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T0 PREVENT PROFITEERING IN WAR

THURSDAY, FEBRUARY 13, 1036

] UNITED Srates SENATE,
Svocomyrrree op ik Comyrriee oN FINANCE,
Washington, D, (!,

The subcommittee met in executive session, pursuant to eall, at
10: 30 a. m,, in room 312, Sennte Office Building, Senator Tom (on-
nally presiding.

Present: Seuators Counally (chairman), Gufley, and La Follette,

Also present: Ralph W, Brown, special assistant to the (ieneral
Counsel, Treasury Department; P J. Mitchell, of the General Coun-
sol's ofice of the Treasury: 8, (1. Winsted, of the Genoral Connsel’s
oflice of the Treasury; and L. I, Parker, chief of stafl, Joiut Com-
mittee on Internal Revenue Taxation aud members of his statf,

Senator Connarry. ‘The subcommittee will come to order.

It will be remenmbered, gentlemen, that when we met last, on the
13th of Augrust 1935, the committee determined that we would lay

e 3 |
aside for the time being the bill before us with regard to war
profiteering and request the Treasury experts and Mr, Parker during
the recess of Congress to muke a study of the bill and its provisions
amd report back to us at this session, 1 have here a lotter from the
Secretary of the Treasury, which T would like to have incorporated
in the record, without objection, without reading it.

Senntor La Foneerew, That is agreeable.

('The letter referred to is as follows:)

OFFICE OF THE SECRETARY OF THR "TREASORY,
Washington, Felruary 12, 1936,
Hon, "Tosm CoNnALTY,
Chairman, Special Subcontittee of the Comnnttee on Pinunce
to Consider the Rill to Prevent Profiteering in Time of War,

United States Senate,

My Drwvie MR CuamMan: At the hearing held before vour subcammittee on
August 13, 1035, (o consider the provisions of title T ot H IR 5320, known ag
the Emergeney War Thee 'Tax Aet, My oliphant, on behalt’ of the Treasury,
undertook that durting the recess the Treasury would nnke a stidy of the
tax provisions ot the hilt and wonltd furnish to Mr. Parker and the stafy of
the Jolnt Commbttee on Internal Revenue Paxation such snegostions and
assistunce as teowight be able o eontribnite to the consideration of this bill,

This work was commenee! fimmediotely  theveafter and continued over a
pevlod ot several months, Conferences were had from thne (o thme with
M, Parker and his stafy and assistance and data on special subjects turnished,
By aveangement with My, Parker, the Treasury’s contributions were contined
chiefty to the admintsteative problems wlidch appeared to be ruised by the
various provisions o title 1L The suggestions of the 'Preasury  have been
embodied tn one prinelpal study, eoverlng the provislons of this titde gonerally ;
in several special studies on partienlnr subjeets which seemed to require some
detailed trentment; and fnoa vevised deaft of cortnin provistons of the bilh
These have heen turned over to Me. Pavker, together with several eariler
studles dealing with the Treasury's experlence with the war-profits und excess-
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2 TO PREVENT PROFITEERING IN WAR

profits taxes in effect during and immediately after the World War, and are,
of course, availuble to your subcommittee.
Sincerely yours, H. I. MorGENTHAU, JR,
Seerctury of the Treasury.

Senator Connawry. We have present this morning Mr. Ralph
W. Brown, special assistant to the General Counsel of the Treasury,
Mr. P. J. Mitchell, of the General Counsel’s office of the Treasury,
Mr. S. G. Winsted, of the office of the General Counsel, and Mr.
Parker of the Joint Committee on Internal Revenue Taxation, and
his staff.

I suppose the proper procedure first will be to hear a brief state-
ment from Mr. Brown.

I will say for the benefit of the members of the committee and
those present that it will be impracticable this morning to hear all
these gentlemen in full, and this meeting is largely called for the
purpose of allowing the committee to determine just how we would
proceed; and in order to get a picture of the matter I would like
to have a brief statement from Mr. Brown.

Mr. Brows. Mr, Chairman and gentlemen of the subcommittee,
I am just going to speak for a minute, because I think in view of the
nature of the Treasury’s work and the division of labor between Mr,
Parker’s stafl and our staff, that perhaps. if you have no objection,
it might be more appropriate for Mr. Parker to precede me in any
remarks, because my remarks relate primarily to the administrative
fesigums of the bill; and to a much lesser extent to any questions of
yolicy.

! Senator Conyatry. We can do that. Because of your rank T gave
you precedence,

Mr. Brown, I appreciate it very much. But I do think that per-
haps it would facilitate the work of the committee if Mr. Parker
would say what he has to say before I proceed with any further
remarks.

Senator Connaruy. If that is agrecable to the committee, then
that is all right,

Mr. Parker, Mr. Brown preferred that you go first.

STATEMENT OF 1. H. PARKER, CHIEF OF STAFF, JOINT COMMITTEE
ON INTERNAL REVENUE TAXATION

Mr, Parxer. T thought that I would just give this morning a very
brief description of the bill. Probably the Senators have read the
bill, but it has been some time ago, and unless they have read it
recently, T do not think it will be out of place to review it at this
time.

Senator CoxNarwy. T think that is a very good idea, because you
have made a more intensive study of it than we have.

Mr. Parxer. T will, then, first briefly describe the bill without
making any substantial suggestions for changes.

Senator Coxnatry. This is the House bill you are discussing?

Mr. PPawrxer. Noj I am discussing H. R. 5529, which is the bill
which was first prepared by the Special Commitiee on Munitions,
and then was x'e¥erred to the Military Affairs Committee, and re-
%mrtml out by them with a re})ort.. It is practically an entirely new
il from the House bill, the House bill being a mere skeleton of the
present bill,
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Senator ConnaLLy. The bill, though, which the House passed is
the one before us, is it not?

Mr, Parker, You might call it so.

Senator La Forrerre. It is in the nature of a substitute,

Mr. Parxer. But practically everything has been stricken out of
the House bill, It is before you; yes.

Senator La FoLrerte. 1t isreally in the nature of a substitute.

Senator Connarry, Who struck it out? It is still befors this
committee.

Mr. Parker. Oh, yes, Senator.

Senator La Forrerte. You see the bill first went to the Munitions
Committee.

Senator ConNaruw: Yy, ™ e

Senator La¥ovrerre. Then they Yeported it back to the Senate
with the provisions of the House bill stricken out and another bill
substituted for it, and then it went to the Mimﬂy Affairs Committee,
where they suggested, as'T rememlber, a few faendments, and they
are incorporated here, and then it came back to the Senate and was
reférred to this committée, and that is the bill we have under
cohsideration.’ o : &

“Senator ConNarLLy. Of course, we huwe the entige bill before us,

Senator La Fovierre. That is right. .

Senator ConNarLy., We have the bill as it passed the House, and
then these proposed substitutes.

Mr, Parker. The de.s;qti;ﬁ{ion that T was prepared fo give is of the
bill in its present formy, that is, the IHouse language stricken out,
with the amendments, and so forth, made by the dgfferent commit-
tees before which the bill has already been. N
Senator Gusrey. And that has been reforred to us!?

Senator LA Forrerte. Yes. :

Mr. Parker. The bill is voluminous. :

Sgnator Convawey. Yes; we have it here. Yoluminous is n good
word. .

Mr. Parxer. The stated objectives of the bill, as stated in the hear-
ings and reports of the Special Commitiee on Investigation of the
Munitions Industry, are as follows: -

a) To take tlié ' profits out, of war.

b) To protect the economie society from the maladjustments re-
sulting from war inflation,

¢) To pay for the war while we are engaged in it.

d) To avoid, as far as possible, the post-war calamities of
deflation.

The principles are contained more in detail in the preamble to the
bill itself.

The proposed bill is not predominantly a military measure, but
rather a fiscal and economic measure. To sccomplish its objects, the
bill utilizes several devices, viz, (1) the levying of drastic income
and war-profits taxes; (2) a draft of industrial management; (3) the
granting of power to the President to close the exchange, fix prices
profits, wages, to establish priorities for the purchase of essentia
products, to Jicense industry, to commandeer any product or indus-
try necessary for the carrying on of a war, and to allocate commodi-
ties to essential war industries; (4) creation of a finance control com-
mittee with power to limit and regulate new financing and to admin.

‘
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4 TO PREVENT PROFITEERING IN WAR

ister a revolving fund to aid in the financing by the Government of
war industries.

The bill is divided into six titles as follows:

Title I, income tax; title II, industrial management provisions;
title III, war resources control; title IV, securities exchange provi-
sions; title V, war finance control; title \}I, general provisions.

For the purpose of designation, title I may be referred to as the
tax bill and titles II to V, inclusive, as the economic and industrial
management bill. Title I comprises a complete revenue act for war-
time purposes. 1In point of construction, it represents a superstruc-
ture imposed upon the framework of the 1934 Revenus Act. Severe
war-time rates have been proposed, many changes have been made
with a view to preventing evasion and in addition many new pro-
visions have been included, constituting limitations in determining
taxable net income. Title II and subsequent titles represent an
adoption of the major features embodied in the industrial mobil-
ization on plan of the War Department as concurred in by the Navy
Department.  Objections to some of the provisions have been noted
by the War Departinent as indicated in a statement prepared by
Col. Charles T. Harris, Jr,, director, planning branch. Copy at-
tached and marked appendix II

AprpeNpIx 11

WaR DEFARTMENT,
OFFICE OF THE ASSISTANT SECRETARY,
Washington, D, C., January 27, 1936.

MEMORANDUM FOR MR, GASTON D, CHESTEEN, ROOM 3041, INTERNAL REVENUE
BUILDING

1. Referring to your felephone conversition of Saturday, January 25, the
following retarks are submitted ou . R. 5529, Report No. 889

The War Department has recovded its support of the industrial titles of
H. R, 5529, as amended in report 880, Witk referenee to title I, covering
tax sueasures, the War Department refrained from discussing the provisions
containmd  therein, believing that other agencies of the Government were
better quulified and had a more direct responsibility in connection with taxa-
tlon measurex, The War Department did, however, set forth that an excess-
profits (ax would be necessary to assist in preventing profiteering in war and
further stated that tax measures should not be made so drastic as to hamper
production activities required in war.

