[EXECUTIVE SESSION COMMITTEE PRINT]

REVENUE ACT, 1936

HEARINGS

BEFORRE THR

COMMITTEE ON FINANCE
UNITED STATES SENATE

SEVENTY-FOURTH CONGRESS
SECOND SESSION
' ON

H. R. 12395

AN ACT TO PROVIDE REVENUE, EQUALIZE TAXATION,
AND FOR OTHER PURPOSES

PART 3
MAY 11, 1936

Printed for the use of the Committee on Finance

&

UNITBD STATES
GOVERNMENT PRINTING OFFICE
63884 WASHINGTON : 1936



COMMITTEE ON FINANCE
PAT HARRISON, Mississippi, Chairman

WILLIAM H. KING, Utah JAMES COUZENS, Michigan

WALTER F. GEORQGE, Georgin HENRY W. KEYES, New Hampshire
DAVID 1. WALSH, Massachusetts ROBERT M, LA FOLLETTE, JR., Wisconsin
ALBEN W. BARKLEY, Kentucky JESSE H. METCALF, Rhode Island

TOM CONNALLY, Texas DANIEL O. HASTINGS, Delaware
THOMAS P, GORE, Oklahoma ARTHUR CAPPER, Kansas

EDWARD P. COSTIGAN, Colorado
JOSIAH W. BAILEY, North Qarolina
BENNETT CHAMP OLARK, Missourl
HARRY FLOOD BYRD, Virginia
AUGQUSTINE LONERGAN, Connecticut
HUGO L. BLACK, Alabama

PETER G. GERRY, Rhode Island
JOSEPH F. GUFFEY, Pennsylvania

FENTON M, YOHNSTON, Clerk
1

in
Se

B

n
Be
Ke

wi
e’

inc
wo

net
but
in.

nee
alr

of
pas
pas

you
bee

mor
har

tra
mst




REVENUE ACT, 1936

MONDAY, MAY 11, 1936

UNITED STATES SENATE,
CoxMITTEE ON FINANCE,
Washington, D. C.

EXECUTIVE BESSION

The committee met in executive session pursuant to call, at 10 a. m.,
in the Senate Finance Committee room, Senate Office Building,
Senator Pat Harrison presiding,

Present: Senators Harrison (chairman), King, George, Walsh,
Barkley, Connally, Bailey, Clark, Byrd, Lonergan, Black, Gerry,
Guffey, Couzens, f(’eyes, La Follette, Metcalf, Hastings, and Capper.

Also present: L, H. Parker, chief of staff, Joint Committee. on
Internall Revenue Taxation, and members of his staff ; Middleton
Beaman, legislative counsel, House of Representatives; Arthur H.
Kent, acting chief counsel, Bureau of Internal Revenue.

(The first part of the hearing was not reported.) :

Mur, Parker. The deficit rule deals veally with past deficits.  You:
‘{Viflxl never get relief under section 14 unless you have an accumulated
deficit.

Senator Barxrey, Of course, if the corporation does not have an
income, or has less than a net income, then it has a deficit and it
would pay no taxes at all. '

Mr. }’ARKBR. It would pay no taxes that year. Now, if it has a
net income and has no earnings and profits on its books in the past,
but, on the other hand, has a deficit, that is where the relief comes
in. They do not need any relief for the current year’s deficit, they
need relief to build up their past capital, since that capital has
already been impaired to the extent that they have a deficit. = |

-Senator BarkLey., In other words, if it has a deficit over a period
of years and should happen to make 'a profit this year, then that
past deficit is taken.into consideration-to a larger extent than its
past outstanding obligations? ' R

Mr. Parker. Yes; and if your earnings are not sufficient to repair
your deficit, you can retain all of your earnings and pay '15. percent.

Senator BargLry. Suppose that recurring .deficit in the past has’
been transformed into a standing obligationi, either by .borrowing
money, issuing bonds, or some other form of indebtedness, what

happens tlien? Does it come under the debt-ridden section? .

..Mr. Parker. The issuance of bonds is ordinarily merely a capital

transaction and would not affect the deficit on your books, For.

instance, you have a deficit on your books and you borrow.$100,000,
e L oo S 189
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you put $100,000 liabilities over on that side of the ledger, then
you put the $100,000 cash you got from your borrowing on your
essets side of the ledger, and it is a washout, you do not change
your deficit by borrowing money. .
Senator Kina. You could treat that.as capital?
Mr. Parker, That is a capital transaction,

the deficit.
Senator King. In the future you would treat that as a part of

your capital stock. L

Mr. Parker. Yes, it has a similar effect.

Senator Barxrey. So that debts created in order to take care of
deficits in the past are not regarded as contributing to the debt-
ridden condition which you take care of in the bill .

Mr. Parxer. That is correct. They are separate propositions.
But it is true, as Senator Harrison pointed out, that they only have
to pay a 15 percent tax when they have a deficit, whereas if they
have a contract not to pay dividends, or if they have debts, then the
rate is 22.5 percent.

Senator Couzens. Why is that justified ? :

Senator La Forrerre. Why did the House think it was harder
for a corporation that was buvilding back its capital because of
accumulated deficits than it was for one that was in debt? What
was the argument pro and con?

Mr. Parker. I do not think that they made a comparative argu-
ment. As I sa%, in the beginning it was 22.5 percent in all cases.

Senator La Forrerre. You treated them all alike and then the
House made a change. What was the reasoning back of that, do
you know ¢

Mr. Parker, The reasoning was directed simply to the cases in
respect to deficits, The arguments advanced were not against doing
the same thing with relation to contracts not to pay dividends, but
they were arguments in favor of doing this particular thing for
deficits, without any extended discussion at all about the debt or the

contract situation.

The Cmarman, Mr. Parker, give the committee the benefit of
your oglmon on this proposition.

Mr, Parker. I see no reason for any distinction,

Mr. BeamanN. I do want to say this, Senator. You started this

It does not affect

by making the statement that a corporation may retain 30 percent .

and pay 18 })ercent,_ whereas if it had a_debt it would pay 22.5
percent. Well, that is not so. The only debt provision there is is
to give relief where the tax would be f;reater than 22.5 percent.
o 1.'& Parger. The same thing would be trie with respect to your
deficit,

Senator Byrp. Mr. Chairman, I do not understand the deficit
provision,

The Cruaryman, Let us get this thing clearly in our minds.

Senator Byro, I want to get clear in my mind exactly what the
15 dpercent applies to with respect to deficit. Suppose B compan
had a surplus of $1,000,000 and it exhausted that surplus througz
loss, will it be permitted to replenish and get another surplus of
$1,000,000¢

i\‘Ir. Parker. No, Senator; that will not be permitted,

Senator Georee. The deficit is in the capital stock alone,
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Mr. Beaman. Let us put it this way :. Without regard to what the
thing does not do or what it should do, but looking only at what the
House bill does, suppose you make $100 net income during the year,
you compare that gmo with your accumulated earnings and profits
at the end of the year, and if that is less than $100 you get 15 percent
on the difference. If your accumulated earnings or profits at the
end of the year are $80, your net income $100, you pay 15 percent on
the $20 and the rest of the income, after you subtract the 15 percent
%f thia) $2?1, is taxed, under the new plan, according to the amount
distributed,

Senator Byro. This deficit you referred to is a past deficit?

