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INTERNAL REVENUE.

THURSDAY, SEPTEMBER 1, 1021.

>
UNITED STATES SENATE,
COMMITTEE ON FINANCE,
Washington, D. C.

The commnittee niet In executive sexxion, pursunnt to call of the chairman, at
1030 o’clock u. m,, in room 812, Sente Oftice Building, Hon, Boles Penrose
presiding.

I'resent : Seaators Penrose (chairman), McCumber, Smoot, La Follette,
Dillingham, McLean, Curtls, Watson, Calder, Simmons, Gerry, and Walsh,

Present also: Dr, T. 8. Adamg, tax advirer, Treasury Department; Mr, John
E. Walker, Chief, Legislative Drafting Service of the United Stateg Senate;
andd Mr, J. 8. McCoy, actuary, Treasury Departinent. .

The CHAIRMAN, The committee Is meeting this morning to consider “An act
to reduce and equalize taxation, to amend and =implify the revenue nct of 1918,
and for other purposexs.,” We are about to peruxe the act ling by line, coni-
paring the act of 1918 with the bill ax amended in the House of Representutives
and as it came over to the Senate, . .

Dr. Adams §s here, and 1 will call on the Doctor to muke a prethninary stute-
nent of his views to the comnittee,

STATEMENT OF DR. T. S. ADAMS, TAX ADVISER, TREASURY
DEPARTMENT. .

Dr. Apasms, The Secretary will appear here next week, at the option of the
comittee, probably, I think, Thursday rather than Wednesday, if that is con-
\'el'llellt. . tr . _'

_The CHAIRMAN, The dnte was fixed for Wednesday, hut if Thursday will suft
the Secretary hetter we will change it to Thursday.

Dr. Apams. 1 think he is at your gervice, Mr. Chafrinan, but I believe Thurs-
day would be a little better, as he has an unusual pressure of other matters
on Wednesday. N

The (CHATRMAN., We will muke it Thursday at half past 10 o'clock.

Dr. ApaMs, The Secretary at that time will dixeuss the question of probahle
expenditures and revenue needs, and the general structure of the tax aet,
80 far as he has any recommendations to make concerning new taxes or funda-
mentl changex In the structure of the House bill, and I should prefer, per-
sonally, until he arrives rather to discuss the technical purts of the law, aiul
the rensons for the changes in' administrative and similar provisfons of the
law, ' - : :

The CHAIRMAN, Dr, Adams, before you go on, did you have any formal hear-
ing of this character before the House Ways and Means Comaittee?

Dr. ApAdMS. There were several formal- heurings, and the proceedhngs have
been printed, . .

The CHAIRMAN. And were ghey printed for public use? . . :

Dr. AbAMS, -They were printed for public use, and can be securell here,

The CHAIRMAN.. Were those hearings tuken publicly or in executive session?

Dr. ApAMS, Those hearings were taken publicly. When the Secrefary ap-
peared, the committee had a full attendance hoth of the Republicans and Demo-
crats, and it was not an executive gsession. - - ) 3
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The CHAIRMAN, Is the statement you are going to make now a repetition of
those hear:.ngs?

Dr. Apams. I shall not repeat that, Mr. Chairman, unless it seems desirable.

The CHAIRMAN. Later on you did confer with the House committee in execu-
tive session, did you——

Dr. ApauMs, Yes.

The CHAIRMAN (continuing). As to the detalls of this bill? -

Dr. Apams. I was with the House committee, I think, throughout thefr entire
work on the bill.

The CHAIBMAN, Proceed, Doctor.

Dr. ApaMs. T had understood that § could he of more service to the committee
:)ly s'imply going through some bf thé reasons for the changes, commencing at

e first. ’

The CHAmRMAN. Do you think we had better proceed to read the hill?

Dr. Apams, There coulid he much judiclous skipping., I could call your atten-
t'on to the points that are really worth golng over.

The CHAIRMAN, Do you want to take the bill and rend it and skip according
to your own judgment?

Dr. ApAaus. I was golng to take up the bill, starting with Title I, and ¢all
?ttent:on to important changes or important problems fuvolved, it that s satis-

actory. )

The CHamMAN. We will be glad to have you do that.

Dr. Apass. I would like to raise first the question of what form vou want
this revenue act to tuke when fin:ished. The House bill consists of a serfes of
amendients to the reventie act of 1918, That method of dealing with this sub-
Ject leads to a pretty complicuted result. You have the revenue act of 1918 with
a lot of chunges which apply only for one year, and then further chunges which
go Into effect Junuary 1, 1922, which results in a highly compiicated document,

The tirst problem which you gentleinen should consider js whether you want
that sort of a serles of amendments to the revenue act of 1918 or whether you
want to write a new revenue act.

Senator WaTsoN. What I your advice as to how we should proceed?

Dr. Apayms. 1 hoped you would desire to write a new biil,

Senator McCUMBER, One of the curses of the present revenue law hax been
that we had to take two or three revenue laws and examine them all to get the
correct application,

Dr. Apams. Tint will be worse, )

The €ragyaN, Dr. Adams, which is considered the hest style from the point
of view of artistic excellence, to have an entirely new bill or to amend the old

bill?

Dr. Apams. I think an entirely new biil wonld be more art’stic.
© The CuammaN. Dr, Beaman, I helfeve, was professor of statutory law fn
Columbia University, and they probably have some rule or method laid down in
that respect.

Dr. Apayms. He is an artist.

The CHARMAN. I simply asked for information as to which would be cons’d-
ered the best style,

Dr. ApaMg. With so many changes an entirely new or rewritten act wounld be
considered the best,

The CHaamryMAN. How could you identify the changes?

Dr. ApaMs. Mr, Walker will have before you In a very few moments a print
sliowing every change made by the House.

The CuamMaN, Did you have notes at the foot of the bill?

Dr. ApaMs. Mr. Walker has it printed in different types to show separately
thie House amendments and the present law, '

The CHAIEMAN. Should an attorney or:taxpayer rend the new bill and want
to know whereln it differed from the present law, would he he able to reach a
satisfactory conclusion?

Mr. WA?;tm. So far as that goes, the only way that could be done would he
to compare the two statutes; and, so far as the work of the committee is con-
cerned, we have'n comparative print made, lining through the matter stricken
out of the various sections of the revenue act of 1918, and putting the new mat-
ter inserted by the House biil in italics. That print is on the way from the Gov-
ernment Printing Office at this moment. o

Senator DruLiNgRAM, The taxpayers have a right to dempnd the simpler

form.
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Senator SMoor. And not only that, there I8 only one thing to do, and’ that 18
to rewrite the revenue bill and not to mix it up. This is the workt we ever had.

The CHAIRMAN. Did we not have the sanie question up in reference to the 1918

act and have to rewrite a large part of it?

Mr. WALRER. You rewrote it from start to finish—an absolutely new act. -

The CHAIBMAN, We started with this same system?

Dr. Apams. In 1917,

The ("HAIRMAN, 1t [mss«l the House in its amendatory form, did it not"

Dr. Avams, Yes.

The CHAIRMAN, We rewrote the bill. did we not?

Dr. ApaMs. The 1918 revenue act passed the House as a new bill; the 1917
act was a very had illustration of what has been criticized here to-day :

Senator Smoor., The House rules are such, Mr. Chairman, that perhapt
they did by writing the act as they have written it escape some of those ques-
tions they wanted to escape. But we have no such rules in the Senate, and if
we put this thing in the way it is here we will never get ‘it off the floor of the
Senate. There will be untold amendments referring hack to the act of 1918
and no telling what wouid be the result.

The C"HAIRMAN, Have you got the bhill rewritten, Dr. ‘Adams?

Dr. Apsms. Not as it pussed the House, There should he no delay due
merely to rewriting the act; that ix comparatively simple, after you have de-
cided what amendnients you want.

Mr. WaLKkR. That can be relatively eagily done from the comparative print.
which we will have before us in a few minutes,

Kenator Warson. Do you mean by that, Dmtor, that you have wrltton an
entirely new hill?

Dr. Avams. I hope you will write a new revenue hill, and not onlv wrltt' a
new revenue bill, but adopt an entirely different form of revenue hill,

There are necessarily in these revenue acts a lot of highly mmmlcnml pro-
visjons that the average man can not understand, at leasnt on the first rveading,
I do not see why those highly technienl provigions should not he put into
separate schedules leaving the body“of the.statute a rather simple tax law
that the average man can understand. Something like thisx is done in the
Brit'sh law: and we have n -separate schedule in Title X1, dealing with the
stamp taxes.

Senator Saoor. I move that we write a new bill and repeal alt of the other
acts, so that when it is passed and becomes a law the business interests of
this country and lawyers and everybody else will know just exactly when they
have the whole law, when they look at the act when it is passed.

The ClAIRMAN. You make the motion, Senator Smoot, that it is the sense
of the committee in a general way that the bill be rewritten along the lines
described by Dr. Adams?
- Senator Smoor. Yes,

Senator La ForLrLerTE. That is, that it embody all the new provisions that are
to be enforced, so that you will get the meaning? Do I get your idea, Dr.
Adams? In other words, so that it will not be necessary to go tp other stat-
utes to find out what a citizen has got to do?

Dr. Apays. Yes; and also where posgible to separate the more difficult and
technical provislons.

The CHAIRMAN, We want to pass a new bill that will read concisely.

Senator SmooT. And 8o that everybody will know what 1t is.

The CHAIRMAN, If that is the sense of the committee, Mr. Walker wm miike
a note of it, and Dr. Adams, we will proceed on that declaration. We had
the same thing up in the act of 1917.

Dr, Apams. Do you want to take up this bill section by section?

The Cramman. I think we had better do that,

Dr. Apams. The first title deals with terms, and it simply provides that the
act may be cited as the revenue act of 1921, and that the terma used therein
shall have the same meaning unless the context otherwise indicates, as they
have in the revenue act of 1918,

The CrAmMAN. That paragraph you would transcribe to show what the
terms were? \

Dr. Avams. I would simply repeat the terms,

The CHAIRMAN. That is wonderfully better.

Dr. Apams. Title II adds to the terms employed in the revenne act of. 1918
two new terms—it defines foreign trade and foreign-trade corporations, Before

*
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reading the definition, I might state the general object of this: In this bill
* foreign traders” and “foreign-trade corporations” are taxed substantially
as foreign corporations and forelgn nonresidents. There has been a great
deal of discussion about the Ameriean corporation and the American citi-
zen engaged in businesa abroad, practically all of whose business is trans-
acted abroad. There has been particular criticism of the treatment of
Americun nationals doing business in the Philippiner, These definitions
are introduced to make that plan practical. The term * foreign trader,” then,
is defined in lines 14 and 15 of page 1 to mean a citizen or resident of the
United States or domestic partnership 80 per cent or more of whose gross
fucome_ for the 3-vear period ending with the close of the taxable year, or
for such part of such period immediately preceding the close of the ta :able
year as may bhe applicable, was derived from sources without the United
States, as determined under section 217——

Senator WarsH, Why 80 per cent fustead of 60 or 90 per cent?

Dr. Avans, In ordér, Senator, to apply this special provedure only to persons
practically all of whose business is dohe without the United States. An Ameri-
can corporation, If it is doing pructically all of its business in China, will pay
taxes to us only on the income derived from sources within the United States:
onh the other hand, an American corporation which has only casunl business
abroad or which does 10 per cent of its bhusiness abrond will pny taxes on all
its income derived from the foreign country, but will be given a credit for the
income and profit taxes it pays in the foreign country,

Senutor Curris. It will eliminate. the danger of one party doing husiaess in
this country and abroad from trying to escape taxation by claiming they have
pald it all in the other country?

Dr. Apaus, That is one of the important fentures of it,

Senator Curtis. How does that apply to a case where an importer hus done
business both in China and in the United States? If he buys in China, his
business is in China to that extent, and he imports to the United States. That
would he all regarded as business done in the United States?

Dr. Avams. No. Rather careful rules are given respecting that in section
217. Income is to a certuin extent nllocated. If derived fromn the sale of renl
estate it goes to the country in which the real estate is situated. But in the
case of business of the kind you describe the income is divided hetween the two
Jurisdictionn. Part of it is deemed to be derived from sources within the
United States and part derived from sources without the United States,

Senutor LA Fourerre. How would it he divided—on what principle?

Dr, Apasts. That has been largely left to administrative discretion, as wiil
be seen in subddivision (e) of section 217. It 18 a difficult problem and one
with which we must deal, unfortunately, hecnuse opinions of the Attorney
General have put ux fn a very unfortunate position. The prexent law, as youn
know, taxes foreign corporation nnd nonresident aliens only on profit from
sources within the United States. and the opinion of the Attorney General
referred to makes the allocation turn wholly upon the element of sate., If
the sale I8 consummated In the United States, the income is taxable here, and
if the xale is conrummated abroad the Income is taxable abroad. That is the
formal opinion of the Attorney General.

Senator La Fouierre. Under this administration?

Dr. ApaM8. Not wnder this administration.

Senator McCusmaer. Then if an American corporation establishes a wanu-
facturing plant in China and the product of that plant was sold in the United
States the profits of that company are all domestic profits?

Dr. Avaas, Are all domestic profits. An English corporation which owns
timberland in Arkansas cuts the trees, roughly fashioning the timber, and cut-
ting them into rough Implement form here, completing the tinal process of
manufacture in Scotlund and selling from London, would be held to derive no
part of the profit here. The present law ix to this effect—that a Canadian cor-
poration, for inktance, cun set up a fuctory here, go through ull of the business
transactions except final sale. and the {ncome will follow the place of sale,

The dnnger of all that is that it is possible within linits to consummate salex
wherever you wish, You can conclude the sale wherever you want to, abroad
or here, frequently at your option.

Senator La ForlerTe. What is the practice in Grent Britain in those canes?

Dr. Apaxs. The practice in Great Britain is simtlar to that proposed.

Semntor LA Forrere. Is there other authority? :
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Dr. ApaMs, Yes.

Senator CurTtis. There is no end of authority if you shall apply it to a
stralght proposition. .

Dr. .;\mus. It is, in my opinion, an unfortunate opinion of the Attorney

Senator LA FoLLETTE. Are we to be bound by that decision?

Dr. Apaxs. Yes; until we change the law.

Senator Lr FoLLETTE. The presen’ Attorney General is not bound by that
opinton ; he can write an opinion reversing it, can he not?

Dr. ApaMg, I think he possibly could; and, moreover, we have had a decision
of the Supreme Court In the Underwood Typewriter cuse since the opinion ot
the Attorney General! in which the court rather disapproved the idea that the
entire profits should be made to follow the mere sale and implied that a certain
a;nt?u!ltn't of the profit may be allocated to the manufacturing and other
activities,

Senator La FoLLETTE. The whole thing might be created here—havz all the
value put into it here that Inbor,and art could contribute—and thes, just be-
cause the sale wns made some other place, that the profit is tozable there.

Dr. AvaMs. The British law hins a serles of arbitrary holdings which make
their luw a little tolernble; for instance, they are authorized in any case in
which the rale is consummated in Great Brituin, and they have reason to
believe that a fuir amount of the profit is not returned, they will simply go in
and assume a profit—the profit that ordinarily is secured,

Senator CURTIS. Arbitrarily?

Dr. Avams. Arbitrarily. There are business trunsactions of that kind. We
have some complaints from Ameriean corporations on that score.

Senator 8ymoor. There is real justice for the demand for a change:in the law,
as I understand it, but that an Amerlean citizen could go to the Philippine
Islands, and he is taxed as an American citizen on the business done on the
Philippine Islands under the Ameriat law, The English competitor and all
of the foreign countries, universally exempt him from taxation if he does all
of his business in the I'hilippine Islands, Therefore, the Chinaman, the English-
man, the Itallun, and all other citizens of all other countries have every ad-
vantage in the world of the American husiness man in the Philippine Islands,
and they are going to drive them out of husiness unleas the law changes. But
that is where they do all of thelr business, and have their business established
there. That is what has brought about, Dr. Adams, as I remember, the
necessity of this change.

'l;lflteh(a:umamm We have had it very prominently up in all the preceding
tar 8, \

Senator WarsoN. Why do you say a three-year perlod any more than a two-
year or four-year period, if it is fairly representative of the amount of busi-
. ness done?

Pr. ApaMs. We did not want to let 1 man take this status who is not regu-
larly doing most of his business abroad. There is a leeway; for instance, if
the partnership had not been organized—perhaps the man had not been in
business ; you can innke your ruling on the basis of such period ns he has been
in buxiness. But, in general, we want & three-year period,

Senntor WarsoN. Do you suggest that that particutar title be changed down
to the comma to which you have read?

Dr. ApAMS. So far as this one definition stands, in itself it seems to me
very good. It is a little cumbersome, but it has been designed to confine itself
merely to persons in business. You will notice in the first print we had, lines
5 to 9, two conditions imposed: Firat, that S0 per cent or more of the gross
income for the three-vear period was derived from sources without the United
States : second, that more than half of the man’s gross income shall have heen
derived from the man's active conduct of business. That has been inserted to
prevent mere investors taking advantage. That was very bitterly fought in
the House; and that second condition was put in there to prevent, for instance,
persons: Hiving over here investing in French or Danish or Swiss bonds and
getting a large percentage of income from that and clniming exemption, So
that In order to prevent that this method of taxation may be followed by all
persons 50 per cent of whose gross income shall have heen derived from the
active conduct of business ; and I think that {s very necessary. The thing would
be apen to abnse if some such condition were not imposed.

This other will give you the present revenue bill, and the first new thing we
come to on the subject we are now discussing is found on page 8, lines 18 to 23,
and the following page.



8 INTERNAL BEVENUE HEARBINGS.

Similarly the term “ foreign-trade corporation,” at the bottom of paﬂe 5, means
“ 2. domestic corporation, 80 per cent or more of the gross income of which, for
the three-year period ending with the close of the taxable year (or for such
glort ot sych period as the corporation has been in existence). was derived

m sources without the Unlted States, as determined under section 217, and
50 per centum or more of the gross income, of which for such perind or such
part thereof, was derived from the active conduct of a business without the
United States.”

Of course, whether you want these definitions depenils upon whether you
gnially indtorse this scheme of taxing foreign traders only on income derived in

hiis country.

Senator McLEAN. There is a provision in the bill, is there not, where the
tuxes under similar conditions are reciprocal?

Dr. AvaMs. That refers to another thing. The personal credlt is under ex-
isting law given to nonresident aliens only when the country to which they
belong gives a similar credit to citizens of this country.

Senator McLzax. Would it not be claimed that a .similar provision should
apply where a corporation is doing business in a foreign country? )

Dr. Abpaus. 1 do not think so, Senator. This provision does not apply to the
nonresident alien.

Senator McLEan. There is at the present time no reciprocal understanding
or provision with regard to aliens doing business?

Dr. ApaMs. Only in the case of the resident alien. The nonresident alien is
and always has been taxable oniy“on his income derived from this country.
What i8 being done is to set aside a certain group of Americans who do all
of thelr business ontside of the country and virtually treat them as forefgners.

Senator McLEAN. But it applies to residents not United States citizens?

Dr. Avaxs. Yes,

Senator WarLsH. Suppose Americans in the Philippine Islands doing business
there now have to pay taxes like all other business concerns, foreign and do-
mestic, to the Philippine Government, and also have to pay, as American
citizens full taxes to the American Government?

Dr. ApaMs. That is so,

Senator LA FoLrETTE. Doctor, can you cite that decision you spoke of in
the Supreme Court?

Dr. ApaMs. That was the case of the Underwood Typewriter Co., and I do
not think it has been reported vet. I will get it for you, Senator.

. By the way, none of our American States, which has income taxes, follow
the provistons that the income shall follow the sale.

Coming to dividends, the definition of *dividends” needs some correction,
by reason of a decision of the Supreme Court in the stock-dividend case, and
by reason of other things.

On page 6, lines 11 and 12. you will notice some changes made In the defin-
tion of dividends. Perhaps we had better read that:

“That the term °‘dividend,’ when used in this title (except In paragraph (10)
of subdivision a of section 234 and paragraph (4) of subdivision a of suhdi-
vision 245)"—and those exceptions refer to insurance dividends where the divi-
dend received does not mean a corporate dividend of an ordinary kind.

Senator Warsu. Why should there not be something in there to indicate,
rather than compelllng. a man to look up those sections to find out what that
mfeatt]lls? n’Whp should there not be a note referring to insurance or something
o e kind

Dr. Apays, We might clear that up by saying *except insurance divi-
dends " ; possibly something could he done along that line.

Senator WarLsH. My suggestion was a hint he given in the language used of
the nature of thesre subdivisions. They relate to insurance dividends, Dr.
Adams says, and by insert'ng in there that they refer to Insurance dividends
it would not he necessary for the ordinary taxpayer to refer to those divisions
to find out what was meant.

Senator Saroor: If you did that you would have to insert the whole title
here, and that has never been done.

Senator WArsH. Not necessarily.

Senator CurTIs. You can do that the way you o in a court—note it.

‘Dr. ApaMs. You could say something like “ except insurance dividends. as
referred to in paragraph 10, * and so on,

* Senator WALSH. In other words, a taxpayer would have to Took up those
sections in order to make out his return and that would only apply to one-

tenth'of 1 per cent.
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Dr. ApAMS. That is trye. That jtalicized matter in iine 11 is simply en-
- other reference to insurance companies unq has no particular algnlﬂcam
_except that. -

“That the term *dividend * when used in this tltle, exeept in paragraph 10
of subdivision a of section 234 and paragraph 4 of subdivision n, section 45,
means any distribution by a corporation.”

Striking out the words * other than a. pergsonal service corporation.”

One of the chunges which the House made, and I think very properly, was
to abolish the specinl method of taxing personal-service corporations. Per-
sonal-service corporantions are corporations which have very little cap'tal and
whose income is derived by the personal activities of the owners of the stock,
and because they have very little capital we have exempted them from excess
profits since 1918. If the ewess-pmﬂtn tax I abolished, as.the House decided,
it of course hecomes necessary to make a category of personnl-service corpora-
tions, It was very necessary ‘under the excess-protits tax, hecnuse professional
men—engineers, accountants, and so on-—could not pay a tax entirely base:l on
invested capital. But the status of the personal-service corporation is very
difficult., Its legality is highly questionable since the declsion of the Supreme
Court in the stock-dividend case, and the sponer we can get, away from that
special segregation of personal-service corporations, which is both d.fiicult and
of doubtful vall:lity, the better.

The CHarMAN. DId that special semmltion account for any large income
to the government?

Dr. ApayMs, No; it was a relief measure purely.

The CHAIRMAN. 1T know it was a relief mensure to the parties affected, but
did it embrace any amount of revenue?

Dr. Apaums. No; not a large amount. Of course, it was a crucial mhtter to
the corporations affected but only about $10,000,000 were received from per-
«'.ximlfaer\'lve comoratlons. Most of the businesses of that kind are in partoer-
ship form,

The CuamMaN, I remember we had an awful trouble with it. °

Di, Apams. Reference to the personal-service corporations should be stricken
ont‘;nml the specinl method of taxing them abandoned if you abolish the excess-
profits tax,

Senator SiyaroNs. And they will pay dividends like any other corporation?

. D, Apads. Yes; while at the present time the personal-service corporation
is taxed as n partnership. Its entire income at the end of the year i8 consid-
ered as distributed among its stockholders and taxed to the stockholders as
the income of a partnership wonll be, consequently the dividends when paid.
\;ent tax free, because they had already been taxed in entirety to the corpora-
tion,

Senator McCuymBEr. Then why should we not consider it as a partnership?

Dr. Apams. We are doing that now, Senator, but we want to change that for
this reason—I do not know whether you are familiar with the Collector 2.
Hubbard ease or not.

Shortly after the Civil War corporations were taxed on their earnings, and it
was provided at that time that if they were not distributed they should neverthe-
loss be taxed to the stockholders just as a partnership is now taxed. That went
to the Supreme Court in the case of Collector v. Hubbard, and the case was
decided, as I recall, in 1870, When the stock dividend case came up, the Gov-
ernment defended the legality of taxing stock dividends on the ground that all
of the income of a corporation, whether distributed or not, might be taxed to
the stockholders in nccordunce with that case of Collector v. Hubbard.

In the stock dividend case, as I read it, and as most lawyers read it, the
Supreme Court virtunlly reversed the decision in the case of Collector v. Hub-
hard and sald that sinve Pollock ©. Farmers' Loan & Trust Co., Collector v.
Hubbard was not a precedent. They plainly said that you can not tax undis-
tributed profits of a corporation to fts stockhollers., That ls exactly what we
iire doing with the personal-service corporation,

Senator McC'uMner., Suppose we treat them entirely as pnrtners, ‘and there
i# no corporation tax whatever levied against the personal-service corporation,
hut the earnings of the partners as such, without any other tax, would be taxed
the sstme as a partnership. Do you think that would be held legnl?

Dr. Apase, That is Just what I think the Supreme Court said you could not
do, They say that the enrnings of the corporation are not in any vital sense
enrnings of the stockholders, and you ‘can not tux them to the stockholder until

he gets them.
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Seoator McCumsen. Then, how are you going to tax the personal-service
corporation?

Dr, ApAus., We have been doing it. It is a question of matter of relief; and
fater on in this act you will see we have a validating provision—the House
adopted 1t, and I regard it as highly fmportant—that if the present method of
taxing personal-service corporations Is declared invalid they shall be subject
to the regular corporation tax; that is in the present bill later on. °

SKenntor Siuaons. Doctor, my recollection on that decislon was that it they
held a stock dividend wan declared it was not subject to the tax which we had
I:nmml on stock dividemds, and T think that I about as far as they went in
thit cnse,

Dr. Anars. You see, Senator, thix cuse T nm speaking to you about was put
flatly hefore them. We had tuxed after the Civil War all of the dividends to
stockholders, whether distributed or not. That had heen sustained in the cuse
of Collector r. Hubbard,

's;gmtur SKivyons, When you speak about the Civil War you mean the war
[} ¥

Dr. Apams, Yes, sir; it was after the Civil War, some thme in the seventies.

The CHAIRMAN. How long was that in force?

Dr. ApaMs. Seven or eight yeara,

The CHAIRMAN. They taxed the whole surplus of the corporation?

D, Apams, Absolutely.

The CrarMAN. Our attention was not ealled to that fact,

Dr. Apass. [ suppose not,

The CrARMAN. T do not remember it,

Kenator S13rmons. They held firat that we could not Impose a tax on n stock
dividend ; that i8 what they held. We attempted to do it. We provided a
case of a declaration of stock dividends to the stockholders that they should
become responsible for the tax just as any other enash dividends?

Dr. ApayMs. Yex,

Senntor SiMymons, The Supreme Court sald that was unconstitutional and
vold. Now, then, with reference to the personal service corporation, in the last
act, as T remember it, we put them upon a parity with partnerships.

Dr, Apays, That I8 right.

Senator Siayons. That is to say. at the end of a year ench partner was
required to pay a personnl tax as an individupl. An individual tax contains
part of the profits for that year, and we carried that principle on and applied
l'tl to {wmonal service corporations. The courts have never suid that that was
Negul,

Dr. ApaMg. Not at all, but I fear the reasoning in the stock-dividend case in
going to make them ray it Is {llegal.

Senator S1araoNs. Not when we have declured that kind of a corporation of
a purtnership, i .

Dr. ApaMS8. They say you can not do it. They say you can not tax the undl-
vided dividends to its stockholder. The stockholder has not got it, and you cun
not enforece collection, hecause it is not his until legally semn\t«l and turned
over.

The CHAIRMAN. And it 18 liable to he wiped out any day of the year.

Senator McCrankgr. That is true of a corporation. I do not know why a
partnership, should not he taxed for something he hns not drawn out,

Dr, Apans. But the member of the partnership i8 the owner,

Senator McCuraper. He is the owner, but it does seem to me there ought to
be some way of reaching that. ' .

Dr. Apams. You would want to abolish this language denling with personal
service corporations, whether or not it is likely to be declared unconstitutional,
The definition * personal service corporation ” is difficult,

Senator Sidoxs. To my mind the only way to trext personnl service cor
porations iR to treat them as a partnership, and I can not helieve that the
Supreme Court wounld say that we had no authority to treant a personnl service
corporation as & partnership. .

Senator SMoor. As long as they are exempt from excerr-profits tax, and if we
ar: to aM¥n11 the excess-profits tux, what is the necesxity of treating them any
other way .

Senator McCuMBER., Whatever your tax is upon the corporation, it will not
be anywhere near equal to the surtax of a light earning by a partnership.

Senntor Smoor. It will be if it 18 123 per cent, and then it is distributed.
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Senator McCuMiex. No. Suppose you (nke two purtners who have enrned
$100,000 ench, n toul of $200,000, What ix your jast bracket? You run up to 40
* per cent or more, whereas your personnl service corporation can not run it over
12 per cent upon thetr potits.

Semitor Smoor, But it is distributed afterwards and paid themn.

Senator McCumper, Suppiosing it is not distrlbuted. They are not paid any-
thing, and there ought to be u way where you cnan reach the same where one
Is prid as much as another,

Nenautor Symo0T. We have nlways held 4 per cent would make it equal aill
around ; certainly 10 per cent will. The only discrimination 1 can see n
treating personul xervice corporntionn ax a partnership- Is that the corporation
earnings are enrningx from property, It ix what we call “unearned divi-
dends “—unenrned income ; while the enrnings of # personal service corporntion
is an earned dividend. [t in the earnings of personul service; and ordinurily it
has heen felt, although we have never provided for it, that there onght to he a
differential in faver of the income that comes from personnl service or in
fuvor of an earned an againit nnenrned dividend.

Senutor Mc'vuuer. In all the purtnerships both partners give thelr time, and
in addition they have to furnish the capital. Here are two partners with a
capital of, say, $1.000,000 put iuto the husiness, and they earn $200,000. You
will tax them for the entire $200,000, even though they took $1.000,000 to earn it.
While here are a few persons who constitute a personal service corporation,
They may have put up $500 worth of furniture and books in their establishment,
and the rest is thelr service, nnd they muke $200,000, although there {8 not a
penny fnvested, You manke the partnership pay ten times as much hefore you
get through as yon did the personal service corporation, and there i something
everlastingly wrong in that. ’

Senator Syoor. That argument would apply more particularly to large cor-
porations than it would to personal service corporations.

Senator McCuramnir. Where we can put those two classes on a parity.

Senator Syoor. In this caxe, if we had it 123 per cent, we would put on n
parity all corporations. Of course, there may be a case now and then where it
wm'n:d not ; hut It would morve than do it on the average—a great denl more than
do it.

Senutor McCurMmner, T do not think it will do it, and I think T can establish it
even to your satisfaction,

Kenator Syoor. You can take a supposititious case and establish it, but you
can not do it on the business of the country. .

Senator Siyoxs. The reazon we did not make it contribute to the exvess-
profits tax an we did other corporations, was simply hecause u8 a personal
service corporation there was uo way to retain dividends; everything was d's-
teibuted. In the other corporation they distribute part and vetain part, and
only a part therefore hecame subject to the income tax.

Senator Syoor. It was partnerships and personal service corporations which
had a flat tax. The normal tax was different, and that difference in those two
tnxes was supposed to mnke them equal. 1 do net helieve 4 per cent made
it even, but I have no doubt hut what 10 per cent wonld do it.

Semator McCrMBer., On the average it will. But you and T when we pay
taxes have nothing to o with averages. We pay what we earn, and it s
perfectly fair that everybody shonld pay whatever the rate may bhe in his
earnings, .

Senator SimMoxg, What we did hefore was to try to equalize it.

Senator McCruuer, We did it hefore, but undoubtedly it Is unconstitutionat,

Senator SimMoNs, We exempted the partnership ag such from the excess-
profits tax and made the partaer pay the full income,

Renator McCryner. Contributed or not?

Senator Kraymons, Yes: aml fn that way we felt we hud equal‘zed the situa-
tion as hetween the corporation and the partnership. We worked it out that
we found that If a partnership had to pay an excess-profits tax it would have to
pay more than a corporation. that it would he unequal: and therefore we
equalized hy exempting from excess-profitsy tax: and now if we do the same
thing ax to personal-service corporations if we declare they should pay as a
partnership, Now, If we abolish the excexs-profits tax, that adjustment of the
equality falix to the ground, and you have another fnequality which will work
against a partnership and agalnst the personal-service corporation,

Senutor Smoor. There is an equality in certain cnses. particularly when the
rate of gain is exceedingly high ; there certainly is equality,
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Senator McCuanrs. Let .us suppose a personul-service corporation earns
$200,000. Yon tax then 10 per cent: that is $20,000. Suppose the corporation
that has invested $1,000.000 in its buu ners earns $200,000. What is it to pay
under your system here? It would pay five times as much at least,

Senator S8xoor. There may he five partners and there may he only two,

Senator McCvaner. 1 am referring to a case of two, and they carn $100.000
ench. Under this hill on the enrnings of $100,000, what does each pay, Doctor?

Dr. Apams. Thirty-one percent.

Senator McCusuer. Each of them pays 31 per cent on $100,000, There 18 the
81 per cent as againgt 10 per cent, .

Senator Siarymons. Is it not perfevtl\ cleur that it we abolish the 9xeess
profits tax and impose an income tax upon corporations under the present plan
that that would work very greatly to the advantage of the partuership?

Dr. Apams, It depends entirely on the size of the income; it might be under
and it might be over. You see, the rate on corporations is 10 per cent.plus
the excess-profits tax. If the shares of the partners were very large they
would he more harshly dealt with under the income than excess-profits tax.

Nenator Siamdons. I am eliminating the excess profits,

Dr. Apans. Abolish that and the same condfition ohtainy. It depends.on the
size of the shares., A partner who gets $100,000 income, if my tigures are right,
is ohviously paying a good denl more thun would be paid under a corporation
tax. On the other hand. the corporation has capital-stock tax to pay, and If
it does not distribute its income its surplus is taxed in addition. We sinply
have n condition of possible Inequulity efther way.

Renator McC'vaier. T am considering the cuse of personil service corporg-
tions, They stand on exactly the same footing so far as business is concerned.
us the ordinary purtner?

Dr. Apans, Yes, sir.

Senator McCuvysser. And the same rule will not apply to the general corpora-
tion that has to give its bonds and hus capital stock on its capital invested,

Dr. Anvays. There are two cases I think you want to consider.

Senator Mc(CuMmser., Here are two doctors. They join together and formn a
partnership, and they earn $100.000 a yenr. Here are two men who join
together amd form a mnmraticm. I dn not want to see the law left so that the
two purtners will have to go and incorporate and by doing that they may avoid
two-thirds of their tax.

Senator Syoor. In that exnmple you cited, the man who formed the corpora.
tion with two stockholders would he to & disadvantage under this law. But if
you haa 100 stockholders, perhaps it would he different.

Senator SMons, It 18 a fuet that public service corporations and these
partnerships are generally compoxed of two men, espectally the partnerships,
| ?Xenutur McCuaBer. The personal service corporations are geuernlly the same
thing.

Senator Siyyoxns, The corporation nuking about the same income on the
average would have n score of stockholders, and the money would he qdivided
up among that score of stockholders, and they would have to\pay especially
for surtaxes, which would he very small compared with the amount of income
that the two or three members of a partuership or personal service corporation
would have to pay. It I8 just a question of the diyision of the income.

Senator Syoor. I agree with Dr. Adams, and T will add to what the doctor
sfnjd that perhaps 80 per cent of all the corporations in the United States to-day
would not have any advantage whntever over the proposition if they puid 10
per cent on their profits. straight out, as against a partnership doing the sume
business. But in cases where there are extremely high profitg——— :

Senntor Siyyoxs (interposing). How can you say that if the mrporaﬂon has
a multitude of stockholders nl the mrtnernhlp has only two or three, especially
if the corporetion i permitted to earry a large part of Itn eurntngs and surplus
can not distribute at all and not pay any tax? _

Senator 8Moor. There is not so very much of that.

Senator SIMMONS, Ir there very much undistributed surplus? What in the
amount of undistributed surplus in th's country, Mr. McCoy? My impression
is, as it was developed In the discussion, that if the Income was distributed it
would add enormously to the revenues of the Government. .