With reference to Title I, Industrinl Management Provisions, the War
Depurtment has stated that it does not believe this title is necessary, but
will interpose no objeettons to its passage.

Although the War Department is supporting the industrial provisions of
titles 1L to VI, inclusive, a caveful study has suggested several minor changes
therein, 'These chunges will be discussed below,

age 217, line 10: After the word “use” insert the words “import, export.”
This change is to broaden the activities reforred to, incuding those relating
to importing and exporting of materials,

Page 219 Strike out line 25, page 219, to line 9, page 220, The War Depart-
ment I8 in svimpathy with what was intended in the lnes recommended for
deletion, but believes that the proposed wording makes the measure too drastie
and that this proposed wording would deprive the Government of the services
of practically every experienced person who Kuew anything about the problem
with whick he had to deal. Phe danger contemplated in this clause is less
serious than the danger resulting from leaving the direction of the great pro-
curement activities to the individuals uecessurily selected by the standard
proposed to be set up. The great bulk of business men are, after all, honest
and patriotie,

Page 222, lines 16 and 17: The meaning of the words used in these two lines
is not clear. These lines should be clarified,
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Page 228: Section 509 should be deleted, The payment of a brgkerage fee
can easily, on occasion, save n buyer large sumg of money and a great deal
of time.  In actual practice, what happens when o buyer utilizes a broker is
that the purchaser asks the broker to locate certain specific merchandise for
him. This the broker does. The hroker's fee is puld by the seller (who thus
fs put in touch with & customer at less cost than he could locate such buyer
himself) and the puichaser pays the going market price.  Procurement agencies
in time of war would not commonly deal through brokers, but they <hould not
be prohibited from dolng so,

Page 231, line 11, states that no memher so appointed shall refuse to serve.
It is not believed that this s o wise provision, as & man who served against
his will in a position of the character set forth would not normally give good
serviee.

Page 231, lines 18 to 23: This prohibition seems unnecessarily drastie, al-
though naturally a man should not henefit by decisions he assists in making,

Page 233, liue 20 Strike out the words “capital plant”, and insevt the words
“plant, capital”

COF, Tannis, Jr,
Colonel, Ovdnance Department, Dirvector, Planning Branch,

Major features of Title T, Emergency War Time Tax Act: Sec-
tion 11 increases the normal tax on individuals from 1 to 6
percent.  Section 25 deerenses the personal exemption for a single
man from $1,000 to $500 and for a marrvied couple from %2500 to
$1,000. A eredit of only $100 for each dependent, as against $100
in the existing law, is preposed.  The bill also eliminates the hitherto
allowable 10-percent eavned income credit. Under section 51, the
filing of a joint return by husband and wife is made compulsory;
also the respective husband or wife is made jointly liable for the
full amount of tax due on the return, but in an amount not to exceed
the income reported by such spouse. Section 12 (h) sets forth
new drastic surtax rates, beginning at a surtax net income of $3,000,
with a 10-percent rate, and reaching to a surtax of 93 percent,
applicable against surtax net income in excess of $20,000, The
tax effect of the proposed rate structure on individnals contrasted
with the tax cileet as imposed by the 1935 Revenue Act is shown in
detail in appendix III in the attached chart.

I think I might give {ou sonmie of these charts.

Senator Conyaruy. And give one for the record there.

Mr. Parker. And I will give one for the record also; yes,

(Appendix 3 referred to is as follows:)

Avrenpix 111

Marimwn edrned-income eredit of marrvicd men, no dependents

$1,000 (H, R.| $2,500 (1935 | Increase in | Percent of
5520) g

Personal exemption act) X fHierease

$60 0 $60 | ...
12 $8 112 1,400
340 80 260 326
500 118 334 331
2, 640 415 2,225 613

10,240 1, 589 8, 651

39, 790 8, 864 30,021 348
£9, 200 32,469 56,721 174
188, 200 95, 344 92,946 97
485, 260 304, 144 181, 046 60
080, 200 679, 044 301,240 44
1,970,200 | 1,449,010 521,271 36
4,840,200 | 3,788,994 | 1,151,200 30
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Magimum earned tncome credit of single pcrsons, no depcndents

Percent
500 (H. R. | $1,000 (1935 | Increase
Personal exemption 85 p3 Aot of in-
5529, act) in tax crease
Nt oome:
W $32 $58 181
68 #2

1o 20 200
256 424 163
560 2,460 139
1, 831 8, THG 479
0, 334 30,951 a3t
33, 851 a0, 431 160
Y + 92, 481 o
3045, 224 180, 561 &9
1,000,000 680, 154 Jo0, 601 41
$2,000,000, 1,450,174 520, 611 35
£5,000,000_ . . 4,010,785 | 3, 790, 184 1, 150, 611 a0

Mr, Parker. The net effect of the proposed rates in the case of
a marriedd man is to limit the retention of income to $9,920 on a
net income of $21,000 and to take in normal and surtaxes, 99 per-
cent of any excess.

Senator Conxarwy. Let me ask you a question just right there.

My, Parker. Yes, sirv.

Senator Conzarny. T see in this chart you have got a net income
of $3,000: and you have out here percent of increase, 1,400 percent;
is that right?

Mr, Parser, Yes, Of course, that does not mean much, that per-
centage of increase. That is not a very large tax. On the $3,000
the proposed tax is $120, and the present tax is $8.

Senator Coxvanny. I see.

My, Pakker, The percentage increase is large, and still the per-
centage of tax to the net income is not large.

Senator Coxnaruy. All right.

Mr. Parker. You will note, going down the line, that a man with
F10,000 income pays a tax of $2,000, as compared with $415 at pres-
ent: and that a man with $100,000 income will pay a tax of $89,290,
as compared with §32,469, '

Senator ConyarLy, A man with $100.000 income will pay $89,000%

Mr. Parkre, Yes, siry he will have 10,710 left after paying his
tax.

Senator Conxarny, It is pretty hard on come of us.

Mr. Parxker, When the bill was first construeted it had a 100-
percent instead of a 99-percent rate. Tt took everything a man had
over #£10.009.  But they have now reduced that 1 percent, <o that if a
nian, for instance, makes a million, he will have nearly $20,000 left.

Senator CoxyNanny. Nearly $20,0002

Mr. Parkenr. Yes, siry now, section. 13 (a) imposes a graduated
income tax on corporations, as follows: 15 percent on net incomes
not in excess of 2 percent of adjusted declaved values 25 percent on
net incomes not in excess of 6 percent of adjusted declared value;
100 percent on net incomes in excess of 6 percent of adjusted declared
value, .

That, of course, means that if corporations make as much as 6

ercent on the adjusted declared value, everything over that will

e taken away.
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Briefly stated, this graduated scheme of excess-profit-tax levy will
allow corporations to retain net income only to the extent of 4.7
percent of their adjusted declared value.

Senator ConNarry. In other words, though, would not that be a
substantial discrimination against individuals in favor of corpora-
tions?  An individual would not get that much allowance, You
allow the corporations 4 and what percent?

Mr. Parxer. They can make 4.7 percent. But there are other
provsions in the l)il]y which provide a corporation has to_distribute
nearly all that it earns, so that when they make the distribution, of
course, we get it from the individual, would hardly call it dis-
erimination,

Senator CoxnNacLy, What I mean is, suppose an individual just
had his own private business, he would be taxed at a much more
heavy rate than a corporation would, would he not?  Iere is a man
who makes a million tsnllm‘s, and he only gets $20,000. That is about
2 percent, e only gets 2 percent and the corporation gets $44, or
whatever it is.

Mr. Parser, That is true in a way, but still the corporations are
of all pizes, and we have never penalized a corporation merely on
account of the Iarge size of its income.  If we did, of course, Ameri-
an Telephone & Telegraph would always pay a big tax; and, there-
fore, its 400000 stockholdeis wonkd be diseriminated against. We
rather look throngh the corporation =o as not to do an injustice to
individuals that happen to have their money in a big corporation
instead of those who happen to have it in a small corporation. Dut
there are other provisions here in the bill which I do not think give
the corporation any advantage, because when they make this money
and all they can make is 4.7 pereent on declared value, after they
ninke that, they can only keep 2 percent of their adjusted declared
value. The vest of it they will ether have to distribute out to the
stockholders. where it will come again under these severe rates, or
else they will have to pay 73 pereent tax on it That is another pro-
vision that we come to in the bill later,

This is not to be confused with a 4.7 percent return on sales,

In addition to these taxes, seetion 102 (a) imposes a tax of 98 per-
cent of the amount of the net income not, i excess of $100,000 plus
100 percent of the amount of the net income in excess of $100,000
in the case of corporations other than personal holding companies
adjudicated to have accnmulated sueplus improperly. A similar
section but. with rates of 25 percent and 35 pereent in lieu of 98 per-
cent, and 100 percent, respectively. is contained in the 1934 Revenue
Act with the notable exception: however, that the levy under the
1934 act is based upon an “wljusted” net income instead of statutory
net income.  Inthe case of personal holding companies the rates as
imposed by the 1934 act have Leen changed from 80 pereent of the
amount of income not in excess of $100.000 to 93 percent, and from
40 percent of the amount of income in excess of $100,000 to 100 per-
cent,  In addition to any other corporate taxes imposed by the pro-
posed billy section 102 (L) attempts to legislate an innovation in
taxes by imposing a tax of 75 percent on so-called undistributed sur-
plus determined by taxing that portion of the net income in excess
of 2 percent of the adjusted deciam(l value and after provision for
taxes under title I and dividends paid during the year.
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By the provisions of section 141 (¢) an additional tax of 2 pereent
is added to the rates imposed by section 13 (a), on railroad com-
panies electing to file consolidated refurns, Since section 13 (a)
imposes 1 100 pereent tax on that portion of the income which is in
excess of 6 percent of the adjusted declared value, the effect of the
2 pereent provision is to impose a tax of 102 percent.

