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REVENUE BILL OF 1936

June 1 1936,—Ordered to be printed’

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

REPORT

[To accompany H. R. 12395]

The Committee on Finance, to whom was referred the bill (H. R.
12395) to provide rsvenue, equalize taxation, and for other purposes,
having had the same under consideration, report favorably thereon
with certain amendments and as amended recommend that the bill

do pass.

This bill was initiated in the House in response to the message of
the President of the United States to Congress dated March 3, 1936.
The message of the President was as follows:

To the Congress of the United Slates:

On January 3, 1936, in my annual Budget message to the Congress, I pointed
out that without the item for relief the Budget was in balance. Since that time
an important item of revenue has been eliminated through a decision of the
Supreme Court, ‘and t}n.additional annual charge has been placed on the Treasury
through the enactment of the Adjusted Compensation Payment Act.

T said in my Budget méssage: ' ‘ T :

‘¥ % % “the many legislative acts creating the machinery for recovery were
all predicated on two interdependent beliefs, First, the measures would imme-
diately cause a gréat increase in the annual expenditures of the Government--
many of these expenditures, however, in the form of loans which would ulti-
mately return to thé Treasury; Second, as a result of the simultancous attack
on the many fronts I have indi¢ated, the receipts of the Government would rise
definitely and sharply during the following few years, while grea.tl}); increased
expenditure for the purposes stated, coupled with rising values and the stoppin
of losses, would, over a period of years, diminish the need for work relief ang
thereby reduce ﬁ‘edeml'expenditums. ‘The increase in revenues would ultimately
meet and pass the declining cost of relief. - :

“This policy adopted in the spring of 1933 has been confirmed in actual practice
by the Treasury figures of 1934, of 1935, and by the estimates for the fiscal years
of 1936 and 1937.

‘““There is today no doubt of the fundamental soundness of the policy of 1933.
If we proceed along the path we have followed and with the results attained up
to the”present time we shall continue our successful progress during the coming

€ars. ‘
Y If we are to maintain this clear-cut and sound poliey, it is inoumbent upon us
to make good to the Fedecral Treasury hoth the loss of revenue caused by the
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%1; reme and the ingregse in expenses caused by the Adjusted
Jompensation! Payment Act. I emphdsize that adherence to consistent policy
oalls for sich action. : : S

* To be specific: The Supreme Court decision adversely affected the Budget in
an amount of $1,017,000,000 during the fiscal year 1936 and the fiscal year 1937.
This figure is arrived at as follows:

Deficit to date (expenditures chargeable to processing taxes less
processing taxes collected) in excess of that contemplated in
the 1937 Budget - - - ... e $281, 000, 000
-Estimated expenditures.to be made from supplemental appro- i
priation approved in the Supplemental Appropriation Act,
19

086 - e 298, 000, 000
Estimated expenditures to be made under the Soil Conservation
and Domestic Allotment Aet_ _ . __________. 440, 000, 000
Total additional deficit 1936 and 1937, due to Supreme
Court decision and adjusted farm program. . __.______ 1, 017, 000, 000

For the purposes of clarity, I divide the present total additional revenue neecds
of the Government into the permanent and the temporary ones.

" Permanént . Treasury/income of $600,000,000 is required to offset expenditures
which will be made annually as a result of the Soil Conservation and Domestio
Allotment Act recently enacted by the Congress and approved by me; and an
additional sum recurring annually for: 9 };jeara will be required to amortize the
total cost of the Adjusted Compensation Payment Act.

The net effect of paying.the veterans’ bonus in 1936, instead of 1945, is to add
an annual charge of $120,000,000 to the $160,000,000 already in the Budget.

We are called upon, tflercfore, to raise by some form of permanent taxation
an annual amount.of $620,000,000, It may be said, truthfully and correctly
that $500,000,000 of this amount represents substitute taxes in place of the old
})roice‘dssing taxes, and that only $120,000,000 represents new taxes not hitherto
evied:: e o : : .
;' Tileave, of .¢course, to: the disoretion of the Congress the formulation of the
appropriate taxes for the needed permanent revenue. I invite your attention,
however, to a form of tax which would accomplish an important tax reform,
rer;;o'v've two major incéqualities in our tax system, and stop ‘leaks” in present
surtaxes, « . . S : . ‘

Extended study of methods of improving present taxes on income from business
warrants the consideration of changes to %)rovide a fairer distribution of the tax
load among all the beneficial owners of business profits whether derived fromn
unincorporated: enterprises or from incorporated businesses and whether dijs-
tributed to-tlie real owners as earned or withheld from them. The existing
difference: between corporate taxes and those imposed on owners of unincorpo-
rated businesses renders incorporation of small businesses difficult or impossible.

The accumulation:of surplus in corporations controlled by taxpayers with
large incomes is encouraged by the present frecedom of undistributed corporate
income  from- surtaxes, Since stoc P both

olders are the beneficial owners o
distributéd and undistributed corporate income, the aim, as a matter of funda-
mental equity, should be to seek equality of tax burden on all corporate income
whether distributed.  or withheld: from the beneficig) owners, As the law now
stands our corporate taxes dip too deeply into the shares of corporate earnings
going to stockholders who néed the digbursement of dividends, while the shares
of stockholders:'who'can afford to leave earnings undistributed escape current
surtaxes altogether... ©- - - . .. . o o ,
* This .methodof evading existing surtaxes constitutes a. problem as old as the
income-tdx law itself.. Repeated attempts by the Congress to prevent this form
of evasion has not been successful. The evil has been a-growing one. It has now
reached disturbing proportions-from the.standpoint of the inequality it represents
and of: its serious effect .on the' Fedoral revenue, Thus.the Treasury estimates
that, during the calendar year 1936, over 4% billion dollars of corporate income
will ‘bé withiheld from stockholders, If this undistributed income were distrib-
uted, it would be added to the income. of stookholders and there taxed as is other
personal income. . But; as matters now. stand, it will be withheld. from stock-
holders by those in control of these corporations. In'1 year alone, the Govern-
ment will be deprived of revenues amounting to over $1,300,000,000.. =,

- ‘A proper tax on corporate income (including dividends from other corporations),
which is not distributed as earned, would correct the serious twofold inequality
in our taxes on business profits if accompanied by a repeal of the present cor-
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porate income' tax, the capitdl-stock: tax, the related exoess-‘px‘oﬁts‘tai; And' the
R‘resent. “exemption, of: diyidends from:the .normal;tax: on:individual :incomes.
The rate on undistributed corporate income ghould be:graduated and a0 fixed .
as t0 yield approximately the same revenue ag: would be yielded if corporate
profits were distributed and taxed in'the ‘hands of stockholders.” ** ' -7 *."

* Such a revision of our corporate taxes would’ effect’ gréat'siniplification in ‘tax
grobedu’re; in gorporate accounting; and in the understanding of the whole subject

y the citizens of the Nation. It would constitute distinet progress:in tax reéform.

The Treasuri Department will be glad to submit its estimates to the Congress
showing that. this simplification and removal of inequalities ¢an, without unfair-
ness, be put into practice so 'as’to' yield ‘the full' amount ‘of $620,000,000—the
amount I have indicated above as being necessary..... .- . ... 0 oL oo

Turning to the ,temﬁorary,'r_evgnue needs of the Government, .there is the. item
of $517,000,000, which affects principally the current fiscal yeéar. -This amount
must in some way be restored to the Treasury, even though the process of restora-
tion might be spréad over 2'years'or 3 yeard. A S cE

In this case also the formulation of taxes lies wholly.in-the discretion of the
Congress, I venture, however, to call your attention to two s‘uggestiong,; i

The first relates to tfle,tan’:ation of what may well be termed a ‘‘windfall” received
by certain taxpayers who shifted to others the burden of processinig taxes which
were impounded and returned to them or which otherwise have reéthained unpaid.
In unequal position is that vast number of other taxpayers wlo did not resort to
such court action and have. paid. their.taxes to the Government. :By. far the
greater part. of the processing taxes was in the main either passed on to consumers
or taken out of the price paid producers. 'The Congress recognized this fact last
August and provided in séction'21 (d) of the Agricultural ‘Adjustment AGt'that,
in the event of the invalidation of the processing-taxes, only those processors' who
had borne the burden of these taxes should be permnijtted to receive refunds, - The
return of the impounded funds and failure to pay taxes that were passed on result
in_unjust enrichment, contmrg to the spirit of that enactment. A tax on, the
beneficiarics unfairly enriched by the return or nonpayment of this Federal excise
would take a major part of this windfall income for the benefit of the publie.
l\'ltliclllggfz this revenue would accrue to the Treasury during the fiscal years 1986
an 37. : . : o VR

The other suggestion relates to a témporary tax to yield the portion of $517 ,0,00,-
000 not covered by the windfall tax, Such a tax could bhe spread over 2 years or
3 years. An excise on the processing of certain agricultural produots is: worth
considering, . By increasing the number of commaodities 8o taxed, by greatly lower-
ing the rates of the old processing tax, and by spreading the tax over 2 or 3 years,
only a relatively light burden would he imposed on the producers, consumers, or
processors. o o -

Tun Wurre Housn, March 3, 1936.

The President pointed out in his message that the need for a
revenue bill at this time was due to two causes: First, the decision
of the Supremo Court invalidating the Agricultural Adjustment 'Act;
and, second, the enactment of the Adjusted Compensation :Act of
1936, which requires payment, beginning on June 18, of the entire
amounts wlich were to be due in 1945 on the veterans’ adjusted-
service certificates. IR L

"The President, while recognizing the power of the Congress to
decide what taxes should be levied, invited attention to the following
means of raising revenue: - : o B

1. A tax on corporate incomes which are not distributed, including
intercorporate dividends, in lieu of the slightly graduated tax on cor-
porate incomes and the capital-stock and excess-profits taxes provided
for by existing law; - to ’ o
2. A windfall tax upon taxpayers who shifted to others tlie burden
of processing taxes which were impounded and returned to -them or
which otherwise have remained unpaid; and - A

3. An excise tax on the processing of certain agricultural com-
modities,

FrankniN D, RoogeveLr, !
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... 'The House bill gave effect to two of the President’s suggestions by
roviding for a tax upon undistributed earnings and s windfall tax,
ut did not provide for an excise tax on the processing of certain agri-

cultural products,  This bill also provided for the repeal in full of the
existing' corporation tax and the repeal, after 1 year, of the capital-
stock and excess-profits tax, the capital-stock tax being retained at
one-half the rate under existing law for such 1-year period.

Your committee has considerably modified the tax on undistributed

-profits contained in the House bill. This tax has beon changed to a
tax of 7 percent on the undistributed net income. Instead of repealing
the existing corporate income tax, the Finance Committee bill retains
the principle of a flat rate of tax on corporate net incomes except for
such slight graduations as were adopted in the Revenue Act of 1935,
upon the recommendation of the President, The Finance Committeo
bill proposes to increase each of the existing rates by 3 percent. In
addition, the committee bill provides for retention of the capital-stock
and, excess-profits taxes at existing rates, and an increase of 1 percent
in the surtax rates upon individuals in the case of surtax net incomes
between $6,000 and $50,000. Your committee, also, has retained the

rovisions of the House bill which removed the exemption of dividends
rom normal tax and has made certain changes in the House provisions
dealing with the windfall tax and refunds of the Agricultural Adjust-
ment Act taxes. These changes will be discussed in detail in a later

-part of this report, -

The President requests the-Congress to raise 620 million dollars of
additional revenue annually by some form of permanent taxation.
He also requests that additional revenue be obtained in the next
2 or 3 years amounting in the aggregate to 517 million dollars,

In order to secure annually the 620 million dollars additional in

permanent revenue requested, the House bill proposes an undistrib-
uted profits tax which has been estimated to yield that amount of
additional revenue annually over the amount estimated to be obtained
under existing law. The House bill proposes to completely abandon
the uniform or slightly graduated tax rate on corporations which has
been the system in use for many years and to substitute therefor an
undistributed profits tax which will result in rates on net income
varying according to the proportion of income retained from 0 porcent
to 42% percent. The House bill proposes to abandon the capital-
stock and excess-profits taxes after June 30, 1936. The total amount
of revenue thus abandoned is equal to $964,000,000 of corporate-
income tax and $168,000,000 of capital-stock and excess-profits taxes,
or a total of $1,132,000,000. ,
. Your committee recognizes that our present system of taxation
offers the opportunity, in certain cases, for individuals to avoid
surtaxes by the retention of earnings in the corporations which they
may control. However, your committee- believes that the undis-
tributed profits-tax plan proposed by the House bill has certain
fundamental defects, some of which are as follows:

First, The plan proposes an entirely untried system which appears
decidedly uncertain as to revenue yield.

~Second. The plan will penalize many corporations not availed of -
for surtax avoidance in order that a comparatively few corporations
availed of for that purpose may be reached.
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‘Third. The plan will prevent the growth of new corporations in
that they will be unable to build up reasonable reserves for working
capital and future development. : .

Fourth, The plan may retard business expansion and -seriously
affect the unemployment problem, ‘ ST

Fifth. The plan penalizes the small corporation and the corporation
with insufficient reserves and is of decided advantage to the large
corporation and-the corporation with excessive surplus. :

Sixth, The plan tends to transfer the corporate control from the
officers and directors of the corporation to the legiclative branch of the
Government. : -

Your committee takes the view that the evil sought to be remedied,
to wit, the retention of profits by corporations to protect investors
having large incomes against paying on larger incomes, may be
soundly corrected without doing the injustices above described; and
that this can be done by retaining the genecral corporate income: tax
with a 7-percent tax on retained income, supplemented by a strength-
ening of section 102 of the present law which deals with corporations
improperly accumulating profits. Moreover, this plan contributes
the indispensable element of certainty in the general revenue. The
plan proposed is briefly as follows:

1. Levy a normal tax on the normal-tax net income of corporations
equal to the sum of the following:

() Fifteen and one-half percent of the first $2,000 of normal-tax
net income. .

(b) Sixteen percent of the next $13,000 of normal-tax net income.

(¢) Seventeen percent of the next $25,000 of normal-tax net income.

(d) Eighteen percent of the normal-tax net income in excess of
$40,000. - .

2. Levy an undistributed-profits tax of 7 percent on the undis-
tributed net income of corporations. -

The result of this plan as compared with the plan proposed in the
House bill is as follows, assuming a corporation with a net income of
$100,000 not having in its income interest on Government obligations
or dividends from other corporations:

Corporalions with net income of $100,000

Divi Total tax,

dends Totnl tax, Finance
House bill | Committee

paid bill

.0 $42, 500, 00 $23, 219, 20
$10, 000 37, 500. 00 22, 519. 20
20, 000 32, 500. 00 21,819, 20
30, 000 27, 500. 00 21,119, 20
40, 000 22, 600. 00 20, 419. 20
50, 000 17, 600. 00 19,719.20
60, 000 13,125.00 19,019.20
70, 000 9, 375. 00 18, 319. 20
80, 000 6, 000. 00 17,610. 20
00, &% 2,857, 14 17, 440. 00
100, 0 17, 440,00

In the judgment of your committee the above figures demonstrate
that the Finance Committee bill, based on a system fully tested by
experience, is more certain in its production of revenue than the House
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bill;; which :is based on an. experimental plan never before actually
tried, .. As far as the individual is concerned both the House bill and
the Finance Committee -bill sub]ect to normal tax the dividends
received-from corporations. . .

