at the close of the taxable year where a proportion of the revenue
taken in by the warehoure and subjected to taxes by the Federal taxing author-
ities is neither hilled to the customer nor collected in eash.  Section 452 provided
the bagis for proper accounting treatment of this situation in accordance with
generally accepted accounting principles.

As to both of these items, it should be pointed out that the effeet on taxable
income to the Government is temporary and over the tong run will make no differ-
ence in the tax revenue to the Government, but will enable husiness to conduet its
a,’ccnufnting properly and more realistically without suffering a penalty in tax
therefor.

New YOork STATE ASSOCIATION OF
OF REFRIGERATED WAREHOUSES,
Elmira, N. Y., May 9, 1955.
Hon. Harry F. Byrp,
Senate Office Building, Washington, D. C.

Drar Harny: Thank you for ffour note advising that vour committee is
starting hearings on the tax-repeal bills this week.

May T assume that my letters to you on this subject will be put in the rezord
and that it will therefore not be necessary to appear personnaly at the hearinga?
There is little I could add to the statements on the subject as covered in our
correspondence, except to again cay that it is our earnest hope that in all fairness
the committee will eliminate at least the retroactive provisions of the House bill,

With kind personal regards.

Sincerely yours,
J. R. SHOEMAKER.

e

NEW YORK STATIE AsSOCIATION OF REFRIGERATED WAREHOUSES,
Elmira, N. Y., May 3, 1955.
Ton, Iarry F. Byrp,
Senate Office Building, Washington, D. C.

Dxzar Harny: Thanks for your note of April 26 on the subject of the tax
legislation.  For your information, I am enclosing copy of the reply T received
to my letier to Secretary ITumphrey, made by a special assistant to the Secretary.
Also enclosed is co;)y of my further letter to him, which emphasizes some points
already made and brings out some additional angles,

I have before me the special dispateh to the New York Times dated May 1
indicating that “The Senate Finance Committee is keeping the door ajar, if only
slightly, for a possible compromise on repeal of two 1954 tax laws entailing
unintended windfalls to business,” Certainly business has urgent need of some
‘“breaks’” in the tax picture. They have heen few and far between for many
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vears. Knowing yvour innate sense of fairness, T am confident you are going to
deal justly with this retronctive proposal, which is extremely unjust and will
work a great hardship in many instances,

Based on the last paragraph of the special assistant’s letter, one might conclude
that they are expecting some compromise in the picture, As T said in my firsg
letter to you on this subject, if the law as passed is unsound, repeal it, but don’t
enact u retronctive provision that will erucify those who have closed their 1954
business in good faith based on the law as it stands on the bhooks,

Thank heaven we have o man of your sound judgment to deal with this vitally
important matter,

Sincerely yours,
J. R, SHoRMaAKuR,

Hyariy Ruevriceraring Co,,
Elmira, N, Y., April 21, 1953,
Hon. Harry F. Byrp,
Senate Office Building,
Washington, . C.

My Drar Fripvn: Supplementing my letter to you of April 1 on the sobject
of the tax-repeal legislation, T am eneclosing copy of letter on the same subjeet [
have just written to Secrvetary Humphrey, beeause almost evervone we have
heard from on this has taken refuge in (he fact that Seevetary Humphrey wants it

According to various items that have appeared in the press, vour Senate
Finance Committee is seeking wavs and means to relieve the situation without
actual repeal.  Just what form this may take I don’t know, but with all the
cariestness at my command I again appeal to vou fo set vour face strongly
against any retroacetive action hecause, in my book, it isx unfair and un-Ameriean,

With warmest wishes, believe me,

Sincerely yours,
J. R, SHOBMAKBR,

et

Tyarra Revrraerarine Co,,
Elmira, N. Y., April 21, 1953,
Hon., Grorar M. Hemeurey,
Secretary of the Treasury, Washington, D, C.

Dear Mn. Secererary: No Seeretary of the Treasury since the late great
Andrew Mellon has merited and received the confidence of the people of this coun-
try to the extent that yvou have, Past expressions T have made to you bave aflirmed
this fact, However, T must in all frankness say that there is apparently a very
marked difference of opinion between us with respect 1o the repeal of certain
seetions of the 1964 tax law, with referenee to the handling of certain business
expenses from an accounting standpoint. If this i proving to have bheen a
serious mistake and js in need of further change, no straight-thinking person will
object, but what people in business do objeet to is the retroactive provision of
this proposed repeal,

Under date of April 1, I wrote my good friend Senator Tlarry Byrd, per copy
enclosed, getting forth my views on this subject. If you can find time to review
thix letter, it will give you a clear understanding of my point of view. Similar
letters were written to other Senators and Congressmen and in many instances
they replied that their reason for support of the retroactive provision was that
vou had heen quite insistent that it be included. There may be something to
this that taxpayers generally do not understand and, if so, I would like to have it
clarified, Tt is going to hit many husinesses very hard, and I can’t help thinking
that it has the appearance of heing somewhat unfair due to the fact that the
1954 business has been closed and operations and accounting set up aceordingly.

T am sure there are many like myself who would be deeply gratified if vou
could see your way clear to withdraw your insistence on the retronctive provision,
In any event, I will very much appreciate your frank comments on the views
expressed, '

Vith continued assurances of estecin, T am,

Sincerely yours,
J. R. SHOEMARER.



PREPAID INCOME AND RESERVE FOR ESTIMATED EXPENSES 123

Arrin 1, 1955,
Hon, Harny ¥, Byrp,
Chairman, Senate Finance Commitlee,
Senate Office Building, Washington, D, .,

My Dpear Spnaron: Even though you have not heard from me very fres
quently, please know that I have been following closely your splendid acts of
leadership both through the press and through the various releases you have
kindly had sent to me. In common with all thoughtful people, I certainly con-
tinue to commend your efforts toward cutting expenses and toward somehow,
gome day, coming up with a balanced budget,

[ do, however, have a very strong feeling of injustice because of the proposed
retroactive repeal of certain sections of last year’s tax law which permitted
reserves and deferments in connection with certain types of business expenses,
f it is soundly and reasonably believed that these provisions are not justified,
then a resetting of the picture may be proper, but, by no streteh of the iimagination
ean retrogetive action in this matter he considered as either proper or fair to busi-
ness.  Books have been closed for the year and, in the case of corporate business,
tax returns made up and taxes and dividends paid.  To go back now and force a
complete resetting for the past year comes at least very close to being in the
ex post facto category, against which I thought we were protected by the
Constitution,

Business, particularly smaller independent business operating under the
corporate form, has suffered some pretty severe disappointinents taxwise, A
reduction in the heavy burden of corporate taxation hag been twice postponed,
thereby confirming the belief that it was originally enacted largely to mollify
business and make it think it was going to get a break. In iy opinion, if the
time was not right to do it, then the reduction should never have been enacted in
the first place.  However, once enacted, postponement creates uncertainty and
loss of confidence in the soundness and judgment of both Congress and the
administration,

Frankly, 1 was very much jolted by the recent statement of our very able
Secretary of the Treasury (and f(lu feel that heis that) to the effeet that 70 errors
were made in the 1954 tax law that should be corrected, T am sure you will agreo
that if that be true it doesn’t make for public eonfidence in the judgment or
fairness of these charged with the responsibility of drafting and enacting tax
legislation. T agree that there were some glaring mistakes in the law, but in
opinion there were fully as many of omission as of commission.  As you knew
from our past correspondence, I have long been an advocate of fairness and eqguity
in taxation, and we both know that the enactments have fallen far short of
achicving that result. A feeling that taxes are fair and equitable in their effeet
is of far greater importance from the standpoint of public reaction than the
rave per sc.

My friend, I Lave taken the liberty of expressing these views to you beeause
of vour recognized position as the leader in financial affairs of the entire Congress,
May the country be privileged to have you continue in that capacity for a long
time to come.

With warmest personal wishes, believe me

Sincerely yours, }
J. R. SHOEMAKER.

MORTGAGE BANKERS ASS0CIATION OF AMERICA,
Washington, D. C., May 10, 1955.
Hon. Harry I, Byro,
Chairman, Senate Finance Commitiee,
United States Senate, Washington, D. C.

Drar SeNvaror Byrp: I am writing as general counsel of the Mortgage
Bankers Associgtion of America coneerning the proposed legislation to repeal
retroactively section 452 of the Internal Revenue J?()dc of 19564,

This association strongly urged the ensctment of section 452 when it was
originally proposed, since the use of the provisions of the section would enable
many members of this association to adjust income earned under a servicing
contract on a proper basis and to build up reserves for possible losses.

The associaiion fecls that the provisions of seetion 452 are entirely proper and
should not bo repealed, 11 is the feeling of many members of the agsociation that
most of the problems which have arisen have arisen by reasons of the provisions
of seetion 462 of the Internal Revenue Code of 1954, Accordingly, we feel it

82020—=55-—9



124 PREPAID INCOME AND RESERVE FOR ESTIMATED LXPENSES

wotlkd be a great mistake 1o deny the advantages of Lhe present section 452 {o
businessimen throwghout, the sountry who have for a long time tooked forward to
an egualization of income during the entive period over which it is enened,  This
aswocint fon, therefore, wrges your committe in the alternative either to permit
tho presont provisions of seetion 452 to romnin in offoet or to permit, in any alter-
native legislntion proposed, the appliention of the method under which prepaid
ingome mny now bo hiandled under soetion 452 by morigage companies,

Tu order to explain how seetion 482 wan of henelit to mort gage companies, 1 am
taking the liberty of forwarding with this letter, nnd asking, that it be ineorported
in the vecord, o lettor datod November 24, 1964, nddressed to the Assistant Come
missioner, Teelinioal Division, Buresu of Tnternsl Revenue, with enclosuee, nud a
lotter from n Lypical mortpage comprny (in this eaxe, United Servieo and Research,
Ine,, Memphia, 'Tenn) dated Mareh 10, 1065, and addressod to the Clerk of the
Comumitloe on Ways and Means of the House,

Sineerely yours,
Samukn IN, Nusn,

Novesmbur 24, 10064,
Re soction 452, Rovonue Codo of 1054
AsstaraNt CommmstoNug, TraiNican DevanesenT,
Bureau of Internal Revenue, Washington 26, D, ',

Dranr S This letter, with its onclosure, seeks a raling from thoe Commissionor
with vegard to the applieation of roction 4562 of the Internal Revenuo Codo of 1064
to incomo devived by a mortgage company from s servicing contact which it
may have with a principal {nvestor,

An oxplanation of tho faets upon which this request for a ruting 8 based follows:

It is typical of the operntions of & mortgage company in the hone mortgngo
ficld for tlm company to undertako for a consideration to originato o mortgago
loan on & pioce of residentind real estate in the loeality in which the mortgage
company i loeatod; to nupervise the making of the loan on the premises; and when
the loan has beon made, to find an investor (frequently loeated al o considorablo
distance from tho loeality in which the real estato is loeated) which is willing to
purchase and own the loan,

The investor represented by the mortgage company is known as o “principal.”
The mortgago company and the prineipal have a contractual velationship,  The
mortgage company undertakes to handle all mattora relating to the loan for the
prineipal during the entive life of the loan,  The mortgngo company represents
tho principal in all its dealings with the borrower,  The mortgage company must,
make sure that paymonts of principal and interest are made when due, that taxes
and othor paymonts are mado when due, that adequate insuranco is earried by the
borrower, ete,

For those services, and particularly with reference to lonns that are amortized
over a long period, the typical contract bhetween an investor and the mortgago
company providea that tho mortgage company will receive compensation on the
hasis of one-halfof a ]lwrct‘ut annually of the ontstanding principal balance of the
loan,  Obviousty, under such an arrangement, as the outstanding principal balanco
of tho loan declines, the amount, of compensation received annnally by the mort-
gago company will also deeline. For example: On a $10,000, 26-year loan, at
A% poreent interest, a servicing agent receives $490.50 for tho first year's servicing
and $1.80 for the last year's servicing,

Since the obligations of tho mortgage company a4 servicing agent are identical
in tho first vear of the loan and in the last year of the loan, there iz alimost no
difference in the actual operating cost to tho servicing agent between the cost of
?crvioing in the early years of the loan and thoseo ineurred in the Inter years of the

oan.