Mr. Beaman, I am telling you that is what the bill does. What
it ought to do is a matter of" policy. That is not up to us. It gives
relief to.the extent to which the net income exceeds the accumulated
earnings and profits, ‘

Senator Byrp. For how many years?

Mr. Brasraw. Since the beginning of time. .

Senator Byrp. One corporation is 5 years old and another one is
25 years old, and they can date it back to when they started ?

Mr. Beaman. They have to find out how much earnings and profits
exist at the end of the taxable year.

Mr. Parker. You see, if your earnings and profits at the end of
the taxable year, including that year’s income, is less than the year’s
income you must have had a deficit at the be inning of the year.

Senator Kine. Mr, Beaman, is not this the fact, that at the end of
the year, if you discover you had a deficit of say $50,000 and next
year $50,000, that in your bookkeeping and in your adjustment of
your, accounts with the Treasury, that is charged to your capitai
and it depreciates your capital to that extent?

Mr. Beaman. I understand they keep an earnings and profit
account,

Senator Kina. But there must be some time when those losses
would be so great that they would be a charge against your capital
and you are compelled to diminish your capital pro tanto, so your
capital may be wiped out entirely by reason of your debts.

Senator BARKLEY. Suppose a corporation earns $100,000 in 1936,
and suppose it had a deficit of $50,000 in 1935 and a deficit of $50,000
In 1934, 50 at the end of this year, when it comes to figure up what
the tax is going to be, can you offset the two $50,000 deficits for
1934 and 1935 against the $100,000 profits this year? -

. Mr. Beaman. You mean the company had a profit this year and
n 2 years they had a loss?

Senator WarsH, If they had $100,000 profit the year before,

Mr. Beaman. Senator Barkley gave 3 vears, they lost $60,000 in
one year and then lost $50,000 in another year, and then they make
$100,000. If in that case you had nothing to start with, then your

earnings and profits would be zero.

Senator Barkrey. Suppose the corporation had been in existence
for 40 years and it has had alternating profits and losses, deficits;
suppose that you could go over that 40-year period and add up your
losses and. your profits af the end of the 40-year period, which would

January 1, 1936, we will say—— A

Mr. Beaman (interrupting). No: it would have to be December

81,1937, It wou'l be the close of the year.
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Senator BarkrLey. You include the current year then in that?

Mr. Beanman. In the current year they would be earning the profit.

Senator Barkrey. Suppose you figure on what your tax is going
to be for 1937, that is what I am coming to, for 1937 there is a profit
of $100,000, or any other amount; now, you take all your net losses
for the whole 40 years, offset them against your profits, and if your
losses are greater than your profits for the whole period then you can
offset them against the net income for this year.

My, Beaman, You find your income for this year, and if you find
that that is greater than the accumulated earnings and profits com-
puted, as you say—it would simplify the matter, I believe, by calling
them earnings and profits. You call them losses. In bookkeeping
it is earnings and profits,

Mr, Parxer. Your deficit is minus earnings and profits, «

Senator Crark. All the profits you made balanced against all the
losses you made in that 40-year period in the case that you put, and
you might find out that in 40 years the company had actually made
$100,000,

Mur. Beamax. That is right.

Senator Crarx. That is the balance on which you would start
the tax payment.

Myr. Beasan. If you find it is less than the net income you get the
15-percent rate.

Mr. Parker. It is a question of accumulated earnings and profit.
Your dividends, that you declare within that period, first come out
of the earnings and profits.

Senator Byrp. Suppose a corporation replenished its surplus and
capital by issuing new stock, suppose it issued new stock and made
up its deficit in operating expenses and therefore the capital strue-
ture was not impaired, what would happen then?

Mvr. Beayan, That would not affect earnings and profits.

Senator Byrp. It would not affect those at all?

Mzr. Beaman. No,

Senator Kixe. Mr. Beaman, would not this proposition that I
indicated a moment ago affect the conclusion which you just an-
nounced: Say 10 years ago there was a deficit of $100,000, and next
year $100,000, and the bank said, “You have got to diminish your
capital or else add new capital”, and they said, “We will just charge

that $200.000 loss to capital and diminish our capital to that extent,.

we will take $200.000 off of our capital, so that our capital, instead
of being $1,000,000 is now only $800,000. Our losses reduce our
capital”” You do not mean to say that in 4, 5, 6, or 7 years there-
after, in adjusting these accounts, that you could get credit for that
$200,000 and balance it against some of your earnings that have
occurred since then?

Mr. Kexr. Senator, that is about the position the Bureau has been
taking, but so far the courts have taken a different view of it. That
is, they have taken the position that the writing down of the capital
in order to wipe out that impairment does extinguish the deficit in
the carnings and profits account. -

' Mr. PArRkeR. Yes; and the Bureau, on the other hand, would not
allow them to write up their ca‘l)ital. That is, in computing this
earnings and profits under the bill we do not take into account, for
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instance, stock dividends, where the corporation has really dis-

tributed earnings by stock dividends, we do not take account of that.

Senator Byrp. Does the Treasury Department. go back to these
corporations to see what their net losses have been up to date over

a period of 50 years in making up their estimates of revenue?

Mr. Kext. That is what they will have to do.

Senator Byrp, Have they done that{ T hey have made an esti-
mate for the purpose of this bill. Have they done that in regard
to these corporations? This bill would materially change the law
in regard to any corporation that lost money in the past year.

Mr. Kenr. I am not informed as to the estimate on this point.

Senator Byrp, I would like the estimate furnished to the com-

mittee, that particular estimate, as to corporations only paying 15
percent,
! Senator Hasrines. I think I will put a simple case as I under-
stand it. Suppose at the end of 1933 the corporation was just even,
it had no surplus, but its capital was not impaired; in 1934 it lost
$50,000; in 1935 it lost $50,000; and in 1936 it makes $100,000; then
the tax on that $100,000 is $15,000, and they still have a $15,000
loss to make up in the next year, is that correct?

Mr. Parxer. That is right, excc(af»t the final point is that if they
want to declare that all out in dividends and pay no tax, they do not
repair the deficit, they cannot do it. Perhaps the law would prevent
such a declaration ofy dividends however.

The Cnamyan, You mean they can retain all that in their
reserves ?

Mr. Parxer. They can retain all that in their reserves and pay 15
percent on it,

The CHARMAN, Yes.

Mr, Parker. But if they want to, that is, if the State law permits
and they do not want to repair their deficit, if they declare all their
earnings out in dividends they will pay no tax, because each one of
these sections 14, 15, and 16 dealing with these cughions, so-called,
has a provision that says that these sections shall not operate to
increase the tax which would otherwise be payable under section 183.

Senator Barkrry. They would pay it under whichever section
they would pay tlie least?

