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TO PROVIDE REVENUE FOR WAR PURPOSES.

THURSDAY, SEPTEMBER 26, 1918.

UNITED STATES SENATE,

CoMMITTEE ON FINANCE,
Washington, D. C.

The committee met pursuant to call, at 10.30 o’clock a. m., in
the committee room, Senate Office Building, Senator F. M. Sim-
mons presiding.

Present, Senator Simmons (chairman), Williams, Robinson, Jones,
Gerry, Nugent, Penrose, Lodge, McCumber, Smoot, and Dillingham.

The committee had under consideration H. R. 12863, an act to
provide revenue, and for other purposes.

The CaarRMAN. There are some gentlemen here representing the
Aircraft Board who desire to present to the committee a matter
connected with the production of aircraft as affected by the revenue
bill. We will hear from anv of you gentlemen who desire to be
heard upon that subject. First to be heard will be Mr. W. W.
Montgomery. -

STATEMENT OF MR, W, W. MONTGOMERY, JR.

Mr. MonTgoMERY. Mr. Chairman, Maj. C. C. Campbell and Maj.
Robert H. Young are with me representing the Bureau of Aircraft
Production, of which Mr. W. C. Potter is the acting director in the
absence of Mr. Ryan, who is now abroad. The subject in which
we are interested is one which I think concerns the whole Army,
and probably all the branches of the Government which have any-
thing to do with construction work, or with the purchase of supplies
of any kind. However, we, of course, only undertake to speak for
ourselves. '

. We have found that the question of amortization, or the extraor-
dinary depreciation of manufacturing industrial plants, has been
one of increasing importance. As you all know, costs of construc-
tion are enormous now, probably two or three times as great as
they are in normal times.

enator NUGENT. Are you speaking of the construction of aircraft %

Mr. Monteomery. No, sir. 1 speak of the construction of piants
and machinery and facilities of all sorts—manufacturing particu-
larly T refer to. They are probably two or three times as great as
they are likely to be after the war; although that is a matter of
speculation. Furthermore, one subject Whi‘clzg is very apt to be lost
sight of is that the industries of the country are called upon to
erect plants for war purposes on an enormous gcale, probably several
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4 TO PROVIDE REVENUE FOR WAR PURPOSES.,

times as great as any demand for their products, or any other de-
mand- for which those plants would be adaptable, after the war. The
consequence 1s that there is going to be, as far as anyone now can
foresee, an enormous depreciation in the market value of those plants.

It becomes necessary, in Army contracts made directly with the
Government, t0 make allowance in some way to reimburse the con-
tractor for the depreciation which he is bound to suffer. That has
been done in several ways, sometimes by undertaking to estimate
it in advance, and agree to a certain rate of depreciation or amortiza-
tion. In some cases it is done by providing that after the war, or
at the termination of the contract, as the case may be, there shall
be an appraisement of the market value again, and the contractor
shall be allowed, as depreciation, the difference between his actual
cost and the then market value.

But under the revenue laws as they now exist, the contractor is
allowed for depreciation only a fair allowance for wear and tear,
and ordinary obsolescence, but nothing for ordinary depreciation.

The CaairMAN. Do you mean to say the department 1s now enter-
ing into agreements to pay contractors a certain amount for amorti-
zation ¢ :

Mr. MonTGoMERY. All the departments of the Government

The CealIRMAN. We are dealing only with an allowance for the
purpose of deduction.

Mr. MONTGOMERY. Yes, sir.

The CaamrMAN. But I infer from what you have said that the de-
partment is entering into some agreements with them to make them
an allowance?

Mr. MontGoMERY. Not affecting taxation.

The Cramman. Not affecting taxation at all?

Mr. MonTcoMERY. No, sir.

The CaarrmaN. That is what I want to know, what you are doing,
and to what extent you are doing 1t?

., Mr. MONTGOMERY, ft is done necessaril{uto a very large extent. In
fact, there is not-a contract made in which that is not taken into
consideration. If a flat-price contract is made, you necessarily figure
in advance what the depreciation is going to be, and then you spread
it over the whole con?ract. In a ‘cost-plus contract usually it 1s
provided for separately. The General Staff have taken the position,
which seems to me an entirely logical one, and are putting into effect &
regulation to apply throughout the Army, as I understand it, that
this subject of depreciation is in all contracts—flat-price as well as
cost-plus—to be made a matter of separate stipulation, in order that

ou shall not leave the contractor to include in his estimate or his
Eid a speculative element, because the factor of safety which the
contractor figures in making his estimate is always going to be so
higll: that he can not possib%y take a loss, and the result is that 1t'1s
rather extravagant from the Government’s point of view. There-
fore their theory is—and it seems to me it is very logical—that this
amortization should be treated as a separate item, in which the Gov-
ernment takes whatever speculation there is and pays the actual
depreciation suffered.

England they have found it a matter of such vital importance,
as I understand it, although I do not state this as a positive fact,
as absolutely accurate, with all their war-munitions plants they are
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providing for amortization to the extent of 100 per cent of the actual
cost of construction. So far we have not found it necessary to do
that, except possibly in plants erected for some specialties, where
there is obviously going to be no use whatever for them after the
war,

Therefore, as 1 say, this question. of amortization really enters
directly or indirectly into every Government contract. But the
subcontractor who is manufacturing munitions of war and putting
up plants especially for it, but not contracting directly with the
Gl())vernment, has no such protection. I have not the figures, but I
suppose the number of men who are making supplies for direct con-
tractors with the Government probably in the aggregate is several
times as great as the number of direct Government contractors.
The result is that we are finding that those people are unwilling to
undertake to erect plants and install facilities for the manufacture
of those things which we must have, because they can not see their
Wa%' out. They are bound to suffer a great loss.

he CaAalrMAN. I understand you now to say that there are two
methods by which you provide for reimbursing for amortization
purposes. One is that you agree to pay a flat sum, some percentage
of the eost of the plant. The other is that you include it in your
contract price?

Mr. MoNTGOMERY. Yes, sir.

The CaairMaN. Which method do you most generally adopt?

Mr. MoNTGOMERY. I do not know that I could answer.

Maj. CamMpBELL. The spreading of it over the cost of the contract.

Mr. MoNnTGOMERY. Maj. Campbell thinks that the spreading of it
over the cost of the contract has been the most frequently used. -

The CaATRMAN. Putting it in the price?

Mr. MonTGOMERY. Putting it in tﬁe price; yes, sir.

The CratrmaN. This is important in connection with what you are
going to ask us to do, and I would like to know if you can give the
committee an idea of what you allow for that in your contract price ?

Mr. MonTgoMERY. We could get for you any figures that you
want. But that can not be answered by any short answer, because
W varies tremendously with the kind of plant. For instance, in
chemical plants the rate of depreciation will be very much greater
than in certain other kinds of plants. Things which require tools
and machinery of a certain sort, which are designed and constructed
to make a certain article, are useless except for a scrapping value
after the war. That is not so with all kinds of machinery. So that
you see to answer your guestion definitely would really require a
very elaborate answer, and giving you a good many statistics, which
we can not get.

The CratrMaN. It would require some classifications?

Mr. MoNTGOMERY. Yes, sir; considerable.

The CHa1RMAN. Can you not furnish us later an answer, not dealing
with it accurately, because I do not think you can do that, but
:ﬁg;‘?;umatmg as near as you can, about the percentage that you

Mr. Mo~rTteoMERY. We will get you up the most accurate figures
We can; yes, sir,

Senator Smootr. In that connection I want to ask you a question.
You say the plan of spreading it over a certain number of years, and
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paying for the same by an increased price paid for the article pur-
chased, is the one that has been most usually adopted ?

Mr. }JONTGOMERY. Spreading it not over a period of years, but
slfarea.dmg the amortization allowance over all the articles, the number
ordt,ons the number of feet, or whatever it may be that are being
ordered.

Senator SmMoor. Do you mean to say that you take care of that
amortization in one year ?

Mr. MonTcOMERY. We take care of what is estimated to be the
fair amortization, not necessarily a hundred per cent of the cost,
but what we estimate ought to be apportioned to that.