For some years thoe Bowery Savings Bank of New York City, in an effort to
avoid the variation in servicing income pointed out in the preceding paragraph,
has required all their seevicing agents to enter into a contract which they term the
“Jovel Income Servicing Contract.,” Under this contract tho sorvicing agent.
agreos 10 take s stated amount of servicing income oach month during the life of
the loan and this atmount remains constant even though the prineipal unpaid
balance of the loan deelines from month to month,  Under this arrangement, for
oxample, on a $10,000, 25-year loan, at 4% percent interest, with a one-half
percont servicing fee, the servicing agent roceives $30 per year for the entire lifo
of the loan, The formula is based on 25 cents per $1,000 per month.  The differ-
ence botween the level monthly payment and what would be the usual monthly
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wmyment. accumulates to tho eredit of the servicing agent and s held by tho
Sowery (o be paid out during the lnter mont ha of Che life of the loan,  In the event
that o loan iy pald off prior to maturity, then tho Bowery pays 1o the servicing
agent any aoentmulnted funds standing Lo its eredit, and theso funds are taken into
inconio by the servicing ngent as padd,

This wytem effoctivoly results in s postponement. of income and tho resulting tax
thereon, and it may be m-vmnplishwi under the present tax laws, xinco the oxeons
funds are aetunlly held by the Bowery and never como into the possession of the
sorvicing agent uutil paid over by the Bowery, Therefore, the accumulated
reserves during the um'l'y lifo of the fonn are not taxablo incomo,

A rervieing agent, however, under tho tax lnws in offect. prior to the enaetment
of the Rovenue Codo of 1954 could not utilize the benefits ul} Lhis kystem by setting
up similar reserves on ity own books, sineo the Internnl Rovenne Service nover
recoghized such veserves as being proper. Therefore, all servicing income had to
be taken into incomo when received, and while reserves could be accumulated,
taxes thereon couldd not be portponed,

It in the belief of this associntion that the amounts received by a mortgnpo
company In excess of the “avernge” monthly puyment, is very clearly “prepaid
Incomo® within Lhe definition of Seetion 452 (0) (1) of tho Internal Revenue Code
of 10564, s also the belief of this associntion that the linbilities of a mortgago
company under its typleal servieing contract, fall within the dofinition of “linhilis
tion” aw defined by Seetion 482 (0) (2) of the Code.

T s tho desive of this associntion (o seeure Lhe consent of the Seeretary, under
seetion 462 (h) (2), wo that & mortgage compnny may at its election set aside, in
the enrly years of the life of an smortized loan, nxpecified amount. of gross servicing
income ns a reserve to be taken back into taxable income at a lnter date,

A detailed proposnt showing o typical situstion with referenco to a speelfio
company, the Detroit. Mortgnge an [Ronlt.,v Co., 4 enclosed with this letter,

realize that the Tnternal Revenue Servico i presently working on compres
hensive regulations under section 452 which will ho published in proposed rulo-
making form in the near future,

It is our earnest desire that these regulations ineludo as an examplo the obligne
tions which o mortgage company incurs by virtue of its servicing contract with its
principal as outlined above,

Sincerely yours,
Samurn K, Nuowt,

Durrore Mowrvaar & Ruarey Co,,
Detroit, Mich., November 11, 19564,

Assrrrant Commisstons or INTenNaL Revenus,
Techwical Department, Washington 85, D. ¢,

GrNrpEMEND A subslantial ‘mrt of our business is the servicing of mortgages

for insurance companies, banks and other investors.  In this connection wo
roquest. pormission to report this gervice income on an equal annual basis over the
lifo of the mortgage. lJnd(:r 1ho present gystem (which will hereafter be referred
to ag tho “reducing income plan’), we reocive $1.05 per $1,000 (on a 25-year,
4% percent mortgage), for tho first year's work and only 18 cents for tho last
year's servieing fee, There is almost, no difference between the actual operating
cost fron tho first to the last year of the life of the loan and still the income for
servicing will vary downward ag far as 06 pereent.,
. Wo propose to report, the entire servico income on an cqual annual basis come
meneing with the calendar year 1084 for new mortgages elosed during the year
1064, The oxeess of the amount received over the amount taken into income in
the early yoars would bo eredited to a reserve aceount,  The reserve aceount for
tho speaifie loan would be completely cleared out in the later years of the loan and
tho amount ereditod to income at the maturity of the mortgage would be the same
as under the present system,

In the event the mortgage is paid prior to maturity, the entire balance in the
reserve account would be eredited to income,

The only ditference between the two methods is that under our proposed method
the income would be reported on an equal annual hasis throughout the life of the
mortgage compared with the reducing income plan now employed.

[ustration of proposed plan: Assume the service involved in a $10,000,
4% pereent, 26-year loan with a total of $750 in servicing fees over the 25 years
of tho mortgage:



126 PREPAID INCOME AND RESERVE FOR ESTIMATED EXPENSES

(1) Under the present S{stom $40.50 is taken into income the first year and
this amount is reduced cach year. Tho last yoar (25th) this amount is only $1.80
provided the loan is not paid {)rior to maturit/gf.

(2) Under our proposed method the annual ingome throughout the life of the
loan would bo $30 ($750 total foes divided by 25 years life of mortgage). The
first year $19.50 ($49.50 minus $30) would be credited to the foregoing mentioned
resorve and in tho last yoar the reserve would be charged with $28.20. The
interim years obviously would vary proportionately,

The basic purpose of our proposed level income plan is to provido a means of
amortizing the incomo from servicing over the entire life of the mortgage, thereby
equalizing tho differonee betwoon income and oporating expense that occurs under
the reducing incomo plan.  This method would also place us in a bettor position
to perform our contract commitments with respeet to delinquent accounts, in
whioch the FHA and tho VA aro also vitally interested. A thtostntic copy with
one of our correspondents, outlining our contragtual obligations, is attached.
The contract is typical of all our contracts with other i)rincipnls.

In conclusion we believe we should be granted permission to report our income
on the proposed level income plan 80 as to enable us to report our incomo more
realistically in direot ratio to our operating costs and at the same time our proposal
would in no way reduse the overall income to the United States Treasury.

Very truly yours,
Roserr H. Prasw, President.

——————

Unrrep 8urvics & Respanch, Inc,
Memphis 8, Tenn., March 19, 1965,
CLERK,
Commitlce on 'V(? 8 and Means,
New House /jﬁce Building, Washington 26, D. C.

Dear Sir: Our firm i8 vitally interested in the proposal, now hefore your com-
mittee, to repeal section 452 and section 462 of the Internal Revenue Code of 1954,
We urge your support in retaining such soctions in the law, and request that your
committee clarify the provisions to cover the problem outlined hercinaftor.

United Service & Research, Ine., referred to hereafter as “United,” is a Dela-
ware cm;l)ombinn, whose principai oflice is located in Memphis, Tonn. The
Erincipa] yusiness of the corporation is that of financing real-estate developments,

uying, selling, and dealing in real-estate mortgages, and of servicing mortgage
loans for permanent investors, The servicing of mortgage loans constitutes the
major function of the corporation, and iy the subject of this statement relative to
sectiona 4562 and 462 of the Internal Revenue Code of 1954,

FACT8

United by contract with a financial institution agrees to service such mort}mgcs
as are included under the contract for the entire life of each such wortgage. These
mortgages vary in term from 15 to 30 years, tho predominant life of sueh mortgages
boing 25 years at this date. 'The service fee paid to United under its contracts
with the financial institution is a fixed percentage of the unpaid balance of the
particular mortgage being serviced.  'The customary fee being one-half of 1 percent
of the balance of the amortized mortgage cach year.

The service performed by United includes the monthly colliection of principal,
nterest, and escrow funds as provided by the mortgage; the remittance of principal
and interest to the finaneial institution (the investor); acting ag trustee for the
esorow funds, paying the taxes, hazard insurance and T'HA insurance from escrow
funds; and the preparation of poriodic reports to both mortgagor and mortgages,
ghowing the status of each mortgage. Incident to the servicing is the responsi-
bility of & trustee in the handling of sustodial funds, and the exereising of reason-
able care in performing the service, both of which require the protection of insur-
ance by the servicing agent.

The cost to United of performing the service set forth above, and which is re-
uired of them by their contracts with the financial institution, romains constant
throughout the term or life of the mortgage. Specifically, United’s service expense
on a given 25-year mortgage is the same the first year as it is the last or the 26th
vear,
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PROBLEM

The problem is how can this corporation equalize the gross income from servicin
a mortgnge, under its contract, over the entire life or term of the mortgage so tha
during the earlier years the profit realized is not excessive and conversely in the
Iatter years an actual loss on same will not, be sustained.

This is best illustrated by showing the actual service fees payable to United
under a contract with a financial institution, using a $10,000, 25-yenr, 414-pereent
mortgage, with the service fee computed at one-half of 1 percent of the balance
of the outstanding principal, as compared to the average annual fec of such mort-
gu§e. (See exhibit A attached.)

Tnder this mortgage United wonld receive & service fee of $49.50 the first year,
which would result in a substantial profit being realizod, and United would receive
a service fee of $1.80 the 25th year, which would result in a substantial loss since
the expense neeessary to service the mortgage in both years would be the same.

ACCOUNTING TREATMENT

The liability of United Lo service a mortgage under its contract with a finaneia)
ingtitution, continues for the full term or life of such mortgage. Generally ac-
cepted accounting prineiples and sound business judgment require that such
liability be recognized and provided for.  Generally accepted accounting prinei-
ples dictate that business income and related expenses he correlated as closcly as
possible within each accounting period.

It is apparent from an examination of the attached exhibit A that the income
realized from the annual servico fee varies considerably during the term of the
contract. The service rendered and the related expenses remain constant, during
tho same term,  United proposes to establish a reserve to provide the funds re-
quired to continue its service under the contract during the latter yoars of the
morbgage when the service fee will not be suflicient to cover the expenses necessary
to provide the service,

The roserve go established will be eredited with the exeess of service fees ro-
ceivad during the carly years of the contract over the average service fee as deter
mined by the term of the contract.  During the latter years of the contract, as the
gervice feo received falls below the average service fee, the reserve will be debited
with the amount of the deficiency.

