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REPORT OF THE JOINT COMMITTEE ON TAX EVASION AND
AVOIDANCE

To the Senate and Houe of Representatives of the United State8 of
America in Congress assembled:

FOREWORD

On June 1, 1937, the President of the United States transmitted the
following message to the Congress:
To the Congress of the United States:

A condition has been developing during the past few months so serious to the
Nation that the Congress and the people are entitled to information about it.The Secretary of the Treasury has given me a report of a preliminary study ofincome-tax returns for the calendar year 1936. This report reveals efforts atavoidance and evasion of tax liability so widespread and so amazing both in their
boldness and their ingenuity that further action without delay seems imperative.

We face a challenge to the power of the Government to collect, uniformly, fairly,
and without discrimination, taxes based on statutes adopted by the Congress.Mr. Justice Holmes said, "Taxes are what we pay for civilized society." Toomany individuals, however, want the civilizationn at a discount.

Methods of escape or Intended cocpe from tzx liability arc many. Some areinstances of avoidance which appear to have the color of legality; others are on the
border line of legality; others are plainly contrary even to the letter of the law.

All are alike in that they are definitely contrary to the spirit of the law. All arealike in that they represent a determined effort on the part of those who use them.
to dodge the payment of taxes which Congress based on ability to pay. All are.alike in that failure to pay results in shifting the tax load to tile shoulders of others
les able to payi and in mulcting the Treasury of the Government's just due,I commend to your attention the following letter from the Secretary of the
Treasury:

THE SECRETARY OF THE TREASURY,
Washington, May 29, 1987.

My DEAR MR. PRESIDENT: As you know, the Treasury was surprised and*
disturbed by the failure of the receipts from the income tax on March 15 to.measure tip to the Budget estimates. Therefore, we undertook an immediate
investigation. Only a preliminary report can be made at this'time, because the.complete investigation covering all the income-tax returns filed will require the.balance of this year. Furthermore, since many of the returns of large manu-
facturing corporations have not yet been filed, the present report Is confined almost.
wholly to data disclosed by the individual tax returns.

But even this preliminary report discloses conditions so serious that immediate
action is called for. More than the usual examination and audit by the Treasury-
are needed. It seems clear that if tax evasion and tax avoidance can be promptly-
stopped through legislation and regulations resulting from a special investigationa very large portion of the deficiency in revenues will be restored to the Treasury.I herewith enumerate some of the principal devices now being employed by
taxpayers with large incomes for the purpose of defeating the income taxes whichwould normally be payable by them. As we continue our preliminary examinatioil.
other devices are being disclosed.

1. THE DEVICE OF EVADING TAXES BY SETTING UP FOREIGN PERSONAL HOLDING'
CORPORATIONS IN THE BAHAMAS, PANAMA, NEWFOUNDLAND, AND OTHER PLACES,
WHERE TAXES ARE LOW AND CORPORATION LAWS LAX
Americans have formed 64 such companies in the Bahamas alone in 1935 and'

1936, and 22 more were organized by Americans in the Bahamas during the past.



2 TAX EVASION AND AVOIDANCE

2 months. Panama and Newfoundland seem to be even more fertile territory
since their corporation laws make it more difficult to ascertain who the actual
stockholders are. Moreover, the stockholders have resorted to all manner of
devices to prevent the acquisition of information regrding their companies.
The companies are frequently organized through foreign lawyers, with dummy
incorporators and dummy directors, so that the names of the real parties in interest
do not appear.

One American citizen with a $3,000 000 Bahamas corporation has apparently
atempted to prevent the Bureau of internal Revenue from catching up with
him by filing his individual tax returns in successive years from towns in New
Brunswick, British Columbia, and Jamaica.

Another individual believes that he has been so successful in removing his
assets from the United States to the Bahamas that he is defying the Treasury to
collect a tax upon a $250,000 fee he has received; and by way of insult, he has
offered to compromise his admitted tax liability of $33,000 for past years by a
payment of $1,700.

Still another individual showed a large net loss on his personal return for 1936.
In considerable part the loss was due to the large deduction he claims for interest
on a loan made to him by his personal holding company. But the man in ques-
tion is no object of charity, for his personal holding company, organized in Canada,
had an income of eOver $1,500,000 from American dividends in 1936, though it
has not yet filed a return.

Perhaps the most flagrant case of this character is that of a retired American
Army officer with a large income from valuable American securities which he
desires to sell at a very large profit. To escape our income and inheritance-tax
laws, he used the device of becoming a naturalized Canadian citizen, and 6 days
later organized four Bahamas corporations to hold his securities. He and his
lawyers apparently think that he can now sell his securities free from any taxes
on his profits, since there are no income taxes in the Bahamas, and that he has
adroitly escaped American taxes.

2. THE DEVICE OF FOREIGN INSURANCE COMPANIES

Two New York insurance agents have caused the organization of insurance
companies in the Bahamas with a view to enabling taxpayers to secure spurious
deductions for interest through an ingenious scheme for the issuance of life-insur-
ance policies. Americans who went into the scheme purported to pay a large
single premium for their policies, but immediately borrowed back practically the
entire sum. Under the plan the so-called policyholders sought to obtain a large
deduction for interest on this loan, although the fact was that no interest was
really paid. By this means five prominent Americans sought to evade nearly
$550 000 in income taxes in the years 1932 to 1936. This fraud was discovered
b the Treasury's investigators and all of the taxpayers have now submitted
ofers to pay the full amount of taxes evaded, plus interest. Until our investiga-
tion is completed we do not know how many similar companies may have been
organized in other countries, and utilized by our citizens: nor do we yet know
whether this newly invented type of fraud has other ramifications.

3. THE DEVICE OF DOMESTIC PERSONAL HOLDING COMPANIES

The rates of tax applicable to personal holding companies were reduced in 19386
at the time of the enactment of the undistributed-profits tax. It was believed at
that time that the combined rates of the two taxes would be sufficient to insure
the distribution of the entire incomes of these companies, and the consequent
imposition of surtaxes upon their owners. This expectation has not been realized.

Thus, the single stockholder of one large personal holding company saved him.
Self $322,000 by causing his company to distribute none of its income to him.

In another case, a man and his wife saved $791,000 through the use of personal
holding companies in 1936.

In a third case, the personal holding company reported over $500,000 of net
income but the total taxes paid by the two stockholders, husband and wife, were
less than $60,000, due principally to credits for payments on indebtedness the
holding company prudently incurred in accumulating properties for its owners.
If the personal holding company had not been in existence, the stockholders
would have paid over $200,000 additional income taxes.

Another favorite device is to organize a considerable number of personal hold-
Ing companies, not only for the sake of reducing the tax, but of increasing the
Treasury's difficulties in auditing transactions between companies. At last
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accounts one man had caused to be set up some 96 companies mattered all over
the country. Two other Individuals were utilizing 23 personal holding companies,

4. THU DXVIC4 O7 INOORPORATING TACHTS AND COUNTRY ESTATES

Many wealthy taxpayers today are dodging tho express provisions of the law
denying deductions for personal expenses by incorporating their yachts or their
country estates, turning over to t e yacht or to the estate securities yielding
an income just sufficient to pay the entire expenses of operation. Hundreds of
thousands of dollars in income taxes are annually avoided In this way.

Thus one man's yacht is owned by his personal holding company, along with
$3,000,00 in securities. He rents the yacht from his company for a sum far
less than the cost of upkeep, and the company uses its incojne from the securities
to pay the wages of the captain and crew, the expenses of operating the yacht,
and an annual depreciation allowance. None of these items would be deductible
if this individual owned the yacht personally.

A groat many wealthy taxpayers are utilizing a similar arrangement for the
operation of their country places and town houses.

One man has placed his $5,000 000 city residence in such a corporation; another
his racing stable whose losses last year were nearly $200,000. The tax savings he
thus sought to obtain through the use of the holding company were $140,000.

One wealthy woman has Improved on the general plan of evasion by causing
her personal holding company, which owns her country place, to employ her
husband at a salary to manage it. She can thereby supply him with pocket
money, and in effect claims a tax deduction for the expense of maintaining him.

