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AMENDING REVENUE ACT OF 1918.

MONDAY, MAY 31, 1920.

UNITED STATES SENATE,
FixaNcE COMMITTEE,
Washington, D. C.

The committee met pursuant to call at 11.80 o’clock a. m., in the
committee room, Capitol, Senator P, J. McCumber presiding.

Present: Senators McCumber (chairman), Smoot, Dillingham,
Calder, Sutherland, Curtis, McLean, Simmons, Thomas, and Nugent.

The Cuamyan. The committee will be in order.

The committee has under consideration House bills H. R, 14197
and H, R, 14198, which will be printed in full in the record.

(The bills referred to are here printed in full as follows:)

H. R, 14197, Sixty-sixth Congress, Second Session,

AN ACT To amend the personal service corporation provistons of the Revenue Act of
. 1018, and for other purpoxes,

Be it enacted by the Neaote and House of Representatives of the United
States of America in Congress assembled, That section 201 of the Revenue
Act of 1918 Is amended to read as follows:

“ Sk, 201, (n) That the terin ‘dividend' when used in this title (except
in paragraph (10) of subdiviston (n) of section 234) means (1) any distribu-
tion made by a corporation to its shureholders or members, whether in eash or
gé ‘igll‘; property, out of its enrnings or profits accumulated sinee Iebruary

A 3

(b)) Any distribution shall be deemed to have been made from earnings
or profits unless all enrnings and profits have ‘first been distributed. Any dis-
tribution made' in the year 1918 or any year thercafter shall be deemed to have
bheen made from earnings or profits nccumulnted since February 28, 1013; but
any earnings or profits accumulated prior to Murch 1, 1913, muny bhe diztributed,
exempt from the tax, after the enrnings and profits nccumuluted since Feb-
ruary 28, 1913, have been distributed,

“(¢) A dividend paid In stock of the corporation (hereinafter ecalled ‘stock
divilend ') shall not be subject to tux at the time of distribution. Amounts
bonn fide distributed iIn the lHquidation of a corporation shall be treated us
puyments in exchange for stock or sharves, and any gain or profit renlized
thereby shall be taxed to the distributee ax other gains or profits,

“(d) A distribution shall be deemed to have been made by a corporation to
its stockholders or members as of the date when the cash or other property
is so distributed or set npart for or credited to the account of such stock-
holders or members as to be unqualifiedly subject to their immediate demunds,
and shall be taxed to such stockholders or mmembers us of the date of such
distribution, .

“(e) For the purpose of computing the Invested capital of a corporation,
dividends distributed by such corporation during the first sixty days of any tax-
able yeuar shall be deemed to have been made from earningx or profits accumu-
lated during preceding taxable years; hut any distribution made during the
remainder of the taxable yenr shall he deemed to have heen made from earn-
ings or profits accumulated between the close of the preceding taxable year and
the date of distribution, to the extent of such enviings or profits; and if the
books of the corporation do not show the amount of such earnings or profits, the
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4 AMENDING REVENUE ACT OF 1918,

earnings o profits for the wecounting period within witieh the distribution was
made shall be deemed to have heen accumulated ratably during such period.”

Ske, 2, That section 205 of such Act is nmended as follows:

" l‘l 1) lln the first pavagraph of subdivision (n) strike out the colon and the
ollowing :

“ Provided, That in the eaxe of a4 personnl service corporation the amount to
he putd shull he only that specitied in clause (1)

(2) In the second paragreaph of subdivision () strike out the words * or,
fn the case of n personal service corporation, the amount specltied fn cluuse
(1" and the commn, .

~(3) In subdivision (¢) strike out the colon and the following:

* Provided, 'That tn the case of n personnl service corporntion with respect
to a fiseal yenr beginniig in 1917 and ending in 1918, the wmmount specitled in
clnuse (1) shmll not he subject to normul tax.”

g ,.Sl'l-; . 3. That subdiviston (@) of section 218 of sueh Act s amended to vend as
ollows $

“(a) The amuvnnt veceived as dividends from a corporatlon which fs taxahle
under this title upon Its net income:” :

See, 4, Tlhnt subdivision (e) of section 218 of such Act Is repenled,

SEC 3, That preagraph 14 of section 231 of such Act is repealal.

Nee. 6. That paragraph 6 of subdivision (n) of section 284 of such Act is
antended to read ax follows: .

* (3 Amounts received ax dividends from a corporation which is taxable
under this title upon its net income ;"

Ske, 7. That section 301 of the Revenue Act of 1018 ix hereby amended—

(1) By inserting after the word “ corporation * in subdiviston (a) the words
“lexeept a personal service corporation)”;

(2) By inserting after the word “except” in subdivision (h) the words
*personnl xervice corporations and *; and

(3) By fnserting after the word * corporation * in subdivision (¢) the words
“(oexcept a persomil service corporation).”

See, 8 That section 335 of such Act I8 nmended as follows :

(1) In subdivision (1) strike oiit the followlig: “(other than a personul
service corporation,)

(2) In the first purngraph of subdivision (e¢) strike out the words “or a
personnl service corporntion,'

(8) In the secomd paragraph of subdivision (¢) strike ont the words * or
personal gervice corporation ™ and the words * or corpmration.”

Nec O, That In additlon to all other tuxes, thore shall bhe levied, collected
i padd for the taxable year 1920 upon the net Income of every personal service
covporation recefved or acerued during the taxable years 1018 and 1919 a tax
equal to the tax that would have heen patd had such corporntions heen subjeet
to the taxex imposed by seetlon 230 of the Revenue Act of 1018 for such yoars,

NEC 100 G "Phat in additton to sl other taxes and i addition to the tax
fmposed by section 9 there shall he levied, coflected, and patd for the taxable
year 1920 upon the net income of every porsonl service corporation a tax

. equal to the sum of (1) 80 per centum of the wmount of the net Ieome of
such corporation for the taxable year 1918 in excess of the dividend credit
determined for that year under paragiaph (¢) of thix section anid (2) 20 per
centum of the amount of the net income of such corporation for the tuxable
yeur 1919 in excess of the dividend credit determined for that year under
paragreaph (¢) of this sectlon,

M) For the tuxable yenr 1920 and ench tuxable yenr thereafter there shall
he Tevied, colleeted, and pald upon the not ineome of every personal service
corporation a tnx equal to 20 per centum of the amount of the net income In
excess of the dividend credit deterinfned under parageaph (¢) of this section,

(¢) The dividend credit shall consist of n speettie exetuption of $3.000 plus
the amount by which the dividend disteinited by the corporation to its stock-
holders or members duving the toxeble year exceeds the dividends deducted
under the provistons of section 284 of the Revenue Act, of 1018,

A foreign corporation shall not he cntitled to the specific exemption of
(d) Any personal service corporation that eloets to pay taxes for the taxable
Yeurs 1018 and 1019 ander the provisions of the Rovenue Act of 1018 us pro-
vided In sectlon 11 of this Act shall not be subject to the taxes fmposed by
sectlon 0 o subdivision (1) of thix section nor shall it be vequived to make

return in respect to such taxes,
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AMENDING REVENUE ACT OF 1018, 5
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Skc, 11, That the taxes hnmposed by sectlons 9 and 10 <hall be returned,
assessed, collected, and pald, upon the simme basis, fn the same nmnner, and
subject to the snme provisions of law, including penalties, ns the taxes imposeil
by Title IT of the Revenue Act of 1018,

The taxex fmposed for the taxable year 1920 shall he returnel, nssessed,
collectedd, and paid at the thme provided in Title IT of the Revenue Act of 1018
for the return and payment of income taxes for the taxable yenr 19205 and
the tax fmposed for the tuxable year 1921 and ench taxable yoar thereafter
shatl be retwrned, assessed, collected, and puid st the time provided in Pltle 11
of the Revenue Act of 918 for the return stnd payment of incoie taxes tor
the taxable year 1921 and each taxable yenr thereafter,

All terts wsed In sections 9, 10, and 11 of this Act shall have the same
menning as the like terms used in the Revenue Act of 1918.

See. 12, That the stockholilers of any personnl service corporation in exist-
enee in the taxuble year 1918 or 1919, by o written agreement hetween the
directors of the corporition and nll the stockholders thereof, may for such
yeurs elect to he taxed mider the provistons of the Roevenue Aet of 198 in
effect prior to the time this Act (akes effect; aud In the case of any personal
service corporation the stockholders amd the directors of which have made such
election, any disteibution nnde herenfter from earnings or profits accumulated
during the ealendnr years 1018 and 1919 shall be exempt from the tax imposed
by Pitle IT of the Revenue Act of 1918 rovided further, That such divectors
nnd stockholders shalt be deemed to hnve made such agreement and election
untess within ninety days after the time this Act takes effeet one or morve of
them shall have notifted the commissioner in writing that he rejects sueh
agrecment and election, B

The Commissioner of Internal Revenue shall il to all personal service cor-
porations at the last known address a copy of this Act within 30 duys after
the same tukex effect, : .

H. It 14108, SIXTY-SINTH CONGRESS, SECOND SESSION,
AN AT To amend and slinplify the Revenue Act of 1918,

Be it enueted by the Senate and House of Representatives of the United States
of America in Congiress assemnbled,

BASIS FORR DECERMINING GAIN Ot LOSS,

That subdivision (0) of section 202 of the Revenue Act of 118 I amended to
rend ax follows:

*(a) That for the purpose of ascertnining the gnin deriverl or loss sustninesd
from the sale op other disposition of property, real, personnl, or mixed, the basiy
shall he—

*(1) In the ease of property acquired betfore Murch 1, 1913, the fahr market
price or value of sich property, as of that date;

*(2) In the case of property scquired (except by gift, hequest, devise, or
descent) on op after that date, the cost thereof; or the {fnventory value, if the
Inventory 1s mude in necordance with seetlon 203 ;

*(3) In the ease of property aegoived by gift sinee Fehiranry 28, 1013, the
sime busis that it wonld have in the hands of the donor or the last preceding
owner, by whom it was not acequired by gift:

“(4) In the case of the sale or excluinge of property ancguired by gift, the
entire amount vecefved therefor shall he ncluded in the gross ineome of the
donee, unless the donve submigs with his veturn evidence satisfactory to the
commisstoner showing the basis in the hands of the Iast preceding owner who
ncquired the property other than by gift; and

“(8) In the cuse of property ncquired after Felwuury 28, 1913, by hequost,
devise, or descent, the falr market price or value of such property on the date
of acquisition.”