Senator Conyarey. Now, if we can get that, why could we not
make it 200 percent, :

Mr. Pagxer. Of course that is 102 percent of the excess over a
certain amount. 1 do not think, personally, that it is advisable ever
to o over 10 percent, or even to 100 percent.

The tax on both domestic and foreign life insurance conipanies
is made 95 percent instead of 1334 percent of the net income, except
that if foreign life insurance companies shall waive military and
war risk Hability restrictions and in addition will provide that, with
respect to policies upon which the annual aggregate premiums arve in
excess of 81000, they will not permit them to lapse even though the
premimm is not paid during the war time, the tax rate is to be 10
pereent,

sSection 13 provides for a 95 percent withholding tax on tax-
free covenant bonds in lieu of a 2 percent withholding tax as con-
tained in the present law,

Senator CoxNaony., Wait a minute right there. What is that
withholding tax——-

Mr. Parker (interposing). We have a provision—

Senator Coxyapry  (continuing). On tax-free bonds, are they
public bonds ¢

Mr, Panker, These bonds were issued with a covenant that the
corporation witl pay the income tax, the normal income tax up to
2 percent.

Senator Coxzarny. What kind of bonds, Government bonds?

Mr, Parker. No: corporate bonds.

Senator Coxyarry., Oh, ves,

Mr. Parxer. The corporation issues those tax-free covenant bonds.
They withhold the 2 percent at the source and pay it to the Govern-
ment. Then the taxpayer reports that in his income, but credits
against his tax the tax the corporation has paid on his account.

Sentaor ConyarLy. But not Government bonds or State bonds?

Mr. Parxer. No. They are mostly railroad and other corporate
bonds.

Senator Conxarny. You said tax-free honds.

Mr. Parxer. That is what they eall them, tax-free covenant bonds,
They are not tax-free, except as to the 2 percent tax paid at the
source.

Senator Gurrey. The tax is credited at, the source?

Mr. Parker. Yes,

Senator Gurrey. Like a lot of Pennsylvania corporations who sell
off securities?

Mr. Parser, That is right,

The rate of withholding on nonresident aliens has been changed
from 4 percent to only 25 percent, while on foreign corporations from
1334 percent 1o 95 percent,

A penalty is imposed npon corporations equal to 10 percent of the
amount by which the tax due for the fourth quarter exceeds one-
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quarter of the total amount of tax for the entire year, unless the

‘ommissioner is satisfied that the excess is not due to retention of
amounts properly apportionable to the first three-quarters of the tax-
able year. This feature is injected as a corollary to the provisions
contained in section 52, covering the filing of quarterly returns by
corporations, based on estimated figures for the first three-quarters
and an actual determination of net income on an annual basis for
the last quarter. This is in the bill in order to get in money to run
the war and requires in the case of corporations quarterly returns.

"The tax on corporations is predicated on a self-valuation of the
corporate capital structure in lieu of invested capital, utilized in the
war-revenue acts of 1917 and 1918, The basic plan adopted is the
mandatory use of the adjusted declared value as reported for 1934
for capital stock tax purposes. The bill provides for reductions in
valuations to be made by the Commissioner only, but has no provi-
sion for upward revisions,

Under the provisions of 22 (b) (3), gifts may have to be included
in gross income,  This, in many instances, will constitute double taxa-
tion, besides raising a coustitutional question. We never have taxed
gifts as income in our income-tax laws, and there is grave doubt
whether or not that can be done,

Senalor ConnarLy., We tax it when a man makes a gift.

My, Paerer, We tax the gift with a transfer tax or excise tax on
the privilege of making a gift, but we do not tax it as income,

Senator Conzavry. Under this act there would not be much use
of giving anybody anything, if you took it all away.

Mr. Parker. Not any large gift.  There would not be many gifts
under the bill, and, therefore, you would not get mueh revenue from
that provision.

Senator La Forperre, T suppose the theory back of it is that an
individual making large profits might escape the general provisions
of this act by making gifts to beneficiaries, or anticipated beneficia-
ries? Is not that the theory back of this provision?

Mpr. Parker. I do not think that he would escape the income tax
on current profits,

He might desire of course to give some of his capital to his son
and perhaps s])lit up his income so that the income would go in
two )l)laces. This provision might prevent that if it is constitu-
tional.

Senator ConnNarry, The ordinary gift tax would catch him,
would it not?

Mr. Parkrr. The ordinary gift tax would catch him, except not
at such severe rates. This bill does not revise gift tax rates.

Section 23. Deductions from gross income: In this section there
are imposed many severe limitations and prohibitions with the pur-
pose, as stated by the sponsors of the bill, to “iron out wrinkles in the
present tax laws which are most conductive to tax evasion.” On
this supposition legal and accounting concepts of what business de-
ductions are have been ignored, and there is proposed a series of
arbitrary deductions as well as limitations whicﬁ are based on allow-
ances predicated on prior years’ averages.

What I mean is, that restrictions are placed on what we ordi-
narily term “sound accounting deductions” in arriving at net in-
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comes, which will result in the rates Leing applied to something
greater than net income,

Salaries to officers, directors, and to stockholders owning in excess
of 1 percent of stock are limited to $5,000, or to the salavies during
any one of the 5 immediately preceding peacetime yenrs, whichever
ig larger. The same secetion Iimits the deductions to be made for
interests, repuirs, promotional publie relation, and selling expenses
to a sum not larger than the avernge annual outly for such pur-
poses in the preceding 3 peacetime years. In the case of banks,
mterest paid on deposits is not allowuble as a deduction if the de-
posits are invested 1 obligations, the interest from which s exempt
from tnx. This section also attempts to prevent taxpayers from
avoiding tax by rearranging their eapital structure, converting stocks
into bonds and thus incrensing their fixed charges. It further is
designed to disallow interest on income bonds on which the interest
is paid only in the event it is carned.

The right to a foreign tax eredit, such as is provided in seetion 131,
Revenue Aet of 1034 had been eliminated.

Severe statutory restrictions huve been placed in the bill with re-
spect to allowances for depreciation, depletion, and amortization, ag
follows: In the ense of deprecintion, the provision Ymits the allow-
uble deduction to not more than 2 percent of the gross income or of
the adjusted basis of the property, whichever is lower,  Depletion
deductions are not nllowuLle it the nggregate of prior deductions
equals 100 percent of the basis of the property., In eases where the
basis has not been fuly recovered in prior years, further deductions
are allowable, as follows: Oil and gas, 9 percent of the gross income
from the property in lieu of 2714 percent, as in the present Iaw;
metal mines, 744 percent in lieu of 15 percent; conl and sulphur, 214
sercent and 5 pereent in Tien of 5 percent and 23 percent, vespectively.,
}‘Io provision whatsoever is made in title I for amortization allow-
ances or for specinl depreciation in the case of war facilities,

"The 1935 Revenue Act permits a deduction for dividends received
by domestic corporations to the extent of 90 percent thereof, The
proposed bill eliminates the Fl‘ivilegc of this deduction. A new
deduction is made permissible for insurance premiums on life-
insurance policies not to exceed $4,000 in any taxable year.

The proposed bill carries the same provisions with respect to pub-
licity of tax returns (pink slip) as were incorporated in the Revenue
Act of 1034, thongh these were subsequently repealed, In addition,
goetion b3 (c) nuthorizes the President to make public the returns of
all taxpayers for the year prior to the effective date of the War
Revenue Act. ] .

Tax payments by corporations fall due on the day upon which the
return is due. In the case of noncorporate taxpavers, voluntary
advance tax payments may be made and, as an incentive for so doing,
the bill provides for interest, payable by the Government at the rate
of 1 percent per month, with the limitation that in no event shall
there be allowed interest in excess of $10,000 in any taxable year

sec. 50).

( That in'ovision was to allow people to pay their tax in advance on
an estimate, so that the Treasury would get money in sooner for war
purposes. 'That is why the Government pays the interest, although
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as we interpret the bill the interest would again go into income and
be taxed.

Section 63 is a complete innovation, It provides for the appoint-
ment by the Speaker of the House of Representatives of a general
auditor, whose furictions shall be to have nccess to all records in
the Treasury Department, or any other department or agency, re-
lating to the tax imposed by this title, and who shall have power to
subpena witnesges, administer oaths, and, upon request by any Mem-
ber of Congress, produce for the oflicial use of such Member all
details of any record relating to any tax imposed by this title.

Seetion 112, the reorganization section, has been revised so as to
ninke taxable all gnins from reorgnnizations and exchanges but to
disallow all losses therefrom, In the rewriting of the section, the
policy adopted has not been consistently carried out. In addition,
Scetion 133, covering bases, has not been properly revised to con-
form with the suggested revision of section 112,

Section 115—Distributions by Corporations. Thig section has been
rewritten so as to make mxnﬁlc, distributions out of earnings or
profits or_increase in value of property acerued before March 1,
1913, This change is identical with changes proposed by the House
of Representatives in the writing of prior revenue acts, which sug-
gested changes were disagreed to by the Senate,

The provisions with respect to capital gaing in the present law
Liave been eliminated, with the result that the entire gains are recog-
nized for tax purposes no matter how long a period the capital assets
were held.  Capital losses, however, are recoghized only to the extent
of $2,000. This completely throws out of balanee the eapital gaing
and loss section as previously administered and constitutes a drastie
change of policy.

The penalties for evasion have been made more severe. The maxi-
mum fine has been increased from $10,000 to $100,000, There is an
added liability for three times the amount of tax to be paid in cases
- of evasion in connection with “withholding” cases (sec, 145). Inter-
est charges, in the case of jeopardy assessments and in the case of
extensions of time for filing returns, have been doubled.