Senator SM00T. Yes: and destroy the husiness, -

Senator SiuMons, | oam not talking about that. I am not talking about
whether it is the hest thing to do or not; I am talking abeut the fact that a
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large part of the income of corporations under the present law is not distributed
except in the shape of stock dividends.

Sénutor Sxoor. There are not very many stock dividends:”

Stnator McCuMBER You might add that where there i8 a partnership busi-
neds the partnership can not draw everything. it enens. It hus to leave it in the
business, just exactly the sme an the corporatlon, and it pays taxes in addition.

The CRAIRMAN, Manv ‘of the service corporntions have very large cap:tal
that they use, such as architects, They need possibly se»eml hundred thou-
sund dollars to invext in plans and drawings.

Senator McLEAN. The Doctor was golng to explain the difference. between a
pen‘umal service corporation and a partnership, but he has not had the oppor-
tunity yet.

lz:; Apams, 1 tmnk you gentlemen are discussing a somewhat dm'erent
problem,

Senator SimaonNs. I know we are, Ductor; but I think it is well for us to
understand the situntion.

Dr. Avams, | think it {8 very necessary.

The CHAIRMAN, We wil) have it up in the Senate anyhow. and we ought to
understand f{t.

Dr, AbANS. You were discussing the probleni, really, of the difference between
the Individunl tax and the corporation tax, and the discrepuncies that might
result. Senator McCumber and Senator Simmons were pointing out that—

Senator Kivwsons. 1 was trying to point out that we adjnsted the differential
in the last hill by relleving the corporations of the excess-profits tax. Now, If
we should abolish the excessprofits tax that same discrepancy or discrimination
would arise to trouble us again, and we should have to adjust it probably in
some other way.

Dr. Avams, If you want to do #what Senator Simmons and Senator McCumber
are talking now, you want to extend your definition of a personal service cor-
porat on, [Remllmz ]

“The termn * personnl service corporation’ means a mnmmtion whose income
is to be ascribed primarily to the activit'es of the pr'neipal owners or stock-
holders who atre themselver rexularly engaged in the active conduct of the
affairs of the corporntion and in which capital (whether invested or horrowed)
s not n mater:al income-producing fuctor,”

A pernonnl service corporation to-day is confined to corporations practically
without capital. If you want to equalize corporation and partnership taxu-
tion yon do not want that phrase in there ahout capital, becanse men in
mm;ership have an enormous eap'tal,

If you waut to go over to the scheme of taxing partnerships and small cor-
mraﬂons on the same haxis, then you want an entirely different definition of

a8 small corporation or a close corporation.

The CHaIRMAN, T do not think that you can separate a partnership uml a
personnl sepvice corporation in a great muny cases,

Dr. Apaxs. Except the legal aspects of it,

1 think we have got to come back to the constituttonality of this method of
dealing with a personal service corporation, and if you will let me read what
the Supreme Court said about th's——

Senator McC'vune. 1 read that over, and I came to the same conclusion
that you did, I think you are right.

Dr, Apams, I am interested to henr you say that, Senator.

Senator SimMons. I have not read it.

The CHaiRMAN. Let Dr. Adutis rend it.

Dr. Avaus, The Supreme Court laid down as its doctrine the followlng
atatement :

“The wwentisl and controlling fact is that the stockholder has received
nothing out of the compuny’s ussets for his separate use ahd benefit; on the:
contrary, every dollar of his original investment, together with whatever
accretions and’ accumulations have resulted from employment of his money
and that of the other stoekholders in the business of the company still rema’'ns.
the property of the company and subject to business. risks which may resuit
in wiping out the entire investment. Having regard to the very truth of the
matter, to substance and not to form, he has received nothing that answers:
the definition of incone within the meanlng of the sixteenth amendment.” :

That was the conrt’s fundamental doctrine, It takes up the case of Col-
::ctor t. Hubbard, the case whlch I refen'ed to before, The court goes on

88y
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“The Government rellex upon Collector r. Hubbard, which aroxe under
section 117 of the act of June 30, 18684, providing that * the gains and profits
of all companies, whether incorporated or purtnership, other thun the companies
specified in thir ‘section, shall be included in estimating the ammual gaine,
profits, or income of any person entitled to the same, whether divided or other-

wise, "

The conrt goes on to Ky : < .

“The eourt held an individual taxable upon his proportion of the earnings of:
the corporation prior to detemnination.”

" In regard to the case of Collector », Hubbard the court says this:

“In so far as this seems to uphold the right of Congress to tax without ap.
portlonment a stockholder’s interest in acemrniated earnjngs prior to dividend
declared, it must be regurded as overruled by FPolloek ¢, Farmers' Loan &

Trust Co”
That is an 1895 cuse, . .
Senator Warsoxn. Can you tell uy, briefly, what that 1805 ‘case involved?

Dr. ApaMs. The 1893 cnse held that an Income tax was for practical purposes
& direet tux. It could not be levied without apportionment. That was cor-
rected by the 1918 amendinent, but the court, going on to consider the argument
of whether it was corrected for this purpoze by the 1916 amendment, says,
“No; not at all.”

.1 personally should like to see some methad of taxation by which partner-
«hips and corporations could be treated exactly alike.

Senator McCuaser. Could you not make this distinction : Take corporations
in general, where the capital does not exceed 10 per cent, we will say, of the.
net enrnings; they shull be tuxed upon a basis practically the same ax partder-.
ships, In other words, the rates will be practically the same, or 10 per cent
loss, if you want it, than the rate would be for a puartnership, Could it be met
that way? .

Dr,Apans. T do not regard that solution as practieable, -

Senator McCuaskr. Could you munke some definftion, then, which would
apply generally to corporntions, but the rate would simply he higher to a clasy
of corporntions whose profite were enormous compared with the investinent.

Senator Warsox. Does your proposition involve the tuxing of undistributed.
profits of corporntions? .

Senator MeCurMBER. No; but 1t would fnvelve a tux on the corporation for do-
ing business that would he so much higher in case of personal-service corpora-
tiong #hat they would pay submtantially the e as corporations,

Senator Syoor. You would bring in the question of capital stock aguin, with.
all the difficulties attendiog it, .

Nenator MeCunner. [ did not say capital stock, - 1 sadd lnvestiment. It did
not have any reference to capital stoek, .

l:~1«nmtol' Syoor, That would hring everything in, then, patents and everything
else, : . .

Senator CuerTis, The depnrtnient has considered this question, Have they
any Nuggestion to make as to a retwedy at all? “

Dr. ApaMs. The department is largely, for practical reasons, very -anxious
that the separeate and peculiar taxation of persoual-xervice dorporations. be.
abandoned, It i difficult. If you will read. it over yon will see that it is
difticutt. To treat them us partnershhips ralses grent. diffcultier, and we ave
all the timg beset by the fear thut the first caxe that goes to the courts will
result in the whole thing being overturned, . .

Senator (*vrris. That is wholly en the income proposition. .o : .

Dr. AvaMs. . They ought to go back and take their stutun as corporations.
The difficulties, however, will' remain just as Senator Kimmonz and. Senator.
McCunher pointed out. If you want to equalize,corporntion and partaership
taxation, you have got to do it by more sweeping measures than by the’ use.
of the personal-service corporation.. It must be done hy sowething like this,
for instance, that. all corporations having less, we will say. than 10 stockhelders.
where the principul. stockholders are uactively engaged in the. comluct of the
business shall be treated as purtnerships and pay taxes as such, ©. . . ..

There you would still have your constitutional difficulty, but you would get
rid-of the administrative difficulty of dealing with this: rather artificially . de-,
fined group.of personal-service corporutions. -If you gentlemen had to admin.
ister the lnw., you.would know what that.means. It is not very diffienlt at
the present time, hecnuse .in most cases ‘the corporation is anxfous to he
classified as a personal-service corporation. If you mean to try the plan which,
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Sentttor Shumons and Senator McCumber have in urind, ¥ should make the class
of corporations affected more sweeping. more conmprehensive, and less artiticial.
Otherwise pluce ull corporations together on the same busis, Very good

*lawyers differ us to whether the method of personal-service tax will be upbeld
by the courts, .

Senator SiaMoNs, Did T understand you to say that the depurtment very
strongly desired that personal-service corporationx shall be treated as other
corporations?

Dr. Avaxs, Provided the excess-profits tax is abollshed,

a 'l‘h; CHAIRMAR, Ought not the committee to tnke up that question at an early
ite

In. Apayms, That recommendation ix wholly dependent upon what you do
with the excess-profits tax, You cun not tux personnl-service corporations
under the excess-profits tax. They have no eapital, and the excess-profits tux
depemdds upon capital.

Senator McCumner. I wish you would try to ree if you could work out thay
Jast suggestion yon made about extending the definition and see if we can
nwethﬂle personal-service corporation und the partnership and bring them
together.

Senator Syoor. T know of firms with less than 10 stockholders where the
two principul stockholders in the corporation would receive just the advan-
tages, with the exception of a share or two of stock held by other stockholders,
and be taxed as personnl service corporations are. It would he unfair to every
other institution doing the same kind of husinexs in the great city of Chicago,

Senator S1aMoN8s. Are you referring to the Sears-Roebuck concern?

Senator Samoor. No, Some of the Jargest concernx that there are,

The CHAIRMAN, Some of the largest in the country, .

Senator Syoor. Yes, .

r. Apaxs. Many of the lurge private bankers ave partnerships, The largest
cotton-exporting tirm in the country is, ¥ am told, & partnership,

Senator Syxoor, Yen: some of the largest cotton importers i, the world are
partnerships.

The CHAIRMAN. John Wanamaker was only incorporated very recently..

Senntor Siroor. It would not take three monthr to go right back into it.

The CHAIRMAN. We put i special provision in the last bill pernitting them to
hecoane incorporated, . .

Senator SnayMoxs. We attempted to relieve them by a special provision in
their favor, allowing them to be incorporated,

Dr. Avads. Yex, Taking up page 6, line 12, there is no substantive c¢hange.
gentlemen, made in the first puragraph, subdivizion (1) of the dividend defini-
tiong, page 6. The changes that are made there relate to the personal-service
corporation. That i, in substunce, handled in subdivision (b), on page 7. with
u slight change of phraseology—suppose T read it all?

The CHAIRMAN, It I 0 very important paragraph.

Dr, Anpays (reading) :

“ For the purposes of thig act every distribution is nuule out of earnings or
profite, and from the moxst recently accumulated enrnings or profits, to the ex-
tent of such earnings or profits accumulated since Februnry 28, 1913 hut any
earnings or profits accumulated prior to March 1, 1918, may be distributed ex-
empt from the tax, after the enrnings and profits accumulated sfuce February.
28, 1913, huve heen distributed.” [ . . . '

There4s nothing new in that, gentlemen, at all, except this point: You notice,
that the paragraph starts out.with the words * For.the purpomes of this act.
;»\-ery ;llutrllmtlon ix made out of earnings or profits”* to the extent that they
mve them, : Lo . .

The present Inw suys “any distribution shall he deemed to have heen.made,”
The department has heen troubled about the meaning of the word * deemed.”
Tuxpayers insint that that word gives the department some discretion to.
“deem ™ a distribution a dividend or not to “deem” it, ag the .clrounmstunces
may warrant, . & : .

The department sees no reason why it should have any discretion there. We.
want you te lay down a flat rule that for the purpose of this act their distribu-
tion is made out of enrningn or profits, provided they have got them, ' I think
that is a sound rule, and I see no renson why it-should not be done. .I€ that
change fs made it will gave us lnhor in thought and time, o

Senat;n-. ‘Warsox. Huve you bheen.exeicising ‘a .discretionary power in. that,

T AT e R
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. Dr. Apaus. ‘No, sir; but we have been subjected to much pressure to exerclse
discretion, We do not belleve that Congress meant that we should exerclse
dlscretion in that matter, \ ‘ . .

' Senator WarsoN. You have been acting as If * deemed " were—

" Dr. ApauMs, As If * deemed ” meant “1{s.”

That is the only ¢hange which the House made in this paragraph. .

Coming to subdivision (c), the language making stock dividends taxable is
stricken out. It reads in the present law: . .

“A dividend paid in stock of the corporation shall be consldered income to the
amount of the earnings or profits distributed.”

That 18 invalid and is not being enforced. Then, reading further:

“Amounts distributed in the liquidation of a corporation shull be treated as
fn part or in full payment.”

at 1s the sole change made in the law at that point, to recognize what iIs
known as partial liquidation distribution. Further: _

* “And any gain or profit renlized thereby shall be taxed to the distributee as
other gains or profits.” :

There f8 no change there. The question arises as to whether there may be
a2 partial liquidation distribution, and there is some doubt about it, At a
later time, when you gent'emen want to consider amendments, U should like
to raise some questions there, .

'l‘ln;1 CHAIRMAN. Mark that to go back to, because that is a very fmmportant
provision. .

Dr. Apams. Subdivision (d), page 7. The part that is stricken out relates
to stock dividends; and bhecause it relutes to stock dividends in the past, it is
no longer necessary.

Senator McCumprr. You have a new subdivision (d)?

Dr. Apaxs. We have a new (d), on page 8, line 9, reading:

“ For the purposes of this act, a taxable distribution made by a corporation
to its shareholders or members shall be included in the gross income of the
distributees. as of the date when the cash or other property Is unqualifiedly
made subject to their demands.” *

We want Congress to g've us some rule as to when a dividond is taxable.
You have a number of different dates there, A dividend, we will xay, is de-
clared by a corporation on December 15, pnyable December 28, The c™ecks actu-
ally are signed on the 20th, and they reach the stockholders on the 1st, 2d. 84,
4th, 5th, and 10th of January. Owing to the fact that =0 many dividends
are pald toward the close of the year when rates frequently cbange, this he-
comes a very important and rather cruc’al matter, and we think that for
uniformity the best date is the date when the dividend is absolutely the prop-
erty of the stockholder of record— .

The CHARMAN, Is that phrase “ made subject to their demands” a proper

hrase? .
P Dr. Apans. 1 think that is the best phrase you could get. That has been
adopted after a good deal of study—* unqualifielly.” A corporation can npt
recall it; they can not rescind the dividend. There comes a time when the cor-
poration can not recall the dividend; it is beyond thelr power. When that
happens and the stockholder can get it when he wants to, that should mark
the time when the money ahbsolutely passes from -the corporation to the stock:
holder. . , .

Senator Skoor. There are companies which declare a dividend for the whole
year, in December, payable quarterly, beginning with the 1st day of January.
Under this provision you would have to tax the whole of the dividends for the
following year? . . :

Dr. Apaus. No; not until the quarterly payments become-—~—

Senator Sumoor. Supposing the company declares its dividend of 10 per cent
on the 22d of 28d of Decémber; and that is not payable until the following

ear. o : .
v Senator WatgoN. This says * unqualifiedly made subject to their demands.”

Senator Suoor. Yes; after the dividend hus been declared, and you would
have to pay it. . S ,

Senator McCumpeR. It may not be payable until six months. o

Senator Ssoor. Under this provision they would have to pay a tax rate'at
once, and make a.report on March 15. ‘

Dr. Apaxs. 1 do not think so, Senator. . A

Senator Cusris. It means just tlie opponite vo{l.tmg I think. You pay the tax
in 1921, and they would get your December, 1921, check in January, 1822,
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msmnd "t:nr s;worr That I3 not the way it is worked, or eise I do not tmder-
8

.._For instance, we hauve to muake out our tax returns for the year 1920 b,
March. 15 A bank declares a dividend on the 220 of December, 1920, a
under this provision it weuld have to go into a return wnde on March 13, 1921,

Senator CURT1S. 1 do not think that 18 what it means,

Senator McCormrEr. Why would it?

Senator SMoor. That §s what it says.

Dr, Anams, We do not belicve that that wan should be.tuxed on the mero
decluration of a dividend, .

Senator Syoor, It is not a declaration. They set it aside an o dividend, I
can show you In 73 per cent of the cuses that the bunks are declaring dividends
in")nr::;mber for the following years, and they are held ay dividends. undis-
tribu

Dr. Apaxs. Do you not want te tax them iu order to get it in the following
year? That is what this aims to do. ,

Senantor CURTIS, It ought to he definitely written so that it does mena that.

Senntor 83007, It ix ttow fixed so that it is piaid In the following year. .

SKenutor CURTIs. Oh, no. '

Senator Smoor. I know wy returty ave that way., If my bank declures a
dividend on the 224 of December. 1920, for the following yeur—and that has
hleen going on for 20 years—T puy Just as much tax, hecause each )ear I W
the tax.

Senator CALDER, You are talking nbout sometbing entirely different. '

SKenator McCuymier, You do not pay it in December, do you?

Seantor CURTIS, I think we can change the wording.

Dr. Avams. The wording 1s rather important, What we wannt to do.is this:
We want to make the tax as of 1921, because we cnn not get it until 1921, :

Senator Mc(‘UMBER. That is what you huve done under this amendment.

Dr. Apays, That is what we have tried to do here. There are all kinds of
differences in the date of the declaration, the date on which it is-actualiy paid,
und the date the taxpayer gets it.

Nenutor Saoor. That is what you are doing under the law to-day,

Dr. Avams, We wanted you to ‘confirm the present practice, Do you want to
change that practice?

Senutor Syoor. No; I do not want to chaunge it.

Dr. Avays. Very wel \

Senator SMo00T. I understood you to say that they would be taxed in the

year the dividends should bhe declared?

Dr. ApAMS, Oh, no; I think that would he wrong. '

Senator \Iwmmsn. The amendment Is just exactly the opposite of that.

Nenntor Sxoor. It is just exuctly what it ought to be, then.

Senttor McCurysrr, According to the Supreme Court decision, you could not
tax Itl fn the year in which it was declared unless it was subject to his
control,

D, Apams. T think you are right about that.

Subdivision (e), which you have here, is a provision which has no meaning,
except in connection with the excess-profits tax, and it is repealed only as of
January 1, 1922, in the House bill,

Senator Syoor. If we make the excess-profits tax retroactive, of course, we
would have to have this section in, in modified language.

Dr. Apaums, It is really in the House bill until the end of this year. If you
keep the exceas-profits tax on the same basis as the House bill you want this
to stay in for a year. If you keep the excess-profits tax for good you want

this to stay in for good—
Senator McCumeBen. In other words, in 1921 excess-profits taxes will be

collected?
Dr. Apanms, Yes, sir; it will take care of that in accordance with what you

gentlemen do with reterence to the excess-profits tax.
The CHAIRMAN, Why did the House change its policy in this connection?
Dr. Apams. It was a matter of policy, sir.
The CHAIRMAN. A matter of revenue?

Dr, ApaMs, Part 'ﬁ,
The CaamMaN, There has been a sudden change. and I must confess that I

do not know why the change was made.
68001—21—2



18 INTERNAL REVENUE HEARINGS.

Dr. Apaus. The House committee originally decided to recommend' that the
profits tax be repesled as of January 1, 1921, but the Republican caucus voted
to keep it for a year, as I nnderstand. in the bellef partly that the excess-
profits tax would be a heavier tax on the larger corporations than an addi-
tional income tax. My own feeling is that this opinion is wrong. The larger
corporations of the country are, in my opinion, on the whole, relativély over-
cap‘ilt&llzed and that the larger corporations are getting from urider the excess-
pro tax.

The c;;umnn. Has there been any estimate made of the differences in the
revenue

Dr. Apams, Mr, McCoy has made estimates on that.

The CrAmMAN. Can you give it to the committee very briefly, in 8 word?

Mr. McCoy. I have a statement here, Senator,

Senator WarLsH, Let it be inserted in the record.

Mr. McCoy. 1 have made an estimate for the calendar year 1922 and for-the
calendar year 1928. The total income under the present law estimated for the
g;endar year 1922—that fs, the total from this bill—in internal-revenue

ef——

Senator Siumons. You mean the Fordney bill?

Mr. McCoy. Under the present law the total would be $3,890,000,000; and
under the bill as it passed the House—the Fordney bill—$2,060,000,000. That
is for the calendar year 1922,

For the calendar year 1923, $2,644,000,000. I have itemized them,

(The statement referred to and submltted by Mr. McCoy is as follows:)

Estimated rm‘mue.
CALENDAR YEAR 1922

H. R. 8245,
Source of revenue. Present law. As ! As
. the House. House.
Income tax: -

Individual.....ooiiiiieinnnietennicicrcicrscsenacns [, . 1 000 000
il s e RRR B
"""" POBLS). .. .eiennnsrennnerernnnees 000 |** "800, 600, 000" 00
ﬁ"'mm“’“‘mmw“'& )totd ............... 1,54“6,%0@ 1,%%000 ﬁ%m
150,000,000 | 150,000, 000 150,000, 000
35t Mol Wt
19, 000, 000 12,700,000 |, .. c00s0esceees

75,000,000 75,000, 000 75,000,000

12, 000, 000 18, 000, 000
om0 | 2000000

| s
....... . 000 | 288, 606, 600
ﬁ%"ﬁ"“ erienarereeserureevarnauaan 233'.33"3,«» ”ag’,%,om
3), sutomobiles, parts efc.......... 115,000,000 | 115,000,600 115, 000, 000
g ‘m&m ng,géwk’"" 1%%000 1%%’,000 xg,'g&mo
5 gmnuoods,m ....... JOOSIORION 4, 000, 000 2, 000, 000 000, 000
8 Chewing gum.............. JOSOSIRIN n,%% n.%% 1, 300, 000
8 pm.pmm., """ """ any qi'ob’u 001 80d'906+.-. ... &%% ‘g,%:% &&%
........................ 3 QO.CI...O..OI..: ‘mm 'y m: m
az'%m:;(:: 8. m"::m’mw e * 280,000 e bO,00 ;L 0000

te (7).( ;)pi mmm:iotvend-
ng machines, llveﬂeumdltery

nndahootin garments, etc. 800, 000 800, 000 #00, 000
19) FUPAIticleS....oouvve.sossnss 9,200,000 4,600,000 4,690, 000
2 yisbsand i Lol | e
utwor FAA N 1,200,000 1,200,000 | "800, 060
Bection 904, IUXUHIES. ............00enss 000 3,000, 000 000, 000
mmno&q':ewmy. i sy et g&’,’%m . 25,6?‘6,000 zg’,ooo,mo
dn'u.m..'....'......’ ... W n o " cereane 6,000,000 | 14,000,000 I...... .
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Fstimated revenuc—Continued.

CALENDAR YEAR, 1922—Continued.

19

H. R. 8245
Source of revenue. Present iaw.
. Asre%’tedto As passed
the House. House.
gumtloznpimswckux ceescesnresversesnensesces|  $80,000,000 |  $80,000,000 $80,000, 000
lssuusndcon veyances of stocks, bonds, ete........ 000 000
Ca; ezlstoc‘kwter:nsfﬂ:i.............?...'............ 6;::"’;'.ouo ?ﬁm ?‘ﬁ:m
p"l’ chan; escecvssescnsscsascca
OIS AT e rer e eIl nimo,m 11,200, 000 11,200, 000
‘rotalmlsoenwmlntomolrevenuo............. 1, 340,000,000 | 1,025,920,000 980, 490, 000
Total {nternal fOvenue. ..........vereeenneuees] 3,390,000,000 | 2,622,170,000 | 32,960, 490,000
_ CALENDAR YEAR 1023, :
T sl 9900,000,000 |  $750,000,000 | - 8780 oﬁo,m
proOfper Of1euvensesesvvnnvsnnsssssnnnsmnnssonssmsons %%E% 560, 000, 000 660, 000, 000
Bwkt“”"iﬁé’o’mj’e.a;l.d.". s LY RY ) ::::::: m ............ﬁ sEBeePOEIIRORNTL S
el e A o AR S l,m%lm n,mo:%ow ‘mﬁé?’ﬁ.pm
TOtBL.euveeerrerenrensnscenssromnncasosssenanessl 3,450,000,000 | 2,680,320,000 | 2,644,370,000
MISCELLANEOUS INTERNAL REVENUE. ;
Estatetax. EatatOtaT oooenseeen s %:%:om 150,000,000 150, 000, 000
'mmplunde'e'lophon'"""'.'.'.'.'IIZZIZIZIIZIIIIIIIII""IIZ %%:% """ g.’ %’m 000,000
Nmohomdlci""".’IIIIIIITIIII.'II.'.’IIIIIZ.’II .ol 5,000,000 75,000,000 | """ “75, 000, 000
g:;ealbevmgs el 19,000,000 | 12,000,000 18,000,000
Liconse Cax o Qealers. «.rrmrrreriroiririr i 100000000 Ly hrenhens
o Soft drinks, fruit Juices, sirups, etc...... n,&m &%,% 3&, 00, 000
Admhﬂ%iﬁﬁiiﬁéﬁiiiilﬁIIZIIII'III.:ZIIIJ...........-' 100,000,000 | 100, 000; 000 mo,ooo.wo
1), (2), (3) Automobiles, trucks, ete................| 115,000,000 | 116,000,000 116,000, 000
)'{uihca)l " 13’.6.&0’5000 13'.%.000 12,000, 000
4, 000, 000 2,000,000 | 1,000,000
Pl ihes) | v
6,000, 000 6,000,000 | **""""6, 000, 000
000 13, 000, 000 13, 000, 000
i %ﬁ%’ gi%,ow 4,000,000
“ "Elects 15);97).(18) oy b, ige: | SUTTTO AR I reeneonns
tte !)e automatic slot ven 5|
mnchlnes, \oty'boo and liveries, hunting an )
riding garments, ete. .......c.evviiinariiensenonne i 800, 000 800, 000 $00, 000
19) Fur artic 108 eesnnsnnesns L 9, 000; 000 4, 500, 000 4,500,000
{ Yachtsand motor boats........... ceteerreraase i 550, 000 550, 000 350, 000
1) Toilet soaps, ete. .. . 2,300, 000 2,300,000 {............
002, art works.... 1, 900, 000 1, 200, 000 850, 000
smlonm, luxuries. ... 21,000, 000 5, 000, 000 5,000, 000
Seotion 903, jewelry, ete....... 25, 000,000 23, 000, 000 25,000, 000
Sestion 807, " perfumery, cosmettcs, ‘and’ proprloury' 6,000,000 14, 000, 000 .
gg:mmp uon'éibfts'fa't&'ﬁliiiZIIIIIIIZII:IIIIIIIZIII..I.! §1, 000,000 81, 000, 000 £1, 000, 000
taxes:
Issues and conveyances of stocks, bonds, ete........ | 55, 000, 000 53, 000, 000 55,000,
'gl‘ansff:l:g‘f:&mtgl.stgch:&.;... ........ AT ’&%:% sowen, oo
X sesssnssssae crasseus
"°oo'::'stfx°:s?f'..°... gl 9, 550,000 9,670,000 9,670,000

q@nmtm- S1aMoNs. Under the present law it would be $3,430,000,000?

The CHAIRMAN., We want to know what this amendment will do?

Dr. Apams, Mr, McCoy estimates that tho excess.profits tax for 1022 will
yield $450.000,000, He also estimates that 5 per cent additional corporation

. tax will yield $2G6,500,000

PR
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e

The Cuairnan, We do not want to go into all that now.

Senator S1uumoNs, Mr, McCoy, what is the excess-profits tax for 19217

Mr. McCoy. The largest excess-profits tax—that was the first year, under
the 1918 bill, for the calendar year 1918—was $2 505,000,000, The next vear it
fell to about one-balf of that, and for 1920 it was about $1.000,000,000 in round

‘%enator C'alpee. How much this year?

Al¢. McCoy. $430,000,000 for the year we are in now.

Senator (?Awm. How much was collected this yenr on profits of last year?

Mr. McCoy. It will he ubout $1,000,000,000 in the calendar year 1921 “for the
calendar year 1920,

Senator SimMoNs, For the calendar vear 1921, you estimate that it will he
$450,000,000Y

Mr. McCov, Yes, slr: collected in 1922,

The CllAlltuAN. still do not xee why the House, after thinking for weeks
over the mmtter, suddenly changed front. There muxt be some reason,

Senator LA Forrsrme. Did not this come in ar n consideration, that they took
the people’s. word that the gentlemen who had been favoring the repeal of the
excess-protits tax had been insisting that it was passed along and the gentlemen
in the House concluded that it had already been assessed against the people
:‘yn l?mmslng prices and haq heen paid by the people, and it would be a clear

"The CHAIRMAN. Now, you are getting down to husiness.
- *Dr.-Apams. 1 believe that was the controlling argument.

Senator Watson. The speeches made in the House clenrly set that forth,

The CaalrwAN. I have not yet had an opportunity to reud those speechen,

Senator McLEAN. The argument was that large capital will escape the excess.
profits tux, and the tax will fall on the smaller corporations, as I understand it.

The CHAIRMAN. Dr. Adams says it will fall on the small ones

Dr. AvaMms. The heavily capitalized corporations are getting out of the
excens-profity tax., Ther? are exceptions, just us you can always find in refer-
ence to anything; but, 'n the main, the corporations that sell their stock on
the stock exchange have gone through frequent reorganizations, have a higher
or larger invested capital. Even where they have not watered their capital
they have utilized every bit »f their intangible capital.

Senator McCuMsEr. Your idea is that the small corporation iIs -going to pay
the excess-profits tax, and the big corporations are going to escape it, becnuse
they will not earn enough on their capital invested, or supposed to Iw invested,
to pay any excess-profita tax?

Dr. Avans, That I8 it. The big corporations, with evceptlons—aml those
exceptions may not he very important—do not earn anything like so high a
rate of profits us smaller and more moderately capitalived corporations,

Senator La Fourerte. That is, you believe that the big corporations, in the
main, are overcapitalized, and tlw\ can not make earnings on their capital?
Would the enormons sales they have made and the vast amounts they have
expended for advertising—of courxe, the larger corporations clo a great deatl
of advertising—would that alsv be an element?

The (‘HARMAN. That is counted in in these patent rights,

Dr. ApaMR, The important thing ix this, Senator: These wnmmtl(ms whosa
stock i on {he market have usually been through three or fonr reorganizations.
Every time they do it, they guther up more of the intangibles. Every pros.
perous corporation has some intangible capital., 1If it ix a clore corporation,
they have no object in increasing the capitalization. If they are selling their
stock, they are likely to get the capitalization as high an the,v cun. The con-
sequence is that for that and for other reasons, if you analyze comomtluns
by the size of their capital, there ik a regular connection hetween the size and
the rate of profits. The smaller the size the bigher the rate of profits, and the
larger the size the lower the rate of profits,

" Senator La Forrerte. For many rensons?

‘Dr. Apams. Yes, sir,

{Informal discussion took place, at the conclusion of which the following pro-
ceedings occurred ;)

The CCHAmMAN. Unless otherwise ondered the committee will meet from 10.30
until 1.36 for the next two ot three days, and will not meet on Labor Day.

Dr. Apams. To go back to page 9 of this draft. this is prolmblv the most im-
portant single section in this hill.
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" The CHARMAN, 'mmse Who were very aeti\'e in the last bill know that pretts
;lea:!yfe'very one of these paragraphs is a bloody byttle ground. We fought every
nch of it. "
" Dr. Apans. This one will be particularly— o <
" Senator LA Forrerri. Gory? .
. Dr. Apaxa. I do not know ‘whether it will be gory or not.

Subdivision (a) of the old law, Mnex 2 to 10, laid down the ximple rule- tlmt
for purposes of determining gain or logx in the case of property nequired before
March 1, 1913, the hasis should be its fair market value on March 1, 1913. That
is the old mlo. with which we are all familiar.

We have n very simple and definite rule that has been in force for many years,
A case went up to the Supreme Court last year, which may be illustrated this
way

A man acquired property about 1910, some stock worth at the time about 60,
It fell very rapidly in value,, and on March 1, 17 o, 't was worth only’ 20. He
sold it in 1916 at 80. It was sold at less than the (v nal cost. but at more than
the value on March 1, 19018, The question was whether there was any gain,

The Supreme Court held that there was no guin «nd no tax: that. in other
words, you could not in all cases stmply take the March 1, 1913. value us the
starting point.

Semator McCumsier., Notwithstanding the fact tlmt we declared in luw it
should be the starting point?

Dr. Avaus, The Solicitor General of the United Stutes conceded the point
in advance, ugainst the advice and request of the Treasury Departmwent. The
Supreme Court took his theory and embodied it in their decision, and now we
have got a complicated provision to this general effect, that there ik no guin
except as mensured against the original cost and no Joss except agninst orig-
inal cost. To the extent that the gain may be siid to have nccrued before
March 1, 1918, it is not taxable. To the extent that the loss may be said to have
accrued before March 1, 1918, it is not deductible. In the majority of cases
the old rule or measure is not changed, but inatead of having ‘a simple rule
that you start in all cuses with the value on March 1, 1918, we must have a
cmnpllca*wl rule. You will find that rule stated here. '

Senats SMmoor. That is the decision of the Supreme Court? 1In the case that
you rg'fer to he woula have a $30,000 loss undoer the decision of the Supreme
Court?

Dr. Apans. Under the decision of the ‘mpreme Court we would recognize no
gain or loss. The selling price was less than cost and more than the value on
March 1, 1918. The Supreme Court’s inding was that there had been a loss up.
to March 1, 1913, and after that time there had been some profit ; but that profit
heing lens tlmn the original cost, you would not tax it.

15 you read over the new prov lslons you wlll see exactly whut we are forced -
to oQ .

Senator WarLsH, Will you state the name of that case for the record?

Dr. Apaxs. It ir the case of Goodrich t. Edwards, The decision was
handed down March 28, 1921, It war published in the Federal Income Tax
Service, at page 537. I may have given those figures inacenrately. They are
merely fllustrative, They are sufficlently acenrate to explain the point.

o;lator DILLINGHAM. Aro you going to put into the record the point of the
chee

Dr. Avams. The point of the case is that, az the department understands it, "
and a8 T understand it, there ir no gain, except an measured by original cnst;
and that to the extent that the gain accrued before March 1, 1918, it i not to
be taxed. The Solleitor (len«ml algo maintaink that a similar doetrine must be
I!Mb"t'tl 10 loses,

- In the cnre uf .a property that steadily rose in. value from the time of its
aortginal purchace up to March 1,.1918, and stendily rose in value up to the time
of the snle, there iv no difference now from what there was before. You tax .
simply the guin ncerued since March 1, 1918. '

Stinflarly, in the case of.a property going down in value steadily from the
original acﬂulxitkm. it it goen down steadlly to March 1, 1918, and continues
to gor down, in effect you do just as you di@ under: the old law° but if it bobs
ap and down, or down and up. you ‘have a dHfferent rule,

Tt s a :very involved subject. .. The .department -regrets the neoesslt_v or n
olmnge in the Iaw;: but: we feel «that it must be changed. . The department en-
deavored to persunde ‘the Bolicitor' Generat of the. l'niteﬂ States not to mnke:

this concension.
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Senntor McCumper, Would it not be better to leave the law Just as it is,
and if anyone wants to show that he had a loss instead of a gain, let him show
it? It does seem to e thiat we ought to start somewhere to fix the value,

Dr,"Apius, Well, we do that in one sense, in that we have to use the value on
March 1, 19138, to decide how much of the gain or loss accrued before the in-
cldence of the income tax. We still use it for that purpose, and in the most
important cases we do not get a different result from that which we have
reached in the past; but you have two new categories of casés. If you will
reqid this new subdivision (a). on pagd 10, you will find the idea a little more
precisely stated. It is in line 9. o -

Senator Siamyons. Take the illustration you guve a while ago of the stock
thut was worth, at the time it wus purchased, sometime hefore March 1, 1913,
60 cents. -In 1913 it was worth only 30 cents, and when sold subsequently to
that date it sold for 30 cents, All the loss there was sustained before 1913?

Dr. Apaus, Yes,

.Senator S1mMoNs. The profits accrued hetween 1918 and the sale.

+ Dr. Apaus, Under the old Inw we would have to tax the profits. Under the
old rule or practice of the department the man having bought in 1910 at 60,
and the stock having fallen to 20 on March 1, 1918, and having sold it in 1916
at 80, we would have taxed a gain of 10. That is what we proposed to do in
the Goodrich case. But the court said there was no gain; that guin must be
measured with respect to original cost. That s the fundamental doctrine,

Senator Simymons. That seems to me to be beating the devil around the stump.
There really was & loss of 30 points, and yet you convert that loss by legerde-
main into 80 points profit.