Your committee realizes that the Treasury should be conservatlve
in its estimates, but greater. conservatlsm is required with respect
to-a.wholly new plan as proposed in the House bill, than should be
-the case with. a plan based on past -experience. prov1ded for in the
Finance Committee bill, . As to the estimates in respect to the House
bill no.comments are submltted but your committee gives briefly its
reasons why it believes the Treasuxy estimates in respect to the
Fmance Commlttee bill too conservative.

ESTIMA’I‘ES OF REVENUE

House bill—To meet the revenue needs set forth by the President
the House. bill provided the following taxes, the estimates of addi-
tional revenue (over the revenue to be obtained under existing law)
being submitted by the Treasury Department:

(a) ‘'Tax on.undistributed corporate profits_ _ . .. __ . _______.___ $623, 000, 000
(b) Tax on unjust enrichment_ __ . ___ . _______________.____.__. 100, 000, 000

(c) Extension of capital stock taxes for 1 year at one-half present
PR o e 80, 000, 000
Total . e 803, 000, 000

Thus it was claimed that the Ilouse bhill would provide a total
additiondl revenue for the next fiscal year of $803,000,000. The
Housé was of the opinion that the adcﬁtlonal revenue requu‘ed to
take care of the balance of the temporary revenue requested, namely
$334,000,000, could be provided for at the next session of Congress in
the hght of conditions then existing. Nevertheless, the House bill
gld fail to provide for the temporary revenue requested by the Presl-

ent.

Committee bill—The bill submitted by the committee prov1des for
the following taxes* ‘the' estimates of additional revenue (over the
revenue to be obtained under existing law) being.as submitted by
the Treasury where available:

(@) Graduated tax on corporations. .. _ . oL $215, 000, 000-
(b) 7-percent tax on undistributed profits_. . __.____.__.__. e 217, 000, 000
(¢) Normal tax on dividends_ . ___ ______ . _______.__.__ 90, 000, 000
(d) Changing rule as to liquidations_.______________________._.. 33, 000, 000
(¢) Foreign corporations. . _ .. . __________________. 4, 000, 000
Total (as estimated by Treasury) . ______.__ 559, 000, 000

(/) Strengthening sec. 102 of existing law (committee esiimate).. 40, 000, 000
(9) Imposing taxes on certain oils (committee estimate) .. .______ 10, 000, 000
(h) Taxing sale of oil leases at 30 percent (committee estimate).. 10, 000, 000
z% Increasing surtax (committee estimate) .. ... ... . _._.__ 50, 000, 000
Windfall (Treasury estimate) . oo oo .. 82, 000, 000
Grand total . - ... 751, 000, 000

The Treasury estimates that the graduated tax on corporations, plus
the 7-percent tax on undistributed profits with the repeal of the
exemption of dividends from the normal tax, will yield for the calendar
year 1936 only $522,000,000 in additional revenue in spite of the fact
that: the . capltal—stock ta)g and excess-profits tax is to be retamed
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This is beheved to be considerably lower than thebasi¢ date Submlbted
by the Treasury experts warrants, for the following: réasons: il
(1) The Treasury estimatés the’ stabutory netincomes: of corpora-
tions for the calendar year of 1936 to be '§7;200,000,000.' This esti-
mate was made‘last October and Novémber When the Budget estimate
was preparéd and’ provided fer only a 30apercent' increase: over! the
previous year (Finance Committée hearings;,” p:''897)." 'One'of : the
Treasury experts, in appearing before the’ Senate Finance Commiittee
(Senate Finance: Commxttee hearings, p."890) made the- following
statement as to increase in business proﬁts over prior years b

......

‘What are the dimensxons of the increase in bisincss rofita? Relmblé ﬁku s’
from .impartial sources show that corporate’ profits duriI:xg 1935 Weére 42- persént
above those in 1934, - They show- also, one of the most reliable index reflecting
profits of corporations, that during the third quarter of 1935, business profits were
69 percent above business profits during the: third quarter of 1034, They. phow
that in the fourth quarter of 1935, the increase over the correspondmg ‘period in
1934 was 117 perceént. Tigures for the first quarter of 1936 are not available.
Preliminary estimates mdicate a substantial increase; not 08 great a8 the last
increase that I mentioned. e

It is therefore believed that the data- obtamed subsequent to ‘the
estimate made in October and November:of ‘1935 ‘warfant some
increase in the tax' base of $7,200 ,000,000,  In fact, one- reliable
witness stated before the commitged that the additional revonue w0uld
be obtained even if there were no changes in existing laws, : :

(2) The Treastiry, in arriving at the estimated revenues’ from the
corporation income tax under the committee plan has reduced: the
computed tax by 6.8 percent to take care of uncollected items. bince
the base upon which this tax is computed is ‘the tatutory net-incone
reported by corporations on their ‘returns, and does -not”include
increases 1n ‘corporate ‘income’ resulting from:: Bureau' a,udw your
committee is of the opinion that such a reduction isexcessive in
amount., Investigation discloses that the loss for uncollected items
in the case of the tax reported by corporations on their returns is
negligible in amount, being less than 1 percent. - It is-only ‘when
deficiencies in corporate income taxes are taken into account thnt
this loss is a factor sufficient to warrant recognition in a budge
estimate, and if deficiencies for back taxes outstanding in the caleng
gear 1936 are to be considered, the tax base of $7,200,000,000 should

e materially increased.

3. The Treasury experts stated before the Ways and Means COm-
mittee and your committee that if the existing corporate, income tax
was increased to 25.5 percent, without making dividends subject to
the normal tax on individuals, it would produce the additional perma-
nent revenue of $620,000,000 requested by the President (hearings,
Ways and Means Commlttee, pp. 24, 606, 653; Senate Finance Com-
mlttee, p: 897). 1If this is true, a oorporatlon tax of 18 percént, plus
a 7 percent undistributed profits tax coupled with the repeal of the
exemption of dividends from the normal tax ought to produce nearly
the same amount for the following reasons: -

The base of the 7-percent undistributed pprofits tax:is increased by
intercorporate ‘dividends in the amount of $1,000,000,000 according
to the statementimade by the Treasury experts before. the Ways!and

Means: Committee (hearings, Ways and: Means Committes, p. 36).
- Instead. of having & deterring effect upon-dividend distributions,
whxch might occur under a flat rate of 25.5 percent, the 7-percent
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undistributed profits tax will encourage dividend distribution, thereby
increasing the revenues to be derived from normal taxes and surtaxes.
. .The Treasury estimates that the increase of dividends in 1936 over
1935 will be from $3,600,000,000 to $3,900,000,000, or 8% percent, in

——spite of the fact that the Treasury estimates the statutory net income
in 1936 to be 30 percent above 1935. . A distribution of only 54 per-
cent of statutory net income seems entirely too conservative in view

- of the fact that for the period 1923-33 the aggregate dividends for
all corporations. approximate 75 percent. I? 75. percent were dis-
tributed -in -dividends in 1936, the amount distributed would equal
$5,400,000,000. Whileit isrecognized that increasesin dividendsdonot
keep pace with increases in corporate profits when industry is recover-
ing from a period of depression, the numerous increases in dividend
distributions by large industrial corporations during the last quarter
of 1935 and the current year lend strong support to the view which
some of the witnesses expressed that increase in dividends payments
~will be substantially in excess of Treasury figures,

In view of the foregoing, your committee feels warranted in adding
$78,000,000 to the $751,000,000 already referred to, making a total
of $829,000,000. This is $26,000,000 more than the House bill, and
will amply take care of the permanent revenue of $620,000,000
requested by the President and the temporary revenue for the next
fiscal year. o
~ On the basis of this modest and conservative increase in the Treas-
ury estimates the Finance Committee bill will return 747 million in
permanent revenue and 82 million in temporary revenue. The House
bill only returned 623 million in permanent revenue and 180 million
for 1 year. . The Finance Committee bill is decidedly to the advan-
tage of the Government both as to certainty and volume.

Even if the excessively conservative estimates of the Treasury are
correct the Kinance Committee bill will return more additional
revenue over a 5-year period than the House bill, as can be shown
from the following computation:

House bill

First year e $803, 000, 000
Second year. e 623, 000, 0600
Third year_ - ... ... .. ... e 623, 000, 000
Fourth year_ .. 623, 000, 000
Fifth year__ 623, 000, 000
Total. L 3, 295, 000, 000

: Finance Commillec bill o
First year . e 751,.000, 0G0
Second year. ... _. e e e 669, 000, 000
Third year. . .. .. lTTo._... e mmmmmmmn 669, 000, 000
Fourthyear_.____.__________. U 669, 000, 000
Fifth year .. ... e e 669, 000, 000
e T OMAL L e e 3, 427, 000, 000

Finally, in respect to the revenue, it may be pointed out that the
Finance Committee bill leads to a stable revenue while the House
bill leads to an unstable revenue. It may be possible that the. House
bill would produce more revenue than the Finance Committee bill
during periods of extreme prosperity, but, on the other hand, it cannot
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be denied that the Finance Committee bill would produce far more
revenue than the House hill during normal periods and during periods
of depression.  Your committee believes that a reasonab?y stable
revenue from income tax is more to be desired than an unstable
revenue.

EconoMmic ErrecTs -

The probable economic effects of the House bill and the Fmance
Committee bill should also be considered. :

In the first place, business should not be sub]ected to sudden
changes in taxation systems retroactively applied. "This is a feature
of the House bill which will have an unfavorable effect on the con-
fidence with which corporate enterprises would otherwise rogressively
increase. On the other hand, the Finance Committee bill retains the
existing system, with only reasonable modifications. :

In the second plnco the House bill brings about unequal competxt,lve"
conditions, The lnrge corporation with an excessive surplus can pa
out all its carnings in dividends and pay no tax. On the other hand,
the small corporation with insuflicient surplus which is in competltxon
with such large corporation must pay a heavy tax on its earnmgs
because it must retain the same in order to meet such competition,

In the third place, the tendency of the House bill will be to dis-
courage expansion, to curtail the increase of corporate profits, and
eventually to decrease the base from which our corporate tax must
be collected.

The importance of volume of business profits cannot be underesti-
mated when the productivity of the income tax is considered. In
the fiscal year 1929 with tax rates about one-half, on the average, of
those existing in the fiscal year 1935, the recelpts from income taxes
were $2,331,000,000. In 1935, with rates about double those imposed
in 1929, tho income-tax receipts were only $1,099,000,000. These
figures clearly show that volume of profits is of the utmost importance
with respect to the revenue received from the income tax.

AVOIDANCE OF SURTAXES BY INCORPORATION

The Finance Committee bill not only has provided a 7-percent tax
on undistributed profits but it has also ma(?e important changes in
section 102 of existing law which deals with the subject of avoidance
of surtaxes by incorporation. The section has been made fair and
equitable but on the other hand it provides for the building up of
evidence which will enable the Commissioner to properly enforce
this section of the law. If a corporation retains more than $15,000
of its special adjusted net income, or more than 40 percent of its
special adjusted net moome, whichever is greater, then it must make
o staternent to the Commissioner setting forth the reason for such
accumulation of profits. This will have a deterrent effect on un-
reasonable accumulations of profits, Kurthermore, for the purpose
of collecting the surtax provided for in section 102, the statute of
limitations %\as been extended from 3 to 4 years, It 1s believed that
the changes made in this section will produce directly or indirectly
$40,000,000 of additional revenue annually,
8. Rept. 2156°, 74-2——2
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Even qur, exlstmg mcome-tm; law is concededly comphcated and
the need. for its simplification has long been recognized, , The Fm nce
Committee bill does not simplify emstmg law, but on the othe hand
it does not increase its complexities, On the other hand, the ;House
bill has increased the complexities of existing law. The five tax
schedules.in the House bill are complicated and. confusmg but they
* are not as objectionable as the so—cs,ﬁ)ed “‘cushion” provisions dealing
with deficits 'and debts which, in the opinion of Bzour committee, would
lead to endless confusion and htlgatlon The Finance Committee bill
retains the contract “cushion” which is free from the inherent, funda-
mental complexities of. determining the earnings and profits of a cor-
pomtxon from: the time of its organization, which determination is
re ﬂmred with respect to the deficit and debt ‘“‘cushions” of the Housev

i

The conbents of the bill will now be considered more in dntaﬂ and
the essential differences between the House bill and the Finance
Commltteo bill will be discussed.



CONTENTS OF THE BILL, INCLUDING DISCUSSION
" OF, ESSENTIAI, DIFFERENCES < BET EEN
"HOUSE BILL AND FINANCE COMMITTEE
BILIJ ) : :.; B

The bill is dxvxded into nine tltles, which are as follows: R

Title I. Income tax.

Title IA. Additional income taxes.’ -

Title II. Capital-stock and excess-profits tax. o

Title ITI. Tax on unjust enrichment. ‘ L

‘Title IV. Export, charitible, etc., refunds and ﬂoor-stoc!* . ad-
justments under the Agricultural Adjustment Act, L

Title V. Amendments to tax on certain oils.

Title VI. Miscellaneous provisions.

Title VII. Refunds of amounts collected under the Agrlcultural
Adjustment Act.

Title VIII. General provisions.

TITLE I. INCOME TAX

This title is a restatement of the existing income law with . the
necessary changes to carry out the recommendations of your com-
mittee.

SURTAX INCREASE

Your committee has in section 12 of this title 1ncrea,sed b i1 percél‘lb
the rate of surtax on surtax net incomes of mdlviduas ‘between
$6,000 and $50,000. The House bill' made no change in the sui‘tax
rates.

As a result of this increase-surtax net incomes:in‘excess of $6 000
are taxed at 6 percent instead of 5 percent as under: existing law, and
the 1 percent increase in rate continues. up to and 1 clu mg surta,
net incomes of $50, 000 which are taxed at 28 | ercené mst;ea, d.of 2?
percent as prov1dcd in existing'law. The followmg table shows the
effect of tho increase on surtax net incomes ranging between $6 O()O
and $50,000: ; b

Surtox under’ ‘| Surtax ubder’
4 . existing law ::| committee hi] l
N ' | motal - ’I‘otal
Surtax net income . Percent | . surtax:, Percent -surtax;
' on on upper onu per
: bracket | Hmit of bracket: limit of
. Co v bracket | , brqckpg
$4,000 to $6,000 4 .80 4 ' 288
$6,000 to - 6 , % .8
$8,000 to ; 6 7 : m
§10.000 to 7 440 .
12,000 to | 8 600 | 9 680
$14,000 to 9 780 | 10 - 880
$16,000 to 11 1,000.}. . 121 . 1,12
$18,000 to 18 1,260 |'! 14 © 1,400
$20,000 to, 15 (. -l,ggg; 1, 184 -+ 1,720
$22,000 to gﬁ 17 2, 240, 18 | 2, 440
2326,00010 32 191 8,380 2] 360
2,000 to $38 21 4, 640 22 A, ’gg
$38,000 to $44, 24 6,080 25 6,
$44,000 to $50 27 7,700, 2 , 8,140

Pt ™
-
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It should be noted that surtax net income means the net income
after the personal exemption and credit for dependents are deducted.
Therefore a married man with no dependents must have a net income
of oyer $8,5600 before he will be subject to this 1-percent rate increase
in surtax, and a married man with a dependent must have a net
income: of over $8,900 before he will be subject to such increase. It
should also be noted that the $440 increase in surtax on the individual
. with a surtax net income of $50,000 will also apply to the same extent
to every individual who has a surtax net income in excess of $50,000.