Finally, the proposed draft includes a tax in the nature of an
excise tax on the issuance of stock dividends., The bill requires that
corporations must pay $100 for each share or fraction of a share
which they may issue as a stock dividend.

That is a very brief discussion of title I, That is the war revenue
part of the bill.

Coming now to Title II, Industrinl Management Act:

By the provisions of this title, the President is authorized at his
diseretion to require the registration of persons engaged in the
management or control of business concerns, The President is fur-
ther empowered to proclaim certain establishments or industries to
be essential to the effective operation of the military forces and to
assign to the management of such plants, the registrants as provided
above. These industrial managers are to be subject to the jurisdic-
tion of the War Department. The amount of compensation payable
shall be only such an amount as is fixed by the President with the
restriction that from no other sources is the registrant to receive
any other income or gifts. If found to have received other income,
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the proposed bill provides that he shall be dishonorably (lisclmr%ed
from the service of the War Department and shall be guilty of a
felony punishable by fine not exceeding $10,000 or by imprisonment
for not more than 10 years or by both.

Title 111, War Resource Control:

The President is given authority to establish maxinnum, minimum,
or absolute prices for commodities and for real property in connec-
tion with any transaction declared by him to be essential for national
security. The President is ulso empowered to close unly commodity
exchange and (o jssue regulations governing the establishment of
priovities and rationing in favor of purchases most vitally linked
with the proseeution of the war. Under the provision of section
b2 (), the President is empowered to requisition plants and stores
and supplies for war purposes.  Under subsection {f) he may limit
the sale of any commaodity to the Government and to establish quotas,
Under the terms of subsection (j), the President may license the
production, manufacture, sale, storage, distribution, or transporta-
tion of any product, foodstutl, materialy commadity, or real prop-
erty, in the mterest of the successful prosecution of the war, 1 y
subsection (o) the President is empowered in the event of emergency
or inefliciency, or lubor dispute, to requisition the physical estab-
lishment of any plant and to operate it with such personnel as he
may deem suitable to serve the interests of the nation.

By the terms of section 508, it is provided that the powers granted
to the President under title 1T may be exercised in whole or in part
under his direction by such agencies or officers as he may designate
with the limitation that such administrators us he muy chose shall
receive u salary of $10,000 per annum.

Section 506 provides for the creation of a revolving fund of $500,.
000,000 to enable the President to make purchases of commodities,

An important provision is contained in section 512 in connection
with the effective date of title IXLI. It provides that notwithstandin,
the provisions of any other section of this act, the effective date o
the War Resources Control Title shall be upon the declaration by
Congress that a state of war exists between the United States and
any foreign power or that a grave national emergency has arisen
owing to the imminence of declaration of war, or owing to the ex-
istence of a state of war between two foreign powers,

That particular point there would probably be open to consider-
able constitutional objection; that is, you would not be limiting the
President’s powers to fix prices, to close exchanges, and do all these
things whic\n might be proper under the war power, to the war
period, because here you givo him this Powc;' when a national
emergency is declared by Congress, or if there is war between two
other nations; for instance, the war between Italy and Ethiopia,
under this bill would give the President power to fix prices,

Senator JonnarLy. To do what?

Senator La Fourrvre, To fix prices,

Senator CoNnavry. Does that mean fix prices in private trans-
actions as well as prices for Government purchases

Mr. Parker, Oh, yes; all prices.

Senator ConnarLy. It might well f:ive him power to fix them all
of the time, because there is & war all of the time somewhere.
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Senator Gurrey, They usually keep one going in South America.

Senator Convarny, Yes,

Mr, Panen, Title IV~—Scenrities Exchange Provisions:

The President is given nuthority for the duration of the war to
closo any or all exchanges where securities are bought, sold, or
offered for sale and by rules or regulutions to prevent any public
or private sale of securitios,

Title V——War Finance Control:

A War Finance Control Commission is nuthorized to consist of
five membors appointed by the President.  This commission is to
pass upon any securities registered with the Seeurities Lixchango
Commission and is to approve all issues offered for sale if in excess
of $100,000. By the terms of seetion 701 the commiission s em-
powered to advance necessary funds to any corporation or agenc
engaged in produietion essential to the prosecution of the war, K
revaving fund of $500,000,000 is provided for this purpose.

In section 705, w provision is included which prohibits the bor-
rowing corporations from taking deprecintion or amortization or
obsolescence on any of the assets purchased with money loaned or
advanced by the commission,

Title VI ‘contains merely a few general provisions,

1 have here in appendix 1 a statement of intention as expressed
in the bill:

“It is hereby declared to be the intention of Congress that no
person subject to the protection of the United States shall profit
i any manner whatsoever from the conduct of any war to which
the United States is or may be a party.

oIt is the intention of Congress to protect the economie organizn-

tion of the Nation from the disturbance due to war in order that
stich economic organization may be accomplished to function at the
highest efliciency in support of the armed forces and other agencies
engaged in the prosecution of war, .
. “It is the intention of Congress to protect the economic organiza-
tion from the inflation of prices, wages, earnings, ‘n'oﬁts, and the
consequent destructive deflationary collapse which follows the actual
ending of military and naval operations,

4TIt 1s the intenfion of Congress that the expenditures for the suc-
cessful conduct of the war and the protection of the economic organ-
ization in the emergency shall be made out of current revenues and
that any private interest conflicting with the Government’s war
objectives and operations shall be for the duration of the war sub-
jected to the supervising necessities of the public interest in success-
ful prosecution of war.

“It is further declared to be the intention of Congress that in the
event. of war all technical and industrial resources shall be mobilized
for the successful prosecution of the war, and that industrial man-
agement shall be subject to enlistment and conseription for the suc-
cessful prosecution of war in the same general manner as combat
manpower has been and is subject to enlistment and conseription
for the same purposes.”

That concludes the very brief statement that T have prepared in
order to describe the bill 1n general.

40114 —§0-mmm2 ‘
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Senator Connarsiy, Ilave you a copy of your statement, another
copy !

Ir, Parker. Yes, Senator,

Senator Conzarny, T would like to have it for my own use,

Me, Parker, We will have one for you, Senator.

Senator Convarny, All right,

Mr, Parker. Now, as far as the work of the stafl has gone, wo
have investigated this matter earefully and written up a considerable
amonnt of data, hut we have not yet written a final report.

With the cooperation of the Trensnury Department, we have got
a redeaft of the bill corveeting minor administrative defects, and
then we have another report on ndministration,

Sengtor Connarny, Of course, you have not gone into the policy
of the ntter,

Mp, Panes. 1 thought, Senator, to minimize the work, we would
not at this time.  We enn write a report on ity but. it seemed toame
there are 15 or 20 major questions which the committee onght to
decide and ought to disenss tiest.

Senator Conzavny. That is what 1 meant by you had not gone
into the matter of poliey.”

M, Parker, We are ready to bring those up in order, if that is
the desire of the commitice, to bring these big issues up, and then
when the committee decides on those propositions, of course, that
would greatly minimize ony work,

Senator Ly Forvgeri, May I suggest, My, Chaivman, would it not
be very helpful to an orderly consideration of this mensure, which
raises so nay important questions, Howe could arvange for a series
of meetings of this subconmmitiee, where we would have the experts
from both the Treasury and the joint committee present and (ke
those issues in their regular order and discuss them and get the bene-
fit of the opinions and factunl materinl that the various experts can
furnish us, and have the committee attempt to pass upon those
policies, so that we could get, some eflective statements from the
experts when we have finished that preliminary survey of those
important guestions ?

Senator Convarny, T think that is a very good suggestion, indeed,
and I think it would be well for you to list those,

Senator Gurrry., And give us a chance to look at them in a glance,
and then we can list them,

Mr. Panker, T ean do that. T can just state four of the most im-
portant ones now to the committee, if you desire, so you will see
some of the things we would have to discuss.

One of the first, and perhaps the biggest. of the issues, would be
this question, Does the subcommittee wish to take the profit motive
away from both the corporations and individuals?

That question really has to be determined before you can go into
the rates.  You wonl«{ of course, hardly go to 100 percent or 99 per-
cent rates, if you would want to leave much profit motive. If you
think yon can get along without the profit motive, and that you sim-
ply can do it by force on the part of the Government by making
these people work in certain ]];lllccs, or perhaps patriotism, and what
not, why, that is different, But that is one of the big issues here—
whether or not you should take the profit motive away. Upon that
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questioff will depend your maximum rates, und upon those rates in
tnrn will depend what you should do in connection with other things
sich ag preventing tax evasion,

Another issue that might be raised here would be this, Does the
subcommittee wish to close all possible loopholes in existing law
which are proposed in the bill, but which are not direetly connected
with war conditions? .

What I mean by that is, we have been closing loopholes, trying
to close them for years, as each revenue bill comes along, ~ As the
Senators know, that takes a lot of discussion, {akes a lot of time.
If you are going to go into this bill and try to correct defeets which
are really present in the existing law, that broudens the scope of
this very greatly. Ifor instance, if you think deprecintion dedue-
tions ars too liberal, that ought to be fixed now, it seems 10 me
beeause with high rates, and certainly you will have high rates if
you have a war revenue bill, it seems to me increasingly neces-
sary to have the true net income taxed and not to tax something
that is not net income,

Then another question, which is not as difficult as the others, but
it should be answered: Does the subcommittee think it wise to keep
the bill in its present form, or to separate it into two parts, one
denling with taxes and one with industrial and cconomic provisions?