Senator SmooT. I judged that to ge the case. Suppose the war
should end in a year. In that case what would you do? Would you
make the balance up, or does the contract provide that the balance
should be made up on the part of the Government in case the amor-
tization allowed does not cover the increased cost ?

Mr. MoNTGOMERY. In some cases it does.

Senator SMooT. It must in all cases. :

Mr. MonTcoMERY. No. The difficulty is that in spreading it over
the price of the article, there is a speculation as to how long the war
will El)ast, and that is where the extravagance, to my mind, from the
Government point of view, comes in, because the contractor is going
to be safe in that in every case.

Senator SMooT. That is what I was getting at. It seems to mo in
that case the only thing to do would be to spread it over a number of
years, but have it understood by the contractor that if the additional
cost is not covered during the time of the war, then of course the
Government would make up whatever difference there was, and in
that case I have not any doubt but what the Government would save
from the contractor an immense amount of money.

Mr. MoNTGOMERY. It scems to me so. I know that is the opinion
of the Judge Advocate General, who is strongly opposed to agreeing
to definite allowances in advance, but feels we are speculating on the
future, and that we do not know.

Senator SMooT. And you know the contractor will not speculate
on it. He will not take any more chances than he has to.

Mr. MoNTGOMERY. Exactly.

Senator JoNEs. I gathered from what you said that where the
Government awards a contract for a fixed quantity of any material,
necessitating the erection of a new plant, the contractor will figure
into the entire quantity of the article'the cost of the plant; or, rather,
what he would consider a loss on the plant.

Mr. MONTGOMERY. Yes, sir. _

Senator JoNEs. And that amortization is cared for, not in terms
of vears or time, but in terms of articles to be furnished ¢

r. MoNnTcoMERY. Yes. That is what I tried to explain.

Senator SmMooT. I understood that. But it seems to me that as
long as that plant is made for a special purpose, and the Government
has to pay for it, it should not be covered in the first order, because
if the war continues very long, they will receive additional orders and
it ought to be covered in whatever is produced from that plant for
the Government. .

Mr. MonTGOMERY. As a result of the experiences of the past year
and a half, we have all learned a good many things, and the Gen-
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eral Staff is trying to put into effect throughout the Army, and is
utting into effect, a uniform practice of contracting and uniform
orms of contracts. As a matter of fact, I was chairman of a com-
mittee, representing the different bureaus of the Army, which worked
very hard on that subject for two months this summer, and made
recommendations, which have since been overhauled by the director
of purchases, storage, and traffic of the General Staff and his board,
which is called the superior board of review.

As a result largely of the recommendations which our committee
made, the General gtaff is adopting this policy, as I understand,
that this amortization shall be taken care of in this way, that every
contract shall provide that there shall be allowed for depreciation
to be paid at the terminatien of the contract, an amount to he arrive
at 1n this way, that an appraisement is then to be made of the fair
market value of the plant at the end of the contract, and the con-
tractor is to be allowed the difference between the actual cost of
facilities expressly provided for this contract—nothing else—and the
fair market value at that time. Or, in cases where there is no fair
market value, and the contractor himself is the only person who can
be a purchaser, because they are mixed into his plant so that they
can not be separated, then the fair additional value to his plant by
reason of those facilities.

That, it seems to me, will work in this way—that if at the termina-
tion of the contract the war is still going full blast, the probability
is that the glant will be of great use, of great value, to that contractor,
or somebody else who would like to take it from him, either to sup-
ply us with munitions of war or to supply the allies. Therefore, if
that is the case, the Government certainly is entitled to the benefit
of that market value. That condition will be represented in renewalt
contracts, and eventually it will all wash out at the end, because it
seems to me, automatically that will be the result.

I think that an order has gone out, one of the series of orders
which are designated ‘‘Supply Circulars,” from the General Staff—
if it has not, it is about to go out—which is going to put into effect
throughout the Army that method of dealing with this subject of
depreciation. If so, it will carve out, as I understand, from all
flat-price contracts, any estimated allowance to be put into the price
per ton, per [pound, or per foot. To my mind 1t is much more
accurate and logical, and avoids that element of speculation.

Senator McCumBER. Do these contracts of which you speak all

contain the cost-plus provision ?
. Mr. MonTGoMERY. Oh, no, sir; that is only used now where there
18 no other way to do it. It has served a very useful purpose, in my
Judgment, and no doubt cost-plus contracts will always be necessary
to some extent. But of course, with the greater experience and
greater knowledge of the cost of manufacture of diﬂ'grent things,
and all that, as it is worked out now, and the advance payment
provision, which was in the urgent deficiency bill last October, the
situations which made the cost-plus contract imperative in a great
number of cases before have been reduced to a minimum.

Senator McCumBER. You think, then, you are eliminating to some
slight extent the robbery of the Government that has obtained so
far under the cost-plus system ?
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‘Mr. MonTgoMERY. To my personal observation, I am nat con-
vinced that the robbery has existed, but if it has, we are eliminating
it so far as we can.

Senator PENROSE. Put it ‘‘wastefulness’ instead of ‘‘robbery’’;
and disturbance of the labor market.

Mr. MoNnTaoMERY. That, too, is not an inherent difficulty in the
oost-plus contract as such. There are provisions in the cost-plus
contracts now to meet that subject.

Senator PENrRoSE. I am not going into an argument with you
about cost-plus contracts. I only want to say that in Pennsylvania
there has been a great deal of disturbance in the labor market because
the 10 per cent man can pay anything for carpenters and other
laborers, and take them away from others,

Mr. MoNTGOMERY. In the bureau of aircraft production there
have been, I think, not more than half a dozen contracts which were
let on the basis of cost-plus percentage. All of them have been
cost plus a fixed profit, with a bonus for saving below an estimated
coit_at. So that it climinates, I think, the objection to which you
refer,

The CuairMaN. I do not know how rigidly you supervise the
expenditures that enter into the item of cost. But I would assume
' that if the Government lets a contract upon the cost-plus basis, the
Government would maintain constantly some sort of supervision
jover the prices that the contractor was paying, both for labor and
materials, and see that the price was a bona fide one, and that it was
not excessive,

Mr. MoNTgoMERY. I think we have met that. .

The ('nairmaN. I would like to have you state whether that is so
Or not,

Mr. MONTGOMERY. -Yes, sir; that is done.

The Cuairman, Because thore is a general impression throughout
the countrv—and I am afraid the Senator from Pennsylvania par-
ticipates in that —that the Govérnment just lets the contractor under
this scheme of compensation Fay any price that he pleases for labor,
and pay any price he pleases for material, adding, thereby, of course,
if it 1s an excessive price, to his commission. I wish you would ex-
plain to what extent the Government does provide supervision to
protect itself against that sort of exploitation. _ _

Mr. MonTeoMERY. The condition you suggest 13 not so in our
bureau. It exists, so far as I know, in no case, and we met it in three
ways. In the first place, the profit 18 a fixed one. 1If the estimated
cost, which we estimate in advance—and which we among ourselves
call the “bogey’ price—is exceeded, there is no advantage to the
contractor. %’l{s profit does not go up. If he saves, and gets below
the bogey price, he gets 25 por cent of the saving thut he makes, and
the Government gets 75 per cent. There is thereby a direct incen-
tive to the contractor to keep down his costs. We may guess wrong
in fixing our bogey price. I} 80, we are this much better off than we
would go in a flat price contract, that if we made an error in fixing
our bogey price, we lose to the contractor only 25 per cent of our
error, whereas if we make an error in a flat-price contract, he gots &
hundred per cent of our error. _

In addition to that, we have in our bureau-—and the general stafl is
establishing it, following our practice, in all the bureaus in the Army —
what is called an approval section. We have a staft of men who are
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what are supposed to be men qualified in prices, in construetion
work, in manufacturing, in cost of maehinery, in cost of material, and
all that sort of thing, and I think I am correct in saying that every
item 18 supervised, and every expenditure of the contractor is O. K'd
by us.