0. THE DEVICE OF ARTIFICIAL DEDUCTIONS FOR INTEREST, LOSSES, ETC.

Taxpayers are seeking greatly to reduce their personal income taxes by claim.
ing deductions for interest on loans to them by their personal holding companies,
or on loans to them by their family trusts. These transactions normally hove no
business purpose, but are merely an artificial means of shifting income from one
member of the family subject to high surtax rates to another member of thq
family subject to lower rates.

Thus, one woman claims a large annual deduction for interest on a loan made
to her by her husband as trustee of a trust which she created for their children.
The mother thereby seeks to secure a deduction for her contribution to the chil.
dren's support, and since the trust Is revocable by her husband, the parents stilt
have the desired control over the property and its income.

In the same category are losses deducted by taxpayers who claim that their
racing stables or hobby farms were operated for profit, even though a profit is
never realized. Thus, a prominent manufacturer seeks a deduction of over
$125,000 against his income from his business, on account of his losses in operating
a chicken farm.

6. THE DEVICE OF THE CITATION OF MULTIPLE TRUSTS FOR RELATIVES AND
DEPENDENTS

Splitting Income two ways, between husband and wife, reduces income taxes
and leaves the fajnily income intact. Splitting the family income many ways
by means of many trusts, all for the same beneficiaries, ma effect a much greater
saving, while leaving the money actually in the same hands. For the creator of
the trust often constitutes himself or his wife as trustee, and thus retains full
control over the investment and disposition of the fund itself and of its income.

One thrifty taxpayer has formed 64 trusts for the benefit of four members of
his immediate family, and thereby claims to have saved them over $485,000 In 1
year in taxes.

Another thrifty pair have constituted 40 trusts for their relatives, and a promi-
nent lawyer and his wife utilize 16 trusts for the same purpose. The first pair
maintains numbered brokerage accounts, and only at the end of the year are
the beneficial owners identified. In this way innumerable transactions are car.
ried on, often between accounts, which do not actually affect the beneficial in-
terests of their owners, but which are designed solely to reduce tax liability.

7. THE DEVICE OF HUSBAND AND WIFE OR FATHmIR AND CHILDREN PARTNERSHIP

The purpose of these partnerships, like the multiple trusts, is to split the family
Income artificially into two parts; or, if the children are taken in, into still smaller
fractions.
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There are many instances of this kind; but to illustrate the point, it is sufficient
to cite the case of a New York brokerage firm which late in 1935 admitted into
partnership the four minor children, two boys and two girls, of one of the partners.
he tax saving he sought thereby in 1936 amounted to over $5,000.

S. THE DEVICE OF PENSION TRUSTS

For 10 years the revenue acts have sought to encourage pension trusts for aged
employees by providing corporations with a special deduction on account of con-
tributions thereto, an d exempting the trust itself from tax., Recently this ex-
emption has been twisted into a means of tax avoidance by the creation of pension
trusts which include as beneficiaries only small groups of officers and directors who
are in the high income brackets. In this fashion high-salaried officers seek to pro-
vide themselves with generous retiring allowances, while at the same time the cor-
poration claims a deduction therefor, in the hope that the fund may accumulate
income free front tax.

Thus, in one case $43,000 is annually appropriated by the corporation to a pen-
8ion trust for the benefit of its two chief owners. One of the co-owners will retire
at the age of 65 with a monthly pension of $1,725, and the other will retire at 60
with a monthly pension of $1,425.

These eight types of tax avoidance are sufficient to show that there is a well-
defined purpose and practice on the part of some taxpayers to defeat the intent
of Congress to tax incomes in accordance with ability to pay. In some cases,
the Bureau of Internal Revenue under existing law can establish a liability or,
indeed, proceed on the ground of fraud; but many of these cases fall in the category
of a legal though highly immoral avoidance of the intent of the law. It seems,
therefore, that legislation should be passed at this session of the Congress in
order to eliminate these loopholes which our preliminary investigation has proved;
and that as a result of the further investigation this summer and autumn the
next session of the Congress should finally close any further loopholes which may
be discovered.

In addition to these cases of moral fraud, there are three other major instances
in which the law itself permits individuals and corporations to avoid their equitable
share of the tax burden.

1. PERCENTAGE DEPLETION

This is perhaps the most glaring loophole in our present revenue law. Since
1928 large oil and mining corporations have been entitled to deduct from 5 to
27% percent of their gross income as an allowance for the depletion of their
mines or wells, and the deduction may be taken even though the cost of the prop-
erty has been completely recovered. Thus, in 1936, one mining company de-
ducted nearly $3,000,000 under this provision, although it had already com-
pletely recovered the cost of its property. The amount of the deduction was a
sheer gift from the United States to this taxpayer and its stockholders, and the
revenue that we lost thereby was $818,000. Similar annual losses of revenue
in the cases of a few other typical companies are $584,000, $557,000, $512,000,
$272,000, $267,000, $202,000, and $152,000. The estimated annual loss of
revenue'due to this source alone is about $75,000,000. I recommended in 1933
that this provision be eliminated but nothing was done at that time; and it has
since remained unchanged.

2. THE DIVISION OF INCOME BETWEEN HUSBAND AND WIFE IN THE EIGHT COM-
MUNITY PROPERTY STATES

This is another major cause of revenue loss, which is unjustifiable because
obtained at the expense of taxpayers in the 40 States which do not have come
munity-)roperty laws. A New Vork resident with a salary of $100,000 pays
about $32,525 Federal income tax; a Californian with the same salary may cause
one-half to be reported by his wife and the Federal income taxes payable by the
two will be only $18,626. The total loss of revenue due to this unjustifiable
discrimination against the residents of 40 States runs into the millions.

3. TAXATION OF NONRESIDENT ALIENS

The 1936 act eliminated the requirement that a nonresident alien (without
United States office or business) should file a return; fixed the withholding rate
for individuals at 10 percent; and freed the nonresident alien from taxation on
American capital gains. Since the total Federal tax upon a citizen or resident

I
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amounts to 10 percent of his total net income at about $25,000 (in the case of a
married individual with no dependents), the withholding rate has proved in
practice to be too low as applied to wealthy nonresident alien Individuals. There
are a number of cases of nonresident aliens with large incomes from American
trusts or with large American investments whose taxes have been out -to one-third
or one-fifth of what they paid under the prior act.

Thus, one American woman who married an Englishman had an income from
this country in 1935 of nearly $300,000, Her tax for 1936 will, therefore, be
approximately $30,000 as against over $160,000 under the prior law.

Another American woman who married a Frenchman has an income of over
$150,000 from American trusts on which she paid a tax of about $55,000 in 1935.
Her tax is reduced to about $15,000 by the 1936 law. Although the tightening
of the withholding provisions in 1936 will tend to insure more revenue from ron,
resident aliens in the lower-income brackets, the present taxing provisions are
not satisfactory as applied to nonresident aliens with incomes in the higher
brackets.

The problem of tax avoidance is not new. The Congress devoted particular
attention to it in 1933 and 1934, and by legislation effectively put a stop to many
evasive devices discovered then as having been in use. The practices outlined
above can and should be stopped in the same way.

In conclusion, I have two observations to make from the evidence before me.
In the first place, the instances I have given above are disclosed by a quick check
of comparatively few individual returns. As I have said before, most of the largo
corporation returns have not yet been filed. The general audit of 1936 returns
is just beginning. Nevertheless, it is likely that the cases I have digested above
are symptomatic of a large number of others, which will be disclosed by the usual
careful audit.

In the second place, the ordinary salaried man and the small merchant does not
resort to these or similar devices. The great bulk of our 5,500,000 returns are
honestly made. Legalized avoidance or evasion by the so-called leaders of the
business community is not only demoralizing to the revenues; it is demoralizing
to those who practice it as well. It throws an additional burden of taxation upon
the other members of the community who are less able to bear it, and who are
already cheerfully bearing their fair share. The success of our revenue system
depends equally upon fair administration by the Treasury, and upon completely
honest returns by the taxpayer.

The disclosures are so serious that I recommend that authority be given to the
Treasury Department with an adequate appropriation in order that a complete
and immediate investigation may be conducted. The cost of such an investiga-
tion will be returned many times over to the Treasury of the United States.Faithfully, FaithullyHEWRY MORGENTHlAU, Jr.

The PRESIDENT,
The White H1ouse.