NormalL Tax oN CORPORATIONS

Section 13 of the committee bill increases the existing rates of tax
u{)on cor{»lorations to a maximum of 18 percent. The House bill com-
pletely eliminates any normal tax on corporations. The following
table shows the changes over existing law in both cases the rates
applying by bracket and not by totality:

Existing | Commit-
law tee bill

Percent | Percent

Normal tax net incomes not in excess of $2,000_ .. el 1214 1614
Normal tax net incomes in excess of $2,000 but not in excess of $15,000____.____._.___. 13 16
Normal tax net Incomes in excess of $15,000 but not in excess of $40,000. .. __...___._. 14 17
Normal tax net incomes in excess of $40,000_ - _ T ... 16 18

The bill as reported follows the House bill in including in statutory
net income all dividends received, whereas existing law takes out
90 percent of dividends received from domestic corporations. Sec-
tion 13 of the bill as reported gives, for the purposes of the normal tax
slone, a credit of 90 percent of the dividends received from domestic
corporations, '

SurTax oN UNDISTRIBUTED PRroFITS

~ Section 14 of the committee bill imposes a surtax of 7 percent upon
the amount of the undistributed net income of corporations. This,
together with the normal tax on corporations, is a complete substitu-
tion for the undistributed-profits tax provision of the House bill.
Instead of having a graduated undistributed-profits tax like the House
bill with rates ranging as high as 42.5 percent, your committee has
adopted a flat rate of 7 percent. By tﬁis moderate rate your com-
mittee has eliminated most of the complicated relief provisions-in
the House bill relating to debt and deficit corporations. However,
the principle of the House bill aflording relief to corporations which
are unable to pay dividends-because of express prohibitions in con-
tracts entered into prior to March 3, 1936, have been retained for the
purpose of the 7-percent undistributed-profits tax.

The term ‘“‘undistributed net income’’ is defined in the bill to mean
the adjusted net income minus (1) dividends paid during the taxable
year, and (2) the amount of the adjusted net income which the cor-
poration is prohibited by contract as defined in section 26 (c) from
paying as dividends during the taxable year. The adjusted net
income consists of the net income of the corporation reduced by the
‘following:

(1) T%xe normal tax on corporations imposed by section 13;

(2) Interest on United States and Government obligations;
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(3)“'I‘i}e ‘amount’ allowed as a credit to a bank holdilig compary
affiliate under section 26' (d). LT T e

"The following ‘example will show how the 7-percent tax is ‘applied
in the ordinary case: K R A

A corporation has a net income of $190,000, incliding $100;000 in
dividends received from other corporations, but has received no
interest on obligations of the United States or Govérnment corpora-
tions. It distributes to its shareholders $61,000 in dividends. . Its
tax will be determined as follows: ‘ o B

Net incom’e____»_-____-_n____----_-__-__--___k-_-__.._1'.-_»;-_-_..,-; $190,000

Credit for dividends received from other corporations__.__.______. -- 90,000

Normal tax net inecome._ ... ... .. 100, 000
Normal tax, 18 percent . _ . oo 18,000
Neb INCOMe. - oo - - oo o e e e 190,,000
Normal tax. . e _ 18, 000

Adjusted net income____.___ . _ . ________...l_...o. 172,000
Dividends paid . _ ... e iicdiiiiaa-a.. 61,000
' Undistributed net income . - . - - oo _._-__ 111,000
Undistributed profits tax, 7 percent_ _ _ _________ . ______l_ ... 7,770

Total normal and surtax_._.... —eeeeeeas e e e m— e - 26,770
CorroraTiONs ExempT FroM UNDISTRIBUTED-PROFITE TAX

The following corporations are wholly exempt (sec. 14 (c)) from the
7-percent undistributed-profits surtax; _ Co

(1) Banks and trust companies (see discussion under that heading);

(2) Domestic corporations in bankruptey or receivership (see dis-
cussion under that heading); ,

(3) Domestic or foreign insurance companies;

(4) Foreign corporations; v

(5) Corporations subject to the tax under section 251 by reason of
their receiving a large portion of their income from sources within a
possession; and

(6) China Trade Act corporations, :

Of course, corporations which are exempt under section 101 from
tax (mutual, charitable, religious, cooperative, and other.corporations)
are exempt from the undistributed-profits surtax. L

Banks aAND TrRuST COMPANIES

Banks and trust companies, as under the House bill, &re not subject
to the undistributed-profits tax, but are subject only to the normal
corporation tax at the graduated rates provided in the bill." The :
definition of such institutions has beon broadened to include incor-
porated trust companies, a substantial part of the business of which
consists of exercising fiduciary powers similar to’ those exercised by
national banks under section 11 (k) of the Federal Reserye Act.
Such institutions, however, must be subject to the supervision and
examination of the banking authorities, The definition has been
clarified to make certain that banks and trust companies in the
District of Columbia of the character described are included. A
similar exemption of banks and trust companies is contained in
section 351 (the tax on personal holding companies). The bill as

8, Repts,, 74-2, vol, T-—27
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reported omits the provisions of .the House, bill under which: foreign
corporations are given the same rate of tax on banking business done
in: the United States.as in the case of domestic banks. .Under the:bill
as reported such corporations are subject to the same taxes as other
foreign corporations.. o '

~ HouLping COMPANY AFFILIATES OF BANKS

Holding company affiliates of banks, which under tlie provisions of
law contained in the Banking Act of 1933, are required to invest a
part of their funds in readi%y marketable assets other than ‘bank
stocks, are given relief from the surtax on undistributed profits and
the tax imposed under section 102 on improper accumulation of
surplus with respect to amounts devoted by them to the acquisition
of such assets. (Sec. 14(a). (1) (C) and sec. 102 (¢) (1) (B).)

Under the Banking Act of 1933 such holding company affiliates, in
order to be entitled to retain the permit issued them by the Federal
Reserve Board, must acquire and maintain the ratio of marketable
assets other than bank stocks to their investment in bank stocks
which is required under that act., The act also requires them to
invest a portion of their current earnings in such assets. The bill as
‘reported gives such afliliates a credit ‘against adjusted net income
for the purposes of the undistributed-profits surtax of an amount equal
to the company’s earnings or profits:devoted during the taxable year
to the acquisition of readily marketablo assets other than bank stock.
The provision allows the credit for whatever amount is used for the
purpose during the year, thus including amounts used in anticipation
of complying with the requirements of the law.

The amount with respect to which the credit is given must not come
out of capital but out of earnings and profits. If after once investing
to meet the minimum requirements of the Banking Act more sums
must be invested to comply with its provisions, the credit is allowed
with respect to such additional sums, In no case is credit to be
‘allowed for amounts invested in excess of what the Banking Act
requires to be invested. Amounts invested by the taxpayer prior
to his taxable years affected by the bill which are invested in anticipa-
tion of cOmpﬁance with the Banking Act are not allowable as a
credit-—the credit in such cases being allowed only with respect to the
difference between amounts already invested and the remainder re-
quired to be and actually invested. , .

Provision is made for certification by the Board of Governors of
the Federal Reserve System to the Commissioner of the amounts
with respect to which the credit is'to be given.

Provisions similar to the above apply in the case of the surtax on
improper accumulation of surplus imposed under section 102,

DomEesTic CORPORATIONS IN BANKRUPTCY OR RECEIVERSHIP

Section 105 of the House bill exempted domestic corporations in
bankruptey or receivership from the undistributed-profits tax in that
bill and sugje‘cted them to a flat 15-percent rate of tax, The bill as re-
ported (sec. 14 (¢).(2)) similarly exempts such corporations from the 7-
percent undistributed-profits surtax and applies to them the graduated
rates applicable to other corporations. The committee proposal spe-
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cifically exempts the corporation in' this situation from the undistrib-
uted-profits surtax for its entire taxable year even if it is-bankrupt or
in receivership for only a part of the taxable year. This proposal is
founded on' the principle ‘that if a:corporation goes into bankruptcy
or receivership after its taxable year has started, it is so weak that an
undistributed-profits ‘surtax ought not tobe or cannot be imposed
upon it. Similarly, if it comes out of bankruptey or receivership
during its taxable year, it should be allowed to operate free of such
tax during the remainder of the year in order to recover its strength.
‘The Finance Committee bill also avoids the possibility of tax avoid-
ance by collusive receiverships by limiting tﬁe.pi‘ovision’ to cases in
which the corporation is in bankruptey under the Federal bankruptcy
laws, and to cases in which it is insofventf-—i. a., its liabilities are in
excess of its assets or it is unable to pay tho claims of creditors as
they mature—and in receivership’'in Federal or State courts.

Similar provisions apply in the case of corporations which may file
consolidated returns under section 141 (railroad and street-railwa
companies). The provision of the House bill that the character of all
the corporations in the affiliated group'is to be determined in accord-
ance with the character of the parent corporation is retained.

BECTION 23. DEDUCTION FOR TAXEH

This section allows a deduction, in computing the net income of
corporations for the purposes of any tax imposed under title I and IA,
of the excess-profits tax imposed: by the Revenue Act of 1935. Con-
gress in the Revenue Act of 1935 .allowed, as a deduction against the
net income subject to the excess-profits tax imposed by that act, the
amount of the income tax paid for the corresponding excess-profits
tax year, However, since the excess-profits tax is a-proper deduction
in computing the undistributed-profits tax, complications will arise
if the undistributed-profits tax is also allowed as a deduction for the
excess-profits tax, for the computation of one tax will offset the coni-
putation of the other tax and vice versa. To avoid this complica-
tion, your committee has changed existing law as indicated above.

SECTION 26, CREDI’I‘B:QF CORPORATIONS

This section sets forth certain credits allowed to corporations in
computing the various taxes imposed under title I. In general, they
are as follows: : ‘ » ' ,

(1) Interest on obligations of the United States and its instrumen-
talities: This is allowed (a) as a credit against net income for the
purpose of the normal tax on corporations imposed by section 13, and
(b) as a credit aghinst the adjusted net income for the purpose of the
surtax on undistributed profits imposed by section 14.

(2) Ninety perccmt‘.‘oiP the amount received as dividends {rom a
domestic corporation subject to taxation under this title, except China
Trade Act corporations and corporatiofis doing business in possessions
of the United States entitled to the henefit of section 251. This credit
is allowed for the purpose of the normal tax imposed on corporations
by section 13, o

(3) Contracts not to pay dividends: This credit is in principle
gimilar to a relief provision allowed. in the House bill for the purpose
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of :the undistributed-profits- tax'‘imposed by that bill. It is allowed as
-a ¢redit in computing undistribiited net.income for the purpose of the
surtax on undistributed profits imposed by section 14 and in comput-
“ing'reteined net income for the purpose of the tax imposed by section
102, = o R A | .

-(4) Bank affiliates: This credit is explained in:another part of this
‘report. It is allowed as a credit against net income for the purpose of
‘surtax on undistributed profits imposed by section 14, and as a credit
agains the special adjusted net income for-the purpose of the surtax
imposed :by section 102 on corporations improperly accumulating
surplus. 'This is a relief provision which was not provided for in the

House bill. ‘
- ’ . INTERCORPORATE DIVIDENDS

Your committee has omitted the provisions of the House bill
(sec. 27 (i)) denying to a corporation paying dividends a credit {or
dividends paid to corporations owning 50 percent or more of the stock
of the corporation paying the dividends. This provision is no longer

‘necessary, for under the bill as reported the opportunity for evasion
which this provision was designed to prevent has been eliminated.

SECTION 27 (G). PREFERENTIAL DIVIDENDS

The clause eliminated by the amendment to this subsection is
surplusage. Subscctions (g) and (h), taken together, have the same
effect whether the clause is stricken out of subsection (g) or not.

SECTION 82. CREDIT OF TAX WITHHELD AT SOURCE

Section 32 of the existing law provides that the tax withheld at the
source under section 143 %rom payments to an individual taxpayer
shall be a credit against such taxpayer’s tax. A committee amend-
ment expressly states that the same rule shall apply in the case of
the tax withheld under section 144, By the terms of section 144
of existing law withholding in the case of payments to foreign corpora-
tions is subject to the same conditions as withholding from individuals
under section 143, " Under section 143 (d) of existing law credit of
the tax withheld from an individual is given against his tax., The
committee amendment is therefore declaratory of existing law, and
also makes it clear that the tax withheld in the case of a foreign cor-
gomtion shall always be a credit against the tax, whether collected
y return or not. ' '

SECTION 102, BURTAX ON CORFORATIONS IMPROPERLY ACCUMULATING
SURPLUS

The reported bill recommends important changes over existing law
and the House bill in section'102, which impoges tax on domestic and
foreign corporations accumulating profits in order to avoid the im-
position of surtaxes on their stockholders or the stockholders of other
corporations. One general effect of the changes is to strengthen the
section by reasonable deductions in determining the retained net in-
come subject to the tax so that the tax will not be thought to be
arbitrary by courts and- their disposition will be to give effect to its
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provisions. Another'aspect of these changes is that they will facilitate -
administration of the tax by clarifying its intention and by arming "
the Treasurxwith additional - means o% :enforcemerit.  The two most'"
important changes in this respect are:the one which requires a state-:.
ment of reasons for accumulation in the case of certain corporations
and the one extending: the period: of limitations on assessing and
collecting the tax under the section.  The: sighificant changes from
the House bill are as follows: .- ... ... o oo Plierl v

(1) The reported bill strikes out the provision of the House: bill .
which ‘limited the -section ‘to personal:holding companies, ‘banks,
insurance companies; foreign corporations, China Trade Act corpora- .
tions, and corporations receiving a large portion:of their:income from.-
sources within a possession,  As reported, the section:applies.to every -
corporation  (domestic and: foreign):-which improperly accumulates
surplus; except personal holding companies. They are treated sepa-
rately in section 351. SRR

(2) The bill as reported makes it clear that the surtax imposed by
the section is in addition-to'surtax imposed by section 14. .