By use of this accounting coneept, the income realized during the term of the
contract will be correlated with the related expenses of performing the services
apeceified by the contract.  The funds necessary 1o provide the service will he
available when required, and United will be able to maintain & sound financial

osition throughout the term of its agreements with the finaneial institutions
1 serves,

It is the opinion of United that its problem can be solved by proper application
of sections 452 and 462 of tho Internal Revere Code of 19564,

Sound accounting principles dictate that income reccived from servicing
mortgage loans should be correlated to the expenses incurred in producing such
income by the use of reserve, By this means a true and moroe accurate profit-and-
loss statement oan he prepared for each year during the life of a particular mort-
gage servicing contract, and distortions in profit and logs will be avoided. As
ghown by exhibit A attached, if the procec{ure is not. adopted, the corporation
will have several years of comparatively high profits for tax purposes during the
first fow years of scervicing the mortgage and t%mn will have several yeers of pro-
gressively increasing losses during the latter years of servicing the mortgage.

Therefore, it is respectfully requested that your committee retain sections 452
and 462 of the Revenue Code of 1954 in the law, and further that recommenda-
tions bo made to the Treasury Department to apply same to situations similar to
those outlined in this letter.

Respeetfully subinitted,
Ii. D. Scuumacuer, President.
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Exmsrr A.—-Proration of service fee colleciing over the estimated term of & mort-
gage—2&b-year lerm, 445 percent, $10,000

Annual | Avernge | Over or Annual | Average | Over or
Yoar sorviee | service |under(-) Year service | service [under(~)
foe foo AVOrngo foo feo average
$29,60 $10.84 $27.06 $20, 68 -1.70
20.66 18,70 25. B0 20.68 —3.88
29,08 17.80 .04 20,60 -8, 023
20,60 16.30 AU 29.60 ~8, 42
20.66 14,08 18.84 20,66 ~10.82
20.66 13.60 18,82 20.66 -13, 34
.60 12.23 . 13,88 29,68 ~16,98
20.66 10.78 10,02 20,68 —~18,74
29,66 9.22 7.02 20.68 ~31. 74
20,64 7.84 4,02 29.68 | «24.74
20.66 5,86 1.80 20.70 ~27.90
29.66 4.06
20.60 220 Total........ 741. 54 741,84 [}
29,66 34

"+ StarEMENT RE H. R. 4725 BY NATIONAL ASSOCIATION OF REFRIGERATED
WARBHOUSES

The National Association of Refrigerated Warehouses represents over 600
memRers engaged in the business of storing and preserving our Nation’s food
supplies,

%e strongly urge that the proposal to repeal sections 452 and 462 of the Internal
Revenue Code of 1954 be defeated, and these are our reasous therefor.

These scetions were enaoted for the general purpose of bringing tax accounting
more closely into harmony with generally accepted accounting principles.

That section 462 did jnst that and did eliminato an unfair burden on our industry
can be easily demonstrated.

It is the practice ot our industry to bill a customer for labor necessary to handle
his goods both in and out when the goods are received in the warechouse. Such
charges are treated as income and income taxes paid thereon in the year when
billed, rogardless of when collected, That is so under the 1939 as well as the
18564 codes, and we have no c;unrrel in that respect. Howgever, under the 1939
code we were not permitted for income-tax purposes to take as a deduction a
reserve for the cost of the labor necessary to deliver the merchandise to the cuse
tomer upon withdrawal from the warchouse, Such denial has been sustained by
the courts (Capital Warehouse Co., Inc., Peliticner v. Commissioner of Internal
Revenue, 9 Tax Court of the United States, p. 966, affirmed United States Court of
Appeals, Eighth Circuit, 171 F. 2d 395}. nder the 1939 code such a deduction
could be taken as & practical matter only in the year we go out of business, which
we trust will never ocour. This is corrected by section 462 of the 1954 code, and
in all fairness to our industry and all others unfairly treated under the 1039 code,
thig section should remain and should not be repealed.

For like good reasons section 452 should be retained, but it rm’uires amendment,
As now written it applies only to the deferral of income that is “received,”’ thut is,
actual receipt of payment, Treasury, in its proposed regulations, applied this
sec!;iimcli only to payments received. Such an interpretation discriminated against
our industry.

Warehouses as a rule bill a customer for 1 month’s storage in advance from the
date the goods are received. TFor example, if & shipment is received on December
81, the customer is billed for storage from becember 81 to January 30 of the next
year. Those warehouses that keep their books on the acerual basis and report on
a calendar year must report that December 31 billing as income in the year billed.
8o it has been held by Treasury and the courts (Your Health Club, fnc., 4 Tax
Court of the United States, p. 385 and Spring City Foundry Company v. Commis-
gioner of Internal Revenue, 54 Supreme Court Reporter, p. 645).  Sound account-
ing principles would defer the portion of such billing as income until the period
when earncd, i. e., thirty-thirty-firsts of such billing to January of the next year.
Since the purposo of section 462 was to bring tax accounting more closely into
harmony with generally accepted acommtin% principles, we should have been
peir{nitted to defer the income applicable to the next year. Treasury, however,
said no.

Under Treasury’s interpretation a taxpayer that received payment for rents]in-

advance could defer the unearned portion, whereas the warehouse that did not

-y
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receive any money could not so defer. That would give the taxpayer with the
cash the right to defer the payment of tax, but the warechouse with an account
receivable but no cash would not be permitted to defer the payment of tax. We
are sure Congress did not moan to create such an inequitable situation, and we
request that section 452 bo amended so as to eliminate that unfairness,

/e further protest the repeal of sections 452 and 462 on the ground that many
in our industry have made substantial commitments for enlargement or improve-
ment of plants and properties, expecting to 5)ay them out of any deferment in the
payment of tax resulting from those sections, A retroactive repeal of thoge
sections might well prove disastrous to them.

The Bocretary of the Treasury Las fears regarding the size of the revenue loss
and the possibility of costly litigation. Ilowever, as has been suggested, only
two simple amendments would be required: (1) have a transitional period; and
(2) clamfy the Treasury’s jurisdiction over the items included in estimated
expenses,

As to both sections 452 and 456, it should be pointed out that the effect on
taxable income to the Government is temporary and over the long run will make
no difference in the tax revenue to the Government, but will enable business to
conduct its accounting properly and more realistically without suffering a penalty
in tax therefor.

For these reasons we respectfully urge that section 452 be amended and that
section 462 be not repealed.

STaTEMENT BY THE AMERICAN PapEr & Pure AssociatioN ConcerNing H, R,
4726, A Bt o REPEAL SECTIONS.-453-AND 462 OF THE INTERNAL REVENUE
Copr or 1954 e T

This statement is sybfiitted on behalf of the American Psxer & Pulp Association
in opposition to Vﬂ%. The American Paper & Pulp Asspciation is the over~
all trade associatign for the paper and puip industry in the Uhited States. The
paper and pulp jndustry is the fifth largest industry in this country and has a total
mvestment of 6)7,600 million, with'annual sales approximating thé:same amount,
H. R. 4728 would repeal retrosctively sections 452 and 462 of\the Internal
Revenue Code of 1954.-“Section 452 relates to pré(l)aid income and\section 463
deals with feserves for estimated ?xpenqcsm It-would be helpful to consider the
genesis of both these seotions, _ Usder thé Internal Revénue Code of 1939, it was
provided that the net income of 4, 4axpayer should bé computed in apcordance
with the hethod of accounting refrlarly employad by the taxpayer if such method
clearly rpfiected his income. Regulations issugd Ainder the 1939 code stated
that approved standdrd, metholis, 6f agepunting would ordinmrily be regarded as
clearly reflecting thxablé~income) Nevertheless, ds.a resylt of variohs court
- docisions and rulings, many "divergencies developed beti: the computation of
income for tax purpdses and indome for husiness purposes as computed ugder gen-
erally acdepted accoynting pringiples. The aregs of difference which argse under
the 1939 ¢ode were o nﬁne&"almﬁst entiraly touestions of when certaig types of
income arl expenses ghonld be taken into gecount in arrivipg at net income.
52 and 462 represented anhotiest atempt by the,Congress fo conform
tax accounfing to business accounting. “For exag;nple, under the 1939 code, pay-

meonts received in advance for the use of ‘property in future years of for services
to be renderedin future yeays were includible in the income of the gécipient in the
year in which received, irrespestive of the {act that the tax-payer might or might
not be using the“accrual basis. Well-cstablished accounting procedure provides
that in the case of those taxpayers employing an accrual sccounting system,
receipts from rentals &ud the like should be included in incomé in the year in which
earned and in the year any related expenses are ineurred; which is not necessarily
the ycar of receipt. Bectioi452 permits accrun] basia taxpayers to defer the re-
porting of advance receipts as indome-until-the Vear or years in which, under the
taxmer's regiilar method of accounting, the ineome is earned. However, the
period over which the prepayments may be deferred can not exoeed 5 years after
the year of receipt.

Let us consider section 462 which deals with reserves for estimated expenses.
Under the 1939 code, deductions for expenses and losscs incurred by & taxpayer
could be taken only when all events had occurred which fixed the fact and the
amount of the taxpayer’s liability. In many situations, this would be at variance
with generally accepted accounting principles which require all determinable
linbilities relating to reported income to be taken into account. Section 462 of
the 1954 Internal Revenue Code merely serves to conform the tax treatmoent of
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expenses more closely to general business treatment by permitting an accrual-
basis taxpayer to deduct reasonable additions to reserves t‘r);- estimated expenses,
These expenses must be related to income taxed during the year except for adjust-
ments or corrections of previously established reserves, and more important, the
expenses must be allowable deductions which the Secretary of the Treasury or
his delegate —the Commissioner of Internal Revenue-—is satisfied can be esti-
mated with reasonable accuracy. A reserve can be considered reasonably
estimated when it is hased on reliable data or statistical experience of the tax-
payer or others in similar circumstances. It is obvious that reserves for general
contingencies, indefinite future losses or obligations, or for amounts in litigation
cannot fall into this category.

Why is the Congress and more particularly the Finance Committee considering
a bill such as H. R. 4725 which would repeal retroactively scctions 452 and 462 —
sections which have put into the law good commonsense accounting? As a
matter of recent higtory, there were a number of allegations without any apparent
foundation in fact that these soctions might involve a loss to the Federal Treasury
of enormous amounts, amounts ranging up to $5 billion. Testimony before the
Ways and Means and Finance Committees, when the Internal Revenue Code of
1954 was being conceived, indicated that the loss which might be brought about
by the enactment of these sections would not exceed $47 million. The Secretary
of tho Treasury has recently suggested in a letter to the chairman of the Ways
and Means Committee that seetions 452 and 462 “if permitted to remain in the
law, * * * will cause a greater loss in revenne than estimated’”; that is, greater
than $47 million.

The American Institute of Accountants has conducted a careful survey of some

13,668 corporations with net income before taxes for the year 1954 of $19,200
million.  These corporations had made provisions of $8,400 million for Federal
taxes which, in the honest opinion of this respected organization, would have
been $8,600 million without section 462; and, as this was estimated to be half
the national total, there would be involved at most a transitional revenue loss
of $400 million.
* The Secretary of the Treasury contends that not only would sections 452 and
462 oceasion 8 loss in revenue—which indeed was contemplated at the time of
enactment of these sections—but also would bring about considerable litigation,
The suggestion has been made that the Commissioner cannot promulgate reguia-
tions which would be sufficiently definite and with adequate standards to insure
avoidance of such litigation. e suggest that rather than to repeal two sections
of a law which represent a forward step in reconciling tax accounting with business
sccounting, it would be in the public interest for the Commissioner of Internal
Revenue and his assistants to spell out with particularity proper regulations under
these sections of the law. To argue that because a scetion of the tax Jaw will
foster litigation is sufficient reason for seeking its repeal would indeed require
a complete repeal of every scction of the entire Internal Revenue Code.