A feeling of indignation on reading this letter will, I am confident, be yours, as
it was mine.

What the facts set forth mean to me is that we have reached another major
difficulty in the maintenance of the normal processes of our Government. We
are trying harder than ever before to relieve suffering and want, to protect the
weak, to curb avarice, to prevent booms and depressions, and to balance the
Budget. Taxation necessary to these ends is the foundation of sound govern-
mental finance. When our legitimate revenues are attacked, the whole structure
of our Government is attacked. "Clever little schemes" are not admirable when
they undermine the foundations of society.

the three great branches of the Government have a joint concern in this
situation. First, it is the duty of the Congress to remove new loopholes devised
by attorneys for clients willing to take an unethical advantage of society and
their own Government. Second, it is the duty of the executive branch of the
Government to collect taxes, to investigate fully all questionable cases, to prose-
cute where wrong has been done, and to make recommendations for closing loop-
holes. Third, it is the duty of the courts to give full consideration to the intent
of the Congress in passing tax laws and to give full consideration to all evidence
which points to an objective of evasion on the part of the taxpayer.

Very definitely, the issue immediately before us is the single one relating to
the evasion or unethical avoidance of existing laws. That should be kept clearly
in mind by the Congress and the public. Already efforts to befog this issue appear.
Already certain newspaper puibhshers are seeking to make it appear, first, that if
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an individual can devise unanticipated methods to avoid taxes which the Con.
gress intended him to pay, he Is doing nothing unpatriotic or unethical; and,
second, that because certain individuals do not approve of high income-tax
brackets, or the undistributed-earnings tax, or the capital-gains tax, the first
duty of the Congress should be the repeal or reduction of those taxes. In other
words, not one but many red herrings are in preparation.

But it seems to me that the first duty of the Congress is to empower the Govern.
ment to stop these evil practices, and that legislation to this end should not be
confused with legislation to revise tax schedules. That is a wholly different
subject.

In regard to that subject, I have already suggested to the Congress that at
this session there should be no new taxes and no changes of rates. And I have
indicated to the Congress that the Treasury will be prepared by next November
to present to the appropriate committees information on the basis of which the
Congress may, if it chooses, undertake revisions of the tax structure.

The iong-term problem of tax policy is wholly separate from the immediate
problem of glaring evasion and avoidance of existing law.

In this immediate problem the decency of American morals is involved.
The example of successful tax dodging by a minority of very rich individuals

breeds efforts by other people to d,)dge other laws as well as tax laws.
It is also a matter of deep regret to know that lawyers of high standing at the

bar not only have advised and are advising their clients to utilize tax-avoidance
devices, but are actively using these devices in their own personal affairs. We
hear too often from lawyers, as well as from their clients, the sentiment, "It is
all right to do it if you can get away with it."

I am confident that the Congress will wish to enact legislation at this session
specifically and exclusively aimed at making the present tax structure evasion-
proof.

I am confident also that the Congress will give to the Treasury all authority
necessary to expand and complete the present preliminary investigation, Including,
of course full authority to summon witnesses and compel their testimony. The
ramifications and the geographical scope of a complete investigation make it
necessary to utilize every power of Government which can contribute to the end
desired.

FRANKLIx D. RooszvELT.
THE WHITE HOUSE, Jun. 1, 197.
In order to promptly consider and investigate the matters brought

to the attention of the Congress by the above message, a joint reso-
lution was introduced providing for the creation of a Joint Committee
on Tax Evasion and Avoidance. This joint resolution became law
on June il, 1937. It provided for a joint committee to be composed
of six Members of the Senate who are members of the Committee
on Finance, and six Members of the House of Representatives who
are members of the Committee on Ways and Means. The requisite
powers were given the joint committee to hold hearings, to examine
documents, and to take testimony. Power was also given the joint
committee to examine income-tax returns and related matters.
Section 2 of the joint resolution referred to makes it the duty of the
joint committee
to investigate the methods of evasion and avoidance of income estate, and gift
taxes, pointed out in the message of the President transmitted to Congress on
June 1, 1937, and other methods of tax evasion and avoidance, and to report to
the Senate and the House, at the earliest practicable date, and from time to
time thereafter, but not later than February 1, 1938, its recommendation as to
remedies for the evils disclosed by such investigation.

The joint committee having considered the subject matter sub-
mitted to it submits the following report:

The committee has held public hearings, beginning on June 17, 1937.
Since that date it has been almost continuously engaged in holding
such hearings, or in considering the subject of tax evasion and avoid-
ance in executive session. Because of lack of time, the committee has
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confined itself for the present to those subjects which may be directly
classified under the head of evasion or avoidance, leaving .out of
account subjects such as community property or percentage deplo-
tion which will receive further consideration by the joint committee.

The committee, as a rmult of its investigations, believes it is
imperative at this time that legislation should be enacted in regard to
the following subjects, with respect to which it has been shown that
certain serious loopholes exist:

1. Domestic personal holding companies.
2. Incorporated yachts, country estates, etc.
3. Incororated talents.

* 4. Artificial deductions for losses from sales or exchanges of property.
5. Artificial deductions for interest and business expense.
6. Multiple trusts.
7. Foreign personal holding companies.
8. Nonresident aliens.
Detailed recommendations are made on these subjects in the body

of this report. The committee has examined the problem of certain
alleged tax-saving devices based on single premium life insurance
policies issued by fake foreign insurance companies. The committee
believes the existing law is adequate to reach these cases. The sub.
ject of pension trusts has been passed over for the present, because it
does not appear to have resulted in much loss of revenue to date.
However, this matter will be reported on later.

The printed record of the public hearings held by the committee
amply sustains the statements made by the Presidont of the United
States in his message. The committee strongly urges that legislation
along the lines recommended be enacted at the earliest possible
moment in order to protect the revenue, and in order that all may
bear their fair share of the tax burden. The detailed recommenda-,
tions of the committee follow.

1. DOMESTIC PERSONAL HOLDING COMPANIES

The problem of the personal holding company has been one requir-
ing the continued attention of the Congress beginning with the
Revenue Act of 1913. All of the earlier revenue acts as well as the
existing law contain prov sions imposing addjt ona! taxes upon cor-
porations organized or availed of for the purpose of preventing the
imposition of the surtax upon the shareholders thereof. These pro-
visions have proved difficult of enforcement due to the fact that it is
necessary to prove a, purpose to avoids the inposition of the surtax
upon the shareholders. I I f ,

In the Revenue Act of 1934 a limited class of companies, known as
personal holding companies, were singled out for a special surtax on
undistributed profits. Under that act Ipersonal holding companies
were defined as corporations, 80 'percent of whose gross income for
the taxable year was derived from royalties, dividends, interests,'
annuities, and gains from the sale of stock or securities, and whose
stock to the extent of more than 50 percent in value was owned by
not more than five individuals during the last half of- the taable year.'
In computing the number of individuals who owned suh majority
stock the act counted as one all members of the family in the direct'
line, is wela the spouse and brothers and sisters. The provisions,

7



of the Revenue Act of 1934 were continued in section 351 of the
Revenue Act of 1936 with certain changes, the main change being in
the rate structure. The advantage of this provision is that it is not
necessary to prove a purpose to avoid surtaxes; if a corporation comes
within the definition, the surtax automatically ap plies.