SEc. 2. That seetion 202 of such Act is amended by adding at the end thereof
a new suhdivision to read as follows: .

“(¢) In the case of stock dividends pnld after FPebruney 28, 1913, the cost
to the taxpayer of each share of ol and new stock shall be the vost of the
old sharex of stock (or the market price or valne thereof as of Marelr 1, 1013,
if acquired prior thereto) divided by the totnl number of old and new shares
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of stock: Provided, That in cases fn which the old and new shares of stock
differ materially in character or preference, the cost of the ol shares of stock
(or the mmrket price or value thereof as of March 1, 1918, If acquired prior
thereto) shall he apportioned between the old and new shures of stock as
nearly ax may be in proportion to the respective value of each nt the time
the new shures of stock were acquired,”

SEC 3. That ‘Pitle 11 of such Act s amended by ndding at the end of part I
thereof the following new sectlon:

EXTRAORDINARY NET INCOME,

“SeC 207, () That compenstion vecelved in any taxable yenr heghining
after December 31, 1019, for porsonnl service rendered by the taxpnyer during a
period of more than three years, and gain derived in any such yvear from the sule
of cupltal nsxets nequived more than three yours prior to the dnte of snle, shall be
deemed to be extraorvdinary income; and such Income, less lossex of the same
clasg or deseription and the expenses or other deductions properly chargeable
thereto, shall be deemed to be extruordinnry net income.

D) The terms *enpital assets ax usedd in this section includes (but Is not
limited to) property held by the taxpayer for consumption or use; but does
not fnchude any property, whether veal, porsonal, or mixed. held by a dealer
for sale or included In the Inventory of the taxpuyer taken nt the close of the
preceding taxable year, The terms * compensation recelved ' and *galn de-
rived ' mean compensation or gnin neerned in the ecase of taxpuyers who mnke
returns upon the so-called neerunl basig; but the provisions of this sectfon shall
ot apply In the caxe of sales upon the nstallment plan when the Income or
gain s aceounted for In Installments as the payments are recelved.

e If the oxtraordiny incone of o taxpayer amounts to more than 20
por centim of s entive grass teome for the taxable year. the extraordinavy
net feome for such yoar may at his option be apportioned rutubly to the years
or parts thereor during which such service was rendered or such uxsets held
(or to the yenrs or purts thereof hetween Febraary 28, 1913, and the date of
stile, I sueh usset= were aequited prior to Mureh 1, 1913) ¢ und the amount thus
ratably apportioned to any yoar shinll be added to the other income of the tax-
payer for siuch year and the tax redeternined upon the corvected amount at
the vates applicable to such year, notwithstanding the provisions of section 200
or any other proviston of thix Act, .\ return or returns of xuch extraordinary
income st be mude at the time preseribed in subdivision (a) of section 227
in such mumer and with sueh information as the commfssioner, with the ap-
proval of the Secretary, may by regulntions preseribe; and if the additional
taxes found upon such redetermination to be due for prioy years are pald in
the same proportionate amounts and at the same installment dates tixed for
the puyment of taxes due upon ineome for the yenr in which sneh extraordi-
nary inconte was received, no penulty or interest shall be added with respect to
the thime which has elapsed between such prior years and the date or dates of
payment,”

ASSESSMENT AND COLLEOTION OF TAXES,

Sl-:c.l 4, That subdivision (d) of section 250 of such Act is amended to read
ax follows: .

* (@) The amount of tax due under any return made under this or prior Acts
shinll be determined and assessed by the commissioner within five years after
the return was made, except (1) in the case of false or fraudulent returns with
Intent to evade the tax, or (2) with the consent of both the commissioner and
the taxpayer, or (3) as otherwise provided in section 207, or in paragraph (9)
of suhdivicion (a) of section 214, or in paragraph (8) of section 284, or (4) in
the finul settlement of losses and other deductions tentatively allowed by the
commissioner pending a deterimmination of the exact amount deductible; and no
sult or proceeding for the colléction of any tax shall be begun after the expira-
tion of five yenrs after the dute when the return was made. In the case of
such false or fraudulent returns, the amount of the tax due may be determined
at any tithe after the yveturn-is fited, and the tax may be collected at any time
ufter it hecomes due,”

Skes 5, That Title XTI of sueh Act ix wmended by adding at the end thereof
two new sections to vead us follows:

“8ke 1321, That If after a determbition aid assessmient in uny case the
taxpayer has withont protest paid in whole any tax or pennlty, or accepted
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any abatement, credit, or refund based on such determination and assessment,
and an agreement Is made in writing hetween the taxpayer and the commis-
stoner, with the approval of the Secretary, that such determination and assexs-
ment shall he final and conclusive, then (except upon a showlng of fraud or
malfeasance or misrepresentation of fuct muterinlly uffecting the determina-
tion or assessment thus made) (1) the case shall not be reopened or the deter
mination and assessment modifled by any officer, employee, or agent of the
United States, and (2) no suit, action, ov proceeding to annul, modify, or se
aside such determination or assessment shall be entertnined by any court of
the United States.

“See, 1322, That In case n regulation or Treasury decision made by the
commissioner or the Secretary, or by the commissioner with the approval
of the Necretary, is reversed by a subsequent regulntion or Treasury decislon,
and such reversal is not immediately occasioned or required by an opinion of
the Attorney General or a decision of a court of competent jurisdiction, such
subsequent vegulution or Treaxury decision may, in the discretion of the
commisstoner, with the approval of the Secretary, be applied without vetro
active effect.”

LIBERTY BOND EXEMPTIONS,

Skc, 6. The varlous Arts authovizing the fssues of Liberty honds are amended
and supplemented as follows: :

() On ad after Jununey 1, 1920, 4 per centum and 4} por contum Liberty
bonds shall be exempt from gradurted additionnl inconre taxes, commonly
known ax surtaxes, and excess-profits amd war-profits taxes, now or hereafter
Imposed by the United States upon uie income or profits of individuals, paetner-
shipe, corporations, or assoclations, In respeet to the interest on aggregate
principal amounts thereof as follows:

Untl the expleation of two years after the date of the terminntion of the
ware between the United States and the German Government as fixed by Con.
gress or by proclumation of the Prestdent, on $125.000 aggregate prineipal
amount & and for three yonrs move on $H50,000 ageregate principal amount,

A The exemptions provided In sxubdivigion (n) shall be in addition to the
exemptions provided in section 7 of the Second Liberty Bond Aet, and in
wddition to the exemption provided in subdivision (3) of secton 1 of the Sup-
plement to the Second Liberty Bond Act in respect to honds issued wpon con-
version of 83 per centum bonds, but shall be in lieu of the exemptions pro-
vided and free from the conditions and Hmitations Imposed tn subdivisions
(1) and (2) of secton 1 of the Suppletment to Second Liberty Bond Act and in
section £ of the Victory Liberty Loan Act,

STATEMENT OF MR. JOHN E. WALKER.

Senator McCuuser., State your name, please,

Mr. Warker, John E. Walker, Solicitor’s Office, Internal Revenue
I ::hall first discuss H. R, No. 14197, entitled “ An act to amend the
perscnal-service corporation provisions of the Revenue Act of 1918,
and for other purposes.”

It is designed to make certain that personal-service corporations
are not exempted from income excess profits and war-profits taxes
beeanse of the stock dividend decision of March 8, 1920, in the
Macomber case. In that decision the comrt made the following very
broad statement:

But looking through the form, we can not disregard the essentinl truth (is-
closed ; ignore the substantinl difference between corporation and stockholder:
trent the entlre organlzation ag unreal: look upon the stockhiolders as partners,
when they nre not such; treat them as having in equity a right to a partition
of the corpornte nssets when they have none; and indulge the fletion that they
have recelved and renlized a shave of the profits of the compuny which in truth
they have nefther received nor realized. We must trent the corporation as a
substantinl entity separate from the stockholder, not only because such is the
practical fact but because it 1s only by recognizing such sepurateness that any
dividend—even one paid in money or property—can be regarded ns income of
the stockholder.
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The Revenue Act of 1918 specifieally provides that a personal
service corporation shall be treated in the snme manner as a partner-
ship; that is, ench member of the personal service corporation shall
be linble to income taxes on his pro rata share of profits whether
the same ave distributed or not. This bill proposes to take out of
the revenue act of 1918 all refesence to personal service corporations,
except the definition of a personal service corporation. and to pro-
vide n new method of treating income of personal service corpora-
tions for income tax purposes.  This method is provided in svctions
9 and 10 of the bill.

Senator Syoor. Section 9 of what bill?

Mr. Warker, H. R, 14197, page 5, on line 13, This section im-
poses n tax on personal service covporations for the taxable year
1920 equal to the income taxes that would have heen paid by such
corporations during the taxable years 1918 and 1919 had they been
siibject to the taxes imposed by section 230 of the revenue net of
1918 for such yenrs. That means that the tax would he equal to the
income tax that such.corporations wonkd have paid during the tax-
able years 1918 and 1919 had they been treated in the same manner
as other corporations. By striking out of the revenue act of 1918
the reference to rersonal service corporations for the vear 1920 and
cach year therenfter. personal service corporations will be linble for
the 10 per cent corporation income.tax. In other words, by striking
out the reference to personal service corporations and by the enact-
ment of seetion 9 into lnw. the personal service corporations, unless
they take andvantage of the election provided under section 12, will
pay during 1920 a tax equal to the 12 per cent corporation income
tax that it would have paid if it had paid the corporation income
tax for 1918, a tax equal to 10 per cent npon its net income for 1919,
and a 10 per cent income tax upon the net income for 1820 and for
every year thereafter,

Senntor Suoor, Is that a retronctive income tax?