Senator McCUuMBER., The result of that decision is that you are allowing losses
that people made back of 1913—it might he 40 years back—and allowing them
to deduct their lorses agninst a profit that was made after 1913, That is the
effect of the decision. The property was worth 20 cents on March 1, 1913, He
had already had his loss on that property, and he might have had it 10 years
before or 20 years before. You can go back to any number of years, There is
no starting place. You can.not tax agninst the 1918 valuation, hecause what
he sold it for was less than he paid for it 1 year or 20 years prior to 1013, .

Senator McLEAN. You have got to figure profits'on cost some time.

Senator McCuankr. No. I think you can see that we can put profits and
losses in the previous years, and say we will consider that as so much property
which you owned, whether you bought it at a profit or at a loss.

Suppose that he had a property that he bought for 60 per cent prior to 1918,
and on March 1, 1913, it was worth 100 per cent. Then any profit that he
makes, it he sells it after 1913, and sells it for 110, he is only charged a tax
upon the 10 per cent profit.

Senator Syo07. That is all,

Senator McCumrer. But if, under that Supreme Court decision, he would take
what he paid p:'lor to that time—it might be as much as 110 per cent—he
would nothing, -

Senatpo;-yucmu. There may be some force to that position, but when you
figure losses you -have got to consider the costs, it seems to me. I can see
that your illustration there might necessitate a different donsideration of
profits, but, in any event, yogo;gay not have made a profit unless you sell for

) "what the article you, ‘
mg:ngt.:: Sao0t. In the case the Senator cites under this proviston he would
be cha with a 10 per cent profit and@ pay his assessment. 4

" Senator McCumpEr. He has made a profit; his loas occurred prior to that
time. ) )

Smuyons. If it works out as Dr. Adams says you have not changed
thgelt:::o:t all, because you accept the 1913 value as the starting point. You
say it costs $60, and in 1913 it is worth $20. You figure the loss as having
occurred between the time of purchase and 1913, but you take its value in 1918
a8 the starting point to determine whether he should pay a tax or should not:
pay a tax. Is not that the present law? :

Senator Smoor. Yes; but the court decides otherwise, ‘

Senator McCuMaER. The court decided that there was no profit. :

Senator SniMons. I understand that under the plan devived by: the depart-:
ment that would be the way of determining the question. .

Dr. ApaMs. We had & simple rule, - We sturted with Muarch 1, 1918, and we
made no inguirics back of that. In this particular case to which I have referred
the stock was worth $20 in 1913, It was sold at $30. We tried to levy a tax,
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und‘t;{ the existing rule, on $10. But the Supreme Court said that there was no
Senator McCumsir. Did I undeistand you to say you had devised another,

" rule? -

Dr. ApaMS. The idea now is to follow the Supreme court’s decision,.

Senator DiLuNGHAM. Just what is that rule?

Dr. Avams. Perhaps I had better read an extract from the Goodrich decision.
The court said:

“As to the second payment. the Governmment confesses error in the judgment
with respect to this assessment. The stock was sold in the year for which the
tax was assessed for $22.253.75 less than its value when it was acquired, but for
$120,710,75 more than its value on March 1, 1913, and the tax was assessed on
the latter amount. :

“ The act under which the assessinent was made provides that the net income
of a taxable person sbull include guins, profits, and income derived from
¢ ¢ * ganles or dealings in property, whether real or personal, * * ¢
% g? (:- %ﬁts at;d income derived from any source whatever. (39 Stat., 757;

at., y

“Section 2 (c) of this same act provides that ‘ for the purpose of ascerteining
the guin der.ved from a sale or other disposition of property, real, personal, or
nixed, acquired before March 1, 1018, the fair market price or value of such
property as of March 1, 1918, shall be the basis for determining the amount of
such gain der;ved.’

“And the defin tion of ‘ income’ approved by this court is ‘A gain derived from
capital, from labor, or from hoth combined, provided it be understood to in-
clude profits ga ned through sale or conversion of capital assets’ (Eisner v.
Macomber, 252 U, 8., 189, 207.)

“ It is thus very pla!n that the statute imposes the income tax on the proceeds
of the sale of personal property to the extent only that gnins are derived
therefromn by the vendor, and we thercfore agree with the Solicitor General
that since no gain was realized on this investment by the plaintiff in error no
tax shou'd have heen assesgsed against him,

“ Section 2 (¢) is applicable only where a gain over the original capital invest-
ment has been real.zed after March 1, 1013, from a sale or other disposition
of property.”

May I ask you now to skip down a little and read on page 11, beginning with
1ue 142 It should be remembered that the basis—th's is the sturtlng point—is
cost. w th a few exceptions such ns property acquired by bequest.

Subdivision (a) says the basis shall be the cost. Then there are certaln
qualifications:

“(1) If its fair market price or value as of March 1, 1918, is in excess ot
such basis, the gain to be included in the gross income shall be the excess of
the amount real zed therefor over such fair market price or value.”

That is in the case of a straight upward rise,

Senator SiumoNs. What are you reading from?

Dr. Avams. Page 11, line 18. That refers to the value as of March 1, 1918.
That is the present rule for the ordinary case.

Senator Symoor. In other words, under the conditions you mentioned you con-
form to the decision of the Supreme Court? ,

Dr. AvaMms. Yes,

“(2) If its falr market price or value as of March 1, 1913, is lower than
such hasis, the deductible loss is the excess of the fair market price or \aluo
as of March 1, 1913, over the amount realized therefor.”

In other words. if you buy property at $60 and it goes down to $30 on Mnrch
1. 1918 and you sell at §20 the deductible Joss is $10

The change comes in rule 8:

“(8) If the amount reunlized therefor is more than such bas!s but not more
than the fair market price or value as of March 1, 1913, or less than such
basis hut not less than such fair market price or value. no gain shall be included
in and no loss deducted from the gross income,”

Senator Curtis. Why would not it be simpler to leave the law as it is and
cover that by a regulation of your department?

Dr.  Apams. The question of the losses and gains involved in these kinds of
transactions is crucial to. many taxpayers, It ia so important that it should
be a part of the law. 8o you will have no uncertainty.

Senator Curtis. You feel that it ohould be legislation instead of regulation?

Dr. Apaxe. Yes, ’

B e P e
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‘Senator Sxoor. ¥ it i3 legislation, every taxpayer can see the law, .

. Senator Cunris. I thought that if you made the rules and regulations the
¢ases might be few in number.

Dr. Apaus. We should bave a statutory rule, The old rule wax simpler
than the one proposed, hut In view of the decixions referred to we feel that the
proposed rule is the right onhe, and perhaps the only safe one. We should
take no chances with a rule which the courts might upset. .

The CHAmMAN. Has it not been the policy to bring these things within the
law, 80 that they will be fixed and settled?

Dr. ApaMs. Yes, :

Senator McCuamser. What objection would there be to a provision taking
March 1, 1913, as the basis, and letting the gain be represented by any sum
in excess of the value of the property as of March 1, 19183, except in cases where
the property was purchased prior to March 1, 1918, for a greater sum than the
sum for which it was later sold—make it as simple as possible and end it?
What is the use of all this complexity?

Dr. Apaxs. We must have a rule for losses and one for cases where there is
no loss and no gain, even if we accept the principle on which your proposed rule
for gains rests. When that is done the rule or set of rules becomes complicated,
The proposed rule takes in only lines 14 to 25, and 1 to 5.

Senator Cort1s. We will have to explain it from time to tlme to every new
Member who comes on the floor of the Senate.

Dr. Apaxs. 1 much prefer the stmpler rule, which was upset by the Solicitor
General and the Supreme Court.

If you will consider the other special cases on page 10, you will get a better
idea of this, Section 202, subdivision (a), starting line 9, reads:

“The basis for ascertaining the gain derived or loss sustained from a sale or
ather disposition of property—real, personal or mixed—acquired after February
28, 1918, shall be the cost of such property.”

Then there are certain exceptions:

“(1) In the case of such property, which should be included in the inventory,
the basis shall be the last inventory value thereof.”

That is the present law.

“(2) In the cnse of such property, acquired by gift, after December 31. 1920,
the basis shall be the same as that which it would have in the hands of the
donor-or the last preceding owner, by whom it was not acquired by gift. If
the facts necessary to determine such basis are unknown to the donee the com-
missioner shall, if possible, obtain such facts from such donor or last-preceding
owner or any other person cognizant thereof. If the commissioner finds it im-
possible to obtain such facts the basis shall be the valne of such property as
found by the commission, as of the date or approximate date at which, accord-
ing to the best information the commissioner is able to obtain, such property
was acquired by such donor or last preceding owner. In the case of such prop-
erty acquired by gift on or before December 81, 1920, the hasis for ascertain-
ing gain or loss, from a sale or other disposition thereof, shall be the sae as
that provided by this act before its amendment by the revenue act of 1921.”

o fl:erlmps the grentest abuse of the income tax in recent years has been through
8,

Senator WaLsH., Of stocks and bonds?

Dr. Apams. Principally. . .

The CHaARMAN. It ix a legitimate evasion?

Dr. ADAMS AR an exnmiple, let us say that an individual boqnllt stock in 1914,
It cost $50, and perhaps it rose to $80 in 1920. He wants to séll. Ko he gives it
fo his wife or to his child. At the present time ‘the donee starts with the value of
the gift at the time of its receipt. If the hushand sold in this case he would
be taxed on a profit of 30 points. But if he gives it to his wife and she sells
at $81 they pay tax, on a profit of only 1 point. If she selis at 75, she ‘sells
at a loss of 5 points, , ' R '
Senator Cvaris. Hasn't the department done anything to test cases of that
kind? | o . T o

"Dr. Abads, Yes. If ‘there 1s anything colorable about fhem we can handle
them. However, where there seeins to be n-bona ‘fide gift, we are unable to
o anything. The practice is said t6 Jinve been widéspread iand- prevalent.

e héar of it from every polnt. =~ ¢ 7 e i pto o0
. Sentor La Forrerre. Biit yolt would have ¥ prove it before Yon told tuke any
action. ~ A gift from & husband to u Wife Wwould be recognized by your depart-
ment ax a bona fide gift, unless you had smne strong evidence to the contrary.
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Just take tlxe statement that you have made with regard to the stock, and the

greuh tt m‘l!tv;mce in its value; how would your department have treated a case of
that so!

*  Dr. Apaxs. If it were given to the wife we would immediately investigate

the. instrument by which it was transferred and all the surrounding circum-

stances. We would determine whether title had passed, whether there was

any possibility of the husband getting it back from the wife, and so on.

Senator La FoLizrTe. But if there is nothing in the instrument itself to dis-
close a private understanding between the husband and the wife that this was
a temporary affair, you would be bound by it, would you not?

Senator CaLpes. Does the law require the owner or the donee to make any
statement?

Iir. AvaMms, Yes; it can bhe required.

The result of it has been that there have been hundreds of these colorable
gifts. And there have been hundreds of cuses where men have made up their
minds that they would rather glve their property away than pay the tax to the
Government.

The CHAIRMAN. That I8 proper and legitimate.

Dr. ApaMa, I do not think there is any reason at all why the Government
should accept as a basis the value as of the time it was given away.

Senator LA FoLLeErTE. I would be rather skeptical about that statement,

Dr. Apams. Which one, Senator?

Senator La ForLiLeTT®. That people give their property away rather than pay
this tax to the Government. I suppose there are cases that are apparently gifts,
with a string tied to them,

Dr. Avans. That may be true. -

It seems to me at this time particularly, when losses are being claimed, that
it is nout fair to claim losses agairst the later value, but that the loss should be
measured against the original cost. We are not asking anybody to pay the tax—
we are not asking the donee, the wife or the child—until they actually sell at a
profit, but when they do scil, we say they should@ employ the nutural basis for
computing the profit.

Senator McCUMBER. Suppose you give to your child, out of affection for that
child. property that cost you 80 points 10 years ago and is now worth 80 points,
Suppose you do this with the idea that the child shall have that property and
have the income from it. In good faith the child may, a year from now, or two
years from now, or at any time when it is thought best, sell that property or
convert it into other property. Suppose it sells for 81 points, Why should that
child be penalized by having to pay a tax on a profit based upon the value of
that property 10 yeurs ago? It has not made a profit. Wh\ should it be com-
pelled to pay a profit if it has not received it?

The CHAIRMAN, One might have to sell property by renson of the cessution of
dl:li«}ends or something of that kind, where it would be absolutely necessary to
sell it

Senator SxooT. That happens in the case of my own children. I give each
one so much when he or she is marrled. Most of them have had to sell what b ¢
have given them.

Senator ‘McLEAN. Nevertheless, in the last few years property has been glven
away for the purpose of evading the tax.

Senator McCuMsrr. If it was g colorable transaction, that is different. ~Ir
the peraon who is the donor simply. puts the property in some one else's hate,
with the idea that he shall hold the property temporarily and thus hold lmvk
on the tax. of course that is not right.

Senator SxooT. Do you say that n gift to n child is exempt?

I, Avads. The gift is exenipt from taxation ;. .\eu I a0 not nmm bv that
that it ia deductible, It Is not taxable, .

Senator SnooT. That s to the recipient? ‘ Lot

* Dr, Aparms. Yes, It is regarded as a capital- tranw;eti(m

Regarding that aspect, it might be made clearer by contrast with a man \\lm
hought, his property. For example, John . Smith bu\'s ‘a.favn,. He. later- gells’
the farm-at a profit, and he pays o’ tux oy the profit. KRomehody else -has a farm
given ta him by his father., He starts with a lmrher valuntion and he m\s ‘ne
tax.

Senaf r Raoor, - Let me yngderstand: you perfectl.s’ In m'der that I. may do
Hint T'shal take a Pemmal iHustyation. w0 that. I. shall he sure-of the facts,
T-have a'child who I8 jinfriédredn’ fitct, T have 'five, of them. - Kach ¢hild when

married gets 20 much money from me, That, generally, Is in the forth of stocks
L]
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that I have held for years and years. Under this provision, do I understand
that if they sell these stocks they have to take them at their value in 1013?

Dr. Apaus, The value at the time they were acquired by you, :

Senator Saoor. I acquired them in 1918, we will say.

Dr. Apaus, Yes,

Senator Smoor. Some stocks, particularly one or two, that I have given to
one of my children they could not sell and pay a tax. )

Dr. Apays, There is no tax on them until they sell them,

Senator Syoor, If they sold them, they could not pay the tax.

Senator Wavren. Why not? ‘ _

Senator Suoor. Because the guin in 1913 had been exceedingly high.

Dr, Avaus. Suppose you had to sell them?

Senator Sxoor. Then I would take something else. I wanted to know because
my future attitude will be bnsed upon the answer to that,

Dr. ApaMs. A great many remedies or changes have heen suggested with
respect to this gift problem. This one, it seems to me, If you want a change
or a remedy, 18 both moderate and sound.

Senator McCuMmBer. The first thing is to decide whether we want to attach
& penalty to the gift. If you sell a thing afterwards that you received, you
have got to go back and pay a tax.

Senator Simmons. If that stock had remained in Senator Smoot’s hands, he
would have had to pay a tax. )

Senator Smont. There is no doubt ahout that, .

Senator Spaons, Then, why should the donee or the beneficlary of your
kindness escape paying any tax at all? :

Senator I.A ForL.LeTTE. They invested nothing.

Senator SxmooT, I ought to pay the tax.

;S:fnntml-l S1ymoxns. If the child sells the stock the tax does not have to be
paid at all.

The CHARMAN, Suppose that this had been an industr'al and that Senater
Smoot had been getting a large fncome and that within the last two or three
years this ceased, and the child, having no income, had to sell the stock in
order to provide an income to Hve,

Senator Saoor. I have one, and he has not only spent all that, but more, too.

Suppose they went an:1 horrowed 60 per cent of the value of the stock, and
they were forced to sell. They would not get a dollar,

Senator Siyarols. It would be the same as if you had to sell it.

Dr. Apayms. It would depend wpon the size of the income,

Senator SiMMons, In other words, the Government ought not to lose this tax
becnuse there was a gift. _ :

Dr. ApaMg, You must remémber that the s‘tuation is Hkely to he different
in the future. In the case of many donors in the past—fathers and hushanis—
they purchased the stock when it was cheap. It has gone up. They gave it
away when it was h'gh. In the future that situat'on is likely to be reversed.
Persons have purchased stocks at high prices, and will g've them away at lower
levels. In that case the donee is entitled to claim a Inrger loss when he sells.
It works hoth ways,

Senntor SiayoNs. Suppose that I buy stock and it gees up. I ean give that
to ene of my daughters and let her sell it instend of me an: thus avoid the tax.

Senator Syoor. But that would be fraud there,

Senator,WarLsH. But that i3 what is happening.

. Senator Sxoor. That s true; that s what is happening, but we are now
speaking of cases where there is no fraud, .

Senator WarLsH. Legitimate ¢nges?

Senator Syoot. Yes. . ) '

Senator WALSH. I should th'nk that a sale that takes place soon after the
gift would presuppose fraud, : R , )

Senator McCUMBER, We had a case hefore the committee a shirt time ago.
It was that of Mr. Cannon, as I remeinber it. 'In that case the department
held that the gift was not ma‘le in good faith, and the department was sus-
talned. I do not th'nk we need to say that we are going to penalize every gift.

Senator La Foutsrms. I think we understand th's, do we not? Why not
"D Avaus, Line 8, page 11 e |

r. Apams, Line ge 11 "

“(8) In the case of l:t'wh property acquired hy bequest, devise, or inher‘tance
the basis shall be the fair market price or value qf’suciy property at the t'me
of. such acquisition. ' The provisions of thlg,p&ti\ggaplg,,ghali apply to the acqui-

1]
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sition of such property interests as are specified in subdivisions (c) or (e) of
section 402.” :

That is where property is transferred in conteimplation of death.

Senator McO'vsnir. Whatever the child receives by inheritance or bequest
it gets withont cost or sule exactly the sunie as a gift. In the next paragraph
you make a distinction. ‘

Dr. Anaxs. That ix hecause the estate or inheritance tax has been imposed.
That is the thought hebind that, . .

Senator McCuMakr. You tuke the value ns of that date; that is the point,

Dr. Avaus, Yeu: the date of acquisition. Now we come to subdivision (b):

“(b) The Dasis for ascertuining the gains derived or losses sustained from
the sale or other disposition of property, real, personal, or mixed, acquired
before March 1, 1913, shall be the sume as that provided by subdivision (a).”

That ix what I read before,

The CHAIRMAN. Are all these provisions rulings of the department?

Dr. ApaMs. Not all.  The provision as to the bas's for gifts is not a ruling of
the department, That ix new. Subdivisin (b) gives, us we understand it, the
rule lnid down by the Supreme Court and iz new. .

Ha;"i)ng taken up the other provixions we now skip to subdivision (c¢) on
page 12:

“(e) In ascertaining the gain derived or loss sustained from a sale or other
disposition of property, real, personal. or mixed, proper adjustment shall be
made for (1) any expenditure properly chargenble to capital account, and (2)
any item of loxs, impairment, exhaustton, wear and tear, obsolescence, amorti-
zat'on, depletion, depreciation, or s'milar expense properly chargeable with
respect to such property.” .

The rulex in subdivision® (a) and (h) are only bases from which to start,
You have got to make adjustments for hetterinents and additions. To illus.
trate, we will say that in the case of property acquired after March 1, 1918, its
bhax:s shadl be the coxt.  You muy sell that property in 1920, In the meantime
you may have put up a factory, You muy have taken deduction for depreecin-
tion upon it. Thexe things all have to be taken into account to malify the
original cost hasis, . .

The CHAIRMAN, Ax to those words used there, are they any different from the
phraseology that was used in previous bills?

Dr. Apams, They sire not used in previous bills,

The CHARMAN, Well, ohxolescence is not new,

Dr. ApaMs, No, Those are the words used in authorizing corresponding de-
ducttons,

The CuAIRMAN. In other words, it is the same language practically.

Dr. ApanS. Yes: the same langnage practically. Now comes subdivision (d) :

“(d) For the purposes of this title, on an exchange of properties, real, per-
sonal, or mixed, for any other such property, no gain or loss shall be recognized
unless the property received in exchange has a definite and readily realizable
market value: bhut, even if the property received in exchange has a definite and
readily realizable market value, no gain or loss shall be recognizable.”

The present rale yon wiil find, if you want to read it, on page 9, lines 11 to
21, is an follows:

“ When property is exchanged for other property, the property recelved in
exchunge shall, for the purpose of determining gain or loss, be treated as the
equivalent of cash to the amount of its fair market value, if any ; but when, in
connection with the reorganization, merger, or consolidation of a corporation,
a person receives in the place of stock or securitles owned by him stock or
securitien of no greater aggregate par or face value, no gain or loss shall be
deemed to occur from the exchange, and the new stock or securities recelved
:;::ll be”treated as taking the place of the stock, securities, or property ex-

With reference to lines 11 to 14, that means that in the exchange of property
for property—trades, as they are frequently referred to—we have recognized a
loss or gnin. Whenever the property received in exchange had a market value,
loss or gain were recognized. If a man trades a farmn for a farm, that gives
rise to a taxable gain if the farm recelved Is worth, at the time it iy recelved,
more than the cost of the farm given in exchange, .

Now, that rule is changed and, as the proposed rule now reads, on the ex-
change of property for property no gain or loss shall be recognized unless the
property received in exchange has u defilnite and readily realizable market

' i
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\alue. 1 should say that perhaps in & mnjority of cases of such exchanges the
value of the property recelved is not definite.

The Cuamuan. Doi't you think that that paragraph would open the door
wide to all kinds of abuse?

Dr. Apaxs. 1 do not think so, Senator.

-The CuAjrMAN. I have in mind one of the largest concerns of its kind in the
country that has no market value, because it is largely in the hands of the em.
ployer and employees. He could muke his stock worth 40 or 140 to-morrow"
morning, if he saw fit. All I know is that thix is one of the biggest concerns
in the country. I have no commission to spedk for them,

Senator Warson. In the case you mention, Senator I’enrose, would the stock
have a definfte and readily realizable market value? .

The CHAIRMAN, I do not think so.

Senutor Symo01. One of tbe tnconsistencies would he this, that the property
exchanged would be worth to the man that wanted it twice as much as it would
be to the man that exchanged it. It is difficult to know at this juncture what
ls the definite and readily realizable market value. Nothing is definite now.

: Pr. Apaxs, The object has been to change the rule which presumed taxability
fn every instance—to change that presumption to one of nontaxability. This

proposition cuts both ways. It eliminates losses and gains; and it is further
to be remembered, of course, that the man who takes this property receives it
on exactly the same basis as the old property.

1t I trade & farm costing $10,000 for a farm worth $16,000, I would treat the
$16,000 farm on a $10,000 basis for purposes of computing gain on subhsequent
sale, depreciation, ete,

As to the specific cases where there is to be no gain or loss, you will ind them
beginning with line 20, page 12:

“(1) When any such property held for investment or for productive use in
trade or bhusiness (not including stock in trade or other property held pri-
marily for sale) is exchanged for property of a like kind or use.”

Senator WAaTsoN. Give us an illustration.

Dr. ApaMs. An fllustration would be where stocks were exchanged—=stocks
for stocks or bonds for bonds—or where a factory was exchanged for another
factory.

Senator DILLINGHAM., What do you do with cases where, to use a common
expression, “hoot ” is paid?

Dr, ApaMs, At the present time we tax most such transactions. In the pro-
wm nm¥ law an amendment dealing specifically with such cases should be
introduced,

Senator Smo007. It does not say that they shall be of equat value, Tt simply
xayR “property of a like kind or use.” According to that the value of one
hond might be $50 and that of another $150.

Dr. ApaMA. This provision would ewmpt the gnin temporarily until the
property was sold, not * exchanged.”

Kenntor Sxmoor. ‘or stocks?

Dr. AvaMms, Stocks or honds would be held for investment,

Seantor Symoor, They are all held for that,

Dr. ApaMS, Supp«so it was a merchant selling in the trade,

Senator Syoor. Suppose that my wife had a hond that is worth $30 and
suppose that, T had an ldent!cal bond worth $150, and suppose that we ex-
¢hanged.

Dr. ApaMs., Theve \umld be no gain or loxs if the boids were held for lmosto
ment or were not of o definite and rendily realizable murket value,

Nenator 8SM00r. Then suppose that it was outside of the family,

Dr, Avans. Tt would he the same, with the additionn! fontures as to w hether
the exchange wax made in connection with the reorganization of a corporation.

Senutor McLEAN. Nobody outslde the family wounld exchunge a $150. bond
for n £30 hond

Senator Smnvr It would be u transfer of honds, It may he that when sold
agn n he’ would have it based upon the valne of tbo honds that he’ nwl\'efl
and not on what he transferred, '

Dr. Apams, You will ro('nll that \\e are doalmg with exchanges of propertv‘
for property. . ‘ e
" The nest pmvision reads' ’ 4

“(2) Wheit'in the organivation oy the rmrmmlznt(on ‘of qm- ‘or more dor-
potsittons 3t person recefves in place of any snch pfoperty ‘owned hy b new
stock or securit’'es, The word ‘reorumnizmiun s nsvd in this mmzmph in-
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cludes 4 merger, convolidution (however effected), recapitalization, or a mere
change in ldentity, form. or pluce of orgnnizntion of a corporation.” . )
. That Ix perhaps the nrost importunt provision in the proposed law. Under
existing law in ense of reorgunizntion if the stockholder receivex new stock
or securities of like par value no tax is imposed. If, however, the par value
of the new xectrities exceeris the par value of the old stock or securities undey
oxfsting Inw a. tux mny he imposed. It I8 proposed to change that and to
sny without qualitieation that if ju ihe course of reorganization, merger, con-
‘solldation, recapitalization, and 0 on a man surrenders old stock and takes
new stock’ there shall not be any. tax. Of course, he will take the new stock
on exactly the same basis that applied to the original, but this will not be thé
time for the recognition of 'gain or loss, ‘

Senator McCvaBeR. Suppose you have a corporntion that has, we will say;
a $100000 capitalization. the capital stock being worth 100 per cent, *It then
reorgunixzes and iaxues $200,000 of capitul stock, of new stock, and the $200,000
of stock hus a salable value of 75 per cent. The perxon who receives the
:xtn; utn.;mmt has made 3% per cent upon that, ngs he not, it it will actually sell
'or tha '

Dr. Avays. Fifty per cent, has he not?

Senutor SMoor. If there were such a case,

Senntor McCrumr, Yen, The very fact that certain stock reads $100 on its
face gives it a certain value. In other words, its value does not go down 50
per cent If you Insue twice as nuch, In the market you will find it will sell
for move than what the original stock was worth. It seldom goes down to the
originnl price.  Most of them reorganize on the assumption that thelr business
will e higger, and that they may have to use more eapital, and so forth, and
it gives a value In excess of the value of the atock which was surremiered. If
the actunl ensh value were grenter than the original value, would youn say that
there should he no tax levied? !
“31'. Ananms, Under the present law a tax g imposed, provided the par is
\igher. ¢

Semutor McCruper. I am asking why that is =o,

Dr. ApaMa. The change s recommended because, in the first place, it Ix difi:
enlt to make appraisals.  In the average reorganization, or in many reorganiza.
tions, there I no definite, fixed market price for the securities. That is one
reason.  In the second plrce, it is possible to avoid the tax by the use of no par-
value stock. In the third place—and this is the most important renson—where
any heavy tax is involved the reorganization is held up. They do not do it
All kinds of husiness readjustmmentx have heen stopped. Finally this process
is now helng tndulged in to register losses. When they could make heavy
gaing, which wonld subject them to a heavy tax, the transaction is blocked.
On the other hand, where losses are to be registered, there is an additional
incentive to make the reorganization. But the principal defect of the present
law is in hlocking desirnble huriness readjustments.

Por instance, under the present lnw, if & corporation reorganizes with an
incrense of capitalization, a tax may be imposed, atthough the provisiong of
the present Iaw in this connectton were designed to tax what may be called
“ indirect stork dividends,” and the stock dividend may now be distributed tax
free.  The stockholders say we nre getting no new or additional tax—why tax us
now? The reorganization itself may he a good, legitimate., and desiruble
thing. - Why tax it at that time?

Senator SiMmyons, There hns not been any inereaxe in property ; there hus not
heen any sale of property: the owner of the property hag just simply agreed
with the co-owner that they will change the basis of capitalization, T do not see
that unything has transpired that entitles the Governnaent to a tax,

Dr. ApaMg, The next provision. number three, deals with a serfes of caxes:

“(8) When (a) a person transfers any such property to a corporation, and
immediately after the transfer is in control of such corporation, or (b) a
group of persons transfers any such property to a corporation, and immediately
after the transfer i8 in control of such corporation; and when the anounts of
stocks, securities, or both, received by such persons are in substantintly the
same proportion as thelr interest in the property before such trunsfer. For
the purposes of this paragraph a person or group of persons is *in control * of
i corporation when owning at least 80 per cent of the voting stock, and 80 per
cent of all other ¢lasses of the stock of the corporation.”

At the present time, if an individual owng o mine or a farm and wants to in-
corporate and take practically 100 per cent of the stock, theorvetically he hus
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converted real property into personal property. I do not know what the courts
will do with that when it goes to them.

If one man incorporates his property or if a group of men incorporate their
property, that mere formality, in one sense, of placing the property in corporate
ownership subjects them to a tax, provided the stock received hax a market
value in excess of the cost of the property to the individual. . _

Take a case as an {llustration: Suppose a man buys land. It costs him, we
will say, for a plece of suburban property $500 p~r acre. He holds that property
for tive years until it is worth $1,000 an acre, Suppose, then, he wants to in-
corporate. He turns it into the corporation and takes all the stock. That stock
would be the equivalent of $1,000 an acre. He has made a profit of $300 an acre
and is taxed under the present law. It is that sort of transiction, and the pos-
sibility of abuse in tuking loxses, in the reverse case, that seems to me to make-
something of this kind highly desirable. I can not belleve that there is enough
difference in the owunership of the property and the stock under such circum-
stunces to justify us in recoguizing taxable gain or deductible loss. .

Senator Smoor. The property owner does not own one cent more thun when
the transaction was made. .

Senator SimamoNs. Imposing taxes on things of that sort is what the Secre-
tary, as I remember, characterized as a clog upon enterprise, There 18 no justi-
fication for a tax of that sort. It is one of the forms of business, There really
has been no profit made. It is just a change in the kind and character of title
to the property ; that is all.

Dr. Apans. The next is section (e):

“{e) Where property 18 exchanged for other property and no gain or loss is
recognized under the provisions of subdivision (d), the property received ghall,
for the purposes of this section, be treated as taking the place of the property
exchanged therefor.”

The CHaRMAN. That Is simply a statement of fact.

Dr, Avaus, That is very important. For instunce, reverting to the case of
real estate about which I spoke, it cost $500 per acre. When the man gets stock
for it he has to keep that stock on a $500 basis, so that if he subsequently sells
it, he shall take o guin or loss on a proper basis.

The next is (f):

“(f) The baris for ascertuining allowahle deductions for loss, exhaustion,
wear and teaur, obsolescence, amortization, and other like deductions except
those authorized in paragraph (10) of subdivision (a) of section 214, and in
paragraph (9) of subdivision (a) of section 234, shall be the same basis us that
provided by subdivisions (a) and (b) of this section.”

That is for the purpose of computing depreciation, the basis shall be the same
as provided for guin or loss. The exceptions that are made have reference to
the depletion deductions,

The deductions for depletion on property acquired before March 1, 1913, are
based on the value as of March 1, 1918, in lieu of cost. Because it has heen so
difficult to establish those values and because of the importance of the prin-
ciples involved, it has been thought desirable to let the present gule stand. The
depletion for mines, ofls wells. and timberlands may be based upon the value
as of March 1, 1913, That is the exception, That is so in the present law.

The CHAIRMAN. We seeld to have reached a good place to take a recess.

) (‘l‘herenfmn, at 1.30 o'clock p. m. a recess was tiken until 10.30 o'clock a. m.
to-morrow, Friday, September 2, 1921.)
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FRIDAY, SEPTEMBER 8, 19%1.

UNITED STATES SENATE,
CoMMITTEE ON FINANCE,
Washinglon, D, C.

The committee niet in executive sesxion, pursuant to adjournment, at 10.30
o'dlock a. nm., In room 812, Senate Office Building, Hun, Boles Penrose presiding.

Present: Senators Penrose (chairman), McCumber, Sinoot, La Follette, Dil-
lingham, McLean, Curtis, Wintson, Calder Simmons, and Walsh, :

Present also: Dr. T. S. Adams, tax adviser, Treasury Department; Mr. John
3, Walker, Chief, Legistative Drafting Service of the United States Senate; Mr.
. 8. McCoy, actuary, Treasury Department, '

The CHAIRMAN, At the time of adjournment yesterday afternoon we had
reached page 14, I think it was.

Dr. ApaMs, Pages 14 and 13 have to do with a provision reviving in modified
form the old net-loss allowance. There wax in the revenue act of 1918 a
provision that if a business concern sustained a net loss in any year that it
should be permitted to charge that loss against profits of the precedhig yeur,
?r. if the preceding year showed no profits, against the profits of the succeed-
NE year.

Senator McCUMBER. That I8 now the law, {8 it not?

Dr. ApaMs. It was limited In application. It was not applicable to any tax-
uble year beginning after December 31, 1919,
. The Treasury Department has suggested to the House, and the House has
accepted the proposal, that that be revived, but in a modified form. It is made

prospective only; that is to aay, the net losses may be recognized only after -

December 81, 1920, and they are carried forward only and not backward. The
.net loss that is first recognized s the loss of this present year. If a business
concern has a loss in this year, 1021, it may subtract that from profits of 1922,

Senator Saroor. That is the way you have it now?

Dr. ApaMs. That is the way it is in the House bill. If it can not he ahsorbed
from the profits of 1922, they can take it from the profits of 1923. There is a
ahrf(&yeax‘r spread; but the law is changed so that it goes forward instead of

ackwanrd,

The CHATRMAN., What is the idea in restricting it to 19217

Dr. Apaxs, The losses in the year 1920 were very heavy. We do not know
what the effect of allowing 1920 losses on the Treasury would he, If the Treas-
ury were in position to permit ahsorption of these losses, I think it would 'be a
gondd thing to do, but it is probably impracticable. ’

The CRAIRMAN. If it 18 humane and equitable for one year, it seems to me it
ought te he humane and equitable for another year. .

Dr. ApaMs, I think that ordinarily that {8 a sound conclusion. The Treasury
Department recommended in 1918 that it he made permanent. Congress con-
fined it to one yvear only. The finances of the Government and the tax rates
were adjusted accordingly. and it is now too late to make provision for refunds,

The CHAIRMAN. Just one moment, Dr. Adams,

Senntor Calder, a matter has come up this morning in which you are very
much concerned. It relates to the appointment of a subcommittee and has refer-
ence to a certuin form of taxation. Some gentlemen have appeared who want a
suhcommittee formed. Your attention, I think, has been called to it. I have &
letter this morning, and T am inclined to think that there wiil be a great deal

.
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of prexsure brought to bear on this. I was guing to suggest the formmtion of a
subcommittee with you as chairman to hear these gentlemen. If you will sug-
gest first whom you wish associated with you, I shall be glad to appoint them,

(I:;{m;mal discussion followed, at the conclusion of which the following
ensued :

Senator WALsH. I move for the sake of hnving a record, that all requests for
hearing and for presentution of arguments he presented in writing, and that the
partier making such requests he inforwed by the secretary of the committee
that (;tntples of arguments or petitions should be sent to each member of the
committee,

Senator SruMumoxs. And printed for the use of the Senate?

Senator WarsH, Yea, - :

The CHAIRMAN, I8 there any objection to the motion put by Senator Walsh?
I not, it is the sense of the commttteg, ‘and" the clerk will make an entry of
the motion in the ninutes, .