The provisions of section 351 have not entirolyr closed the loophole
of accumulating surplus for the purpose of avoiding surtax. There
are still a good many cases in which it is cheaper for an individual to
accumulate income in a personal holding company, with no or very
little distribution, than to cause a distribution of such income and pay
surtaxes upon it. This is lue mainly to the graduated rate schedule
and the allowance of special cushions not granted to individuals or
ordinary corporations. In an analysis of 4,457 personal holding coni-
panics' returns filed for the calendar year 1934 and the period from
January to June 1935, an aggregate personal holding company net
income of $53,000,000 was shown. Of the number of personal holding
company returns filed only 374, or less than 9 percent, show taxable
income under the surtax provisions of section 351. These 374 returns
show a taxable income of only $5,000,000 or less than 10 percent of
the total net income of the personal holding company group, and the
taxes paid amounted to only $1,695,000, or about 3 percent of their
aggregate ndt income. The remaining 4,083 personal holding com-
panics paid no tax under section 351. However, the Treasuryhas
made the following estimate as to the revenue yield of the present
section 351, when dividend distributions are taken into account:

Calendar year liabilities

1934 193

Personal holding corp any surtax ............ " ............................... $1, 800,000 $3, 00,000
Estimated ldilvidual Income-tax liability from extra dividends paid by

prsons! holding companies ................................................ 33,900,000 46,100,000

Toti estimated tax due to sec. 351 ..................................... 35, 700, 000 49, 100, 000

In order that individuals may not take advantage of these personal
holding company provisions in existing law so as to reduce their taxes
the committee recommends the following changes in section 351 of
existing law:

1. It is recommended that the present deduction for taxes imposed
by section 102 or a corresponding section of a prior income tax law be
eliminated. This deduction is now allowed under section 351 (b) (3)
(A). Under existing law a corporate taxpayer may be subject for 1
year to the provisions of section 102 imposing a surtax on corporations
improperly accumulating surplus and for another year to the tax on
personal holding companies. It seems contrary to public policy to per-
mit the penalty tax imposed by section 102 on undistributed profits
to be allowed as a deduction for the purpose of the tax under section
351. Since the tax under section 102 is computed upon undistributed
profits for back years, it is believed that it should be paid out of ac-
cumulated earnings and profits rather than out of the current earnings
and profits of the corporation for the taxable year.

2. It is recommended that the unlimited deduction allowed under
section 3.51 (b) (3) (B) for charitable and other like contributions be

TAX EVASION AND AVOIDANCE8
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restricted so as not to exceed 15 percent of the net income of the cor-
poration. Under existing law, individuals are entitled to a deduction
for charitable contributions only up to 15 percent of their net income
and the committee, sees no reason why personal holding companies
should be treated more favorably than individuals in this respect.
However, the committee recommends the retention of the special
provision inserted in section 351 (b) (3) (B) of the Revenue Act of
1936 which granted an unlimited deduction, in the case of a corpora-
tion organized prior to January 1, 1936, to take over the assets of the
estate of a decedent, for amounts aid in liquidation of any liability
of the corporation based upon the liability of the decedent. to make a
contribution or gift to charity, to the extent such liability of the
decedent existed prior to January 1, 1934. The committee believes
such retention is justified by the fact that this deduction will not inure
to the benefit of any private individual.

3. It is recommended that the unlimited deduction for losses from
sales or exchanges of capital assets be omitted from section 351.
This deduction is contained in section 351 (b) (3) (C). Under exist-
ing law personal holding companies may deduct losses from the sale
or exchange of capital assets without limitation for purposes of com-
puting the surtax under section 351. If such losses were incurred by
an individual they would be allowable under existing law only to the
extent of $2,000, plus the gains from such sales or exchanges. In
other words, an individual is less favored in this respect than a per-
sonal holding company. The effect of this elimination will be to pre-
vent an individual, by transferring his income-producing investments.
to a personal holding company, from obtaining the benefit of deduct-
ing capital net losses denied to him as an individual.

4. It is also recommended that the 20-percent deduction allowed
under section 351 (b) (2) (A) of existing law be eliminated. The
existing law allows personal holding companies a special deduction
of 20 percent of the excess of the adjusted net income over the amount
of dividends received from other personal holding companies. For
example, if the adjusted net income of a personal holding company
in excess of dividends received from other personal holding com-
panies is $20,000,000, 20 percent or one-fifth of this amount, namely
$4,000 000, may be accumulated without the payment of any per-
sonal holding company surtax whatever. The committee sees no
reason for continuing this discrimination in favor of personal holding
companies.

5. The committee also recommends the elimination of the deduc-
tion allowed personal holding companies for amounts used or set
aside to retire indebtedness incurred prior to January 1, 1934. This
deduction is contained in section 351 (b) (2) (B) of the Revenue Act
of 1936. As a result of this deduction many personal holding com-
panies have been able to escape the surtax under section 351 alto-
gether. The committee is of the opinion that this special relief granted
to personal holding corporations and denied to individuals should no
longer be continued in the statute.

In referring to the deductions for capital losses, for debt retirement,
and the 20-percent exemption mentioned above, the Treasury esti-
mates that these three items alone resulted in a loss of revenue for
the year 1936 of $9,237,000.

9



8. In order for a corporation to be a personal holding company,
one of the conditions imposed by existinglaw is that at least 80 per-
cent of its pross income for the taxable year must be derived from
royalties, dividends, interest, annuities, and except in the ease of
regular dealers in securities, gains upon the Sale of stocks or securities.
The existing law excluded from this classification. rents, mainly for
the reason that it was not desired to interfere with bona-fide and
legitimate operating companies whose business consisted of the
ownership and operation of office buildings, apartment houses, etc.
However, it is believed that the entire exemption of rents from this
classification has permitted certain personal holding companies which
are not bona-fide operating companies to escape their just share of
the tax burden. To prevent certain holding companies which are not
bona-fide operating companies from taking advantage of this excep-
tion and to protect legitimate operating companies, the committee
recommends that rents be included for the purpose of this classifica-
tion unless they constitute 50 percent or more of the gross income of
the corporation. This will prevent a corporation from getting out of
section 351 by investing just entiugh in rents, say 21 percent, and still
deriving the remainder of its income from dividends, interest, etc.
On the other hand, it will protect the bona-fide real-estate corpora-
tion and other corporations renting property and deriving 50 per.'
cent or more of their gross income from rents.

7. The next recommendation of the committee is to include in
gross income, for the purpose of determining whether a corporation
should be classified as a personal holding company, income received
by a corporation from an estate or trust, as well as gains from the
sale or other disposition of any interest of the corporation in an estate
or trust. It is possible that the existing law might be circumvented
by interposing trusts between the payor of the investment income
and the personal holding company. Under such circumstances, it
might be contended that the personal holding company was not
receiving income from dividends, interest, etc. but was receiving
distributions as the beneficiary of the trust and that such income lost
its identity as interest, dividends, etc., in the hands of the corporate
beneficiary. The committee, in order to overcome this contention,
recommends that such income, including gains from the sale or other
disposition of any interest of a Corporation in an estate or trust,
should be'included in determining whether the corporate beneficiary
is a personal holding company. 1
* 8. The next change suggested by the committee is puiely a clarify.
ing one. In classifying the sources of income for the purpose of
deteri n whether a corporation is a personal holding company,
the law includes gains from the sale of stocks or securities. It is
believed that this provision should be amended so as to make it clear
that such language also embraces the gains from the exchange of
stocks and securities as well as gains from the sale of stocks and.
securities.

9. In classifying the sources of income for the purpose of determining
whether a corporation is a personal holding company, the committee
also believes that there should be included gains from futures transac-
tions in commodities on boards of trade, and exchanges, with an exemp.
tion of gains on bona-fide hedging transactions in the case of corporal
tions engaged in good faith in producing, processing, merchandising,
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or handling such commodities. In a .e brouht to the attention of
the committee it was shown that a corporation had attempted to
avoid this section by deriving 23 percent of its $rose income from g'ain
from speculations in commodities and still derive the remainder of its
income, namely 77 percent, from investment sources. The recom-
mendation of the committee would, remove this loophole.

10. The committee recommends that section 351 be amended to
provide that if in any taxable year the gross income derived from
interest, dividends, etc., equals 6J0 percent or more of the total gross
income of the personal holding company, the gross income test under
section 351 for subsequent year shall be 70 percent of such investment'
income, instead of 80 percent, until a year for which the stock owner-
ship test does not exist, or until for each of 3 consecutive years, such
investment income falls below, the 70 percent mark. The reason for
this amendment is that it is believed that if a corporation once becomes
a personal holding company it should stay in that class until there has
been a sufficient change in the sources of its gross income to warrant
taking it out or until it ceases to satisfy the stock ownership test.

.11. The committee also recommend that convertible securities be
included for the :purpose of determining whether the stock of a cox-,
poration is owned by five or less individuals, It appears that the
real owners of certain of these incorporated pocketbooks may own
bonds or debentures, which contain provisions under which the obli-
gations may .be converted, into stock. In such cases, it. might be
possible for the stock to be held, by more than five individuals, and
at the same time have the interest of' the real owner represented by.
convertible securities. 'It is believed that this existing loophole in
section, 351, should be closed, in the manner recommended above and
that the suggested-provision should be applied in such manner as to
produce the smallest possible number.,of indivi dual own'm directly
or in in valueof the outstandln sook.