Mr. Parxer. That is right.

Senator Kixa. Let me give you this illustration, Tt is the illus-
tration that I gave you during the process of the hearing. A cor-
poration with vehich I was familiar had, during the beginning of
the depression, about a $500,000 surplus, It hnc%r a large personnel
at the mill. They did not discharge a single person.  They paid
out that $500,000." They had not made a cent in 3 or 4 years. They
borrowed $500,000 or $600,000 to keep the plant going. So the

are out the $500,000 that they had in the surplus and the $600,000
they loaned since then. Now, perhaps this coming year they will
make a profit of all the way from $100,000 to $200,000 or $300,000.
They are out $600,000 or $700,000 that they borrowed merely to f{eep

their plant going, to save the town, a town of four or five or six
thousand inhabifants. What credit will they be, supposing the
make $300,000 next year, and they are out $600,000 or $700,000 which
they have borrowed, plus the $500,000 that they had on hand$
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Mr. Parker. Well, I believe they would be entitled to the 15 per-
cent, making certain necessary assumptions in connection with your
question, That is, I assume that this $500,000 of surplus that they
had at the beginning was expended in operating expenses, that they
cut down to zero, and that this money that was borrowed had to be
horrowed to make up operatin% losses.

Qenator King. Sure. They had no profits at all.

AMr. Parxer. Therefore, the money borrowed represented how
much they went behind in the operations and, therefore, that would
be a deficit, and having gone $500,000 or $600,000 in the red in con-
nection with their earnings and profits, they would be entitled, under
the bill, to keep the $300,000 they made and pay 15 percent on'it.

Senator Kixa. Then next year would there be a period when they
would get full credit as against their income of the full $600,000?

Mr. Parier. They would get credit up to the $600,000 plus the
tax. After that it would cease.

Senator Hasrinags. They would get credit up until the time they
repaired the capital?

Mr, Parier. I say “get credit.” It has the right to retain the
money and pay 15 percent on it.

Senator Kina, Is it not a fact that during this depression, even
up until now, there have been hundreds of thousands of corporations
that were and are in the same situation as the one to which I have
referred, so that instead of anticipating a very large windfall, a
very large revenue from the corporations, we are going to be tre-
mendously disaplpointed? ,

Mr. Parxer. 1 have not made any estimates on_that, Senator
King. Mr. Haas, of the Treasury staff, I think ought to give you
that information. I haven't had time to make the estimates on that.

Senator Byrp. Mr. Parker, is it not true that a number of corpora-
tion taxes are in dispute with the Depsrtment on the question of
depreciation and depletion—things like that?

Mr. Parxer, That is true,

Senator Byrp. The interpretation and the administration of this
section depends upon the returns that have been made by these cor-
porations in the past years?

Mr. Parker. That is true.

Senator Byrp. If these returns are in dispute on the question of
depletion or depreciation, or something else, how can you ascertain
which corporation would be entitled to this particular clause? '

Mr. Panker. Such cases will probably be subject to controversy
for a change in a figure in one of those years, will affect your ac-
cumulated earnings and profits for subsequent, years.

Senator Byrp. Do not you have to wait until you finally approye
the returns before you determine whether this particular clause will
be applied to a particular industry?

Mr. Parxpr. No; you do not wait. The corporation will
make out its return. It will make out the calculation. The burden
of the computation of the original tax and the making of the return
is on the corporation. They will have to proceed in the same man-
ner, probably, assuming that their calculations for prior years are
correct,

Senator Byrp. I know, but the corporation does not want to wait

3 or 4 years to find out’'what its taxes are -going to be.
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Mr. Parkir. They will have to wait to know what the final ad-
justment will be. .

Senator Byrp. They have to wait on the Department adjudicating
these disputes that are already in existence, some going back 4 or 5
years, and if a corporation has a dispute with the Government, which
started 7 or 8 years ago, about depletion and depreciation, that has
got to be settled before you can determine whether or not they come
under this law? Of course, the settlement of that fixes whether or
not they have a deficit, because they have charged depletion and de-
preciation in the expenses and thereby created a deficit.

‘Mr. Parker. That is true. _ ‘

Senator Barkrey. In making out the tax return they would either
have to take into consideration the disputed item or eliminate it.

Senator Byrp. The situdtion is this: They may think they come
under this clause and then the departments will have to rule with
respect to these other disputed years, and it will be probably 3 or 4
years before the corporation knows whether or not it should have
this 15-percent clause. .

Senator Hastings. That is the same proposition that the corpo-
ration would be in if it had a serious Jawsuit against it. It has
made a profit; it does not know whether it is going to win the law-
suit or not, and wise business policy deimands that they set aside
sufficient to satisfy any judgment that may be rendered against it.
If they set it aside, that costs them 42.5 percent to set it aside, be-
cause they cannot afford to pay out any dividends because of this
lawsuit. That is a similar situation. The lawsuit may be in the
form of a tax claim. If they want to set it aside they are penalized
to the extent of 42.5 percent.

Senator Byrp. A corporation may proceed on the theory that it
comes under this clause, and then the determination of the contro-
i’(ﬂ'b'iy may decide that it does not come under it.

Mpyr. Parxer. That is correct. Of course, there is an uncertainty
under the present law when you make returns. You are in a dis-

ute with the Commissioner as to the rate of depreciation on your
uildings, you have been claiming 5 percent and he is claiming 4
percent, and you are in negotiation with him; you have to make out
this year’s returns and you do not know positively whether to take
4 or 5 percent—most corporations, of course, will put in 5§ percent—
and then if it is ruled otherwise as to the prior years that means

" you have got to pay more tax this year.

Senator HastiNgs. And it may have paid it out in dividends.

Mr. Parker, That is true. The difficulty is accentuated under
this bill. This bill does not only affect the amount of the income
on which you apply the rate, but if you increase the income it will
not only increase the base but it will also increase the rate.

Senator Gerry. Are not you in this position also: You can only
pay dividends out of earnings, or out of surplus, and if any divi-
dend was paid out other than that then the directors are lighle.
Now, in a case like this what do the directors do? They would not:
know whether they had the earnings or not. Would not they be
liable if they paid it out?

Mr. Parger. I think most States have such a law, but I do not
think the States are very active in that matter, and I think they

03884—pt. 3—36——2
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accept the corporate books to a greater extent than what the Federal
Government does.

Senator Gerry. I do not think you would find any board of direc-
tors that would be willing to take the responsibility of being per-
sonally liable for that tax.

Mr. Parker. I do not believe so, and in addition there are criminal
penalties sometimes provided for.

Senator Crark. You do not think we can afford to legislate on
the basis that the States would not support their own laws?

Senator Gerry. I would like to know from the Treasury how
many States have laws in regard to corporations.

The Cramman. I think we will put in the record in this connee-
tion what the laws of the various States are with reference to this
distribution, .

(The information referred to follows.)