It is our considered opinion that section 452 and section 462 should be given a
fair trisl with proper regulations and not be disturbed at this time. We oppose
H. R. 4725 and urge most strongly that it be not reported from this committee,

Respectfully submitted.
E. W. TINKER, Hzecutive Secretary.

Narurar Gas Pirkning Co, o AMERICA,
~« Chicago, Ill., May 9, 1955,

Re Proposed amendment of section 462, Tnternal Revenue Code of 1954,

Hon, Harry P, Bynp,
Chairman, Senate Finance Commiltee,
Senate Ofice Building, Washington, D. C.

DraAr SENATOR Byrp: During the past decade many attempts have been made
by well-informed taxpayers, the Internal Revenue Service, and Members of the
Congress to coordinate income-tax proeedures in close relationship to aceounting

rocedures.  Considerable suceess to this end was achieved in the passage of the

nternal Revenue Code of 1954,  Thus in keeping with general accepted account-
ing principles, section 462 of that code was enacted to permit the deduction of
reserves for estimated expenses in computing taxable net income, At the time
the provisions of section 462 were considered by the committees of the House and
Senate and the Congress at large, it. was recognized that for the year in which
reserves were first claimed a double deduction would occur; namely, for expenses



PREPAID INCOME AND RESERVE FOR ESTIMATED EXPENSES 131

actually incurred in the current year attributable to current or prior year'sincome
and for reserves for future expenses attributable to the current year’s income,
Coineident. with the consideration of this seetion of the code, the Secrctary of the
Treasury informed the committees the probable tax loss resulting from the enact~
ment of section 462 and seetion 452, l‘{m latter, relating to the deferment of pre-
paid income, would not exceed $47 million.  Since enactment of the 1954 code,
revenue losses due particularly to taxpayers’ use of section 462 have been esti-
mated in excess of $1 billion, ~ Disturbed at this alarming sum the Scerotary of
the Tressury has recommended repeal of section 162 as well as section 452, To
accomplish that purpose H. R, 4725 and H. R, 4726 have been introduced,

Tt is apparent the repeal of section 462 is sought beecause of the immediate
ﬂllhﬁt.untiu{ estimated internal-revenue loss and not for the reason the objective
of the section would in fact bring tax proeedure in harmony with accepted account-
ing procedure.  Thus to accomplish the real objective intended at the time of the
initial enactment of secetion 462 and with the minimum deferment of tax revenue,
it is recommended section 462 be am nded to provide in the year clection is made
to apply the deduetion of reserves for estimated expenses, the taxpayer shall be
entitled in said taxable year to deduet the greater amount of (1) expenses actually
ineurred in the current vear attributable to current or prior taxable years, or
(2) reserves for estimated future expenses attributable to the current year’s income.
With respect to items (1) or (2) not taken as a deduetion in full in the current
taxable year, such item shall be treated as deferred expenses, and shall be allowed
a3 a deduction ratably equivalent to the composite rate of depreciation allowed,
Tor the succeeding taxable year or years the taxpayer shall be required to use the
reserves for estimated future expenses unless with the consent of the Seeretary or
his delegate the taxpayer is permitted to use a different method,  Treedom from
a prior clection shiould be aceorded taxpayers where material ehanges oceur in tax
statntes or status of the taxpayer,

Should seetion 462 be amended as here recommended, it is apparent taxpayers
will eleet to secure deduetions of reserves for estimated future expenses as thege
in most instances will execed in amount actual expenses attributable to the current
or prior taxable years,  Butsignificantly the recommended amendment would not
permit a complete double deduction of hoth current and future expenses.  In fact
under the recommended amendment the revenue loss may well be mueh less than
the original estimate made by the Seeretary of the Treasury.

The proposal here suggested is somewhat akin to the transition of the tax-
collection system applicable o individuals to the current pay-as-you-go method,
This transition was accomplished by canceling as of September 1, 1943, the tax
liability for the taxable year which began in 1942, thus avoeiding the payment of
2 years’ taxes in one.  Similarly, in the instant case, during the transition from
the current to the future expense-deduction basis, one and a ratable proportion
of the second rather than two deductions would be allowed.  Surely in the interest
of attaining better accounting principles and practices in the Revenue Code, this
procedure would not evoke any merited eriticism on the part of taxpayers.  Since
the privilege to engage in the transition from a current to a future liability deter-
mination is suggested on the premise of an elective basis, taxpayers would be the
sole arbitrators of ensuing tax consequences,  We are confident taxpayers are will-
ing to assume this responsibility for the practical advantages the reserve basis of
deductions will afford.

Respeetfully submitted,

C. B. Ranvary, Tax Attorney.

Narionan Lawykrs Guinn,
New York, N. Y., May 10, 1965,
Hon. Makry F. Byno
Chairman, Senate Finance Commillee,
Washington, D. C.

My Duar SENator Byrn: We note your announcement that your committee
plans to hold hearings with vespeet to H. R. 4725, a bill to repeal scetions 452
and 462 of the Internal Revenue Code of 1954,

Section 452 permits, with limitations, accerual-basiy taxpayers to defor the
reporting of income by way of advauce payments for services performed, goods
furnished, use of property and so on, until the year or years in which the income
is earned,  Section 462 permits acerual-hagis taxpayer to deduct, in certain cases,
additions to reserves for various types of estimated espenses.  Under section 462,
cligible taxpayers, in the first year, could also deduct expenses already paid in

62629~—55——10
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the 12 months covered by their tax returns, Consequently, such taxpayers
would receivo a double dednetion in the transitional vear,

We recognize that the original objective of these two sections was simply fo
conform tax acecounting with business accounting,  However, it was never intended
that these provisions would result in a substantial loss of revenue or result in
windfalls to taxpayers.

The tentative regulations issued by the Treasury, for implementing these
statutory provisions, have come under vigorous attack as being too restrictive
in limiting the intended application of the statutory provisions,  We understand,
too, that taxpayers have served notice that they intend to litigate such regulations,

The testimony induced before the Ways and Means Committee on H, R, 4725
indicates that the revenue losses will far exceed the origina) estimate of $47 million.

However commendable the objective of conforming tax accounting with bisi-
ness accounting, sections 452 and 462 suffer from the basic defect that they were
not sufticiently limited in their application, nor was the revenue impacet of the
changes sufficiently restricted.  For these reasons, repeal, rather {han amend-
ment, is now dictated so that in any new approach to the original objeetivo the
revenue is adequately protected.  Moreover, it must be horne in mind that
repeal of these two provisions will reinstate the legal vights of all taxpayers just,
as they were under the old law prior to last August, when the 1954 Code was
cnacted, and most, importantly, proteet the Government from revenue loss which
was never intended by the Congress,  The fact i that s complete overhauling of
the 1954 Code should be undertaken, mindful of the relatively hasty manner in
which this mast complicated legislation was handled during 1054,

Accordingly, we urge yvour committee to approve H, R, 4725,

We r(\slnw‘tﬁl]]y request that the views hercin set forth bhe inserted in the
record of hearings contemplated on H, IR, 4725,

Respeetfully submitted,

Josera H. Crown,
Chairman, Taxation Commitiece,

————

PrNNsYLvaNIA Ranvar Bowmer Co.,
Philadelphia, Pa., May 7, 1966.
Subject: Proposed repeal of section 462, I. R. C.
SenaTi T'inaNes ComMITrRs,
Senate Office Building, Washington, D. C.

GunrLeMEN: T beliove that your committee has & report of a survey conducted
by the American Institute of Accountants on the amount of additional tax that
would be paid by those companies that took the benefit of section 462, if this sec-
tion were repealed and that this indieated a total loss of revenue with the seetion
in force, of about $500 million, which is a great deal less than the estimate of the
Treasury Department. There is every (‘.x‘)cctation that most companies will have
good years in 1955 and the larger ones will be commencing to pay tax in advance
under the new system of paying corporate income tax.

There has been in the law for many years a section permitting the uso of a
reserve for bad debts.

It is only fair that thoso companies, that are sclling products with warranties
that obligate the manufacturer to make replacements of parts or the entire product
during the warranty period, should not have to include the full selling price in the
sales of the year which the merchandise is shipped when it is obvious that there
will be expensges to make good under the warrantics. If tax payers set up, under
section 402, too much in the way of such reserve, hindsight will indicate the excess
and the Treasury Department will reduce the reserve set up by the amount of the
excess. This type of reserve should have been permitted by law long hefore this,

The so-called double deduction oceurs only onee and there are actually not
double deductions at all. Tor instance, assume a manufacturer's gross billings
in 1954 of $10 million where warranties aro involved ihat aro estimated to ulti-
mately cost the taxpayer $200,000. When he makes good on the guaranties,
the charges will go against the reserve and not against income. 'The transition
vear 1954 gives rise %o a deduction under section 462 for the estimate of the
expenses to bo made under the warrantics on the sales of that yearonly. Expendi-
tures in 1954 under warranties on shipments of prior years are likewise deductable
but there are not two deductions with referenco to the samo particular item such
a8 a refrigerator.

If the members of tho eommittee would mentally placs themselves in the
position of such manufacturers and think this matter through, I am sure they
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would come to the conclusion that section 462 not only bhelongs in the law but
that some such section should havo been iu the law for many years past.  Section
462 i an equitablo seetion and, if for 1 year there is some loss of revenue, it should
be made up in somoe othoer way.

My personal opinion is that incorporated businesses arve carrying far more
than their share of the load a8 compared with unincorporated businesses.

Why not also take a look at that section of the law which allows lifo benefi-
ciaries of a trust a deduction for items such as legad expenses that are chargeable
to the principal (corpus). A more ridiculous provision could hardly he imagined.

ery truly yours,
) JLer K, Cann,
Vice President and Controller,

Tur WesterN UNton Tereararn Co.,
New Yorl:y N. Y., May 9, 1955,
Hon, Hanry Froop Byun,
Chairman, Senate Finance Commiltee,
Washington, D, C.

Dear Sevaror Byrn: This letter is submitted in accordance with the recent
announcement in the press whereby the Senate Finance Committee invited
interested parties to file written stafements regarding the retroactive repeal of
gection 462 of the Tnternal Revenne Code of 1954 proposed by H. R, 4725,

It ix respectfully requested that the following views and comments be considered
by the Senate Finance Committee:

1. Western Union has materially changed its legal and economice position in
reliance upon the availability to itin 1054 of seetion 462,

Seetion 462 of the Internal Revenue Code of 1954 i effective for all taxable
years commencing after Decetber 31, 1953, and ending after August 16, 1954,

i reliance thereon, Western Union has prepared and issued to its stockholders and
to the investing publie at large its annual financial statements based upon the
express premise that reserves authorized by section 462 were deductible.  In
addition, pursuant to the requirements of the ‘Preasury’s proposed regulations
(sece. 1,»|(;£] (aY (2YY, Western Union in its financial statements issued to the
public st large and filed with the applicable regulatory authority, the Federal
Communications Commission, has deducted the full amount of its seetion 462
rescerves for estimated expenses as a charge to eurrent income.