M, Warken, It is.  Section 12, howoever, provides that if & per-
sonal-serviee corporation elects to he treated under the provisions of
the revenne net of 1918 as they now stand—it shall not he subject
to the taxes imposed by sections 9 and 10,

Senntor McCrmner, Now, explain why you propose this change,

Mr, Wankenr, It is feaved by the Treasury Depurtment that the
Supreme Court decision in the stock dividend ease may exempt per-
sonr -sefvice corporations from income and profits taxes if a per-
sonal-service corporation case is enrried to the Supreme Court. and
rather than let 2500 corporations out of the payment of tax. the
Treasiry Depurtment feels it is hetter to clear up that possibility
of exemption from tax and place an equitable tax nupon personal-
service corporations,

Senator MeCuraeen. In other words, yon are apprehensive that the
Supreme Conrt will hold in the ease of personal-service corporations
that inasmuch as they are corporations that the stockholders ean not
he subjected to a tux upon the earnings not distributed.

. Mr. WaLken, Yes, sir.

Because if they ave not distributed they have not received any-

income and the revenue act of 1918 says personal-service corpora-
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tions shall not be subject to corporation income tax under Title 1T,
nor to excess profits and war profits taxes under ‘Title ITI,

Now, section 10 proposes retronctive taxes upon the undistributed
profits of corporations for 1918 and 1919 in lieu of the excess-profit
and war-profits taxes, The House selected these two rates on the
basis provided in section 302 of the revenue net of 1918 in the case
of small corporations, That act, in the vase of small corporations,
provides that for 1918 the excess-profit tax shall not be in excess of
30 per cent of the net income, and after 1918 in excess of 20 per cent.
Now, section 10 of this bill provides that for the taxable year 1920
if a personal service corporation does not elect to let its tax pay-
ments stund under the 1918 act. it shall pay a tax. in lieu of the ex-
cess-profit tax for the taxable year 1918 of 30 per cent upon its un-
distributed profit for the taxable year 1018, and a tax of 20 per cent
u}nm the undistributed profit for the taxable year 1919, Section 10
also imposes o tax of 20 per cent upon the undistributed profits of
personal service corporations -for the taxable vear 1920 and each
year thereafter. N

Senator Syoor. These personal service corporations have had a
very hard time to live during the year, and now with the retroactive
tux which you have just described will it not drive them out of
business?

Mr. Wanker, No, Senator, they have their election, and if they
elect under section 12 of this bill to let their tux veturns stand as
they have made them under the revenue act of 1918, they are not
subject to pay the tax proposed in this bill for the taxable years 1918
and 1919, ,

Senator Sxoor. This was one of the most diflicult questions before
the Finance Committee when this act of 1918 was hefore us, and it
resolved itself into this situntion: That if we impose upon these
personal service corporations the regular taxes imposed on other cop-
porations, there wounld not be 10 per cent of them that could exist in
the United States,

Mr. Warkenr, Yes, sir.,

Senator Ssoor. At that time they were all struggling to secure
money to keep in operation, and T think we gave more time to hear-
ings on the part of those interested in personul serviee corporations
than on any other subject of the revenne bill.  Now this bill pro-
vides, by section 12, that they must now aceept the revenue law of
1918 and pay taxes under it for the taxable years 1918 and 1919 or
pay the taxes imposed by the proposed bill for such years.

Ir. Warnker, The stockholders have already paid the taxes for
1918 and 1919,

Senator Syoor, Yes, but now they have to pay not only the taxes
provided in that revenue bill but have to pay the taxes imposed upon
the regular corporations of the country orv else pay this retronctive
tax. .

My, Warken. No, not that, Senator. This is the case: Under sec-
tion 12 they can elect to pay taxes under this bill for 1918 or 1919
or to let their returns that they have nlready made, and the taxes that
their stockholders have already paid, stand.

Senator Syoor, Well, they have to pay the taxes imposed under the
revenue act of 1918, '
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Senator SurnerLaND, They have already paid them.

Mr. WaLker, But the Snpreme Court having said so flatly you can
not look through the corporate entity in the case of corporations and
impose on the stockholders a tax on the profits not distributed.

enator Saoor. In other words, the law means that they have got to
pay the tax? : .

Senator McCuMner. I can not understand it that- way. You can
not call it retroactive. They have paid their taxes under the tax law.

Senator Syoor. Under this law, they have to admit that any de-
cision of the Supreme Court that may be had will not relieve them
of the payment of the taxes that are imposed for 1918 and 1919, or
if they do not do that they have to pay this retroactive tax. :

Mr, WaLker. That is right, but of course the stockholders would
be atitled to 2 refund on any taxes paid for 1918 and 1919 under
the revenue act of 1918 on earnings not distributed.

Senator McCumser. I think they should not be relieved from pay-
ing any tax nor shonld the Treasury Department be compelled to
refund the taxes that have been paid in cuse the Supreme Court
holds in the case of personal-service corporations that any undis-
tributed earnings are untaxable.

Senator Syoor. If yon want to pass a law to head off a decision
that the department expects now the Supreme Court will make, then
pass section 12 of this bill. But here you are saying to those personal
service corporations if you do not pay the tax irrespective of what
the Supreme Court may decide, then you must pay a retrounctive tax.
Now that is the situation exactly.

Senator McCumper. The stockholders have already paid the tax
for 1918 und have probably paid at least one-fourth of the 1919 tax.

Senator Smoor. But they have not paid the tax, Senator, if the
decisign of the Supreme Court is as the Treasury Department expects
it to be. ’ .

Senator McCumser. They have paid it, but would have the right to
recover it back. L

Senator SurnertanNp. This would prevent them from getting it
. back and keep it in the Treasury. ,

Senator McCuMper. That is all there is to it. .
h. lSdenntor SurHerLAND. If there was a loophole in the old law, this

olds it.
, S‘ig‘{ts%r Curris. Do they pay the tax on the undistributed earnings
for

Mr, WaLker. Those personal service corporations for 1918 and
1919 have paid their taxes in exactly the same way as members of
partnerships. That is to say, the individual members or stockholders
pay the tax on t!l(‘»il‘ pro rata share whether the income is distributed
or not.

Senator SurHErLAND. Then you want this bill gassed so that they
can not get o rebate from the Government if the Supreme Court de-
cides in their favor?

Mr. WaLker, Yes, sir. Lo

I would like to read you the Secretary’s statement in his letter
of March 17, 1920, to Mr. Fordney with reference to the personal
service corporation situation,
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PERSONAL-SERVICE CORPORATIONS,

Under the revenue act of 1918 personal-service corporations are treated sub-
stantially us partnerships—I. e., the corporation as such is exempt from income,
profits, and caplital-stock taxes, but stockholders are subject to both normal
fncome tax and surtaxes upon their full distributive shares in the net fncome
of the corporation whether such income is actunlly distributed or not, The
validity of this procedwre is involved in the gravest doubt by the doctrine
enunciated In the stock-dividend case, which apparently leads to the conclusion
that a stockholder of a corporation, particularly a minority stockholder, c¢an
not be taxed (without apportiommnent according to population) wpon a share
of the corporation’s income which he has not actually received. It is possible,
notwithstunding the ahove eeasoning, that the present statutory mcthod of
dealing with pursonnl-service corporations might be sustained on the ground
that It represents in genvral, in its effects upon personul-service corporations
un@ thelr stockholders as a claxs, a relief provision imposed in Heu of the
oxcess-profits tax which is unsuited to personul-service corporations and it
applied to them generally would in many cases work intolerable ludships,
But this interesting question need not be discursed here. There Is a rave
possibility, {f not probability, that the stock-dividend deciston practicaily
exempts from all fncome and profits taxation g group of approximately 2,500
corporations and thelr stockholders, who woull pay under existing lnw—and
should In fafrness pay at least—from five to six million dollarx, ‘I'his posst-
bility, with its consequent uncertaintiox, should plafnly be removed by the
passuge of amendatory legislution,

Fortunately it s possible to place personnl-service corporations and their
stockholders in nearvly the smme position that they now occupy—in a manner
wholly consistent with the spirlt und letter of the ruling of the Supreme Court—
by applying to such corporations on and after January 1, 1918, the tax on
undistributed profits recommended above for all corporations on and after
January 1, 1921, ‘This tax would of course he in lleu of the war-profits and
excess-profits tax which, because of its dependence upon * invested capltal,”
can not intelligently be applied to personal-service corporations in which, by
definition, * capital (whether Invested or horrowed) Is not a materinl income-
producing factor.,” It ix plain also that the law should be 8o amended as to
tax dividends received by the stockholders of personnl-service corporations in
the sanie munner as other dividends are taxei,

It would be desirable, moreover, in my opinfon, to permit personnl-gervice
corporations at thelr option to distribute during the year 1920 cuxh or other
taxable dividends to the full extent of thelr profits earned during 1918 and
1919 bhut not yet distributed, and such retronetive distyibutions should he made
taxable by the stockholdegs at the surtax rates applicable to the years in which
the profits were accumulated by the corporation. By so doing personnl-service
corporations could, if they desired, pluce themselves and thelr stockholders
in nearly the same position that they now occupy; f. e, they would pay no
profits tax at all while the entire corporate income (having been distributed)
would be taxable in the hmnds of the stockholders,  Indeed, so closely would the
proposed plan resemble in effect the method of taxing personal-service cor-
porations prescribed in the Revenue Act of 1918 that it would be eminently
proper—and probably a source of great convenience to the taxpayers con-
cerned—to authorize personal-service corporations with the written consent of
thefr stockholders to elect voluntarily to pay taxes for the years 1918 and 1919
on the basis preseribed in the revenue act of 1918,

%® * * x * * *

There are about 2500 personul-service corporations having net fucome of
approximately $30,000,000 involved, the taxes upon which under existing lnw
do not exceed FEO000 for the year 18, and a slightly smaller nmount
for the year 1919, The aggregite loss for the two years, 1918 and 1919, would
probably be hetween $10,000,000 and $12.000.000. The need for legislation in
this connection arises not so much from the possible loss of revenue as from
the obvious undesirability ‘of permitting 2,500 corporations and their stock-
:ww(ﬁ t«|» escape bhoth the tuaxes upon corporations and those fmposed upon
ndividunls,

Senator McCumpenr. It seems as though we must agree that if
you tax corporations and partnerships and partnerships have paid

.
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their tax on undistributed profits. we ought to hold personal service
tc]mpm'ntiuns to the snme rule or else provide some other way to hold
em,

Senator Struertaxn, That is what this does.