“Senator McCumBrr. The question of material is not the principal
element of cost to the Government. It 1s the matter of labor, and
it is not & question of how much you pay that labor but what you
get out of that labor. For instance. you take the construction of
these buillings around on these vacant lots surrounding us. We
know that tho laborers are not producing more than 3} per cent of
what a laborer ought to produce within the hour, and we know that
you aro ndding 664 per cent to the labor cost of that construction,
and the Government has to pay it.

Mr. MontaoMERY. Yes, sir. But let me suggest this thought to
vou: The contractor, under a flat-price contract, knows he has to
meet that situation, and the result 1s that his estimate covers that
very feature.  We do not get away from that under anv kind of a
contract.

Senator SMooT. You say that is the case with your bureau. That
was not the case when they were builtine the ‘cantonments, when
they were paying $5 or $6 for boys to pack water, and taking away
from employers % know of here, negro men who were receiving $60 a
month, and paying them %9 or $10 a day for carpenter work; and
they never had a hammer in their hands, I suppose, more than half
a dozen times in all their lives. Your department may not have
done this, but when the cantonments were first built that was the case.

Mr. Monteomery. I have heard that sail. I have never per-
sonally scrutinized the operation of their contracts. I have scru-
tinize.d their contracts with some care.

Sinator McCumpir. I have scrutinized the operation in their
work. '

Mr. MonTaoMERY. I think I can safely say that if there have been
any abuses of that kind in our bureau, 1t would be hard to discover
them. I can not answer for the others.

I want to say this, too, that in our contracts we have always had
a provision, which was really suggested by the War Industries Board
4 vear ago last August, that no increase in the rate of wages should
be paid By any contractor under our cost-plus contracts beyond the
rate prevailing for similar labor in his community without the per-
mission of tho Government. A slight amplification, I think an im-
provement of that clause we hve been using is now being put into
effect by the Genoral Stafl in all cases where the cost-plus contract,
plan is used.

Senator PENROSE. Have you known cases where these 10 per cent,
contractors have put in their subscriptions to the Red Cross as part
of the expenses for the work, and got 10 per cent on them ¢

Mr. Moxreomery. I have read of those'in the papers. But that
has not been so with us, because we have not had any of these 10
per cent contracts.

Senator Pengrose. That is a case cited by the accountant for the
FHog Island shipyard, who has written an article in the Forum on the
sulﬁect, which I nope to show the committee.

r. MontgomERY. Yes; by Perley Morse. I read it with a good
deel of interest, because I had made some study of the cost-plus
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contracts, and it seemed to me that his argument was a collection of
abuses which are possible, not as a result of using a cost-plus con.
tract, but of an improperly drawn cost-plus.contract, and T think
1 can say with entire conviction, so far as I am concerned that the
cost-plus contract which will be used hereafter, and used only when
there is not any alternative will eliminate practically every one of
tho difficulties to which Mr. Morse calls attention in that article. 1
may be wrong, but T am thoroughly convinced that is correct.

Senator PENrosk. I can see how in the future careful supervision
and a more caroful phraseology in the contracts will eliminate many
of these abuses. I am talking more as to the experience of the past.

Mr. MonTcoMERY. Yes, sir. Out of fairness to ourselves, who
have had a good deal of contracting to do, we have learned a Jot.

Senator SMooT. The only justification 1 could ever think of for
this cost-plus contract was that the construction of the building or
the article itself was of more importance to the Government than
money,

Mr. MonTaovery. Of course, that is the great justification in many
cases. But there are two other considerations which were impera-
tive, or have been in the past were certainly a year ago, that is, that
in many articles nobody—neither manufacturers or Government
officials—knew what the cost of that manufacture was going to be,

Senator Rorinsox. What is your suggestion with reference to this
bill? Let us get down to something tﬁis committee has jurisdiction
of. Do you desire to present amendments to the bill or (10 you sup-
port provisions in it ?

Mr. MonTaomEry. [ will present a matter of amendment.

Senator WinLiams, Mr. C{:airmnn, I would like to ask the witness
a question. Mr. Montgomery, have you any amendment drawn up
that you propose to offer to the committee !

Mr. MoxreomERy. Yes, sir.

Senator WiLLiaus. | suggest we hear it and have it explained.

Mr. MoNTGoMERY. A part of this is practically a quotation of the
bill as it was passed by the House. Other parts are quite new.

(Mr. Montgomery theroupon presented and read the following pro-
posed amendment to the committee:)

(A) In the case of buildings, machinery, equipment, or other facilities, constructed,
erectod, installed, or acquired, on or affer April sixth, nineteen hundred and =even-

teen, for the production of articles contributing to the prosecution of the present war,
there mey shall be nllowed a reasonable deduction for the amortization of such part

of the cost of ruch facilities as hus been borno by the taxpayer, but not again includ
ing amounts otherwise allow ed under this titlo for depreciation, exhuustion, or weur
and tear, : ithin-three-yenraalier-the—termination-of-+the—presont-wil
with—thed in)-G erman-Government-as-doclared-by-prociamation-of-the-President;

ipions-oi-section-two-hundred-and-Hi In the rase of & nonresident
alien individual this deduction shall he allowed only as to facilities within the U'ni
Btaten, ln—no—eue—sheﬂ-ﬂae—deduehoa-aﬂewed-nadmhm-pm eeed—%-pﬁ

thﬁ% o
In the case of any such busldings, machinery, equipment, or olher facilities, conatructed,

erecled, inatalled or acquired by any tazpayer for the purpose of performing any contract
with the United States of America made subsequent to Apnil u.'af:tf, nineleen hundred 8
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sevenleen, in which contract provieon shall have been or shall be mude for the allowance
or payment to the contractor o{ any sum or amount for depreciation or amortization of
the cost of such facilities, such sum or amount shall be allowed as a deduction under
thiz paragraph in computing net income: Provided, That if the performance of such con-
tract ahalg in fact extend over any part of two or more separate tazable years the commis-
sioner may equitably apg)ortz'on such allowance for del:racialion or amortization among
the several tazable years during which such contract shail be performed.

At any time within one year after the termination (;:f the present war with the Imperial
German Government as declared by proclamation of the President, the commissioner may,
and al the request of the taxpayer shall, reexamine the return, and if lie then finds us a result
of an appraisal or from other evidence that the deduction originally allowed was incor-
rect, the necessary adjustment of the taxes for the year or yeurs uffected shall he made, and
the amount of tax due upon such readjustment, if any, shall be paid upon notice and
demand by the collector, or the amount of tax overpaid, 1f any, shall be credited or refunded
in the taxpayer in accordance with the provisions of seetion two hundred and fifty-two.
The recommendations of the Advisory Tax Board upon any niatters submitted to it under
this paragraph shall be binding upon the commissioner and the Seccetury of the Treasury.

Senator PENrose. That compulsory {eature is a pretty strenuous
provision,

Mr. MoNTGomERY. It is, of course.  Qur reason for that was this:
I mayv say that I think this is in general satisfactory to the Trensury.
I did talk it over in general with Dr. Adams some time neo. But' I
had not seen him until this moment hore in the committee room. le
has not seen this phrascology.

Thoe CrAIRMAN. Let me suggest that you submit it to Dr. Adams
after vou get through. .

Mr. MoNTGOMERY. Yes, sir. In answer to Senator Penrose’s com-
ment, may I say this? We find that there is a feeling anong the
manufacturers throughont the country, whether thev are contracting
directly with the Government or not, that when thiey submit thems-
selyes to the decision of the tax collector they are taking a trenrendous
gamble, and there is a reluctance—and 1 wm afraid, with the high
rate of' taxation, there will be a refusal—on their part to go into any
extensive construction or equipment development of their plants, or
increase of their plants, or the erection of new plants, for the purpose
of making munitions.