In relinnee upon Western Union’s financial statements for 1954, the directors of
Western Union, after the close of the ealendar year 1954 but prior to any sugges-
tion on the part of the Congress that the benefits extended by section 462 might
retroactively be repealed, on February 8, 1955, increased the dividend payable
April 15, 1955, on ity eapital stock from 75 cents to $1. Further, the directors on
said Pebruary 8, 1955, proposed and submitted to stockholders a proposad Lo split
the corporation’s stock 4 to 1, which proposal was favorably acted upon by the
stockholders at the annual meeting held April 13, 1955,

Tu addition to the foregoing changes of legal and economic position, Western
Union has computed its ﬁudom] income-tax liability for the calendar year 19564
on the basis of ity section 462 reserves heing deductible,  Pursuant to law,
Western Union on March 15, 1955, paid 50 percent of the tax so computed to its
local director of Internal Revenue,

It is thus u{)pamnt that Western Union, in recognition of the express terms of
the Internal Revenue Code, has filed with the Federal Communications Comnis-
sion and issued to its stockholders and the general investing public financial
statements based upon the availability to the company of deduetions as authorized
by section 462,  Further, Western Unjon’s directors have inereased the company’s
first 1956 dividend, and, in conjunction with the stockholders, have taken impor-
tant steps toward effecting a stock split.  Finally, the company bas caleulated
its 19564 income-tax liability upon the basis of scction 462 being an integral part
of the taxing statute, and has paid the statutory percentage of such resulting
tax to the Government,

Much has been made by the opponents of section 462 of the alleged fact that its

m{)\e is hvim% unduly enlarged by taxpayers,  Such cannot be alleged in the case
of Western Union, all of whose reserves were clearly envisioned, as demonstrated
by the commitice reports, as falling within the legitimate scope of section 462,
For example, the only scetion 462 reserves available to and claimed by Westorn
Union are a reserve for vaecation pay in the amount of $6,723,000 and a reserve
for self-ingured casualty losses in the amount of $100,000.
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It is thus seen that the sole deductions claimed by Western Union under section
462 relate to reserves which the Congress had in mind in enacting 462, There is
no effort bere on the part of the taxpayer unduly to extend the terms of the statute
to cover items not envisioned cither by the Treasury or the enacting Congress,
It would indeed be anomalous if the taxpayer were to be denied deductions
clearty related to the earning of income in the taxable year which under principles
of good accounting are required to be assoeint~d with the earning of such income,

I1. Objections to a repeal of section 462, Internal Revenue Code of 1954,
retroactively for completed taxable years governed by the 1954 code,

Scetion 462, Internal Revenue Code of 1054, relating to reserves for estimated
expenses, became law on August 16, 1954, and is effective for taxable years begin-
ning after December 31, 1953, and ending after August 16, 1954 (sce. 7851 (a)
(1), L. R, C. of 1954). Consequently, section 462 was n]){)licublc to taxpayers
who computed income on a calendar year basis in 1954, The current repeal of
gection 462 retroactively in respect to completed taxable years governed by the
1054 code would be objectionable on constitutional as well a3 equitable grounds.

1. A repead of seetion 462, TRC of 1954 retroactively effective in respect to
completed taxable years governed by the code of 1954 on or after the date pre-
seribed for filing income-tax returns for such completed taxable year would give
rise to extensive constitutional litigation, which might well result at a lnter
date, in the invalidation of the repeal,

The Tederal income-tax returns of corporations for calendar year 1954 must,
be filed on or before March 15, 1955 (sec. 6072 (b), IRC of 1964), Individual
returns covering the 12-month period ended December 31, 1954, ave due on or
before April 15, 1955 (see. 6072 (1), TRC of 1954).  The computation of tax for
19354 by such taxpayers is governed by the Internal Revenue Code of 1954, In
the event that section 462 were repeanled on or after March 15, 1955, or April 15,
1055, o guestion would arise as {o the constitutionality of the legislation in respect,
to the respective corporate and individual taxpayers who were required to file
income-tax returng on or hefore the respeetive above-mentioned dates. A repeal
of seetion 462 would result in the disallowance of deductions already claimed on
roturns and allowed under prior law, and would eonstitute the retroactive imposi-
tion of Federal income taxes,

The United States Supreme Court has never had the oceasion specifically to
pass upon the question of the constitutionality of u retroactive repeal of a previ-
ously existing provision of a Federal tax stalute enacted after the due date of
returns for taxable years governed by such provision. Numerous decisions of
the Supreme Court indicate that tax statutes made retroactive for relatively
short periods “so as {o include profits from transactions consummated while the
statute was in process of enactinent, or within so much of the calendar yvear as
preceded the enactiment”” are consistent with the du-process elause of the Cousti-
iution. The repeal of an existing statute governing a prior taxable year at a
time subsequent to the elose of such year and the due dates of returns, however,
would be repugnant to the fifth amendment to the United States Constitution
(United States v, [Twdson, 2909 U, 8, 408, 500 (1937); see also Blodgett v. Holden,
75 U. 8, 142 (1927) and Heiner v. Donnan, 285 U, 8. 312 (1932)).

The Congress in the past has recognized the injustice of retroactive taxation
and has resisted the imposition of such taxes, T'herc are three important instances
of such forbearance. In the 65th Congress, in 1917, when the cost of war required
additional revenue, o proposnl (., R, 4280) was made to levy an additional tax
on 1916 incomes. The Finance Committee of the Senute rejected the proposal
in the following language:

“Morcover, it is to be remembered that if we admit the prineiple of retroactive
taxation running back 6 months we also assert the right to carry it back for 1
year or 10 years, or for any length of time.  To do this would hold out a threat of
uncertainty in tax conditions, and almost the greatest foe of business productivity
and prosperity is uncertainty, For these reasons the committee had no doubt as
to tho wisdom of striking from the bill the retroactive tax on incomes, * * #
(8. Rept. No. 103, 65th Cong,., 1st sess.)

An obvious oversight in the Revenue Act of 1942 had onabled publis utility
companies 1o reduce excess profits taxes by payments of dividends on preferred
slocks, and certain companies had taken advantage of the oversight, Tn 1943 &
proposal that the Revenue Act of 1943 should remedy the oversight was rejected

n the Senate on the grounds of retroactivity. (See Congressional Record,
January 12, 1944, pp. 109 to 111.)

The most recent instance of forbearance by the Congress occurred in 1950,
Due to the operation of the formula for taxation of life-insurance companies
contained in the tax law prior to the Revenue Act of 1950, life-insurance companies
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paid relatively small income taxes from 1947 to 1949, inclusive. In October
1049, 2}4 months before the end of the ealendar year 1949, and 6 months before
the due date for filing 1949 returns, House Joint Resolution 371 wag introduced to
correet the formula and thereby inerease taxes for 1947, 1948, and 1949, As
finully embodied in the Revenue Act of 1950, the revision was made applizable
onty for 1949, the year in which life-insurance companies were put on notice that
Congress might amend the formula.  The following comments of the Committeo
on Finance of the Senate suceinetly summarized the legislative opposition at that
time to retroactive taxation:

“Your conmitice does not believe it advisable to apply the formula retroactively
to the years 1947 and 1948, "The returns for those years were filed some time ago;
the books of the companies have been closed; and in some cases no reserves were
established to cover the Federal tax liability,  Testimony before your committee
in its hearings on House Joint. Resolution 871 disclosed that some compunies had
made commitments in those years relying on the fact that no Federal income tax
way payable under existing law,  Hence, the payment of a tax now would impose
a hurdship upon the policyholders,

“The committee believes that the constitutionality of a tax imposed at this
time on 1947 and 1948 incomes is at least debatable, It s evident that some
companies will contest the validity of such o tax and others inay be forced to do
ro through action of their policyholders,

“Lven if your commitiee were of the opinion that a tax levied now on 1947 and
1948 incomes would he upheld by the Supreme Court, it would still oppose retro-
active taxation extending over such a long period of time,  The fmposition of a
tax on 1947 and 1948 incomes at this late date would be inconsistent with funda-
mental publie policy which requires that a taxpayer’s obligation to his Government
be made definite and certain at the time the tax is due,

“In attempting to justify the 1947 and 1948 taxes the House report stresses
the history of the preliminary negotiations between the Treasury Department
and the representatives of the two associations of life-insurance companies,
which have been in proeess ever since the autumn of 1947, However, your com-
mittee does not regard the existenee of these negotiations as putting the insurance
companies on notice that the Congress might adopt retroactive legisiation extend-
as far back as 1947 and 1948, In fact some of the witnesses before your commitice
testified tnat they had no notice that such retroactive legislation was contemplated,
even by the Treasury Department, until August 1949,

“On the other hand, the life-insurance companies have heen on notice that a
revision of the formula was being considered by the Congress for the year 1949,
at least sinee October 10, 1949, the date House Joint Resolution 371 was intro-
duced,  This date is over 244 months before the end of the calendar vear 1949 and
5 months before the due date for filing 1049 returns” (8. Rept. No., 2375, 81st
Cong, 2d sess., p. 39).

Taxpayers did not receive notice of possible repeal of secetion 462, Internal
Revenue Code 1954, until February 1955, approximately 2 months after the close
of calendar year 1954, On the basis of the foregoing, it is clear that a current
retroactive repeal of seetion 462 of the Internal Revenue Code of 1954 would
produce lengtv{)y constitutional litigation which would in all probability result in
the invalidation of the repeal, and consequently a failure to accomplish the pur-
poses now desired by its proponents,

2. The retroactive repeal of seetion 462 of the Internal Revenue Code of 1954
would be grossly unfair to taxpayers who, relying upon the provisions of the code
of 1954, including section 462, have already determined their income after Federal
income taxes, and made business or personal commitments on the basis thereof.

It would be superfluous here to enumerate the various ways in which taxpavers
have relied upon the provisions of the 1954 code, including seetion 462 thereof,
Numerous taxpayers have made business or personal commitments based upon
their net income after Federal taxes computed under the 1954 code. Reports
to the sharcholders and creditors have been issued on the basis of the tax law en-
acted in August of 1954, Similarly, dividends have been paid in reliance npon the
1954 tax statute. Tt is beyond doubt that gross inequity and commereial instabil-
ity would result from retroactive repeal of section 462.

Inequity similar to that whieh would result from the retroactive repeal of sec-
tion 462 has been recognized in the past by the Congress as a basis for rejeeting
such legislation,  As noted above, in 1917 the 65th Congress refused to levy an
additional tax on 1916 incomes.  The report of the Senate Finance Committee in
this regard stated as follows:
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“This tax seemed to the committee to be in principle both morally and economi-
cally unsound and to deserve exclusion as retroactive legislation, The incomes of
the past calendar year have paid thelr taxes, and the balance has cither heen spent
upon subsistence and the ex{)enses of living or it has been saved and added to
capital, in which form it will yicld returns which will bear taxes in: the ensuing

cars. 'To tax this taxpaid income again is not only double taxation of a pecul-
‘1arly obnoxious kind, but would possibly compel the taxpayer to impair his capital
by Paying this second tax and thus diminish the Government’s sources of taxation,
This tax, if persisted in, would fall upon money already distributed and would
interfere with contracts already made, It would, in a word, be one of those dis-
turbing taxes which would alarm business and check industrial productivity, to
which we must look as our chief source of taxation. It is very poor economy to
take money in a way which will cause losses far outweighlng‘ the monetary gain.”