Dr. AnaMs. We were discussing net loxses. The details of the proposal
are an follows:

“ Sectlon 204, (a). That, as used in this section, the term ‘net losk* menny
only net losses resulting after December 81, 1920, from the operation of any
husiness regulnrly carried on hy the taxpayer (Including lossex sustntned from
the sale or other dixposition of . renl estate, machinery, and other capital
assets, used In the conduct of such buriness) ; and. when g0 resulting means the
excess of the deductions allowed hy section 214 or 284 of this act, as the
case may he, over the snm of the following: (1) The gross income of the tax:
payer for the taxable year, (2) any interest received free from taxation under
this title, (3) the amount of deductible losses not sustained in such business,
(4) amounts allowed as a deduction under paragraph (6) of subdivision (n)
of section 284, and (8) so. much of the depletion deduction allowed with
or;mect,so any mine, ofl, or gas well as is hased upon the dircovery value in len

CONt

In other words, the net loss that is going to be carrled forward (s the excess
over the gross income, hut if he has received tux-free income, or if the loss is
not sustained in the husiness, or if it 13 a corporution and it recelver dividends,
there will be no regognition of it; that is to say; n net loss hased on thoxe things
is not recognized for this purpose. .

Then, Iastly, depletion deduction, if based on discovery value rather than on
coat, is not recognized.

Senator CvrTIs. What effect does this provision have upon companies that
made exceedingly large profits during the war, but have not declared dividends
and are now operating at a loas?

Dr. Apavs. I do not know that it would have any effect on those companies.
I do not know whether or not you recall that the depletion allowance for de-
pletion of mines and oit wells i3, in ciuse of discovery, baked not on the cost
or money invested, but upon the vitlue of the mine or ofl well within 80 days
of the discovery; that is to say. a company may invest $135,000 fn sinking a
well, and may bring in a well which is valued at that tiime at $800,000 or
$700,000. No change is made In the right te take depletion fordany particular
year on the basis of the discovery vatue. That remnaing as it has heen, But
the House declded that that particular kind of loss 1s not one thut is so real
that is shm‘m be carried forward from year to year.

Kenutor CurTis, You did not answer the question that I axked. The question
T asked wus what happens to those companiesx that made large profits during
the war, but instead of declaring dividends let them go over as surplus or
undivided profits, and now find thelmrelves running at a loss; would they he
entitled to deductions?

DPr, Apays, Yer, This 8 Hmited, however. We would not recognize any
losg under this untit 1921, and the first tax to he affected would he that for
1922, payable In 1023, )

Senator SMoor. God help the Treasury for 1922! If you were to put this
back to-this year you would not have any. :

Senmator McCusnkr, Let me see if T understand this amended propos:tion.
In the cagre of a lors aceruing from the sale or dispogition of any kind of
security, the interest upon which is not subject to tuxation, they cnn not deduct
that from their general lors; is that it?

Dr. ApaMa, That i« in the case of the investors. No investor can avail him-

self of this section.

"
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Senator McCuxMBER. In other words, if a person buys State warrants or
county warrants and they should prove invalid, and he lost them all, because
the interest i3 not subject to taxation he could not set off that loss?

Dr. Apaxs. He would be ruled out unless the loss was in his business, If
you buy and sell securities at a loss, that loss is recognized under this section,
provided you are engaged in the business of buying and selling securities.
This is confined to business iosses.

Senator WaLsH. The individual who bought the security and lost could not
charge that off in his accounts?

Dr. Apays. He could not carry it forward. He has still the right to charge
it off in any particular year. This is a question of spreading it over subse-
quent years. I feel that failure to do this is really a fundamental defect in
income tax procedure. Some businexses are niore hazardous than others, as
we all know, In one year a business will mnke a great deal of money and the
next yenr meet with a los, Under such conditions that husiness is in a rather
unfall;' position, compared with a business that is regular and safe in its
operation,

The English, I may say, have had a three-year average proposition, which
does much the same as this does, although it has imperfections which this
avoids, While I doubt very much if the Treaxury Department could stand
for a provision recognizing losses of 1920, if you can put it off for several years,.
1 think it highly desirable that it should be «one.

Senator GERRY, When does it begin?

Dr. ApAMA. Not until the year we are now in, and the losses will not be
counted until 1922, It would be the tax for 1922, hut the tax would not he
;uongg.ble until 1928, so that the Trensury Departmient would not feel it until

.

Nenator SMoor. You will feel it on the first payments in 1922, )

Dr. Apama, No; T think not. The firrt loss is for the year 1921. That
would he deducted from the income of 1922. The payments of the taxes for
1022 arve not made until 1928, .

Senator Syoor. The payment is made on March 13, 1922, .

Dr. AvayMs, No; 1928, :

Senator Suoor, It is the business of 1821, The returns are made out by
March 15, 1922, This applies to the business of 1921,

Dr. ApaMs. But, Senator Smoot, the losses of 1921 would not reduce the taxes.
You would not get the taxes

Senator Syoor. That ix just the point I am getting at. They would have to
pay during that yvear. If they have made a gain in 1921, they would have to
pay; If they incurred a loss that amounted to more than the tax amounted
to, in 1928 the Treasury would begin to feel that loss,

Pr. Apams. Yes; in 1923 they they would begin to feel it,
~ Senator Wartson, Do you favor this section, Dr. Adams?

Dr. ApaMms. I favor it very much,

Senator Smoor. We will have to begin to think of raising taxes from other
gourees,

Senator MclEaN. If the loss i8 more than the income, it is carried on for
another year? :

Dr, Apays. Yes, It is carried against the succeeding year.

Senator McLEAN, Do they keep on?

Dr. Apass. For three years. After three years the loss is dead;

Senutor Sryaons. I think that 18 a discrimination. The losses that have
heen sustained were sustained last year. You are not going to allow them
to carry forward the logs, There is another class that is going to sustain a
heavy loss this year. You permit them to carry their losses on and spread
them over a number of years to come.

Senator McCumper, What classes are you speaking of? .

Senator S1ymsoxs. I am speaking of the farmer.

Senator McCumses. The farmer has not paid any taxes, either, -

Senator Siyumons. Many of them have paid taxes. They have sustained
losses and still paid taxes.

Senntor McCunpEs. Is not farming a business?

Senutor Srarmons, Yes; but what I am discussing is this: This section, as
I understand it, enables the business that sustains losses in this calendar year
to carry those losses over and offset them agatust the income of the next
calendar year, I say that the farming element sustained thelr losses and got
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down to rock bottom last year. They will not be permitted to carry thelir
losses to this year?

Senator McCuuaex. Why not?

Senator Simumons, Because this provision beging with this calendar year.

Senator Smoor. This is the year that they have lost heavily.

Senator McCuusez. It puts them on the sume bhasis as the others,

Senator Smour. So fur as this puarticulur provision is concerned every mining
institution in the Stute of Utah will find itself in the position of not having to

pageht:xes in 1928,
tor SiMMONS. I um speaking with reference to the farming situation in
part of the country. I am not famdliar with yours,

8enator McCuuaer. Your objection is that it does not include 1920 losses?

Senator Siumumons, Yes, Their losses were sustained in 1919-20—the cal-
endar yeur 1020. They got down to rock bottom; they can not sustain further
losges. They can not carry those losses over to this year at all. This is the
year that the other businesses of the country are going to suffer their losses.

Senator Smoor. Haven't the farmers sustained greater losses this year than
last year? Our farmers have sustained more joxg this yeur than last year.

Senator S81umons. That may be 80, but ours were sustuined this last year.

Senator DiLLINGHAM. Isn’t it the fact that muny other classes met losses just
as the farmers did?

Senator Siamatons. I think that is true, but not to the extent that the farmers
did. The point I am tryiny to muke is that their losses came first.

Dr. Apaus. Some industries came before farming.

Senator Smoor. I should say they did. They have not recovered.

Senator Siummons. If this had begun last ealendnr year instend of this cal-
endar year that point would be disposed of.

Senator McCuMBER. Before January 1, 1021, we bad petitions from all over
the country asking us to allow them to deduct the 1920 losses from the previous
year's gains, and we refused that request upon the ground that the Government
absolutely needed the money. We declined to allow them to deduct thelr losses
as they requested. -

Senator Siumorns. 1 am inclined to think that, as a matter of policy, that is
sound. However, if you allow them to spread the losses over subsequent years
1 think you will wipe out the tax. I think that it is extremely dangersus to be-

gin to do it now, .

1 do not think anybody can estimate how much that provlsion will yield the
Government in income taxes for the next year,

Senator Smoor. Take the Utah Copper Co.; under this provizion I doubt if
they will pay anything until 1925. .

Take the Utah Sugar Co. They lost over $7,000,000 during the lust year and
this year. That is only one company in my State. It will tuke five years to
make that back, and they will have to be good years at that.

Senator S1mMoNS, Considering my losses and spreading them over subhsequent
years, it will take me four years to absorb my losses of Inst year. There are
muny people whose losses this year it will take four yvears to ahsorb,

Senntor Watsox. Didn't some one of the steel men testify \thut the Steel
Corporation is loslng about $200,000 a month now? What effect would this
have?

Dr. Avaxs. Those hmses would bhe reconnlml but would not reduce the Gov-
ernment’s révenue until the calendar year 1928,

Senator 831007, ‘And in 1928 we pay the bonus!

Dr. Abaus, The Treasury Department has considered this very carefully. It
would have liked to authorize deductions for net losses of 1920, Thut, however,
seems impracticable. The department thinks the Honse provision iz rufe. They
think this will relieve the taxpayers eventually, and that by 1923 we shall be
able to stand it. The department thinks that pronperlty will have returned by
that time and that we cun then stand the strain; that, in any event, if these
corporations have there losses, it Is not fair to tax them heavily in their pros-
perous years und then take no account of those years in which thev are in
red ink.

In my opinion, it would be better to- mlse the rates tlian to deny thls nee-
vision and lower the rates. -

Senator Swmoor. If we keep thiis provis!on in. T want it understood that I
will be compelled to vote for any kind of additional tax to make it up. I want
to say: to you that we ¢an not. raise sufficient money: to pav the ohltgatlrms of
the Government under this bill Do



INTERNAL REVENUE HEARINGS. 386

Senator WarLsH. What is the difference between allowing thig to be done by
corporations and not by individuals?

Dr. ApaMs. This relates te individuals

Senator WaLsH. I thought yow safd it was confined to business and not to
individuals. v

Dr. ApaMs. It ig confined to husiness, but. we huve more individuals in busi-
nesg than corporations,

I think it would he wire if you made thir read “trade or business.”

The CHAIRMAN. What is that, Dr. Adams?

Dr. Avams, I say I think this ought to be extended to include “trade or
husiness ” and not contined to business merely.

Senator McCuumbes. Muke it “ trade, profession, or business.”
mi?enator Snarmons, You want it broad enough to cover everybody and every-

ng.

Dr. Apams, I do not think a loss which comes about through the burning of
an automobile or the destruction of household gomds ought to he taken into
account. I do not believe personally that it ought to e extended to orvdinary
loxser of Jowelry and that kind of thing. They can not he checked. The country
would be thoroughly satistied if you confined it to trade, huxiness, or profession,

The CHARMAN. Where is the list of the losses—in the regulations of the
Treasury Department?

Dr. Apayus, No, sir; in section 214. I do not believe the logic of the situa-
:ll‘on includes that character of loss. I do not believe it should he extended

ere.

Senator McCUMBER. * Losses In bustuness?”

Dr. ApAus. Yes.

Senator McCuMmsEr. It does not mean an uutomobile; that is npt part of the

business.

Senator Sxoor. But suppore the business uses an automobile?

Senator McCumBER. Then that 18 a part of the business?

Dr. Apams. Yes. .

We come now to page 16, line 11, where the method ix set forth:

“(b) If for any taxable year beginming after December 31, 1820, it appears,
upon the production of evidence satisfactory to the commissioner that any tax-
payer has sustained a net loss, the amount thereof shall he deducted from the
net income of the taxpayer for the succeeding tuxable year: and if such net
loss is in excess of the net income for such succeeding taxable year, the amount
of such excess shall be allowed as a deduction in computing the net income for
the next succeeding taxable year, the deductions in nll cases to be made under
relml’etions prescribed by the commniissioner, with the approval of the Secre-

tary.
Senator WarsH. (b) and (c¢) are substitutes for the old provisions?
Dr, Apaus. Angd they are practically the sume thing, .
Senator McCuamBEr. Judging from that, you can deduct any kind of loss.

Dr. ApAxs. The words “ net loss ” are defined in “(a)” as “ net losses result-

ing from the operation of any business,” They are confined to business.

“(c) In nscertaining whether a net loss (as defined in this section) has
resulted in any taxable year, the computation shall be made without reference
to the provisions of section 207;"”

"l‘hat is a section that is quite new, and it refers to capital losses and capital
gains.

“And if a net loss is established. it shall. in the firmst or second succeeding
taxable year or years, be taken into account for the purpuses of section 207
as a deduction in computing the ordinary net income as detined in such section.”

That section makes a distinction and a difference between the ordinary income
and the capital income, and provides that a limit shall be placed upon the second
class of income. In order that this net loss that is carrfed forward in business
fromr year to year may be properly defined as going into one of those two
closses it is stated that the net loss continued from oue year to another shall
be treated as ordinary loss or gain, and not as capital loss or gain,

s(d) The benefit of this section shall be allowed to the members of a partner-

ship andl the beneficiaries of an estate or trust under regulations prescribed '

by the commissioner with the approval of the Secretary.”

That is the old law. : . 4
Coming now to section 203, I am very much in doubt whether there is any-

thing to be .gained by reading it. This relates to the compllcated'sl'tuation .

Rl S
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in which a taxpayer has a fiscal year overlapping the calendar year. That
causes difficulty when the rates are changed. -
) We have had a method by which, in case the rates are changed, the tax-

.payer computes his income for 12 months on the basis of the earlier rate and
then prorates for the number of months in the first calendar year. Secondly,
he computes the taxes under the later rate, and again prorates for the number
of months in the second calendar year. .

It is a terribly complicated affair if vou try to read it. Is it necessary?

Senator SiMMons. Is that all of 208?

Dr. ApaMs. Yes,

Senator McCuMBER, What great damage or injury to the business institutions
of the country would be done if we required them to make their returns as of
the calendar year, having all make thetr returns at the same time, even though
they may have fiscal years that are different, It would mean simply the closing
of thelr hooks a second time, would it not? \Why shonld not that be done,
to avold much of that trouble?

Dr. ApAus, So far as the department is concerned, so far as I am personally
concerned, and so far as the Senate is concerned, that would be a simplification
of the matter, but the business interests of the conntry have insisted that that
is not good for them; that for different classes of trade and business there
is a natural year, the end of which usually occurs when it {8 possible for them
to take inventory, and that to use only the calendar year would be undesirable,
in that they would have to make estimates of their profits and would not know
the real profits.

For instance, in the milling business, the naturnl husiness year ends ahout
July 1, T understand, when the stocks are depleted.

The natural business year of the department store ends ahout KFehruary 1.
They are then through with the Christmas season,

T think, personally, that there i{s much truth in thrt argument. and that the
departinent had better put up with the vexation conneeted with it, and the
complexities connected with it in order to nccommodate husiness interests.

Senator WarsoN, It makes two fiscal years and one calendar vear,

Dr. Apayg. Fortunately, it is a mere mathematical complexity.

Senator WaLsH. And trouble In examining the accounts.

Dr, ApAds. There is nothing substantive involved in any matter on pages 18
and 19, except what I have already told you. There i8, of course, involved in
that an axsumption that the personal-service corporations will be discontinued.
That 18 a matter that you discussed for a time yesterday and said that you
would take uinder consideration later on. Any change that yon may make with
respect to that will be met with corresponding changes in those seetions. Sec-
tion 208, on pages 19 and 20, has not been changesl,

Sepator S1yaons. May I make a suggestion at this time? When this hill
comes out, you will find that Senators will want explanntions made with refer-
ence to revision and changes of the old law into this new one.

The CHATRMAN, That will be easily furnished.

Senator McCuaner. Those changes will he shown in the bill,

Senator CURTIS. They can be shown in the report until it in enacted.

Senator Sinaons. The point I am making is this: The bill that we report
will show what has been taken from the old law and what is new, but what
1 am saying is you will find Senators who will want to have some explanation
of the old provisions as well as of the new provisions, and unless in our con-
siderations we refresh on;.r mln‘?:’t ui‘bout the old provisions, we may find our-

lves unable to answer those q ons,
imséel:ntm- Warson, My understanding is that we are reading the bill rather
for the amendments than for the original sections. i

Senator Simuons. 1 wanted to suggest thut. We ought not to fail to give
conslderation to the old provisions, because undoubtedly we shall be asked
qubstions about then), .

The CHAIRMAN. Mr. Walker desires’to make n statement,

Mr. WaLkes. At the suggestion of Senator \Watson, I secured the Treasury
decisioms from the Internal Revenue Bureaw, which contaihed the satock divi-
dehd dectision and the decision of March 28 of the Supreme Court relative to the
basis for determining gnin or loss. I have indicated the Treasury's decision on
the front page of the document, and have also put a marker in for each one,

De: Avaxs. This seetion 207 was adopted by the House in the belief that a
gréat- misny llnportant transactions in the way of the sale of capital assets
are now being held up or blocked by the heavy rates of taxation, You will
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see the effect of it by an illustration, For fustance, if a wman buys a-farm and
holds it for 8 yenrs, and it increnses in value, and he sells it, all the gain
ix treated or taxed a8 of that one year, although in one xense of the word it
was neeruing during the 8 years that he held it.  Still, in that one year his
gain puts him in the high surtax class, Under thix section a capltal gain
will be taxed only at the same rate as I8 applied to corporntions, numely, 123
per cent. That is the theory of the section. 1t ir also pointed out—and thix,
I think, i® the final justification for this section—that it is made applicable
algo to losses, If, as I personally expect, there are going to he more loyses
than gains in the future, this provigion will he a revenue saver. It wiil be
effective In small transactions where a gain is secured and, by reducing rites
1t will limit the extent of loss deductions in other cases,

Senator CUrTis. No man mukes a sale of that kind unless he feels he is
Justitied in paying the tax. .

I e;()lr Apvayms, That is the point. Thousands of thexe sitler arve now being
up. .

Senator CUrTIS. Your fden ix to relieve that situntion?

Senatur McCuMBER. It applies to nll clagses of property ?

Dr. Avams. To capital property.

Senator Gexky. In other words, If an Individual sells a house awl has a
profit on it, it would apply to that?

Dr. Avaus, It would apply to a house held for profit or investiaent,

Senntor GErry. Suppose a corporation owns ft? .

Dr. AvaMs. There I8 no necessity for apniying it to the corporntions. They
alrendy have a 12} per cent tax.

Senntor Syoor., Do I understand that if it is an Individunl all ke has to pay
is the 12} per cent corporation tax, and over and above that do you exempt
him from paying an income tax?

Dr. Apays. You simply set aside from his ordinary income this eapital
income, and the rate on the capital income is Hinited to 123 per cent.  The same
limit I8 placed on loxses.

Senator Saoor. That s to sy, he muakes $10.000 protit on the gale of the
house:; and upon the $10 000 he pays 123 per cent and no other tux?

Dr. Apass, And no other tax.

Take thix tHustration: Suppor: a man hax an ordinary income of $20,000 a
vear, He sellr a farur and minkex $80,000, That would give him an income
for that year of 100,000, Under existing Inw he wontld pay about 30 per cent,
on the average, on that, What is proposed ix thix: Have him set $20,000, his
regular income, aside. ‘That ix put in-one ¢lass. Have him get $80,000 ashle in
another class, Then compute the tax on the ordinary income of $20,00 in the
usual way, and on the $80,000 he would also pay 1231 per cent,

Senator S1imyoxs, Under the luw we now impose, in many cases wouldn't
that be less than 123 per cent?

Dr. Apays, He pays a lower tax,

Senator Si1yyoxs, That ix provided for?

Dr. Apays, That s provided for, except where losses oceur,

Senator SnyuMons. If it is lesn than 123 per cent, he pays the ordinary tax.

e, Avays. It does not apply to anyhody having a capital net guin whe does
not get up above 123 per cent.

Senator Mc('vamBer, That Is, when he disposes of part of his capital,

Senntor McLrax, Would thix apply to capital received as a gift?

Dr. Apanms, That i not taxable, .

Senntor McLEAN. Suppose hir son or wife sells it. We were worrying yester-
ttI‘n,\' ;tbout the enormous tax he would have to pay. This provision applies to

int

Dr. AnaMs, Yes,

“ SEC. 207, (a) That for the purpose of thig title—

“The term *capital gain’ menans taxable gain from the sale or exchange of
capital assets consummated after December 31, 1921,

“The term ‘cupital loss® means deductible loss resulting front the sale or
exchange of capital axsets consumnmted after Decemnber 31, 1921,

“The term * capital deductions’ means such deductions as are allowed under
this title for the purpose of computing net income and are properly allocable to
or chargeable aguinst items of capital gain as herein detined,

“ The term ‘ capital net gain ' means the excess of the total amount of capital
guin over the sum of the eapital deductions and capital losses, .

cww
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“The term °cupital net loss’ means the excess of the sunr of the capital
losses plus the capital deductions over the total amount of capital gain.

“ The term ¢ ordinary net income’ means the net income, computed in accord-
ance with the provisions of this title, after excluding all items of capital gain,
capital loss, and capital deductions; and .

“ The term * capital assets® as used in this section includes property acquired
and held hy the taxpayer for profit or investment (whether or not connectedd
with his trade or husiness), but does not include property held for the personal
use or consumption of the tnxpayer or hig famlly, or stock in trade of the tux-
puyer or other property of a kind which would properly be Included in the
inventory of the taxpayer if on hand at the close of the taxable year,

“(b) In the case of any taxpayer (other than a corporation) whose ordinary
net fnecome and capital net gain together exceed $20.000, there shall he levied,
collected, and paid, in Heun of the taxes jmposed by sections 210 and 211 of this
title, a tax determined as follows.” .

That ix put in there merely becnuse ai nbout $20,000 the rate hecomes ap-
proximately 123 per cent. Auybody who hax lesx than that is paying less
thun 123 per cent, anyhow,

Senmntor Syoor. I have a long letter this aaorning telling how unjuxt this
would be.

Dr. Ananms (continning reading) :

A purtinl tax shall first be computed upon the haxis of the ordinary net
inconie at the ratex and in the manner provided in sections 210 and 211, and
the total tax shall be this amount plus 12} per cent of the capital net gain,
or minus 123 per cent of the capital uet loss, as the case may be, but in no
such case where the tuxpayer derives a capital net guin shall the total tax be
lesx than 12} per cent of the total net income. The totul tax thus determined
shall be levied, collected, and pald at the zame time and in the sume manner
and subject to the same provisions of law, ncluding penalties, as other tuxes
under this title,”

Senntor McC'uMmirer, What is that $29,000%

Dr. Apamg. That s where the rate gets to be 124 per cent.

Kenntor SMoor. I lmve several letters this morning calling wmy attention to
this, T did not think we woulil take it up this morning for consideration, but,
In substance, the statement is this, that under this provision if the amount
were, sy, $20,500, the tax would be over double, just for that $300.

Senutor Curris. Oh, no,

Dr. Apams. I do not think that Is true, Senator.

Senntor Nyoor. If you want to discuss it now I will go down to the office
and get you the figures.

Senntor C'rrTis. [ would like to have Dr. Adams answer that, because it does
not seem to me, offhand, that It could be so. 1 am not disputing your figures,
Senator Smoot,

Senator Smoor. T received it jJust a few minutes before T came up to the
committee room. I have not figured it out.

Setnator DILLINGHAM. I would like to have Dr. Adams (-omplet\e his state-
ment,

Senator 8yoo01. That is what I expected him to do,

Dr. Apays. In any event, Senator Smoot, we will correct that if that Is the
effect of it: but I do not think it I8, although the House provision needs amend-
ment. [Contitning rending :)

“(¢) In the case of a partnership or an estute or trust, the proper part of
each share of the net income which congists, respectively, of ordinary net in-
come, caplital net gain, or capital net loss shall he determined under rules and
regulntions to he preseribed by the commissioner with the approval of the
Secretary, and shpll be separately shown in the return of the partnership or
estate or trust, and shall he taxed to the member or beneficiary or to the estate
or trust as provided in sections 218 and 210, but at the rates and in the manner
provided in subdivision (b) of this section.”

Senator Smoot, I think your point is covered, and I think your correspondent
overlooked a very careful selection of phraseology in lines 28 and 24, page
21, and the word *such,” in line 9, page 22. This does not apply to any tax-
payer, for inatance, unless the ordinary net income and net capital gain ex-
ceeded $29,000. For instance. a taxpayer with an ordinary net income of
$23,000 and a capital net loss {8 not touched by this section at all. However,
the section should state more clearly the cases of capital losg embraced under
its terms.
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Senator Sacor. But if he had $29,300 it would be quite different. I would
rath:r get the letter, because I have not had time to examine into it closely.

Senator Siaaons. There may be some danger In that,

The CHARMAN. I would like to see the letter myself.

Senator Snaons. It is one of those matters that generally give trouble.

The CHAmMAN, From whom is the letter, Senator Smoot?

Senutor Smoor. It is trom Reed. There are three letters, I think; but Reed
goes into detall,

Senator McCuMmber. Do you mean Senator Reed?

Senator Syoor. No; Robhert Reed. He has been before us numerous times,
He 18 ) very bright attorney.

Dr. Apaus. Mr. Reed 18 very keen. He possibly has a point.

Senator Suoor. I have not studied it. I do not know, but I am going to
bring the letter up when we consider this matter.

Senuator WarsH. Why is it fixed at $29,000?

Dr. Apaus. That is where the rate becomes 123 per cent.

Senutor WaLsH, But you discriminate in favor of those who have an in-
come of over $29,000? g ‘

Dr. Apaxs. We simply say that their tax on capital gain shall not be over
12} per cent. :

Senator WaLsH. They can not charge off their loss.

Dr. Apaxs. Not capital net losses.

Senator Gerry, Take the case of a man who sold a bullding and took a loss
of $80,000. Could he only deduct 12§ per cent of the loss?

Dr. Apams, Yes,

Senator Gerry. Under the old ruling you could collect 50 per cent. He can
not claim any more of a loss than 12} per cent? N

Dr. ApaMs. Any loss of this kind will be taken Into account on the 12}
per cent basis, However, the loss provision is strong medicine and should be
carefully examined.

Senator McLEAN. There are men who hold real estate stocks and other things,
gml they can not use them, and they will not <ell them because they have too
igh a tax. : . .

Senator Genry. And this will help them out. It is perfectly true that that
has stagnated things, There is no question about that in many lines of business.

Dr. ApaMms. Now, coming to page 28, there is nothing new, I think, with
relation to the normal tax at this point. The normal tax rates are 4 and 8
per cent, and remain ns they were before. ,

Nor is there anything new on pages 24 and 25. The surtax rates remain
ar they have been in the past. But on page 28 a new suhdivision: (¢) is
inserted at line 16. which provides that—

“For the calendar year 1922 and each calendar year thereafter the rate
. apon the amount by which the net income exceeds $66,000 shall be 32 per
centum Instend of the rates specified in subdivision (a) in respect thereto.”

In other words, at the present time you reach 32 per cent at $66,000. The
House provision is that after this calendar year—in other words, beginning
with the calendar year 1922—the surtaxes shall stop at 32 per cent.

Senator Curtis. I had a letter in reference to that matter complaining very
hitterly. The writer suggested something about an income of $65,000; that
the injustice was very great to the man that had a very large income as
compared with the man who fell just below,

Dr. Apaxs. That i8 largely a question of policy for you gentlemen. The
rates now go up by blocks of $2.000, the surtax rising 1 per cent until you
reach about $100,000. All the House (id was to shear that off at the expiration
of this year.

Senator CuaTis. Have you anything tn the Treasury Department that would
indicate to the committee at ahout what time the people began to transfer their
money into nontaxable securities in order to evade those brackets?

The CHARMAN, In other words, the collection point. :

Dr. Apaxs. I think you can figure that out.

The CrairMAN. I would like, as one member of the committee, to have that
figured out.

Senator McCuatser. We have heen trying to get that for a year, but have
not succeeded. .

Senator CurTis. If you will make a note of that and give it to us at some
time during the meetings, 1 would appreciate it very much,

The CHATRMAN. T think it Is one of the most important things in the bill,

R
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Senator CALDER. I um told that it i8 between 30 and 33 per cent.

m'.l'ul:eﬁmnmu MAN. So have I. 1 think thut is one of the niost important points
e 1] :

Senator Symoor. There is no doubt about it. It generally figures a difference
between the rate of interest upon tax-exempt securities and taxed securities.
I mean the rate of interest in the market ix about 32 per cent in favor of one as
against the other. .
thne?il is the letter I referred to, Doctor, T have not even had time to read it

rough,

Senator Curtis. Why not let the doctor have it and answer it?

Senator Smoor. I will read it, and then he can see. I do not know how on
'e:rtht 1}m ever got this provision unless it is in the House bill. This is new, is

nol

Dr. Apaxs. No; it Is in the House bill.

Senator Smoor. He may refer entirely to the House bill,

(Senator Smoot th n read the letter referred to.)

Senator DiLLiNngaAM. Who I8 the writer of that letter?

Senator Sxmoor. Robert R. Reed, of Reed, Doughterty & Hoyt attorneys and
counselors at lJaw, New York. Mr. Reed is an attorney who has heen before the
committee a good many times,

That is the first time I have read the letter through. I just read it before
part way. I have not given it any examination. I do not know whether It is
right or whether it is wrong, Mr. Chairman, but in passing I just mentioned it.

The CaAIRMAN. I think it is an interesting letter, Senator.

Senator Simuons. I suggest that you turn it over to Dr. Adams.

Senator McCuMBER. Can you see auy weakness in the arguent. Dr. Adams?

Dr. Apaums. I do not understand it as read. The one part of it that I under-
stood 18 wrong. He omits the controlling word *such.” On the other hand,
there is always a possibility of a loophole, and it ouglit to be checked. Reed Is
a very able critic,

Senator Saoor. Just take this letter. I have not answered it or done any-
thing with it. I bhave two others downstairs. I have not -read them clear
through, but they call attention to this very thing, so it is not a watter of one
man’s criticism,

Dr, Avaxs. They call attention to a different thing, I think,

Senator Smoor. It may be. I have not rend then:.

Dr. Apaxs. There was at least one hole in the btll as reported {n the House.
That hole has been stopped.

Senator Suoor. It may have corrected the whole of it; I do not know,

The CHAmRMAY. Let the letter he printed.

(The letter referred to, as read by Senator Smoot, 18 here printed, as follows:)

“1 am particularly glad to know that you contemplate an entirely new
income-tax measure., It may be of some little help in this work if I outline
to you now a few points which I have turned up in my study of the Fordney
bill. Although I have always hnd a high regard for Dr. Adams and for others
who have worked on this present measure, it seems to me to be defective in
many respects, and particularly to throw open the doors to tax avoidance at
the expense of business freedom. I realize the political difficulties involved
and do not intend to pass judgment upon this phase of the matter. Briefly,
however, there would seem to be no reason why anyone should pay in excess
of the 12} per cent rate prescribed for corporations subject only to the prac-
tical value and effect of the proposed new section 220 imposing a 23 per cent
additional tax, to which I will refer later.

“ Under subdivision (d) of section 202, as amended, it is clear that a business
or an individual may incorporate without incurring any tax liability on a
capital increment in the business or property transferred to the corporation, and
that thereafter the income (including profits on capital increment) may be
retained and reinvested in the business of the corporation and finally passed
by gift or death without further tax liability.

“ It would also be possible for an individual owning, say, mining stoek, or
any cther property which has greatly increased in value, to acquire, for instance,
a country estate or other similar property having * no definite or realizable mar-
ket value,’ and to pay therefor by exchange of his stock or other property, which,
ha\rm'fy a tllr:a:l.lllly realizable market value, would be taken as the equivalent of

jeller,

“Also there is to be no profit when property held for investment or use ‘is
exchanged for property of a like kind or use.’ Broader or more uncertain lan-
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guage could hardly be employed. It would seem to make possible the exchange
of any security held for investment for any other security. The presumptions,
of course, are against the Government. We would seem to be approaching
- what may be desirable—a practical elimination of any graduated tax.

“We find another angle to the same problem in the proposed new section
207 providing a flat rate of tax or a deduction from tax in the case of a capital
net loss or capital net gain. As these provisions stood in the original House
bill, with the substitution of $29,000 for $40,000, and 121 per cent for 15 per cent,
the tax on a net income of $10,000 plus a capital net gain of $19,000, total
$20,000, would be $3,080, Upon any increase nbove the $20,000, ray $29,500,
the tax will drop over $600. Presumably to meet this difficuity a very remark-
able provision wus inserted on the floor of the House, reading as follows: ‘ But
in no case where the taxpayer derives a capital net gain shall the totul tax he
less than 12} cents of the total net Income.’

* You will see ut once if a man had a salary of $4,000, subject to little or no
tax, and then made & capital net gain of $100 or $10 on the sale of an auto-
mobile or a row boat he would fmmediately he subject to a 12)-cent tax on
his salary equal to $300. I have not worked out the other variations on this
tnx as it now stands, but have noted the very serious ambiguity in the use of
the term “ordinary net income and capital net guin together exceed $290,000.”
This is the condition of the application of the capital net gain provisions. The
intentions would seem to cover the case of an ordinary net income of, say,
$30,000, less a capital net loss of $21,000, leaving an actunl net fncome of

29,000, which would he subject to tax under sections 210 and 211, amounting
as stated above to $3,680. But in this case, if the capital net loss was $20,000,
net income $30,000, the tax would he computed under section 207 and amonnt
to $6,850. On this view and with different figures, say an ordinary pet income
of $200,000 with a capital net loss of $171.000 (net income $200000, tax $8,680, as
stated) cowpared with an ordinary net income of $200,000 and a capital net
loss of $170.000 (net income $30,000, tax $81,040 under the present rates, and
§57,220 with the 82 per cent limitation) the results, as you will see, are
astounding,

“On the other hand, if *ordinpry net income and capital net gain together '
does not permit of the deduction of a * capital net loxs ‘—that s, if on an ordi-
nary net income of $200000 and a enpital net loss of $200000 the tax i< to he
computed under section 207—we would have cases, and there are many of them,
where the ordinary net income I8 completely wiped out and the taxpuyer penni-
less and yet subject to tax, figured somewhat ax follows: On an ordinary net
income of $200,000 (with a 32 per cent limitation) the tax would he $68.470.
If there were a $200.000 capital net losx, the 12§ per cent deduction would he
$25.000, leaving a tax of $33,470 on a nonexistent income,

“I am avoiding constructive suggestions at this time, but You will noe doubt

. appreciate the practicul justice of a very shmple provision permitting the tax-
payer at his option to xegregate his capital items and pay a fint rute on his
capital net gain,

“ I hesitate at thix time to express any final judgment as to the new proposed
section 220, The idea of imposing a tax hased upon the intent back of a per-
fectly legal actfon I8 a novel one and as a practicnl measure it would seem to be
futile. The presumptions are against the Government, and, assuming that the
proposal was upheld in the courts, the cases would he extremely rare where
the tax would xtand the test of n suit to recover, The proposil practically
involves a taking of property under a form of law hased upon a finding of the
administrator of an intent to do a perfectly lawful act. In some genernl classes
of business there is no practical limit to * the renxonable needs of the business.’
In nearly all husinesses there ix nlways an opportunity to use new capital and to
reinvest profits In the growth of the business, It is a perfectly luwful thing
for a nian to incorporute his investments, Thete have heen such incorporations
for some years. In the case of such n corporation it would he ahsurd for u man
to distribute his profits and then reinvest them in the corporation.”

Semutor WaLsH. You were on subdivision (¢), page 28,

Dr. Apays, On page 29 there is nothing new. No change hax been made.

Coming to the question of gross fncome, nt the bottom of puge 29, lines 23
and 24, in defining gross income it reads:

“(a) Includes gains, profits, and inconte derived from snlaries, wages, or
compensation for personal service of whatever kind and in whatever form
pald "——

The CHAIRMAN, What caused that to be included?

sk al <4
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Dr. ApauS8, What was it put in for?
CHAmRMAN. Yes,

Dr. Apaxs, It was to take care of sularies and wages pnid in kind and
not in money, It wakes no change in the interpretation of the law. The item
stricken out in iine 25 is very important ;: * The President of the United States,
zltxce Judges of the Supreme Court and inferlor courts of the United States,”

The CHAIRMAYN. I think they ought to be subject to the tax laws. I do not
intend to urge it or inxst upon it, but my personal opinfon is that it is &
good example to the rest of the community to have judges and Prestdents bear
their share of the burden.