There might be some constitntional question, as 1 have pointed
out. a moment ago, abont certain provisions in industrinl manage-
ment in the bill, At least, it would be worth considering, '

Another (rwstion might be: Does the subcommittee wish the bill
to produce the maximum revenue possible, or does it deem the social
effects most important ¢

What [ mean is, Are the rates in this hill so severe that we will
get less revenue than we would with somewhat lower rates? I think
when you take all & man makes over $10,000 he just won’t make it
in a great many instances, and therefore I am very much afraid you
won’t get the revenue you expect in this bill. In the hearings which
were held it was stated the estimate would range from cight to fif-
teen billion dollars, That was based on putting these rates on actual
war incomes of the other years., Of course, those estimates would be
very erroncous if those incomes were not there. Now, under one pro-
vision here corporations will reduce officers’ salaries. "There is one
provision in here where a corporation cannot deduct more than
'}[4:“;,()00 for any ofticer who owns more than 1 percent of the stock.
Of course, they won’t pay more than $5,000,

Senntor CoNNarvy. Right there, of course, during the last war
the expansion of plants, and that requiring the investment of a lot
of new eapital, where people did that with the lhmspoct, of course,
of reaping a suflicient return of profit to offset that—then when the
war ended they had a lot of contracts and the Government canceled
them and made adjustments, and all that sort of thing. Now, if
there is no profit motive at all, would they do that? Would they
expand their plants?  Would they take the hazard of putting in new
. money when they knew they would get no return at uﬂ on it¢ Does
not that enter into the questionf

Mr. Parker. I don’t think they would, especially if you keep these
provisions about limiting depreciation, where they are not even
allowed to get the money bucK at the usual rates. Of course, that
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opens up another thing, It always seemed to me, and I think even
in the hearings on the bill the sponsors of the bill meant, that should
we get into war one of the primary things is to win it. 'L think that
is the prime thing. In any war-revenue bill or war-control bill the
primary purpose ought to be to win the war. That is just my belief,
And that onght to be more important than the social purposes,
because we just cannot afford to lose.

And in dw st wary, of course, as soon as we got into the wav
everybody rushed down to Washington and wanted contracts; the
doorsteps of the Wur Department were full of people ready to go to
work. Now, 1 am somewhat in fear under this bill if we went n to
war people would not rush down to Washington to get contracts,
because there would be no money in them; so the War Department
would have to go and search out these people, and either urge them
to go in for patriotic reasons or it would have o commandeer the
plant, There are plenty of teeth in this bill. They could do it. But
;‘mllll t)}xo War Department go out and run all these plants success.
ully ? ,

The last question is: Does the subcommittee wish to adopt, the gen-
eral principle that the most important thing in connection with war
legislation is “to win the war'¢

All those things are, of course, very serious questions, and have to
be discussed.

Senator CoxNarry. I think you ought to go ahend and pick out all
these other questions, as you say there are about 15, um’l give us n
brief memorandum of them, and the subcommitice can Ltake them up.

Senator Gurrky. 1 agree that if you want to take the profit motive
out of war the rest of the bill woukl depend on that.

Senator Lia Forneree, That is the big question,

Senator Gurrey. That is the only question.

Senutor CoNNALLY. My own view is we want to take all the profit
out of war that is profitable to the Government to take out, yet leave
the industrial structure alive, if you can do that. There is somewhere
in there a boundary line at which you can kill the goose that lays
the golden egg.

' 1\{1; Parker. I think you have got to have the revenue. I feel this
bill won’t bring in the revenue. It is not to my mind heavy enough
on the small man, Here is a man with an income of $5,000.  The tax

roposed is only to be $340 against $80 at present. A man with
£5,000 income in these times in England pays almost $630, That tax
is not high enough in this bill to )rinF; in the revenue. Everybody,
it seems to me, ought to make a sacrifice. The question then comes
up as to whether you want the bill designed to bring in a lot of
money. There would be a lot of money in those smaller incomes
down there,

Senator CoNnaLvy, Is there anything further, Mr. Parker?

Mr. Parker. Not unless you want to start the discussion of this
profit motive,

Senator ConyarLy. I do not think we better do that until we get
the other nmembers here. I thought possibly we would hear from Mr.
Bfmwln_ briefly and then the Committee can determine on its course
of policy.

Thank you, Mr. Parker. That was a very good and clear state-
ment,

We will now hear from Mr. Brown.
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STATEMENT OF RALPH W. BROWN, SPECIAL ASSISTANT TO THE
GENERAL COUNSEL OF THE TREASURY DEPARTMENT

Mr, Brow~, 1 should like to say in the bvginnintz that the Freas-
ury, by arrangement with Mr, Parker, has confined itself more par-
ticularly to the administrative provisions of the bill; that is, we have
tried to clear up any ambiguities or inconsistencies, and we have in
addition considered the peactical administration of the hill,  Inother
words, assuming it be passed can we administer it?  ‘That was the
primary concern of the Treasury in the division of labor that was
agreed upon,

I .«hou]]d sny also that we approach this problem under rather dif-
ferent conditions from those that existed when we had to administer
the wartime nets in the World War, At that time, as you are aware,
our experience with income taxes was slight, and the personnel was
not developed.  We had a changing personnel and many problems
were entirely novel.  Of course, we have behind us today a_long ex-
perience. That does not mean we have solved all of the problems, or
that. existing revenue laws are perfect,  Bult many of the provisions
of this bill and some of the changes that have been introduced Hy the
drafters seem to us to have been influenced very largely by some of
the things that occurred during the administration of wartime ncts,
and which today probably could not happen, or would not be neces-
savily as serious,

The work of the Trensury has heen embodied in a rather lengthy
report, which I understand you would not. wish us to start on today.
It is o document of some LIL pages. And in addition we have pre-
pared a tentative, revised draft of the bill. Ilowever, I think I can
summarize some of the essential points without repeating too much
of the ground covered by Mr. Parker.

It may be helpful to the commitice, from the point of view of
reference, to have a more or less brief outline nl‘ the mechanical
structure of the bill as distinguished from the substance,

Title T of this bill in its main outline follows the set-up of title I
of the Revenue Act of 1934, except as follows:

Under subtitle B, part 11T, section 31, relating to credits agninst
the tax for taxes paid to foreign countries and possessions of the
United States, has been omitted.

Under Part IV of subtitle B, seetion 46, relating to change of
accounting period, has been omitted.

Under part VI of subtitle B, five new sections, seetions 63, 64, 65,
66, and 67, have been added and seetion 63, relating to taxes in lieu
of taxes under the 1082 act, has been omitted,

Under subtitle C, supplement C, relating to credits against tax
for taxes paid to foreign countries and possessions of the United
States, has been omitted, and the subsequent supplements relettered
accordingly.

Under Supplement 13, Istates and Trusts, Section 168, relatin
to taxes paid to foreign countries and possessions of the Unite
States, has been eliminated.

Under Supplement. E, Partnerships. Section 185, relating to
earned income, and section 186, relating to taxes paid to foreign
countries and possessions of the United States, have been eliminated.
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Scnator ConnarLy. You mean of course they did not relate them
in the general act. They just climinate them during the time of
the war/{

Mvr, Browx. That is correct,

Senator ConnNanty. Would they repeal them or just not reenact
them?

Mr. Brown. This is a complete incomeé tax Lill by itself, which is
substituted for the——

Senutor  Coxnaruy  (interposing), I did not understand Mr,
Parker to have that view. Ilis view was it was superimposed on the
existing law,

Mr. Parker. Noj [ may have stated that, but that is incorrect,
Senator, .

At the advent of war your old bill stops operating and a new
bill comes into effect.  That is what happens, And they even split
up that portion of the yenr which before the war iy declared is
taxed at certnin rates, anid the new bill taxes the rest of the income
under the bill at new rates.

Senntor Connarny. All right.

Mr. Brown. In other words, this bill is complete in itself, and
during the war it is substituted for other provisions now existing.

Senator CoNxarnuy, Why were those portions eliminated?  Any
reason given?

Mr, Browx, Yes: T intended to go into that.

Senator CoxNarny, Very well,

Mr. Brown. But I do not think T would want to take up the time
of the committee now.

Senator Coxnarry, All right,

Mr. Brows. I wag reading this into the record beeause T thought
it wonld be very convenient as o matter of reference, so that in
comparing it with existing law you would have in effect this out-
line, which would make it very easy for you to pick up the changes,

Senator CoxNarLy, Very well,

Mr. Brown. Under supplement F—Insuranee companies: Section
205, relating to taxes paid to foreign countrics and possessions of
the United States, has been eliminated.

Under supplement C—Nonresident alien individuals: Section 213,
relating to eredits against tux, has been eliminated,

Under supplement TI—Foreign corporations: Section 234, relat-
ing to eredits ngainst tax, section 235, relating to returns, and seetion
236, relating to pnyment of tax, have been eliminated, .

Under supplement J—China Trade Act corporations: Section 2062,
relating to eredits agninst the tnx, has been eliminated,

Under supplement TeInterest and acdditions to the tax: Section
205, relating to time extended for payment of tax shown on the re-
turn, and section 296, relating to time extended for payment of
deficiency, have been eliminated, Under this supplement a new
section (see, 209) relating to interest on deferred payments, has been
added.

In addition to the changes indicated above, there have been many
oniissions, additions, and changes made in the various subscctions
under title 1 too numerous to eatalog at this point, but which will
be referred to hereafter in commenting upon the text of the bill
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In lieu of title I-A of the Revenue Act of 1934, a new subtitle
D has been added.  Seetion 351 of this sultitle imposes & surtax on
personal holding companies similar to that imposed by the same
section of the Revenue Act of 1931, except at much havsher rates and
with restricted deductions,

A new subtitle IS has been added, and seetion 351 thercof imposes
a very heavy tax upon stock dividends,

1t should be emphasized at the outset that the Depurtment has
taken as its broad field the technical and administrative aspeets
of the bill, believing that the cconomic and policy questions uve pri-
matily outside its scope of study.  Therefore, the presentation of
the subject will be confined to those aspects of the bill which the
Treasury believes should be changed to render the bill susceptible
of satisfactory administration, 1o remove ambiguitios and inconsists
encies of language, and to reduce to clearver terms what the Treasury
conceives 1o be the intent of the committee,

The bill is based on the framework of the Revenuo Aet of 193+ and
thus constitutes a complote income-tux revenue nct,  With the ex-
ception of a tax on stock dividends, it is confined solely to the field
of income (uxes,

While the bill keeps the framework and sequence and seetions of
the Revenue Act of 1934, it departs from that measure in the follow.
ing vital respects:

L It imposes on corporations so-called “excess-profits tax” instead
of a flat-income tax.