Senator McCueymner, T think this proposed legislation should be
enacted into law.

Mr, Warken, If you wish, T will be glad to take up each section.

Senator McCreymper. Go on,

Mr. Warker. T have had the bill typewritten so that the present
law is indicated in ovdinary type. The matter proposed by the
House bill to be eliminated ‘is lined through, and any new matter
proposed to be inserted is underlined. In section t of H. R. 14197,
the only changes that are proposed in paragraph () of section 201
of the revenue act of 1918 ave the striking ont of the various refer-
ences in that paragraph to personal service corporations.

In paragraph (b) t%m same is also true.

Parageaph (c) stated in the present law that a dividend paid in
stock shall be considered income.  Of course that no longer stands,
so that this sentence has been vewritten as follows:

A dividend palid in stock of the corporgtion (hereinnfter eulled = stock v
demd ) shall not be subjecr to tax at the thte of disteibution,

The only change in the next sentence is the insertion of the words
“bonn fide That was thought advisable to make sure that the
following cuse was included. Tt was feaved a personal corporation
might declare stock dividends before liquidating their assets and in
that way avoid the payment of taxes upon the enrned surplus.

Subdivision (d) of section 201 has no more use whatever. It re-
lates only to stock dividends received between Junary 1 and No-
vember 1, 1919, It is suggested that a new subdivision (d) be sub-
stitnted in order to settle the much contested point as to when a
dividend declared to a stockholder is income in the hands of the
stockholder. In the ease of dividends declaved toward the end of
a taxable year, the question arises as to whether the dividend is in-
come of that vear or income of the succeeding vear, and subdivision
(1) merely incorporates the Treasury ruling to the effect that when-
ever a distribution is made so that the eash or other property is so
set apart or credited to the stockholder as to be unqualifiedly subject
to the immediate demunds of the stockholder then it is income to the
stockholder as of the date of such distributjon,

The only change made in subdivision (e) is the insertion of the
following words: '

For the purpuse of computing the invested eapital of o cotporation, dividends
distributed by sueh covporation,

There has been some contention over the question when the carn-
ings or profits accumulated in the preceding year of u corporation
should be carried to invested capital of the corporation. The only
use th(lry made of subdivision (e) is for the determination of invested
capital.

E'H‘vnator Syoor. This says for the purpose of computing the in-
vested capital of a corporation, dividends (lish'ibnte({ by such cor-
poration during the first 60 days of any taxable year shall be deemed
to have been made from earnings or profits accumulated during pre-

’
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ceding taxable years; but any distribution made during the re-
mainder of the taxable year shall be deemed to have been made from
earnings or profits accumulated between the close of the preceding
taxable year and the date of distribution, to the extent of such earn-
ings or profits; and if the books of the corporation do not show the
amount_of such earnings or profits, the earnings or profits for the
accounting period within which the distribution was made shall be
deemed to have been accumulated ratably during such period.  Now
you have added there to the existing law: “ For the purpose of com-
uting the invested capital of a corporation, dividends distributed
by stich corporation”” Are you %roing to tax them hereafter?

Mr. WarLker. That provision fixes the rule for the determination
of the invested capital of a corporation. If the earnings were dis-
tributed during the first 60 days of the taxable year, then the invested
eapital is reduced as of the date when the dividend is payable by the
entive amount of the dividend so paid.  This is exactly the present
rule of the Treasury Departinent in such easos,

Senator Syoor. You have held that in the administration of the
present lnw?

Mr. WaLken, Yes, sir. That is the only use that has been nade of
this section,

Section 2, as vou will note, amends section 205 of the Revenne Act
of 1918 by eliminating all references to personal service ¢orporations,

Section 3 likewise eliminates the reference to personal service cor-
porations in subdivision (a) of section 216 of the revenue act of 1918,

Subdivision (e) of section 218 of the vevenue act specifies the
manner of treating the income of personal service corporations and
the stockholders thereof for tax purposes, namely. like that of a
partnership and the members thercof.  Of course, in eliminating all
reference to personal service corporations and treating them the same
as o corporation there is no need for that provision, and it is there-
fore suggested in section 4 that the provision be vepenled.

Section 5 of the bill repeals paragraph (14) of section 231 of the
Revenue Act of 1918,

This section s{!wviﬁos the corporations that ave exempt from in-
come tax and of course if yon are going to trent personal sorvice
corporations for income tax purposes as other corporations, personal
service corporations must be eliminated from section 231,

Section 6 eliminates all reference to personul service corvnrations
in the dividend deduction provision of parsgraph (6) of subdivision
(n) of section 234 of the revenue act, :

Section T proposes the insertion of the words * exeept o personal
service corporation ™ in the three plices where reference is made
to the imposition of the excess profits tax on corporations,

Section 10 of this bill proposes to place a tax on the nndistributed
profits of the corporation in lieu of the excess profits taz. So it
18 necessnry in section 301 to exempt persomal service corporations
from the excess profits tax,

Section 8 provides for the striking out of the reference to poer-
sonanl service corporations where it appears in three instances in
section 335 of the Revenue Act of 1918,

Sections 9 and 10 relate to the taxation of personal service corporu-
tions, which I have gone over. .
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Section 11 velates to the assessment and: colleétion of these taxes.
In 1920, should this bill be enacted into law, the personal service
corporation will make the return for 1918, 1919, and 1920 at the same
time that other corporations make tax returns for 1920, and pay the
taxes in four monthly installments in the same manner as other cor-
porations,

Section 12 is the optional provision which I have alveady re-
ferred to. )

Is there any further question with reference to this bill ¢

Senator McCusner. I don’t know of any. We will then consider
act H. R, 14198,

Mr. WaLker, H, R, 14198, entitled ““ An act to amend and simplify
the Revenue Act of 1918,” contains six principal features. The change
in existing law proposed by section 1 is deemed necessary to make
it impossible for taxpayers to turn over their property to friends or
relatives for sale in order to evade paying income taxes upon the
appreciation in valiie during the time the same was held by the orig-
inal owner.

Section 2 lays down the rule which is now covered by the regula-
tions for determining the basis of computing the income tax in the
case of the sale of stock with vespect to which a stock dividend has
been declared, or in the case of the sale of stock received as o stock
dividend, .

Scction 3 changes the basis of computing income in the case of
compensation received in one year for personal services rendered dur-
ing a period of over three years, or in the case of inenme received in
one year from the snle of cgpital assets which have been held for a

reater period than three years. The provision in section 3 provides
that in case the compensation for personal services is received in one
year ov the gain from the sale of assets is received in one year, such
gain may be allocated over the period of years over which the services
were rendered or in which the appreciation has oceurred. Tt is be-
lieved this section is fairer than the present section making the gain
subject to tax in the year in which it is received and that at the sume
time it will greatly increase the revenue. especially becanse of the

cat amount of sales that are now held up because the taxpayer be-
ieves he can not afford to make the sale on account of the large
amount of the gain that he would have to give up in taxes. '

Senator Syoor. If you will take that I)iﬁ I would like to ask some
questions on sections 1 and 2 of the bill. Tn section 1 under subhead
5 on page 2. the House put in there:

In the case of property ncquived after Febroary 28, 1913, by bequest, devise,

or descent, the fair market price or vulue of such property on the date of ac-
quisition, *
. If you make that change up in paragraph 3 of section 1 hy strik-
ing out the word “in” and insert “After December 31, 1918,” you
certainly could make that change in subdivision 5 and strike out that
provision that the House put in,

Mr, Warker. That is not necessary.
mf‘;&mttm' Syoor. As to the property acquired after February 28,

- Mr. Wanker. That is nct necessary because that provision does not
change the present basis. The present basis in the case of sale of
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property, acquired bﬁr bequest, devise, or descent, is the fair market
price or value of suc ﬁropert on the date of acquisition, or the fair
n}mlarket value on March 1, 1918, if the property was acquired prior
thereto.

. fSermt:or Swyoor. This applies .only to the property acquired by
gift.

Mr., Warken, Noj subdivision 5 only applies to property acquirved
by bequest, devise, or descent.

Senator Tromas, Subdivision 3, “in the case of property acquired
by gift since February 28, 1918, the same basis that it would have in
the hands of the donor or the last preceding owner, by whom it was
not acquired by gift;” that means that if I give you property, it is
not subject’to tax, but if you sell it, then the difference between the
values 1s taxable,

Mr. WaLker, Yes, sir.

Senator McCuyser. Under the present law the basis provided in
immgraph (3) would a1|)ply unless the gift was made in good faith,

>aragraph (3) makes the value in the hands of the donor the Lasis
whether the gift is made in good faith or not, doesn’t it?

Myr, WaLker. Yes, sir. :

Senator McCumber, So it eliminates the necessity of ascertaining
whether or not it is a bona fide ﬁift. :
sti};in‘t;or Saoor. I don’t see why you want to go back to February

Mr. Warken, That is the basic date for the determination of gain
in the case of property acquired prior to the ratification of the in-
come-tax amendment to the Constitution. .

Senator Syoor. But you say in the case of property acquired
after February 28, 1913, by Dequest, devise, or descent, the fair
market price or value of such property on the date of acquisition.