Dr. ApauS. You will recall, in respect to judges, that we have had a deck
slon of the Supreme Court that they can not be taxed when they are in office
before the passage of the tax bill. The House decided after a full discussion to
exempt the President and all judges. Of course, the only effect of the provision
with respect to judges is as to Judges newly appointed. [Reading:])

* Including in the case of the President of the United States, the judges of
the Supreme Court and inferior courts of the United States, and sll other.”
That is taken out.

The CHAIRMAS. I do not ree why the President should be exempt any more
than Senators or anybody else. It is a bad example for the community.

Senator Simyons. That is very true, Senator. It is a bad example if a
Judge appointed to-day paid this tax and the judge who was appointed before
does not pay it.

. Th: CHARMAN. I would waive judges as inconsequential, hut the President
8 no

Senator Sxtoor. I do not think the President would ask for it,

The CHAIRMAN, No; neither would any decent judge.

Dr, ApaMS. In line 4 there have been inxerted the wonds * whether elected
or uppointed.” That has been held by regulation always, but it seemed de-
sirable, while we were changing this part of the law, to put those words in the
law. There is no change until you come to line 12, where a very important
change s made,

Senator La ForLeTTE. Beginning with the word * income "?

Dr. Apaxs, Yes, sir. That is line 12, page 30.

Senator Sxoot. That is new, Is it?

Dr. ApaMms, It is new and important. That should be italicized just to the
e of the sentence, It reads:

“ Income received by any community shall he included in the gross income
of the spouse having the management and control of the community property.”

As you are aware, in some States, I think almost wholly in Wextern and
Southern States there are community property laws by which property acquired
after marriage is theoretically, at least, the property equally of the hushand
and wife, although in practice the husband usually has the control and man-
agement of the property to a degree which hardly mnkes the situation different
from that which exists in States not having a commmunity property law.

Senator CURTIS. Under the laws of our State the husband qan will only one-
half; no more,

Dr. Apams. They differ materially.

Senator Sxmoor. In my State it is one-third,

Senatony CURTIS. No more than one-half. The will is void if the wife elects
to take it to law.

Dr. Apaxs, The interpretations of the courts differ considerably, hut the
Attorney General, when consulted on the matter, held that in those cases the
income had to he subdivided; in other words, that income fyom community
property had to be divided between hushand and wife for pu of report-
ing it for income tax purposes,

Senator CurTis. Why should that be, when, under the law, the hushand abso-
lutely controls the property except that he can not sell it without the sife's
signing the deed? The propery becomes ahsolutely his if the title is in his
name, and the children get nothing in the case of her death.

Dr. Abams. In any event, the Attorney General declded that for income-tax
purposes, the community income, despite the rather large element of custody
and control and management in the husband, had to be divided for the purpose
of the income tax,

Sel:ator WarTtsox, The ownership is equal, but the management is all on
one stde. ’
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Dr. AvaMs. In any event, the effect was to cut in half what wounld be the
srdinary income of a husband in other States,

. Senator Smoor. Do you claim that the right of dower is an ownership?

Dr. ApAus, It is not a dower. It is something hroader than the dower right.

Senator WATSON. They own the property by entirety.

Dr. ApAMS, I do not know whether Utah has a conmmunity property law.
This is a more sweeping and radical proposition. For instance, suppose the
sbund accumulntes $100,000 worth of stocks or honds. The income may be
divided equally between the husband and wife and reported separately. The
mrtaxes are computed separately and are naturally very much lower.

Senator Grrry. Who has the fee in these community rights?

Dr. ApaMs, I suppose the so-called community has it, the wmarital partner.

ship.

Senator GERRY. They both have title?

Dr. ApaMS. In a Sense.

Senator GEry. It is not a dower right, then?

Senator WATsON. Oh, no; not at all.

Senator Crrms. If the deed or the hond is in the name of the husband, and
the wife dies first, the title passes absolutely.

Dr. ApaMs. In many States management of the community income is prac-
tieally vested entirely in the hushand. He can buy clothes and automobiles
with it, and in the averuge State ¢an spend the entire income, He has, in most
States apparently, the entire use and enjoyment of the income. It is like the
ase of the life tenant or annuitant, who, I think, shouid he taxed on the
aaudl income, although title to the corpus vests in others,

The purpose of this provision is to see that under these community property
laws taxpayers shall report for income-tax purpores as neurly as possible us
they would in an Enstern State or Middle Western State. .

Senator WaTson, Those holdings are called holdings by entirety, and if either
the hushand or the wife dies the survivor takes the whole ; but for the purposes
o the income tax the income is divided, although the power of.management
sl:l(l('ﬂ altogether in the husband. That is the law In most of the Weste

tes. .

Senator Smoor. All we have in Utah is the dower right.

Senator WATsoN. You have the old law.

Senator Sytoor. Absolutely.

Senntor CURTIS. The result would he to reduce the tax, because it is divided
between the husband and wife. '

Dr. ApaMS8, The result of this amendment is to see that in these community

property States the person having the custody and control shall report the -

income,

Senator Syoor, The whole of it?

Dr. Apaxs, It is dexirable to make the income tax uniform in different sec-
tons of the United States,

Senator 8SMooT. Just the same as it would be if it was an individual owner of
the property?

Dr. ApaMS, I ought to say that there is some doubt about the constitutionalt
of this. It is a very ditlicult situation. But the management and control,
despite the theory, Ix so broad that it seemed to the House that there was no
justice in saying that the husband in those States should report just as the
hushands in other Statex report. The tax lacks all uniformity if this is not
done, Just what income ig, for Federal taxation. cun not be made wholly
dependent upon State laws, :

Senator WatsoN. The manifest effect would he to increase the taxes,

Dr. ApaMs. T think the House rests its defense on this proposition of uni-
formity of treatment all over the country.

Senator Sxoor. If there i no constitutional question it ought to be done, I
do not see why a man receiving an income, as stuted in this amendment, should
ot puy the same income tax as I would pay under similar circumstances.

Dr. Apass. If this provision does not meet the test in the courts, we are in
0 worse condition than to-day. We simply relupse to the present method.

In lines 24 and 25 there is an important new amendment. The present Inw
reads that there shall be exempt. not to he returnable as gross income, proceeds
of life-insurance policies pnid upon the death of the insured to individual hene-
fciaries, ete. That Is stricken out. The substantive point s this: Under the
present law if a corporation Insures an employee it gets no deduction for the
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life-insurance premiums which it pays, and if the employee dicx and’ the o ‘
poration receives the income, it is taxable gn that fncome. In the case of m
individual it is not taxuble. and it has been held by regulation that in the eam
uf a partnership it is not taxuable. ’

-This limitation waus stricken out in the House. and now the proceeds of lify
insurance policies paid upon the death of the inrured will he exempt. whethe
the beneficiary be a coi poration or an individual, under thiiz provision, B

There i8 no change until we get to lines 14 to 21, on page 81. and the oul
effect of that change is this, thnt for statisticul purposes there was inserted
the revenue act of 1018 a requirement that a person would have to report the
number and the amount of the tax-free securities which he held in his return,

Senator Mc(!UMBER. You aveid that now?

Dr. Avays. We have stricken it out for purposes of simplitication,

The (CHAIRMAN, What dld yon say you did with 1t?

Dr, Apams, It was stricken out.

The CHAIRMAN. Altogether. .

Dr. Apass. Yex, st If it gave any real resmults I would leave it in, bet
it doex not give you any statisties,

- The CHAIRMAN, It was put fn there carelessly and without any thought. 1
remember very well the day it was put in, and I think I suggested it, if I an
not mistaken. It waxs a kind of check on evasions, :

Dr. Avays, If it gave you a complete statement I think it would he well
but it does not give anything worth the trouble.

The CHAIRMAN. There are some arguments in its favor. One Is that i
shows who is hiding away all this stuff and in what amounts, RBut, as Dr.
Adams says, it does not work out. I think I had that put in myself, if 1
remember.

Dbr. Apams. Your memeory is correct, sir.

The CHAIRMAN, I am willing to forego my parentage. R

Senator Simarons, If it he shown that the income of a man isx $100,000, would
you allow his claim to stand that so much of that income was received from
nontaxahble securities, without his making an exhibit or statement as to the
amount of nontaxable securit'es? .

-Dr. Apams. Yes; that is true of all exenmipt fncomes. There is a good dest
to be said against not doing 80, but there 8 a gool deal to he said for making
every taxpayer report all his Income and specify it. ' It is not done, and
is troublesome. .

Senator SimMmons. Would it not be well to require the taxpayer to make aa
exhibit of the amount of nontaxable securities which he holds and from whick
he derives income?

Senator SMo0T. I never made a report in my life but what I did it, It
ought to be done.

Dr. ApauMs, All the exempt income i8 exempt, and it is exempt from report-
fng. I sympathize deeply with what the Senator is saying; but you have got
to call for it in every case. You have great groups of tux-exempt incomes, and
in many cases the taxpayer concerned feels more interest in not making the
return than in not getting the exemption, hecause in many cases they wounld
have no tax to pay. They want to be relieved of the necessity of making &
return,

Senator SMoor. Suppose a man has a $110,000 inconme or $104,000 or $103,000
from tdax-exempt honds. He i8 not required to make any kind of n report at
all. He may tnke chances up to ten or twenty or twenty-five thousand.

Dr. Apays. I think what you say is very true,

Senator Saoor. 1 say it is a dangerous proposition. :

Senator SiMaoNs. The sole purpose of that provirion wax to get correct
statistical information, and I think its value was in checking up a8 man whe
made the clnim that an undue part of his income was due to the ownership of
bonds free of tax. He ought, in a case of thnt sort, to be required to make
some sort of an affidavit showing the amount of his income from nontaxable
securities,

Senator McLEaN. Do not the guditors do that now?

Dr. Apams. No: we are not authorized to require a return from any persop
who has not a net Income of a specified amount. We cuan decide what his de
ductions are, but he need make no return unless we specially visit him,

That I8 one point; and secondly, we are not authorized to demand in the re-
turn a statement of the income which, under this section, is exempt. You made \
. one exception there, and that was the Liberty bond interext,

=
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Senator Smoor. I would like to strengthen this to make them report all of
their inconie and how many tax-exempt securities are held by them,

.8enator WarLsh. I think the doctor recommends that—do you not, sir?

Dr. ApaMs. I think you should either direct or authorize—and probably the
drection is better—the Treasury Department to require a statement of all
aempt income merely as an aid to accuracy and as a check upon the tax-

m‘

If you gentlemen think that is too much trouble, all right, But it is very
sund in all its effects. Of course, it means trouble,

The CHAIRMAN. Would that throw much burden on the department? .

Dr. Apams. It would throw a burden on the department and a burden on the
taxpayer. That is your real problem,

Senntor Curtis. A simple statement of that kind would not be as trouble-
nme to lt!ua departiuent or the taxpayer as the provision contained in the pres-
at tax law,

The CHAIRMAN, I8 there not some limit to the secrecy surrounding a man's
pivate affairs? I only raise the question.

Senator Sxuoor. He lias bought those securities to escape taxation. I am not
tjecting to that at all. But he is a man who I8 wenlthy, He has a big in-
ome, and he does not pay any taxes. I think we ought to know where those
wcurities are.

The CHArMAN. I have in mind, Senator Smoot, two or three rich men in
Pennsylvania who, long before a bill like this was ever dreamt of, never in-
vested in anything hut municipal bonds,

Senator SmooT. Yes; that may he true.

The CHAIRMAN. That was thelr iden of safety.

Senator Saoor. To et out of taxation—— \

The CHAIRMAN, No; it was long before any tax bill was ever dreamt of,

Senator Smoor. But all the States bad them.

Senutor WarsoN. Suppose you had that knowledge. You would only have the
Pﬂstactlon of knowing that he had $10,000,000 in tax-exempt securities.

Senato: Siumons. There is more than that to it. He might make a false
satement. : )

Senator LA FoLLiTTE. Might not the statistics be valuable for consideration?

Senator WaLsH. For future legislation,

Senator LA FOLLETTE. So as to indicate to legislators how they should denl
vith this problemn of nontaxable securities. It is going to be & matter for very
wrious consideration some day. If we can get statistics I think we should

20,
Senator Suoor. There s one question that is heing discussed to-day from one
ad of the country to the other, and that Is, How can we make our honds 100
tuts on the dollar in order to know what it is going to cost the Government?
To do that we ought to know just where those bonds are, and we have got to
kow it before we can arrive at what it is going to cost. It would be the
vildest sort of a guess to-day.

Dr. Apams. You get into a much wider question here. This subject that
you are discussing comes in its most important phase, as to whether you are
ping to require a taxpayer who has no net income to make a return. That has
ben a matter of long and vigorous dispute in the various congressional com-

Rittees.

One of the difficulties of this tax-free situation for present statistical pur-
poses 18 this, that while we require the taxpayer who made & return to specify
I great and perhaps unnecessary detail his tax-free bonds, classifving the-
amount, ete,, If all his fortune were invested In tax-free bonds and he had no
mt fncome, he made no return at all. That is why the statistics, Senator"are
® imperfect.

Senator LA ForLETTE. But if you require everyhody-—

Dr. ApaMs. You have got to face the bigger question, then, of requiring
eerybody. to make a return, whether they have a taxable income or not, and
tat is a major question.

Senator Smoor. Everybody whose income Is above a certain amount,

Senator McCuUMBER, And that will cost $200,000,000 or $300,000,000 to get
the information.

The CHAIRMAN. And nobody wilt read it after you get it.

Senator La Forrzrre. How much would it entall, as a rough guess?

Dr. Apams. I do not think that it would entail much expense to get a return
fom everybody. It is a political question more than a question of expense.
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Are you going to ask the farmer who made a loss to make a return? An
you going to a fraternul organization and say, “ We are golng to exempt yoy,
but we want to see what you have got.”

We have literally hundreds of thousands of people and organizations that an
relieved. They want relief. They have no fncome tax to pay, but they wast
to get under the exemption provision in order not to make the return.

Senator Mc('UMBER. We have 35,000,000 adult persons in-the United State,
persons who own property or may own property. What is it going to cost yo
to compel a return from every one of those to see whether they huve tax-exempt
bonds or not? It is not of much value to you unless you compel everybody ty
make a return,

Senator Saoor. Perhaps there are not more than one hundred thousand whe
have them.
otl?emll:or McCumprr. Those are the ones you want to get at, and not the

ers,

Dr. Apaus. Senator La Follette has been interested in this for a long while
The statistics were so imperfect when we got them that I acquiesced in striking
this out. There are billions of bonds held by organizations, universities, church
foundations, etc., thuat make no returns, and insurance tompanies hold large
amounts, ‘

Senator Sraraons. Let me ask you this: Under the present law you permit
an individual in the first instance to determine the question for himself as to
whether he has a taxable income?

Dr. Apayms. Yes, sir, The law does.

Nenator Simmons. If you do that you permit him to declde for hirigelf
whether he is entitled to an exemption that he may or may not be entitled to?

Dr. Apams. Yes, sir,

Senator SiyyoNs. Then you require him to make a statement. Then the
Government could check it up and see whether he is entitled to this deduction
I think you ought to see that everybody makes a return. Your total exemptios,
we will say, I8 $4,000. If he has an income of $1,000, according to his owe
estimate, ought he not to be required to make a return go as to show exactly
what deductions he is entitled to and so that the department may determine
whether the deduction i8 a proper one or not?

Senator McCumiBer. We had that in onhe of our previous laws,

Senator Siammoxs, My own judgment is that a large number of people.ln
this country are not making any returns hecanse they are working it out for
themselves and claiming that they are entitled to deductions from their in
come which, as a matter of law and ns a matter of fact, they are not entitled
to. They are allowed to decide that question for themselves.

Senator WarTsoN, As to whether they have a thousand dollars net income
they declde it for themselves, .

Senator SmiMoNs, Let them decide it if there I8 less than a thousand.

Senator 8yxo0oT. They can decide whether to pay any tax if they have a thow
sand dollars.

Senator Sivmyons., If you let 1 man determine for himself as to whether he
has a taxable income, then you permit him to determine™ll these disputed
questions for himself without any opportunity on the part of the Government
to determine whether he has correctly decided those fquestions,

Dr. AvaMa, The Treasury Department recommended in the strongest way,
in connéction with the revenue acts of 1917 and 1918, that everyhoady having a
gross income of $1,000 or over should be requiréed to make a return.

Senator SiMMONS, 1 do not know what position I formerly occupled,

Dr.oAvams, I remember very distinctly what pesition you occupled. You
occupied the position that you occupy now, but the House opposed you.

Senator Si1MMoNS. There I8 one of the very biggest loopholes for the evader
of taxes contained in this bill—thnt I8, permitting thie taxpayer to decide for
himself whether he has a taxable income.

Senator 8MooT, Take a man whose fncome from tax-exempt securities (s
$150,000. He has, from some other source, from some other country which no
une knows anything abhout, we will say, an income of $25000. He receives from
an unknown source $10,000. He may make no return and you woulld not know
anything about it. . . )

Dr. Apays, Senmitor, T agree with you. If the committee wants to changé
this along the lines that you aud Senator Simmons suggest, I am only too

happy. .
Senator SxyooT. It eught to be done.
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Senator Siuyons. Here is a man who sells a farm at a very fine price. You
permit him to decide for himself the question of how much profit he made in
the sule of that farm., He can reduce it to a minimum if he wants to, and by
reducing It to a minimum he has no taxable income. If he were required to
make a statement showing that he hwd sold this farm at a good price, the
Government could go and investigute the question and tind out whether he had
determined that question according to the fucts or not.

The CHAIRMAN. Dr. Adams, was the committee of the House of Representa-
tives strenuously set against the retention of this provision?

Dr. Apaxs. Not aguainst this provision, Mr, Chairman,

Senator SiiMoNs. I huve heard people say. “ If you have any doubt in the
world ubout this matter, don't muke any return. You don’t have to make any
disclosure about it.”

The CHAIRMAN. Do you think they are unalterably opposed to it?

Dr. Apaxs, Not at all, Senator,

The CHAIRMAN. It was just done in passing.

Dr. Apaums. It wus done to simplify it. If you waunt to take care of that,
if the committee wants me to, I should be glad to frume a proper amendment
alom;f the lines that Senator Smoot and Senator Simmons have been speak-
ing of.

* The CHAIRMAN, You will encounter a very great amount of oppostition.
Senutor WaLSH. The muking of a return ought to be deterinined by a man's

gross income. The requirements for paying the tax ought to be determined by

his net income,

Senator Lo FoLLETTE. And everybody ought to be required to make a return.

Senator Satoor, I do not care from what source it comes,

Senator WALSH. Let the Government determine whether they are falsifying
or telling the truth about what their income fs. :

Senutor La FoLieTTE. The time is coming when we are going to need
money.

Senntor WaLsH. There is a great distinction between making a return and
paying u tax,

The CHAIRMAN, That is an important point and a high spot in the bill, and-
You hud better reflect on it. :

Dir. ApaMs. I will try to cover that polint.

-...Senator McCuMBER. All you need to do is t¢ say that every person having
;l gross income over a given sum of money shall make his return under this
W,

- Dr. ApaMs, If you change the term “net income” to * gross income” I

think you will have it, '

Senator Smoot. I think that ought to he done.

Dr. Apays, On page 32, lines 2, 3, and 4, there is n change necessitated
merely by wiping out Title III, the aholition of the excess-profits tax in the
old law : and whereas “ Title III ” was used, assuming that the excess-profits tax
will be abolished and perhaps that title disappear, it was thought desirable to
chunge the language and not the meaning, to make it read:

“To the extent it is wholly exempt to the taxpayer from income. war
profits, and excess-profits taxes.”

That is a purely verbal change. It makes no change in the menning. There
is no other change on page 32.

On page 33, lines 11 to 15, we have had a provision up to the present time
that persons engnged in the military or naval forces of the United States were
exempt, reading as follows: ) :

“ So much of the amount received during the present war by a person in the
military or naval forces of the United Rtates as salary, or compensation in any
form from the United States for active services in such forces, as does not
exceed $3,500.”

That exemption is now wiped out, the war having ceased.

In lines 16 to 21 an important new exemption is authorized, exempting—

“The income of a nonresident alien or foreign corporation which consists ex-
curively of earnings derived from the operation of a ship or ships documented
under the laws of a foreign country which grants an equivalent exemption to
csitizens of the United States and to corporations organized in the United

tates. : ‘

There has been a good deal of double taxation arising in respect to the taxa-
tion of ships and of shipping profits which are very difficult to allocate. It ‘
was the helief of the House that the whole situation would be in its beat form

.
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if by international agreement or comity each nation would tax its own ships
and not attempt to tax foreign ships.

8o the exemption was authorized on the basis of reciprocal treatment. If
a foreign Government exempts our ships trading there we will exempt thelr
ships trading here. At the present time the more important maritime na-
tions do not attempt to tax foreign ships, but practically confine their taxa-
tion to their own ships. :

Senator SiMMoNs. What amount of tax do we get from this source.

Dr. ApaMs. We do not get a great deal, but in the case of the Cunard Line
and several others we get considerable revenue; but their income does not come
exclusively from that., They have some other interests, as a rule. If the in-
come has no other element in it except earnings from the operations of ships,
it does not apply. We get no great revenue from this source, and we are now
attempting to collect from even any steamer that stops in this country, or any
foreigln vesgel which stops in this country and takes traffic except in the most
casual way.

It 1s beginning to arouse retaliatory treatment in foreign countries, particu-
larly in Denmark, Norway, and Sweden. Senator Jones has introduced a meas-
ure in the Senate providing for this same thing, only I think it does not do it
quite 80 neatly. Tt is a nice question for you gentlemen to decide. If this
would inspire or bring about an international agreement hy which each nation
would tax its own ships, it wounld he a very wholesome thing and would avert
a lot of tax rules and a lot of difficulty. I am not so certain that reciprocal
legislation of this kind is going to bring that ahout, but the situation is pretty
favorable. There is not much double taxation it present. It is helieved that
this legislation will avert it. Personally it seems to me, on the whole, wise.

Senator Curtis. How do you cateh thasa people?

Dr. ApaMs, The ordinary ship that touches here regularly is very easy to
catch, but to estimate how much of their profits are enrned here is almost im-
possible.

Here is a steamship line, for instance, that is orgnnized in Norway, we will
say. It runs over the high seas, which helong to nohody, and touches at this
country and picks up treaffic at both ports. How much of its earnings are
made here?

Senator CUrtis. Then there are those hoats that come to New York and, while
waiting for their cargo, make a trip to South America and hack to New York,
and then go to Europe. ‘

Dr. ApaMs. We go down to the casunl tramp stenmer that stops here once in
three years, perhaps.

Senator LA FoLLETTE. How much revenue is derived from it?

Dr, ApaMs. It 18 not important so far as the Treasury {8 concerned.

Senator LA FoLLETTE. It is a source of friction and irritation?

Dr. Apams, It I8; and it is desirnahle to avold international tax difficulties.

Senator Syoort. In this amendment you say:

“The income of u nonresideic allen or foreign corporation which consi:ts
exclusively of earnings derived from the operation of a ship or ships documented
under the laws of a foreign country which grants an equivalént exemption to
citizens of the United States and to corporations organized in the United States.”

Suppose they do not grant it?

Dr. ApaMs, Then they will pay the tax. If they exempt our bhoats which
touch at their ports to take traffic from their ports, we will exempt thelr hoats,
* Senator Syoor., It seems to me you could put a proviso in there rather thun
to put in & new item, .

Dr. ApaMs, Item 9,

“« Amounts recelved as compensation, family allotments and allowances under
the provisions of the war risk insurance and the vocational rehabilitation act,
or as pensions from the United States for service of the beneficiary or another
in the military or naval forces of the United States in time of war.”

That exemptton for family allotments, and 8o on, under the war risk insur-
ance and vocational rehabilitntion acts, merely enacts the present regulation of
the Trensury Department. The part exempting pensions i3 new legislation, I
do not think any of it is very important. I do not think there will be a
hundred dollars in taxes lost.

Senator SiMmons. Why does the Governnient want to impose a tax on the
mouey that it gives away in the form of pensions?

Dr. Apaus (reading). * Compensation received by the President of the United
States and the judges of the Supreme and inferior courts of the United Staten.”
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Senator Carnkr. Some very eminent lawyers have insisted that the President's
salary under the Constitution is exempt.

Dr. Apaus. Not a new President.

Senator Carber. Any President, Eminent lawyers have told me that the
salary of every President is exempt.

Dr, Apays, Prestdent Harding has come in while the income tax was in force.
The same thing applies to new judges. You can not tax an eld judge; and
the Supreme Court -has passed on it. [ take it that that would apply te
an old President. But in both cuxes men who are newly appointed while the
law {8 in effect may be taxed.

There remaing a nice guestion an to whether, If you should chunge the revenue
bill, it would be deemed to he new legisintion, If. for instance, you change
the old income tax and adopt f new law of swbstuntinlly the same kind, what
attitude the court wonld take towand that T do not know. It I8 reanlly a legal
question whether you may exempt President Harding from the tux applicable
to him under the present law,

Senator 8yoor. What if he 8 reelected?

Dr, ApaMs. Then you cun tax him. I think the provision reads that the
compensation in the case of a President may not be increased or diminished.
Now, the question I8 whether you can exempt hinf—

Senator LA FoLLkrte. If you cun do one you can do the other.

Dr. AbAMS, Linex 7 to 10: * So much of the amount received by an individual
as dividends or interest from domestic buflding and loan associations, operated
:g&l)u:ively for the purpose of making loans to memhers, a’ does not exceed

That is a rather important provision,
befSenatol' WarsH, This is a new provision, They have always heen exempt

ore. :

Dr. AvaMs. No: not the interest you recelve throngh a building and loan
association. The building and Joun nssocintion {8 exempt now, but if you invest
in a huilding and loan associntion and earn interest there is no particular reason
why it should be exempt.

Senator CURTIS. Some of them pay very much more interest than you ‘would
get from other investients, .

Dr. ApaMs. Not at present.

Kenator Warsu. Very few people get over $300 income from them.

Sengtor McC'UMBER. What ix the theory of exempting one’s investment ?

Dr, Apays. To stimulate home bullding.

Senator SyMoor. A nan who invests in & building and loan associntion does
not always do it for home building, '

Senator CArpER. That is the only thing that Congress has done to stimulate
home huilding.
~ Senator McCumpir, Therefore, a man who loans to n furter to buy stock
ought to 'Iw exempted from the interext that he receives, hecauxe it helps him to
buy stock. :

Senator CALDER. That is the only thing that has been done to stimulate the
putting of money into building and loan associntions. They loan their money
for homme huilding only,

Senator Saoor, It Is just another exemption. A man makes g loun and gety
his interest and he is exempt. That is all there is to it,

Senator CALpErR. We have tax-exempt bonds issued for the henetit of farmers,
but not a dollar to the home builder.

Senator McC'UMBDER. Those are Government honds.

Dr, Abays, The only guestion s n question of policy, and whether it should
be retained-——

Senutor McLEAN. If you have a thousand dollars in honds you have got to
pay your tax. The nontaxable total of your investment can not exceed $3500,

Semator WarsoN. The interest can not exceed $500,

Dr. Apays. 1 think these are pure questions of policy, whether you want to
grant any such exemption and whether, if it is proper, it should he confined tn
building associations.

Senator WaTsox. A man might have stock in an associntion to the value of
£8,000. At 6 per cent hix interest would be exempt. The question is whether or
not that is desirable,

Senator LA Forrerte. We understand it, at least. T.et us move along,

Senator 83001, Every metber of hix family might do the smine thing.

(8001—21——4
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Senator Caiwbes. I am for this, because I believe it will gttract déposlts in
thege bullding and loan associations. and they are all used for home building,

Senator McCunmBER. They go in for the profit.

Senator Syoor, They do not go in for home bullding. Lots of them do, of
course, but they make it as an investment,

Dr. AvaMs. Lines 11 to 18 are stricken out merely hecause the substance of
that is introduced elsewhere in connection with the foreign trader and foreign
corporations generally. That matter is taken up in great detail in section 217,
later,

Subsection (¢), lines 19 to 22, reads ns follows:

‘“In the case of a nonresident alien individual, or a foveign trader, gross in-
conie means only the gross income from sources within the United States, de-
termined under the provisions of section 217.”

That is taken up Iater.

Coming to * Deductions allowed,” section 214 (a) :

“That in computing net income there shall he allowed as deductions

“(1) All the ordinary and necessary expenses pald or incurred during the
taxable year in carrylng on any trade or business, including a reusonable allow-
ance for salaries or other compensation for personal gervices nctunlly rendered ; "

This is new:

“Traveling expennes (including the entire amount expended for meanls and
lodging) while away from home in the pursuit of a trade or bhusiness;

At the present time the Treasury Depurtment requests the taxpayer to make
a troublesome list of his expenses abroid on husiness. and permits him to deduct
only the difference between what his expenses would hitve heen at home—

Senator Watsox. That Is a single individunl, the man who does the traveling?

Dr. Apaxs. It applies only to the person who 1s traveling, und only on husi-
ness,

"?en;ltor Curtis, To what extent do you gnin on that reasonable-sulary propo-
sition

Dl;;lAmus. We are cutting out saluries where they are not deemed to he ren-
sonable.

Senator Curtis. You are doing that, are you?

Dr. Apayrs, Yeg, sir. There is quite u good deal of eriticism from taxpayers.
However, the department has been rather active ln passing on salaries—1 some-
times think a little too active.

Senator CALBER. Mr. Adams, coulit a Mendier of (‘ongress comne in under that?

Dr, Avaxs, He could after it had pussed, A Member of Clongress traveling
in pursuit of a trade or business would he permitted to mnke a deduction, He
has not been heretofore.

Senator WarsoN, Tuke the instunce of 4 man who lives out at the edge of a
city and who goes back and forth to his business.

Dr. Apays. We hold that that ix not a traveling expense; that Is, by regula.
tion. That is touched upon already. Rightly or wrongly we nake a distinction
hetween a4 man traveling regularly between his home and to his work as dis-
tinguished to travel away from hone.
thS:anator Warson. Of course, this is a Inw. A regulation would not affect

at.

Dr. Apams. That would be the futerpretation we will put on traveling
expenses, Senator.

Senatdr Warson, It I8 a question what are “ traveling expenses.”

Dr. ApAaxs, It ix a nasty little question. but I think we have too cumbersome
a procedure now to be justitied by what is involved. I think the proposed
amendment to the law is a good thing, We may lose a little money hy it.

The next is puragraph 2: “All interest piid or acerued within the taxable
year on indebtedness, except on indebtedness incurred or continued to purchase
or carry obligations or securities (other than obligations of the United States
fssued after September 24, 1917), the interest upon which is wholly exempt
from taxation under this title ar income to the taxpayer.”

The provision denles a deduction for interest on noney which you horrow
to huy or carry tax-free securities. But we had an exception to that. Hitherto
we let you deduct your interest on money horrowed to buy or carry Federal tax-
free securities. The Trensury hus recommended that that little privilege he
wiped out; in other words, that that exception be stricken out, and that this
thing he made general.

Passing on to line 17:
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* Or, in the case of a nonresident alien individunal.”

That provision relating to * nonresident alien individual ” is taken up in this
general section 217; and that is stricken out for that reason. -

Next, lines 23, page 33. to line 15, page 36, specify the deductions for taxes,
and, as you will notice, the provision is rather long and involved. It seemed
possible to simplify that without in any way, as I now recall, changing it; and
;lmt changed new matter in lines 16 to 32, page 36, is simply new law in simpler

ornh.

Senator Currtis. It does not change it at all?

Dr. ApaMs. I do not think it does. [Reading:}

*(8) Taxes pald or ncerned within the taxable year except (a) incowme, war-
profits, and excess-profits tuxes fmposed by the authority of the United Stutes
or any of Ita possessions or of any forelgn country and allowed ar a ecredit
under section 222, and (b) taxes assessed agailnst loml benefits of a Kkind
tending to lncrenae the value of the property nssessed.”

That is what the old law meant.

Senator Warson. What does that “(b)” mean?

Dr, Apays, That is specinl assessments; you do npot get a deduction for
spechial arsessments,

l'l‘lw next deductions relate to losses, and in the first of that there Is no
change,

Coming to (5), pnge 37 [rending}:

*“(5) Losses sustiuined during the taxable yenr and not compensated for by
insurance or otherwise, if incurred in any transaction entered into for nmﬁt
though not connected with the trade or Imninens but in the case of a non-
g;sldent allen individual only as to such transawtimm within the United

ates.” .

That last part of the old law ix stricken out, and it is proposed to adopt the
following:

“RBut in the caxe of a nonresldent alien individunl or foreign trader only
if and to the extent that the profit, if such transaction lmd resulted in a
profit, would he taxable under this title. No deduction shall he allowed under
paragraphs (4) and (5) for any loss claimed to have been sustalned in any
sale or other disposition of shares of stock or securities mnde after the pussage
of the revenue nct of 1921, where it appears that at or about the date of
such sale or other dispoxition the taxpayer has acquired identleal property in
the same or substantially the sume amount ux the property sold or disposed of,
If such new acquisition is to the extent of part only of identical property,
then the smount of Joss deduetible shall be in prolmrtion as the total aun«mnt
of the property xold or disposed of bears to the property acquired.”

Senator Syoor, That is another complicated thing,

Dr. Apadis. Men are now selling securities at 10 o’clock in the morning and
buying them back at 12 o'clock, in order to ¢lnim a loss, The House helieved
thut that should nog be permitted. We have lind considerable trouble with it,
where the taxpuyer does that and gets bhack Identically the same securities at
the present time, By that change I dexcribe, if you xell first Liberty bowds and
buy fourth Liberty bonds, it is different securlt.v.

Senntor Canbkr. Thousands of men go into the stock exchange, sell secorities
at n loxs and buy them back again,

Senator McLraN, Last year millions of sharex of stock werve sold for the pur-
pose of taking losses, and buying them back the 1st day of January.

Dr. ApaMms. They usually do not buy hack the same securities.

Senator McLeaN., The purpose is excellent, but they will get around it by
buying securities of a similar nature.

Senntor McC'vmper.  Suppose, in July, one buys stock in a compuny for
$100,000, and by January 1 or by December 81 it is only worth 850.009,
and he sells it: and then buyx It back on January 2, That is $30.000, he is
atlowed his loss?

Dr, Apams. If he has selected different securities,

Senator McCuvymber. But if he selects the same thing?

Dr. ApaMs, The department ix holding it Is the identical property: it is a
colorable transaction and not a trve loss unless he actunlly surrenders his cer-
tificates.

Senator McCusBer. I do not know why it would be considered “a colorable
transaction ” if he has lost that much, if he bought in July when it s\ as worth
£100,000 and sold in January when it was worth $50,000

Senator CurTis. The men doing that are men with onormous incomes,

AWy
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Senator Carver. Not all of them,

Senutor Curris. Many of them are. One maiti told me—who was many times
a millionaire—that he did that, and that that year he made over $1,000,000;
and yet he deducted from his tax where he sold his stock at a loss, gave him.
self what he was allowed for the loss and turned around a short time later and
bought the same stock hack at ahout the same price he sold it for.

Senator MocCumskr. He has actually lost if the price has actually gone down;
so that, on the present value, he has actually lost. What obhjection can there
be to his selling it? He has got to sell it in order to sustain his loss, and what
objection is there if he thinks that is coming up if he purchases again?

Senntor C'turis. He may have the stock in a company that he now knows the
stock is selling at, say 60, which he knows is worth over $100 a share; sells
at 60 and buys it right beck within a week at 58 or 61. He has gotten rid
of his stock, and he has got all his stock hack. Why should be be given credit?

Senntor McCrymer. It {8 a bona fide transaction. [ could not see why he
should not, and T apprecinte the fact that ahout the latier phrt of December
there is for the very purpose of unloading at a loss, and making back again in
January. Where a poor fellow has really invested and has to sell, I do not
see why he should not have the benefit of it.