2, It develops a concept of net income materially different from
that defined in the Revenue Act of 1934,

3. 1t disturhs seriously the provisions of existing law dealing with
the munner of making returns and payment of the tax, reorgan-
izations, credits for foreign taxes, and in other administrative
respects,

4. It imposes severely juereased rates of tax.

A diseussion of the first point of divergence brings up al onco
the subject of adjusted declared value whicl is the yardstick em-
ployed by the bill in determining the exeess profits upon which the
tax is Jevied, Such adjusted declared value has as u starting point,
in the ease if corporations making declarations under Section 701,
Revenue Act of 1934, the value of the eapital stock of such corpora-
tions as thus declared.

The committee will recall that in the 1935 act o new declaration
was provided for, which will be made during the current year. And
one of the questions of policy, it the committee retains the basis
of adjusted declared value, would of course be whether, as this bill
does, 1t should be tied up to the 1934 Aet and the declarations made
thereundery or whether it should be tied up (o the new declaration
authorized under the 1935 Act,  Of course if it is not tied up to the
latter act, it will be necessary to carry along in the Bureau the re-
turns under the peacetime Act, that is the 1085 Aet, and the returns
under the 1934 Act, to which this bill is geared. In ovder to facili-
tate handling in time of war it would seem advisable to us that all
adjustments should be made annually so far as the wartime bill is
concerned, so that when we arrive at war we won’t have to go back
over o long period of years and make all the adjustments in declared
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value nccessary to arrive at a proper base for the application of this

X.

The bill also makes provision for adjusting the initial value thus
declared, as well as for determination of adjusted declared value in
the case of corporations not making declurations of value under sec-
tion 701, It also makes specific provision for valnation of additions
to adjusted declared value within 1 year prior to the cifective date of
the act. In all eases the Conuissioner is given the power to reduce
downwards the adjusted declared value mitially declared by the
taxpayer, but mukes no provision for sealing sueh adjusted declared
value upwards,

The "Treasury Department, in its approach to the problem, aceepts
the principle of mzjush-(l declaved value as the mensure of excess
profits and henee its task has been directed toward teying to improve
the provisions of section 13 as found in the bill,

When I say “aecept” T mean that in the work which we have
done we have not attempted to suggest n different basis for the tax,
but for the purposes of our work we have aceepted the basis found in
tha bibl,

Thoe Trensury Department as a vesult of its studies has changed
the seetion in many material respeets, both as to form and substance,
While there have heen changes of substance they veally have not
changed the basis, hut. merely the means of arviving at the basis,

As to form, the seetion ag it stands in the Dill inposes a tax and
Inys down the vardstick for measnring excess profits, It is believed
that the tax should be Inid in a separate seetion from that setting
forth the manner of determining what portion of the income is excess,
Tn other words, we have separated the imposing section from the
manner of determining adjusted declaved vadue, That wag the scheme
followed in the war-revenue nets during the World War, and it would
seem to bhe elear,

Senator Connanny, Is it working ont. satisfactorily?

Mr, BrowN. As o matter of form and set-up, yes, it was very satis-
factory.

This is in keeping with the structure of the Revenue Acts of 1917,
1918, and 1921, In accordance with this view section 13 has been
redrafted and split up into two sections,

With respeet to substance, it was believed to be necessary to redraft
practically all of the remminder of section 13, Where the bill pro-
vides, as m subsection (¢), for the redetermination by the Commis-
sioner of adjusted declared value, its language does not identify
clearly the element, which it i intended to revalue, nor is the time
nt which such value should be redetermined set forth either in sub-
geetion (¢) orv subsection (d).

In the interests of wood administeation it is believed to be in-
advisable to prescribe in the bill the method of valuation,  Seetion
18 provides, for example, if the Commissioner decides that the ad-
justed declared value should be adjusted downward that he may make
an appraisal.  Of course, that is only one way of solving the ques-
tion of valuation, Appraisal is one of many ways. It seems to
ns the Commissioner should not be so restricted, and that he should
bave an opportunity to apply any of the ncco?tetl methods which
will permit him to arrive at a fair estimate of the value, and in our
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suggested redraft of this provision we have given the Commissioner
that authority.

Senator ConnaLLy, As I understand it, those suggested amend-
ments are in this compilation that you have there, are they not
Mvr. Brown. That is correct. Of course, that is only tentative,

Senator ConNarvy. I understand.

Mr. Browns. No definite plan of revaluation is uniformly applica-
ble in all cases. Hence the Departuent’s experience suggests that
the Commissioner’s hands be le}(, unham )ere(i as to the method of
valuation. It should be remombered in t}\is connection that a large
number of corporations will be found which have not made declara-
tions of value under section 701, as to all of which corporations the
Commissioner is required under the terms of the bill to make an
original determination of value, Iolding companies are an example
of that, that is, they are not subject now to the provisions of the
present capital-stock tax, which is confined to those concerns which
are engaged in business as distinguished from the mere holding of
property.

Similarly, the subsections dealing with reorganization, consoli-
dation, and merger, with revaluation of capital stock issued for
property within 1 year prior to the effective date of the act, and
with regard to the exclusion from adjusted declaved values of so-
called inadmissible assets the income from which is not taxable, re-
quire reframing.  Such changes, it should be emphasized, were made,
not to disturh the fundamental principles of section 13 but to clarify
its terms, remove ambiguities and uncertainties of language, and
make the section more ecasily administered.

The second major respect in which the bill differs from the Rev.
enue Act of 1934 may be summarized under two captions: («) Ine
clusions in gross income, and (5) deductions from gross income.

As to (a), the bill, by omitting from exclusions from gross in-
come gifts, ipliedly imeludes gifts in gross income.

That has u]r(-mly been commented on by Mr, Parker, and it
raises 0 constitutionnl question. T do not think perhaps the drafters
really intended that gifts should be treated as income,  If they did
that raises & question which the committee will undoubtedly wish
to consider,

Again, in section 24 the bill seeks to include in gross income loans
by corporations to stockholders and oflicers, as well as distribu-
tions from depletion and depreciation reserves and incomplete or
partial liquidation. 'The inclusion of such elements in gross income,
1t is believed, would be invalid in the light of the sixteenth amend-
ment, and the decisions deulingl with what constitutes income within
the meaning of that amendm®nt.  Besides, the provisions with re-
spect 1o distributions by corporations are not in keoping with sce-
tion 113 of the bill. Theso considerations persuaded the Treasury
to suggest redrafis of the provisions referred to so as to give effect
to the intent of the committee and at the same time mold the pro-
visions in such language as to remove the possible danger of un-
constitutionality.

With respect to (b), the bill severely restricts deductions from
gross income allowed under prior revenue acts. Such restrictions
affect salaries and other payments to oflicers, directors, and certnin
stockholders of corporations; also such items as promotional, public-
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relation, and all selling costs, repairs, interest, depreciation, and de-
pletion,  These limitations, most of which are found in subsections
(@) and () of section 23, are novel in a revenue meastire.

The administrative problems raised by the limitation provisions
of seetion 23 (a) appear to deserve speeial consideration by renson
of the fact that they are based upon taxpayers’ experience for Vl‘t\-
war years. The application of this principle necessarily involves
examination of taxpayers’ returns for such pre-war period, n pro-
cedure which places a heavy burden upon the administrative ma-
chinery of the Bureau, The problem is related to section 67 of
the bill with respect to the use of prior avernges of comparable
trades or businesses where taxpuyers themselves do not have pre-war
oxperience, The past experience of the Department with respect
to cruployment of comparatives suggests the necessity of reframing
section 67, 'This has been done, :

As to the third general aspect of the proposed bhill—seetion 51
seeks to tax s that of a single individual, the income of hushand
and wife and the income of a parent and minor chikl,  The Depart-
ment has studied these provisions and has reached the conelnsion
that the section ns 1'm|mll in the bill is of doubtful validity, Iow-
ever, it presents for considerntion three alternative plhins,  The bill
also provides for quarterly retuens in (he ease of corporations, such
returns to be filed for the current year in which the profits taxed ave
being aeerued or earned, In the interests of gmn! administration
and to avoid inconvenience to taxpayers without corresponding bene-
fit to the Government, this provision has been veframed,

Again, the bill sceks to radieaily change existing reorganization
provisions, taxing gains, and disnllowing losses avising {herefrom.

It is not. the purpose to discuss here the technienl aspeets of thig
problem, it being a subject which appears more properly to be taken
up in detail with the staff, Tt is suggested, however, that the reor-
gauization Proviﬂiong have found expression in vevenue acts begin-
ning with that of 1921, and that such provisions have been from time
to time examined with a view to closing avenues of tax avoidance
therein, The attention of the committee in this connection is invited
to the report of the Senate Finance Committee, dealing with its study
of the reorgunization provisions irzident to consideration of the
revenue hill of 193+, Such report orty forth the reasons which in-
duced that committee (o leave substandally intact existing reorgani-
zation provisions, These considerations have persunded the Treasury
to recommend that these ])r()\'isinns of the Revenue Act of 1934
be permitted to remain in the proposed bill,

nother problem with respect to corporate returns is that attach-
ing to aflilinted returns, which, undér existing Inw, are permitted
only in the case of common earriers (see. 141). The triflingly small
number of corporations filing consolidated returns and the fact that
adjusted declared value is geared to a single corporation and not
adopted for affilinted groups of corporations have induced the
Treasury to recommend that section 141 be stricken from the bill,
This would earry with it elimination of those other gections of the
bill referring to affilintion.