12. A similar situation exists in the case of options. , The record
ownership of' the stock may be split; up among more than five ndio
viduals but less than five individuals may, have an option to acquire
the stock at any time they desire.', The committee believe that this
situation shouldalso be corrected by providingthat in the case of an
option, to acquire stock such stock, maybe considered as being owned
exclusively by the holder of the option or, the owner of the stock, and
thiS rule likewise should, be, appied in such manner as. to produce
the smallest possible number of individuals owning directly or indi
rectly more than 50 percent in value of the outstanding stock.

13. The committee also recommend that in determining the owner,
ship of stock by an individual, therq should be included the stock owned
by, a partner of subh individual.,; - Cases have been presented wherein
five individuals may own 46 percent in value of the stock of the cor-
poration and. a partner of one of these individuals own3 5 percent
Under exist~ law, a corporation of this typewould not ,ba ela
as, personal holding company. The committee. believe, th, close
business relationship existing between members of a partnephsp
justifies adding partnerstb thejcats of individuals mentioned,

4.' The graduated rates iof existing lkw~open two serious, Jopholes,
im ; the fact that graduate rates am, em sever, thao the gm4uatod

rates applicable towealthyindividuals e ables. sueb petsons,4a e#eet
substantial savings by use of the personal-holding-company device.

11
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Second, the graduated rates in the low brackets permit further saving
through organization of multiple personal-holding companies. The
committee believes that the rates should be such as would encourage
distribution in all cases. To overcome this tax advantage enjoyed
through the formation of multiple personal-holding companies, the
committee recommends that the rates under existing law which range
from 8 percent on the first $2,000 up to 48 percent be changed so as
to provide a 65-percent rate upon the amount of the undistributed
adjusted riot income not in excess of $2,000 and 75 percent of the
amount in excess of $2,000. No low minimum rate can be provided
without enabling wealthy individuals to escape substantial taxes
through the formation of multiple personal-holding companies.

2. INCORPORATION OF YACRI.TS, COUNTRY ESTATES, ETC.

Increased use is being made of the device of incorporating yachts,
city residences, country estates, etc., in order to avoid taxation of
income at the rates prescribed in the higher individual surtax brackets
or to obtain the benefit of deducting as corporation expenditures items
not allowed to individuals, or both. The cases presented to the com-
mittee indicate that the plan in general consists of the transfer of the
yacht or the real estate to a corporation for stock, or as paid-in surplus,
or the yacht or real estate is purchased with cash provided by the
stockholders. Securities, producing sufficient income tQ absorb corpo-
rate expenditures, are then turned over to the corporation for stock or
as paid-in surplus. To lend color to the alleged business activity and
to bring the corporation's gross income outside of the provisions of
section 351 of the existing law, the corporation charges its principal
stockholder some rent for the use of the yacht or real estate. The
rent paid is usually much below the cost of the operation of the prop-
erty and much below the amount which would be charged ia an arm's
length transaction. Since all expenses and losses of* the corporation
are claimed as deductions in computing the income of the corporation,
a large part of the investment income is absorbed by expenses and
losses incurred in the operation of the yacht or the real property.
Since rents are not now included for the purpose of determining
whether or not a corporation is a personal holding company, the tax-.
payer may also fix the amount of the rent for the yacht or real estate
in an amount sufficient to bring his other investment income below
the 80-percent test required under section 351 of existing law.

The- committee finds, no justification for permitting such tax
advantage to these self-incorporated individuals. It is, therefore,
suggested that the definition- of personal holding company be so
framed as to inohide in the 80-percent test the full amount received
as rent or other compensation for the use of property by a corporation
from -any individual (whether a shareholder or not), who, together
with his family and partners owns (directly or indirectly) 25 percent
or more in the value of the securities which constitute "outstanding
fetock."

The committee also recommends; that; there should :be disallowed
as a deduction; from gross income,: the expenses ofi operation, and
maintenance (including depreciation) of' property owned or operated
by a personal holding company to; the! extent that, expenses exceed

12
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the rent or other compensation for the use of such property, unless it
is established to the satisfaction of the Commissioner--

(A) That the rent Or other compensation received is the highest
obtainable;
I,(B) That the property was held in the course of business carried on
bona fide for profit; and

(C) That there was reasonable expectation that the operation of
the property would result in a profit, or that such property was neces-
sar to the conduct of the business.

To prevent a personal holding company from charging expenses in
excess of its income for the operation and maintenance of property,
such as yachts, city residences, and country estates, etc., against
its investment income, such expenses are disallowed unless the cor-
poration can meet the conditions outlined above. This has the effect
of placing the personal holding company on the same basis, in this
respect, as an individual who cannot offset his personal expenses
against his income. If the corporation establishes to the satisfaction
of the comnnissioner that the second test is satisfied and, that the
property was necessary to the conduct of such business, it will not be
necessary to prove there was reasonable expectation that the operation
of the property would result in a profit, in order to obtain a full deduc-
tion.

This provision would not apply to a farm or a racing stable operated
by the corporation itself where more than 20 percent of the gross in-
come of such corporation came from such operations. This is because
the corporation must first be a personal holding company before this
provision will apply. Moreover, even if such a corporation is a per-
sonal holding company because more than 80 percent of its income
comes from investment sources, it will still have the opportunity of
escaping this provision by establishing that the property was held in
the course of a bona-fide business carried on for profit and that such
property was necessary for the conduct of the business. Even where
an investment corporation is running a yacht, city residence, or
country estate on the side, it is, nevertheless, recognized that certain
property may be necessary for the conduct of its investment business,
such as typewriters, office furniture, automobiles, and the like. Ex*
penses attributable to such property would satisfy the third test.

8. INCORPORATED TALENTS

Cases presented to the committee showed that individuals organ-
ized corporations for the purpose of hiring out their personal services
at a substantial. increase, over. the amount of compensation, such
principal stockholders contracted for with their corporations. Since
such corporations do not come within section 351 of the existing law,
the excess compensation retained by the corporation is taxed at lower
rates than would be apphcable to such excess income in, the hands of
the individials who performed the services. The committee believe
this' device constitutes '.a ,serious loophole, in the .existing .lw, and
recommends that the definition of "personal holding, company h;
sectiti,351-of tho existing law be amended so -as to .neludo,in apply-
ing. the, 80-percent-test the-fulla amount received by,.4he corpo uton
fkbm !contrae0.. for personal i series, (inol1ding, gaia from the ,se le or
other dispositionwtherieof) of any, individual (whothor ,or, not ,* shero*
holder), who, together with his family and partner, owns (directly or
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indirectly) 25 percent or more in value of the securities which con.
stitute "outstanding stock." The definition of the term "contract
for personal services" should include the condition that a partyother
than the personal corporation has the rigbh to designate the individual
who is to perform the services.. Someone for example, such as an
actor or artist, with more or less unique tafentsi incorporates himself
and draws a salary from. the corporation. The corporation contracts
out his service ,with a third party and the ' difference between the
amount paid to the individual as salary and the amount received
from the third'party is accumulated by the corporation.

Because of the condition in the contract for personal services that a
party other than the corporation must have the right to designate the
individual who is to perform the services, in order for this provision
to apply, it would not apply to-all cases where the corporation is hiring
out its employees to third partie.. Its application would be limited to
cases in which such other party has the right under the contract to
designate the individual Who is, to perform the service, and where" theindividual so designated,, with members of his family, owns25 percent
or more in value of the' securities which constitute "outstanding stocks"

4. ARTIFICIAL DEDUCTIONS FOR: LOSSES FROM SALES,, OR i EXCHANGES
OF PROPERTy, SECTION 24 (A) (6)

(a) There is a provision Jn:existing law which, does losses in the

case of sales or exchanges of property, between members of a family or
between a shareholder and corporation in which such shareholder
owns more than 50 percent in valup of the outstanding stock. How-
ever, the existing law, permits losses tobe establisied Uthrough the saleor exchange ,f capital assets between a personal holding corpwor~tio
and another corporation, even whore both 6corporatipns are. unde;
common control thereby permitting an advantoget;be taket,of any
adverse change inthe market price withoutauAetua :tranfer ofthe
assets, into other, hands. To,,correqt this situatjonkthe,.emittee
recommends that losses be disallowed between two, corporati nsif
more than 50 percent :in value! of the outstanding stools 9f!oth s
owned by the same individual (or members of his fa.i.y) and if either
one of the1 Corporations for, the prceding taxable year mot *je gposs
income test of a domestic personal holding company and during the
last half of such taxable year met, the, stock: ownership test of a
domestic personal holding company, or either one of the corporations
for the precding taxable year met the ross income test of a. foreign
personal holding company and'at any time, durng such yearmet the
stock ownership test of foreign personal holding; company.