My, Warker, That is exactly the basis under the prosent law. In
the case of any sale of property acquired after February 28, 1913, the
gnin subject to income tax is the difference between the selling price
of such property and the value of such proylyerty on the date of
ncqlﬁsition. Subdivision 3 does not change the present treatment
at all.

Senator Syooer. I see it does not change the present basis of im-
posing the tax as ruled by the department.

Mr. WaLker. It is the present law, Senator.

Senator Syoor. Do I understand you that if I give away assets
that I owned 7prior to March 1, 1913, the donee is not required to
pay any taxes?

fr. WaLker. At the present time in the case of the sale of the
property by the donee he computes his gnin as the difference between
the price he receives from its sale und the market value on the day
he acquires the property by gift.

Senator McLean. I did not understand that was so from your
explanation.

Mr. Warker. Under the proposed bill in order to prevent the
evasion of tax on appreciation in the case of sule of property ac-
quired by gift, it is proposed to require the donee to compute the
gain on the difference hetween what he receives from the sale and
the cost to the donor. Otherwise stock might be bought for 50, we
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will say, in 1915, and apprecinted at the present time to 100, The
owner could give that stock to some 1-e]atf\'e for sale.” The relative
would sell that stock for 102 and the relative would only pay taxes.
on the $2 gain,

Senator McLrax, Suppose it is stock owned for more than 6 or
7 years and it is given away and the donee sells it now. How do
you éstimate the tax on the property ?

Mr, WaLker. Under the present law or under this bill?

_ Senator McLeaN, Under this one.

Mr. Warker. The difference between what the donee gets and what
it cost the donor.

Senator McCumner. That would be the case if the donor acquived
the property after February 28, 1913,

Mr. Warnker. He said 6 years,

Senutor S»oor. Suppose he owned it 10 or 15 years.?

Mr. WaLker. In that case it would be the difference between what
the donee gets and the market value on Maxch 1, 1913,

Senator Syoor. The Inw does not seem clear to me.

Mr. Warker, I think the law is clear. Section 202 of the Revenue
Act of 1918 provides that for the purpose of ascertnining the gain
derived or loss sustained from the sale or other disposition of prop-
erty, real, personal. or mixed, the basis shall be:

1. In the case of property acquired before March 1, 1913, the fair
market price or value of such property, as of that dute;

2. In the case of property acquired on or after that date, the cost
thereof; or the inventory value, if the inventory is made in accord-
ance with section 203,

Senator Syoor. Yes; that is where the owner sells it.

Mr. WaLkeRr, Yes, sir,

Senator Syoor. Take it where he gives it away, As I understand
you, the tax was not imposed at all.

My, Warker, That is right.

Senator Syoor. In the event it had been in the owner’s hands for
ten yvears or a longer period, before the 1st of March, 1913? Now, it
seems to me there should be no distinetion in the application of the
law in the case of stock that is given away.

My, Warnker, That is what we are teying to do in this bill,

Senntor McCuesper. T think the only trouble in this matter is
this: Where u nian transfers property that has grown considerably in
value 1o v member of his family for the ostensible purpose of having:
him sell it, and therefore eseape any taxes, we ought to have some
means to tax them, and I know that it is extremely hard to prove it
was not done in geod faith,  But. on the other hand, suppose vou give:
the property in good faith to n member of your fumily, and now the
member of your family finds he is in such circumstances that he is
required to sell it.  He received it not for the purpose of avoiding the
tax, but he finds out afterwards that his finanecial situntion is such
that he ought to sell it. Should we impose that back tax on him?
Ceuld we not have some way to protect him against it ¢

Senutor Syour, Every time a child of mine is marrvied I give them
so much money.

Senator Mc{'tyner, That is money, and you have paid your tax on.
that. )
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Senator Smoor. Or stock; I give them stock. We intend they shall

*have an income of so much a month. Now three out of the four have
sold ev(‘ev particle of that stock, The¥ said they had to.

Mr. Warker, The department would not be here asking for this
amendment if it did not feel there was much tax evasion under the
present law,

Senator McCussrr, I admit there is, and the only question is
whether we can protect those ﬁifts that are made in good faith and
differentiate those made in bad faith, but probably 99 per cent are
made in bad faith. )

Mr. Warker. Xf we could prove they were not made in good faith
we could do that under the present law.

Senator McCumper, But not under this proposition. You hold
them whether it is made in good faith or not.

Mr. WaLker, Yes, sir,

Senator McCunmner, They have to pay that tax if they sell.

Senator NuaexT. I understood you to say that; judging from the
experience that you had, the department is thoroughly convinced
that there is much evasion.

*Mr. WALKER, Yes, sir. ‘

Senator Nuaen, In the payment of taxes?

Mr. Warker, Of evading the tax in this manner; yes, sir,

Senator Nueext, Briefly, what has been that experience?

Mr. Warker. Individuals of high standing advise the Treasury
Department frequently that it is their opinion that many persons
are adopting that method to evade the tax, and of course it is a very
difficult matter to prove that such transactions were wash transac-
tions and not bona fide, '

Senator Syoor. Take a case like this: Suppose I had a farm which
I had owned for'several years and I decided to give it to one of my
boys. T deed it to him, and he in turn decided he was going to move
away from the farm and go to another city, and he sold this farm
with a view of buying another farm somewhere else or investing in
stock, because he decided he did not want to farm any longer; how
would he ever get his money to pay the taxes imposed if it were a
farm trade? .

Mr. Warker. He would be in the same position as any other per-
son exchanging real estate. Whenever property is exchanged for
property a person has to determine what the market value was at
the time of sale and at the date of acquisition or on March 1, 1913, if
accéuired prior thereto. e

enator Saroor. In other words, if it increases 75 per cent, the boy
would have to pay taxes on 78 per cent increase?

Mr. Warker. Yes, sir. .

Senator Tmoyas. Wherever there is®a gain, there is generally a
loss. In the case of the one who sustained a loss would he have to
paﬁthe tax?

r. WaLger. No, sir.

Senator TuoMas. Suppose there are two gifts—my soa and Sen-
ator Curtis’s son receive a gift.

.. Mr. WaLker. In the case of an exchange of property, you have
to determine in each case the market value at the time of the ex-

183474—20—2
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change and also the market value on March 1, 1913, or the date of

acquisition, .
enator THoMas, Let ug say Senator Smoot and I give to our sons
on their wedding day real property worth $3,000, which each of us
had owned prior to March 1, 1913; now, they exchange evenly on
the first day of March, 1915; and the two properties then were
worth, say, $10,000. Would both of them have to pay the tax?

My, WaLger, Yes; on $7,000
" Se?nator Nuaext. Has such a case ever been brought to your atten-

ion

Mr. WarLker, No, sir. ‘

Senator McCumper, Why should they not be taxed, Senator
Thomas? Both of them have acquired property or they have sold
or traded their property and have made money.

Senator Twosas. No; they don’t make a cent. One of them
traded $10,000 worth of property for other property worth $10,000.

Senator McCumser. Not at that time; they have not made it;
neither has a person made & cent who has property worth $10,000

and sells it for $10.000, because the books just balance. A trade is

just the same as a sale, .

Senator Syoor. There were two brothers given farms by the
father, one given a farm in one county and one in another county,
and they were equal in value. Now the properties are about equal
to-day, but the increases have been great upon all farm lands, and I
do know that they have exchanged pluces, and each one of these boys
received the property from their father and would have to pay a tax
on the increased value.

Mr. Warker. That is all taken care of in subdivision (b) of sec-
tion 202 of the Revenue Act of 1918, which reads:

(b) When property is exchanged for other property, the property received-

in exchange shall for the purpose of determining gain or loss be treated as
the equivalent of cash to the amount of its fair muarket value, if any.

Senator McCusser. Mr. Walker, I want to give another case and
see how the law would work out. Suppose that I buy a piece of
property after March 1, 1913, for $10,000. Now, each year I have
been adding buildinﬁs to that property until that properttv has actu-
ally cost me by such additions, an additional $10,000. I then give
it to 2 member of my family and that member of the family sells it
for $20,000, after the gift has been made, for just exactly what it
has actually cost me. Under gour bill that member would have to
pay a tax on the gain of $10,000, would he not, notwithstanding the
fact that there was not a cent made on it?

Mr. Warxer. If you keeg your books to show you had actually
put on buildings costing $10,000 you would be entitled to add in
that amount. s

Senator McCuseer. I don’t think the way it is worded that they
could give it that construction. I think he would have to hold to the
wording of the law and he would have to pay on the difference be-
tween the selling price and the original cost, even though I have put
into it every dollar for which it was sold.

Mr. WaLker. The term ¢ cost ” has been held to mean adjusted
cost. Where subsequent improvements have been made through the
erection of buildings and the books show it, a taxpayer is entitled to

i ettt e S TP (i
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add the cost of the subsequent improvement to the original cost and to

deduct that sum from the selling price in determining the net income

subject to tax. -
enator McCumser, Are you certain of that? .

Mr, WaLker. Yes, sir,

Senator MoLean. They would have to do that.

Senator McCumper, Suppose I pay the difference out in taxes and
suppose I have property that costs me $5,000 after March 1, 1918,
and I have paid out $5,000 in taxes. That is $10,000; and it is sold
then for $10,000.

Myr. WarLker. That would not change the basis at all. You would
not be entitled to add that amgount, but where you have actually in-
creased the value by the addition of buildings, the additional cost
would be added to the original cost. f

Senator McCumser. I don’t think either class of these additions
would be permitted.

Senator Nucent, How long have you been connected with the
Tnternal Revenue Bureau?

Mr. Warker. I was assistant clerk to the Ways and Means
Committee about four years; clerk of the Ways and Means Com-
mittee four years; and have been with the Internal Revenue Bureau
since March, 1919, .