Again, as to the time and manner of payment of tho tax, the

ropo.«'mi bill introduces an innovation in that those sections of exist-
g law providing for installment payment, for extension of the
time for payment of the tax, and for filing bond in appropriate



TO PREVENT PROFITEERING IN WAR 23

enses for securing ultimate collection of the tax, have been stricken
from the bill.  While this matter may be said to be a question of
poliey, it concerns serionsly the administrative set-up, since the
colletion of the tax is an administrative problem, Tt has been the
experience of the Bureau that eases of great hardship will avise if the
tax is summarily collected in every instance,  The business of tux-
uyers will be seviously entharrassed or perhaps forced to liquidate,
I'hus ,)l'i(n' revenue acts have anticipated such hard eases and have
provided for a certain degree of flexibility by giving the Com-
missioner diseretion to extend time for payment of the tax in
appropriate eases,

The subject of payment of the tax comes np in connection with
the procedure inecident to appeals before the Board of ‘Tax Appeals,
Under existing law the deficiencies involved (exeept in enses of
jeopardy) cannot be colleeted until after the decision of the Board
secomes final, - Under the proposed bill the deficiencies may he col-
lected after issunnce by the Conmnissioner of a notice of deficiency.,
For administrative reasons the Treasury reconumends that the power
to colleet sneh deficiencies he made niandatory upon the Commis-
sionery and the provision has been vedrafted accordingly.

Again the bill eliminates eredits for tuxes paid to foreigm countries
and possessions of the United States. This is recognized as a ques-
tion of policy, but it may be pointed out that hardship may resulg
in many enses by reason of the faet. that the combined United
States and forcign taxes may exceed the income upon which such
taxes are imposed.

With respect to the fourth aspeet, the severely inevensed rates of
tax, it is recognized by the Treasury that the rate of taxation is
question of poliey,

Iowever, the attention of the committee is invited to seetion 102,
laving a surtax on corporations improperly accumulating surplns,
The effect, of (his seetion, when combined with that of section 13,
results in levying a tax materinlly in excess of the income upon
which it is imposed.  For these reasons the restoration of section 102
as it appears i the Revenue Act of 1934 is suggrested.

In addition to the above major fields of departure from existing
Inw, the proposed hill contains numerous minor fechnieal, typo-
graphical, and other ervors, the correction of which was essential
Anillustration of this is seetion 206, dealing with wmutual insurance
companies other than life. Though it was the obvious intent of the
drafters to tax such companies, the language of the bill rendered
them not subject to the tax,

Senntor CoxNarny. Mr, Brown, I do not waut to interrupt you at
this time, but T am going to have to leave, and T will turn the hear-
ing over to the other Senators,

[t has bren suggested that we adjourn at this time, and 1 do not
suppose it is necessary at our next. meeting for all of you gentlemen
to come here at one timey the clerk will arrange for a meeting next
week, on Tuesday, at 10 o'clock, and notify everyone; and, Mr.
Brown, you ¢an be here and finish your statement at that time,

Mr. Brown. Yes, Senator, .

Senator ConnNany, Then we will adjourn at this time,

(Whereupon, at 12 noon, an adjournment. was taken until Tues-
duy, Feb. 18, 1936, at 10 2. m.)
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TUESDAY, FEBRUARY 18, 1036

UNITED STATES SENATE,
SuncommrrreE oF THE CoMMITTEE ON FINANGE,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10:30 a. m.,
ipdyoom 812, Senate Office Building, Senator J osepin F. Guffey pre-
siding.

Present : Senators Guffey (acting chairman) and La Follette.

Also present: Ralph W. Brown, special assistant to the general
counsel of the Treasury, and members of his staff ; and L. H. Parker
chief of staff, Joint Committee on Internal Revenue Taxation, and
members of his staff.

Senator Gurrey. Mr. Brown, you were on the stand when we
adjourned. You may proceed.

STATEMENT OF RALPH W. BROWN, SPECIAL ASSISTANT T0 THE
GENERAL COUNSEL OF THE TREASURY—Continued

Mr. Broww. Upon adjournment last week I had nearly com-
pleted a summary of the work carried on by the Treasury during
the recess. I have only a few additional observations to make
before concluding. ’

There are contained in the bill, as there are in existing law, sev-
eral provisions dealing with the problem of undistributed current
earnings or surpluses. This problem has had the attention of the
Congress ever since the adoption of the first income tax following
the taking effect of the sixteenth amendment, und grows out of the
fact that corporation earnings have been taxed at o low flat rate
whereas those of individuals have been subject to the normal tax and
surtaxes,

Section 102 of the Revenue Act of 1984 imposes a surtax at rates
of 256 and 85 percent on corporations accumulating gains or
profits beyond the reasonable needs of the business, In section 102
of the bill these rates are raised to 98 and 100 percent, re-
spoctively. Moreover, so far as appears, this tax is in addition to
the taxes imposed by section 18. In addition section 102 (a) (B)
imposes & tax of 75 percent upon the undistributed surplus of a
corporate tuxp%yer without regard to intention to improperly accumu-
late surplus. The undistributed surplus of a corporation 18 defined
for the purposes of this subsection as 4.7 percent of the adjusted
declared value, minus certain deductions, which reduce the undis-
tributed surplus to 2.7 percent of adjusted declared value, or less.

These are very drastic provisions, and unden certain circumstances
may result in & corporation payin% taxes substantially in excess of
the income upon which they are levied. In the redrafting of the bill

25
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we have restored the provisions of section 102 as they appear in the
Revenue Act of 1934 on the theory that in a revenue act imposing
taxes at rates as severe as those found in section 13, the question of
undistributed current earnings is scarcely a problem. Moreover, it
was felt that your committee would wish to consider these provisions
in connection with the provisions of those titles of the act which
have to do with the operation and financing of industry in wartime.
While it is recognized that this action invades the field of policy,
it was believed to be justified in the absence of a clearer statement of
the necessity for the provisions of section 102 as found in the bill.

Another section bearing on the problem of undistributed current
earnings is found in subtitle D, section 351 of which imposes a surtax
upon the undistributed net income of personal holding companies at
rates of 98 percent on the amount of such net income not in excess
of $100,000, and 100 percent on the amount in excess of $100,000.
In computing the undistributed adjusted net income subject to this
tax, losses from sales or exchanges of capital assets, which are dis-
allowed as a deduction by section 117 (d), are not allowed. This
section is modeled upon section 351 of title I-A of the Revenue Act
of 1934, except for the higher rates and greatly restricted deductions.

Again in this connection, section 881 of subtitle E imposes an
excise tax on the issuance of stock dividends at the rate of $100 a
share or fraction thereof. The severity of this tax, it is feared,
raiscs & question whether an attempt is not being made to regulate
the internal affairs of corporations, which regulation is reserved
by the Constitution to the States. Probably the drafters made the
rate high to taia care of stock with a hiﬁh ar value or selling
price. It is believed that this difficulty could be met by providing
a somewhat higher rate on high-priced stocks than on low. A prece-
dent for this exists in the present tax on the issuance of stock. Sub-
division (2) of schedule A of title VIII of the Revenue Act of 1926,
as amended, particularly section 722 of the Revenue Act of 1932.
Probably a fairly high rate of tax could be supported, but it is a
guestion whether the present rate is not too severe.

Apart from the foregoing considerations, it is a question whether
the tax imposed by section 381 of the bill is necessary, in view of the
fact that stock dividends scarcely present a serious question so far
as affects the problem of distribution of current earnings, especially
under & tax bill which in the first instance takes so large a share of
the corporation tax%ayer’s income. The declaration of stock divi-
dends presents a problem in the case of surpluses accumulated in the
past and not yet distributed, inasmuch as it Femnits the taxpayer to
enjoy such surpluses without immediate tax liability. However, the
decision as to the imposition of this tax is clearly a question of policy
for the committee, : e :

This concludes the Treasury’s summation of the field covered by
its administrative studies. , ‘

Senator Gurrey. Thank you very much, Mr. Brown.

Senator La Forierrs. I now sugl%est that we have the questions
that were worked out by Mr. Parker as pertaining to the policy
that must be determined prior to action upon any specific provisions
of the bill incorporated in the record at.thig point. ool
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STATEMENT OF L. H, PARKER, CHIEF OF STAFF, JOINT COMMITTEE
ON INTERNAL REVENUE TAXATION—Continued

Mr. PARKER, 1 unfortunutely, do not have a copy of the letter
here

Senutor La Fourerre. The letter is not important.

Senator Gurrry. I have the whole thing here for you. It may be
incorporated in the record. .

(The foregoing letter referred to is as follows:)

FEBrRUARY 15, 1086,
Hon. JosepH F. GUEFEYyertiars 4
United Stafge-Benate, Wa,shingtom»a. C.

My DEAR SENATOR: As requested by thevgpbcommittee considering the war
revenue nd industrinl management bill, I ante@pclosing a table containing the
princ lssues which in my udgiment should be 8jgeussed by the subcommittee.

feve that the next’ g of the subcoi lttee is tentatively set at

. m, on Tuesda, ,al'ebruaﬁry 18 -

¥ - Very resp y

! u!l ' ’ v{p L. H. P RKER, Chicf of Staff. .

The questxons refened to in the above letter am as follows:)

W

PRINCIPAL Issmcs IN BE THB WaRr REVENDE AND IND('S’IRL\L MANAGEMENT BiLk—~
SUBMITTED FOR THE Cowsfnnmno}z OF THE Mmmmts OF THE SUBCOMMITTEE
- w ..“ i}

v mw L xmonlmxhs i

1. Should the ill be’ desl ed so as to take the pmﬂt motive away from
both corporation dnd individu#1?

2, If the answep to issue 1.is im the negative, what mas\imum rates can be
used withoyt destroying the profit' mogive?

3. Should thé bill be destgnéd to produce the mnxhnum revenue possible, or
ahould the mocial and econgmic effects of the bill be deemed more fmportant?