We felt that this advisory tax board, which is provided for by the
act, 1s a hoard whose personnel are appointed bv the President.
They are given v ery complete powers to investigate, to summon wit.-
nesses, and all that, but when they have come to their conelusions
all they enan do is to recommend.” 1 suppose that all of us would
probably feel that in a vast mnjority of the eases the commissioner or
the Secretary would regard the recommendations of that board as
practically conclusive—not necessarily so, but in most ecases they
would so rogard them. Probably it is hardly fair to supposc that the
manufacturers throughout the country are roing to take the same
view. It soemed to us that this board, for this one purpose, should
be regarded as A separate tribunal. It exists, not by a peintment
from the commissioner or Secrotary, but from the President, and in
this one respoct its findings would be conclusive. It would be a
selp.umtaly constituted tribunal, independent of the tax collector,
which would settle this vitally important matter. We have beon
unable to see why the interests of the United Statos would in any wa
be sacrificed by such an arrangement. It docs scom to us that it
would add & fecling of confidence to the people of the country gen-
erally, and it would probably bring about the conditions which we
certainly need, their entire willingness to go ahead and put up the
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facilities which are necessary to supply the allies with what they
must have for the conduct of the war. If we do not haveé something
of the kind, I am afraid it will result in the Government itself ha.ving
to take over manufacture. It is almost impossible to say from what
sources or on what basis the industries ol the country can finance
themselves, because even if we agree to reimburse them for their
amortization, that they must have in some form or other, inasmuch
as the tax law will result in allowing them something very much less
than the damage which they have actually suﬁergg, anything over
the amount which the tax law permits them to deduct for the pur-
pose of determining net income would come in as an item of profit,
and some large percentage of it, running up to perhaps 80 per cent,
would be taken away from them, and it would mean in many cases
ab?iolute insolvency. The Government wou'd not gain by that
policy.

Senator SMooT. Have you made any estimate at all as to the
effect of this on the amount of revenue collected for the year 1918}

Mr. MonTGOMERY. I do not think it would affect it, as a matter
of fact. But I can not say that I have made any estimate in figures.
I do not think 1t would affect it, because in some way or other the
Government has to pay for this thing. If it gets it back in taxes, it
must pay out in some way, even if it thus protects the plants.

Senator SmooT. That would be true in the end, but what I wanted
to know was whether you have made any estimate of the effect it
would have on this present year’s taxes? It seems to me that if we
undertake to adopt your provision, it is going to affect this year's
taxes. But in the end it would not. )

Mr. MonTGOMERY. ] have not made any such estimate. I do not
know whether such an estimate can be arrived at. We would not
have the data to make such an estimate. I do not know whether
the Treasury Department or the War Industries Board might have
the data to make 1t.

Senator JoNEs. Would you make the decision of that board con-
clusive upon the taxpayer also?

Mr. MoNTGOMERY. I do not see why not.

Senator SmooT. I think the wording of it does.

Senator JoNES. I thought it only included the Treasury Depart-
ment. You say it would be binding.

Mr. MonTGOMERY. That is true. That is the way I have worded
it. My idea was to provide that that one decision should be by the
board and not by the commissioner, but reserve to the taxpayer
any rights of appeal which the present law or any other law may give
him. That was my 1dea.

Senator JoNEs. In other words, you make the decision of the
board conclusive so far as the Governement is concerned, but not
so far as the taxpayer is concerned ? .

Mr. MonTaOMERY. I think it would have that effect; yes, sir.
Undoubtedly it would have that effect. o

Senator RoBinsoN. To whom would appeal from the board lic in
the case of a taxpayer.

Mr. MoNTGoMERY. I am not quite sure how that would be under
the present revenue laws. This law provides no new machinery 12

that respect.



TO PROVIDE REVENUE FOR WAR PURPOSES. 13

Senator RoBinsoN. I mean under the special provision you have
presented. .

Mr. MoNTGOMERY. I suppose there is an appeal now to the United
States courts. But this law does not provide any change. All this
would do would be to substitute the decision of that board, so far as
the taxpayer is concerned, for the decision of the commissioner,
leaving the taxpayer all rights of appeal, if any, which he now has,
and giving him nothing new, his appeal simply being from the board
instead of from the commissioner.

Senator SMoor. Did I understand you to say that the War Depart-
ment was in favor of this, or only the bureau tﬁat you represernt ?

Mr. MoNnTGOMERY. I think it i1s perfectly proper for me to say that
the War Department is. I will not say I represent the War Depart-
ment, but IP represent our own bureau. e have no authority to
represent anybody else. I have talked it over at length with Gen.
Johnston, who is director of purchases and supplies, representin
the General Staff, and his Superior Board of Review, and tge genera
principles which we are now advancing they regard as important.

Senator SMooT. Have you submitted this to Gen. Johnston ?

Mr. MoxTeoMERY. No, sir; but 1 think it ought to be submitted
to him. Unfortunately, the matter was handed to me to attend to
too late to do that, and for that reason I have not had a chance to
talk with Dr. Adams, which I certainly should have done, because I
discussed the proposition with him in general outline earlier.

’I];he? CrAlrRMAN. Have you any further statement you desire to
make

Mr. MonTGoMERY. So far as I know, I have covered it. If I can

answer any questions in any way, I will be very glad to do so.
_ Senator McCumber. Generally, your idea in making your contracts
13 to make them in such a way that by the time the war. is over you
will have paid back any loss to the contractor that would result from
inability to dispose of his extensive shops, machinery, etc. ?

Mr. MonTGOMERY. Exactly.

Senator SMooT. Ordered by the Government ¢ ‘

Mr. MoNTGOMERY. Ordereg by the Government, or necessary for
work to be done to go into munitions, not necessarily under contract
by the Government, and then to frame the revenue law in conformity
with that.

.Senator McCuMBeRr. The contractor gets paid as he goes along with
his contract 9 ‘ '

Mr. MonTGOMERY. Yes, sir.

Senator SMooT. In some cases?

Mr. MonTeoMERY. He gets paid for it by the time he gets through.
Usually it will be a lump-sum payment at the end of his contract.
I say usually because I think that is the system of contracting that
the General Staff wants to put into effect.

The CHaRMAN. And you want the amount that is paid allowed as
& deduction %

eg' MonTaoMeRY. Subject only to revision in the way I suggest

The Cuarman. You think you ought to have a special board
then, as I understand it$ yor ote P ’

- MoNTequery. 1 do not ask to have a special board, but simply
to have that jurisdiction given to the advisory board, which 1s
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already provided for in the act. As the act is now drawn, it does not
give them the richt to make a definite decision, but merely to recom-
mend. You will find in the latter part of the bill, I think, a pro-
vrsion for a board called an advisory tax board, to be appointed.

The CHAIRMAN. We all understand that. I thought you were
advocating a special board outside of that and independent of it.
You misunderstood me. I was out for a moment W%Bn you were
reading your amendment. I was under the impression that you were
asking for the creation of a special board, instead of leaving the
matter to the board created by the act.

Mr. MoxTeoMERY. No, sir. I would leave it to the board created
by the act, but give them final, definite jurisdiction to make a decision
in that one particular.

Senator Smeor. If the committee does not agree to establish that
board, have you any suggestions as to what agency should have that
power—I mean an agency which is already in existence%n the Treas-
ur{)[?e artment ? .

. MonTaoMERY. I am afraid that I am not sufficiently familiar
with the organization of the Treasury Department to enable me to
answer your question. If you are willing to go outside of the Treas-
ury Department, it would be entirely logical to make the War Indus-
tries Board the one. The objection to that would be that the War
Industries Board does not exist by virtue of an act of Congress, and
its jurisdiction and its existence may be changed by an Executive
order. My only point on that is that 1t seems to me that there would
be a great feeling of confindence created among the industries of the
country if they felt that the decision of this vital question was to
be made, not by the person whose duty it is to collect taxes, but by
somebody who will have in that respect a judicial capacity and be
independent.

STATEMENT OF MR. CHARLES PIEZ, VICE PRESIDENT AND
GENERAL MANAGER OF THE EMERGENCY FLEET CORPO-
RATION.