SenatorkCans. If he had to sell he wouild not buy back the next day or the
next week.

Senator Warson. You said where a given transaction very largely turns on
a hona fide transaction. If a man sells for the purpose of taking a loss and
buys it buck agnin for the purpose of evading taxation——

Dr. Apays (interposing). Would he pay the brokerage charges and get hack
the stock? If he changes from one form of Liberty bonds to another form
of Liberty bonds, or sells United States Steel and buys New York Central,
he can take his loss under this provision. I do not think it amounts to a
ureat deal one way or the other.

Senator Cavrpkr. Suppose he should go into the stock exchange, have the
sale recorded, and buy it back again and pay the brokerage?

Dr. ApaMms. If youn want to recognize that, you ought to do that in a way
that will save expense and trouble; permit everybody to inventory their se-
curities at the end of the year. Why force them to put their stock on the
stock exchange, and induce them to sell, which always breaks security values?
Would it not he hetter to come right out and say, “ Everybody can inventory
securities at the end of the year” ? You can do this without expense, without
starting panics, without getting the December slump which we always have.

Senator Samoor. We will not do that. There would be no end of trouble that
way.

Senator CAtnER. Not if yeu compelled everybody to inventory their stocks at
the end of the year.

Dr. Apaums (reading). “(6) Losser sustained during the taxable year of
property not connected with the trade or business (bhut in the case of a non-
resident alien individual or foreign trader owning property within the United
States) if arising from fires, storms. shipwreck, or ather casualty, or from
theft, and if not compensated for by insurance or otherwisd. TLosses allowed
under paragraphs (4), (5), and (6) of this subdiviston shall he deducted as of
the taxable year in which sustained unless, in order to clearly reflect the
fncome, the loss should, in the opinfon of the commissioner, he accounted for

_ as of a different period.”

That provision war inserted hecause of stray cases where a very great hard-
ship is created if you have any definite or rigid rule on the year in which
a loss is to be allowed, .

The (‘HAIRMAN. Whiat was the nature of the case?

Dr. Anays, For instance, we had a marine insurance company which ordi-
narily makes ahout $30,000 a vear. It had. as most marine insurance com-
panies had, a very unusual year in 1918; it did a gross business of abhout
$000,000; it.had ahout $200,000 losses and expenses which occurred in that year
plainly, Tt had in addition a number of Indeterminate losses, They knew the
vessels were on the rocks or sunk, but they had not paid the losses. They did
not know how much of the eargo could he salvaged, and so on,

This loss i3 probably realized or sustained when the uncertainty is cleared
up and the losses paid, but unless this corporation can eventually deduct those
losses agninst 1918 income the deduction will he of little avail. In the ordi-
nary year its income would he insufficient to meet these claims.

)
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We have bad a case of this kind, A domestic corporation was directed by u
Dutch company to by a cargo of tobacce und send it to Holland in the year 1917,
as I recall it. They bought the tobaceo, aind then they could not ship it, were pre-
vented from sending it abroad. The American company sold it at a very large
profit. That case is in the courts. Is that profit to go to the Dutch compuny or
to the American company? There is a contingent income, and a contingent loss
involved, If the Awerican company loses, and the cuse is decided In the year
1922, the payment will be deducted or accounted for v the yenr 1922, But it
will probably mean nothing to thut company in that year, because it is an extru-
ordinarily large item, aud it can only be taken care of as against the receipts of
an extraordinarily good year.

The point is, where things are held up, by a court decision particularly, we
should have some leeway to get it back into the natural year in which it ought
to go, because with the variations of profits from year to year it is not the
sume thing, whether a loss js taken in one year or taken in another year. That
insurance company cave {3 a good illustration of that, and I have suggested this
language in order to give the department some leeway. 1 do not wish to dis-
guise the fact that it gives the department much discretion—discretion to take
care of the just claims of taxpayers; not to abuse thewm.

“(7) Debty ascertnined to he worthless and charged off within the taxable
year (or, in the discretion of the commissioner, a reasonable addition to a re-
serve for bad debts) ; amd when satistied that a debt is recoverable only in part,
the commissioner may allow such debt to be charged off in part.”

Senator Saoor. That will open the door wide.

Dr. ApaMs. At the present time we do not recognize a deduction for a debt
until the taxpayer wipes it off his books.

Senator SMooT. 1 know that, and is not that right? v

Dr. Avams, It I8 in iy opinion subject to far less control than the use of a
debt reserve. You can not go through a taxpayer’s debty and actually check
off ettch one and make up your mind whether it is a good or a bad debt. Business
is usually so well established that the normal debt loss is pretty well known.
If the taxpayer is used to taking one-balf or one-quarter of 1 per cent, we can
check that. '

Senator SM00T. It will tuke a lot of revenue off, :

D, ApaMs. I do not think it will. If you are unreasonuble with the taxpayer,
he beats you another way ; and every time you come out amd play fairly with
him he tends to hecome more fair in his accounting with the Government,

The CHAIRMAN. | agree with you; we should rather meet a willing taxpayer
than to take the last drop of blood out of him. .

Dr. ApaMms. These things are asked for by the American Bankers' Axsoctution.

Senator Syoot, If you ullow a bank who has carried a note three or four or
five yeurs to make a deduction for it, you do not think it will ever get more
than 50 cents on the dollar. It may neot get that, and yet something may
happen that it will get it all.

Dr. Apams, You know what they do now. They write them off, and we never
see it, and we never know anything about it. You do net have to wait until
the debt becomes worthless before you write it off.

Senutor SMoor, Then yon have got to show it on his published statements all
the time, that he has written it off and that it ix not a resource. This way it
would be held there as a resource to the bank, and no bank wunts to take off
its resources and to puss noten to profit and loss unless it is pretty well con-
vinced it is never going to get anything out of it. X

Senator CUkris, You have had three or four interesting cuses in the depart-
nrent where people have charged off notes considered absolutely worthless, men
who wanted te pay obligations and who disregarded the statute of Hmitations.
made money during the war, and pald those notes. Those notes had heen
charged off. Those people came in and paid taxes on those notes afterwards.

Dr. Avass. My mind has changed on thig opint. I helieve that the Govern-
ment would save a grent deal of money, and would have saved a great deal of
money, if we had from the beginning authorized the debt reserve, because we
would soon learn what it should be., If the taxpayer charges off more than the
ordinary percentage, your attention is called to it and the situation is flagged.
But when the taxpayer goes in and writes off a lot of bad notes, we have no
effective check. 1 think they sometimes duplicate had debts, write off and
resurrect' th§m amd write them off again, The method of reserve is a mothn?
we ean check,
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Senator Saoor. This does not prevent thenr from doing that at any time they
want to, but it does give them a further right of making a partial claim for a
thing that they huve not written oft entirely, and it does not prevent just
exactly what you say.

Dr. Apams, Lines 8 and 9 of that page 38 were recommmended by me as the
suggestion of the American Bankers' Association, '

The next is on page 39 and is one which has already heen explrined in con-
nection with another part.

Senator SMo00r, EKxcess profits.

Dr. Anams. Writing out what Title I1I means instend of mentioning Title ITI,
There are no further changes on that page.

On page 40, Hine 6, some changes have heen made in the deductions for con-
tributions or gifts.

The CrairMan, I think that is an important section.

Dr. Apanms (reading). “(11) Contribut’ons or gifts mande within the taxable
year to "—* corporations ” iz stricken ont and inserted later—* or for the use
of: (A) The United States, any State, Territory. or any political subdivision
thereof, or the District of Columbia, for exclusively puhlie purposes.”

By oversight that was omitted,

The CHAIRMAN, That ought to he In.

. Apams (reading), “(IB) Any corporation or community chest, fund, or
foundation. organized and operated exclusively for veliglous, charitable, xcien-
tifte, or edueational purposes —

That 18 that Cleveland foundation.

Senator WarsoN. That is the one Mr. Garfield was down here on?

Dr. Apaus. Yes, [Reading:] “Or for the prevention of eruelty to children
or animals, no purt of the net earnings of which inures to the henefit of any
private stockholder or individual: or (') the special fund for vecational re-
habilitation authovized hy section 7 of the voeattonnl rehabilitation act; to an
amonnt which in all of the above cases comhined doeg not exceed 15 per centum
of the taxpayer's net income as computed without the henefit of this paragraph.”

The C‘HABMAN. Where is the provision that permits a corporation to make
thege gifts?

Dr. ApaMs. That Is later on, under * Corpoerations.” [Reading:]

“In cnse of a nonresident allen fndividual or foreign trader this deduction
shall he allowed only as to contributions or gifts made to domestie corporations,
or to community chests, fands, or foundations, created in the United States, or to
such vocational rehabilitation fund.”

There i3 no renl change in the latter part, That matter stricken out in lines
2 to 5, page 41, is the matter incorporated in the italicized matter T huve just
rendl, .
Senator Syoor. The practice has always been to take all of those donations
and combine them in arriving at the percentage of the income that they give
away to these institutions?

Dr. Apams, Yes,

Senator Syoor. Why did you put these in?

Dr. Apams. “ Which in all of the ahove cases combined doed not exceed 13
per cent?”

Senntor Sxoor. Yes, -

Dr. ApaMs. We are putting in some new exemptions—exemptions of gifts to
nnnicipalities is new.

Senator Symoor. It has always been construed that way anyhow,

The CHAIRMAN. Doctor, how didlwg come to omit in the last revenue bill

fte to citler and municipalities?
tml“::. f\lmma. The point was not raised enrly enough. It did not come up until
we got over to the estate tax. Senator Tadge hrought it up, and we put it in
the estate tax : but the House and Senate provisions relating to gifts under the
income tax were identical, and so no change could be msde in conference,

The CHAIRMAN. And ‘t‘hat is l:hei :eason Itt wa: lnot putin?

‘Dr. ApaMs. That 18 the reason it was not put in.

The CHAIRMAN. I am a little surprised, myself, but I did not give some at-
tention to it, because I knew of several very heavy gifts that were protected
by this tax, and I wanted to look out for them, and 1 thought it was in the bill,
Henry C. Frick left his art gallery and house to the city of New York,

Dr. Apaus. That is all right under the estate tax; that is taken care of now.
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This new deduction that is authorized here is a deduction in case an indi-
vidunl is forced to renlize profits and proceeds immediately to put the profit
bhack into the same kind of property. It became very important during the
war. A man would have a boat which cost, say, $100,000, and had come to be
worth $00,000 during the war; the boat would be submarined or burned up,
and he would get $500,000 and there would be a gain of $400,000. It seemed
a great hardship to tax the gain if that man wanted to put the proceeds back
into another hout, and in a number of stintlar cases it is belleved that if the
taxpayer proceeds to put the money back into the same kind of property that
no taxuble gain should be recognized.

So, in line 18, page 42, this new deduction is authorized. [Reading:)

“(13) If property is compulsorily or involuntarily converted into cash or its
equivalent as a result of (A) its destruction in whole or in part, (B) theft or
seizure, or () an exercise of the power of requisition or condemnation, or the
threut or inminence thereof; and if the taxpayer proceeds forthwith in good
fafth, under regulations prescribed by the commissioner with the approval of
the Secretary, to expend the proceeds of such conversion in the acquisition,
directly or through the purchase of stock, of other property of a character
similar or related in service or use to the property so converted, or in the estab-
lishiment of a replacement fund, then there shall be allowed as a deduction so
mueh of the guin derived as the portion of the proceeds so expended bears
to the entire proceeds, and the property acquired shall be treated as tnking
the place of a like proportion of the property converted.”

That may be illustrated in this way: Suppose, as I said, a man had a hoat
which cost $100,000 and it had come to be worth $500,000, and it was burned
or destroyed, and he got his $500,000. He would then have a gain of $400,000,

Supposing he wanted to take $300,000 of that and put it back in andther boat,
and $200,000 lie wanted to use in the ordinary way., We would say that of the
procesds of his sale four-fifthg was galn and that of the $200.000 which he
used in the ordinary way, four-fifths should be taxed, but en the $300,000 which
he put back into another hoat no gain should he taxed, but that hoat would
stand on his books for purposes of further sale, etc., of course, on the basls
of the original cost, three-fifths of the original cost, of course. '

I'age 43, subdivision (b). [Reading:) ’

“(b) In the case of a nonresident nlien individual or a foreign trader the
deductions allowed in subdivision (a). except those allowed in puragraphs 5,
6, and 11, shall be allowed only if amd to the extent that they are connected
with income from sources within the United States,”

Those paragraphs 5. 6, and 11 are paragraphs in which nonrvesident aliens
are specified anyhow. {Reading:)

“And the proper apportionment and allocation of the deductions with respect
to sources of income within and without the United States shall be determined
as provided in section 217 under rules and regulatious prescribed by the
commissioner with the approval of the secretary, which determination shall
be tinnl.”

The Cnamman, Is not that a very unusual preovision to put in the text of
the bill? You make the approval of the secretary final?

Dr. ApaMs. It is unusunl. But that is a question of so much minutiae and
detail that the House thought it ought to go in,

The CHAarrMAN, It is a question of whether it is good practice, legal or con-
stitutional.

NSenator Cvrris, It has heen dectded. Senator, by the courts, They have
done that in a number of caves,

Thol(,‘lmmm.\'. I was only asking information, I never saw it hefore in a
tax hill,

Senntor Crrtis. We have done it In other matters.

The CramrMaN. In the Department of the Interior I can imagine it being
Jegal, but where it affects the personal property rights of the individual .it is
another problem,

Dr, AvaMms. The point is, this is one of those problems of detafl which it is
desirable to settle finally as a matter of detailed fact,

The CruarMaN. I can understand what you are driving at, and I can under-
stand how it is to be made finnl in respect of an oil well or a land claim in the
Interior Department, but whether it cin he made o in a tax niatter affecting
personal property rights is another matter. I wish you wounld look into that.
I do not belleve you can find another case where it has been made final. ¥
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do not recall it, and I know it has been discussed. The individual bas a right
to his day in court where it juvolves property being tuken away from him,
That is a different proposition from a water right or an oil well right,

Sendator Warson, It ix of very doubtful cunstitutiomllty and propriety.

The Cuamsman. I agree with you.

Dr. ApaMs. You will notice it s a very technicnl matter. To what place
items of receipts and expenses should be llooat

The CHAIRMAN. Better thut the Gmermnent shoulcl lore n million dollara
than that it should take a thousand dollurs away from a taxpayer upjustly,

Senator Symo0r. That tukes us up to the itels * not deductible,”

The CHammMAaN. 1 think this is a gond place to stop, and the committee
will stand adjourned until to-morrow at 10.30 u. m.

(Thereupon at 1.20 o'clock p. m. the committee adjourned to meet to-morrow,
Septenmber 3, 1921, ut 10,30 o'clock a. m.)
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INTERNAL REVENTUE.

SATURDAY, SEPTEMBER 3, 1931.

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

The comniittee met in executive session, pursuant to adjournment, at 10.30
o'clock a. m., in room 312, Senate Office Building, Hon. Boles Penrose presiding.

Present: Senators Penrose (chairmun), McCumber. Smoot, La Follette, Mc-
Lean, Curtis, Watson, Simmons, Sutherland, nnd Waish.

Present also: Dr. T. 8. Adams, tax adviser, Treasury Department; Mr, John
E. Walker, Chief, Legisintive Drafting Service of the United Ntates Senate; Mr.
J. 8. McCoy, actuary, Treasury Department.

STATEMENT OF DR. T. 8. ADAMS—Resumed.
ITeM8 Nor DEDUCTIBLE,

The CHAIRMAN. The comiuittee will come to order, and we will proceed on
page 43. Dr. Adams 18 present, and we will hear the doctor on items not
deductible, .

Dr. ApaMs, Section 215, page 43, line 15, and following.

Senator Syoot, You have put every word of the House amendments in italics,
have you not?

" D{'. ADAMS. Yes. There has been a small mistake here and there, but prac-
cally wo.

Senator Saoor, There are only a few changes. o

Dr. ApayMs. Yes, There are no changes on page 43 in this present sectiom,
dealing with items not deductible. On page 44 there has been introduced a
suhdivision (e), line 6, a new provision, relating to a rather difficult subject.
Youn will recall in the cuse of a person who has a terminable or life interest in
property, maybe only the right to receive the income from the principal for the
rest of his life, that the right to receive the income is defined for many purposes
of taxation as principal. For instance, it is taxed under most State inheritance
tuxes. An individual A gets a life interest in a block of stock of $100,000, ane
gets an income of, we will say, $6,000 a vear for life. That is capitalized on
the bhasis of the expectancy of the life tenant and is regarded for some pur-
poses as principul or corpus.  Naturally that principal or corpus shrinks each
vear, It becomes exhausted as the person nears the end of hix life,

Senator Syoor. Do you mean the $100,000?

s Apams, Oh, no.

Senutor Syeot, Just the $6.000?

Dr. Apays, The capitalized value of the right to get $6,000,

Senator Symoor, That would be the $100.000.

Dr. Apays. No. The life tenaut only gets it perhaps for 20 years, It in the
present worth of the right to get $6.000 a year for 20 years.

Senator Saoor, You limit it to his tife?

Dr. ApaMs, The point is this, Senator: That a number of life tenants in that
position have maintained that they had a principal, which principal was wmerely
the capitalized value of the right to get that income, and when that principal
shrunk. they were entitled to an allowance for exbaustion under the deprecia-
tlon allowance, speaking generally. In order to bloek that, which seems to
be a highly viclous sort of thing, because it wipes out what Is unquestionably
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fncome, this provision has been Inserted. The departinent holds thut at the
present time,

Senator McCuxmneg. I wish you would just read that and explain it.

Dr. ApaMs (reading) :

* Subdivision (e). Amounts paid under the laws of any State, Territory,
District of Columbin, possession of the United States, or foreign country as
income to the holder of a life or terminable Interest acquired by gift, hequest,
devise, or inheritance shill not be reduced or diminished by any deduction
for shrinkage (by whatever name called) in the value of such interest due to
the lapse of time.”

Now, Senator, the next is a different point:

“ Nor by any deduction allowed by this act for the purpuse of computing the
net income of an estate or trust but not allowed under the lnws of such State,
Territory, District of Columbia, possession of the United States, or forelgn
4.~ou:ltl‘,\-'l ,for the purpose of computing the fncome to which such holder is
entitled."

This second point referred to in llnes 11 to 17 is this. At the prexent time,
in the case of an estate or trust the law provides that the income of the estute
or trust shall be distributed, and the beneficiary, ordinurily speaking, merely
pays, if he pays at all, on his distributive shave of that income of the estate or
trust. Now then, there are great differences in the laws of the varfous States
as to what constitutes income, as distinguished from capitul. In some Stntes,
as you know, a stock dividend §s not regnrded as income, in the case of life
tenunt and remaindermen. In other cases profits or losses on the sale of the
corpus itself are not regarded as income,

To take an illustration, suppose an estate has a block of stock of $100,000
and somne person i8 entitled to get the income on that during their life—$6,000
a year. we will say. Now, then, if that block of stock of $100,000 is sold and
new stock is purchased, we will say, at a loss of $8.000, that is a loss to the
estitte under the Federal income tax lnw; but in many State jurisdictions under
State laws it is not regarded as an income item at all, and under suweh elr-
cumstances the beneticiary or life tenant gets the $6,000 right aleng. regardless
of this loss in the corpus itself.

This secomd section provides that in that case, although the estate or
trust to the extent it is taxable—sonretimes it is partially taxed and sometimes
the life interest is taxed, or may be each taxed in purt—the estate or trust nray
take a deduction, hut if under the laws of that State they have got to pay
the $6,000 or $5.000 or any such amount to the life tenant that amount shail
be tuxed to the life tenant, regardless of this deduction to the estute,

Senator McLEAN. Does that apply where the beneficlury takes the whole
income from the estate?

Dr. ApaMs. In that case let us assume the beneficiary is taking the whele
income,

Senator McLEAN. One heneficiary taking the whole income?

Dr. ApaMs. One heneficiary taking the whole income,

Senator SaooT, Take a c¢ause where the bheneficinry does take the whole
income and there is that shrinknge of $20000 and the income nkso shrinks.

Dr. Apays. They are not taxed then. |

Senator Samoor. They are not taxed at all?

Dr. Apaas. The point is this: Many States have different definitions of in-
conme for that purpose from our Federal definition of inconre.

- Senator McLraN. If you will pardon the interruption, does the beneficiary
have any advantage from the loss? Can he offset the loss?

Dr. Apays, The point is that the heneficiary is here denied the right to
tnke advantage of that loss, if he gets the income anyhow, only in that case.

Senator Curtis. If he does not get it, he bas that right?

Dr. ApaMms. It he does not get it, he does not pay on it. Suppose this $100,000
corpus in sold at a loss of $8,000, if that affects the income of the life tennant
we recognize it, but if it does not affect the income of the life tenant and
he draws his $6,000 in cold cash we see no reason why it should not he taxed
to the heneficiary. .

Senator McCuMmsier, Why should we recognize State: laws at all? When
you make the distinction or definition of what constitutes a loss or gain
under the Federal law I can see no reason for making any reference to State
laws,

Dr. Apams. Well, now, let us take an fllustration. Suppose there is a block
of stock left In trust for me for my life only. I get no title to the principal,
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but I am entitled to draw the income during life, and let us assume it is 6
per cent or $6.000 a year. Suppose that is in a State in which the gnin or loss
derived from the sale of the corpus is not regarded as income, and there are a
number of such States. Suppose that block of stock is in railrond bonds and
is exchanged into honds of the Government of Switzerlund, and in doing that
the estate or trust sustnins a loss of, we will say, $7,000. I get my $6,000
income right along. No attention is paid in my case to that gain or loss re-
suilting from the sale of the corpus. Now, then, under our present law, not-
withstanding the fact that I get my $6,000 in cash, I would pay no tax, because
I would pay only on my share of the income of the estate or trust, and under the
Federal law there i3 no income to the estate or trust. The $6.000 interest which
has heen coming to me is wiped out by the $7,000 loss from the sale of the
corpus. This will provide, if you want to do it, that in case I do get the money,
in case I do get my $6.000 right along, I shall not be permitted to take advantage
of that $7,000 shrinkage.

Senator WATsoN. Are there many cases of that kind?

Dr. Apaus. Not many. .

Senator McCusmser. The party receiving the $6,000, the beneficiary, is not
the owner of the corpus at all.

Dr. Apaars. He i8 not the owner.

Senator McCuMmper, No; he is not the owner. All he receives is the interest,
or that sum of $6,000 a year from it. That is all he owns. If he receives that,
no matter into what form the corpus is changed I can not see the necessity of
calling on the State law to help explain the Federal law.

Senator WatsoN. Does it not simply mean, practically, that notwithstanding
what any law nmay say or mean this law means just this?

Dr. Apams. Would you wish to tax the $6,000 to the heneficlury? ° .

Senntor McCuUMRER., Of course,

Dr. ApaMms. You can not do it unless the change is made along this line,
That is what we are trying to do.

Senator McCuyBeR, That inay be recognized at the law, but if the Federal
definition does not define it as a deductible loss—and it does not—then what i3
the use of dealing with the State law?
d"If)r. Apaxs, The Federal Government doesx recognize it, and many States

er,

Senator McCuankr, Then shnply provide that the Federal law shall not
recognize it.

Dr. Apans. I do not think you would want to do that, would you? TLet us
reverse the fllustration, . L

Senator McCusmsir, I do not understand how you recognize a loss which
:;1 a loss to the estate and not a loss to the heneficiary under the Federal defini-

on.

- Dir, Apams, Except at the present time we recognize it in both places, and
therefore, if there iz a loss of that kind, although the beneficiary gets the
$6,000, he pays no tax, ’

Senator McCuMmbper. Under the present Federal lnw?

Dr. Apams. Under the present Federal law; because everything turns upon
the definition of the inconie to the estate or trust, and the bheneficiary puys
merely on his or her share. That is the point about the income to the estate or
trust. That arises more frequently In connection with the depreciation—not
exactly depreciation, but depletion.

Senator McCuMBER. The trust or executor would return no income? .

Dr. Avaxs. The trust or executor would return no income, They xay the
extute or trust has no income,.

Senator Warson. On account of the loss?

Dr. ApaM8. On account of the loss; and therefore the beneficlary will pay
nothing, because the loss wipes out his share of the estate or trust in amount.

Senator Sxyoor. I think that is a fair proposition.

Senator WATsoN. I think so, too.

Senator McCuMBER., It may be fair, but it seeins to me very complex,

Dr. Apays. It is complex, Senator, I think you are right about that, but the
trouble arises because of the different definitions of fucome between State
Jurisdictions and Federal jurisdictions.

Senator McCuMBER. No one on earth would understand what was meant
about it unless they had the particular thing before them.

Senator WaTtson, The fellow who is involved would have it explained to him
what it_means, and there are not many of them,
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Senatar McCunsek. He will probably hire an attorney—some who have been
connected with the department.

CREDITS ALLOWED,

Dr. Avays, In “ Credits allowed,” at the bottom of page 44, there s stricken
out lines 21 to 23 of the present law velating to dividends. That is a very i
portant change. At the present time an individual credited for the purpose of a
normal tux Is credited for dividends received from the corporation which is
taxable under that title upon its net incomes. Perhups I bad better read it:

“ Skc. 216, That for the purpese of the normal tax only there shall be allowed
the following credits:

“(2) The amount received as dividends from a corporation which is taxable
under this title upon its net income, and amounts received as dividends from a
personal service corporation out of earnings or profits upon which income tax
has been imposed by acts of Co o

It is proposed to change that, on page 45, line 1, to read:

“(a) The amount of dividends included in the gross income.”

The situation is this: Of course, any dividend received from a domestic cor-
poration is exempt, the corporation having been taxed upon that income. This
is important only in connection with foreign corporations, In the case of a
foreign corporation, if it does no business in the United States, has no income
which i8 subject to our Income tax, then the dividend is taxuble to the recipient,
and we tax it in its entirety ; but if this foreign corporntion gets any lncome at
all subject to our tax. so much as i dollar's worth, the dividends prid by that
corporation then hecome exempt to the recipients in this country,

Senator Syaoor. In proportion to the aniount they recetve,

. Dr. Apaxs. We do not proportion it, Senator.

Senator Syoor. If you do not do that, it may work a hardship,

Dr. Apams. It works a most curious result,

Senator Saoor. T do not see how ft could be otherwise.

Dr. Apans., Here is what is done: Every foreign corporation which is awake
to the possibilitlies of the situation or Is properly advised proceels to buy
American bonds. All it has to do is to get the slightest income in this country
from any source. The easy way is to buy a few securitles. Then its income is,
subject in whole or part to our tax, and the dividends which it pays come to the
reciplent in this country tax free, so far as the normal tax Is concerned, and
that is all we are interested in here,

Now, the Treasury Department and the committees in past times have heen
interested in this situation. I have been a little worried about it. I see no
easy remedy that does not involve great complexity. You could adopt this
prorating proposition, but that is almost impossible. You can not advise every
stockholder how to prorate it, the prorating factor will change, the income of
the corporation in this country changes, and taking everything into account it
was thought that the simplest solution was probably the best solution, and the
House committee adopted this proposition.

Senator SMo0T. Why do you not leave it the way it is now?, If he still gets
his dividends from foreign corporations why should he not pay the Awmeriean
tax upon themn, the normal tax?

Dr. Avans. The reason is just this, Senator.

Senutor McCvrMner. He sometimes pays it to the other country. does he not?

“Dwr, ApAMR, Yes: but you take a sincere, high-minded corporation, and there
are such corporations, and it rather seorns to utilize any device, perhaps, to
got its stockholders exempted. T have two cases in mind, T anly recall two
now, but one is a $300,000 dividend and the other 1= a $600,000 dtvidend, by a
foreign corporation paid inte this country to its stockholders, and taxable,

On the other hand, I have this case in mind, which i& an actunl case. An
American corporation, which is well known, has a foreign or French subsidary
which has mude & good derl of money and accumulated a lot of profits. The
French subsidiary, or the American corporation, becanse it owns practically all
its stock, wanted to bring back $800,000 to this country. when it discotered it
taxable, Suddenly it was discovered that the French subsidiary had $3.000
fncome in this country that it should have reported on; wherenpon the FFrench
subsidiary’s income became subject to our tax and the $800.000 dividend enme in

tax free,
Many foreign corporations are quite generous now in huying a little American

o

property of some kind, Some use a few bonds, and therefore hecome subject
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to our tax, and their dividends come In tax free. In other words, under the
present law you practically get in amount no revenue from foreign dividends
of any foreign corporation which do as much as buy a Liberty hond or a
single raflroad bond and thereby secure exemption for stockhoiders in this
country. If you bappen to get any, it i8 sheer accldent.

Senator Sxoor, Is that on nccount of any Iaw we have passet?

Dr. Apara. Read the old lnw and you will see where it is.

Senator Sinmons. T.et us read ft.

Dr. Apads. The old law is on lHue 21 of page 44. It bheging at lne 18 of
page 44, and reads:

“ CREDITS ALLOWED,

“ REe, 216, That for the purpose of the normal tax only there shall be allowed
the following credits.”

The first credit is: ’

“The amount recefved ax dividemnds from a corporation which ix taxable
under this title upon its net income.”

The departient has held that means taxable In whole or In part. 1 do not
gee any other construction to be placed on that, As a mutter of fuct, we held,
nzainst legal adviece, largely on my recommendation at one time, that there
was some prorating proposition that should he made, hut that hasr not stood
up. The lawyers unanimounsly agree that yon ean not put in any prorvating
Rystem,

Senator SMooT. Do they escape the foreign tax?

Dr, ApaMs. No; they pay the foreign tax.

Senator SMoor. This same thing came up when we had this section up before.
There was a French company and also a Canadian company. .

Dr. AvaMs. Oh, you will have a lot of it.

Senator Syoor, & thought we had it fairly satisfactory to all of them, Tllere
Is 1 rule now that if they have only a few bonds it becomes taxnble,

Dr. ApAMS8. Yes; of course you will have to remember that.each recelves the
income. The forel,.m (~or|mrntlon is subject to its own income tax, If you
get the tax you get a double tux in a seuse,

Senator Saoor. If that is the rule practiced by the department, why «-hanze 1t?

Dr. ApaMs: I was only suggesting, or the House suggested, an amendment
which practically simplified the law, because under the present practice nll the
foreign corporations are getting a little income in this country. They buy a
hond or two and get a few hundred dollars subject to our tax,

Senator WALsH. It is to prevent forelgners from resorting to devices of tlmt
kind to escape the tax.

Dr. ApaMs. Yes, I have had an experietice with one of your constltuents.
Senutor Walsh., He Ix a very high-minded, serupulous man, He owns a foreign
_eorporation, He brought in $300,000. I suppozed he was aware of that. He
has first-class counsel. He is paying his tax. and right alongside of him are
hundreds of these forelgn corporations coming and utilizing this device, I do
not like to see that done,

Sexmm;' WarnsH, If he buys a share of stock on this slde, he would not pay
any tax

Dr. Apays. No; if he would have this foreign corporation receive even 10
cents of taxable income from this country.

Senator Sxoor. Then it is taxahle under our law only as to the normal tax?

Senntor WATsoN. Yes. This provides that for the purpose of the normal tax
only the credit shall be allowed., .

Dr. Apams, There is another point. A shyster lawyer discovering this situa-
tion, which is perfectly simple and open to everybody, would go around and
make a great point of it and charge large fees to advixe these large foreign cor-
porations how to get out of it.

Senator SUTHERLAKD. As far as this man from Massachusetts is concerned,
he should discharge his lawyer.

Dr. ApaMs, His Inwyer knows it perfectly well.  Many of them who are
:xmrtl,\' advised and whe know about it rather scorn to do a thing of that
vind.

Senator Warson. This cures that,

e, ApaMs, It cures it hy saying, “ In all enses,” ete,

Senutor WaLsH. It cures It by changing * net income * to * gross income,”

Dr, Apass. Yex, Senator, It says you can credit for the purpose of the
normal tax the amount of any dividends included In his gross income,
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I may say this has just heen the subject of an international ¢onference on
the question of double taxation resulting from conflict of jurisdiction, and
that the international conference has recommended this device, the point being
that to aveid double tuxation, the normal tax shall be applied where the in-
come I8 entered: if the corporation is taxed in France, that no tax shall he
collectedd where the reclpient or stockholder lives. I should not huave dared
to suggest it on the ground of internutional comity, although I think that Is a
good argument, hut the reason that has heen suggested was to get the amount
of revenue.

Senator SiIMMoNS, My recollection ix that why that was written in that way,
fo a8 to practically exempt a foreign corporation, wns that there was another
provision in thig b1l by which we sought to equatlize that advantage, and allow
him some exemptions somewhere in this hill to cover that situution,

Dr. Apars, Senator, that has heen the law from the heginning,. We have
suggested a number of timex and sometimes recommended a prorating schemne,
hy which that proportion of the dividends would be exempted equal to the pro-
portion of the forelgn corporation’s net income which is taxed In this country.

Senator Syoot, I thought that was the plan under this very subhead,

Dr. ApaMs. Owing to its complications we huve withdrawn our recommenda-
tion in that vexpect, You have to compare the forelgner's entire net incomne,
Frequentty it is a very diflicult thing, It is in foreign money, Then you must
ageertnin the proportions, what proportion of what year, It may differ enor-
mously from year to year, and dividendg nmy he pald out of incomes in all
kinds of years, Then the question is how will the stockholders be advised
what thelr proportion ix. It is so difticult we thought we should not do it,

Senutor WarsoN, We would better insert this gmendiment and refer the
question to the League of Nations.

Dr. Apays, I was rather surprisecl that the House committee unanimously
adopted] this,

The CHammMAN, T think we would hetter let it go to conference.

Dr. Apays, I think that might be the solution of it. I wanted to tell you
ahout it, us it ix rather important,

The CHAIRMAN, Mark this to be stricken out, so ax to get it in conference.

Senator McCryser. What is it you are striking out?

Dr. Apays, Subdivision (a) at the top of puage 45,

i.‘zmmtm' Warsi. T for one do net want to go on record in favor of striking
this out.

Senator SyooT. Leave It just as it is.

Senator SiudMons. Strike out the amendment made by the House,

Dr. Apams, Of comrse, we really get no revenue from the present haw, and
it grows less every year,

Senator CUrris, What would we get from this?

Dr. AbaMs. We could not get anything.

The CHAIRMAN, The only way to get it in conference would he to leave it in.

Senator SMoONS. Look at (¢) on page 45 and you will see what we aft-
tempted to do {n regurd to that. The House has stricken out that provision.
It has not oaly stricken out (a) but has stricken out (¢). \

Dr. ApaMS8. Page 4i3?

Senator SM00T, Let us go along and leave it just as it is.

Dr. Apayms, In lines © und 10 there is a substantive change that is made
that incranses the special exemption for man and wife or head of a family,
which has hitherto been $2,000. The House has incrensed that to $2,500 when
the net income ix not more than $5,000. To put it in another way, the persoual
exemption s $2,500 unless the net income s in excess of $5,000, in which case
the personal exemption shall be $2,000.

There is this little point about that. I do not say jt is sufliciently important
to warrant your tarning down that change, but T think it should he horne
in wind. If o man has an income of $4,999 and he is the head of a family,
he gots a deduction or personal exemption of $2,500, hut if he gets an income
of $5,001, the incrense of $2 in the Income will incrense his tuxes npproxi-
mately $20,

Senator MeCrasieR. Every bracket practically means the snme thing.

Senator Watsox, It is one of those arbitrary points we cun not avold.

Senator McCuMBER., Why not put it as It Is in the prexent iaw?  What is the
object of increasing the exemption?

Senator McLEAN. The object is very clear. If the Income ix large, he does
not need the exemption.
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Dr. Apams, T think the House felt also that in abolishiug the excess profits
and reducing the surtnxes some of the smaller taxes should also be redueel.

Senator WaTtsoN. What would be the difference in revenue?

Dr. Apaxs. Mr. McCoy has estimated about $40,000.000,

Senator Syoor. I think we might take that up later.

r., ApaMs (reading) : .