1I1I. Recommendation: Section 462, Internal Revenue Code of 1954, should
be retained for calendar yoar 1954 and for initial fiscal years beginning after
Decomber 31, 1983, and ending after August 16, 1954, Section 462 should be
amonded to provide that for later taxable yoars reserves will be allowed only
for specifio items of expense, prineipally those enumerated in the reports of the
Senate I'inanco Committee and of the Commitice on Ways and Means accoms
panying H. R. 8300 of the 83d Congress, 2d session,

In light of the strong constitutional and equitable objections to the retroactive
repeal of section 462, it is respectfully recommended that the seetion bo retained
in ite prosent form for calendur yenr 1954 and for initial fisenl years beginning
after December 31, 1953, and ouding after August 16, 1954,

The propoucnts of repeal of section 462 do not challenge the desirability of
preserving similarity between tax and financial accounting methods. The prin-
cipal objection to section 462 in the form passed in 1954 is that the provision is
too broad in scope, and, consequently, permits the deduction of additions to
reserves for estimated expenses that were not within tho original legislative intent.
The section should he amended for 1955 and later years by liiniting its applicability
to specific items,  In main, reserves should be allowed for those expenses enumeor-
at-d in the reports of the Senate Finance Committee and of the Committee on
Ways and Means accompanying H. R, 8300, such us returns and allowances,
freight allowances, quantity discounts, vacation pay and liabilities for self-
insured inljur}r and damage claims (S, ftept. No. 1622, 83d Cong,, 2d sess., pp.
805~307; TI. Rept. No. 1337, 83d Cong., 2d sess., pp. A162-A163).

If the committee should so desire, the undersigned will be very glad to oxpand
on these recommendations either orally or in writing.

Respectfully submitted,
' Tue WestirN UNioN Tersararn CoMpaNY,
By Roserr C. Barngrr, Tax Attorney.

Stanparp-Jonnson Co,, INc,
Brooklyn 17, N. Y., May 4, 1966,
Senator Harry I, Bynp,
Chairman, Senale Finance Commiltee,
Senate Office Building, Washington, D, C.

Dear SenaTor Byrp; The entire tax collection system is based on the good
faith of the taxpayer. In return the taxpayer expects good faith in the adminis-
tration and consistency of tax laws,

Therefore, we vigorously protest retroactive repeal of sections 452 and 462 of
the Internal Revenue Code of 1954, Our company changed its accounting pro-
cedures in accordance with this code and based on theso changes made certain
commitments which cannot be changed retroactively.

Should the Senate Finance Committee reject the bill to repeal these sections
retroactively, it will reaffirm the confidence taxpsyers have in the good judgment
and good faith of our law making bodies.

Very truly yours
v vy ’ Epmonp J, DONNELLAN,
. President,
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PuiLaveupaia, Pa,, May 6, 19566,
Hon. Harry ¥, Byrp ‘
Chairman, Senate Finance Commiltlee,
Senate Office Building, Washinglon, D, C.

Sir: T do hereby protest against the complete retroactive repeal of sections 452
and 462 of the 1964 Internal Revenue Code,

These sections were enacted to correct incquitable tax treatment of income and
expenses, It is recognized that many tax practitioners and taxpayers may have
abused the privileges accorded by these sections but it is belicved that thero is
ample provision in the Internal Revenue Code permtting the Internal Revenue
Service to determine the reasonable amounts which may be added to reserves and
dedueted in computing taxable income,

If those who advoeate the repeal can conclusively demonstrate the serious loss
of revenue which theg} claim will result from the continuance of these scetions,
it is suggested that the deduction for the yeor of changeover be limited to the
amount provided in such reserve together with a proportionate part of the deduc-
tion actually sustained in the year,

Respectfully submitted,

Avperr T, HassuiL,

MuimoraNpUM Ri Suvaaesrep CraNag To H, R, 4725

On March 24, 1955 the House of Representatives pagssed IT. R. 4725 under
which sections 452 and 462 of the Internal Revenue Code of 1954 would bo
repealed,  This bill is under consideration by the Senate Finance Committee,

Seetion 4 of thig bill containg saving provisions. Subsoction 3 of section 4,
in effect, allows to taxpayers deductions from income for a particular fiscal
Kcm‘ for paymonts or additional payments required to be mado to other persons
)y reason of the repeal of such sections 452 and 462 of the Internal Revenue
Code of 1954, notwithstanding such payments were not actually made or acerned
during such fiscal year. The bill provides that retroactive deductions will be
allowed if such payments are made on or before September 15, 1955, 1t is
respectfully submitted that such subsection 3 should be expanded in the manner
hereinafter set forth, The reasons for suggesting theso changes lie in the fields
of employee profit-sharing plans and charitable contributions

Under & number of qualified profit-sharing plans maintained by clients of the
undersigned, the employer contributions are based upon “net income,” determined
in accordance with generally aceepted accounting principles and practices as of
some proscribed date after the end of cach fiscal vear,  For reasons of practicality,
such determination is made final and conclusive, notwithstanding any adjust-
ments resulting from subsequent audits. By reason of the inclusion of sections
452 and 462 in the Internal Revenue Code of 1954 the employers who maintain
the profit-sharing plans referred to above computed their income for the calendar
year 1954 (and for fiscal years commencing after the enactment of such code)
in accordance with changed accounting principles and practices, conforming to
such sections of the code,  In all the cages with which the undersigned is familiar,
the net income of the employers was thereby reduced for all purposes, including
the caleulation of their profit-sharing contributions,

Soveral of these employers would feel a moral, if not legal, obligation to make
additional contributions in respect of the calendar yoar 1954 (and for fiscal years
commencing after the enactment of such code) under their profit-sharing plans,
reflecting increases in their net income resulting from the repeal of such sections
452 and 462. However, subsection 8 of section 4 of H, R, 4725 would permit a
deduction for an additional contribution only if the same Is ‘‘requirod,” and the
profit-sharing fplama to which reference is made do not require adjustments in
contributions for adjustments made after the end of a particular fiscal year or
aftor tho end of the period prescribed in the plan for making the contribution,

It is submitted that there would exist, under H, R. 4725, in the arca of charitable
contributions, uncertaintios and inequifies. Taxpayers (either corporations, indi-
vidual proprietors or partners), who have taken advantago of sections 452 and
462 of the Internal Revenuo Codo of 19564 and have thereby reduced their taxable
Income for the calendar year 1954 (or for fiscal years commencing after the enacte
ment of such code), have thus reduced the limitations under soction 170 of the
Internal Revonue Code of 1954 on allowable deductions for charitable contribue
tions, since these limitations are related to “‘adjusted gross income.” Thus, in the
event that such sections of the code are repealed by way of H. R. 4725, many
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taxpayers will be required to report additional income for the calendar year 1054
(and for fiscal years commencing after the enactment of such code) without the
benefit of increased deductions for charitable contributions, unless this bill is
changed (o permit retroactive deductions for charitable contributions made after
its enactment, !

Accordingly, in the suggested revision of subsection 3 of section 4 of H. R.
4725 (set forth below), provision is made for the allowance of retroactive dedue-
tions for payments (or additional payments) which would have been made exeept.
for the adoption of accounting methods conforming to seetion 452 or section 162
of the Internal Revenue Code of 1954, provided such payments (or additional
payments) are made prior to September 15, 1055 for this purpose payments would
include charitable contributions deduetible under seetion 170 of such code,  The
suggested revision to subseetion 3 is as follows, with changes indicated by italic:

“(3) Treatment of certain payments and contributions which taxpayer is
required to make or would have made, if —

(a) the taxpayer is required to make a payment (or an additional payvment)
to another person by reason of the enactment of this act, or wonld have made
such payment (or additional payment) excepl for the adoption of accounting
methods conforming to section 452 or section 46.2 of the Internal Fevenue Code
of 1954, and

(0 the Internal Revenue Code of 1954 preseribes a period which expires
with or after the close of the taxable year, within which the taxpayer must
make ruch payment (or additional payment) if the amount thereof is to bhe
taken into account (as a deduction or otherwise) in computing taxable income
for such taxable year,

then, subjeet to such regulations as the Seeretary of the Treasury or his delegate
may preseribe, if sueh payment (or additional payment) is made on or before
September 15, 1955, it shall be treated as having heen made within the period
preseribed by such eode,”

The undersigned respeetfully asks this committee to give favorable considera-
tion to the above inorder to avoid the inequities mentioned,

Respeetfully submitted,

G, Barrox Matrouny,
Member of the Bars of New York and Conveeticut.

Dated New York, N, Y., April 28, 1955,

U

Tur MitLer Pesnisinng Co.,
Minweapo'ts, Minn., April 26, 1955,
The Honorable Kowanp J. Thys,
United Stales Senate, Washington, D, €,

My Drar Sexaror Tinve: I got the impression from reading the House
debate on the bill repealing retroactively sections 452 and 462 of the 1951 Internal
Revenue Code that those who voted for the measure did so under the fantastic
impression that not to pass it would bankrupt. the United States Government.,
There was some recognition of the fact that these seetions embodied good account-
ing procedures and represented an important and proper serviee to business
enterprises whose accounting procedures permitted them, under the code geetions
in question, to take tax benefits for prepaid income (notably for magazine sub-
geriptions) and for estimated expenses, but the voices of those who were hold
enough to take this position were drowned by the eries of those who anticipated
billions of dollars of lost tax revemte and who described the sections as loopholes
through which that great implied “malefactor,” business enterprise, was escap-
ing its tax obligations. A survey of taxpayer returns, made by the American
Institute of Accountants, deseribes the so-called anticipated loss in terms of
millions instead of billions,

I grow very weary of all this congressional palaver about loopholes and tax
losses, implying that any money remaining in the tills of private enterprise after
the tax collector has come around ought really to be in the Federal Treasury,
and that for it to be anywhere else is sinful.

Repeal of the seetions in question, it seems to us, would be an act of bad faith
by Congress, and the repudiation of a good taxing principle which was correctly
recognized in the 1954 revision, We filed our tax return on the basis of that
revision and our annual report and many far-reaching decisions were based on
the logical asstimption that the 1954 code, including, of conrse, sections 452 and
462, was established tax law and not an irresponsible and shifty legislative experi-
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ment sibject. to sueh second-guessing as is now being indulged in.  Retroactive
repeal of the sections in guestion would have a grave and disturbing effect. on
our business position und our business ouflook.  We do not understand why
Congress should wish to penalize us so severely and inequitably by arbitrarily
and retroactively taxing us on a cash accounting basis rather than the acerual
basie upon which we do business,  Thix would be the effect of the repeal. 1
urge you to vote against it.
Taithfully yours,
Carnort, ¥, MicHgNER,

I

LAND Stern Co,,
Chicago, April 29, 1955,
Hon, Howenr K. Carenare,
Senate Office Building, Washington 25, D, (',

Dean Senaror Cavenanrr: I am writing this letter, not with the particular
interest of our own company in mind, but on behalf of the principles involved
should seetions 452 and 462 of the 1951 Revenue Aet be repealed.