(b) Under existing. law losses on sales and exchanges Lbetween an
individual and.hispartner's corporation are allowed as deductions even
'though the individual, himuff may. own some stock-in the corporation
Because oU the-,.close' relationship existing 'betweeAii ' partner; your
toiiihittee recommends that losses, dhoul4 be' diallowe6d between, an
individual and his partner's colpoiation if such individual own .stock
in such:corporatl n .isi i ,.'i'' lo) - , , , .

..(c) The cotutittee recoinniend.etha;tthe existing la be ilarifid_to
Confirm: the '.eas. *a; position, that loes; for eaniple- between, a
husband, 4nd'his 'iftlt irporationj or viv' rv rea, whether. r not hi

n,'any stock in, 1uh corpration should ntibe dedu ible..', ,
I~ ~ ~ ~ ~ ~ ~ ~~~~~~~d IO jtj' i j~' jbt:,ll i ~ 11S)~ j1
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(d) The committee also recommends that losses between the settler
of a trust and the fiduciary of any trust created by the settler should
be disallowed. It has been the practice even in the case of irrevocable
trusts for settlers of the trusts to shuffle back and forth between himr
self and the trustees, securities to establish: losses even though they
retained practical control over the trust., I
:*' (e) For the same reasons, the committee also recommends that

losses should be disallowed between fiduciaries of any trusts, created
by a, common settler.

(f) The committee-also recommends that losses should be disallowed
between a fiduciary of a, trust and any beneficiary thereof. In some
eases it has developed that the trustee has sold securities, to the
beneficiary at a loss., The trustee has then taken advantage of this
loss ;to offset the gain from other securities which has resulted to the
direct benefit 6f the beneficiary, notwithstanding the fact that he still
retains the securities i his possession.

' TheI committee also recommends that an, individual owning
stock in a corporation should be considered as owning, to the exclusion
of any other individual, the stock ownedlby his partner for the purpose
of denying losses from sales or exchanges of property. For instance,
A: may , own 45 "pe rent of the stOck of a corporation and hio partner
Own'6 percent of that stock. Although together they own more than
50 percent of the stock of the corporation, the existing law would per*
mit 'A to take a loss for the securities transferred to the corporaton",
The committee's. recommendation .would prevent the deduction of, a
loss inwsch a c asei.,

(h) The committee also recommends that section 24 (a) (6).of ax-
isting law be amended to include a provision similar to that contained
in section 351 providing 'that the stock owned by a corporation, part-ner~dlip, estate, or trust shall be considered. as being owned propor-
tiguately by its sharp, 01ders, partners; or 'other beneflciariesi or
el pe,. A, who o6 _wni,5 ' per et bf the" stockof cor'oationr X moy
alo*qw 5&1 percenltoft th e toc fcotpoiatLin Y, tl*hin 'iLturft 'bwI1
25 pe"q% oX t sck of poation X. 'J"f 1 ru look though or
potatzonaptu fd n mcO-
rationYrealowns indirectly 123 percent of th6 sto k U cor ration

, in addition to' his direct ownerhip of 45 erent 6f stock in' cor
poratinX,"Adding A's direct as well as his'indirect dw*nership in
co-poration X gather we find that, he ownsm6e than 51 percent
of 'the stock' ofcrpora.tion X" Therefore,. under, the com tte 's
reComme~4ation, A'would iot b allwed to dedu1 a loss oni the sileor exchange of'property to corporation .X. "' ' '... .. A",..

r. 0anC r OXS 0 sa xs :~r ,xss,
S. ARTIFICIAL DE~DUCTIONS5 POW~INTER39ST ANO1dift 5kt51XlI#SU to

The committee had pre sent to It certain cases wherein individuals
werejidebted to eah otler or corporations were ndebMe4 the 0.rm-
Opp4 stockhoders. In fact it omaePd out th4at p
c 076-=8 were, be of
dedgetions -The 20 141 Pt.d~le (eaPmembTi of h~fri~)Li
personMl )ior4ing oroion b& we o u jor par fith.;- ila

netm~omw W~d~ditresti ~reon.- sucW cae tqe4

*tW~A4h§ fqcp t&r~~ 16d th tea4'~ oH wa
7017 .- 2
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entitled to such payments, if he were on the cash receipts basis, would
not be required to report for income tax purposes, the amount owing
to him until actual receipt of the money. : Under such circumstances
the discharge of the debt may be postponed for an unreasonable length
of time with the result that the Government is delayed in getting its
tax and in many cases the payments fall in a year of no income with
the result that little or no tax is paid. The committee believes that
-such practices between individuals of a family or between corporations
under common control should be dealt with in such a manner as to
encourage reasonably prompt discharge of such obligations.

It is, therefore, recommended that in the case of a transaction
between persons, who under section 24 (a) (6) are not permitted a
deduction for loss from sale or exchange of property, where the debtor
makes his return on the accrual basis and the creditor makes his
return on the cash basis, deductions-under section 23 (a), Expenses
and under section 23 (b), Interest-accrued by the debtor within the
taxable year but not paid within 2% months after the close of the
taxable year should be disallowed.

This proposal should serve to stimulate reasonably prompt payment
of such accrued expenses in order that the debtor may secure the
allowance of the deduction. No hardship should result from the
requirement that the amount be paid within 2% months after the
close of the year of accrual since expenses of this nature usually should
be paid within that time in the ordinary course of business. While
this restriction would be applicable only to individuals and corpora-
tions in relationships covered by section 24 (a) (6), this class represents
the worst offenders in the use of this loophole.

6. MULTIPLE TRUSTS

The committee has given careful consideration to the question of
avoidance of taxes through the use of multiple trusts to accumulate
income. It is recommended that' in the case of all trusts for accumu-
lation, the $1,000 exemption granted under existing law be repealed.
This will prevent many of these trusts from escaping tax entirely. 'For
example, if an individual forms 50 trusts each of which has an income
of $1,000 a year to be accumulated, under existing law no income tax
is paid. Under the committee's proposal, the whole $50,000 would
be subject to some tax. This may not be the best remedy for the
situation and this question will receive further consideration by the
committee. It should be noted that the elimination of the $1,000
exemption would not affect trusts which distribute their income, since
such trusts are not taxable and the beneficiaries have the right to a
personal exemption under existing law.

7. FOREIGN PERSONAL HOLDING COMPANIES

The testimony taken by the committee has shown that foreign per-
sonal holding companies are beingutilized by citizens and residents of
the United States as a device for tax-avoidance purposes. ,Income
Which otherwise woul4 be subjected to 'the Federal income taxes is
being diverted to, and accumulated by, such companies in order that
th6 American. shareholders mayescapt, ein taxed thereon, Becaus
of the jurisdictional' difficulties and the difficUltie of collection of
taxes involved in reaching these foreign entities, they present i distinct
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problem. While the provisions of sections 351 and 102 of the present
law, which impose, surtaxe§ on the undistributed, profits of' core
operations, by their terms apply to foreign as well as. to domestic cor-
porations, it appears necessary for the protection ofthe revenue that a
separate method of taxation be, provided for with respect to certain
types of foreign personal holding companies. I .

Although in most cases the foreign personal holding company is
effectively beyond the jurisdiction of the United States, the share-
holders of such corporation who are American citizens or residents are
generally within such jurisdiction. Consequently it has been con-
cluded by the committee that a method of handling this situation
should be devised whereby the income of foreign personal holding com
panics might be taxed to the shareholders pro rata whether such in-
come was actually distributed to them or not. The fiscal authorities
in other countries where income taxes are imposed have been faced with
a similar problem as to the taxation of foreign personal holding com-
panies and Canada has now in effect a provision 'which in principle
accords with the committee's proposal.