In the following 30 States dividends may not he paid out while the stated
capital for the corporation {s impaired, or if the payment of dividends would
result in such impairment even though in a particular year there ave earnings:
Arkansas, Colorado, Connecticut, Distriet of Columbin, Georgin, Idaho, Ilinois,
Indiana, Iowa, Kansas, Kentucky, Loulsiuna, Maine, Maryland, Michigan, Mis-
sourl, Nevada, New Mexico, New Jersey, New York, North Carolinn, North
Dakota, Ohio, Oklahoma, Oregon, Pennsylvania (generally from earned surplus
only), Rhode Island, South Carolina, Tennessee, Utah, Vermont, Virginia,
Washington, West Vivginia, Wisconsin, and Wyoming.

In the following three States dividends may be pald from net profits from
preceding accounting period, notwithstanding a capital defleit and absence of
surplus: Californfa, Delaware, and Minnesota,

I'ive States permit payment whenever a corporation is not, and ig not ren-
dered, insolvent : Florida, Kansas, Mississippl, Massachusetts, and Texas.

Senator Kixa. I see what a controversy it would be to determine
whether a corporation is insolvent. I might assume my ore reserves
are sufficient to remove me from the borderline of insolvency, whereas
it may be demonstrated I am insolvent.

The Cuamman (reading):

In the following five States no statutory law on the subject applieable to
business corporations generally, has been found: Alabama, Arizona, Montana,
Nebraska, and New Hampshire,

The general rule is that a surplus available for dividend payments may be
created by reduction of capital. Such a reduction may generally be made if
the stated capital as reduced and Habilitles do not exceed assots.

Fuarther study is being made of the steps necessary to make such reduction
in stated capital. .

The general rule is that directors who participate, either willfully or negli-
gently, in the declaration of improper dividends are personally Hable therefor,
The conditions and measure of such labiltty vary considerably. No statutory
rule has been found in Maine, South Carolina, or Utah,

Statutes imposing criminal lability upon directors for similar action have
been found in nine States: California, Georgia, Iowa, Kentucky, Maine, New
York, South (‘aroling, Tennessee, and Vermont,

Senator Barxrey. What proportion of corporations have contro-
veries over deprecintion and depletion in the Treasury, Mr. Parker?

Mr. Parger. Oh, a very large number have controversies,

Senator Barxrey. Over what period of years do those contro-
versies run, as an average?

Mr, Parxer. They will run at least 3 years, and sometimes 8 or
10 years.

Senator Kixa, Let me ask you, is it not a fact that there are
hundreds of cases now receiving depletion of oil, minerals, and so
on, that go way back to 1917, 1918, and 1919%
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Mr. Parxer. Well, we are getting a reduction in the old war-year
cases, but thef' are being continually opened up. "There are sup-
posed to be only a few thousand pending,

Senator Byrn, Suppose & company made out a return and it showed
that it had a deficit over a period of the last years of $100,000,
and then the Department disputed that depreciation or depletion,
and suppose that the Department is correct, how can you determine
that, until that is settled, whether or not they come within this
clause?

Mr. Parxer. You cannot determine it.  You have just got to take
the same chance as you do now when you fix your own depreciation
rate.

Senator Bynn, Then the corporation may file its 15 percent and
the Department may settle on some entirely different basis for the
past years, and they will pay 42 percent?

Mr. Panxer. Yes.

There is one other thing that T would like to explain to the com-
mittee about this deficit sitnation. We computed the accumulated
earnings and profits under our income-tax rule. Now, the State rule
may be different.  For instance, supposing we have a corporation
that hes $100,000 of enpital stock and it builds up $100,000 of sur-
plus, and they make a stoel: dividend of one share of common stock
to cach of the common-share holders; now, as far as their books-aroe
coneor.ed, as Tar as accounting is concerned, they have distributed
their carnings and profits and they have a zero surplus; I believe
that st States would consider that distribution having been made
under their law:, that the surplus was zero, but for the purpose.of
our income-tax determination, the way this bill is written, that cor-
poration will have $100,000 curpius and we disvegard that stock
dividend. For instance, having done that, in the next year they
make a $50,000 loss on their books, they will have a $50,000 deficit
at the close of that year, but we will £a v, “No; you have got $50,000
surplus at the close of the year.,” . A

Senator Hasrinas., Does that go back to the very beginning of the
corporation? »

Mr. Parken. It goes back to the very beginning of the corporation,

Senator Byro. Is not this also true that the States have different
riules and laws regulating depletion and depreciation than the
IFederal Government has?

Mr. Parker. Yes; many of theni do have different rules.

Senator Byrp. Some of them allow more depreciation and some
allow less?

Mr. Parger. That is one thing that T am not certain upon. I
would like Mr. Kent to correct me if I am wrong. These laws
in the States dealing with thic prohibition on the declaration of
dividends in most cases antedate their income-tax laws, and I do
not think their income-tax rules are so important. I think they
just say in very general terms you cannot declare out a dividend
if you have got a deficit. I believe when vou have just got that
general proposition on the books, that if that thing goes into court
the court is going to rely on ordinary accounting practice and
procedure and take the testimony of the accountants to say whether
or not there is a deficit. '
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Senator Byrp, And many States do not have any income-tax
law. )

Mr. Parker. Noj but they have got corporation laws. T haven’t
scen any of those laws that are very specific in their terms. Have
you, Mr, Kent?

r. Kenr. No. .

Mr. Parxer, They just use the brondest terms. I believe the
courts would go on the accounting practice. )

Senator Kina. Are there not a number of cases being prosecuted
in the courts under State laws against directors because of their
improvident issue of dividends?

Mr. Parker., I have no knowledge of that. There may be some,

Mr. Kent. There are some, There are not, however, as many of
them as one might expect. These statutory provisions are sometimes
invoked, of course, by minority interests. In the majority of the
cases they are invoked by creditors where the declaration
of the dividends would create a condition that at least ap-
proached insolvency, and in their actual operation they are
really laws more for the protection of creditors. There are a
great many cases where no attention is paid to them if there is no
interest in the corporation, creditor, or otherwise, who are likely
to protest. Of course, it is fair to say that a possibility of litiga-
tion against the directors is nearly always present,

Senator Crark. Under any laws a minority stockholder could sue
the board of directors if he pleases.

Senator King. In New York there have been a number of prose-
cutions. John W. Davis defended a case where his client got a new
trial and finally was exculpated, but several of them were indicted,
and the commissioner, a very able man, was likewise indicted,
because he said he allowed credit, or something in connection with
bookkeeping procedure that were violative of the rights of the
stockholders and of the creditors. A number of cases have been
prosecuted in the State courts and Federal courts during: this
depression because of their allowing too much for dividends, or
what not,

Mr. Kenr, Yes, Senator; I think that is true. Of course, it is
an awfully difficult field in which to generalize, because there are a
variety of traditions in the interpretation of the statutes.

. The Cuamyan. Mr. Parker, explain to us this indebtedness pro-
vision.