Mr. Piez. Mr. Chairman, I believe I am down here on very much
the same errand as the gentlemen who proceeded me. I did not
hear all of his statement, but the Emergency Fleet Corporation 1s
constantly in difficulties in negotiating contracts by reason of the
questions that the contractors raise concerning the amortization of
extensions or additions to plants. We have in hand at this time a
statement of one of the important shipbuilding companies in con-
nection with vessels that were requisitioned. In determining the
costs of those veseels, this company claims that they ought to be
eble to write off at least 50 per cent of their plant, a plant that was
very largely constructed since the beinninp of our war, against the
costs during the next three years. cording to the terms of this
bill as it passed the House, the amortization, I understand, is limited
to 25 per cent of the profits. In most of the cases in which amorti-
zation is asked the industries are new. It is very difficult in advance
to determine what the profits are going to be. But the centractors
are interested very much as to what allowance for amortization we
are going to permit as an element of cost. And so I came down here
to ascertain from the committee whether, in the case of new indus-
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tries, or industries in which the expansion has been very large in
proportion to the existing investment, dlscretlonary power should
not be lodged in somebo Iy else, so that that restriction of 25 per
cent could be removed. If that is not done, I feel most distinctly
that the Government has simply to finance all extensions from now
on, and I favor financing by private individuals, because as a rule
the investment and the construction is not as elaborate when indi-
viduals take the risk as it is when we ourselves are held responsible
for it. I have felt that perhaps the committee might be entertained
by the experiences we have had connected with the making of con-
tracts that involve this particular point.

Senator PENROSE. And when the Government does it, it is of no
use to the Government after the war.

Mr. Piez. Absolutely not.

Senator PENROSE. If it is of any use to anybody, 1t is of use to the
individual adjacent to whose concern the improvement is made.

Mr. Piez. Yes, sir.

Senator SmooT. You heard the suggestion offered by the repre-
sentative of the Aircraft Board?

Mr. Piez. I came in just as he was about in the middle of it. I
did not hear all of it. But I appreciate that it is probably the same
question.

Senator SMOOT. The same question has arisen, and-he offered this
suggested amendment. I was going to'ask you if you have suggested
an amendment covering the subject from your standpoint?

Mr. Piez. No, except that I feft discretionary powers should rest
at least with the Commissioner of Internal Revenue, or an appointed
agent of the Treasury. But we have this restriction.

The CHAIRMAN. You mean the restriction of 25 per cent?

Mr. Piez. Yes.

Senator SMooT. That is entirely out in his amendment. He ex-
cludes that 25 per cent.

Mr. Piez. I ﬁunk it ought to be excluded.

Senator Smoort. 1 think %ﬁs amendment covers exactly your idea.

Mr. Piez. It is a very serious thing with us. We are constantly
being Iilressed for decision on this very vital point, and we have
taken the position that we can not of our own accord introduce terms
In a contract that are not in accordance with the revenue act.

The CaarrmaN. Mr. Montgomery has presented the committee a
concrete amendment, and we have asked Dr. Adams, representing
the Treasury Department, to examine that amendment. &ould you
have any objection to going over it with those gentlemen ?

Mr. Piez. No; I would be very glad to.

The CHAIRMAN. 1 think it would be well for you to do it.

i 1\/{;11'1 t'Pm'.z. Probably it would save the time of this committee to

o that.

Senator PENRosE. Go ahead with your statement, Mr. PrEz.

Mr. Piez. I have not very much else to say, except that we were
confronted with this problem almost daily, and it looked to us as if
Some provision had to be made, or the Government would have to
finance the proposition.

Senator Rosinson. How have you handled it up to date?

Mr, Prgz. We have simply dodged it, and that has not been satis-
factory. It is very essential that some of the plants should make
additions in order to round out their capacity.
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Senator Jones. The contractors have not dodged it, have they?
Thhoﬂ- have estimated that element in making their contracts.

. Piez. In many of these cases we have had to place contracts
at cost plus a fee, and the question then arises with our auditors as
to whether amortization is Ipmperly an element of cost; and, if so,
what percentage. These plants will largely serve as a temporary
purpose. The contractor wants the amortization not only for the
extra war cost, which is probably two or two and a half times the
ordinary cost, but he also wants amortization for a partial liquida-
tion of his original investment.

Senator WirLrrams. Is it nat true that each case would have to be
determined upon its own merits ?

Mr. P1ez. Very largely. It is very difficult to lay down any par-
ticular rule, and therefore there ought to be discretionary power
vested 1n some board or some person.

Senator McCuMBER. Does your contract allow amortization as an
element of cost ?

Mr. P1ez. It does not, in our ordinary ship contracts. In some of
the contracts for dry docks we have agreed that the contractor shall
have the right to purchase on an appraised value, and we have lim-
ited the amount of write-off to a certain percentage of the original
cost. That we have done.

The CHA1rMAN. The gentlemen who just appeared before us said
that they had been provading for this amortization by two processes.
Sometimes they provided for it in the price that tie Government
paid. Sometimes they provided for it by agreeing that at the termu-
nation of the war, or at some fixed time, the Government would allow
a certain percentage of the cost of the additional plant by way of
amortization and would assume the indebtedness.

Mr. Piez. 1 think the first alternative is the better one, because
that absorbs the cost as you go on. If there is an amortization, 1t
ought to be charged against the cost of the product you turn out
rather than be taken care of by an allowance at the end of the period,
and I would much prefer the first process, because that charges 1t
immediately into the cost of the ships, and if there should be any
sale later on, it would be taken care of in that sale, because it would
be covered in the price. .

Senator PENROSE. My recollection is that the gentleman who just
testified preferred the other way. .

Senator Smoot. Yes; he preferred the other way. But I think
there is quite a difference %etween ships and the building of ma-
chinery that would be used afterwards only to a limited extent. 1
think both the gentlemen are right.

Senator PENROSE. Whichever method is preferable is largely de-
pendent on the nature of the article ¢ o

Mr. Prez. Yes. Here is a product of continuing value, and the
cost, I think, ought to be charged against the product.

Senator JanEs. But is it not more difficult to ascertain that cost
in advance than it would be at the end of the transaction ?

Mr. Piez. I do not think so. I think most contractors would be
content with a fairly modest allowance for amortization over the next
two years. .

Senator Jones. What I had in mind was this: We can not tell bow
long the war is going to continue, and we can not tell how many
articles are going to be produced at a given plant.
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Mr. Piez. No. . o '
Senator JONES. Therefore it seems to me that i1t would be wiser,

perhaps, not in all cases, but in a majority of the cases, to have this
adjustment at the conclusion of the transaction.

L[r. Piez. The difficulty then is that if the amount to be allowed
for amortization is uncertain, it is very difficult for the contractor te
finance his operations.

Senator JONES. What I had in mind was this: I got an impression,
for instance, that the Hog Island Shipyards were built assuming a
given number of ships to be constructed at the yards, and it may be,
and I think quite probable, that after that number of ships are con-
structed, we will want to construct others at the same plant.. But
if you write off the cost of the plant against the number of ships
already contracted for, you will have a plant then which stands as
absolute profit as to the next contract.

Mr. Pigz. That would not be an unmixed evil, because you will
probably reach competitive conditions at that time, so that your
vessels would have to come down in cost, and would not carry quite
as big a write-off as they would carry to-day. |

Senator JoNEs. I was rather impressed with the fact that we
should not assume any greater burden at the present time than was
absolutely necessary.

Mr. Piez. It is not assuming a burden. It is simply putting it in
a different form. I think unless we make a decision, and make &
decision as to the percent of rasonable amortization to be per-
mitted, the burden on the Treasury is going to be heavier.

_Senator Jones. The burden, of course, must be borne at some
time. '

Mr. Piez. Yes.

Senator JoNEs.. We are all agreed on that.

Mr. Pigz. Yes, sir.

The CHAIRMAN. You are not asking us to provide for amortization
to be made by the Shipping Board. You are simply asking us. to
provide a plan of amortization for deductions in order to ascertmirt
the net income?

Mr. Piez. Yes. We may decide upon a reasonable percentage ef
amortization, but if it is not sustained by the Treasury, we have
broken faith with our contractors.

The CEAmMAN. In other words, you want us to harmonize, as far
as we can, the revenue laws to your practice ¢

Mr. Pixz. To our own practices gowing out of our necessities.