(3) The reported bill adds the requirement that every corporation
subject to income taxation (except’ personal holding companies) .
whose retained net income is more than 40 percent of the special
adjusted net income, or more than $15,000, whichever is greater,
must include a statement in its return fully explaining the reasons for
accumulating the earnings or profits, - The Treasury, if it has in its,
possession such a statement, is in a better position to check from year
to year the nature of the accumulations and the intention of the
stockholders and the corporation,. o L ;

(4) The 3-year statute of limitations on assessment and suit for the
collection of income taxes is increased to 4 years for the assessmernt
and collection of the amount of the tax under this section (sec..
276 (b)). This provision is particularly important, not only in its
obvious. effect of permitting a longer time t%r ascertaining liability
for this tax, but also because-of its force when taken in connection
with  the requirement of a statement of reasons for accumulation.
The longer period permits a more thorough check on the bona-fide
nature of the reasons assigned for accumulation, . = ;

(56) The bill as reportef substitutes for the word “gains’ the word
“earnings’’ wherever ‘‘gains’’. is used in the, section in connection
with the word “‘profits.”” The phrase describes the fund out of which
taxable dividends are paid. - The substitiition 'makes no ¢hange in
existing law but more accurately describes such:fund’ and ‘uses’the
same expression as is employed in séctién 115:and elsewlhiere in the'act.

(8) To avoid confusion between the description of the measure of
the tax for the pu'r;foses of this section and the tax in section 14 and:
section 351, the bill as reported ‘(subsec. (d)) uses:the term ‘‘special:
adjusted net income.”” This term is defined as net-income less the
sum of (a) that part of the Federal income, war-profits, and excess-
profits taxes (except taxes imposed under this' section’ and similar
sections of prior revenue acts) paid or acerued durihg the taxable year
which is not allowed as a deduction sfrom gross incorne under section:
23; (b) charitable contributions disallowed under section 23 (o)
because in excess of the limitations provided in that subsection; and
(¢) capital losses disallowed under section 117 (d). .In the case of a

8. Rept, 2156°, 74-2——8 RN SR .
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holding company saffiliate (within the meaning of sec. 2 of the Banking
Act of 1933), “‘special adjusted net income” means net income less
the amount allowed because -of compliance with that act as a credit
under section 26 (d) in addition to the deductions enumerated in
(a), (b), and (c)-above. T P I TR v A

(7) The term ‘retained net income’” is defined as ‘“‘special adjusted
net income” reduced by the .sum of the credit for dividends paid,
+allowed under section 27, and the credit allowed under section 26 (c),
relating to contracts not to pay dividends. - L

(8) The House bill provided that the surtax under the section shall
not -apply if all the shareholders take up their pro rata shares of the
retained. net income on their returns. The bill as reported adds the
further limitation that the tax will apply unless 90 percent of the
retained net income is included .in the returns of shareholders other
than corporations—i. e., taxpayers subject to normal and surtax on
individuals.

SECTION 104, INCOME FROM BALE OF OIL OR GAS PROPERTIES

The bill as reported inserts a provision not found in the House bill,
but similar to provisions contained in révenue acts prior to 1934,
limiting the surtax in cases of taxpayers who sell oil or gas property
where the principal value of the property has been demonstrated by

rospecting or exploration and discovery work done by the taxpayer.

he effect of the provision is to limit the surtax on that portion of the
individual’s net income attributable to the sale of such properties to
not more than 30 percent of the selling price of the property or in-
terest. It was brought to the attention of the conmittee that the
effect of the omission in the 1934 act of ‘a similar provision was, in
many cases, to prevent the sale of such properties and thus a tax loss
has resulted, and individuals have been discouraged from embarking
upon or continuing such enterprises, The result was to throw the
business into the hands of corporations which, being subject only to
the COrroratiOn-tax rate, would gay‘ less  tax than individuals would.
It is believed that the result of the proposed change will be to stimu-
late individuals to develop oil and gas properties and to sell, thus
increasing the tax yield from this source,

"SECTION 115 (&).’ DIVIDENDS OUT OF CURRENT EARNINGS

In order to enable corporations without regard to deficits existing
at the beginning of the taxable year to obtain the benefit of the
dividends paid credit. for the purposes of the undistributed profits
surtax, section 115 (a) changes the definifion of a dividend so as to
include distributions. out of the earnings or profits of the current
taxable year. The amendment simplifies the determination by
providing that distributions during the year, not exceeding in amount
the current earnings, are dividends constituting taxable income to
the shareholder and a dividends paid credit to the corporation. As
respects such dividends the complicated determination of accumu-
lated earnings or profits is rendered unnecessary.

SECTION 116 (F), STOCK DIVIDENDS

This subsection of the' House bill, under which stock dividends are
made taxable to the full extent permitted by the Constitution, is
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retained by your committee, except for changes made necessary by
virtue of the reported amendment of section 115 (a) and in the interest
of greater clarity. : ‘

SECTION 116 (D). DISTRIBUTIONS FROM CAPITAL

This subsection of the House bill, relating to the effect of certain
distributions from capital upon the basis for determining gain or loss,
is retained by your committee with but a slight change in wording
made necessary by the proposed revision of section 115 (a).

SECTION 115 (H), EFFECT OF DISTRIBUTIONS ON EARNINGS AND PROFITS

The rule, under existing law, with respect to the effect on corporgte
carnings or profits of a distribution which, under the applicuble tax.
law, is a nontaxable stock dividend or a distribution of stock or secu-.
rities in connection with a reorganization or other exchange, on which
gain is not recognized in full, is that such earnings or profits are not
diminished by such distribution. In .such cases, earnings or profits
remain intact and hence available for distribution as dividends by
the corporation making such distribution, or by another corporation
to which the earnings or profits are transferred upon such reorganiza-
tion or other exchange. This rule is stpted only in part in section
115 (h) of the Revenue Act of 1934, and corresponding provisions of
prior acts, but is the rule which is applied by the Treasury and sup-
ported by the courts in Commissioner v. Sunsome, 60 Fed, (2) 931;
U, S, v. Keuffman, 62 Fed. (2) 1045; Murcheson v. Comm., 76 Fed.
(2) 641. While making no change in the rule ag applied under exist-
ing law, the recommended amendment is desirable in the interest of
greater clarity. '

SECTION 141. CONSOLIDATED RETURNS

The provisions of the House bill relating to consolidated returns are
retained by your committee including the change made in existing
law by extending the privilege of filing a consolidated return to street,
suburban, or interurban electric railways that are members of: an
affiliated group. (See subsec. (d).) In view of section 14 (c¢) (2) of
the reported bill and the omission of section 105 of the House bill
from the reported bill, your committee, however, has made a necessary
revision in subsection (j) of this section (relating to special treatment
for surtax purposes of an afliliated group filing a consolidated return
where ‘the parent is insolvent or bankrupt). The privilege of filing a
consolidated return, once the election to file such a return has been
excrcised under the provisions of this bill, extends to both the normal
tax and surtax but not to either one separately. Among the matters
to be covered by regulations which it is expected that the Commis-
sioner will prescribe (under the provisions of subsec. (b). of this
section) are (a) treatment of intercompany dividends in computing
consolidated net income, (b) definitions of ‘“‘adjusted net income’
and “undistributed net income” of the affiliated group, and (c)
computation of ‘“dividends paid credit” of such group.
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: ASEC;I‘IONS 148 AND 144. CHANGE IN WITHHOLDING RATES

Sections 143 (g) and 144 (b) of the House bill provided that the
changes in the withholding provision of existing law shall apply
only to amounts withheld on or after the date of enactment of the
bill. It seems to your committee that a period should be given for
withholding: agents to become acquainted with the new . provisions,
- and committee amendments therefore propose that existing law shall
apply to withholding for any ‘period prior to the tenth day after
the date of enactment of the bill. :

l SECTION 165. EMPLOYEES' TRUSTS

Your committee has changed the provisions of the existing law,
which were continued in the House bill, as to the taxability of dis-
tributions of stock to an employee from a trust created by an em-
ployer as part of a stock bonus, pension, or profit-sharing plan for
the benefit of his employees to which contributions are made both by
the employer and the employee. Under existing law, the employee
is taxed not only upon the amount contributed to the trust by the
employee and the dividends and interest distributed to the employee,
but also upon all unrealized appreciation in the value of the stock,
when he receives it from the trust. This in effect taxes the employee
upon the appreciation in the value of the stock he receives before he
sells or otherwise disposes of it. This seems an unfair rule. The
Finance Committee bill corrects this situation by providing that upon
such distribution there shall be taxed to the employee, the amount
contributed by the employer toward the purchase of the stock, all
cash dividends on the stock, and interest paid to the employee, and
any other income received by him, but that any appreciation in the
value of the stock purchased under the plan over the cost to the
trustee shall not be taxed unless and until the gain is actually realized,
which ordinarily occurs when the employee sells the stock.

SECTION 169. COMMON 'I‘RUS"I‘S

The Finance Committee has adopted an amendment which will
permit banks and trust companies qualifying under the section to
operate common trust funds free of tax as corporations. It appears
from recent court decisions that common trust funds, where the funds
of many individual trusts are mingled, are taxable as corporations.
Common trust funds serve a good social purpose in that they permit
a bank or trust company to diversify the investment of such funds
and result in a greater and more certain yield to those that desire to
establish trust funds which are small in amount.

INsuraNCE COMPANIES

The amendments proposed to sections 201,203,204 (a) and (f) of the
House bill are for the purpose of applying to stock insurance companies
of all classes and to mutual life insurance companies, the graduated
normal tax provided in section 13, giving to these companies the same
credit for Liberty bond, ete., interest and for dividends received as are
allowed to corporations generally, but preserving the provisions of
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existing: law releting to the determination, in the case 6f foreign' life
insurance companies, of:the Liberty bond ‘credit -and the fet income
from United States sources by using the ratio. of reserve funds.upon
‘United States business to reserve funds uponall business.: : Theé House
bill did not give the credit, provided in these amendments, of 90:percent
of dividendsreceived from domestic corporations:. AT A

Insurance CompaNIES OTHER THAN LIFE OR MUTUAL .

Under existing law and the House bill (sec..204 (b) (1) (C)) insur-
ance companies other than life or mutual must include in gross income
all items of income, and are given certain deductions, which, were
thought to include all deductions allowed other corporations. It
was brought to the committee’s attention that some. deductions
(especinlly bad debts and losses) are not fully allowed under the
language of section 204. An amendment to section 204 provides
that such companies shall be allowed all deductions not already
spocified in section 204, but not in excess of the amount of the gross
income included under section 204 (b) (1) (C). :

NONRESIDENT ALIENS AND FOREIGN CORPORATIONS

Your committee concurs in the main in the substanfial changes
made by the House bill in our present system of taxing nonresident
aliens and foreign corporations. It seems obvious that a surtax on
undistributed corporate profits is not well adapted to the taxation of a
foreign corporation with foreign shareholders in respect of its income
from sources within the United States. In section 211 (a) it is pro- -
posed that the tax on a nonresident alien not engaged in a trade or
business in the United States and not having an office or placé of
business therein, shall be at the rate of 10 percent on his income from
interest, dividends, rents, wages, and salaries and other fixed and
determinable income, with no allowance for the deductions from gross
income and credits against net income allowed to individuals'subject
to normal tax and surtax on net income. Your committee recom-
mends, however, an amendment fixing the rate at 5 percent in the
case of nonresident alien residents of contiguous countries, There
is some precedent for such difference in treatment of residents of
contiguous countries in prior revenue acts. It is believed to be
justified at this time by the relatively low rates of tax imposed by
such countries on income flowing therefrom to residents of the United
States. 'This flat tax (in the usual case) is collected at the source by
withholding as provided for in section 143. Such a rionresident, alien
will not be subject to the tax on capital gains, including so-called gains
from hedging transactions, as at present, it having been. found admin-
istratively. impossible effectually to collect this latter tax. It is
believed this exemption from tax will result in considerable additional
revenue from the transfer taxes and from the income tax.in the case
of persons carrying on the brokerage business. The principal increaso
in revenue Wilf result, however, from withholding tax on dividends
heretofore not required. L o

In the case of a nonresident alien engaged in trade-or business in
the United States or having an office or place of business therein, the
same tax is levied upon his net income from sources within the United
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States as is levied upon the American citizen or resident under the
House bill. Your committee. concurs in-this plan but recommends
amendments to section 211 (b) of the House bill which are intended
to clarify ‘the meaning of the phrase ‘‘engaged in trade or business in
the United States.” . Your comiittee is also of the opinion that the
credit of $1,000 against that portion of the net income of nonresident
aliens attributable to compensation for personal services, as provided
_ in section 214 of the House bill, should be changed to a general credit
of that amount limited to nonresident alien individuals engaged in
trade or business within the United States or having an office or place
of business therein, and that section 214 of the House bill should be
further amended to allow the credit for dependents provided by sec-
tion 25 (b) (2) to nonresident alien individuals of the same class who
are residents of contiguous countries.

One other change in .the taxation of nonresident aliens is recom-
mended by your committee in the form of an-amendment to section
119 (a) (3) of the House bill. This amendment would operate to
exclude from the definition of income from sources within the United
States compensation received by a nonresident alien individual for
labor or services performed in the United States under an employ-
ment or contract with a nonresident alien individual or a foreign
partnership or corporation, provided such services are rendered by
such nonresident alicn individual while temporarily present in the
United States for a period or periods not excecding a total of 90 days
during the taxable year and that the aggregate compensation for
such services does not exceed $3,000. The purpose of this amend-
ment is to permit residents of other countries to make brief visits
to the United States for business purposes, such as the buying and
selling of goods, without being subject, before leaving the country,
to a demand for payment of tax on their compensation during the
period of their stay here. Numerous cases of this character arising
under the present law have created irritation and ill will quite dis-
proportionate to the slight revenue involved. ‘The limitations con-
tained in the amendment are, it is believed, adequately drawn to
prevent any serious abuse of the exemption. This change is consistent
in purpose with the amendment to section 211 (b) which the committce
has recommended.

In the case of a foreign corporation engaged in trade or business
within the United States or having an office or place of business therein,
your committee recommends that the rate of tax imposed upon the
corporate net income from sources within the United States be 22
percent, as compared with 22} percent imposed by section 231 (a) of
the. House bill. Under section 119 (a) (2) (B) of the House bill the
dividends of such foreign corporations would be made not taxable to
foreign shareholders unless 85 percent or more of their corporate gross
income is from sources within the United States, in which case they
would be made taxable to the foreign shareholder only to the extent
that the dividends represent American income. It is t?le view of your
committee that, in order to prevent tax avoidance by our own citizens
through the organization of foreign corporations this provision of the
House bill should be amended to accord with the existing law to the
extent that it makes such dividends where the foreign corporation
derives 50 percent or more of its gross income from sources within the
United States. The committee concurs, as a matter of fairness and
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equity, with the provisions of the Housé bill which limit the tax to
that portion of the dividend representing American’ income. Your
committee also agrees, as a matter of _‘{)’0 icy, with the House bill it
restricting the requirement of withholding of tax by such foreign
corporations on dividends paid to their foreigh shareholders to those
which derive more than 85 percent of their gross income from sources
within the United States and are engaged in trade or business within
the United States or have an office or place of business therein.