The committee's recommendation in general is that the undis-
tributed part of a foreign personal holding company's net income
should be included in the gross income of the American citizen or
resident just as if such undistributed income had actually been
distributed. Provision has been made so that such income would
not be again subject to tax when actually distributed. -

This proposal recommends a method of taxation which is a departure
from any previously used with respect to corporate income. The
committee feel, however, that this innovation is necessary to protect
the revenue and prevent further use of one of the most glaring loop-
holes now existing. The proposal would affect only foreign corpora-
tions which are owned 50 percent or more by five American citizens
or residents (including members 'of their families) and which have the
same type of investment income which makes a domestic corporation
subject to tax as a personal holding.company., Real foreign operating
companies or widely held holding companies re not included. How-
ever, it shouldbe served that araw foreign corporations, not subject
to these recommendations in respect to, foreign personal holding
companies, may fall under section 102 or section 351. , The committee
believes that the recommendation is not any more drastic than the
situation requires. The detailed recommendations of the committee
follow: .

1. The undistributed adjusted net income of the foreign personal
holding company for'its entire taxable year, should be included in the
gross income .of the American shareholders (that is,, United States
citizens, resident aliens, resident states or Itrusts, domestic pattner-
hip,' aid domestic corporations) to the followingeXteit:.

A If the corporation constitutes a' foreign personal holding comL
pany on the last.day of its taxable year, then. each American sharem.
holder. should include in his gross income thb -miount he4ould have
received , if the entire, tidigsribited.. adjusted net income had, been
distrbutbd by the 'corpolith 'blo stich day; but-

) ()If the lat day 0 whichth6erpotaton constitute a foreign
p~isonal holding company fals #ithii andnot &t the end of itstauxble
year, then only that ptopo4ion of the'l -jnldittii d adistedi net

inome for the'teniW taxable yar eqal 'to the portion :of the tixabl



TAX EVASION AND AVOIDANC

year up to such last day should be included in their gross income by
the American shareholders as though distributed by the corporation
on such last day.

In every case, the American shareholder should include his distribu-
tive share of the undistributed adjusted net income of the corporation
in his gross income for his taxable year in which or with which the
taxable year of the corporation ends.

2. The undistributed adjusted net income should be computed by
deducting from the adjusted net income the dividends-paid credit
allowed under section 27 of the Revenue Act of 1936, computed, how-
ever, without the benefit of subsection (b) thereof, which relates to the
dividend carry-over.

3. The adjusted net income should be computed by deducting from
the net income Federal income taxes paid or accrued under section 231
of the present law with respect to the taxable year.

4. The net income of a foreign personal holding company should be
computed, not in the manner provided for in, Supplement "I" relating
to foreign corporations, but in the same manner, and on the same basis,
as the net income of a domestic corporation except that:

(A) The gross income should include the distributive share of the
undistributed adjusted net income of any other forei personal hold-
ing company in Which the corporation owns stock.' This provision is
necessary in order to reach income being accumulated by a chain of
two or more foreign personal holding companies.

(B) The deductions permitted under section 23 (d) (relating to taxes
of a shareholder paid by a corporation) and section 23 (p) (relating to
pension trusts) should not apply.-
* (C) Deductions for the maintenance and operation of yachts,
residences and country estates should be limited as proposed in respect
to domestic personal holding companies. It should be noted tiat the
effect of this recommendation would be to include m the net income of
foreign personal holding comPanies interest received, by, their on
obligations of the United States,

5. The entire, undistributed adjusted net income of a foreip perry
sonal holding company for a taxable year with respect to *which the
American shareholders are required to return their distributive Shares
should be treated as paid-in surplus of the' corporation. This rule is
necessary, to permit tax-free distribution, of amounts returned by the
shareholders as constructive dividends., By treating such income as
paid-in surplus the subsequent distribution is not made out of earnings
and profits so as to constitute a taxable dividend., Since the present
law provides that all distributions are made out of earnings and
profits to the extent available, the recommended rule would operate
.to require the corporation to distrbuteafU of it accumulated earning
before it can make a tax-free distribution to 'th) .Pheholders,'of th
undistributed? adjusted net income'. preyqusly- included n thoir
returns.,

0. The .Ameican s~areioder should 'iot be alloWed ay.credi
against, their Federal income taxes or foreign iomme taxes a.y
paid by the foreign pe 4nal holtng po' n an' n r''pect to the un
tnbu adjusted net in* retu I hecesuch credit is notaad1l1iaittiy~ly ifsbe though, it' mnhts ee4

eutable under the d3pistne. oeer , sh~ld e ote
tat in computing the-Aet ic n qf th& to *o
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foreign taxes will be allowed to the same extent as in the case of a
domestic corporation which claims no foreign tax credit.

7. It is recommended that a foreign personal holding company be
defined in substantially the same manner as a domestic personal hold
ing co any is defined in section 351 of the existing law, with the fol-
lowing changes;

(A) Eliminate the exemption of banks, life-insurance companies
and surety companies, and provide that the five or less individuals
must be American citizens or residents.

(B) In the gross income test: (1) Change the minimum require-
ment to 60 percent; (2) do not limit gross income to gross income from
sources within the United States; (3) include rents the same as proposed
in the case of domestic personal holding companies; (4) include the
same provisions with respect to incorporated yachts, country estates,etc., and incorporated talent as proposed in the case of domestic
personal holding companies; (5) include income from estates or trusts
and gains from the exchange of stock or securities the same as proposed
in the .case of domestic personal holding companies; (6) include gains
from future transactions on boards of trade or commodity exchanges
as proposed in the case of domestic personal holding companies; (7)
include in the gross income of the corporation its pro-rata share of the.undistributed net income of any other foreign personal holding com-
pany in which it holds stock; (8) provide that, if in any taxable year
the gross income from the items mentioned equals 60 percent or more
of the total gross income of the corporation, the gross income test for
subsequent years should be 50 percent until for each of three consecu-
tive years it falls below 50 percent, or the corporation ceases to qualify
under the stock-ownership test.
* (C) In the stock-ownership test: (1) Include convertible securities
and options the same as proposed in the case of domestic personal
holding companies; (2) provide that in determining ownership of stock
owned by an individual stock owned by a partner of such individual
should be included; (3)'make the test apply to any time during the
taxable year.

8. It is further recommended that a 7-year statute of limitations
on assessment and collection without assessment be provided to apply
where the American shareholder fails to include ialis gross income Is
distributive share of the 'undistributed adjusted net income of the
,corporation.

OBTAINING INFORMATION RELATING TO FOREIGN PERSONAL', HOLDING
COMPANIES

It is difficult to secure complete information with resPect to foreign
,personal holding companies formed by American citizens or residents
,due to the lack of effective jurisdiction over such companies. In order
tomake the new method of taxation in respect of foreign personal
holding companies effective, it is necessary to Five the Treasury the
power to require certaininformation from American citizens, residents
and other American entities, with respect to the formation, organiza-
tion, or reorganization! of foreign corporations generally and, also
information as to the income, 9tockholding etc., of ore corporations
,which are personal holding companies. It is the understanding of the
committee that under the authority, contained in sections 51, 52, 142,

't-*Af~i6 AND AW13DAIM1



0TAX EVV*ROI ADV "_WW I

and 187 of the Revenue Act of 1936 the Treasury will'7require each
person filing income-tax returns to set forth his ownership of stock'
in foreign corporations. Additional statutory authority is believed
necessary and the committee makes the following recommendations:

1. It is recommended that every person who, on or after the enact.
ment of the act, is an officer or director of a foreign personal holding
company and every American shareholder who owns 50 percent or
more of its stock, directly or indirectly (including, in the case of an
individual, the members of his family), should, under regulations
prescribed by the Commissioner with the approval of the Secretary,
and with respect to the period he holds such office, or retains such
ownership, be required to file returns under oath monthly or at such
other times as may be required by regulations, showing the name and
address of each shareholder and class and number of shares held by
each -in such foreign personal holding company, together with any
changes in stock holdings during such period, and the name and
address of each holder of a security convertible into stock of such
company, which the Commissioner under regulations approved by
the Secretary of the Treasury prescribes as necessary for carrying out
the provisions of the proposed legislation. It is recommended that
this information be required if the company would have been a
foreign personal holding company for the preceding year or for the
taxable year beginning in 1936, if this act has then been in force and
effect, or if such person has reason to believe it will be a foreign per-
sonal holding company at any time during the current taxable year.