It was my privilege 1o serve ax chairman of one of the special groups which
condueted extensive sindies in contemplation of necessary revisions in the statute
to remove the inequities that have long been present,

In the objections filed currently, no one has challenged the validity of the
principles involved, nor has anyone questioned the faet that the ineqguities have
oxistod.
| The sole objeetive has heen, and still iz, that the needed changes involve revenue
RN,

The Revenue Aet of 1951 represent < one of the most construetive achiovemoents
in tax legizlation, and in removing inequitioes which are inconsistent with aceepted
sound accounting principles, it was a gpreat step forward in fair and eqnitable
taxation,  These values should be preserved,

Beeause revenue loss s involved, the expedient solution can be to repeal the
sectiond involved,  In my opinion, however, it cannot he the right answer for there
e never be justification for the restoration and continuance of inequities in a
fair and just tax strueture.

T should like to urge that the principles, as set forth in gections 152 and 462, be
retained, and to the extent that revenue loss is involved, the impact shoald be
minimized by limiting the henefitg currently and, over an appropriate number of
vears in the future, permit an incereasing allowance until the inequities shall have
been fully removed,

Your serious consideration of this important matter will he greatly appreciated,

Very truly yours,
Russenn L. PEiBRS,

[URaRE——

AsERICAN MERcHANT Maminv Ingrirvrs, Ine,
Washington, D. C., May 4, 1953,
Senator Harry Froon Bywp,
Chairman, Committee on Finance,
United Staies Senate, Washington 25, D. €.

Drar SENAToR Byrp: The American Merchant Marine Institute represents the
owners of a substantial majority of American-flag shipping of all categories, and
is therefore concerned that 1T, R, 4725, which would repeal seetion 462 of the
Internal Revenue Code of 1954, would reestablish a tax inequity which previously
existed,  ‘T'he Ameriean-flag steamship indusiry of course favors the cloging of
tax “loopholes” but is compelled to record itself in opposition to H. R, 4725 in its
present. form unless appropriate provision is made for the establishient of re-
serves to meet certain ("I\ilnﬂ incurred during a current year but not payable until
subgequent years,

Seetion 462 of the Internal Revenue Code of 1954, which would be repealed in
its entirety by this hill, corrected a tax inequity which had existed prior to the
1954 revision of the code, and which was peculiarly prejudicial to the transporta-
tion industry. It is a long-established aceounting practice in the steamship in-
dustry to charge against the eurrent year's income uninsured liabilities incurred
for damage to cargo, or for injuries to crew or other persons arising during the
current period, some of which are not paid until subsequent years.  This practice
has been not only recognized as necessary by interested Government agencies, but
is, in fact, reqguired to be followed in all dealings with Government sagencies,
except with re neet to income taxes,
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We submit, therofore, that any revision of the Internal Revenue Code of 1954
should provi«fe for the deduction as a business expense of reserves set up against
olaims or similar liabilities incurred in the taxable year. Such a provision is
necessary in order to eliminate the inequity that applied to American steamship
lines prior to the Internal Revenue Code of 1954,

This letter has been discussed with American Tramp Shipowners Association,
Committeo of American Steamship Lines, and Pacific American Steamship Asso-
ciation, and states the views of those organizations as well as of the Institute. We
resg;;ctrf{ul}ly request that this letter be incorporated in the record of your hearings
on H. R, . )

Sincerely yours,
Hursert R. O’'Conor.

Texrine WoORKERS UNION oF AMERICA,
New York, N. Y., March 31, 1966.
Senator Ilarry Froop Byrp,
Senate Office Building, Washington, D. C,

Duan Senaror Byro: In contemplating the effects of section 462, the following
data, obtained from the published financial reports of 12 textile corporations, ma.
be of value. DPlease cnter these data in the record of any hearings, Wo shall
gladly furnish you with additional data ay these reports are received.

Very truly yours, SoromMoN BArkIN

Texrire Workers UNION OF AMERICA, REBEARCH DuEPARTMENT,
Niew York, N. Y.

Textile companies which have wtilized estimated expense provision (Sec. 462) of the
Internal Revenue Code of 1954

Profits
. Batimated e
Company Year onded | Not sales I:kg’,’;“ (XPOnSo m[v?yx\g
(.st‘i‘;,ﬁ",{‘ﬁ.d tﬁ;g;rl deduction
exXpense

Adams-Miilis Corp... Dec. 31,1954 13, 563 758 310 83 43
Allen Industries, {ne do N 34,103 2,702 1,283 58 205
Amerfean Manufacty 0 10,224 788 703 2 28
‘«)eldm%ﬂomlnwny Co. 0. 1, 803 461 L) 2)
Bemis Bro, nng 2 do. 116,830 13,857 32, 20 659 343

Botany Mills, Inc 0, , 86 44,107 44,304 13 (0]
Cannon Mills Co. 0. 180, 130 20, 559 9,703 2730 2380
Cone Mills Corp.. Q0. ... 140, 679 6,359 2,024 704 416
Jan River Mills, In Jan,  1,1085 81,770 5, 236 2,840 5 13
feltors Co..uvvunnnn Dee. 81,1954 8,781 467 202 f44 23
Johnson & Johnson. PO 1/ SO 200, 026 21,737 9,763 1, 600 832
Munsingwear, Ing. _ 27, 665 1,464 648 210 109
Vanity Falr Mills, Inc. .. 20, 237 2, 806 1,409 83 43
Total..cuvannanen 878,217 63, 246 28,067 4,484 2,310

u‘ 1Iltmmsent&: results as roported by companies, 1, o,, after deduction of estimated oxpense and after tax
vin,

3 Esgflmuted.
: gerom loss of $063,000 on liquldation of Strongwall Mills, Ine., & nonoperating charge.

089,
8 No immediate tax benefit, but the provision increases the amount of loss, which can be carrled forward
to offset future profits. (This would mean a tax saving in the future.)

Ewncrric Sorrine Macuing Co,,
Grand Rapids, Mich., April 8, 1965,
Hon, Cuarus E. Porres,
United States Senate,
Capitol Building, Washington, D. C.

My Dear SenaTor: In our recent conversation we expressed a desire to sum-
marize our thoughts on code 452 of the 1954 tax law for presentation and insertion
in the Senate Finance Committee hearings,

Mr. J. 8. Beidman, general chairman, American Institute of Accountants,
recently wrote the following:
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“I notice that in the debate on I, M. 4725, regarding the repeal of sections
452 and 462 of the 1954 tax law, consideration was given to the retention of
seotiton 452, dealing with prepaid income, hut it was concluded that both sections
must go.

“Two reasons were agsigned for this, The first reason was that if the prepaid
income section were retained it would be possible to bring about the same result
under that section ag is now obtained under section 462 by a change in form of
the transaction. I wonder whether this stands up on practical analysis,

“Under section 462 the two major categories are vacation pay and product
guaranties, Vacation pay can’t possibly become prepaid income since the tax-
Emyer is only on the paying side, whercas prepaid income requires receipt by the

axpayer, v

“On product guaranties, in order to have propaid income the situation would
have to be such, under the proposed regulations, that the guaranty is a separate
transaction from the sale, entered into at the option of the purchaser. In other

. words, there are two people to be dealt with, the seller and the buyer. The

seller is the taxpayer. The customer is the one whose option would control,
Under such circumstances, it is hardly realistic to say that a chango in form is all
that would be involved,

“Furthermore, even if product guarantics could be cast as prepaid income
the results would not be the same a8 under section 462,  Under that section the
deductions to make good on the guaranty would be taken in the year of sale,
whereas with gection 452 alone, the deduetions would be taken only as the expendi-
tures to mako good on the guaranty are incurred. The only effect of section 452
would be to space the advance collection of the guaranty money over the period
to which it applies in the reporting of income, just like the advance collection of
b years’ rent,

“The second reason assigned in the debates as the need for climinating section
452 was covered by an illustration where there was an advance collection of 81,000
for 5 years’ rent. The following explanation is made: ‘Under section 452 this
rent could be spread over a period of 5 years and, there, the company would only
have to roport $200 rent forteach of the 5 years commencing with 1954, If the
commissions and expenses of negotiating the lease amounted to $200, all of this
expense could be applied under this seetion against the $200 rent reported in 1954
and thus climinate the rental income for that year, This result might have a
seriouy effcet upon the revenue.’

“I am afraid that the quoted stated on which the conclusion depends is not
sound. The commissions and expenses of negotiating a 5-year lease aro not
deductible all at once, Their deduction is limited to a pro rata part cach year
over the life of the lease. In other words, instead of $200 of commissions and
negotiation costs being deductible immediately, only $40 would be deductible in
each of the § years, 'That is the very situation that points up the irony of the
old law. The $1,000 rent collected for the § years is reported immediately,
whereas all of the expenses incurred in connection with getting the lease und
the $1,000 are deductible only pro rata over the 5 years, There is no matching
of income and expenses.

“As you know, the institute is in hopes that the Congress will see fit to retain
both sections 452 and 462, with the modifications and restraints that we recom-
mended, It does seem to us that, in any event, section 452 should be preserved,
and that the reasons assigned for not doing 8o, merit reexamination.”

We will sincerely appreciate your representing us in this matter,

Very truly yours,
Joun E. VENEKLASEN,
Vice President.

Tavnor TrusTs,
Phoenir, Ariz., April 18, 19606,
Hon. Senator Carn Haypew,
United States Senate, Washington 25, D, C.

Dear SenaTor Havpen: In 1951 Mr. and Mra. Keith Taylor created 4
separate trusts for their 4 minor children under 1 trust indenture, which they
designated as No. P-1162, Both of the undersigned are the two cotrustees for
these irrevocable trusts, the Prmcipal assots of which are certain warchouse
buildings which they own in Phoenix and Glendale, Ariz, For the past several
years we have been operating under contracts with the Commodity Credit Cor-
poration and have been storing governmentally owned commodities for their
account,
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Late last summer the Commodity Credit sold all of the cottonseed meal in our
custody, or approximately 25,000 tons. {t was the Government's obligation
under that sale to pay the outhandling charge of $1.50 per ton either at the time
the commodity wax actually outhandled or on the last date for which they assumed
responsibility for payment of the storage itself, namely, August 31, 1954,

I‘n checking with the purchaser of this meal, Western Cotton Produets Co., we
found that they had no definite plans as to when this meal would be moved.
However, it appeared that the bulk of the outhandling would he performed during
that same ealendar year.  The matter of the colleetion of the outhandling allow-
ance was diseussed with proper tax counsel and they informed us that under the
Revenue Act of 1954 that we would be entitled to colleet all of the outhandling
allowance and for any portion of the cottonseed meal that still remained in our
warchouses on January 31, 1955 (our fiseal year-end), that we ecould establish
reserves at the rate of $1.50 per ton for tax purposes until such obligation had
been fully discharged,  These Tacts have definitely been aseertained to the best
of onr ability, we eleeted to collect from Commodity Credit all of the onthandling
allowanee,

On January 31, 1953, all of this meal was still in our possession.  Accordingly
we established a reserve for tax purposes in an approximate amount of $37,500
and have filed our tax return necordingly,  However, we now learn that seetions
452 and 462 of the 1954 Tax Code are in process of being changed on o retropetive
basis, thereby ereating the very grave possibility of our being compelled to file an
amended veturn by including the $37,500 as income for the period ending January
31, 10565, 1f this beeomes necessary, we will find ourselves in the unhappy posi-
tion of paging on g net income basis the moneys roceived to perform certain
definite services withouat having the benefit of charging the aetual costs for the
performance of such services against it If this does beeome necessary, we will
probably ho penalized about. $12,000 additional taxes for last year,

It is not our intent to protest changing of the law. However, we do feel that
as cotrustees our responsibilities in that fiduciary eapacity i preater than it wonld
be if we were administering our own funds or business, and we are fearful that
someone wourld sometime eriticize onr activities, although they were made with
the hest of infent and after such inguiries as any prudent person might make,
Under the cireumstances, we are protesting the retrosctive feature of the proposal
now before the Senate, and are asking that you support any modifieations thereof
which might be necessary to preetude any injustice or hardship from happening.