In the case of a foreign corporation not engaged in trade or business
within the United States and not having an office or place of business
therein, the House bill would levy a flat rate of tax of 15 pércent on
the gross income of such corporation from interest, dividends, rents,
salaries, wages, and other fixed and determinable income from sources
within the United States (not including capital gains), the tax being
collected in the usual case by withholding at the source, with no
deductions or credits allowed. Your committee concurs in the
substance of these provisions but recommends an amendment to
section 231 of the House changing the rate of tax on such income,
except for dividends, from 15 percent to 18 percent, and in the case of
dividends, fixing the rate at 5 percent in the case of corporations
organized under the laws of a contiguous country and 10 percent in
the case of other foreign corporations. For various reasons, it is
believed the tax on dividends should be the same in the case of a
corporate as of an individual recipient. It should be noted that under
the House bill corporate proiits distributed to stockholders abroad
may never have heen taxed, while under the Finance Committee bill
they would have been subject to at least the normal corporation tax.

Your committee does not concur in the provision of the House bill.
section 231 (c), relating to foreign banks, which would tax such banks
15 percent on their not income from their banking business and 22%
percent on their net income from other sources within the United
States, and recommonds that this provision be stricken from the bill
and such corporations taxed at the same rate, viz, 22 percent, applied
to othor foreign corporations. Such foreign banks are commonly
limited by law to the receipt of deposits from foreigners and their
income therefrom is helieved -to bo too inconsiderable to warrant
special treatment which would involve a very difficult problem of
allocation,

Your committee believes that the proposed revision of our system
of taxing nonresident aliens and foreign corporations will be produe-
tive of substantial amounts of additional revenue, since it replaces a
theoretical system impractical of administration in a great number of

cases. '
TITLE IA. ADDITIONAL INCOME TAXES

The House bill omitted section 351 of existing law imposing a surtax
upon personal holding companies. Your committee has retained
with changes, the provisions of existing law as this section has prove(i
very effective in preventing accumulations in corporations to prevent
the imposition of surtax on sharcholders. The following changes
have heen made over existing law: v

(1) The rates have been decreased by 7 percent on account of the
7-percent undistributed profits tax.
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- (2): An exemption hag; been granted-small-loan companies making
loans to individuals in ,p,l‘:incit{a(l, not exceeding $300 outstanding at’any
one' time inthe case of any indiyidual, if s}u'r;i interest is lawful, is not
K ?'a.ble;in. advance or, .c"ompg{mgle:" .and is computed only on unpaid
alancos. These companics gare;subject bothi to the normal tax and
the 7-percent undistributed profits tax applicablé to ordinary. cor-
porgtions, .. ... .o C o
+ (3)..Contributions or gifts to charitable organizations pledged by
an.individual who died prior to January 1, 1936, and assumed by a
corporation organized to take over the assets and liabilitics of the
estate of such decedent after that date are allowed as a deduction in
computing the adjusted net income for the purposes of this tax. This
deduction seems meritorious, for the liabilities assumed by the cor-
poration. are with respect to gifts going to charitable organizations
and;were actuplly incurred prior to January 1, 1936, but due to the
delay in the organization of tll)le',cor oration were not actually incurred
by the corporation as such until after that date, '
(4) Under existing law, the.tax imposed by section 351 does not
a{)ply,ii all the shareholders of the corporation include at the tinre of
filing their, returns their pro-rata shares, whether distributed or not,
of the adjusted net income of the corporation for such year. Your
committée adds a further limitation that the tax will apply even in
such cases unless 90 percent of the retained net income is included in
the returns of sharcholders other than corporations—i. e., taxpayers

subject to normal and surtax on individuals.
TITLE II. CAPITAL-STOCK AND EXCESS-PROFITS TAXES

. The capital-stock and' excess-profits taxes are continued in force
for future years at the same rates as provided for in the Revenue
Act of 1935. 'The House bill repealed tho capital-stock tax for years
ending after June 30, 1936, and reduced the rate from $1.40 per $1,000
to $0.70 per $1,000 even in the case of the capital-stock tax imposed as
of that date. The House bill also repealed the excess-profits tax as
to all income-tax taxable years ending after June 30, 1937. 'The
Finance Committec bill disallows the deduction from income for
‘excess-profits tax purposes of the income taxes imposed by title I.
On the other hand the excess-profits tax is allowed as a deduction
from the income subject to tax under title I. The reason for this
change has already been described in connection with section 23,

~ TITLE III. TAX ON UNJUST ENRICHMENT

Your committee recommends the enactment of title IIT of the House
bill, with amendments designéd to relieve hardship in certain cases
and to provide for simpler and moro equitable determination of tax
liabilities: : R
~ This title imposes a tax of 80 percent on the uhjust -enrichment
accruing to any person as a result of shifting to others the burden of
Federal excise taxes. | T ST :

‘In'the case of persons-on whom & Kederal excise tax was imposed
“but not paid, the 80-percent tax will apply to the net incocze from

the' sdle of articles with respeet to which the excise was not paid,
to the extent that this net incomeé is attributable ‘to the:fact that the
taxpayer shifted all or part of the excise-tax burden directly or indi-
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rectly to othérs, ' This, of doitfse, doés not dépelid’ on‘whéther or’riot
the shift of the exeise-tax burden was to his vendees or his vendorsj
or on whethor or not it was intentiotial ore:xpress; but dépends upon
the extént to which' the taxpayer’s maigin’ between prites and:costs
covered his normal profit' margin and aldo 'all or pirt'of the amount of
the excise. However, the amount taxable in these' cases as unjust
enrichment during any taxable year will be limited to ‘the net income
for the whole of such year from the business with respect to' which
the excise was'lévied. e Lo
Excise-tax payers will also be taxable on refunds of the excise taxes,
to the extent that they did not absorb ‘the entire burden of such
excise taxes, SR P S e
Dealers who receive reimburseinent from ‘their vendors: for any
amount of excise-tax burdens’ will be'taxable on such: reimbursement
to the extent that such dealers have shifted: 'such excise-tax burdens;
in whole or in part, to their ¢ustomeérs in any manner.. LY
f l'lI‘h‘e principal amendments proposed by your ‘committee are as
ollows: ‘ ‘
(1) Where the unjust enrichment arises from -thenonpayment
(during a portion of a taxable year) of a Federal excise tax, and thé
taxpayer suffered losses during the remainder of such yeur in-the
business with respect to which he paid such excise tax, he is allowed
an offset for such losses by a provision that the net ihcome to which
the unjust enrichment tax relates shall not exceed' his net income
for the entire year ‘from the business with respect to which the
excise tax was imposed. - . o
(2) There is excluded from-the computation of upjust enrich-
ment the income relating to transactions of such character that the
nonpayment or recovery of the amount of the excise tux can-be
assumed not to have constituted a windfall, -These casos are enu-
merated in dection 501 (b) (explained be]ow?; ' S S

R
S L.

(3) At 'his option the taxpayer may simplify the computation: of
net income nn(ﬁ profit margins by using: ahnual averages in: lieu
of establishing the actual facts with respect to specific transactions,
4) In order to give more e ‘u_ititble‘coinl)arisons, the represen-
tative period for determining the taxpayer’s’basic average. profit
margin (used in the prima-facie computation of the extent to which
he shifted the burden of the tax) has been lengthened from:5.to 6
years, In addition, provision is'mnde for the inclusion: of  clirect
manufacturing costs, as well as material costs, inthe application
of this presumption. . L S St
(5) Credit is allowed for ‘any rebates on account: of the excise
tax made to purchasers on or before thé thirtieth day after the en-
actment of the act, whether or not nade in pursuance of an existin
contract. The House bill' allowed ‘cfedit for rebates'after Marc
3, 1936, only ‘when made under' a writtén contract éntered /into'ion
or before that date, Rebates made at any time under such a:con-
grnct‘ will be credited under the reported bill as under the H'opse
(6) The Commissioner is granted power 'to postpone  payment
of the tax not to exceed 8 years in ‘order to prevent undue hardship
to the taxpayer. o T G e
(7) The Commissioner is' granted’ authority 'to settle -the:tax-
payer’s liability for the unjust enrichment’ tax in- conjunctioh with
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his claims for refund of taxes paid under the Agricultural Adjust-
ment Aet. . ., 0 o .,

The committee amendments are explained in detail below:

Section 601 (a) (1),—A. clause is added limiting the income tax-
able under this paragraph to the amount of net income for the entire
taxable year from the business with respect to which the excise tax
was imposed, thus granting an offset for-net losses incurred during
_ the same taxable year from transactions with respect to which the
excise tax was paid. Example: A processor on a calendar-year basis
paid the processing tax for the first-6 months of 1935 but obtained
an injunction and did not pay it for the last 6 months. His process-
ing business for the last 6 months showed a net income of $10,000.
The ungaid, processing-tax liability for this 6 months was $8,000,
of which $7,600 was passed on to customers. But during the first 6
months, when he paid the tax, his processing business showed a net
loss of t%4,000, making his net income for the year from the processin
business $6,000. Under the House bill the ISinerce‘nt tax woul
apply to $7,500 (the portion of the $10,000 net income for the last
half of the year which is attributable to passing on the unpaid tex).
Under the committee amendment he would be taxable at 80 percent
on $6,000, since the taxable income 1s limited by the amount of his net
income from the processing business for the entire year. Profits
and losses in other lines of business would be disregarded.

Section 601 (a) (2).—This paragraph is rewritten merely to
clarify its meaning. It imposes the 8C-percent tax on dealers who
are reimbursed by their vendors for excise-tax burdens which they
have in turn shifted to their customers,

Seotion 501 (a) (3).—This paragraph is new, It imposes the 80-
percent tax on a person who obtains from the Government a refund
of an excise tax erroneously or illegally collected from him, the
burden of which he shifted to others. {Tnder the House bill such
persons were taxable under section 501 (a) (1). (See sec. 501 (j)
of the House bill.) The new paragraph applies the theory that
the refund is income, instend of the theory (applied in the House
bill) that it should be handled by a recomputation of income for
the year in which the tax was allowed as a.deduction,

- Section 601 (b).—This is a new provision. It excludes from the
computation of the income resulting in unjust enrichment any in-
come with respect to articles in the taxpayer’s stocks on the day after
the date of termination of the tax; any income from articles with
respect to which the taxpayer has reimbursed his vendee for the
excise-tax burden; and any income from articles with respect to
which some special statutory provision for refund existed, as in
the case of exports, charitable deliveries, etc. -

Section 601 (¢).~This is a revision of section 501 (b) of the House
bill. It provides an option to the taxpayer for the computation of
net income for the purposes of the 80-percent tax by the use of the
average income per unit during the taxable year, instead of the cal-
culation of profit from specific transactions.

Seotion 601 (d).—The amendments in this section are clerical.

Section 601 (e),—This is a revisign of section 501 (d) of the
House bill. It provides the presumptive rule for determining the
extent to which the burden of the Iederal excise tax was shifted.
The changes are as follows: '
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is' profit margin on the basis-of averages for'the year in term
of the unit on the basis of which the excise tax was imposed. - -

(2) Where the nonpayment or’ refund of ‘the processing tax-on
cotton automatically increased the-tire tax under the Revenue Act
of 1932, the taxpayer is allowed an offset' for the increase, An
offset ‘is also allowed for partial rebates to’purchasers' for the tax
burden ‘(cases where the rebate was complete are taken care of
under section 501 (b)), S S

Section 601 (f).—The amendments to this subsection change
the representative period from 5 to 6 years; inélude direct manu-
facturing costs in the calculation of profit margins; and, in the
case of rebates to purchasers made on or before the thirtieth day
after enactment of the act, eliminate the requirement that they be
made under a written contract entered into on or before March
3, 1936. B : :

’ Section 501 (9) —This subsection contains a clerical amendment
and an amendment providing for the use of conversion factors
where necessary to establish quantities of commodities used in
articles sold by the taxpayer.

Section 601 (2).—The amendments -to this subsection are clerical.

Section 601 (j).—This subsection contains definitions. These
have been revised for clarity and to conform to the changes made
in the other provisions,

Section 601 (k).—This subsection has been amended to conform
to changes explained above,

Section 603 (b)—The amendment to this subsection requires a
return from every person who may be liable for the tax; whether or
not he is actually hiable. This is necessary to give the Commissioner
an opportunity to audit the computations, ‘ '

Section 6503 (c¢).—This~ section authorizes the Commissioner to
grant extensions for payment of the tax, not in excess of 3 years,
m order to avoid undue hardship on the taxpayer, _

Section 605—This section extends the geographical scope of the
title to the possessions of the United States, The amendment pro-
vides that tfle tax, when applicable in any possession, shall be col-
lected by the appropriate ofticers' thereof and that the proceeds
shall accrue to the possession, e ' o

Section 506.—This is a' new seetion, providing for closing agree-
ments between the Commissioner and the taxpayer to' settle the
taxpayer’s’ liability under this title in conjunction with his claims
li;or refund of taxes paid by him under the Agricultural Adjustment

ct. : [ I o

TITLE 1V. KXPORT, CHARITABLE, ETC., REFUNDS AND
FLOOR STOCKS ADJUSTMENT UNDER AGRICULTURAL
ADJUSTMENT ACT -: '

%) The taxpayer is given an option to make the computation
of h '

SECTION 601. REFUNDS ON EXPORTS, DELIVERIES FOR CHARITABLE DIS-
TRIBUTION OR USE, BTC. : -

Your committee is in general agreement with the purposes of this
title of the House bill, but proposes certain clarifying textual amend-
ments and minor changes in substance, ‘and. several other amend-
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ments which it is believed will tend to simplify the administration
of the title,...,... . .. .. ... . .

nSection 601 .of the House bill would reenact into law certain sec-
tions of the Agricultural Adjustinent Act, as amended, viz, sections
10.(d), 15..(a), 15 (c), 16 (gj (8), and 17 (a), for the sole purpose
of allowing reﬁu)‘ds.ip accordance therewith in cases where delivery
for charitable.distribution or use, or exportation, or the manufac-
ture of large cotton bags, or a decrease in the rate of the processing
tax (or its equivalent under sec, 16 (e) (8)), occurred prior to
January, 6,,1936. The enactinent of this section will serve to remove
serious doubts as to the legal authority of the Commissioner of In-
ternal: Revenue, with the approval of the Secretary of the Treasury,
which, haye iexisted since the decision of the United States Supreme
Court-holding the Agricultural Adjustment Act invalid, to continue
the making of such refunds.