Mr Parker. That is in section 16,

Senator CoNNavLLyY, Before you go into that let me ask you one
general question on that. Is there a sound reason, an economic rea-
son, aside from the desire to be merciful to these corporations, is
there any reason why a coxq;oration that goes into debt should be
taxed at any different rate than one that does not? Is it not true
frequently that indebtedness represents bonded indebtedness, bond
issues; and things of that kind¥ Why should it be taxed at a dif-
ferent rate than individuals or anyone elso?

Mr. Parxer. We have never made any allowance in the past, of
course, on account of indebtedness, nor have we relieved from tax a
man who had prior-year debts. We have allowed relief in the past

in the case of a man or corporation that had prior-year business
losses,
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Senator ConnaLry. That is true. I am just trying to get into the
theory of this bill, as to why we are initiating a new rule because
somebody happened to be in"debt. We never have heretofore.

Mr. PAarker. The reason here is, of course, that the tax rate de-
rends on how much is paid out in dividends. Now, if a corporation
{ms old debts which it must pay it is obvious that it cannot declare
that money out in dividends to the extent necessary to pay the debt.

Senator Connarry. Under the State laws the more it pays out the
less tax it pays.

Mr. Parger, If they have to retain the money to pay the debt.

Senator Connarry. Well, they figure that in the net income, do
they not, the interest?

Mr. Parker. Just the interest, not the payment of the debt.

The Crairman. Well, explain it to us.

Mr. Parker. Of course, it may be argued that if a corporation in
debt makes some money it could declare the dividend out to the
stockholders along with certain stock rights and try to get the
stockholders to put the money back into the corporation. Having
been put back into the corporation, it could retire the debts.

Senator Gerry. Mr. Parker, take the case of a small corporation
that has a mortgage on its property, there is a certain amount of
amortization ; the more uncertain the finances of the corporation are
the more amortization the banker will demand; now, they can de-
duct, as I understand it, under this bill the amount of the interest
they pay on the mortgage out of their earnings.

Mr. ParkEer. That is true.

Senator Gerry. That is true of the individual or the corporation,
but they cannot deduct, the corporation cannot deduct the amount
it has to pay back on amortization of the mortgage, is that right?

Mr. Parxer. That is correct. Under this bill the corporation
cannot deduct the amount, but it does get the relief of one-fifth of the
amount of that mortgage to the extent that it exceeds the accumu-
lated earnings and profits. If the corporation has got a surplus and
that surplus is bigger than the mortgage, it gets no relief under the
debt provision. If it has no surplus, if it Is just even and it just
pays this mortgage, it may amortize it at the rate of one-fifth, but
on that amount which it so amortizes it has to pay the 22.5 tax.

Senator Gerry. Of course, the trouble with that is when the fel-
low goes to {zet his mortgage the bank is going to look very much
more carefully at the assets of the corp‘oratxonﬁmving in mind this
very heavy taxation, on the gamble as to whether or not it grants
the mortgage.

Mr, Parker. I suppore the bank would take it into consideration.

Senator Gerry. I think it would, undoubtedly.

The CHamrmaN, Now, Mr. Parker, give us an illustration. This
goes over a period of 5 years, does it not?

Mr. Parker. Not necessarily, That is the maximum that you
can amortize under the bill. The bill gives you the privilege of
amortizing the debts, that is, this excess of debt over your surplus,
vou can amortize that over 100 years or 50 years, or a thousand,
or 20, or 6, or 5, but not less than 5.

Senator Byrp. Well now, the debt must be in excess of the sur-
plus in order to come under this clause?

My, Parxer. That is right,
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My, Beayax. Each particular debt does not have to be in excess
of surplus,

Senator Byro. The combined debt that the company owes has got
to be in excess of the surplus in order to come under this section,
doos it not?

Mr. Panker. I assumed you were talking about the combined
debt, not the individual debt, of course.

The Ciamyan. Why won’t vou just give us an illustration that
will assist us in understanding this matter?

My, Parker. Very well.  Suppose a corporation had a surplus of
$100,000; on March 3 it had debts which come within the définition
of the bill of %200,000; now, the excess of the debt= over the surplus
is $100.000; if the corporation in that vear makes $100,000 it is
entitled to take one-fifth of the amount of this excess of $100,000,
l]hut' is %$20,000, off, and there will be a tax rate of 22.5 percent on
that,

The Cnamyan., A tax of 22.5 on $20,00072

My, Parxer. On the $20.000. It does not make any difference
whether they pay the debt or not.  We allow them that deduction
just the same as the depreciation. They will be taxed 22.6 percent
on the $20.000.

The Ciramyan., Now, on the $80,000 what would it be?

Mr. Parxser. You will not have quite $80.000. You take off the
$4.500. I believe that is what 22,5 percent of $20,000 would be.
Now. vou have left $75,500, that would be taxed under the new
Yl:m. If you declarve it out in dividends there would be no tax,

{ you keep 30 percent of it you pay 15 percent on that.

Senator Warst. Why does the definition of “debts” end as of
March 19361

My, Parxer. That was priucipally to proteet the revenue.

Senator Warsi, So that a corporation that is organized in the
fuivre, that goe. into debt or borrows money, or issues the paper
that is described here as a legal debt, that will not be allowed to
that corporation?

Mrv. Parxer. They will not get any relief on new debts,  Of course,
as Tar as I can see, there is just as good reason to have them relieved.
because when you start up a new corporation it may be very ncces-
sary to be able to pay the debt hefore paying the maximum rate of
tax. The trouble 1s, Nenator, we could not find any way
to make that relief apply to future debts. beeause it would be equiv-
alent, in most cases, simply to allowing all corporations to pay 22.5
percent and nobody paying the 42.5, because they could just borrow
money every year and say, “We need this money to pay this debt.”
They keep borrowing money every year, and paying, with next years
debt, and creating a new one. It is very necessary to protect the
revenue,

Senator Barxrey. The date of March 3 is set so they could manip-
ulate the aceount in the future so as to escape the tax, is that not true?

Mr. Parkenr. T do not think there has been any manipulating on
that thing even up to date. I do not think people have created debts
just to speculate in respect to this tax bill,

Senator Crarx. That line has been set to the date of the Presi-
dent’s message?

Mr, Parxer. That is corrvect, Senator,
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Senator Crark. Have you ever heard in your experience where
the date line was set as the date of the President’s message, where
it was arbitrarily set as of that date?

Mr, Parker. We have had an arbitrary dete line.

Senator Crark. Is it not a fact that ordinarily it is the date of
the passage of the act?

Mr. Parxer, That is the usual practice.

Mr. Beansan, Certainly not. I think there have been a good many
laws passed when the committee decided on what seemed to be just;
that is the time when people could have notice of what was coming
to them. It might have been the date of the President’s message,
or it might be the date that the bill was introduced in the House
and made public. It might be some other time. It depends on what
seems reasonable to the committee.

Senator La Forurrte. There have been some provisions of that
kind when there was some change in policy in order to take advan-
tage of a particular situation, and at the time when the legislation
was passed through the Congress it completely altered the situation
so they had to take advantage of a new policy.