Senator PENrose. I think it would be well if Mr. Piez would confer
with Dr. Adams and with the airplane representatives, and agree on
an amendment that will cover these cases.

The Cramman. I think that would be well, and we have this
amendment offered by Mr. Montgomery as a starting point.

Senator Penroge. I think it woul? be better for the individual
contractor to be ¥ermitt9d to go ahead than for the Government to
spend hundreds of millions for material that would be only junk after
the war. There has been too much Government construction already.
The CrarrMAN. I understand Mr. Joseph S. Auerbach wants ba
ve some testimony in addition to what he has said at a former
earing on this bill. You may proesed, Mr. Auerbach.

81608 —I8—pr 2—2'
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STATEMENT OF MR. JOSEPH S. AUERBACH, REPRESENTING

THE WOOLWORTH CO. AND OTHER CORPOBRATIONS—
Resumed.

Mr. AuerBACH. Mr. Chairman, in order to economize your time [
have prepared a statement which contains all at the present time
that I thank it is worth while to submit to you. I suppose as time
goes on there will be abundant opportunity, when the conference
committee gets together, to make further suggestions.. 1 am onl
%;)ilgng to call attention colloquially very briefly to some things whicg
this memorandum contains, so that I may answer any questions you
care §)> ask.

This bill has been passed by unanimous vote in the House, and
the report of the Ways and Means Committee which advocated its
passage contains this statement [reading]:

The definition of invested capital in the existing law, while rewritten in the pro-
posed bill in the interest of clearness and while change(i slightly in order to apply a
more liberal rule in a few cases where the existing law has in operation been gund
to produce certain inequalities, but has not been changed in any important particular.

I think that this committee is going to find it very difficult to
reconcile that statement with the changes in the existing law, par-
ticularly in the definition of invested capital.

The CHAIRMAN. Mr. Auerbach, I want to say to you that the
Treasury Department has sent me a number of proposed amendments,
or suggested amendments, as to that section. I went over them last
n}ilght rather hurriedly, but I was very much impressed with some of
them,

Mr. Auersaca. Undoubtedly I should be, too. . .

The CramrMaN. That is a subject which the committee will want
to thoroughly consider. Personally, that 1s my own view.

Mr. AUERBACH. Do you mean that you do not want a further
statement from me now§ _

The CaamMAN. No, we want to hear you; but I was just suggest-
ing that. . . _

%ena.tor Smoor. Do I understand that in your brief you have sug-
gested any amendment ¥ o

Mr. AUERBAOH. No; but I should be glad to submit amendments
covering my suggestions.

" The CaATRMAN, H you have any amendments you want to suggest
to us with reference to this, you may do so. '

Mr. AUERBACH. So far s this memorandum goes, it makes all the
preliminary suggestions I care to volunteer.

The CHAmMMAN. What I was trying to suggest to you was that we
would not be bound by the action of the House, and the Treasury
Department has sent some suggested amendments as to that defini-
tion. L.

Mr. AverBacH. Inasmuch as a great deal of emphasis is put upon
the fact that the bill was passed ummu:nousl¥l bg( the House I am
ot able to reconcile the argument in favor of the bill with the funde-
mental changes that are made in the bill in the matter of definition

f invested capital. .

° Of course on:I may recall from the brief I, along with other counsel,
submitted and the statement I made last year before you that I was
not entirely reconciled to the final definition of invested capit
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oven as agreed to in conference committee. I think, of course, it
ought to have been actual value. That value could be ascertained,
and I thought it ought to be the full value not only of tangible
property but of good will, properly defined.

But mnasmuch as war conditions had arbitrarily changed prices,
there was a suggestion made in the brief that was filed before
the conference committee that a date should be selected before those
advances in value had taken place, and in this memorandum January
1, 1914, was suggested as a very natural date. I do not wish to claim
any credit for it, for it was a very natural date for one to select.
You deliberated full over the whole matter, the conference commit~-
tee deliberated over 1t, and now this bill proposes to measure invested
capital by cost and not by value. What kind of allowance of 10
per cent on invested capital is it when you do not even peemit the
values of January 1, 1914, to be allowed? Take again, for instance,
intangible property. The committee says that no changes shall be
made except in the interest of clearness, etc., yet patents have been
taken out of that paragraph which permitted them to have exemption
on the basis of cost value. Now they are classified as good will, and
only 20 per cent can be allowed. How can you reconcile the argu-
ment for the bill waith the provisions which bill contains ¢

Take again the question of the consolidated returns of federated
corporations which the bill proposes to prohibit. I understand that
it is saxd that the regulation was availed of by corporations not
according to the spirit of the regulation, yet we all know why this
regulation was promulgated by the Treasury.

et me give you an illustration of how 1t applies. The Woolworth
Co. can not do business in Pennsylvania as it wishes to do business,
because the laws of Pennsylvania prohibit certain foreign corpora-
tions, of which it is one, from holding real estate.

Therefore it organizes a corporation in Pennsylvania. It can not
properly do business in some other community. Therefore it organ-
1zes a local com&tion, because the local community favors a local
corporation. This is true of its subsidary company in Canada. In-
stead of prohibiting such a regulation, at least permt it in cases where
the subsi liary corporations do not show a loss from operation, which
would reduce the income returns of the parent corporation. What
possible objection would there be to that? Yet the House arbi-
trarily prohibits it the right to have such a regulation because it finds
one 11:n'ata.nce where it may have worked an injustice to the Govern-
ment,

It is not necessary for me to argue and reargue ad nauseum this
question of cost. is idea that ‘‘cost’ is easy of ascertainment
18 lacking in seriousness. You should fix a date when invested capital
shell be velued—say Januery 1, 1914—or if there is any magic about
March 1, 1913, then at least March 1, 1913. For in this bill, as it
came from the House, you have to find the value, if there be a sale,
because the difference between the velue as of March 1, 1913, and the
ﬁnce at which it is sold is income which 1s taxed. 'Are you going to

ave one theory for taxing income and another theory for 5lowing
exemptions on capital ? .

See what results from the provision as it now stands. You go
back.to original cost. Yet you can not think that 10 per cent on
cost 18 10 per cent exemption on invested capital. No; I can give
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{:;151 an illustration where it will not not be an allowance appreciably
. I am not saying anything about what you should or should
not allow by any exemnption on the tax imposed. Of course, that
1s for you to say what part of the war expenditures should be paid
by taxation. at I am urging upon your attention, Mr. Chair-
man and gentlemen, is, do not ‘“keep the word of promise to our ear
and break it to our hope.””” Do not let us have an alleged exemption
of 10 per cent and have it represent an exemption in almost every
ease throughout the United States of any corporation that has been
m existence for a reasonable time appreciably less than that.

I think there are one or two definitions that ought to be made
clear, which are referred to in the bill.

Senator Smoor. Have you figured out at any time the percentage
of expense of the war that is being raised by England by direct tax-
ation since their last revenue act was passed?

Mr. AverBacH. I do not know exactly. I asked Mr. MeCoy the
other day and I think he said 15 or 16 per cent. But I do not know
that I am even right about that.

Senator Smoor. Mr. McCoy, have you figured it out ¢

Mr. AuerBacH. What percentage of the war expense was paid by
direct taxation in England?

Mr. McCoy. Not quite 15 or 18 per cent.

The CrarrMaN. Do you mean now, or the average?

Mr. MoCoy. I mean now. |

Mr. AuerBaoH. Of course, I do not know what we are paying. It
has been said that we are paying something like a third. gut of
course that does not take into account the amount we are loaning to
the various Governments.

The CHARMAN. On the basis of actual expenditures last year we
paid nearly 50 per cent. _ _

Mr. AvErBAcH. I made a suggestion in the statement submitted
that if you came to the conclusion, under a right theory of this bill
that you can not raise, without infurious effects to the individual
and to industry, $8,000,000,000, there is a very easy way for you to
provide for the difference—by some short-time war certificates, con-
vertible into a bond thereafter. |

When I made this suggestion originally to some one about a less
amount to be imposed as taxation and more by bond issues, so as to
conform somewhat to the practices of other countries, the reply was
made that a larger issue of bonds would still further depress existing
prices, which are agreciably below par. .