Your committee recommends that section 601 (a) of the House bill
be. amended by striking out the parenthetical clause beginning in the
third line of the subsection. The purpose of this provision, it is
believed, will be better subserved by the proposed amendment adding
a new section, 603, to the title, which is discussed hereinafter.,

Your committee is of the opinion that the House bill should be
amended by striking out section 601 (b) and substituting a new sub-
section, This provision of the House bill would deny the benefits of
the section to any processor or other person who paid the processing
tax with respect to the articles on which a claim is based, The
amendment recommended by your committee would make an excep-
tion to.this limitation in the case of refunds under section 15 (a) of
the Agricultural Adjustment Act, as reenacted herein, to remove an
inadvertent discrimination against a limited number of manufac-
turers of large cotton bags who are also processors of cotton yarn and
to correct what would otherwise be an unfortunate competitive situ-
ation, .

'The claims for refund of other processors are adequately provided
for by title VII which your committee recommends be added as an
amendment to the House bill. The second and third sentences of
the proposed subsection (b) are intended to safeguard the interests
of the revenue by denying refunds in cases in wﬁich credit against
tax has previously been taken and allowed and cases in which the
claimant does not establish that he has. not received and is not
entitled to receive reimbursement, of the burdep of the tax from the
processor or other vendor. The last sentence of the subsection would
operate to relieve claimants under section 601 (except processors
claiming under sec, 156 Sa) of the Agricultural Adjustment Act
as.reenacted: therein) ‘of the burden of proving payment of a proc-
essing: tax with respect to the articles :or commodities on which
such claims are based. This change will accommodate section 601
to the provisions of section 602 (e% relating to refunds to holders
of flpor stocks on January 6, 1936. It is believed the same rule
should apply to both classes of claims and that the rule proposed
will simp}if%,z and expedite their administrative disposition. 'The
rule is not.and should not-be applied to claims of processors under
section, 13 (a), since. the validity of such claims necessarily. depends
upon, tax having been paid. . :
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It is recommended that sectiori'601 '(¢) of the House bill:be:
amended by striking out the provision limiting ¢laims thereunder. to
a minimum of $10, ~ While it is unlikely that.such small claims will -
be filed in large numbers, it is the view of your committee that a
diserimination. based upon size alone is unwise,

The amendnient to section 601 (g) of the House bill recommended
by your committee is merely a clarification of text,

SECTION 002, FLOOR STOCKS A8 OF JANUARY 6, 1030

Your committee is in full sccord with the purposes of this section
of the House bill and believes it should be enacted into law as'a
matter of fair dealing and sound public policy. Its effect will be to-
place all holders of floor stocks on January 6, 1936, of articles proc-
essed wholly or in chief value from commogities subject to processing *
tax on that date, except the processor or other person who paid or:
was liable for the tax, in substantially the same position they would
have occupied had the processing taxes been terminated by proclama-
tion by the Secretary of Agriculture in the manner provided by the
Agricultural Adjustment Act, subject only to the equitable limitation
that the burden of the tax was not passed on to others after that date.

Two amendments to section 602 (a) of the House bill are recom-
mended by your committee, both of them' clarifying in character.

Two of the three proposed amendments to section 602 (b) are
also clarifying changes in the text. The purposes of the third
amendment which your committee strongly recommends are to
simplify the requirements of proof of claims filed under the sec-
tion and to enable the Commissioner to make as speedy disposition
of such claims as proper protection of the interests of the Goveri-
ment will permit. The amendment would empower the Commis-
sioner to base his action on such claims upon claimants’ aflidavits
selting forth the essential facts showing whether the burden of the
tax has been absorbed or passed on, without the necessity of sub-
mission by the claimants of detailed schedules of articles, purchases
«nles prices, and sales, the cost of the preparation and audit o
which would in many cases be disproportionate to the size of the
claim. The power is reserved to the Commissioner, howeyer, to
direct such investigation in any case as he may deem necessary.

Your committee recommends that section 602 Sc) ‘'of the House
bill be amended by the addition of .a provision defining the term’
“snle price” which appears in several places in the secetion. This
amendment is merely in the interests of clarification, =

Two amendments to section 602 (e} of the House bill are pro-
posed by your committee, the first of which would eliminate ‘the
minimum limitation of $16 on claims undeér the section for the séime
reasons urged in support of a similar aiendment to section 601;%0);
The purpose of the second amendment is to prevent the possibility
of a double allowance of the same claim. ‘

Your committee recommends four amendments to section 602 (f)
of the House bill, The first and fourth would add “gluten” to the
articles processed from wheat and held in retail floor stocks and
stocks other than retail stocks, with respect to which claims' ma
be filed under the section. The secon(i amendment would “lithit
refunds with respect to direct-consumption sugar to sugar processed

8, Repts,, 74-2, vol, T—-—28
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from sugar beets or sugarcane, since other kinds of sugar were not
subject to processing tax. The third amendment is clarifying in
character and is intended to include stocks other than those of retail--
ers and processors who paid tax or were liable for tax and are not
entitled to the benefits of the section.

It is the opinion of your committee that the House bill should be
further amended by the addition of two new sections to be num-
. bered 603 and 604. The purpose of section 603 is similar to the
provision in section 601 (a) of the House bill which would be stricken
by the amendment proposed to that section. It will operate to assure
that the same yardstick is applied in computing the amount of pos-
sible refunds or payments authorized under sections 601 and 602 as
was used in determining the amount of the processing tax.

The purpose of section 604 is to avoid a possible conflict between
the procedure in connection with claims under this title with that
prescribed in section 21 (d) (2) of the Agricultural Adjustment Act,
as amended, .

TITLE V. AMENDMENTS TO TAXES ON CERTAIN OILS

This title contains amendments to the existing taxes on the im-
portation and processing of certain oils and products thereof, The
principal changes are as follows:

(1) The following are added to the products subject to the im-
port tax: Tallow, inedible animal oils, inedible animal fats, and in-
edible animal greases at the rate of 3 cents per pound; olive or sesame
oil (if denatured so as to be entitled to free entry under the Tariff
Act), sunflower oil, rapeseed oil, kapok oil, and hempseed oil at the
rate of 414 cents per pound; hempseed, rapeseed, sesame seed, and
kapok seed at the rate of 2 cents per pound.

(2) Sesume oil and sunflower oil are transferred from the process-
ing tax at 8 cents a pound to the import tax at 414 cents a pound, but
no tax will apply to sesame oil unl&ss denatured as above specified.

(3) Palm oil used in the manufacture of tin plate will no longer
be exempt from the processing tax.

(4) Section 60214 of the Revenue Act of 1934, imposing the proc-
essing tax, is amended to include fatty acids and salts derived
from the taxable oils, and combinations or. mixtures containing a
substantial quantity (held by the Bureau of Internal Revenue
to be 10 percent or more) of such fatty acids or salts. However, in
order to avoid double taxation, the processing tax will not apply to
any fatty acid, salt, or combination or mixture on which an import
tax has been imposed under section 601 (¢) (8) of the Revenue Act
of 1932, nor will the processing tax apply to any fatty acid, salt,
combination or mixture on account of its containing an oil, fatty
acid, or salt which has been previously processed in the United States
or which has borne an import tax under section 601 (¢) (8).

(6) The import tax is made applicable to the fatty acids and
salts of the oils, fats, and greases subject to that tax, at the rate
applicable to the kind of oil, fat, or grease from which such product
is derived,

(6) Section 402 of the Revenue Act of 1935, imposing a com-

ensatory tax on products derived in chief value from the oils sub-
ject to import or processing tax, is repealed, and a substitute com-
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pensatory tax is incorporated in section 601 (c) (8) of the Revenue
Act of 1932. This tax will apply to articles, merchandise, or com-
binations if 10 percent or more of the weight thereof consists
of, or is derived from, a product or products (other than seeds)
enumerated in the import tax or processing-tax provisions. The
compensatory tax is based on weight, rather than value, in order
to reduce the administrative difficulties encountered by the Bureau
of Customs in its efforts to collect the compensatory tax under sec-
tion 402 of the Revenue Act of 1935, ‘

(7) The compensatory import tax will not apply to glycerin,
stearin pitch, or to articles ma&e from waste and not named in tl}lle law.
In view of the difficulties encountered in fixing the rate of tax appli-
cable to glycerin and stearin pitch under section 402 of the Revenue
Act of 1935, the Secretary of the Treasury is directed to remit or
refund all such taxes accrued or paid. '

(8) Tatty acids, salts, and other articles containing or derived
from olive oil or sesame oil will not be subject to the import tax,
as the oil from which such imported products are made will not
have been denatured in the manner specified in the law.

(9) Provision is made that no tax shall be imposed under section
601 (c) (8) of the Revenue Act of 1932, as amended, in contraven-
tion of any trade agreement heretofore entered into under the Trade
Agreements Act of 1934. 'This reservation is necessary because the
products which will be subject to the compensatory tax under that
section are not individually enumerated and might include an article
in respect of which the United States has undertaken not to impose
any import tax other or higher than that specified in a trade agree-

ment,
TITLE VI
SECTION 801, DEDUCTIONS FOR ESTATE-TAX INSURANCE

Your committee had added to the House bill a provision allowing
a deduction from net estate of proceeds of life-insurance policies pay- -
able to the United States in satisfaction of death taxes imposed by the
Federal Government, if such policies do not exceed $1,000,000 and if
the premium-paying period Provided in the policy is not less than 10
years. It is believed that this provision will add materially in re-
moving the necessity of liquidating estates to pay taxes and will
expedite the collection of the Government revenues,

SECTION 802, COMPLETE LIQUIDATION'IN PRIOR TAXABLE YEARS

Under the House bill gain to an individual upon complete liquida-
tion of a corporation is made taxable like any other gain from the
exchange of a capital asset, according to the length of time his stock
was held by him. Your committee has extended this provision to
apply to the computation of income under the Revenue Act of 1934
or such act as amended. ' o ‘

SEOTION 803, EXEMPTION FROM ADMISSION TAX OF CERTAIN CONCERTS

Your committee has added to the House bill a provision exempting
from the admissions tax admissions paid to nong‘roﬁt comInunity,
civic, or membership concert courses or series.” The organizations



32 HEVENUE BILL OF 1936
furiiishing ‘these colirses sérve a very useful ‘purpose-to many local

TITLE VII, REFUNDS OF AMOUNTS COLLECTED UNDER
" THRE AGRICULTURAL ADJUSTMENT ACT

" GENERAL, STATEMENT

Your committee recommends-the adoption of this title, as: an
améndient 'to’ thé Hoube' bill, as necessary to the protection of the
réveniie' dnd to' tHe practical administration of a large and extremely
difficult class of refund'cases; -~ ¢ :

“Thisfitle-will introdace certain:hecessary provisions into the in-
ternal-revéniue laws relating to a particular class of refunds. The
provisions of the title relate to the niaking of refunds of -amounts
which have beén collécted underthe Agricultural Adjustment Act.
It is of ‘the utmost importarice that the provisions of section 21 °(d)
of "'the Agricultural Adjustment ‘Act, which:now deals with that
subject, be réviséd, both from an administrative standpoint and to
rémove certain. legal objections that hdve been urged with respect

to that section,
Nrcessrry ¥or Trrne VII

‘Title VII consists entirely of a revision of the provisions of sec-
tion'21 (d) of the Agricultiral Adjustment Act and related pro-
visions,* That - 'section' now -provides -that no recovery or refund
shall be made or allowed of any amounts paid or collected under
the Agricultural Adjustment ‘Actj unless the claimant establishes
to the satisfaction of the Commissioner of Internal Revenue that
he has borne the economic burden of the tax fér which refund or
recovety is sought.. :'The Commissioner of Internal Revenue is
required to give a hearing to each.claimant and to find and declare
of reecord whether or not the claimant has absorbed the burden of
the tax.; A transcript of such hearing must be made for use as a
record :in the case, if a court review of the Commissioner’s action
is desired. . . . S, o
:'Ihe -imperative need of revising these provisions is apparent
from a consideration of. the adminisfrative burden which con-
fronts the Bureau of Internal Revenue, if claims for refund under
the Agricultural Adjustment Act must be passed on under the pro-
visions of section 21 (d) in its present form, The invalidation of
the Agricultiu'a‘l‘Adjustm‘e'nt; ‘Aot by the decision.in the Butlér case
his “given: rise'to possible ‘claiins : for approximately - $960,000,000
which has been collected ‘underthat act, This amount consists of
approximately ‘$850,000,000 in iprocessing taxes $98,000,000:in floor-
stocks ' taxes; and $12,000,000' in- compensating taxes. . Procedsing
taxes were paid by approximately 73,000 takxpayers; compensating
taxes, by 75,000 taxpayers; and approximately 1,000,000 taxpayers
paid floor stocks' taxes. The possible number of claims, therefore,
exceeds 1,000,000, in all of which the present provisions of section
21 (d) require thit the: Commissioner hold formal judicial hearings

fdg the purpose of passing on each claim.
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The revision of. the provisiops of ;sectipn 21, (d),;confained in
title . VII  adheres .to the ‘_fund;’mehtgl ',pgi?piplgs, of equity, appli-
~cable .in respeet ito.claims. for. refund, namely, that &%m claimant
secure a refund only with, respect to, the amaunt of, tix ;of Wwhich
he bore:the economic.hurden, - However, the procedure in .the hap-
dling of these claims has been modified, so as to dimijnish, insofar
as possible the administrative burden, invelved in passing, on,them.
The greater number of claims, which may be filed x;elq@e; to. claips
for compensating taxes and floor-stocks taxes. .In.these.cases the
issue of fact as to whether or not the claimant hore the:economic
burden of the tax will be relatively simple.  The bill therefore: pro-
poses that such claims shall be handled in the same manner as any
other claims for refund under existing law. The claimant will
merely present his claim to the Bureau of Internal Revepue, and it
will be passed on without formal hearing. If ‘the claimant is dis-
satisfied with the decision of the Commissioner, he will then have
recourse to the district court or the Court of Claims., - ... . .
The question as to whether processing taxes were passed on, how-
ever,involves extremely complicated economic and accounting con-
siderations, The great bulk (approximately,$850,000,0Q£)),, of the
moneys collected under ‘the Agricultural Adjustment Act consisted
of such taxes, but they. were paid ;bkr a relatively smail number of
taxpayers. With respect to such claims, therefore, it is contem-
plated that the claimant present his claim for consideration by the
Commissioner- initially without. any formal hearing, If the claim-
ant is then dissatisfied with :the :Commission_er’sggecision, he. ma
obtain a formal hearing in the Bureau of Internal Revenue, X
transcript of the record “of such hearing. will be prepared. and will
serve as a basis of review by the circuit courts of appeal and the
Supreme Court. , : o e
Apart from the administrative considerations . which.necessitate a
revision of tho provisions of section 21 (d) 1in its. present, form, the
contentions raised by taxpayers in over 200 suits, which are now
pending in the courts; present legal considerations which make such
revision equally necessary. The validity of section 21 (d) has, been
challenged in the courts in several respects. It has been, contended
that while that section states the conditions under yhich the Com-
missioner may deny. a refund of: taxes paid, it does not establish
aflirmatively any conditions, compliance with which will enable the
.claimant to secure a refund. It has been further argued that sec-
tion 21 (d) is so vague and indefinite as not. to provide ., elaimant
with an adequate’ remedy at law. for aézrecovelzy,,of, the amounts
illegally exacted. Section 21 (d) has.also been. 'challenged by :the
contention that the statute in: terms seems.to forbid.a: refund with
respect to any amount, if any part of such amount has heen, passed
on by the taxpayer. Another serious legal. argument advanced
relates to ‘the fact-that section 21 (d) does not provide that the
Commissioner must ‘hold a hearing with. respect to a claim. within
a fixed period of time. Because of that fact, it has been urged
that the Commissioner may defer action indefinitely until after the
statute of limitations has run, and thus deprive a claimant of his
right of recourse to.the courts, Ce et
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The revision of the provisions of section 21 (d) contained in title-
VII deals with each one of these contentions and seeks to meet
all the legal objections which have been raised in the courts with
respect to that section. Section 907 of title VII contains provisions
under which a claimant may establish a prima-facie case for secur-
inﬁ a refund and sets forth definite factors and considerations to be
taken into account in determining whether or not a claimant bore
the burden of the tax for which refund was sought. Provision is
made requiring the Commissioner to hold a hearing on processing-
tax claims within 2 years after such hearing is sought by the
claimant,

ExrranartioN oF Trree VII

Section 901 repeals section 21 (d), sectivn 21 (e), and section 21

) of the Agricultural Adjustment Act, as amended. A substitute
for section 21 (e) is contained in section 914 of the bill, with certain
necessary formal changes. Section 21 (g), which relates to periods
of limitation for filing suits, has been repealed, since the bill carries
special periods of limitations relating to suits under title VII:

Section 902 adheres to the basic principle that no refunds may be
made of amounts collected under the Agricultural Adjustment Act,
except to the extent to which the claimant establishes to the satis-
faction of the Commissioner of Internal Revenue, or to the satisfac-
tion of the trial court, as the case may be, that he bore the economic
burden of such amounts. The reference to. the trial court is neces-
sary, since in all cases where the claimant is dissatisfied with the
determination of the Commissioner, except with respect to process-
ing taxes, as defined in section 913, the claimant will have recourse
to the district courts or the Court of Claims. Whether the claim is
acted on by the Commissioner or such courts, the burden of proving
that the tax was not passed on will be on the claimant.