The Cuairman, It would seem to me if negotiations had substan-
tinlly started before March 3, when the President’s proclamation
came in, and even though they were concluded before the enactment
of the law they ought to come in on it. I do not see why you put
25.5 percent on them, ’

Mr. Parker. It is just a matter of revenue, that is all. The debt
situation is a rather big proposition. All past debts are not brought
into this definition by any means.

Senator Kina. Why do you discriminate?

Mr. Parker. According to the best information we can get the
bonded and mortgage indebtedness of corporations is nearly 45
billions of dollars, and we are dealing with large sums. ‘Then wo
have notes, and so forth, in addition to that of about 15 billion
dollars,

Senator King. Keep in mind the fact that the Federal Govern-
ment, through the R. F. C. and other agencies, are creditors and
stockholders in banks and insurance companies, and various other
organizations, and they are going to come within the operations of
this bill to their disadvantage, and they are very much concerned
about this bill.

Senator Hasrixes. I think it may be said, however, that there
are very many prosperous corporations that have a great deal of
indebtedness and this bill would be advantageous to them. It is
not all the corporations that are in debt that it works a hardship
on. It works a great disadvantage sometimes to those who have
avoided going in debt,

Senator Kino. Yes,

Mr. Parker. We have struggled a long time with this provision,
I do not think it is very satisfactory either, from a relief standpoint
or from an equitable standpoint.

Senator Byrp. Let me ask you this question: Suppose a corpora-
tion had a surplus of $100,000 and had a debt of $90,000, and that
it had contracted to pay that debt in 8 years, $30,000 each year, and
it did not earn but $30,000 each one of those years, what would that
company have to pay?
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Mr, Parker. It would have to pay the full rate.

Senator Byrp. 42.56 percent?

Mr. Parger. Yes, Senator.

Senator Byrp. 1n other words, because they had $10,000 less debt
in the surplus they were obligated to pay their full earnings out
under a contract——

Mr. Parxer (interrupting). Wait just a moment. I did not un-
derstand you. They had a contract not to pay dividends?

Senator Byro. Noj a contract to (}my the debt at the rate of $30,000
a yenr, and they only earned $30,000 a year and their debt was
$10,000 less than the surplus; then they would have to pay 42.5 per-
cént tax?

Mr. Parker. That is right,

Senator Kine. Many bonds have been issued predicated on the
provision in the bond that they must set aside every year for amorti-
zation, for instance, $50,000, depending on the obligation, and that
hecomes a lien, really, a mortgage lien in the sense it is an obligation
that may be enforcible at law, and they may declare the corporation
insolvent and force it into bankruptey if it fails to make the amorti-
zation payment as well as the interest payment. You have got State
laws to consider in this respect.

Mr. Parker, Of course, there is no relief to them. On the other
hand, they do not get relief now, they have to pay the full flat tax.

Senator Kina. Sure.

Mr. Parker. Regardless of the fact that they have to use all that
they earn, and more, in order to put aside the sinking fund.

Senator Crark. They pay an extra penalty if they pay out in
dividends what they owe the creditors.

Mr. Parker. That is true.

Senator Kina. Many mortgages were made on the understanding
that there was a tax upon the corporation for the Federal income.

Mr. Parker. Of course, that gets into the proposition of section
15, which is a contract not to pay dividends, and it is worded so that
if you have a contract not to pay dividends you get relief. Of
course, you may have contracts which are not contracts not to pay
dividends but which have the same effect as a contract not to pay
dividends.

Senator King. Where there are contracts with respect to preferred
stock, for instance.

Mr. Parxer. Yes; preferred stock would not be a contract not to °
pay dividends.

enator Hasrings, I did not hear the explanation that somebody
from the Treasury Department gave as to the reason for the existing
law that undertakes to force corporations to pay out dividends, those
corporations who are trying to evade the tax, ]?did not quite under-
stand what the difficulty was about that. I understood the Treasury
Department said it was not a practical thing. I was wondering
whether you think it is possible to draw some law that makes if
possible to compel corporations who are creating a surplus to avoid
the tax, to pay that money out to the stockholders. Do you think
it is impossible to draw a practical law in regard to that? That
seems to be the thing that started all this trouble.

Mr. Parken. Well, of course, the thing that we have in the law

‘that applies in general is section 102.
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Sdem}tor Kixo. You have got two sections now that forces them
to do it. , :

Mr. Parker, We have got section 851 which, in the case of the
personal holding company, is effective. They either have to pay the
dividend or they have to pay a higher additional tax. I think section
351 has finally been wor]i){ed down to be pretty satisfactory. It is
not, perfect, but we had some 4,000 personal holding company returns
and they did not pay very much tax but they declared out $155,000,-
000 in dividends. That’is about all they made. So I think that
situation is all right, You recall, of course, that a personal holding
company is one that gets an income of 80 percent from dividends,
interest, and capital gains, and whose stock is held by five people.

Senator Hasrines, %\’hy cannot we make section 102 effective also?

Mr. Parker. Section 102 has a different angle. That is only im-
posed upon a corporation where that corporation is organized or
availed of for the purpose of preventing tfxe imposition of the sur-
tax on its shareholders. In other words, here we have a great
and difficult proposition. We have to prove that that corporation
has deliberately retained its earnings instead of declaring them in
dividends in order to save its shareholders money in respect to the
surtax. '

Scnator Hastixgs. Is there much difficulty in proving that?

Mr. Parxer. There is a great deal of difficulty in that provision.
That is especially true in operating companies. For instance, we
may have a manufacturing company which has made a great deal
of money, and there may be individuall?r rich shareholders who would
pay a high surtax., The directors will meet and say, “Well, busi-
ness looks pretty good, we ought to accumulate this money so that
10 years from now or 5 years from now we can build us a new fac-
tory. We will get some plans made, even.” They have an architect
draw up some few sketches, in fact.

When you come into court on that proposition, they have shown
that they have a plan and that they have a need for this money.
You cannot distinguish, you cannot tell whether it is really a bona-
fide plan that is.going to be carried out or whether it is not.

All of those things are very difficult. An operating company can
generally put forward a lot of possibilities for which it will need
money. Maybe it will have to meet certain competition. It may be
perfectly valid. On the other hand it may not be. But it is almost
impossible to distinguish. .

Senator Hastings. Could you not put in some provision that if
they set this money down for a certain purpose and did not use it
for that purpose for a certain fixed time, that that fund would be
taxable, the fund that they had accumulated would be taxable in
the hands of the stockholders? :

Mr. Parker. I would not say that it was impossible to improve
the effectiveness of the section 102. I think it would take consider-
able time and study to do it.

Senator La ForLerre. Apparently, Mr. Parker, is it not true that
you had the same difficulty with the personal holding cox.nﬁanies un-
til you found a tax device that really forced them to either pay a

heavy tax on what they retained, or pay it out to the stockholders,
where he would have to take it out of his personal income? -
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Mr. Parxer. Senator. we have had section 220 in the law since
1918, and then it has been superseded by other sections. Even in
the Revenue Act of 1918, while it was not in the section, there was
a very short provision dealing with this very proposition, because-
the originators of the original income tax of 1913 saw that that was
one of the big loopholes to the income-tax law, where you have a
graduated surtax on individuals, that the individual could evade
the payment of those surtaxes by keeping his profits in corporate
form. That has been a recognized loophole since 1913 when they
put the provision in there. I never heard of the 1913 act being
enforced in this respect, however, i

Senator La FoLuerre. Of course, the higher your individual sur-
tax brackets go, the greater the inducement.