Looking forward with interest to your response, we are,

Sincerely yvours,
Tavror Trusrs,
Wewrery Fany Manacesdest Co.,

Calrustes.
By M. W. AxiN, President.
C. B. Hoorer, Cotrustee,

FooWo Winnioaes Seark Acesey,
Meridian, Miss., April 21, 1955,
Re M. R, 4725,
Hon. Harry Froon Byen,
United States Senale, Washington, D. €,

DEar Sexator Byen: Section 452 of the Internal Revenue Code of 1951 offers

an opportunity to bring income-tax reporting into conformity with sound ae-
counting prineiples in the cases of many taxpayers who, as do we, receive payments
in 1 year for services to be performed and expenses to he ineurred in fater yvoars,
We are profoundly disturbed at the prospeet of repeal of seetion 452, and are
addressing this letter to each of the members of the Senate Committee on Finanee
in order to acquaint them with the problems of taxpayers in a situation such
as ours,
This firm, a partnership composed of nine men residing in Meridian and Jackson,
Misx,, is general agent of United States Fidelity and Guaranty Co. for the State
of Mississippi.  This firm contracts with local agents to sell the insurance,
supervises those agents, accepts risks and issues policies for the company, and
performs substantially all the functions of the company throughout the terms
of those policies. A substantial number of the policies are written for terms longer
than 1 year,
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Our income v a pereentage of the premiums paid by policyholders; if there is
a return of the premium on account of cancellation or other reason, we have to
give back this firnds pereentage thereof.  As will be discussed hereinafter, only
a part of the cost of a genernl ageney iy incurred when an insurance policy is
jssted; substantinl expenses are incurred over the entive life of the policy

U"nder ense Taw and administrative rulings prior to the enactment of seetion 452,
the poliey commissions had to be included in taxable income of the period in
which the policies were jssted or the commissions received; the expensey wore
deductible from income when ineurred over the entire Life of cach policy,  As is
clearly recognized in all published discassions of the subject by accounting
authorities, this treatiment does violenee to the basie prineiples of wecounting
for income,

Let us consider first the fundamental premise upon which the determination
of income should be based, that of relating the cost of produeing income to the
income produced - t‘ulloqnmllv, matehing income and the corresponding expenses
of producing that income,

{\ hen an insurance poliey iz written, the ageney ineurs only a part of its total
exspenses with respect Lo that policy,  Those initial costs include the sales cost
and the underwriting cost of reviewing the risk and issuing tho polu y contract,

Tmmiediately thereafter being additional costs, material in relation 1o fotal
costs in xh»«vhulgmu the obligation of the ageney {o serviee the poliey during ity
term.  Such service continues throughout the existence of the ;mh('v contract,
and ix just as muceh a part of the consideration for which the commission ix pmd
to the general agent as is the acquisition of the business in the first instance,

THustrative of these services are:

p Fuspection of physical premises of insured at intervals during term of
liey,

: 2. Calls on insured, upon request, to discuss the coverage of his poliey,

3. Reviews of coveruge reports and periodie reeslenlation and adjustmoent
of premivus,

! Loss reports are sent to ge ne ral apent for review and recommendation,

5. Loss puyment information is recorded and statistical analyses prepared,
Studies of these reports are made, conferences held, ete.

6. In this particular case the handling of fire un(l inland marine elaims for
loss is done by the general agent exeept that the mwslluumn of loxs is
assigned {o o general adjustment. burean. The apency rveceives notice of
toss, makes investigation u«wu,mm nt to general mljumm»nl bureau, issues
deaft for lows, pays and receives settlements hetween reinsurers on losses,
keeps st'uwluw on loss reserves and loss payments, ete.

A specifie illustration of how net income is distorted is offered by a fire policy
written on a manthly reporting baxis to cover stocks of merchandize (mw*ntm v,
A study of sueh a caze follows with income computed in accordance with income
tax resulations:

A fire poliey can be written for a 3-year term on a monthly reporting form basis,
An advance premium is charged, esfimated to be 75 percent of what the actual
premium will be,

Assime the following conditions;

Total estimated premium, $800.

75 pereent of total estimated premium, which becomes premium charged st ine
ception of policy, $600,

Terms of Jnly t, 1950, to July 1, 1053, 3 years.

General agent’s commission, 10 pereent of premium,

Premium adjustments made at end of first, sccond, and third years.  Monthly
reports of values must be received from msumd‘i, This involves setting up and
nmaintaining s, tickler system, sending forms to insureds to he filled out, sending
additional notices when forms are not reeeived, and receiving and prucotssing
reports,  Estimated cost of above procedure per report, $1,
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Commission | Expenses Not Joss
recelved incurred or incomo

1050

10 pereent of estimated premium of $600
Acquisttion cost ostimated to be 2 percont of premium
6 reports of values handled, at $1

10 pereent of estimated promium of $67
12 reports of values handled, at $1.
1 on of 18t year's | [

B 0T S 0.70 15 -8.30

10 percent of estimated promium of $07..
12 reports of valies handled, at $1...
1 calenlation of 2a yoear’s premium_.

10 pereent of estimated Yrmn lum of $06..

[ rn‘mrts of values handled, at $1.... [ .
1 ¢aleulation of 3d year's premium. .- 3. .
L X0 ) SRR PO, 6.60 [} -2, 40
Grand 8ot . eeemeemenennns S #0.00 0 19,00

No proration of general expenses has been made in the above illustration as this
is not considered pertinent to the problem.

The sbove method of caleulating income obviously does not equitably mateh
costs against revenues,

It is of particular intercst to observe that the insurance agents appear to be
singled out for inequitable treatment of these elements of income. The insurance
company i permitted, indeed required, by State law to provide reserves for the
unearned portion of the prerainms received by it, and determination of the taxable
income of the company gives recognition to this neeessary principle.

The insured, who pays both premium and comumission, 13 required by specific
case law and administrative ruling to claim a deduction for such premiums on a
time-lapse basis, and even the cash basis insured eannot claim the entire premium
in any one accounting period (where the policy runs for more than 1 year).

The possible economic consequences of such unreal determination of taxable
income can indeed be serious. ithin the range of our own experience we have
geen insurance agents, even before the days of present extremely high tax rates,
brought to the point of insolvency by the requirements of the contracts to return
unearned commissions upon cancellation of the insurance policies, or reductions
of commissions based on estimated premium by rcason otI changes in economic
conditions. Such effect can be illustrated if the following conditions are assumed:

Preminms written 1962
40,000 policies, at $50 average... ... ... . —— - -. $2. 000, 000
Commission rate, at 10 percent of premium; X
Cost per policy $3 times 40,000 . ... ... v 120, 000
Premiums written 1953:
30 percent of 1952 policyholders cancelled their policies in 1953:

12,000 policies cancelled; $30 average. . ... R - 360, 000

Return commission rate, at 10 percent of return premiums. . 36, 000

Cost per cancellation, $2. .. covunnan. - ——— 24, 000
New policies igsned in 10563:

28,000 policies, at $60 average. .. .o wemoun wumewnmmmenne 1, 400, 000

Commission rate, at 10 percent of premiums. cuevuennnunn 140, 000

Cost per policy $3 - cvaeaerceaanncnn e eememanme - 84, 000
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Net income on this assumption will result as follows:

1052 1053

Commissions recolved:
$2,000,000 premiums at 10 percent...
1,400,000 premiums, at 10 pereent .

$360,000 roturned premiums, at 10 percont
Net recelved..oueneuueeenns asmmsamsennassussuan usannon PO,
Expenses:
40,000 policies, at $3
28,000 policios, at $3
12,000 cancellations,

Not incomo=1089.cuunvuuvuunnn vananenn PSRN P . 80, 000 —~4,000

=3

Insurance is not & business where volume drops off solely because new orders
may fail to come in. The insurance contract provides for cancellation with a
return premium to the insured any time up to the expiration of the policy. Insur-
ance is an expense which experience shows businessmen do cut when money
becomes tight,

An additional problem which arises is that of presenting statements of financial
Eosition of such ageneies, inasmuch as, within the range of the expetience of this
irm, all of the insurance agents keep their records in conformance with income
tax regulations, and their financial statements make no provision for the income
reccived but not earned; nor for the related liability, contingent at the date of
the statement, to return unearncd commissions upon cancellation or other ter-
mination of the policy contract, or upon reductions of estimated advance commis-
gions due to economic changes,

It had appeared that section 452 offered relief from the distortion of income
which we have destribed and made it possible for us to elect to take the commis~
sion income into account on a time-lapse basis.  On such & basis the commission
income would be spread over the life of the policy contract, corresponding to
the period in which services are rendered and costs are incurred, Costs would
then be, with reasonable equity, matched against the income produced by such costs,

It appears to bo generally conceded that scotion 452 represents sound account-
ing principles and is fair to taxpayers. Any criticism directed toward it seems
to be that it may cost some revenue or that it may open loopholes, It is our
confident belief that any revenue loss in the year of transition would be small
and could be further eased by spreading the transaction over a period of, say
8 years; and that in the long run there would be no ultimate revenue loss, because
the change is mercly one of reporting income in 1 year rather than another,
And if the section, in its present form, opens up the possibility of abuses, suroly
the remedy is to correet the section rather than to destroy it.

It is our sincere hope that the Committee on Finance will find & way to retain
the beneficial features of section 452,

Yours very truly,
’ F. W, WiLLiaMs_STATE AGENCY,

W. A. Luoram, Pariner,
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UNITvD STATHES SUNATE,
March 24, 1955,
The ¥onorable Tarry F. Byrp,
Chairman, Senate Finance é’onmzittne,
Senate Office Building, Washington, D, C,

Dyar SpnaTor: Mr. W. L, Rothschild, president of the Yellow Cab Co. in
San_ Francisco, has sent me the following wire:

“Urgently suggest you communicate with the onorable Jere Jooper of Ten-
nessee and the Monorable Senator Byrd of Virginia, requesting that no legislative
action bo taken witheut public hearings on bills introduced eliminating expense
reserve deductions and prepaid income treatment.  Business is expected to sus-
tain our high standard o% economy then why make it the whipping boy.”

lI would appreciate this being nceepted as o part of the committee’s files on the
subjeet,

ith warm regards, T am,

“
Sincerely, " A
Frosmas . Kvuenkn.

(Whereupon, at 3:40 p. m,, the committee adjourned.)