Senator Smoor. In your statement presented to the committee do
you handle the question of issuing bonds{ _

Mr. AvErBaoH. Yes; I refer to a way in which the prices at which
they art(al selling might be improved through the operation of a sink-

fund.
m%enator Smoor. That is, in a serial bond ?

Mr. AuErBacH. In a serial bond, or however it might be charac-
terized. Of course, when you come to take up that question, in
probability other considerations would occur to you which would
improve the selling price of these bonds. ‘

he primary thing yoy have to consider here is whether you are
going back ta the ofd question of the cost to establish invested

capital, on which you shall celculate an exemption. If you do, I
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think the consequences to industry are going to be at least ve
serious, And ﬂmu whatever the exemption is, it should be a re
exemption upon invested capital, properly defined, and at least as of
March 1, 1913, for the reason I have outlined.

Senator RoBINsoN. Do you undertake to define ‘‘invested capital’ ¢

Mr. AuerBACH. No; the definition of invested capital is a pretty
workable thing as you had it last yoar, as of January 1, 1914, though,
as I say, if there is any magic about the date, put it back to March
1, 1913. As to patents, on g 20 per cent of cost is allowed for good
will. They are classed with good will. 1 urge, and a good many
people do, that good will should be allowed for at a fair value, whether
it has been bought or not. For developed but not purchased good
will you do not allow for at all. But to take patents and copyrlﬁhts
out of invested capital, where they allowed for cost, and class them
with good will, where they allow only 20 per cent is indefensible.
There is no reason for it in the report of the House committee. In
fact, as I have said, the report of the House committee says there
has been no change in the substance, yet if it is not a substantial
change, a change only of definition, for the purpose of clarity, to take
patents out of where they were and putting them under good will,
and to changing the definition of ‘‘invested capital,”’ and say it
shall be at cost and not as of the value of January 1, 1914, it would
be difficult to give an example of a substantial change.
~ The Caammman. We have not reached that item in the bill, and the
lines of thought upon it have not been developed in the committee.

Mr. AuerBach. But you had the same question up before. This
samo question we worked over and prayed over. The result of it all
was that in your wisdom not only you, but the conference committee,
said January 1, 1914, and put patents so that they were allowed for
at cost. Now the whole thing is in a position where it must be
thrashed over again.

Of course, there are some things in the bill to be commended.
The small corporation, whose earnings may be large in comparison
to their capital, do not get into the high brackets. I said so in the
brief I submitted last year, because there the earnings are attribut-
able, not to invested capital, but to the individual effort and ability
of the men who run them. Then you permit losses to be taken into
account included in a venture that is not immediately connected
with the taxpayer’s vocation. I think this is wise. In those par-
ticulars the bill is to be commended.

The CiiairMAN. Do you not think some of the regulations made by
the Treasury Department relieve to a very considerable extent
agunst the rather too drastic definition of capital? :

Mr. AuerBaoH. I do, verly emphatically so. I think it a kind of
benediction that those ations were promulgated, nor were they
In derogation of the act, but in furtherance of it, and I refer particu-
larly in my preliminary statement to that. Many of those regula-
tions contain ‘‘saving' provisions, and the services of the advisory
board, of which Dr. Adams, who is I see here, was a member, can
can not be too highly commended. It is a misfortune that the House
has struck out the authority for one of those very important regula-
tions permitting consolidated returns. At least, confine the prohibi-
tion to cases where it would operate improperly to reduce the income
of the Government. If a man has a venture which is paying a large
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return and he has another venture which is a loss, an entirely inde-
pendent unrelated venture, the spirit of that regulation, as I under-
stand it, was not that he should offset one against the other, but it
was to apply to a case like the Woolworth Co., and numerous other
companies, where, for the necessities of business and the requirements
of local laws, some such subsidiary company was necessary.

The CHAlRMAN. While l3)70:11 8Te exlpressing a willingness to have
these cases of losses by subsidiaries eliminated, what is your opinion
as to the equity of such an elimination? Do you think it ought to
be made ¢ '

Mr. AveErBacH. I am not clear about it, though in some cases
where the corporations are properly related when the consolidated
report might well be authorized, even in cases showing losses. I do
not, however, represent any of those corporations. But an officer of
the Government told me that there were cases which did not work
out with proper results to the Government under the spirit of those
reﬁulations. I said I thought it was unfortunate to take away from
industry that which, in the opinion of this advisory board, they were
entitled to and which everybody must agree they were entitled to.

The CeAIRMAN. You are, then, just suggesting that as a possible
wa{\ of meeting some of the objections to the consolidated returns,
without expressing any opinion as to whether those cases ought to
be eliminated ?

Mr. AuerBACH. Yes; I have no decided opinion about them other
than that which I have expressed, because I do not represent those
compasnies.

(A supplemental statement was submitted by Mr. Auerbach, and
is here printed in full, as follows:)

STATEMENT OF JOSEPH S. AUERBACH.

Inssmuch as what I shall say maybe the subject of discussion and colloquy by
members of the committee, I thought it would economize your time if I prepared and
submitted my preliminary statement in writing and merely summarized it in oral

ment.

t me say at the outset that my tions are not made in the selfish interest of
any particular industry, as opposed to the interests of industry generally and, further,
that such suggestions are intended to take into full consideration a patriotic desire
that the country secure the best revenue bill possible. _

In the report of the Ways and Means Committee to the House of Representatives
is containecf the following:

‘“PART VI. INVESTED CAPITAL.

‘““The definition of invested capital in the existing law, while rewritten in the pro-
posed bill in the interest of clearness and while changed slightly in order to app ! 8
more liberal rule in a few cases where the existing law has in operation been found to
produce certain inequalities, but has not been changed in any i:aportant particular.

On the contrary, radical and sweeping changes in the substance of the bill both as
to tangible and intangible property are proposed.

A8 TO INTANGIBLE PROPERTY.

Under subdivision (a) of section 207 of the existing law it is provided that ‘'the
actuel cash value of patents and copyrights paid in for stock or shares in such cor
poration or partnership, at the time of such pai;ment ghall he included ae invested
capital, but not to exceed the par value of suc stock or shares at the time of such

payment.’’
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The provision of the present bhill, subdivision 5, section 3286, is:

“Patents and copyrighta hona fide paid in for stock or ghares on or after March
third, nineteen hundred and seventeen, in an amount not exceeding (a) the actual
cash value of such property at the time paid in, (b) the par value of the stock or shares
issued therefor, or Fc) in the aggregate twenty per centum of the par value of the total
stock or shares of the corporation outstanding at the beginning of the taxable year,

whichever ig lowest.’’
A8 TO TANGIBLE PROPERTY.

In the case of ible property the invested capital on which the exemption of
10 per cent is allowed should be measured by actual value, not by original cost. But,
if the committee are not of this view, certainly corporate interests are entitled at least
to the protection of the provision of the previous bill, subdivision (b), section 207:

“But in case such tangible prolpertv was paid in prior to January firet, nineteen
hundred and fourteen, the actual cash value of such property as of January firet,
nineteen hundred and fourteen.”

This was little enough to concede to the corporations, for the reason that full actual
value, more properly, should be the hasis of exemption; otherwise the 10 per cent
is not allowed upon invested capital.

The actual value, or value as of January 1, 1914, or at least as of March 1, 1913, should
be allowed not only for the reasons given, but for the further reason that under the
present bill in sales of progerby the difference between value as of March 1, 1913, and
the price realized is taxed asincome. There should not be two standards of value
of tangible property established by the law, one for the ;lmrpose of measuring income
and another for the purpose of measuring invested capital.

As it now stands, the provision of exemption of 10 per cent of invested capital is
misleading, for in scarcely any instance is such exemption really an exemption of
10 per cent in view of the fact that invested capital is confined to cost and not value.

oreover, the unfairness of fixing upon the cost, rather than upon the actual values
of corporate assets as the basis of exemption is apparent at a glance for another reason.