Mur. Parxer, Exactly.

Senator La Forrerre. Under Mr, Mellon’s guidance, it was 20
percent, and 1214-percent flat corporation tax, and there was not
much incentive,

Mr. Kexr, If T may take a moment, T would like to tell you
briefly about a case that we recently lost before the Board of Tax
Appeals, because I think it gives a good picture of the sort of diffi-
culties we are up against under that section.  We regarded it in the
office as pretty much of a test case covering a considerable gronp of
enterprises.

In this case, an independent wealthy motion-picture producer out
in California had made one or two pictures which had heen very
successful, and his corporation in which he owned the great majority
of the stock, realized very large profits from these pictures.  The
corporation held a very large part of those gains in its treasury.

The Commissioner assessed a deficiency against the corporation
under section 102, The facts established mostly. by the cross-
examination of the producer himself on the stand were about these:
His only explanation for the holding of this large sum aggregating
several million dollars in the corporate treasury was this, that he
said that sometimes it is not easy to go out and get ready money
when you need it to finance a big picture production. He aditted
that he had no definite plans in mind with respect to the use of these
funds. He was holding it there because he thought that sometime
in the future—he was very vague and indefinite—he might want to
make a big picture and it would be handy to have these funds in
the corporate treasury to finance the production. Of course, he
could have declared out the amount in dividends, he could have paid
his tax and could have set aside the considerable portion which
remained, in a bank somewhere and held it there for the same
purpose.

The Board decided the case against us. The case is now on appeal
out in the ninth circuit, and I hope the Board will be reversed, We
arve not at all confident about it. If we cannot win that sort of a
case——

Senator ConNaLLy (interposing). You assessed this additional
Ievy on the theory that he was holding it for the avoidance of taxes?

Mr, Kent, Yes, sir. ‘ ‘ :

Senator Connarry. The burden is upon you to prove it?

Mr, KenT. Yes, sir. s
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Senator ConnNArLy. And is it almost impossible to prove the
motive?

Mr. KenT. Yes, sir. L

Senator ConnaLLy. You could prove that he was withholding it,
but you could not prove why.

Senator Loxercan., Pardon me. Was the stock in that company
closely held or was there a general distribution?

Mr, Xenr. Most of it was held by this one man. I do not re-
member the exact percentage, Senator, but I am certain that the
controlling interest was helg by him.

Another picture producer did about the same thing, but there
was this m‘l(‘itional act present. e made this mistake. After this
large sum had been accumulated in the corporate treasury, the corpo-
ration began to make what purported to be loans out of this surplus
to this producer who held the big majority of control in the company.
The Board sustained the Commissioner’s determination of a de-
ficiency under section 102.

So that, where that additional fact is present, we have been pretty
successful, but if they just leave the money in the corporate treasury
and do not do anything with it, it has been almost impossible for us
to sustain the burden of proof. Of course, any man can come in
and can say, “Well, there may be some situation arise in the future
when we need to use this money. We may want it for under-
taking of an expansion 5 or 10 or 15 vears from now®, and if the
courts accept that as an adequate business reason——-—

Senator Kina (interposing). Could you not amend section 102 by
saving that the retention of a certain amount is prima-facie evidence
of a purpose to evade the tax? I think that prima-facie declara-
tion would be entirely valid.

Mr. Kent. I think that might be helpful, Senator, but on the
other hand our experience has been that it does not take very much
evidence, in the view of the Board and the courts, to upset a prima-
facie presumption; in other words, if they have a little more than a
s:cintiha of evidence by way of explanation, the presumption dis-
appears from the case and you are back right where you started.

Senator Hastrxes. Could you not overcome that difficulty by
making it apply to corporations that are closely held, where a cer-
tain percentage of the stock is held by a certain number of people?

Mr. KenT. T think that might be helpful. I do not say that sec-
tion could not be straightened. But as long as liability depends on
proving purpose or intent, the utility of the section will necessarily
be limited.

Senator Gerry. Could you not put a time limit on it too? Where
they were holding it for a certain time?

Mr. Kext. Of course, we already have one provision in the law,
vou may recollect, with respect to involuntary conversion of prop-
erty, where the law permits the corporation or the taxpayer to set
up u reserve for the reinvestment of the proceeds in similar property
and if that reinvestment takes place within the specified period of
time—what is that period, Mr. Parker; is that 5 years? I do not
remember offhand what the period is.

Mr. Parker. I think it is § years,
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Mr. Kent, Then the taxpayer is not required to pay the tax from
any capital gains he may have realized by reason of the involuntary
conversion,

Senator Hastinas. It scems to me that you should provide that
that corporation, if it withheld those funds and did not distribute
them, and he gave as a certain reason why he did not do it, then
if you could provide in that law that the next year, for instance
he might be subjected to that same thinfir with a {)enn,lt.y, you would
not find him ta{(ing so much chance. He would be paying it out.
I shink that section could be greatly improved.

Mr. Kent. I do not think it would be fair to make the statement
that section 102 has not been of some value. Its value is difficult
to estimate in statistical terms. It is quite possible, or even probable
that many corporations, because of the presence of section 102 in
the act, have made dividend distributions that they would not other-
wise have made, but there is no way of telling how extensive that
effect has been.

Senator King. Mr, Chairman, it is my opinion that we ought to
determine if we can whether we are trying to reform this bill or
proceed upon some different theory.

The CHairMAN. Do yvou want this taken down?

Senator Kina, Noj; this need not go on the record.

(The remainder of the proceedings of this day was not reported :)

(The following testimony was made in exccutive before the com-
mittee on May 13, 1936.)

The CuamrMan. Proceed, Senator Bone.

STATEMENT OF HON. HOMER T. BONE, UNITED STATES SENATOR

Senator Boxe. I want to discuss one aspect of this reciprocal agree-
ment with Canada which affects the lumber interests of our country.
Senator Dill came down with me, because he is more familiar with
the technical aspects of the matter than I am. The reason that I
invited Senator Dill, our former colleague, to come down, grows out
of a provision in the reciprocal agreenent with Canada, and a par-
ticular provision that we are interested in is paragraph 1760 of the
agreement.

I would like to preface what I have to say, and I want to be ex-
tremely brief, by calling the attention of the committee to the shingle
situation in my State and in the State of Oregon.

The shingle business out there at one time was a large business,
and it went to pot years ago, primarily because of the competitive
conditions with Canada. Right north of Washington and Oregon
lies British Columbia, probably the greatest lumber producing sec-
tion in all of Canada, and unfortunately for us, a ooc% many Ameri-
cans owned large stands of lumber in Canada and had no objection
to being competitive with the mills on the American side.