“A hushand and wife living together shall receive but one personnl exemp-
tion, which shall be computed on thefr aggregate net income, and in case they
make separate returnsg the personnl exemption may be taken by either or
divided between them.”

Senator Curtis. That is the existing law.

Dr. Avams, That is the existing Iaw, but the amendment would clear up a
little doubt in the existing law. ' .

Senator Syoor. It is a definite statement that it shall be computed on their
aggregute net inconme?

Dr. ApaMs. Yes.

Senator WarsoN. What did we agree on the $2,000 and $2.500 exemption?

Senator Curtis. We have not agreed on anything as yet,

Dr. Apays, In line 16 there is another substantive chunge. The House has
erased the $200 exemption for each child or dependent and substituted $400.

Senator S»ocor. Let that go over. What would that cost us?

Mr. McCoy. $30,000,000. ,

Dr. Apams. In subdivision (e) we had a reciproeal provision rending:

“ In the case of a nonrcsident alien individual who is a citizen or subject of a
country which imposes an income tax the credits allowed in saubdivisionn (¢)
and (d) shall be allowed only if such country allows a shnflar credit to citizens
of the United States not restding in such country.”

Senator Smocr. That is the Canadian proposition? '

Dr, ApaMms, It is a proposition which is highly difficalt. We have to follow
the foreign.law, and sometimes the foreign country has no income tax, and it is
changing its laws. Also it seems to me we are very generous to say that au
foreign citizen, although he may be receiving only one one-hundredth of his
income in this country, shall have his personal exemptions in this country., In
order to simplify it and do more Justice, the House adopted the provision at the
top of page 46: : '

“(e) In the case of a nonresident alien individual or fordign trader, the per-
sonnl exemption shall he only 1,000, and he shall not he entitled to the credits
provided in subdivision (d4).”

I do not see how we are going to work out the present lnw with that recip-
rocal provision. You have your 32,500 on some incomes and $2,000 on others,
You ean not get the foreigner's entire income, und you can not tell whether he
has 10 or 4 children.

Senator S1xMoNs. Why showld a foreiguer making money in this country he
-entitled to exemption?

Dr. Apays, There is u good deal to be sald on that, Senator, in favor of your
suggestion.

Senator Warsox. The only guestion ix that we have g law for our people in
Canada which operutes the sume way,

Senntor SimMMoxs. That s all right, if you give him exemption on condition
that his country allows a like exemption,

Senator Smoor. That is what this ix,

Senator SIMMoNS. No: that is what the present law ix,

Senator SM00T. T am speaking of the present law,

Senator SiMMoxns, ¥ think the present law Is far hetter than this,

Dr. AvaMs, May T eall your attention to the difficulties in the prexent law?
We have to follow it into the foreign country. Mayhe the foreign country has
no income tax, although it has some tax which is somewhat similar. We have
no test of the vernchiy of the foreign citizen, We cun not tell whether he has
10 children or 4 children, or whether he is unmarrvied or living with his wife,
It also means, if yon want to administer it with any care and accuracy, that
we have to convert the foreign income into dollars in this country. The situn-
tion is not important enough to warrant so much meticuloux eare,

Senator Si1MMoNs, I think it is hetter to let both tuke their chances—the
foreigner in this country amd the citizen of this country in a foreign country.
The forelgner in this country is not entitled. in my opinion, to any exemption
under our law; wid {f one of our citizens goex into another country to make
money, I do not think he is entitled to exemption,
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Dr. Apans. That is a simple solution of it.

Senntor Curtis, That is the way we should do it.

Dr. ApaMs. You will have to remember that the forelgner has invested in
this country with the expectation of getting some exemptions. We have our
own heneticlaries in other countries to look after.

Senator CURTIS. Let them tuke thelr chances, .

Senator S1MMoNy. We have nothing to do with taking eare of the family of a
foreigner who comes into this country and invests his money,

Dr. Apays. All we ask is that you do not leave this highly complex and dift-
cult provision in the existing law.

Senator Samoor. emf em emfreyp .

Senator Mcliean, I know individuals who have lived in this country 40 years
and who are aliens. :

Dr. ApaMms. They are treated just like citizens,

Sertmtor Satoot. There are 20 many foreign companies doing business in this
country.

Senator Curtis. Wil you suggest an amendment that will cover the sug-
gestion made by Senator Stmmons? )

Dr, Apams. All you have to do i8 to say that nonresident aliens shall not
be entitled to personal credit. :

Senator Warsx. Do many persons fall within that class?

Dr. Apaus. We have a pretty large number of foreign investors in this
country.

Senator Smoor. America will get the worst of it.

Senator Curtis. How will America get the worst of it?

Senator Smoor. We have so many concerns that have munufacturing plants
in Canada. We have them all over the world,

Senator Curtis. We get our income tax just the same. Our people get the
worst of it, and they ought to, if they go to another country to invest. Let
themn invest in their own country.

Senator McCuMBrr. We get the benefit if they make anything. Why should
we prohibit their coming here?

Senator CurTis. I would not prohibit their coming here, but I would not give
them any credit.

Senator SiMyoNs., Why should they take money made in this country and
carry it to another country?

The CuAamrMAN. That is a very narrow wiy to look at it.

Senator Smoor. Our people go Into Canada and make these goods, and we
get tax on the amount they make,.

Senator Curmis. Let us go on and discuss this when we reach it again,

Dr. Apays. It will be a matter of only a few minutes drafting an amendment,

Senator Syoor. Yes; that is very easy.

Dr. ApayMs, Subdiviston (f), page 46, tine 5:

“The credit allowed by subdivisions (¢), (d), and (e) of this section shall he
deterinined by the status of the taxpayer on the last day of the period for
which the return of income is made; but in the case of an individual who dies
during the taxable year such credits shall be determined by Lis status at the
time of his death, and in each case full credft shall be allowed to the surviving
spouse, If any, according to his or her status at the close of the period for
which suech survivor makes return of income.”

SenmntoryClerris. Why do you limit it to the widow? Why not mnke it apply
to chilidren and heirs?

Dr. ApaMs. They are not ordinarily involved.  They wmake thelr own sepurate
returng, We have no role under existing Inw ng to what happens if a man has
a c¢hild horn during the vear, or if he dies during the year. We have heen using
this rule. There has been no law for it. and woe thonght we had better get it in
the statute. *

Senator Crriis. Go abend. : .

Dr. ApaMs. Line 14, page 46: “ Nonresident aliens' allowunce of deductions
and credits.”

hint has been stricken ont, becnuse that was taken up in the following section.
The provision was:

“That a nonresident alien individual shall receive the henefit of the deduc-
tions and eredits allowed in this title only by filing or by eausing to be filed with
the collector a true and accurate return of his total income received from all
sonrcees, corporate or otlerwise, in the United States, in the manner prexeribed by
this title, including therein all the information which the commissioner may
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deem necessary for the ecalenlation of such deductions und credits: Provided,
That the benefit of the credits allowed in subdivisions (¢) and (&) of section 216
may, in the discretion of the commissioner, und except as otherwise provided in
subdivision (e) of thut section, be recelved by filing a claim therefor with the
withholding agent. In case of fallure to file a return, the collector shall collect
the tux on such income, and all property -belonging to such nonresident alien
individual shall be liable to distraint for the tax.”

That was the administrative provision providing how the nonresident alien
should get that credit. It is stricken out. :

Senator CurtiS. Go ahead.

Dr. ApaMs. On page 47 you come to the maotter of nonresident alien individuuls
and the method of arriving at thelr income des ived from sources in this country.
As I told you, we sre in a very unfortunate sinte by reason of the opinion of the
Attorney General, and this detail bas been put in the law simply to make as pre-
cise as it {8 possible to make this very ditlicult subject. It reads:

“ Skc. 217, (a) In the case of a nonresident alien individual or foreign trader,
the following items of gross income shull be treated as derived in full firom
sources within the United States:

“(1) Interest on bomds, notes, or other interest-bearing obligations of resi
dents, corpmrate or otherwise (except interest received from fore gn traders or
forelgn-trade corporations), and interest on deposits in banks, banking assocla-
tions, and trust comwpunics paid to persons not engnged in business within the
United States, and not having an office or place of business therein,”

Under the present law interest pnid by any person, corporate or otherwise, if
he is a resident, is subject to our tux. That ‘s the present Inw. That lits heen
mod.fied to except interest paid by foreign traders or foreign-trade corpora.
tions, because they are doing business outside of the United States, and we ex-
cept deposits in banks in th s country held by nonresident aliens who are, not
doing business in this country, the idea be ng to encourage deposits in American
banks by nonresident aliens. It is usually done as part of some business trans-
act on. There have been requests from many sources and it has been 1ocom-
mended several times in the past by the Treusury Department as an aid gen-
erally to foreign and international trade. . )

* Second. Dividends from domestic corporations other than fore gi-trude
corporations,

g “ Third. Compensation for kibor or personal services performed in the Vnited
tutes.

“ Fourth. Rentals or royalties from property located in the United States ov
from any interest in such property, inelud ng rentals or royalties for the use
of or for the privilege of using in the United States, patents, copyrights, secret
processes and formulas, good will, trade-marks, trade brands franchis s, and
other like property.

“ Pifth, Ga'ns, profits, and income fron: the ownership or operat'on of any
farm, mine, oil or gas well, other nutural deposit, or timber, located in the United
States, and from any sale by the producer of the products thereof.

* Sixth. Gains, profitys and income from the sale of real property located In
the United States.

“ Seventh. Gains, profits, and income from the sale of personal property, both
purchased and sold, or both produced and sold by the taxpayer within the
Un ted States,”

Those are the ftemns which are specifically allocated to the United States, all
the protits from which would be taxable here. Suhdivision (b) will take care
of the deductions that ought to be charged against those items, and reads us
follows :

“ From the items of gross income specified in subdivision (a) there shall he
deducted the expenses, losses, und other deductions properly apportioned or al-
located thereto and a ratable part of any expenses, losses, or other deductions
which can not definitely be allocuted to some item or class of gross income, Tiie
remainder, if any. shall be Included in ful) as net income from. xources within
the United States.”

Subdivision (c¢) repents that almost word for word, but says if the property
Is outside the United States it shall be allocated without the United Ntates
and we shall not tax it.

Senator Saoor. That would be hard of administration,

68001—21-—b5



66 INTERNAL REVENUE HEARINGS,

Dr. Apaus. It is done to mnke the administration clear. We want you to say
where they are taxable, If the farm is in this country it is taxable here; if the
mine I8 in this country the profits here are to be taxed.
then’gtor Mciean. Bused on your experience, you think it will cover every-

ng?

Dr. ApaMs. Yes; T have no doubt about that point of it, -

Senator SMooT. I was not discussing the principle at all, I said it would be
hard of administration,

Dr, Apads, It will be very hard. It is the hardest part of the law we have
to fice, We have to do it now, and we want to make it as enxy as possihle,

The CHAaIrMAN, That will save the members of this committee and all Sena-
tors numerous requests from constituents,

Dr, Apavs, This is altogether in the interests of simplicity and clarity. It
takes u good many words, but I think it clears up a difficult point.

Shall 1 read subdivision (¢)*

The CHARMAN, [ do not see how we cin avoid reading it all, line by line.

Dr. Apams (reading):

“(c) The following ftems of groxs income shall not be included as income
from sources within the United States:

“ 1. Interest other than that derived from sources within the United States
as provided in paragraph 1 of subdivision (a).”

Senator Siymyoxns, That is interest accruing to a nonrestdent and not de-
rived from xources within the United States, Does that not go without saying,
that it would not be included In the gross income? What is the necessity of
putting that in?

Dr. Abams, Some of that does not go without saying,

Senator Stvyons, Would that not go without saying? Where a nonresident
has interest derived from sources not within the United States, upon what
theory would that nnder any circumstances he subject to taxation in this
country ?

Dr. Apams, I think you are right, but you have construed sources within the
United States, It ix in the present law, amd we thought there should be an
explicit provision on this. 1t you think you ought to change it, T will tell yon
how to change it.

Sengtor StMaons, Whoere s it?

Pr. Anams, Page 47, line 13, It says there:

“In the case of i nonresident alien individunl or foreign truder the follow-
ing ftems of gross income shall be treated as dervived in full from sources
within the United States,

“Iaterest on honds, notes, or other interest-hearing obligntions of residents.”

Any interest qutht by a resident of the Unitéd States, no matter where paid,
is taxable in thisx country. We have this case, for instance: A Canadian cor-
poration, a very large aml powerful corporation, which hax not one dollar's
worth of property or husiness in this country, came to New York to flont @t
large hond issne: and beeause it got its money in New York It had to provide a
New York office, and theoretienlly therefore had an oftice ane did business in this
country. That iz all it had. Yet every dollar of the interest patd on those howds,
although they were paid' to nonresidents. and although the honds were owned
hy nonresidents, and although the corporation had no praperty in the Unired
Statex and did no business here except to maintain a formal office, i subfect to
our tax. ’ -

Nenator Wars. 'We ure not getting it, are we?

Dr. Apays. Surely we are getting it, .

Senntor SiMMoNs, This contempliutex a ease where a nonresident vecelves an
income from interest on u hond due him by n resident. corporate or otherwise,

o Des Apams, Yes, Co

Senntor KivMmons, He s gotting hix income clearly from this country, ‘The
sonrce is in this country. ' . : ;- :
P, Anssmy, Ruppose the vesident has all his property outside the United
States,

- "Senator CURTIS. None here at all?

Dr, AviMs. None here at all. 1 do net know how to tell you to remedy that,
1 bave thought of it, worked over it. and consulted others ahout it. 1 want to
say that when you get s situation xo difficult- yon had hetter he precise. The
question I8 whether we should say just what we want done. and I think we
should, T agree with what you say, Senator Simmons. ‘
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Semitor Spimons, 1 do not understand thut. He gets interest from a hond
he holdx agninnt n rexident of the United Stutes, The man ix a rexldent of the
United States, It muakes no difference where he gets the money from to pay that
fnterest.

Dr. Apays. Of course, the common law on that subject is entirely different
tromn what it ts here. and the question wag passed upon hy the Attorney Gen-
ernl hefore thix provision was inserted in the luw. Under what might be called
the naturnl Inw interest follows resldence, and interest ix tuxable in the
doiricile of the recipient of the interext. I want te be quite specific about it,
because 1t I8 not & subject which goes without saying.

Senutor Syoor. Senator., I think yvou become confused if you do not reud
hoth provisions under this heading, One dendls with the construction in the
country, and the other with a construction out of the comntry, nnd is practically
a repetition of thix first one.

Senator SiayoNs. The taxpayer doex not reside in this countr;'.

Nenator SMoor. That is true, It is a nonresident alien individual,

Senator Warson. He is not o cltizen of the coumntry ; he resides here,

Senator Simmons, He is o nonresident allen individunl or forelgn trader,

Senator Nsoor. We are dealing with him entively. First, he recelves an
income from sources within the United Staten, atid in the other he recefves it
from outside the United States, .

Senator StMyoxs. Go abead. T will not ke any point about it, 1

Senntor Symoor, I think it is a doubtful provision, et

Dr. AbaMR, Page 49:

« 2, Dividends from foreign corporations and from foreign-trade corporations.

*3. Compensation for Ilnbor or personul serviee performed without the
United States. \

“ 4, Rentnls or royaltiex from property located without the United States or
from any Interest in such property, including rental or royalties for the use
of or for the privilege of using without the United States, profits, copyrights,
secret processes amd formulie, good will, trade-mavrks. tende brands, franchises,
and other like property.”

The CHAlRMAN, Doctor. 1 take it the grent hulk of these provisions you are
suggesting are the result of specinl cases of administration called to - your
attention during the year.

D, Apans, Most of them are.  Most of thexe proavisions we nre now dealing
with arve agreed upon by practically everybody in this fleld,

The CrairMmaN, T was just asking about their pedigree.

Dr. Apama, That is the situation,

Nenutor SIMMONS, As @ mtter of fact, have you not regulutions covering
tlwseitllinm, and have they not provided just shout what these provisions
contuin?

Dr. Avasms, The regulations have been in many respecis entively different,
under opinions of the Attorney Genernd. It is becnnse of that <ftuntion that
we feel it should be stited in the Iaw, : ‘

The Cunammsman. Do yon meun the potiey of the Attorney Geneml and his
view of the law doex not harmonize with that of the Treasuey Department ¢

Dr, Apays. Not only that, hut T think the Attorney General will zay he does
not think the opinion he gives wonld he a gond xolution. He gives what he
thinks to be the law, and what probably is the law, but T do not bhelleve he
will tell you it is o gomd Inw,

The CuAarMaN. For how nuany of these provisions, 8 sy, do you find
precedent in the legislation of other countries, more particnlarly England?-

D, Apams, Most of these provisions we are now reading have precedent hoth
in English legistation and in the legislation of our States with relation to
income tax. Many persons who get income in the State live outside the State.
For the most purt, we have followed them, oo .

The CrAlRMAN, We follow them?

Dr, Apams, We follow them, s ’

The CramyaN. Have yon had those looked up ? SR

Dr. Apams, They hitve been investigated., This has heen studied, T sappose,
more than any provision in the law, ' ' N

The CHARMAN. There I8 no doubt of' it, Doctor. I just wanted to have ex-
pressed for my own mind as to how thoronghly it hind been done. It I8 largely
the product of nationnl law, State law; the: English law. and the experience
of the department? ’ St B ST
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Dr. AvaMs, Yes, We are In consultation, it might be said, with the Depart-
ment of State and Department of Commerce, both of which have a very active
interest in this particular topic,

Senator McCusises, That will bring us over to page 52.

Dr. ApaMs., Do you wani to siip that matter?

The CHAIRMAN. We want to go to 32—partnerships and personal-service cor-
porations. .

Dr. Apams, There Is no change in that.

Subdivision (b) at the top 'z 53 Is a provis'on of existing law relat'ng
to this matter of prorating. {  hans I had better read it.

“(b) If a fiscal yenr of a *:.- tuorship ends during a c:lendar year for which
the rates of tax d ffer fion: “wme of the preceding enlendar yenr, then (1)
the rates for such preceding culendar year shall apply to an amount of each
partner’s share of such partnership’s net income equal to the propertion which
the part of such fiscal year falling within such calendar year hears to the full
fiscal year, and (2) the rates for the cnlendar year during which such fiscal
yerr ends shall apply to the remainder,”

That section, which was faulty from the very heginn'ng, was not discovered
to be favley until last year, in conference, and it was then corvected in another
Sect on of the law. It should really be abolished, It Is modified in section 203,
V7 cou'd not take it out because it had passed both the Houxe and the Senate
It ore it was discovered,

19;;;""‘“0" Siumons, It says: “ Repeal of this subsection to tuke effect January 1,

1.0, Apays, Yes, The House was repealing it us of January 1, 1922, It ought
to be wiped out anyhow,
03‘«:mor Sat00T. There may be soie corporations whose fiscal yeur ends in

‘tuher,

Dr. Avaus. They o not follow it now. There is n little defect in it.

Senator Smoor. Then it ought to be repealed on the passage of the net.

Dr. Apams, It ought to be repealed at the very first opportunity. It has
never heen enforced.

Senator McCuymnig, I notice that it says at the hottom of page 53:

“The net income of the partnership shill be computed in the same manner
and on the sume basis a3 provided in section 212, except that the deduction
provided in paragraph (11) of subdivision (#) of section 214 shall not bhe
allowed,”

Dr. Avams. That is substantive and very important,

Senutor McCuyBger., That lenves the right in the partnership to use a portion
of its carnings for the purpose of charity, the same us the corporation,

Dr, AvaMs, The same as the individual,

Senator McCUMBER, Yes; the sume as the individual.

Dr. Apanms. In the past it was confined to individunls, and corporations were
specitically denied the right. The House chunged that policy and gave to cor-
porations the same deductions for gifts.

Senator McCuMBer, I do not believe that uny should be allowed. I shall vote
against it. *

g!‘:‘he CHamrMAN, I think one of the grentest abuses of the war was these inter-
national concerns in New York serving their own ulterior ends by using money
of individuals to give enormous donations to the Red Crose and other insti-
ng,
-t uggnutor McCumser, If the individual wants to use his own money for that
purpose, that is all right. I do not believe in having the corporations use the
stockholders’ money for gifts.
Dr. ApaMs, That Is a proposition that hus required a great deal of our

th(i‘;ﬁlt}(t;rmal dlscitsslon followed, at the conclusion of which the following
ensued:)

pr. ApaMs. In order that there may be no misapprehension in connection
with personal service corporations, I hope you gentlenien do not think tl:at the
high-price chargers are incorgoruted. They are not incorporated. Fop in-
stance, the doctors and the certified public accountants to whom reference
has been made are not incorporated. Iu other words, it i1s 1 blow in the face
to the wan who wants to charge high prices to incorporate, whether he is a
doctor or an accountunt, No one who wants to charge high prices incorporates,
I know of but one case where a certified public accountant {s incorporated,
The high fee of the accountant is like the high fee of the luwyer; it is charged
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because of his personal views and reputation, It is a fact that the prosperous
accountants do not incorporate,

We now conle to estates and trusts,

The changes on page 55 are merely nowinal; that Is to say, according te
line 71, that in dealing with deductions, it is stated * there shall also he allowed
as it deduction, without limitat'on, any part of the gross income, which, pur-
sunnt to the terms of the will or deed erenting the trust, is during the taxable
year paid or permanently set aside,” That is the existing law, gentlemen. 1
do not know whether you know this or not, but in the case of an estate or
trust the entire amount may he set aside for charity. 8o, similarly, the matter
which is stricken out, lines 13 to 24, is steicken out becunse thut applies to
everyhody at this time., These changes were made in conferetice last year,
They could he made only with relation to estates and trusts, This year they
have heen placed over in the general provision, so it wus unnecessary to men.
tion them in connecton with extates or trusts,

1 am not referr.ng to deductions for gifts—ihat was in the old Inw—hut the
deductions for full amounts without Mmitation,

Senator 8MooT, That is, you want us to strike out linex 135 to 247

Dr, Apams, So that it will read * There shall also he allowed as a deduction,
without Hm tation, any part of the groxg income which, pursuant to the tering
of the will or deed creating the trust, is during the taxable year paid or per-
manently set aside for the purposex and in the manner specifled in paragraph
(11) of suhdivision (a) of section 214,

Senator WaTsoN. What is that? o

Dr. ApaMs, Thatt is fhe gift provision. We had some special references to
estates and trusts. That has heen made general,

Continning, it reads: '

“And in cases in which there s any incone of the class deseribed in para-
geaph (4) of subdivig‘on (a) of thix cection, the tlduciary shall incelude in the
return a statement of the Income of the estate or trust, which, pursuant to
the instrument or order governing the distribution, is distributable to each
heneficiary. wheher or not distributed hetore the close of the taxable year for
which the return is made,” ' :

The class of cuses described in paragraph (4), subdivision (a). Is income
which is to be distributed to the heneficiaries perfodically. whother or not at
regular intervals and the income collected by a guardian of an infant to be
held or distributed us the court may divect,

In this class of cases practically alone the income is taxed to the beneficiary.
Otherwise the income I8 taxed to the estate or trust,

Gentlemen, this subject of taxation of heneficindies. ontates. and trusts js
exceedingly complex, The changes in the law have heen muude merely in order
to mtke the present practice more precise. There is no change in the present
regulations or practice, T shall be very glad to read this muatter if it is desired.
It ix very technical in nature.

Senator CurTis. You say there are no changes?

Dr, Apays. No materinl changes, except to stite precisely what we are doing.

Senator La Forrerre. There is no use reading it unless gome change ought to
be made. Have you any suzgestion to make?

Dr. ApaMms, As to whether we shall read it?

Senator LA FouLETTE. No; as to whether a change should he made in the
existing law,

Dr. ApaMms, T anr going to bring in, when we take up the question of amend-
ments, the question of the change of principle underlying thix. The principle
{8 thix: In caxe of an estate or trust the income is taxed to the estate or trust,
except in thoxe cases specified n moment ago. Those ¢nses are these: Where the
trust itself says the income is to be distributed periodically we fax it to the
beneficiary. Then there is another ease. In the ense of a guardian of an
infant, where the court directs it to be distributed we tax that to the infant
or ward and not to the trust. In other cases, as a general rule, the tax ix upon
the income which maitkes the higher tax.

Now, you askeid me whether a change ought to he made, Tt is worth disenssing
whether we should change the fundamental principle and say that whenever
Income is distributed hy estate or trust it shall he taxed to the beneficinry,
When you conte to the question of amendments T shall bring that up,

Senator WarsoN. Whether distributed or not?

Dr, Apams. No. The point is this. Where a trust is erented which leaves it to
the diseretion of the trustee as to whether the income should he distribnted, The
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trustee may distribute it. [ think it would be at wise provision if & trustee were
compelled to advise the depurtment that he ks about to distribute the income,

The CHARMAN, Anything I8 desirable, I think, thiut will simplify the bill and
do away with such fearful eomplications. Would there he a serious difference
in the revenuen one way or the other if we were to put this bill in simpler form,
AR YOu SugEest ?

. Apays. The change that T recommend would slightly mllu'e the revenue,

The CHAtRMAN, Would it reduce it materialiy?

Dr. Apams. No; I think not.

The CHAairMAN, [ wonld heartily favor reducing the revenue if we give the
law simpler form.

Dr. Apays, Very well. When you take up that gquestion I shall bring in the
amemiment, It is a difficult question.

Senator Mismsoxs, Wouldn't it be helpful to this committee St Dr. Adming
were to tiuke cases ke this where there are changes in the administration of
the law and, write hrietly what the changes are anid what the purposes of the
chuanges are, so that we could get at his explanations easily ?

The CHatrsaN, T understond that Dr. Adams I8 going to furnish a memo-
rundam along that line,

Dr. Apans. T shall be glad to do that when you come to report the bill to the
Nenute,

. The CHamrMAN. Yes: that is what I had in mind,

Dr. Avanms. If you xhould tnke up every point of this kind you would have a
whole volume.

Senator SivuMoNs. I do not meun every point, bhut where a whole seetfon is
changed T think it would he well.

The CHAIRMAN. That matter was discussed on yesterday, Senator Simmons,
I may say to you that a grent deal of that will be in the report, It will also he
in the form of a memorsnditn accessible to members of the committee for use
on the floor of the Senute,

Dr. Apams, [ shall be very glald to o into it now in as much detall ax yon
desire, .

The Cuamman, 1 shall be very glad if you would seratch it all out and make
it hriefer and lot the Government lose a little money.

Dr, Apams, T doubt if a shorter compass would make for simplitication. We
had better state exnctly what we want done in ench one of these casex, You
have & whole mass of cases—the question of guardianship, the question of
trusts, the question of husiness trusts, and some of the private trusts with which
you gentlemen are undoubtedly familiar,

In that connection, there is & new trust springing up at the present time, 1
do not know whether you recognize to what extent this particulnr truast form
is succeeding the husiness corporation,

In Massachusetts, for fustance, they organized thisx form of trust in order
to avolld the payment of taxes, The Massachusetts trust hias heen developed
in thix country extensively by a method in which you gentlemen may be inter-
osted.,

Kuppose, ax an example, you gentlemen had a piece of\property—timher
land—and that instead of forming a corporation ax we know them, you should
get together and write up & trust agreement stipulnting the form of manage.
ment, ote,. and tarn it over to the trustees, who would manage it in accordunce
with the’terms of the instrument weitten up. It ix very common to evidence
all that by divisible shares which look exactly like sharex of stock, Those can
be traded in and sold freely, Nevertheless, under certstin conditions, that is
not a corporation. What you have is, so far ax [ ean see, practically every
advantage of the corporation except Hindted linbility.

The Cuarrsax, That ageney could he usel to evinde the inhervitance tax too,
could it not?

D, Apams, It can be used to evade n grent many things,

Senator NiymMoNs, Whoe contracts for such a business enterprise that is so
mmnnged, aned whoe is sued?

Dbr. Apanms, The trust ix sued,  The courts have held that o long as the mem-
bers or heneficinries arve cestue que trasts aud do not retain the vight to change
trustees at will, that that coneern is not a corporation undoer the Inw, If they
have an instrument evidencing visible shaves in the property, if they create g
private ngreemoent, or even o further than that, it ix a teust; but in the event
the certiticates or shaves enrry the right to control the action of the trustees,
then the conrt holdg it ax fiction: holids that it is in substance an associntion,
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and acts accordingly. But if they refrain from that, they can do everything a
corporation can do, and still remain a mere trust.

Senator WartsoN, There is the Individual liability.

Dr. Apass, But in 9 cases out of 10, Senutor, that s inunaterial.

Senator WarsH, Where ix the resiidence of the trust? Don't they resort to
going into States where the law is most favorable?

Dr. Apayg, This Iden originated in your State.

Senutor WarsH. I Kuow. It hax for (ts purpose the evaxion of Stute taxes.

Dr. Anana, Yes: largely.

Senator Wars, Don't they have to choose their residence?

Dr. Apams, No,

Nenator WaLs, A great deal of that Is done In Rhode Island.

D, Apads, Yex, They go dowa and do It in the Rhode Island courts,

Nenator SimMons, That bejug the chavacter and nature of thix arrangement,
ought we not, In denling with them, apply those xame rules that apply to cor-
porations uas to exemptions, ete,? While they are technleally not corpora-
tlons, a8 a natter of fact they aperate as corporations,

Senator McLEAN, As pavthers, ,

Dr. Apays, If you should keep the excess-profits tux, I have hrought in and
have alrendy framed an amendment to trent certaln of thexe trusts as cor-
porations,  If yop do not have the excess profits tax, they are going to lose
by the trust form, They will pay heavier taxex than as individusls,

Senuntor Syoor. They witl incorporate. very quickly then.,

Dir, Avays. Oh, yes; they will incorporate very quickly then, .

I meant by that there is no use going to the trouble of forcing them into
corporate form and the trouble of framing a detinition, which is a difficult
matter, unless we change the excess-profits tax law, .

Senator SM007. Let us go on with this, .

Dr, Apays. Do you want to start on page 58—profits of corporations tuxable
to stockholders?

The CHAIRMAN, Very well, . .

Dr. ApaMs. Gentlemen, this is an old <ection which was put in the law for
the purpeose of penalizing corporations which were organized for the: putrpose
of preventing the imposition of the surtax. The present method of penalizing
them s, T think, upconstitutionnl, and the method has heen changed in this
section, T will read it:

“ 8k, 220, That if any corporation, however created or orfanized, is formed
or availed of for the purpose of preventing the hmposition of the surtax upon its
stockholders or members through the medium of permitting its galns and profits
to accumulate instend of heing divided or distributed "—What I am talking
abont now was the old methal of dealing with them. That is the part that
is stricken out—* such corporation shall not be subject to the tax imposed hy
section 230, bt the stockholders or members thereof shall he subject to taxa-
tion under thig title in the same manner as provided in subdivision (e) of
section 218 in the case of stockholiders of a personal-service eorporation, ex-
copt that the tax fmposed by Title 111 shall he deducted from the net income
of the corporation before the computation of the proportionnte share of each
stoekholder or membor "—Because | feared the methd of personal-service cor-
poration taxatton, it was suggested that the following method should he ap-
plied—* there shall he levied, collected, and paid for each tuxable year upon
the net fncome of such corporation a tax equal to 23 per cent of the amount
thereof, which shall be in addition to the tax imposed by section 230 of this
title, and xhall he computed, collectedt, and paid at the same time and in the
same manner and subject to the same provistons of law, including penalties,
a8 that tax: Prorvided, That if all the stockholders or members of such cor-
poration agree thereto, the commissioner may, in liew of all jncome, war
profits, aml excess-profits tunxes imposed upon the corporation for the taxable
vear, tax the xtockholders or members of such corporation upon their dis-
tributive sharex in the net income of the corporation for the taxable year
tn the same manner as provided in subdivision (a) of section 218 in the
case of members of the partnership. The fact that any corporation is a mere
holding company, or that the gains and profits are permitted to accumulate
beyond the renxonable needs of the bhusiness, shall he prima facle evidence
of n purpose to escape the surtax: but the fact that the gains and profits are
in any case permitted to accumulate and hecome surplus shall not he construed
as evidence of o purpose to eseape the tax in such case unless the commis.
sioner certifies that, in his opinion, such accumulation i3 unreasonable for the

- —
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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 numes and addresses of the individuals or shareholders who
would he entitled to the same if divided or distributed, and. of the amounts
that would be payable to each.”

What this proposcd ¢hange provides is this:

It deals with a set of corporntions which have heen formed primartly for
the purpose of evading the surtax., It is provided that where that is shown
an additional penalty—a tax of 25 per cent—shall he lafd upon the corporation,
in the first instunce, and thot the corporation shall he exempted provided all
the stockholders of the corporation agree to pay taxes as members of the
partnership.

The CHAIRMAN. How do they operate in onder to avold the surtax?

Dr. Avays, They formn a corporation and do not distribute the income,
That I8, in my opinfon, not an important defect. It has been in the law for a
long while and a great desd of attention has heen given to it, T do not recall
but one ense where it has heeni appted. Tt is a good deal of a bugauhoe, and 1
do not think it is worth any considerable trouble.

Senator SMoot. It is made plainer, at any rate,

Dr. Avams, T think that what isx proposed {g a saner method of getting at
the situation. 1 think the other method would be declnved tmmnstimticmal
almost certainly if it went into court.

Senator SUTHERLAND, You say 1t has never heen used?

Dr. ApaMs. F know of hut a singlc ense in which it has heen applied.

Senator La Fouvxtre. It 18 only appHed if the commissioner makes a finding,

De. Apans. Yes, The commissioner never made a finding,

Senator La Forrerre, That is my point,

Senator SimMoNS, [ think a corporation ought to he able to use its undis-
tributed profits, It certainly is an incentive to expansion, T grant that it
has been very much abused, in this country. and s 1 see it the only effective
remedy you enn apply against that s placing an arbitrary figure for the
amount that may be retiined,

The CHAIRMAN, We discussed that and it was discovered thnt enech business
differs so widely from the others that it was practically hnpossible to fix upon
any amount,

Senator Symoor, § think we ought to pass a law making it necessary for
every concern to keep at least g small part of irs profits,  Surely something
ougght to go to surplus, It ix the only safety valve they have,

The CHatrMAN, They ought to be compellied to hiave o surplus,

(Informal discussion followedd, at the concusion of which the following en-
sued:)

Senitor SCTHERLAND, Why put in there the words “ war profits * now. at a
time of general peace?

Dr. Apams, Becnuse the officinl name is ** excess amd war profits tax.” RBoth
words are in.

Senator SmMoor. In the Inw of 1918,

Senutor SUTHERLAND, I do not se¢ why there shoulil he the wordg *“war
protits.”

Dr. Apams. That is the name of the tax lnw. It Is “excess and war profits
tax.” That is the officinl e of that tax. It is what we commonldy know as
the excess-profits tax.,

Senntor SUTHERLAND, It secems to me it ought to be changed in sone way to
fit the case,

Dr. ApaMs. If we amenad the name of the tax law we will make a correspond-
ing amendment here.

Senator SimmoNs, I do not see that there is any objection to that change,
1 think It strengthens that provision,

Dr. Apams. The next is page 60. This relates to the payment of tax at
source, The changes are unimportant.

The first change occurs beginning with line 7. Inasmuch as under section
217 we have proposed the changes relating to the net income of nonrestdent alien
individuals and foretgn traders it hecamne necessary to provide a tax here that
shouldd not he withheld at the source. This is the methad of ecollecting tax in
the case of a nonresident alien. We say that it shall not be withheld or col-
lected in advance in lines 15 to 17, The law has been imperfect in the past as
to whether we should hold taxable income pald to nomresident partnerships.
Tt Is thought desirable to provide that the partnerships shoulit also be taxahble,
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Lines 16, 17, and 18 are simply dependent upon the change in determining the
tax which we discussed this morning.

In lines 16 and 17, page 61, we have inserted the words * or a corporation”
to show that if taxable income is paid to a nonresident forelgn corporation it
should be withheld at the source as it would be in the case of an individual or
partnership. That also is a defect in the present law.

There is a simple change which is purely verbal in line 8, page 62, in refer-
ence to section 217. That has been changed somewhat with reference to the
precise i1~mbje¢ut which is involved. All those changes are trivial and go with-
out saying. .