While a corporation has been defined as an artificial being and a legal entity, the
fact is, as & well-known text book writer has very properly said—and this represents
the resent«-da.y view of the courts:

““The word ‘corporation’ is but a collective name for the corporators or members
that compose an incorporated association; and where it is said that a corporation is

itself & person, or being, or creature, this must be understood in a figurative sense

only,”

Vylth this thought in mind, it is clear that, although a corporation may not, as a
corparate transaction, have resold any of its property since the orininal acquisition,
1t may properly be said that the undistributed interests in the assets of the corpora-
tion have heen the subject of sale over and over again, to the extent that, and as
often as, the capital stock has changed hands.

The cost of this groparty, therefore, to the corporation in such a case may properly
enough be regarded not as the original cost to ita original members or owners, but as
the cost to its present members or owners, which in many instances may be, or approach
to being, its actual value,

It is apparent, therefore, that both as to tangible property and intangible propert
?;;ree lg n{ﬂ; realiyi t?n exemption of f10 per cent on tge air value of invested capital,

y the resu ercen of taxation is much greater than is apparent from
the phraseology of tﬁg Eill. i e °P

Again, one of the most desirable regulations adopted by the Secrekmar of the Treas-
ury pursuant to the act authorized consolidated returns by affiliated corporations.
It is now proposed to forbid this. The reason for such change seems to be that the
effect of such returns has been, in some cases, to diminish the revenues of the Govern-
ment by setting off egainst the earnings of a profitable venture in one locality the
losses resulting from similar ventures conducted in other localities. It does not seem
to me that these cases come within the :ipirit of the existing lation. The regu-
lation was aimed at permitting & consolidated return where the business of the sub-
sidiary company was incidental to the main buatness.

I suggeat, as an adequaté protection to the revenues of the Government, that con-
solidated returns be permitted or required from affilinted corporations under such
regulations as the Secretary of the Treasury may prescribe, but that in no case shall

° 8ggrogate income subject to taxation be reduced by reason of the fact that any
corporation joi in such consolidated return has sustained a net loss from the opera-
thIna gﬁ the taxable year.

n the majority of cases, subsidiary companies are organized for convenience i
transacting buasiness, or where local laws require this to be done. Take, as an illulstf
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tration, one of the corporations i represemt. It does not directly do business in
Pennsylvania, on account of the statute prohibiting foreign corporations from holdi
real estate there. It must operate, therefore, through a logal corporation organize
under the laws of Pennsylvania. In Canada, also, where this corporation has been
obliged to organize a separate company, the laws favor the local corporation.

IN GENERAL.

It is difficult to see how it is’possible to justify the feature of the bill which pro-
vides two schemes of taxation—the excess-profits scheme and the war-profits scheme,
It should be one or the other. There ought not to be one scheme which will apply
to enly a small number of corporations an t a.pgly to the majority of corporations.

It is to be borne in mind that we are providing by taxation for a ter proportion
of war expenditures—even i.ncludg:f loans to our allies—than is done in any other
country. It is to be borne in mind, alse, that the burdens both on corporate and
private interests must be increased year by year duning the war if the present pro-
portion of war expenditures is to be met by taxation. -

SUGGESTION A8 TO FUTURE BOND ISSUES.

If the committee are in accord with these views, any less amount of taxes—by
reason of cl:um?ea which are essentisl if the 10 per cent exemption is to be calculated
upon a fair value of invested capital amd not cost—can be met by the authorization

short-time war certificates to be corvertible at the option of the Government inte
future bond issues, inasmuch as for the present it is doubtless too late to change the
amount of bonds proposed to be issued. In future issues, however, of bonds and
the enactment of revenue bills, the present ortion between isswed bonds and
moneys raised by taxation can be sppmp!iate[;rm(g-nged

OBJECYIONS CONSIDERED.

An objection to the issue of additional bonds may be made on the ground that,
inasmuch as Government bonds are now selling at a depreciated price, an increase ia
the amount of them would necessarily be reflected in a still lower value than that at
which they are now selling.

SUGGESTION A8 TO SINKING FUND.

The obvious reply to this objection is that the bonde should be issued under con-
ditions which will affect favora u¥ the market price of the bonds. For instance, the
present depreciation in price would not exist if there were a substantisi sinking fund
provision in the bonds requiring them to be drawn periodicaily at par or slightly above

, 8ay, at 100yy. For not only in normal times but in times of c, as a rule,

nds of even private corporations—to the issue of which there isa 8 reasonable

sinking fund—sell at or close to par, when otherwise there would be practically little
or no fair market value for them. .

At present it is common information that subscriptions to smy of the new bonds
will represent a loss of the difference between the price paid and that at which th
will in all probability sell. On the other hand, with a sinking fund such as suggested,
bonds would not be sold at a depreciated value. because of the certainty that some of
the bonds would periodically be drawn by lot at par, or even very slightly above par.

All previous issurs could, if so desired, be convertible into the new issue, 80 38 to
secure the benefit of the sinking fund provisions. _ _

That the Government recognizrs the desirability of keeping the price of the former
issue a8 close to as possible is apparent from the authority conferred upon the
Secretary of the Traasury of the right of investment in existing bond issues of funds of
the Government up to a given sum and by a like authority conferred upon the War
Finance oration. two amounts thus available aggregate $1,000,000,000.
Yet the result of recourse to thea> fusde has not had and is net likely to have the
desired or contemplated result: And 1t is to be borne in ‘mind that by reason of the

res~nt market price of the bonds the Government itsclf may at will invest and doubt;
c8s doce invest those discretionary funds in the purchese of bonds by the vernmel:z
at a depreciated price, which may have just cost the owner par. A mere glance
section 15 of the third liberty loan act, or section 11 of the War Finance Corporation
act, will make it abundantly clear that the authority conferred to purchase bonds s 10
substitute for a definite i fund.
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The provisions of the special act as to the exemption of $30,000 from taxation is wise;
and, undoubtedly, when the question of improving the market price of the bonds is
taken up, suggestions sug)pleme.nting that of the sinking fund will be forthcoming.

The sinking fund can be provided for, in whole or in part, out of the taxes under the
revenue bill itself. And even though it be not larger than the amount now authorized
to be invested under the provisions of the third liberty loan act, and of the powers of
the War Finance Corporation, its stabilizing effect on the price of bonds would be
reasonably certain. ) _ .

To the sinking fund, which should be continued for the period of the war and a
reasonable period thereafter, should be added a.ndy excess of interest received from
loans to our allies over the amount paid on bonds subscribed for by the American

eople.
d Ii? is suggested that in the future bills which provide for the issue of bonds and for
revenue should be considered together.

While it is not now possible to e the character of the new bonds, a mere
announcement by the committee and the Secre of the Treasury that 1n future
issues of bonds—into which the present issues could be converted—such a sinking
fund would be favored and would undoubtedly be a great stimulus to their sale.

CONCLUBSION,

Let me say, also, that the revenue bill now before your committee, as it comes from
the House of Representatives, represents in some respects an improvement over the
present revenue act, and to that extent is to be commended. This is true as to the
provisions authorizing deductions from net income of losses in ventures not identified
with the particular business of the taxpayer; though if 1 were called upon to make any
suggestion concerning this, I should say that the provision should apply to losses for
last year as well as ghe present year,

Then, too, the bill is just in permitting corporations having earnings which are abso-
lutely small, but relatively large, when the amount of invested capital is taken into
account, to have special consideration. In a brief which, with other counsel. I filed
b&f&re the conference committee last year, such a provision was advocated with this
ment:

“For when a corporation with a small capital has comparatively lﬁe earnings. it is
clear that the earnings are to be attributed, not to the amount of capital employed. but
to the industry and intelligence of the management of the members of the corporation.”’

In some other respects, however, the bill is open to criticism, particularligr as to the
definition of invested capital. .

The Caammman. This will conclude the hearings, and the committee
wil now adjourn.
. (Thereupon at 12.05 o’clock p. m. the committee adjourned, sub-
Ject to the call of the chairmang