In recent years—I do not know how many—it would be impossiple
for me to even hazard a gness—shingle mills in enormous numbers
went broke out there because they were not able to compete with the
Canadian mills, which were employing Hindus, large numbers of
whom are in Canada, and Chinamen. These Chinamen and Hindus

went into Canada, apparently, without any restriction.
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So when this agreement was drawn up, the President was very
well aware of the situation out there, and a provision was put into
the treaty giving the United States certain reserved powers, which
have never been exercised, with respect to shingles. This reserva-
tion was put in definitely because it was brought so forcibly to the
attention of the Tariff Commission, and I presume they talked to the
President about this, and this provision was put in here, and the lan-
guage is very si nificant. .

It reserves to the United States the right to set up a quota arrange-
ment on the amount of shingles that can be introduced into the
United States. When this was subsequently brought to the atten-
tion of the President by myself and others who were interested—I am
not certain that Senator Dill talked to him—the matter was sub-
mitted, as I understand, to the State Department, and there for the
first time some slight doubt was expressed as to the right of the
President to exercise the power whic{; seems to be reserved here.

So now, the whole purpose I have in mind is to suggest to the com-
mittee that it at least give an apostolic blessing here to a little pro-
vision which I think should be tacked on to the tax bill, because it
seems to me that that is the logical place to put this sort of a
provision.

The Cuamman, What is the amendment?

Senator Bonge. I will read it in just a second—which clearly estab-
lishes the right of the United States through the President to exer-
cise this reserved power.

This paragraph 1760 provides that the United States reserves the
right to limit the total quantity of red cedar shingles which may be
entered or withdrawn from warehouse for consumption during any
given half of any calendar year to a quantity not exceeding 25 per-
cent of the comgined total of shipments of red cedar shingles by

roducers in the United States and the imports of such shingles

uring the preceding half year.

I-would rather Senator Dill, who has been very much interested in
this, would briefly explain the legal significance of this.

The proposed amendment for insertion in the revenue act is
this:

Whenever any organization or association representing the producers of
more than 756 per centum of the red cedar shingles produced in the United
States during the previous half-year period shall request the President to
limit the importation of red cedar shingles from Canada under paragraph
1760 of the reciprocal trade agreement entered into with the Dominion of
Canada under date of November 15, 1935, and the President finds from avail-
able statistics that the total quantity of red cedar shingles produced in the
Dominion of Canada which is entered. or withdrawn from warehouse, for con-
sumption in the United States, during any given half of any calendar year
exceeds or will exceed 25 per centum of the combined total of the shipments
of red cedar shingles by producers in the United States and the imports during
the preceding half year, the President shall issue an order limiting for the
six months immediately following the half of the calendar year in which sald
excess occurred, the quantity of red cedar shingles to be imported from
Canada to 25 per centum of the combined total of the shipments and imports
of red cedar shingles for such preceding half calendar year. The President
shall issue a new order for each half of the calendar year thereafter during the
continuation of the operation of the reciprocal trade agreement entered into
with the Dominion of Canada, under date of November 15, 1935, with the same
limitations as hereinbefore set forth, e e
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Senator ConnNarLy. How can we change any treaty that has al-

ready been made?
Off the record.) ) )
enator Bone, As I understand, this does not change an iota the

amount of shingles that Canada can introduce into the United

States,
Senator Hastinegs, I think it ought to be submitted to the State

Department.

The Cmamrman. Your contention, as I understand it, is that
under this agreement, the President has a right to do this.

Senator BoNe, We had thought so when it was adopted.

The Cramyan, That is your construction of the agreement?

Senator Boxe. Everybody thought so.

The CuamMaN, There may be some doubt about it, and you want
a clarification of it?

Senator Boxe. We want to remove that doubt, which seems to
exist in everyone’s mind, I would like to have Senator Dill if he will,

state it briefly.
STATEMENT OF HON. C. C. DILL

Senator DiLr. I do not want to take up much time, but I want to
say this, that it was stated by the officials of the Canadian Govern-
ment and by our own officials that the purpose of putting this in
was to have the proceducers of the two countries regulate this im-
portant proposition so that it would not be necessary for the Govern-
ment to interfere, and we immediately began to try to work out an
agreement with the Canadian producers of shingles to get them to
agree to limit the imports to 25 percent. We have not been able
to get that agreement, but they have up to this time limited the im-
ports so that they have not exceeded 25 percent, but our danger and
our fear is, and we think it is justified, when Congress is gone, they
may not observe it; they may proceed to send in any numbers they
want of the shingles, and the reason for the 25 percent is this, that
under the N. R. A, the Tariff Commission made an investigation
and found that over the period of 30 years the average imports of
shingles from the Canadian mills was about 25 percent of our con-
sumption. During 1932-33, it had excceded that considerably and
gone up to 30 and 35 percent. That was because of the depressed
condition on this side of the line and theirs too, probably.

Under the N. R. A., when the President, with his power to em-
bargo, received this report, the Canadians made an agreement with
our producers, and from October 1934, until the N. % A, was de-
clared unconstitutional, this agreement was in effect, and the Canadi-
ans actually limited their shipments of shingles to the United States
to 25 percent and it worked so satisfactorily to both sides that we
appealed to the Tariff Commission and to the State Department
when they drew up this treaty to write that 25 percent provision in
the trade agreement, and it was because of that appeal and the facts
set forth and the background of history which T have only generally
stated, that they put in this provision, 4 o ‘

-After it was put in, some doubt was expressed as to whether or
not- the President actually has the power to limit them to 25 perceiit
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if they exceed it, and it was our purpose to have a provision written
here that would give him that authority, I may say also that I am
attorney for the shingle industry. I want the committee to un-
derstand that. I have represented them through this entire matter,
and I am their attorney now and I come here as their attorney,

This provision which Senator Bone has read has been prepared
after consultation with Mr. Elliott of your legislative drafting serv-
ice here, so I think the language reasonably covers what we intended
to cover,

(Discussion off the record.)

Senator Diir. We have no relinble statistics. We have had to
depend upon our own reports from our own producers to tell how
many shingles were being consumed, .and the Canadians have ob-
jected to taking our statistics and, we agreed, rather properly so,

At the suggestion of the State Department, T took the matter up
with the Census Bureau, and under the law the Census Bureau has
the power to collect statistics on the production of red cedar shingles
provided we pay for it, and we have advanced the money now to
pay for the collection of the statistics beginning January 1 of this
year. That, of course, will furnish reliable statistics for the Presi-
dent to act upon in ease it were necessary.

The Cramyax. Let me suggest, Senator Bone, that you offer your
amendment on the floor of the Senate. When that is done, the clerk
will immediately take it up with the State Department to get their
views with reference to the proposal and whether they have any
objection to it. I do not know anything else that we can do ot
this time.

We will recess to meet again tomorrow morning at 10 a. m.

(Whereupon, at 11:45 a. m., a recess was taken until Tuesday,
May 12, 1936, as above noted.)