Senator SyooT. Section 2 amends section 202 of the revenue act
of 1918 by adding the following subdivision:

In the case of stock dividends paid after Februavy 28, 1913, the cost to the
tuxpayer of each share of old and new stock shall be the cost of the old shares
of stock Jor the market price or vualue thereof as of Mur, 1, 1013, if acquired
prior thereto] divided by the total number of old and new shares of stock:
Provided, That in cases in which the old and new shares of stock differ mate-
rially in character or preference, the cost of the old shares of stock [or the
market price or value thercof as of Mar. 1, 1913, if acquired prior thereto] shall
be apportioned hetween the old and new sharves of stock as nearly as may be in
proportion to the respective values of each at the time the new shares of
stock were acquired.

Mr. Warker. In the first place, this subdivision is the present
Treasury regulation,

Senator Syoor. This is new altogether.

Mr. WaLker. Absolutely, and it is for this purpose. Wherever
you get a stock dividend it is necessary to arrive at a basis for com-
puting the gain in the case of a sale of that stock or the stock that
was held, with respect to which that dividend was declared. This
rules operates as follows: Suppose you hold ten shares of stock in
a corporation which cost you a hundred dollars a share and you re-
ceive a stock dividend from that corporation of ten shares. Now,
suppose you are going to sell your shaves with respect to which that
dividend is declared or the shares you received as the stock dividend.
When you sell those you have to have some basis to determine your
gain for income tax purposes. The Treasury has adopted the rule
of pooling the stock so held. That is, whether you sell the shares
with respect to which you got the stock dividend or your stock divi-
dend shares, that you shall take your cost of the original ten shares
or a thousand dollars, and divide that by the number of old shares
lIj)lus the new shares vou got for the stock dividend to get your

asic cost. :



20 AMENDING REVENUE ACT OF 1918,

+ Senator THoMas, Is that fair if T ave a certnin number of shares

that cost me a hundred dollars a share and sell them for $200 a share?

Mr. Warker. The Supreme Court snys that you have realized no
gain when you receive a stock divend.

Senator Troyas, I know they do, but they SRY a great many things
that are not true. Now, I get my 10 shares hecause I am an_old
stockholder, but it does not cost me anything. We know that. Now,
T soll my original 10 shares for $200 a share.

Senator Smoor. The only trouble is you can not sell that original
stock for $200, if it was only worth $100 a share, with a hundred dollar
reserve, For instunce, tnke the Deseret Savinizs Bank of Salt Lake
City; their hundred dollar steck is worth $1,000. They issued a
stock dividend making 5 shares for every share that they held. The
stock thenswas dropped to $200 a share. It is just as natural as life.
That is all there is to a stock dividend. There is not a cent back of
the stock more than there was before.

Senator Troyas, If T am the holder of 10 shares of stock and in
consequence of it 1 get 10 more for which I do not pay a cent, and I
afterwards sell all 10 of those shares of stock, no matter what I
sell them for, it is all gain to me,

Senator Smoor. Sure, but if you sold your stock before the divi-
dend was declared, you would get the $2,000 just the same.

Senator Surnerrann, That is true of a bank where the assets are
intnct and tangible, but not always true of all corporations when
the stock is based largely on what they can sell it for. Take United
States Steel.  The book value is way up but the market value is
down to 93,

Senator Smoor., So with the banks, Bank stock is sold upon the
rate of interest they pay.

Senator McCumnen, I can not sce any other way of arviving at
the value than has been given,

Senator Syoor, But the Supreme Court is right where they say
there wus not a single solitary cent more reserve back of any corpo-
ration after declaring a stock dividend than there was before. That
is nbsolutel}slr' true,

Senator TioyMas, That may be true. Take an oil company; if
T am an owner, say, of 100 shares in 0 company and they issue
stock dividend and I lq'et 50 shares beeause I am the owner of a
hundred shares of stock. To-morrow they open up a new oil field.
The stock goes to moving, and anyway there is some outside :ircum-
stance which very seriously and very largely increases the value of
that stock; I sell it, T sell out; T keep my pld stock. Now if that is
not clear gain, I am away off.

Senator Smoor. This is the fact in the case. No one buys stock
unless they know the number of shares of the stock that there is in
the company, and it is based upen the number of sharves of company
stock. If they double that stock, it is all upon the same basis, al-
though they bring up the amount.

Senator McCumper. In other words, every share is worth the same.

Senator Tuoaas, Of course. .

Senator McCumper. The fact is, nevertheless, it seems to me, where
stock is doubled, of course it is worth just half as much in reality.

Senator Tromas, That may be the general rule.
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Senator McCusnenr. That is, it is worth just half as much as one-
half the stock was before, or the whole stock was before,

Senator Smoor. Section 8 adds a new section, 207, to the Revenue
Act of 1918 which provides in part as follows:

That compensation received fn any taxable year beginning after December 81,
1919, for personal service rendered by the taxpnyer during a period of more than
three years, and gain derived in any such year from the sale of capital assets
aceqiiired more thun three yenrs prior to the dute of sale, shall he deemed to be
extraordinary income; and such income, less losses of the same class or
description and the expenses or other deductions propevly chargeable thereto,
shall he deemed to be extraordinary net income. ’

That applies to compensation for personal services.

Mr. WaLker, Yes, sir; and to the sale of capital assets which the
taxpayer has held more than three years. It applies to real estate,
farms or any other property that has been held for movre than three
years. If you will notice, page 3, line 11, “ and gain derived in any
siich year ‘from the sale of capital nssets acquired more than three
years prior to the dnte of sale, shall be deemed to be extraordinary
income.” . .

The Trensury Department contemplates having a separate schedule
in the income-tax return which wih provide for the allocation of
such gain pro rata to the years over which such gains have been
accruing, and the recomputing of the income tax for those years,
The taxpayer will not have to take advantage of this section unless
he sees fit to do so, but as it is, numerous sales of real estate are being
held up because of the fact that when the sale is made the entire
gain during the entire period over which the property has appre-
cinted is held under the Blw to be income in the year received, which
greatly pyramids the income. In many cases the taxpayer after pay-
g the taxes would not receive as much as he could have received
for his property before the war period. Tt is the opinion of the
Treasury Department that the present provision of the law treating
the income in this way works a great hardship upon the taxpayer,
and that the provision suggested in this section will greatly expedite
the sales of real estate.

Senator Syoor, If I bought a piece of real estate three years ago
or if I owned a piece of real estate three years age and sold it on the
25th day of December of last year, you would not tax it for the
taxable year of 1917 unless I wanted you to, but I could have the
right of having the profits distributed the three prior years?

Mr. WarLker, Not in that case, hecause the bill is now limited to
guins received after December 31, 1919,

Senator Saoor, It will be hereafter.

Mr. Warxer, Hereafter you can allocate it. If your income from
such a transaction is in excess of 20 per cent of your gross income,
you ean have yowr income from such transaction allocated to the
years over which you held the property.

Senator Sxrour. I don’t see much use of that in the future, because
the year in which the sale will be made from now on will not be a
higher tax than the present. Of course, where the taxes were as-
cending, it would be.

Mr. WaLker, Your surtax rates are pretty high. They reach 52
per cent at $100,000.
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. Senator Symoot. I know they are, but I say they are not going to

“be any higher.

Senator Tromas, Can you guarantee this?

Senator Smoor. Oh, yes; they will raise taxes from some other
source.

Senator Tromas. Suppose I have a client who gives me an annual
retainer of $1,500 a year for three years. Is that extraordinary?

Mr. WarLker. No, sir; this provision only relates to gains received
during the taxable year for services rendered over a period of more
than three years,

Senator SurnerraNp. This would apply, Senator Thomas, where
you may have had a big case pending for 10 years and perhaps drew
down $25,000 at the end of that time, yet your services have extended
over a period of 10 years, yet your fee came in at one time.

Senator Smoor, It is to relieve you from paying the higher rate
of taxation. -

Mr. Warker, It has considerable equity as well,

Senator McCumper. How would it work out? Suppose the Sena-
tor had been working three years on a case in which he got $75,000
in 1920, How would you distribute that?

Mr, WaLker, If he got $75,000 for a three-year period he would
add $25,000 to’his net income for each of those three prior years, and
recompute his tax on a separate schedule on the tax return and pay
his additional taxes for those three years at the time he made his re-
turn for the year in which he received the fee. ‘

Senator McCumper. Then he would have to pay a surtax and the
ordinary tax for the previous three years? ‘

_ My, WaLker. Yes, sir; that additional amount.

Senator McCumprr. And he would have the right therefore to
treat it as comm{,r in as a lump sum, or go over and have a revision
of his taxes for the previous two yeurs and pay on that basis?

Mr. WaLker. It is contemplated lmvinF a separate schedule in the
ifncome-t:lx forms so that he can make all the computations on that

orm,

Senator Tnomas. This begins January 1, 1920,

Mr, Warxen, Yes, sir.

Under paragraph (d) of section 250 of the revenue act of 1918, ex-
cept in the case of false or fraudulent returns with intent to evade the
tax, the Treasury Department must make the assessment for income
tax purposes within five years after the return was made, and also
the taxpayer is limited in bringing suit to a like period of five years.
It has been held that that provision on}Iy relates to cases arising under
the revenue act of 1918, All this subdivision proposes, with the ex-
cefg:;ion of the four classes of cases mentioned therein, is that here-
after the Treasury Department must make the assessment under any
and all of the internal revenue acts within five years, and the tax-
aner is also barred from bringing suit under any such act unless he

rings it within five years after the date when the return was made.
The cases exempted are (1) the cases of false or fraudulent returns
which are exempted under the present provision; (2) cases in which
the tax is determined with the consent of the commissioner and the
taxpayer. The third exception to this rule is the case of extraordi-
nary income computed under the provisions of section 3 of this bill,
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and amortization claims which arise under sections 214 and 234 of the
revenue act of 1918, in which the commissioner has three years after
the termination of the present war to arrive at a definite determina-
tion of what the final amortization allowance must be. The fourth
exception is cases in which the settlement of losses and deductions are
only tentatively allowed pending a determination of the exact amount
deductible. In other words, the principal feature of this provision is
to specifically provide that, except in the cases specified, all the tax
cases are going to be definitely closed under all the internal revenue
acts within five years.