Section 902 (b) contains a provision which is not contained in
section 21 (d) in its present form. It provides that where the claim-
ant has repaid unconditionally an amount of tax which he had pre-
viously passed on to his vendee and such vendee bore the ultimate
burden of such amount, the claimant may obtain a refund therefor.
This provision is similar to a provision now contained in section 621
(d) of the Revenue Act of 1932, relating to refund of amounts
collected under the automobile accessories excise tax. Section 902,
basically adopts the same principle with respect to refunds that is
contained in section 621 (d).

Section 903 requires that claims be filed after the date of enactment
of the act and prior to January 1, 1937. While a great many claims
for refund have been filed under section 21 (d), the great majority of
such claims do not set forth the evidence relied upon in support of
such claims. The reason for this is largely due to the uncertainty
surrounding the present provisions of section 21 (d). There are also
a large number of suits now pending in the Ifederal courts for the
recovery of amounts paid under the Agricultural Adjustment Act.
It is, therefore, necessary that new claims be filed so that each claim-
ant’s right to secure 4 refund may be established in accordance with
the procedure set forth under title VII. Section 903 gives the Com-
missioner the authority to Erescribe the number of claims which may
be filed by any person. The purpose of this provision is to give the
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Commissioner power to segregate the types of claims.which may be
filed, for purposes of administrative convenience. If, for example,
& taxpayer made 30 payments of processing taxes, it is impervative
that the Commissioner be authorized to require by regulation that
all such payments shall be embraced:in a single claim, since the com-
plete tax picture with respect to the incidence of the taxes paid by
the taxpayer may not be properly reflected in facts relating to a claim
for each payment. Furthermore, several commodities, as in the case
of different types of tobacco, were subject to different processing taxes,
and articles were sold by taxpayers which resulted from the combi-
nation during the “first domestic processing” of several different types
of commodities. In order, therefore, to obtain a proper determina-
tion of the incidence of taxes paid with respect to such commodities,
it is necessary that the Commissioner be permitted to require that
a single claim be filed with respect to the taxes paid with respect to
such commodities. In the case of compensating taxes, it may be
necessary that the taxes paid with respect to each importation be
segregated in a single claim and considered separately. It is impor-
tant, therefore, that the Commissioner of Internal Revenue he given
power to prescribe by regulations the number of claims which any
person may file, so that necessary flexibility, in the interest of the
claimant and Government alike, may exist.

Section 904 relales to the period of limitations within which suits
may be brought with respect to amounts collected under the Agri-
cultural Adjustment Act. This section is comparable to section 8226
of the Revised Statutes, and is similar to section 21 (g) of the Agri-
cultural Adjustment Act. The commissioner is permitted a period
of 18 months (except in the case of processing taxes) within which
to act on a claim before suit may be filed with respect to such claim.
This is necessary in view of the large number of claims that the
Bureau of Internal Revenue will be required to adjust.

Section 905 contains provisions now incorporated in section 21 (d),
relating Lo the jurisdiction of the district courts. The district courts
aitd the Court of Claims will have jurisdiction of all cases relating to
amounts collected under the Agricultural Adjustment Act, except
amounts collected as processing taxes. With respect to processing
taxes, a special procedure is provided in section 906 of the bill. The
$10,000 Iimitation on the jurisdiction of the district courts which
would otherwise be applicable, is dispensed with in order to relieve
the Court of Claims of congestion which would otherwise result.

Section 906 provides an exclusive remedy for the recovery or
refund of any amount paid or collected as processing tax under
the Agricultural Adjustment Act. The claimant, after filing his
claim within the prescribed period, is to secure a disallowance or
allowance of such claim within 8 years after it has been filed, unless
such time has been extended by written consent of the claimant.
If the taxpayer is dissatisfied with the decision of the Commissioner,
within 90 days after mailing of notice of disallowance the claimant
may file a petition with the Commissioner, requesting a hearing and
reconsideration of the action of the Commissioner. Such hearing
must be held within 2 years from the filing of the petition, either
in Washington or in the collection district, in which is located the
principal place of business of the claimant, as the claimant may



36 "REVENUE' BILL OF 1936

designate in his petition. The hearings are to be conducted before
a :presiding officer designated by the Commissioner. Such officers
will recommend findings of fact and conclusions of law to the Com-
missioner, who will then maké his decision. Review of the decision
of the Commissioner may be obtained by the claimant by filing a
petition in the Circuit’ Court of Appeals within 90 days after the
‘date of mailing to the claimant of the Commissioner’s decision. The
review of the Circuit Court of Appeals will be limited to ques-
tions .of law., The determination of the courts will not extend to
# consideration of the facts, except to the extent that the Consti-
tution .equires. In view of the decision in the case of St Joseph
Stockyards Company v. United States, decided April 27, 1936, there
is somé indication that it is possible that the Supreme Court will
liold that the reviewing court must not merely determine that the
facts found are supported by substantial evidence, but must exer-
cise its independent judgment on the facts. If the decision in that
‘case is applicable to cases involving a review of the Commissioner’s
determination with respect to refunds of processing taxes, it is felt
that the phrase “in accordance with law”, employed in secstion
906 (d), is sufliciently flexible to permit the reviewing court to exer-
cise its independent judgment on the facts, if the Constitution so
requires,

Section 907 sets forth presumptions whereby a claimant may
make out a prima-facie case as to the extent to which he bore the
burden of the tax, and show that he is entitled to a refund to that
extent, The method employed is a comparison between the aver-
age margin, i. e, the spread between the tax and the cost of the
basic commodity subject to the processing tax and the receipts of
articles derived from the commodity, for the period during which
the claimant actually paid processing taxes, and the margm for a
period ‘combining the 24 months preceding the effective date of
the tax and the 6 months after the invalidation of the Agricultural
Adjustment Act from February to July 1936, inclusive,
~ BSeetion 908 permits interest to be allowed only with respect to
the net amount, refund of which is made or allowed. Section 910
is designed to frustrate any efforts on the part of claimants to bring
suits against- collectors for amounts collected under the Agricul-
tural Adjustment Act. Such suits would merely be remedial expe-
dients for suing the United States with respect to such amounts, and
since remedies aro provided for against the United States, there is
no need for alternative remedies against either the collectors or
the United jstates. It is important that no suits be brought against
collectors, since, nunder existing law, a suit against collectors Is not
res adjudicata so far as the United States is concerned, and the
claimant may sue the collector and thereafter sue the United States
with respeet to the same cause of action.

Section 911 is designed to prevent two refunds with respect to
the same amount collected under the Agricultural Adjustment Act.
Section 911 also provides that the provisions of this title do not
apply to export, charitable, and certain other refund claims, the
adjustment of which is authorized by sections 15, 16, and 17 of the
Agricultural Adjustment Act and section 601 of H. R, 12395. It
is necessary to provide specifically that this title does not apply to
such claims so that there will be no confusion between the pro-
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visions of this title and section 601 of H. R. 12395. It is not the
intent of this section, however, to limit the rights of processors
who have paid processing taxes on articles or commodities which
they have themselves subsequently exported or delivered for chari-
table distribution or use to ubtain refunds of such processing taxes
subg’ect to the requirements of this title, since such processors are,
with one minor exception, not entitled to the benefits of section 601
of title IV,

Section 912 is for the purpose of preventing suits or claims which
are barred on the date of the enactment of the act from being re-
vived. Section 914 contains provisions almost identical to section
21 (g) of the Agricultural Adjustment Act, which is repealed by
section 901 of this title. The purpose of section 915 is to make
available to the Treasury Department funds appropriated under the
appropriation to pay all obligations and commitments incurred
under the Agricultural Adjustment Act, so that funds may be im-
mediately available for administrative expenses in carrying out the
provisions of this title,

Section 916 authorizes the Commissioner, with the approval of the
Secretary of the Treasury, to make such rules and 1'eguﬂations as may
be necessary to carry out the provisions of this title. Section 91
authorizes the employment, without regard to the Classification Act
of 1923, and the civil-service laws or regulations, of oflicers, attor-
neys, economists, and other experts. As to such employees no salary
in excess of $8,500 per annum may be paid.

TITLE VIII, GENERAL PROVISIONS
This title contains the general definition of terms, used in the act

the separvability clause, and the provision relating to eflective date of
the act. No change is made in this title.

O
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Mr. Brack, for himself and Mr. La FoLLeTTE, from the Committee
on Finance, submitted the following

MINORITY VIEWS

[To accompany H. R, 12395]

Although we voted to report H, R. 12395 to the Senate, we did-so
for the purpose of bringing it before this body for discussion and action.
We are opposed to the measure in its present form, and herewith
submit some of our reasons for this opposition.

The President’s message asking for additional revenue suggested
that the additional amount he deemed necessary at this time might
be raised by enacting the proper legislation to prevent tax avoidance,
and that this object coulcF be accomplished by imposing a tax on un-
distributed corporation profits. A tax on undistributed corporation
profits must be considered in the light of the fact that it presents a
double aspect as to prospective effects.

(@) If corporate profits should be retained by the corporation, the
corporate tax would be increased, thereby bringing additional revenue
to the Government,

(b) If the imposition of the tax caused & larger distribution of cor-
porate profits, this would increase the amount of income received by
individual stockholders. Since all plans contemplate imposing the
normal tax on dividends received by mdividuals, an additional dis-
tribution of corporate profits would increase the aggregate amount
received by the Government from individual income-tax payers in
the higher income-tax brackets.

Let us consider now the effect of the present corporate-tax system,
the proposal submitted by a part of the Finance Committee, and the
principle of taxing undistributed corporate profits as advocated by
the President,.

Under our present tax system, we lay an income tax of 12% to 15
percent upon the annual profits of corporations. We also impose a

raduated income tax upon individuals ranging from 4 to 75 percent.
'he major portion of America’s trade, commerce, and finance is
transacted through tho medium of corporations. The tax system,

*0-2-36
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therefore, as it relates to corporate profits and individual profits, can
function' in’such manner as to work a gross injusticé to a major pro-
portion’ of individusal corporate stockholders and the public, and at
the same time bestow an unwarranted privilege upon another group
of stockholders. This can be readily seen when it is remembered that
the individual income-tax rate of those in the higher income-tax
brackets may be six times as much as the rate of tax on corporation
* profits. It is also true that the corporation tax rate may be as much
as four times the rate of tax on ‘a’'stockholder of the corporation who
is in the lower individual income-tax bracket.

From this simple statement it is clear that it is decidedly to the
interest of individual corporate stockholders in the high income-tax
brackets not to recéive their share of annual corporate profits into
their individual income. They prefer that the corporations should
pay a flat corporate rate, whether that rate be 15 or 18 percent, and
retain: the profit in the corporate treasury, rather than to have the
profits' distributeéd to tliese ‘individuals, where they would be com-
pelled to pay an individual tax rate of from 50 to 75 percent of the
profits, Thus we find the high income-tax individuals prompted’ by
the most powerful self-interests to have corporate profits remain in
the corporate treasury and thus save themselves a large amount of
taxes. : ‘

Evidence before the Senate Finance Committee showed that ap-
proximately 90 percent of all corporate business in the United States
i1s done by 10 percent of the corporations. This 10 percent of the
corporations constitute the smallest in number, but their far-flung
interests extend into every corner of our country. It is well known
that these large corporations doing 90 percent of the corporate busi-
ness of the Natiori are actually c'ontrohed by a very small group of
stockholders. While there are thousands of small stockholders in
these vast corporate enterprises, it is common knowledge that these
small ,sytockholldc,rs vote by proxy, if they vote at all. They have
nothing whatever to do with shaping the policies of these large cor-
porations, either with reference to dividends or anything else. Per-
haps not once in ten thousand times do these small stockholders even
know the names of the controlling groups manipulating the corporate
profits. As the corporate system actually works in this country,
these small stockholders, who are chiefly in the lower income-tax
brackets, most, fréquently have their rights to dividends passed on by
those stockholders who are in the higher income-tax brackets, who have
working control of the corporation, and who are prompted by the
strongest motives to manipulate these corporate })roﬁts so that they
will not have to pay individual income taxes on them.

By this simple device of retaining corporate profits unnecessarily,
there has evolved the most stupendous tax avoidance in our history.
It is proper to state, however, that it is practically impossible to
prove that this retention was not within the law. According to the
report of the Treasury Department made after careful study, the
United States Government will lose more than 600 million dollars
during the taxable yég}f‘of 1937, if Congress permits this unfair and
unjust system to continue. e

'fn other  words, by amending the law in such way as to require
men in the higher income-tax brackets to pay their taxes on the
same square and honest basis as men who do not draw profits from
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corporations, these particularly favored persons will be required to
pay 600 million dollars in additional taxes on individual income.