Now conmes page 63, credit for taxes. The credits in this subdivision are
credits ngainst tax—dollar for dollar agninst tax. The others were deductions
or exemptions from net income, These, us I have said, are dollar for dollar
against tax.

“Sie, 222, (a) That the tax computed under Part IT of this title shall he
credited with:

“(1) In the case of a citizen of the United States, the amount of any in-
come, war profits, and excess profits tuxes paid during the taxable year to any
foreign country upon incomnie derived from sources therein or to any possession
of the United States.”

This credit has been rather substantially changed by law. It has heen re-
stricted and at this poiut it is enlarged. In order that we may fmpose a tax we
must determine whether the income I8 earned in one foreign country or an-
other foreign country. We can come hack to that a littie later after seeing
the entire thing,

“(2) In the case of a resident of the United States, the amount of any such
taxes paid during the taxable year to any possession of the United States: and

“(8) In the cuse of an alien resident of the United States, the amount of
any such taxes palld durving the taxable year to any foreign comntry, if the for-
elgn country of which such ulien resident is a citizen or subject, in imposing
such taxes, allows a simflar credit to citizens of the United States residing in
such country.”

The point fx th's: In this country we tax residents on all sources, We treat
the resident ux if he were g citizen, Suppose he is ¢itizen of England, but that
he 18 deriving income from other countries. We give hitm eredit for taxes pald
to England, atthough we are taxing his income here, Now, he is hard hit, be.
cause he 19 likely to be taxed in his own country a8 o ¢itizen of that country,
That has been changed <o as not to contine it to the ane eountry, but to permit
him to take eredit for taxes fn any foreign country, provided his home State or
country authorizes the same privileges, The reciproes) provision has not heen
stricken out,

Subdivision {4) Is not changed materinlly. It merely extends eredits to the
members of the partnership or heneficinry of an estate or trust,

" On page 64 there iz a substimtive and most ITmportant chapge as to eredits:

“(5) The ahove credits shall not be allowed in the case of a foreign trader;
ahd in no other case shatl the amount of credit taken under this subdivision
exceed the snme proportion of the tax which the taxpayer’s net income (com-
mted without deduceting for any fnecome, war profits, and excess-profite taxes
impoxed by any foreign conntry or possession of the United States) from sources
withont the United Stuates hears to his entive net income (computed without
sueh deduction) for the siume tnxable year”

The situntion there ix about this: We now give to a citizen or resident of this
country an exemption praetically for any foreizn fncome or protit taxex for
which he pays. We subject his entire income from all sources to o tax, Then,
after that tax ix computed. we show what English taxes have heen pald, ete,
and then subtract that from the American tax. That is subject to this one
rather grave ahuse: If the forelgn taxes arve higher than our rate of taxes,
thut credit may wipe out taxes which fairly helong to this country. For
fnstance, suppose an individual is enrning half of his income here and half of his
Ineome in England,  Suppose he has an income of $20,000 here and $20,000 in
England, At 10 per cent he would pay on $40,000 in the first instunee, Our share
would he 10 per cent, or $2000, We would compute $4,000 in the first instance
and permit him to deduet the English tax, Suppose, however, the English tax
rate is twice ns much as our vate, then the English tax on half of the income
woruld wipe out our tax. The proposed amendment is thut we shall first com-
pute taxes on the entire income and then allow a credit, but that eredit shall
not he permitted to wipe ount a tax properly attributable to the income derived
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feom this country. It shall not exeeed the same proportlon of the tax that his
income from sources abroad bears to the entire Income, ’

While I do not want to state thnt anyhady has sought to abuse it, we know
of instunces where big corporations whose income wus derlved largely fromn
this country have had their tax wiped out, so far as this country Is con.
cerned, because the English tax rates are three times as high us ours, Our
rate is 10 per cent; thelr rate is 30 per cent, .

Senuntor B1MMoNs, You made that cuse out so strongly that I do not think
it I8 necesmary to go into it further.
thml.' AvaMms, There is nobody rendy to object to it. It hus been a hig hole in

e law,

There is now no chunge in this subdivigion (h), and subdlvision (c¢), on pnge
65, is not changed in any materinl sense. It simply generallzes, We had a
right to eall for the information, anyhow.

The changes In sululivision (¢) are lmmaterial.

In subdivision (1) this provigion has heen Inxevted : :

“If the taxpuyer makes a return for a fixenl year beginning in 1920 and
ending in 1921, the credit for the entire fiscnl year shall, notwithstading any
provisfon of this act, be determined under the provisions of this section, aml
the commissioner Ix authorized to disallow, in whole or part, any such credit
which he fisuls has alrendy been tnken by the tuxpayer.”

We are changing the lnw relating to this credit. Ordinarily, when the law
is changed and the taxpayer has a fixeal year, we fivst compute the tax on a
12-month hasig, under the euriier rate, and then pro rate the months in that
earlier calendar year. Then we turh around and compute under the new law
for 12 months, und having dene that pro rate for the months in the second
calendar year, I am now referring to the corporations with a fiscal yenr run.
ning over and where the rates and provigions of law change. That is a good
rule. But we had to make an exception here becnuse this credit is so compli:
cated and the changes are 80 subtle that we felt in this case it was necessary
we should depart from that prorating proposition. While this is all right in
the caxe of corporations it is hardly possible in the case of the individual, The
individual may get credtit for some item twice. In order that you may wnder-
stand that point hetter T shall go into it g little further.

In the original act of 1918 this credit was made strictly on a eash hasis,
although the corporations reported generally on an acerual basis,  Now, then,
having heen safeguarded, ns this credit Is, it seemed advisable to permit it to
be based on an sccrual basis.  We have changed the theoretical position that a
taxpayer might claim credit for xome foreign tax pald twice, To provent that
the commissioner has heen authorlzed to disnllow it if it is plain that that is
belng done,

We now come fo individual returns, section 223, That section has been
modified. beginning yeith tine 22. In order to make absolutely certain what
has not heen wholly cartain—that a man and wife wight tunke a Jolut return,
whatever the size of their income, or might make sepnrate returns—this change
has heen mude. It has heen uncertain, We have permitted it, but it is o
certain, It is provided here that “a husband and wife lving together may
make a single joint return, in which case the tax shall be ‘computed on the
combined income.”  They do not lmve to do it, it s not compulsory.

There are no changes made in the law on pages 66 and 67, except the one
Just referred to,

The CHAmMAN, Take up 68,

. Dr. ADAMS. That denls with the cusex where the taxpayer changes the ac-
counting perlod: where he wants to change from the tixenl to the calendur
vear, or vice versa. No change has been nmnde in that except in lines 19 to 24,
where it is provided that. .

“In the case of a return for a period of less than one vear the net. income
shall e placed on an annual basis by multiplying the amoennt thereof by 12 and
dividing by the nnmber of months incladed in sueh period, nnd the surtax shatl
he xuch part of a surtax computed on sueh anmnd bhasis as the nmmber of
months i such pertod is of 12 months.” :

Tu order to compute this on a proper basis it isx provided that If a man
mnkes a retirn for o part of a yenr or less than a year it shall be done in t!lis
manner, Ax an thustration, suppose he mnkes o return for 4 numﬂ'ns. You
mwultiply that by 3. That would then be on a 12 months basis, You com-
pute the taxes on a 12 months' basis and then take the one-third,

Senator Warsit, Just what Is the reason for that*
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D Avans, They have tried on o number of ocensions to ek the fiseal
year in two, If you have a $100,000 income, you pay a tax of approximmtely
30 per cent. If you divide it into two parts, the tax would ran up to ahout
20 per cent. Mr. McCoy can tell you exactly what it would be, .

As to the time for tiling returns, there has been no change mnde in that.
0N page 70 you come to corporation taw. The change is substantive and
denls with changex in rates, lines 15 aml 16, o

The present law enrries a rate of 10 por cont, ‘the House proposes to keep
that 10 per cent rate for the yeurs 1920 ana 1921, but after the year 1921 to
make it 12,56 per cent, That is a substantive change, It is very simple, We
do not have to stop there, )

Page T1: These are the exemptions of corporations—corporntions that are
exeiupt. . The present law gave exemption to fraternnl heneficiary socleties,
orders, or associations, hat qualitied it with two qualiieations, -

) fraterunl heneficiary societiex, ovders, or associntions (n) operating
under the lodge system or for the exclusive henefit of the members or hene-
ficlariex of menthers of a fraternity itself operating under the lnlge system:
aml (b) providing for the pnyment of life, sick, aceident, or other henetits to the
members of such socjety, order. or associntion or their depeidents,”

In other words, to get this exemption fraternal heneficiary societies had,
first, to operate under the lodge system; and, secondly, to provide for MNfe,
sicR, accldent, or other benefits to the mombers of siuch socletiex or their de-
pendents,  That second qualification has heen stricken out.  Ax u matter of
fact, from what I know T do net think that Congress mennt to put two limita-
tions upon that, 1 think it meant either of these things,

Semator Syoor. What would be the vexult of this if you had a featernal hene-
ficinry society or order or associntion opsrating under the law if ‘it were not
the peneral purpose to pay tife, sick, or other benetits, Under thix law’ they
ecould operite for any purpose, .

I, Apass, If 1t is heneticinl or featernnd,

Nenator Ssmoor. Yes,

Dr. Apams, Ax proposed under thix lodge system. it wonld be exempt,

Nenator Sq00T. That is what 1 say.

Pr, Apays, It in a substantive change.  This would exenqpt any fraternsl
opganization operating under the lodge system or for the exclusive henefit of
members and beneticiaviex of members of a fraternity itself operating utider
the ladge system,

Nenator SUTHERLAND. Under the lodge system or for the exclusive henefit of
members, .

e, Apasts, Yes; you conld have eithey one.

Nenator SUTHERLAND, It might operate under the lodie system,

Senntor Syoor, If It is for the benetit of members, they enn do any kind of
- business they want to, 1 do not think that ix vight. Phat is not what the
todge frateralties or organizutions are created for.

The CHxmxan, Wit Senator 8Smoot objects to is the present haw,

Senator SMoor, No,  They say here practienlly that the only thing that the
fratermil xocioty or heneticiary society has to do is to have fo operate under
the lodge system for the henefit of its memhoers,

The CHMRMAN, *Op”

Senator Syoor, It does not say “or,” I you put in * and *——

The CHAteMAN, That is the present law,

Semntor Syoor. But under the present lnw they lnve got to have this pro-
vision tor sick, life, acceidont, and other henetits,

Senutor RINMoNS. I it s operating ander the lodge system, it does not get
the benefits unless §t pays the sick and lite benetits,

Senator Smoor, That is the meat of it,

The CranrMan, Why did you streike that out, Dr. Adams?

Dr, Anavms, That was done by the House commiiteee on the ground that the
fraternnl organization is the one that yon do not want to tax.

NSenator LA FoLLerre. 1t is not a money-mnking insticution,

br. Apans, Nod it §s not o money-nmking institution. The typleal institu-
tion of this kind is the Modern Woolmen of the World, and <o on,

Seuntor SUTHERLAND. They all pay henetits,

Dr, Apavms, Yes: as n general rule. :

Senator Smoor. But there is not any here. They coulid 2o to work and or-
ganize these socleties under this provision and cadl it a soclety undder the lodge

-
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system for the exclusive use and benefit of the members, and that is all *they
would have to do.

Dr. ApaMs. If it went out to make money we “ould say it was not a tratema,\
organization, of course.

Senator WarLsH., What cluss of soclety could that bring out?

Dr. Apams. That would bring out a so-called fraternal organlzatlon which is
operating for profit.

The CHAIRMAN. Such as what?

Dr. Apams. 1 do not recall any at the moment.

Senator Curtin. A legitimate organization of that kind ousht to be exempt

Dr. AvayMs. We have not taxed them, but we have had the hardest kind of
task to prove that they were educational institutions. Primarily that was done
to let in the bona fide Masonic organizations and Odd Fellows, and so on.

Senator LA FoLrerTe. The House committee were all for it.

The CHAmRMAN, What becomes of a lahor orgunization that possibly spends
$10,000,000 supporting men out of employment during a strike?

Dr. Apaus. They are taken care of now under another heading. They are
taken care of speclﬂcnlly.

The CuamrMAN, That is right., I had forgotten that.

Dr. Apams. The Maronic organtzation g deserving,

Senator Curris. They pay sick henefits?

Dr. ApAus. It 18 purely voluntary if they do it.

Senator LA Fovuerre. I think you are mistaken, Senator.

Dr. Apama. Thera 18 no obligation to do so.

Senator WaLsH. Some lodges may.

Senator Syoor. They do, it I do not know that they have to do it.

Dr. Apams, Lines 17 and 18:

“Domestic bullding and loan associntions operate«l exclusively for the
purpose of making loans to members, and cooperative hanks without capital
stock organized and operated for mutual purposes anil without profit.”

In one or two States organizations which are abrolutely nothing but private
investment companies are running under the gulse of bullding and loan
assoclations.

Senator SMoor. We have one or two In onr State. It is wrong to exempt
them. They are nothing but banking fustitutions, 1 think this amendment is

a splendid amendmenb

Senator Warsn. We call them cooperative hanks, M

Dr. ApaMs. There I8 no change in reference to cooperntive hanks. That is
in lines 19 and 20, There has heen a real abure, gentlemen. in two or three
States, They are pure investmient companies, and that is all they are,

Senator LA FourerTe. And that I8 tuken care of?

Dr. ApAaMs. That 18 taken care of. As n matter of fuct, the House made
this stronger. The suggestion of the deparvtment was that the words * operated
primarily for the purpose of making lonns to menhers " he used, hut the Houge
changed that to “ exclustvely,”

In lines 28 and 24 there {8 inserted “and any community c{mxt, fand, or
foundntion,” You gentlemen are familinr with that?

Senator Siatoor. Yea, ,

Dr. Avads. That {s inserted, and also the word “literary ” in line 25,

Senator Syoor. Do you think that eught to go in there?

Dr. Abpams. Yes. You will notice, Senntor, in lines 2 and 3, page 72, the
wordr “ no part of the et earnings of which inures to the henefit of any private
stockholder or individual,” It hag got to he v public trust, in other words,

Senator SvUrHERLAND, You include the Rockefeller Foundation?

Dr. AvaMs, Yes, sir; they are exempt under the old law,

“ No part of the net enrnings of which inures to the henefit of any private
stockholder o¢ tndividual.” .

That is a very broad qualification,

In line 205, puge 72, there is a verv proper extension, 1 think, of the provision
relating to cooperative assoclations, In the pnst we have exempted cooperative
associations. It reads:

“Farmers . fruit growers’, or like associntions, organized and operated as

sales agents for the purpose of marketing the prmlucts of members and turning
back to them the proceeds of sales less the necessary selling expenses on the
basis of the quantity of produce furnished by themn, or organized and operated
as purchnsing agents for the purpose of purchasing supplies and equipment
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for the use of members and turning over such supplies and equipment to such
members at actual cost plug necessary purchasing expenses,”

" In other words, these cooperative assoclations are pretty mnearly as fre-
quently nowadays organized for cooperative purchasing us for cooperative
selling, @nd that is why that has been added.

Senator 8Mmoor. * Necessary distributing expenses” would be better than
“ purchasing expens ' It would not cost anything to purchuse, The cost
comes In the distribution.,

Dr. Avaus. That is a good point, Senntor—* plus necessary expenses,” 1 do
not kuow that you want  purchasing” or “ distribut.on * expenses, either one.

Senator 8x001. The cost is In the distribution. :

Senator LA Forrerrs. If you leave in * purchasing,” then I think you should
put in *distributing.” .

Dr. Apaxs. Why not say * plus necessary expenses "? It xeems to me that the
qualifying word makes trouble. 4

Senator Syoor. This one does, because it does not cost anything to purchase;
it i1s the distribut'on of it.

Dr. Avams, It s perfectly certnin that the general expenses will be used.
They may have to have some insurunce.

Senator Sntmons. I think you ought to strike out the word “ purchas'ng.”

Dr. Apams, Lines 17 to 20: You will notice in Line 20, on pnge 73, the words
“ personal service corporations.” They ure now exempt from taxstion, the tax
being upon the nienmibern,  T¢ that is changed, we want to rescind that exemption,

Coming to the defin.tion of gross income, oh page T4, that !s another one of
those' changes having to do with a forelgn corporation and a forelgn trade
corporntion, It is provided in lines 16 to 25:

“In the case of a foreign corporation or a foreizn trade corporation, gross
income menns only gross income from sources within the United Stites, as de-
termined under the provisions of section 217.”

That all turns on the long provision reluting to the taxation of nonresident
al'ens which we discussed this morning,

We conme, now, gentiemen, to the deductions allowed corporations. We have
already heen over that matter of deductions allowed individuals. The changes
that osre coming here are practically identical with the chunges that we hive
already been over, except in a few places, and those places have not heen
changed. ‘'There i no use in going over it uga‘'n. We have had those changes,

In lines 135 and 16, page 75, the chunge is in the identicnl words with respect
to individuals.

Senator WarLsH. Why do you not put in heading, reading “ deductions allowed
to corporations "? ' 4 .

-Dr. Apams. That might he well. Your point is a good one, Senator,

Senator SUTHERLAND, Why should exemptions be nllowed in these cases?

Dr. Apams, Lines 15, 16, and so on?

Senator SUTHERLAND. Yes,

Dr. Apars, The only change we are making there is in lines 15, 16, und 17,
This has to do with interest. putd by the taxpayer on money borrowed for the
purpose of buying tax-free securitica. Th.s provision provides that you shall
not muke a deduction for interest which you pay on lidehtedness borrowed or
carried to buy tux-free securities, That has heen the old law. There was one
exception to that. We made an exception of Federal tux frees, The Trensury

Department gays: “ Wipe out the specinl exemption. We do not want any -

deduct'on allowed if you borrow nroney to purchase and carry Federal tax.
faee bguls." That is what I8 done by striking out the parentheses in lines
15 to 17.

Senator SUTHERLAND. On page 767

Dr. ApAMs, No; page 75, I beg your pardon, sir,

Senator Curtis, If they are the identical amendments which we have dis-
cussed, what is the use of discussing them again?

The 3mmun. Of course, I want to revert to the gifts to charity at the
proper time,

Dr. AoaMs. We will come to that, Senator. The change in paragraph 2 is
identical with the similar change made in the case of the individual.

The change made in paragraph 8 is identical, except one point. Down at
lines 28, 24, and 25 there iz a change which has no reference to individuals,
There ix a proviso as follows:

“Provided, That in the case of obligors specified in subdivision (b) of sec-
tion 221 no deduction for the payment of the tax imposed by this title or any
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other tax paid pursuant to the contract or provision referred to in that sub-
divigion shall be allowed.” : .

There Ix added to that * nor sxhall sueh tax be included in the gross income of
the obligee,”- . .

The situntion Is this: In the cane of tux-free covenunt honds in which the
debtor corporation wndertukes to pny the tax imposed you have & provision of
law that the debtor corporation shall pay a 2 per cent tax. It pays that for
and on hehalf of the owner of the hond, The present lnw provides that where
the dehtor corporation under those circtmstances pays 2 per cent for or -on
hehalf of the owner of the bond that he, having paid it for somehody else,
shull take no deduction for it at all. That is the old law. But there has heen
o very nasty little question involved ar to whether after all that tax which he
payR for the hondholder wus not rea) income and ought not to be included in
:‘he‘lnmmo of the creditor or hondholder, the ohligee, and the regulattons so
old,

In order to take care of that provision, which is highly lrritating and not
responsible for any revenue, urually “ honoredt more in the hreach than fn the
observance,” it is specifically provided here: “ Nor shall sueh tax be included
in the gross income of the obligee." .
"'I‘I;ls in u point which concerns only corporptions. It does pnot affect in-
dividuals,

There 18 no change in the next one. Paragraph (4) ir identical in the case
of the Individunl, So also ix puragenph GO, Hnes 15 to 19, So also is the
change in lines 20 to 24, .

- On page T8 the dividend exemption 8 a thing which we discussed, In the
cnse of the Individual it s identical.

The changes in lHnes 22 and 28 are fdenticnl with the similar amendment in
the case of an individual, ,

There I no change on page 79,

On page 80 paragraph (10) s stricken through, because that paragraph js
aholished to take effect January 1, 1922,

That s for this renson: At the present time Inkurance companies are subject
to the tncome tax, the ordinary income tax: and this subdivision (10), lines 4
to 11, page 80, refers to that, A new method of taxing ingurance companies has
heen adopted by the House, n completely new method, the detafls of which are
given Inter on. Rectuxe the new method hag heen adopted to thke effect Junu-
ary 1, 1022, this old provision of the law was stricken out so far as it relates
to nsurance compuniesr, The change s not made effective until January 1,
1”22- . . s

The sume thing applies to linex 12 to 28 on page 80 These are specinl pro-
vistons relating to insurance companies, which are changed hecnuse they are all
gathered up into a general niethod later on tn this bill.

The same Ix true of Hiner 24 und 25: and it is true of everything down to line
18, page 81. There is no further chunge on that page.

On page 82, Senutor Uenroze, you come to contributions by corporations,
This is new: and T will rend it. Thir givex a deduction for—

“ Contributions or gifts made within the taxable year to or fop the use of (A)
the United States, any State, Territory, or any political subdivision thereof,
or the Diatriet of Columbia, for exclusively public purpoxes; (B) any corporn.
tion or community chest, fund, or foundation, organized and operated exclusively
for religiows, charitable, seientific. literary, or educational purposes, or for the
prevention of cruelty to children or animals, no part of the net earnings of
which inures to the benefit of any private stockholder or individual; or () the
spectal fund for voentional relabilitation authorized by section 7 of the voca-
tional rehabilitation act : to an amount which in all of the ahove c¢nses combined
does not exceed 5 per cent. of the taxpayer’s net inconme as computed without
‘the henefit of thia paragraph. In ¢nse of a foreign corporation or foreign trade
corporation this deduction shall be allowed only as to contributions or gifts
made to domentic corporations, or to community chests, funds, or foundations,
creited in the United States, or to such vocational rehabilttation fund, Such
contributimin or gifts shall he allowahle ar deductions ‘only if verified under
ls'l;:‘tfs tm;d ’remllatlons prescribed by the commisastoner, with the npprovat of the

retary.” ’ ) o . R N

Senator -SMoor. Have you noticed section 7 of the vorational rehahilitation
act gince the passage of the last lnw? . .
" Dr.ApArs. T have not, Senator, : o
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Senator Satoor, You had hetter do thut, Since the eonsolidation of the Vo-
cational Rehabilitation and the Bureau of War Risk—

Dr. Avasn, T take it that you do not want to stop over thix, You want to
+ tuKe it up later?

Senator Syoor, If you will look it up, 1 will net.

De, Apayas, 1T will do that, Senator.

Senntor Snmoor. If you do not. T want to, beenuxe 1 am Inelined to think
that there was a change in that seetion,

Nenntor CUrtiv, What does line # mean—* taxpayer's net income,” ete,?

Dr. Apaus., That ix the corporation, This is glving 2 deduction to a cor-
porntion for charitable contributions which it makes,

Senator CvrTIs. The taxpayer means the corporation?

Dr. AvaMs, Yes, sir; and the corporation ean take a deduetion up to 3 per
cent of its net fncome,

Senator Curtts, It would be better to gay “ Federal taxpayers,”

Senator McLEAN. Or * the corporntion’s * net income,

Senator 83007, The corporation is the taxpayer,

Senator McLEAN, That ix what it means, of course,

Dr. Avays, Paragraph (18) s identical with the similar deduction alowed
to individuonls, It Is a case of compulsory renlization of profit, where a per
son proceeds immediately to reinvest them in the same kind of property.

On puge 84, in Jinex 19 and 20, there are the words * which determination
shall he final,”

That I8 precizely the same as individunlz, and the committee wants to con-
slder it later on,

On puge 83 you have cradits for foretgn taxes which you remember I dis-
cussed this morning, and Senator Shinmonr snid T had explained In enough
detail, The changes on pages 85, 88, and 87 arve {dentienl, down to puge- S8,
line 11, They are ldentical with the provisions relating to individunls limiting
thoxe foreign credits,

n AR to lines 12 and 18, you have not had the same thing, but.ft s entirvely in
armony— .

“ For the purpoxes of this section a foreign trade corporation shall he trented
as n foreign corporation.” .

That denies to the forelgn trade corporation the henefit of this credit,

In corporation returns there {8 no change,

In the provislon for comsolidated returns, on page 89, there ix an fmpor-
tant change—

“ Sk, 240, (a) That corporations which are affilinted within the meaning
of this gection may "—in other wordg, the consolidated return is made optional
after January 1, 1922—* for any taxable yenr heginning on or after January 1,
1922, mnke separate returns or, under regulations prexcribed by the commis-
sfoner with the approval of the Secretary. make a consolidated return of net
fncome and invested capitnl for the purpoxer of this title, in which e¢ase the
taxen tl.l’emuulor shall he computed and determined upon the basis of such
returns,

There 18 stricken out the proviso, gentlemen, which had reference, T think,
only to * war habies,” Shall T read that proviso which I8 steicken out?

The CHARMAN, What was that, Doctor?

Dr. ApaMa, The privilege of making the consolidanted return was denled to
corporations which were orgunized after Auguse 1, 1914, the notion helng—-

The CrarMAN, Yex, That is all stricken out, s it?

Dr. Apams. T have stricken it out, beenuge I do not think it has any menning
if the excens-profits tax is aholished. If the,excess.profits tax i retained the
convolidated return shouwld be made compulsory, In other words, the con.
solidated return prevents abuse of the excess-profits tax, If the excess-profits
tax 18 abolished the consolidated return either has no effect on the taxes or
benefits the corporation altogether and wholly. and solely. In that instance, ax
some corporations, despite the fact that they may henefit from it, dislike the
trouble and complexity of it, I want it to he made optional, I do not want
it ontional 'if the excess-profits tax is retalned. "It prevents abuse and also
relfeves the taxpuyer, If the excess-profits tax is abolished the conxolidated
retiirn either makes no difference in the revenue of hel?s the taxpnyer. I think
yon may well make it optional, In other ward, let the corpopation elect not
to ' make a consolidated return if it wishes ta, . e o,

T can further explain the regson for that 'if you dexire it. There are a few
cases where the'conxolidated return' 18 very, very tronblesome—an good many
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cases—and although a corporation, if it should have a loss in one of {ts sun.-
sid arles, would stand to gain by the consolidated return, there are a number
of corporations that would prefer.not to make the consolidated return,

On page 90, lines 10, 11, 12, and 13 read :

“ If return is made on either of such bases, all returns thereafter made shall
be upon the same basis unless permission to change the basis is granted by
the commissioner.” . o

The change In lines 22 to 25 relate to the excess-profits tax, and th!s is
stricken out on the assumption that the excess-profits tax will be abolished,
It has no meaning if the excess-profits tax is abol .shed.

On page 91, lines 8 to 23, a provision is stricken out which is the most
highly complicated provision of income taxation that I ever saw, It becomes
entirely unnecessary and meaningless if you make the change in dividends that
we discussed to-day.

As I say, it makes possible the elimination of the most complex provision of
the exist.ng Income taxat.on. It has no meaning at all §f you adopt the change
with respect to dividends that we discussed this morning,

I do not think we want to go through it. It §s the worst thing in income
taxation, It stmply provides for a situation that will not exist if you treat
div:dends as has been suggesed here,

Senator Smoor. That brings us down to the heading, * Time and place for
filing returns.”

Dy, Avams, Yes, sir, That s a rather important matter in subdivision (e)
at the hottom of page 81, |[Rending:]

“(e) For the purposes of this section a foreign-trade corporation shall he
treated ax a foreign corporntion: P'rovided, Thnt in any cuse of two or more
related trodes or businesses (whether unincorporated or incorporated and
whether organized in the United Stutes or not) owned or controlled directly
or tndirectly by the sutie Interests, the commissioner may consolidiate the ac-
counts of such rejuted trades nnd bhusinesses, in any proper case, for the pur-
poxe of making an accurate distribution or apportiomment of gaing, profits,
income, deductions, or capital between or among such related trades or
businesses,”

That is for this purpose, gentlemen: At the present time it is possible—and
I am afraid the device I8 being used increasingly—to incorporate a subsidinry
and throw the profits one way or the other. If that subsidiary is a foreign
corporntion you ean throw the profits to it; in other words, by selling products
(o it at artificially high prices. We have got to have some way of stopping
that. The best way to stop it is to thul out whether it 18 wrong for that sub-
sidiary to consolldate its accounts with the parent corporation. This provi-
sion gives the commissioner power to do that, although not to tax them as a
consolidated concern,

Senator LA FoLLerTe. Simply to test it?

Dr. ApaMs. To axcertain whether the accounts have heen properly carried, it
hecomes very necessary, if you make this dividend change that you spoke of.
You have got to know that they are not milking the subsidinry.

Subdivision (d), page 92:

“ Corporations which are affilinted within the meaning of Yhis section shall

make consolidated returns for any taxable year heginning prior to January 1,
1022, in the snme muanner and subject to the same conditions as provided by
this act ag in force prior to the pussage of the revenue act of 1921.”
. That 18 merely to see that while the excess-profits tax i8 in force for this
yvear the conrolidnted returns shall be required as they sre at the present time
required, and that this optiona! business of the ccusolidated returns shall not
take effect until Junuary 1, 1922,

Senator Syoor. If you will turn back to page 835, paragraph (2) of sectlon
214(A), under the heanding * Deductions allowed,” on lines 14, 15, and 16 you
have stricken out these words: * Other than obligutions of the United States
tssued after Septewher 24, 1917." Wil not that fncrease the rate of interest
on Liberty bpnds: that is, to & person who has purchased Liberty bonds and
‘S:; paying 6t %ver cent to the bank to curry them, und the honds are only drawing
‘43 per cen '

Dr. ApaMs, No; you can do that now, and you can under the present law.

Senator Syoor. But you say you can not do it under this act?

Dr. Apaus, The only thing that is stricken out is the absolutely tax-free obli-
gations of the United States—the 8} per cents and the tax-free Vietories,

Senator s.noo'r. There would be the 43 per cent Victory bonds.
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Dr. ApaMms. Only the tax exempts. The four-and-three-quarters are not tax
exempt. It is only the three-and-three-quarters that are tax exempt. If you
borrow money under existing law to buy those bonds, your interest which you
receive is exempt from taxation, and also you deduct the Interest which you
pay. This law does make that substantive chunge with respect to the interest
which you pay to carry such bonds. Not the other Libertiex, The other Liber-
ties ave theoretically subject to taxation.

Senator Sarcor. Under this provision, with these words out, it ix golng to he
mighty hard on the man who has borrowed money in carrying those bonds,

Dr, Apams. That Is a question of policy. You can horrow all the nioney you
want to buy Liberty bonds if you buy taxable Liberty bonds; but if you borrow
money to buy the two big classes of tax-exempt Liherty honds. then you would
be dented the right to deduct that interest.

Senator Sxoor. People have been paying interest on their money at ¢ per
cent and carrying those bonds right along. The State of Utah purchased more
than they ought to have purchased. They went away above all of the nmounts
asssigned to them for purchase. They went perfectly “nutty” on it. They
went to the banks and borrowed money, and they are carrying them., They
have been paying that difference on those bonds and carrying nearly every
issue, and they are up against the proposition, if this i{s effective, that they can
not even take an exemption for it now. It I8 only another hardship upon them,

Dr. Apars. Is it not true that very few people bought any tax-exempt bonds?

Senator Saoor. They did out our way. The three-and-n-halfs were issued,
and we all bought them,

Dr. ApAaMs., I bought three-and-a-halfs; but, like everybody else whose tax
rate i8 low, I sold them, :

Senator éuoorr. That is the trouble. They did not. They are carnying those
bonds now. :

Dr. Apams. 1t I8 a question of policy altogether.

Senator Saoor. I know it is. but T wanted to call your attention to it,

Dr. ApaMS. The Treasury Department recon ended originally that Federal
obligations be exempt. We feel that if money 18 borrowed and used to carry
tax exempts, whether State tax exempts, or municipal tax exempts, or Federal
tax exempts, you ought not to give a man a deduction of the interest for it.
I do not know that they feel it very strongly. We feel there is a difference in
those two issues,

The CHAIRMAN, We have renched the subject of insurance companies, where
very radical innovations are made in the bill, and we night as well suspend at
this point until Tuesday. .

(Whereupon, at 1 o'clock p. m., the committee adjourned until Tuesday,
September 6, 1921, at 10.30 o'clock &, m.)
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TUESDAY, SEPTEMBER 6, 1921,

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

The committee met in executive session, pursuant to adjournment, at 10,30 o’clock
8. m,, in room 312, Senate Oftice Building, Hon, Boies Penrose presiding.

Present: Senators Penrose (chariman), McCumber, Smoot, 1.a Follette, Dilling-
ham, McLean, Curtis, Watson, Sutherland, Calder, Reed, Walsh, and Simmons.

Present also: Dr, T: 8. Adams, tax adviser, Treasury Department; Mr. John K.
Walker, Chief, Legislative Drafting Service of the United States Senate, and Mr. J. S,
McCoy, actuary, ry Department,

.STATEMENT OF DR. T. 8. ADAMS —-Resumed. .,
TAXES ON INSURANCE (‘oMPANIES,

The CuatrMAN, The committee will come to order and Dr, Adams will proceed,
bef)l:ming where we left off on Saturday.

. ApaMs, Mr, Chairman, we left off at 93, section 242, : .

. Gentlemen, the scheme in general in section 242 is this: It is to a?ply a tax on life
insurance companies to make it applicable to investment income, Under the present
law the premiums paid by a life insurance policyholdor are deemed to be actual in-
come by the life insurance company,

Senator McCumser, How is that” Y
. Dr. Apaus. The ordinary annual premium that you pay on a life insurance policy
is the basis of the income of 8 life insurance company, although no deduction can be
made for it by the individual policyholder. It is regarded as a capital transaction
to him, He makes no deduction for his life insurance premium payment, hut the
compeany when it gets it must regard it &s income.

" That being a atarting point—and I think it is a false starting point—we have to
authorize a lot of special and highly unscientific deductions, with the result that the
taxation of life insurance companies is one of the faultiest parts of the income tax
act. There is a continual litigation over insurance companies’ taxes because of the-
method of taxation.

It has been suggested—and I think it is obviously sound—that the only true hasis
of income of a life insurance company is its investment income-—interest, dividends,
and rents which it receives. The premium payments it feta are a good deal like & -
bank deposit. When it takes them over, it creates an obligation such as the obliga-
tion of a bank to return a depoeit when it is called for. So that is omitted altogether.
You start with the investment income, and certain deductions have heen worked out
with the result that the life insurance companies will pay very much more taxes under
the proposed acheme than they did hefore. .

. At the same time, there was on the life insurance companies a special tax of 8 conts

on the amount of new business written. That is in Title V. It 1s one of the special
excise taxes. And with the adoption of this new method it was proposed, and the

House indorsed the proposal, to wipe out all other taxes on insurance companies;
that is to say, this 8 cents on now husiness and the capital stork tax, which involves
special difficulties when applied to mutual insurance companies, and most of them
are mutual; they have no true capital stock,

The (‘tatrMaN. Doctor, did they have a hearing before the House committeo?
Dr. Apams. They did not have a hearing, Mr. Chairman. This matter was worked
out really so satisfactorily in the revenue act of 1918, when the life insurance com
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Kanieo had gotten tc:‘gether that they have not ‘tﬁ d before the committees, but
ave come to me and asked me if we could take Es other scheme. I was personally
very well satiafied with it, because if you adopt a 15 per cent rate, or if the 15 per
cent income tax rate nally proposed had been adopted, we would &et more under
that 15 per cent tax with the new scheme of taxation than under all the others com-
bined. "I am not certain that the 12} per cent rate will do that, . I think it will leave
us a little less than we had before. But the scheme would haye been infinitely
simplor, and we would have avoided this continual litigation.

Senator McCuxser. Will you t again just how yon propose to tax them?

Dr. Avams. The scheme of taxation starts by defining their gross income as invest-
ment income, namely, their incomes from dividends, rents, etc. Then th