Section 8 provides for an addition of a new section to the revenue
act of 1918, This is believed to be one of the most important sec-
tions of this bill from the standpoint of the Treasury and the tax-
payer, with reference to expediting the settlement of internal reve-

nue cases, . . . .
Senator Symoor, Let me read it. - This is the new part that I will

read.

Sec. 1321, ‘That if after a determination and assessment in any case the tax-
payer has without protest patd in whole any tax or penalty, or accepted any
abutement, credit, or refund hused on such determination and assessment, and
an agreement is made in weiting between the taxpayer and the commnissioner,
with the approval of the Seeretury, that such determination and assessment
shull be tinnl and conclusive, then (except upon a showing of fraud or mal-
feasance or misrepresentation of fact materially affécting the dstermination or
asxessient thus made) (1) the case shall not be reopened or the determina-
thon and assessment modified by any ofticer, employee, or agent of the United
Ktatex, and (2) no suit. action, or proceeding to annul, modify or set astde
such determinatlon oF axsessment shall he entertained by any court of the
United States,

NEC 1822, That o case o vegulntion or Treasury deciston made by the
commissioner or the Secretiey, or by the convnissioner with the approval of
the Neevetary, Is reverseil by an =ubsequent reguluntion or Treasury decision,
and such reversal is not immedintely ocenstoned or vequired by an opinfon of
the Attorney Genvral or o decision of a court of competent jurisdiction, such
subsequent vegulation or Treasury decision may, it the diseretion of the com-
missioner, with the approval of the Secrvetary, he applied without retronctive

effect,

Mr. Warker, May I take up section 1321 first?

The Secretary of the Treasury, in his letter of March 17, 1920, to
the chairman of the Committee on Ways and Means, makes the fol-
lowing comment upon this recommendation:

T Fecommentl, therefore, ns the mast urgent and fmportant of the measures
of simplification which could advantageously be put into effect at once an
amendiment authorizing the Commigsioner of Internnl Revenue, with the con-
sent of the taxpayer and the approval of the Secretary of the Treasury (or
under such other public safegunrds as the Congress may prefer), to muke n
final determination and settlement of any tax cliim or assessment, which
shall not thereafter be reopened by the Government or modified or set aside
by any ofticer, employee, or court of the United States, except upon a showing
of fraud, malfeasance, or misrepresentation of fuct materially affecting the
determination thus made,

This reconunendation 8 of major importance, At present the taxpayer never
knows when he is through, Every time an old ruling is changed by court de-
cision, opinfon of the Attorney General, or reconslderation by the department
the department feelg hound to apply the new ruling to past transactlons. The
necessity of constantly correcting old returns and settlements js as distressing
to the department as it is obnoxious to the taxpayer, But an even.more serfous
situation arises In connection with the assessment of back taxes. The tax re-
turn of a large corporation is likely to he crowded with debatahle points which
the corporation, In the first instance, usunlly decldes in its own favor. The
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auditing of thexe returns has heen necessarily dehtyed by the inability of the
Bureau of ln(|emml Revenue to engnge and hold a sufticlent force of experts to
audit promptly the more complex and difficult returng, hut when the audit
cones {o he made it ordinarily brings to light a large amonnt of back taxes,
A prompt determination and collectton of such back taxes due would probably
bring in additional vevenue exceeding $1,000,000,000, On the other hana, this
situntion must Al the taxpayers coneerned with the gravest apprehension, If
present taxes he continved and a perfod of Industrinl depression ensues during
which the departinent ¥inds time and the men with which to clear up both cur-
rent and back taxen within the same year, the result may he highly disastrous
to business,

The commissionor should be empowered and directed to dispose of these
cases promptly aud tinally, This procedure would being in much additionat
revenue, relleve husiness from grave ancertiinty, geep out of the courts many
debatable cases, and help to avert un administrative deaaiqek.

This section authorizes the Commissioner of Internal Revenue,
with the approval of the Secretary of the Treasury and with the
consent of the taxpayer, to make a final determination and settlement
of any tax claim or assessment, which shall not thereafter he re-
opened by the Government or modified or set aside by any officer,
employee, agent, or court of the United States, except on a showing
of fraud, malfeasance, or misrepresentation of fact materially affect-
ing the determination thus made.

Here is the proposition: Your large tax cases-have often as many
as 20 doubtful points for which there is no precedent, and which may
be eventually decided one way or another. Now, the accountant and
the deputy commissioner in charge of this work who act upon this
particular case may finally rule, after consulting with the solicitor,
that 19 of those points have to be decided against the taxpayer. Now
the following year, in auditing the return for the next year and in com-
paring the return of the prior year, some other accountant or solicitor
or the courts may determine, may decide that the twentieth point was
decided incorrectly. Then there is nothing for the commissioner to
do but to go ahead and readjust that earlier determination.

Senator Tromas. Now, under section 1322, suppose this sort of a
case comes up: Senator McLean has an application before the de-

. partment for a refund of $10,000 which he contends he is entitled to
under the statute and it is decided against him. I will afterwards
have identically the same proposition and you make a decision in my
favor. This provides that Senator McLean can not take advantage
of that new decision and secure further consideration of his clai’n.

Mr. WarLker. Yes; that would be the case under 1322,

" Senator Troyas, That seems hardly just.

Senator Syoor. It simply means we are delegating to the commis-
sioner the power to change the law by regulations of the department.

'Senator Tuodas. They decide these cases anyway. Tlie only ques-
tion in my mind is whether a regulation or changes in the depart-
n;fnt sﬁmould not have a retroactive effect. Section 1321 seems to be
all right.

Mr% WALKER. As it is at the present time, whenever the Treasury
reverses an interpretative ruling it feels that under the present law,
it must go back and reopen all prior cases. .

Senator THonas, You want to avoid this by this section 1322,

‘Mr. Watker, In the case of a decision made by the Attorney
General or the courts, the Treasury Department would have to
reopen all cases involving the same point. This section relates only
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to interpretative rulings made by the Commission or Secretary and
not occasioned by an opinion of the Attorney General or a court,

Senator McCumgen. It has more advantages to the taxpayer than
to the Government.

Mr. Warker., There are some very hard cases that arise in the
case of interpretative rulings that are reversed. For instance, I have
in mind a case of a piano concern. It was a rule that in the case
of articles subject to the manufacturers’ tax under section 900 of the
Revenue Actrof 1918, sold to States or municipalities, that the sale
was not subject to tax. That ruling was published. At a lnter date
the Attorney General had reason to consider that ruling and re-
versed the ruling and held all sales under section 900 to States and
municipalities were subject to the tax. There is a provision in
section 1319 of the Revenue Act of 1918 which provides that if a
taxpayer puasses on to a purchaser an item.as a tax which is in
effect not a tax, he is Jiable to penalty. This concern had been
making those sales, tax exempt. and under the decision of the
Attorney General that was reversed the musical company which had
not passed the tax on, eventually had to pay the tax on all those
sales, While this case would not be covered by section 1322, it is
believed that there are many cases of severe hardship which could
be avoided if interpretative regulations could be made without retro-
active effect.

Senator Smoor. You can get along without section 1322 very well.

Mr. WaLker. We would not insist on that if you think that it is
unwise to authorizé such a delegation of power. However, I do not
think it would be abused and I think it would be very helpful in
satisfactorily administering the law. !

Senator SuTHERLAND. In the change of administration there might
be a different view taken in many cases which might reopen a great
number of these cases,

Senator McCuxsrr. It seems to me the case is about as broad as
it is long. That is, that it is as much a benefit to the taxpayer as to
the Government, and I think a little more beneficial to the tax-
payer. :

Senator Syoor. T don't like this kind of legislation, though.

Senator McCumper. I can give you one case that has been before
the department. There was an individual running a sort of a dance
hall or dancing place, and his system was to allow people to come
in and pay 10 cents or whatever it was and have a seat. Then if
they wanted to dance they could go inside the rail and pay ten cents
or whatever it was and dance. He presented the matter to the com-
missioner and asked as to whether or not he should collect a tax
from people paying the entrance fee in the first instance, and the
commissioner decided that he ought not to collect a tax from them
on that entrance for merely the privilege of coming in and sit-
ting down, but he should collect the tax from those who went
into the actual place of amusement and took part in the dancing.
Thereafter he allowed thousands to come in and look on the dancing
and have the benefit of his chairs. After this the department
changed this ruling and demanded from him a payment for the
tax on all the tickets that had been sold for the entrance in.the first
instance. I think it was settled afterwards by a sort of a compromise
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or backing down on the part of the department, but it would have
been mighty convenient if he could have had some arrangement
whereby if it were a mooted question he could not be called upon
afterwards to pay the tax, and that benefit he would get under this
provision,

Senator Smoor. Yes; but the very recital of this case convinces
me that this power should not be delegated to the commissioner.

bSen(ixtor McCusser. You are assuming, of course, that it will be
abused.

Senator Swmoor. I don’t know when the regulations will be
changed and the decisions of the department will be reversed, and
T don’t think it is right to give this power.

Senator TroMas, 1 don’t see any objection to 1321,

Senator Satoor. No; nor do 1.

Senator McLean. Suppose a case has been decided and the tax-
payer pays a tax and assumes -that his case is settled. Shouldn’t
there be some protection against a reexamination and reversal of the
decision?

Mr. Warker, I think, Senator, that there is so much difficulty in
keeping trained employees that it would not be safe to permit the
final determination except at the Washington office.

Senator MoLran. What limit, if any, is there upon a reexamina-
tion of the return of a taxpayer? i

Mr. WaLkER. It can be reexamined at any time within five years,

Senator MoLraN. If he had a dispute and paid his taxes they can
be reexamined at any time within five years? =

Mr. WaLker. Yes, sir.  And if the Treasury Department changes
# ruling it feels that under the law it is compelled to go back and
make readjustments and make the tax assessments in accordance .
with the subsequent ruling.