EFFECT OF COMMITTEE' BILL -

Since the majority report recommends an increase of a flat tax of
3 percent on corporations, it is proper to consider the effect it will
have on this situation. The committee bill providing for an increased
flat corporate rate does not lessen the unjust result of this evil practice.
On the contrary, it exaggerates the injustice. It strikes a wholl
unnecessary and deadly blow at many of the 90 percent of s'maﬁ
corporate structures now struggling to compete with the larger cor-
porations so well financed with funds often selfishly withheld from
their small stockholders. This increased flat corporate rate of: the
committee bill adds to the actual tax laid upon the corporate: profits
and thus is an additional tax burden of 3 percent on the gains of the
hundreds of thousands of small corporation stockholders in the lower
individual brackets. Thus wo find:the small stockholders, who are
in the 4-percent income-tax bracket, whose corporate profits are taxed
18 percent by the committee bill instead of 15 percent, as under the

resent existing law. We. are opposed to adding this heavy tax
Eurden to .more than 200,000 small corporations, and thus, also
increasing the burden .of tax upon thousands of. individuals—~sma,li
stockholders, and taxpayers, in general—until we first attempt by
legislation to collect the more than 600 million dollars of individual
income taxes which those in the higher individual income-tax brackets
Nnow escapeo, S

We believe that the small income-tax payer and the small corpora-
tions are unjustly treated by the present tax law and would be more
unjustly treated by the committee proposal.. Recent history has
shown that many who enjoy the largest incomes, and who make the
most profits, do not, in many instances, pay the most income taxes
because they are able to avoid them under our present corporate
tax system. : :

This was illustrated recently when the country was astonished to
know that one of its wealthiest citizens had not paid a dollar of income
tax in a year, - The corporate device so frequently used for tax avoid-
ance, which we have heretofore outlined, aided materially in bringing
about this indefensible situation. The committee’s bill which would
increase the flat corporate rate 3 percent upon all corporations, and
which would impose a 7-percent flat rate upon undistributed profits
and 4-percent increase upon dividends received by stockholders, will
result in unnecessarily accentuating and aggravating oxisting tax
injustices. A {;raphic picture of the law. as it operates under the
present method, as it would operate under the committee’s. bill, and
as it would operate if corporate profits were distributed in line with
the President’s suggestion, is shown below. In this illustration it is
assumed that two individuals own stock in the same corporation,
and that their part of the corporate earnings for the year is $1,000,
each. The individual numbered (1) falls in the 4-percent individual
income-tax bracket, and number (2) in each.instance falls in' the 75-
percent income-tax bracket. These illustrations would produce. a
similar result, if other figures had been selected, although the differ-
ences would not be so great. - S S IR
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Corporate |
tax on, this | 1Tcome tax
profitat | <iqual if
present rate dividends
Corporate profit of individual if undis- distributed
tributed and tax
i | pald by tho
corporation ndividual

Und(elr oxisting law;

1,000 . - . i, $150. 00 $40

(2) 81,000, . e emmaieaaa 150. 00 750
Under Senate committee's hill:

000 o el 237. 40 40

(2) 81,000 - ... 237.40 750

It will be observed from the above illustration that under the Senate
committeo’s bill the stockholder in the individual 4-percent tax bracket
has an additional tax placed upon his part of the retained corporate
earnings of $87.40 on each $1,000 of corporate profits, 1t is also noted
that under the committee’s bill the stockholder in the 75-percent
income-tax bracket would still avoid the payment of more than $500
of individual income taxes if his $1,000 profit should be retained in
the corporate treasury instead of being distributed to him in divi-
dends. It is clearly seen from this illustration that the committee’s
bill would aggravate the existing injustice to the small stocikholders
and small taxpayers.

As a matter of fact, we belicve that the Treasury experts are
correct in their conclusion that the committee’s bill will not provide
any eflective incentive for the reasonable distribution of dividends.
W}}llile the corporation would be subjected to an increased tax of 7

ercent on undistributed profits, it is also true that the committee’s
gill adds 4 percent on the normal tax of the individual where these
dividends are distributed to the individual stockholders. This means
that if all the corporate profits should be distributed the corporation
would not pay the 7-percent penalty but the individual would pay a
4-percent tax on the dividends, The net incentive, therefore, is a
3-percent tax on undistributed profits. Such a penalty will not
cause the controlling group in the higher income-tax brackets to de-
clare dividends, because it is too much to expect that men will de-
liberately take action that increases their own individual income tax
up as much as 500 percent. As a matter of fact, the net result
OF the passage of the committee’s bill will be an ostensible incroase
of tax upon corporations, but in reality it amounts to an indefensible
increase in the tax on thousands of small corporations and small cor-
porate stockholders, while at the same time the committee’s bill

erpetuates the evils of a tax system under which the largest income
geneﬁciaries in America avoid their fair proportion of tax.

OUR PROPOSAL

We are in full accord with the objective of the House bill to stop
the tax avoidance through the corporate device, We believe, how-
ever, that the rate schedules provi(fed in the House bill are too com-
plex and too complicated. We suggest, therefore, as a substitute for
the House rates on undistributed profits, and as a substitute for the
proposal of the Senate committee, a simple and easily understandable
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schedule of corporate tax rates. Since we believe there is no justifi-
.cation at the present time for an arbitrary flat increase of 8 percent
on corporation taxes when such an increase will fall heavily on thou-
sands of small struggling corporations, we propose to retain the present
flat graduated corporation rates of 12} to 15 percent. We propose
a plan in line with the President’s suggestion, which, according to
Treasury estimates, will obtain substantially the same revenue as
the increased flat corporation rate proposed by the committee with
its 7 percent surplus tax. While our proposal, according to Treasury
estimates, will raise 502 million dollars while the corporate tax plan
of the committee, according to Treasury estimates, will raise 522
million dollars, our proposal will not, as does the committee bill
fall with crushing force upon the small corporations and the small
taxpayers. It will placo a fairer burden of taxes upon the higher
income group who have been herotofore escaping from their just
pburden, and who will continue to escape if the bill reported by the
committee is adopted. Our proposal is as follows:

1. FExempt the first $15,000 of adjusted net income from the undis-
tributed-profits tax. Our proposal will therefore permit 90 percent
of all of tho corporations of the country making $15,000 or less to
retain all of their profits free from the undistributed-profits tax.

2. In addition to the present corporation tax, impose no additional
tax upon the first 20 percent of corporate adjusted net income,

3. Impose 20-percent tax on that part of the undistributed adjusted
net income in excess of 20 percont and less than 40 percent of such
income.

4. Tmpose 30-percent tax on the remainder of the undistributed net
income. '

5. Enact the same provision as appears in the House hill for per-
mitting the corporation to comply with outstanding written agree-
ments which prevent a distribution of dividends.

6. Specifically provida that there shall be no undistributed-profits
tax on stock dividends which are taxable income for the individual
recipient beeause the stock “gives the stockholder an interest differ-
ent from that which his former stockholdings represented.”

Under the opinion of the Supreme Court in Koshland v. Helvering,
* decided May 18, 1936, the Supremoe Court decided that stock divi-
dends represented taxable income where they give “the stockholder
an interest different from that which his former stockholdings repre-
sented.” It is, therefore, beyond any question of doubt, that under
our proposal, corporations would be able to retain all money profits
needed for earrying on their business without any additional corporate
tax. If tho oxemption of the first 20 percent of profits, and the
exemption as to outstanding dividend contracts, were not sufficient
to protect the interest of the corporation, it could declare stock
dividends of such a nature as to be taxable income in the hands of the
individual stockholders without paying additional corporate tax.
It cannot be argued that under our proposal corporations would he
unable to discharge their obligations or meet ll)usinoss conditions
and requirements for expansion.

Under our proposal the Government of the United States would be
abloe to collect a large part of the more than $600,000,009 in taxes
which the most prosperous financial group in the Nation will inev-
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-itably escape and avoid if the corporate tax law remains unchanged
or if the Senate committee’s bill becomes the law. Our proposal
therefors would simply require this group so greatly favored at present
to bear their proper proportion of taxes as a result of benefits accruing
-to them from their share of corporate profits. Our proposal would
advance toward the goal of equalizing tax burdens and of requiring
-an individual to pay a similar rate of tax upon profits accrued from

. ‘corporation investments as other individuals are now compelled to
pay on profits accrued from noncorporate investments.

We do not here consider at any length the uses to which the higher
income groups who control large corporate surpluses have empioyed
these ‘surpluses for their own advantage and to the distinct disad-
vantage of ‘the small stockholders and the public in general. Tt is
well known that these closely controlled surpluses have been availed
of for stock-market manipulation to the advantage of the same group
that avoided individual taxes by withholding dividends. It is com-
mon knowledge that at the height of the stock-market boom the
gainbling funds of the Street were replenished from these closely
controlled corporato surpluses. .

It is clear that if we will tax the income, in the form of corporate
profits, of this higher income-tax group which is now avoiding the
higher individual income taxes, we need not impose further burdens
in this bill on small corporations and upon individuals who are now
paying their just share of taxes. We cannot follow the recommenda-
tions of the majority, which impose additional tax burdens on thoso
individuals now paying their fair share of taxes until we first make a
conscientious effort to place a just tax burden on those who today are
escaping their share of taxes by retaining more than $600,000,000
annually which in all equity they owe to the Government in taxes.

Just one example of many possible illustrations will show the enor-
mity and injustice of this tax avoidance.” A certain corporation made
more than $6,000,000 net incomo in 1 year. This corporation paid
Federal taxes that were approximately $700,000. If the profits had
been declared out in dividends so as to be taxable in the hands of
stockholders, one stockholder of this corporation would have paid the
Government more than three and a half million dollars in additional
income taxes. In other words, the graduated individual income-tax
brackets for this individual and numerous others are but “paper
brackets’’, and unless and until these “paper brackets” for the favored
few become taxes of those who now pay their full share of taxes.

Instances like this could be multiplied. It is typical of the tax
avoidances of those who are the most prosperous. The corporate
device is now being used to a large extent as nothing more nor less
than a gcheme through which the higher individual income-tax
brackets are avoided. 'T'he committee bill would permit many per-
sons to continue to escape the payment of just taxes as did the in-
dividual in the above case. Evidence before the committee shows
that other individuals will escape taxes in this manner at a cost to the
Government and an enrichment to themselves of more than $600,000,-
000. We cannot recommend a bill which provides for legalized con-
tinuation of such an unjust system. The existing law and the com-
mittee bill are unfair to the small corporations and to the men and
women who now pay their fair share of income taxes without the
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benefit of this device which brings about such widespread and whole-
sale avoidance of higher individual taxes. Our proposal if adopted
would collect the 600 million dollars of taxes now being avoided by
this privileged group.

Huco L. Brack.

Roserr M. LA FoLLerTE, Jr.

O
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Mr. Hastings, from the Committee on Finance, submitted the
following

MINORITY VIEWS

[To accompany H. R. 12395]

The President has recommended the present revenue bill to the
Congress upon the ground that it is necessary in order that the
permanent expenses of the Government may not exceed the revenue
received by the Government. He makes no recommendation with
respect to raising revenue for what he calls “‘emergency expenditures.”

Reference to his last Budget message shows that the expected
revenue for the next fiscal year amounts to $5,654,000,000 and the
permanent expenses to $5,649,000,000, thus showing a surplus of
$56,000,000. It will also be noted that in that Budget message the
President deliberately placed the money to be paid to the farmers,
amounting to $499,054,985, in the category of permanent expenses
and $246,000,000 of the exponses of the Civilian Conservation Corps
in the same category.

Both of these in the previous Budget message had been treated as
emergency expenditures, and it is perfectly clear that they were trans-
ferred to the permanent expenses only because the President belioved
the increased revenue from present sources would permit it to be done
without showing a deficit of receipts over permanent Government
expenses. His only excuse for his present recommendation is that the
Supreme Court decision invalidating the processing tax, and the
passage of the Veterans’ Adjusted Compensation Act over his veto,
destroyed his effort to balance permanent expenses with existing
revenues. In other words, this bill is forced upon the Congress merely
to maintain the President’s pride in his own mental process. So far
as the ‘taxpayer is concerned, and so far as concerns those who are
practically forced to purchase the securities of the Government, the
shifting of one eéxpense from the President’s emergency Budget to his
permanent Budget is immaterial. It is about as unimportant to the
taxpayer as a request of a creditor of his debtor to divide his obliga-
tions into two promissory notes and at the same time instead of
including the whole sum in one note.
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.1 am opposed to any increase in taxes antil there be shown some
affirmative evidence upon the part of the ’resident and the majority
of the Congress of a real appreciation of their respective responsi-
bilities to the taxpayers of this and future generations. I do not
believe in the theory that it is wise at this time to levy heavier taxes
upon all the people of the Nation in order that they may better
appreciate the extent of the present extravagance in the Federal
Government. Such a plan would simply mean a greater distribution
to a larger group of the voters of the Nation, and does not make more
secure the credit of the Nation. It would not assure the balancing
of the Budget because the power to put the Budget out of balance
is without limit so long as the credit of the Government exists.

I have agreed upon the bill presented to the Senate only because
I believe it to be so much better than the House bill. I am opposed
to either of them.

The House bill is framed upon a theory that might well have been
expocted from this administration. In theory it looks fair enough
to compel a corporation to distribute all of its profits, tax the persons
receiving the dividend just as other individuals are taxed, and, thus
put them all on the same basis. The evidence submitted to the
Committee on Finance showed conclusively that this would not work
out in actual practice without destroying the framework of corporate
business itself. ,

- The bill presented to the Senate does great injustice to the millions
of stockholdors of corporations. The existing tax on corporations is
high enough to impose a real penalty upon those who adopt the cor-

orate form to do business. The advantage of the corporate form
1as been suflicient to warrant the investor in adopting it. We must
not overlook the fact, howover, that there must be a limit to tho
ponalty we impose. Under tho present law the small investor, as well
as the large one, is paying a normal tax of about 15 percent upon the
earnings of his investment in a corporation. This compares with 4
percent upon his incomo from sources that are not incorporated. The
bill presented to the Senato increases that tax to 18 percent if all the
income is distributed, an additional 7-percent tax upon that portion
which is not distributed.

The House bill undertakes to put all on an equality, The Finance
Committee very properly found this was not a practical thing to do.
Instead of that it has increased the normal tax from approximately
15 to 18 percent and added an additional 4 percent upon the amount
distributed, making a certain increase of nearly 7 percent, and if the
corporate income is not distributed, an additional 7 percent. This is
a suro increase directly or indirectly upon the stockholder of about
46 percent, and in many cases it will mean an increase of about 93
percent.

The hope for the uncimployed depends largely upon the revival of
business.  Most of the business is conducted through corporations.
Corporations dare not spend more than they find necgssary when they
know the administration is endeavoring to punish them.. There
should be no tax bill at this time. The Congress should agree to no
tax bill until there appears some evidence of economy  When a tax
.bill is proposed it should be submitted to careful study in order that
reasonable justice could be done to all who are called upon to bear the
burden. : ‘ o
Danien O. HasTinGs,

O