2. It is recommended that criminal penalties be imposed for willful
failure to file the statement required in the preceding paragraph,
of a fine of $2,000 or imprisonment for 1 year or both.

3. It is recommended that an American shareholder owning 5
ercent or more of.the stock of a foreign personal holding company
e required to set forth in complete detail in his tax return the gross

income, deductions and credits, net income, adjusted net income and
undistributed adjusted net income of such company.

4. It is recommended that, under rules and regulations prescribed
by the Commissioner with the approval of the Secretary, returns
under oath be required to be filed by any persons who after the
enactment of the proposed act, aid, assist, counsel, or avise in, orwith respect to, the formation, organization, or reorganization of any
foreign corporation, which returns should contain such information
as the Commissioner with the approval of the Secretary by rules and
regulations prescribes as necessary for carrying out the provisions of
the act. Such returns should be required to be filed monthly or at
such other times as the Commissioner with the approval of the Secre-
tary may by rules and regulations prescribe. This information is
isential in order to ascertain those persons seeking to utilize the
device of the foreign personal holding company. For obvious reasons,
however, the requirement should not be limited to cases of foreign
pern3onal holding companies.

5. It is recommended that, under rules and regulations prescribed
by the Commissioner with the approval of the Secretary, a return
under oath be required to be filed within 90 days after the enactment
of the proposed act by every person who, since January 1, 1934, and
prior to 90 days after the enactment of the act, has aided, assisted,
counseled, or advised in the formation, organization, or reorganization
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of a foreign corporation, which return-should contain such information
as the Commissioner with the approval of the Secretary, by rules and
regulations, prescribes as necessary for carrying out the provisions
of the act.

This information is necessary to ascertain those persons who have
actually utilized the device of the foreign personal holding company.
For obvious reasons, however, it should not be limited to the case of
foreign personal holding companies. The date of January 1, 1934
is taken because it coincides with the effective date of the original
provision imposing a surtax on personal holding companies.

6. It is recommended that criminal penalties be imposed for willful
failure to file complete and accurate returns required by the two
preceding paragraphs of a fine of $2,000 or imprisonment for 1 year
or both.

ADDITIONAL LEGISLATION RELATING TO FOREIGN PERSONAL HOLDING
COMPANIES

There appears to be no justification for the continued existence of
foreign personal holding companies owned by American citizens or
residents and it is believed that practically all of such companies have
been created with the sole purpose of avoiding or evading the imposi-
tion of the surtax on their shareholders. It is believed as a matter of*
fiscal policy that the dissolution of such companies should be effected
as promptly as possible and the committee accordingly makes the
following additional recommendations to encourage such dissolution:

1. It is recommended that in the case of liquidation of any foreign
personal holding company wherein the distribution of assets and dis-
solution of the corporation is not completed on or before December 31,
1937, notwithstanding the provisions of section 117 (a), 100 percent.
of the gains recognized on such liquidation should be taken into account
in computing net income except that if evidence is submitted to the
Commissioner prior to January 1, 1938, which establishes to his
satisfaction that due to the laws of the foreign country in which it is
incorporated, or for other reason, it is impossible to distribute the
assets and complete the dissolution on or before December 31, 1937,
the Commissioner should be authorized to extend such period to not
later than June 30, 1938. Under existing law it is possible for as little.
as 30 percent of the gain to be taken into account in computing net.
income.,

2. It is recommended that in the case of any person dying after
the enactment of this act owning stock or securities of any corporation
which for its taxable year preceding his death met the gross-income
test of a foreign personal holding company and at any time during
such year met the stock-ownership test of a foreign personal holding
company, the basis of the stock or securities acquired by the decedent's
estate from the decedent or acquired by others from the decedent by
bequest, devise, or inheritance should, notwithstanding the provisions
of section 113 (a), be (1) the fair market value of such stock or securities
at the time of such acquisition or (2) the same as it would be in the
hands of the decedent, whichever is lower.

3. It is the intention of the committee to consider measures for the
treatment in the case of sale or exchange after December 31, 1937, of
stock or securities of such corporations as foreign personal holding
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companies in such manner as to obviate the possibility of such sale
or exchange under such circumstances or through such devices as to
obtain the advantage of section 117 (a), and to recommend thereon
at a later date.

4. The committee has made the recommendations above for addi-
tional legislation to prevent the use of foreign personal holding com-
panies by American citizens and residents as devices for the evasion
and avoidance of Federal income taxes and to encourage the prompt
dissolution of existing companies of. this type. The committee be..
lieves that these recommendations, if adopted, will contribute greatly
to the attainment of these ends. It also recognizes the complex char-
acter of the problem and the difficulty of framing a tax law which is
proof against all the varied and complicated devices involving the
use of foreign entities which legal ingenuity may evolve in the future.
The committee is therefore of the view that it should continue its
study of this problem and should consider other and additional meas-.
ures which may be feasible for preventing the use of spurious foreign
entities to thwart the intent and purposes of the revenue laws. Ac-
cordingly, it is the intention of the committee to consider possible
measures for the creation of administrative and judicial procedures
including criminal penalties, to prevent the formation and compel the
dissolution of artificial foreign entities availed of by American citizens
or residents to evade or avoid Federal income taxes, and to make
recommendations at a later date with respect thereto.

NONRESIDENT ALIENS

Section 211 (a) of the Revenue Act of 1936 imposes a tax on non.
resident aliens not engaged in trade or business in the United States
and not having an office or place of business therein at the rate of 10
percent upon their income from interest, dividends, rents, wages
and salaries, and other fixed and determinable income from sources
within the United States with no allowance for the deductions from
gross income and credits against net income allowed to individuals
subject to normal and surtax on net income. In the case of a resident
of a contiguous country, the existing law provides that such rate may
be reduced to not less than 5 percent as maybe provided by treaty
with such country. This flat tax, which is in effect imposed upon
gross income, is in the usual case collected at the source by means of
withholding, and has worked well both from an administrative and
revenue standpoint. The additional revenue derived is estimated to
be not less than $15,000 000 per annum. - However, evidence presented
to the committee discloses that certain wealthy nonresident aliens
have had their Federal income taxes substantially reduced by this
new, system. In fact, it has permitted certain former citizens of
the United States who have now become citizens of.other countries
but who derive a large amount of income from American sources
within the United States, either directly or through an American
trust, greatly to reduce their taxes... This is due in the main to the
fact that if these individuals were subject to both normal and surtaxes,
the effective rate of tax on their income from American sources would
be much higher than the 10-percent rate applicable to such income
under existing law. To remedy this situation the committee makes
the following recommendations:



1. Subject to the normal and surtax on net incomes from the sources
mentioned in section 211 (a) of existing law, nonresident aliens (now
taxable under that section) whose net income from such sources is
more than $21,600, which is the approximate point at which the
effective rate becomes 10 percent. It may be possible that some non-
resident aliens may pay less tax under this proposal than they do under
existing law. To remedy this the committee recommends that the
tax under the proposal shall not be less than the tax which would be
payable under existing law on the gross income from such sources.
In order that this new rule may not unduly increase the tax on non-
resident aliens whose net income is just sufficient to bring them within
this proposal, the committee also recommends that the tax shall not
be increased by more than the amount of net income in excess of
$21,600. Nonresident aliens subject to this proposal will still be sub-.ect to the withholding provisions at the rates imposed under existing
law but they will be entitled to a credit for the amount of tax which
has been withheld at the source on such income in computing their tax
on the income from the sources specified in section 211 (a). They will
be entitled to the same deductions and credits applicable to such in-
come as in the case of nonresident aliens taxable under section 211 (b)
of existing law, that is, nonresident aliens engaged in trade or business
in the United States or having an office or place of business therein.

2. For the purpose of administering this proposal, the committee
recommends that all nonresident aliens whose gross income from the
sources specified amounts in the aggregate to $21,600 or more be
required to file annual returns with the collector at Baltimore, Md.
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