. Senator Surnerraxp. It seems to me there should be a shorter tune
imit,

Senator Smoor. It was put at five years because it was not thought
that the Government could handle the cases that would arise within
a shorter period.

Mr, Warger, It would not be safe with reference to the 1917
returns to have a shorter period on account of the inability to get
snfficient qualified employees and assistants to audit the returns in a
shorter period. .

Senator SurHERLAND. There should be some time when these mat-
ters should be considered closed.

Mr. WaLger, The Treasury Department feels that five years is
necessary at the present time.

Senator SurHERLAND, But they would not necessarily be closed
under this delegation of power desired to be given to the Secretary
of the Treasury? :

Mr. WaLgER. Section 4 provides they shall be closed within five
years,

Seriator SuTHERLAND, Yes; but under the authority requested he
might not decide a case in a shorter time.

r. WALkER. If the Treasury Department is given this authority,
as soon as a case is in shape for final action, it will be acted on. It
is desired to facilitate the closing of these cases and it feels that
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this provision will greatly help toward that end and will produce
great satisfaction in the handling of the cases from the standpoint
of the Treasury Departn.ent and the taxpayer.

Senator SUTHERLAND. A great many now are being called upon
to pay back taxes and are called upon to pay large sums when prob-
ably they have the assistance of Treasury experts and others to make
out their returns. And now they are called upon to pay taxes, and
there should be some time set in which a man could consider the
thing closed.

Mr. Warker. The Treasury Department is very anxious that at
an early date a shorter time limit for the closing of cases may be

rovided, but with the present volume of work and the difficulty
n keeping qualified men it can not adequately protect the revenues
and recommend a shorter time limit.

Senator SurHERLAND. I have heard of numerous cases where
people took the expert advice of Treasury experts, and then had to
pug large sums in additional taxes.

Senator McCumser, I wish you would give a short explanation of
the Liberty Bond exemption. ]

Mr. WarLxer. Section 6 is intended to simplify the Liberty Bond
exemption and to give substantially no greater exemption to Liberty
Bond holders. Now, the. exemptions to Liberty Bond holders are
conditioned upon the amount of bonds that they hold under prior
acts, If they hold the aggregate amount of bonds permitted to be-
held tax exempt under the various provisions of the Liberty Bond
acts the aggregate exemption for two years after the proclamation
of peace, 1s $125,000, and $50,000 for five years after the proclama-
tion of peace. This provision gives the bond holders a slightly larger
exemption than they get under existing law in that it will permit
them to hold tax exempt for two years after the proclamatipn of
peace, $125,000, and for five years after such proclamation $50,000
of the 4 per cent und of the 4} per cent bonds, without any condition
as to whether they hold the proper amount under the prior acts.
It is believed it will not cause very much of a reduction in the tax
receipts and it will tend to create a slightly better market condition.
The main purpose is to simplify the making out of tax-returns of the
income from Liberty Bonds,

Senator McCuMmser, Don’t you go further than mereldy simplify-
ing it? Don’t you change the law and give them additional ex-
emption or exemptions that they would not be entitled to under the
law creating the issues or providing for the issues? '

Mr. WaLker. Yes, sir, In case they do not hold the proper
amount of bonds requireé under the various laws tb entitle them to
the aggregate exemption, but this provision does not give them a
larger exemption than they would have if they held the proper
amount of bonds required under the various acts.

Senator McCumBer. That gives them a benefit over what they
would receive, so that all who have bought these bonds with the re-
quirements under existing law that tend to lower their value will
have the benefit by an act of law which will create a fgreuter value for
those bonds and which will give them the benefit of it in the sale of
those bonds, ' ‘

Mr. WaLkger. That is true.
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Senator McCuser. That does not seem to me hardly to be in ac-
cord with justice.

Mr. WaLker. It is a great step in the interest of simplification of
the tax return, and it is not believed that it will' materially reduce
the revenue,

Senator Sxoor. It will reduce the revenue or there is no use to
pass the law.

Mr, Warker, It will, sliﬁghtly. There is no doubt about that.

Senator Satoor. The only thing I can see in it, is that it may
create an improved market for the 4 and 4} bonds, and perhaps in-
&reuses the value of those bonds. There will be a greater demand for

lem.

Senator McLrax. The only purpose 1 can see is this, that those
securities were sold by those people who could not afford to hold
them. They were bought then at this depreciated value, Then we
passed a law which enabled the present holders to sell them at an
appreciated value. That does not appenl very strongly to me.

Senator Smoor. Whatever appreciation is made, they obtain.

Senator Suruerraxp. Why not make the date a fixed date rather
than at the time of the proclamation of the President or by act of -
Congress?

Mr. Warker, That is part of the contract on vour bond. I was
talking to Mr. Gilbert, assistant to Mr. Leffingwell, this morning and
he is very much worried about the amendment put in the bond pro-
vision on the floor of the House. It inserts the words “ by Congress
or”. It is his opinion that that amendment materially changes the
contract in the bond. The bond carries the provision that the exemp-
tion period shall be deterniined by the proclamation of the President.
. Senuto]r Svraernann, Nobody would complain if conditions were
improved. :

fr. WaLker, The House nmendment possibly might not improve
it. It might shorten the exemption period. Secretary Leffingwell
thinks those words should be eliminated. That is on page 7. line 14;
- strike out “ by Congress or”,

Senator Smoot. You say that is on page 7, line 14¢

Mr. WaLker, Line 14, “ by Congress or .

Senator McCusmper. Have you anything further to say, Mr.
Walker?

Mr. WarLker. With reference to H. R. 14198, in order to make
certain the date of effectiveness of section 1 of the act, may I sug-
gest the following amendments:

On page 2, line 1, strile out the word “In” and insert ¢ After De-
cember 31, 1919.” .

On page 2, line 3, strike out the word “ In” and insert “ After De-
cember 31, 1919,” )

On page 2, line 6, nfter the word “ Gift,” insert “ Since February
28, 1913.”

Mr. Warker. In the case of sale or exchange of property acquired
by gift, we want to make it clear that it relates to gifts made after
ratification of the income tax amendment te the Constitution.

" Senator Saoor. Is that not assumed?
Mr. WaLker, Probably; but that makes it clear.
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On page 3, line 12, after the word “sale,” add the words “or
exchange.”
Now, if you will turn to H, R, 14197, on page 3, line 16. On
page 3, line 16, after th first word, ¢ the,” insert the word “last.”
ere is a_new section that the Treasury Department would like
vouRtolgxl)S?ider in the personal service corporation provision bill,
On page 4, after line 11, insert a new section to read as follows:!

P ].S'!s:c. —. That section 220 of the Revenue Act of 1918 is amended to read as
ollows:

“That 11" any corporation, however created or organized, is formed or availed
of for the purpose of preventing the imposition of the surtax upon its stock-
holders or members through the medium of permitting its gains and profits to
accumulate instead of being divided or distributed, such corporation shall not
he subject to the tax. imposed by section 230, but the stockholders or members
thereof shall be subject to taxatlon under this title in the nsmm::ld manner

ers-e:

as the members of partnerships, and all the

- provisions of this Tiile relating to partnerships and the membvers thercof 8o
far as practicable shall apply to such corporation and the stockholders thereof:
Provided, That for the purpose of this scction amounts distributed by such a.
corporation. during its tarable year shall be accounted for by the distributees;
and any portion of the net income remaining undistributed at the close of its
tarable year shall be accounted for by the stockholders of such corporation at
the close of its tarable year in proportion to their respective shares, except that
the tax tarcs imposed by Title IIX of this Act, or scctions 9 and 10 of the Personal
Service Corporation Act shall be deducted from the net income of the corpora-
tion before the computatton of the proportionate share of each stockholder or
member. The fact that any corporation is a mere holding compuny, or that
the gains and profits are permitted to accumulate beyond the reasonable needs
of the business, shall be prima facle evidence of un purpose to escape the surtax;
but the fact that the gains and profits are in any case permitted to accumulate
and become surplus shall not be construed as evidence of a purpose to escape
the tax in such case unless the Commissioner certifies that in his opinion such
accumulation is unreasonable for the purposes of the business. When requested
by the Commissioner or any collector, every corporation shall forward to him a
correct statement of such gains and profits and the names and addresses of the
individuals or shareholders who would be entitled to the same if divided or
distributed, and-of the amounts that would be payable to each.”

Now, if you eliminate your reference to personal service corpora-
tions in the revenue act of 1918, section 220 of such act will no longer
have any effect, and therefore in case of close corporations, if the
corporation should decide to keep its income in the cor{)oration so the
members would not be liable to the surtax, we would have no way
to compel them to make this distribution.

If this amendment is adopted a new section should be inserted
in the bill as follows:

Skce. 18, That thix Act may bhe cited ns the “ Personnl Service Corporation
Act.”

On page 6, line 22, the figure “11” should be stricken out and
the figure ¢ 12 ” substituted. .

‘Now, there is one question of policy that has been called to the
attention of the bureau since this bill was reported by the House
which I think should be called to your attention.

1 in Roman indlcates the present law, the part stricken through shows
the'l;x?:t o“.-'%#’o'égﬁgf} to {}u stricken out mulpmc part o lmllgs indicates the new matter
proposed to be inserted.
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Mr. WaLker. This qilestion arises in the case of the sale of prop-
erty acquired by gift. In such case the basis for determining gain or
loss under the proposed bill is the cost to the donor, and that donor
ossibly has held the property a year and the donee sells it after
raving held it a little more than two years. In such cases, it has been
suggested that it should be provided that the period the donor held
the property can be linked up with the period the donee held it,
and 1if the donor and the donee held it for more than the three year
period that the donee should be given the privile%\e of apportioning
the gain over the period that the property was held by the donor
and donee. There 1s some equity in that.
Senator Sxoor. I supﬂose there would be the same equity in this as
there would be in the other case?
Mr. Warger, Thank you very much,
(Thereupon the committee adjourned.)