4, Is it Lound to adopt the ‘general principle that th¢ most important thing
in gomxection with war legislatlon is “to win the war” 3’

Should the bill be designed to tax net mcome only, or should limitations
be imposed on the deduction of hec ry L expenses with the result that
tlw tax yates may apply to a flgure greater than tfue net income?

6. Should the bill attempt to correct possible defects and to close possible
loopholes in existing law when such defects:or loopholes are a present problem
uot directly conmacted with war regmﬁ legistation?

7. Should the rathiér low tames pYroposed in the bill on the individual with a
moderate net income be increased so as to secure more revenue?

8. Is it constitutional to tax gifts as income, as indicated by the bill?

9. Is it constitutional to require the filling of joint returns by husband and
wife as proposed in the bill, such a provision affecting the present community
property system?

10. The bill taxes all gains from the sale of capital assets, but disallows all
losses from such sales, except to the extent of $2,000—that is, if 2 man has
$00,000 of gain from the sale of capital assets and in the same year has $80,000
of Josses from such sales, the bill proposes to tax the man on $48,000 regardless
of the fact that he had a net loss of $30,000. Is this a sound policy?

Trries 11 10 VI, INDUSTRIAL MANAGEMENT

11. Should the bill be kept in its present form or should it be divided into two
sepurate bills—one dealing with revenue and the other with industrial man-
agement and control ?

12. Title 111 of the bill gives the President power to fix prices, close ex-
changes, requisition plant, etc., not only after war has been declared but
whenever Congress declares a grave national emergency exists, or whether
there exists a war between two foreign powers. Is it constitutional to grant
this power to the President at a time we are not actually at war?
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18.'As a practical matter, will the War Department be able to organize
qu:lckllﬂ?enough to handle the exceptional dutles placed on it in titles II
an
a cil-l.és the revolving fund of $500,000,000 provided for in section 506 suf-

en

15. Is there any danger, under the terms of this bill, that some future
President, personally ambitious of extreme power, would get us into war for
the purpose of wielding such power?

Senator Gurrey. What else is there that should go in the record
todaﬁ? I agree with you, Senator La Follette, that we should not
go ahead when the rest of the committee are not present.

Mr. Parxer. I think there is nothing further to go in the record
at this time, .

Senator La Fouuerre. I suggest, Mr, Chairman, that we take a
recess subject to the call of the chairman of the subcommittee.

. Semtimr Gurrer, With that understanding, we will stand ad-
journed. . . .

(Whereupon, at 10:40 p. m., the committee was adjourned subject

to the call of the chairman.)
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FRIDAY, MARCH 6, 1936

UNITED STATES SENATE,
SuscommiTree oF THE CoMMITIEE ON FINANCE,
Washington, D. C.

The subcommittee met, pursuant to call, in room 450 Senate Office
Building, Senator Tom Connally (chairman of the subcommittee)
presiding, at 10:45 a, m.

Present: Senators Connally, Guffey, and La Follette.

Also present: Ralph W. Brown, special assistant to the general
counsel, Treasury Department; S. G. Winstead and J. 8. Zucker,
Treasury Department; G. D. Chesteen and Allen T. Aiken, of the
staff of the Joint Committee on Internal Revenue Taxation.

Senator ConnaLry. The subcommittee will be in order. Have zymx
a statement, Mr. Chesteen, that you desire to have in the record

Mr. G. D. Cursteex. We have prepared a discussion of about
five questions from an economic and industrial viewpoint, if you
want that to go in the record.

Senator Connarry. I think so.

Senator Gurrey, I think that ou{;ht to go in the record.

Senator ConnarLLy. How long will it take you to read that?

Mr. Cuesreen. It is 11 pages. It won’t take very long to read it.

Senator CoNNaLLY. Sup hose we hear that now?

Senator Lia ForLerre. That is agreeable.

Mr. Cuester. Dr. Zucker will be glad to present it.

STATEMENT OF DR. J. S ZUCKER,' TECHNICAL ADVISOR, INTERNAL
REVENUE BUREAU, TEMPORARILY ON THE STAFF OF THE
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION

Senator ConNNaLLy. Briefly tell the reporter your name and what
you are presenting, please,

Dr. Zucker, My name is J. S. Zucker, temporarily detailed to
Mr. Parker’s staff. This statement is an analysis of some of the
effects of drastic taxation on the economic activities of the country
also a discussion of three or four questions pertaining to matters of
policy with respect to the war-profits tax bill, presented here as a
preliminary to the subcommittee’s decision thereon. ‘

In the Report of the Senate Munitions Committee, Report No.
944, part 2, the aims of the bill are discussed in detail, and in addi-
tion, the economic effects of drastic rate structure, as well as provi-
sions for blocking methods of tax avoidance, are surveyed objec-
tively. Probable results, such as curbing of profit motive, hindrance
of war production, disorganization of industry, and dissipation of
investments are’ treated.

49114—36——3 ‘ 20
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While consideration was given in the report to the economic mal-
adjustments which might ensue in the event of the enactment of
an oppressive war revenue measure, it appears pertinent that the
proposed bill itself be analyzed from the viewpoint of whether or
not due cognizance had been given to the features discussed in such
report,

ANALYSIS OF S8OME OF THE EFFECTS OF DRASTIC TAXATION ON ECONOMIC
ACTIVITIES

Admitting that the objectives of the war-revenue bill are highly
meritorious, it nevertheless is of paramount interest to survey the
economic effects wrought by drastic taxation such as is here proposed.
Of equal importance to the attaining of revenue sufficient to run a
war is the assurance that a tax law devised to carry out the above
purpose will, in addition, in nowise curb the incentives to produce
war materials, will not disorganize industry, and will not take away
the motives for continuous economic activity.

When it is considered that in times of war the marginal producer
is as necessary as the low-cost, large-scale producer, the problem can
be truly appreciated. This is not an argument for the preservation
of the status quo in the economic field, but rather it is an indication
of the danger that lies ahead if a ruthless “maximum” tax scheme
is enacted. ~ A government should not too freely utilize the power of
drastic taxation nor the power of commandeering industry, for its
efforts may produce a boomerang.

Unlike the requirements of Government financing during peace-
times, when the amount of desired revenue is reasonably fixed and
therefore tax rates may be devised accordingly, in wartimes the
amount desired is practically limitless. This brings up the thought:
Not at what rate of tax will the Treasury obtain the necessary war
revenue, but at what rate of tax shall a war-revenue bill stop in order
to assure a steady Government income to satisfy the requirements of
a constantly replenishing war chest.

It is a well-known fact that the tendency of businessmen is to.
view taxes as an expense of doing business, and therefore consider
it proper to charge same up to the cost of the commodity or service
sold. Thus, by the incidence of taxation, the additional levies against
business tend to increase prices and bring about a gradual inflation.
This tendency on the part of businessmen can be reasonably curbed
by invokini; a tax which takes all above an exempted minimum, or
substantially all, in lieu of the usual graduated income tax. We are
thus confronted with the intensely debatable problem of what amount
of profit constitutes a justifiable minimum to be exempted from tax;
what percentage of profit shall be left to businessmen, whether en-
gaged in business in their individual capacity or in corporate en-
deavor; and further, shall this percentage of profit, which may be
very large in the case of Jarge organizations, again be made subject
to tax so as to leave actually only a reasonable amount commensurate
with living requirements in the standard of living to which our
businessmen are entitled.

To preserve initiative and the desire to risk capital, as well as
to assure war productivity, require that profits be not too ruthlessly
diverted by taxation from their reemployment in normal business
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channels. Uninterrupted output in most fields of industry is essen-
tial, and, as stated in Senate Report 944, part 2, page 11, is—

far more important than eliminating profitecring or preventing a heavy debt
being pasged on to post-war administrations. Consequently, if the absolute
rate of any wartime tax Is so severe as to discourage investment required
for reconditioning idle plants, converting plants from nonessential to essential
production, building new facilitles, financing larger purchases of raw mate-
rials and increased pay rolls—to name a few of the wartime requirements for
capital in expanding production and eliminating any consideration of the
effect of such a tax on existing production—it cannot be permitted.

In a statement by Bernard M. Baruch to the Senate Munitions In-
vestigating Committee dated April 12, 1985, quoted in hearings,
Munitions Industry, part 22, pages 6633-6643, he stated, in part:

* * * the cold fact remalns that ours is an economy activated by
profits, * * * There is no proof that it will run on psychology and there
is much that it will not. Certainly we should not select an hour when the
enemy is at the gates to find out whe'her it will or not.

The above quotation admirably brings out the fact that we func-
tion, economically speaking, largely under the impetus of the profit
motive. The extent to which other motives, such as patriotism or
an appeal to a sense of social justice, equality of contribution, and
sacrifice, may shape the determination to remain industrially active,
is, to say the least, problematical. Whether, under a stress of war
and the necessity for preservation of country and family, people
might rise to the support of their Government and concede to a
levy approximating all of the profits above a certain minimum is a
conjecture which should not be tested at a time of war in view of
the dire circumstances of failure.

In justice to our businessmen, be it said that the conducting of
large businesses is a matter of trusteeship for the stockholders more
than the willingness of any individual to forego profits for pa-
triotic reasons. In other words, the preservation of the investment
in the business becomes a duty touched with high moral and social
purposes. A confiscatory tax rate might clash with the purpose of
conducting business for a profit and thus tend to effect production
very disastrously.

It is also proper to consider that if a wartime tax is so heavy as
to be stigmatized as unjust, there may result an increase in the de-
vising of methods of avoidance which will have the effect of de-
creasing the revenue to the Government.

Economists have fashioned certain theories upon which an ideal
tax is to based. While a war-profits tax may be said to follow the
benefit theory, in that every individual of a country stands to lose his
all in the event of failure to win the war, predominantly the manner
and measure of levy must follow the principle of the ability-to-pay
theory. This theory is predicated on the ability to pay taxes with-
out undue sacrifices. Qurs is a country of varied economic en-
deavors, The business structure is highly complex. We are there-
fore faced with the practical necessity of preparing a tax law which
should not have adverse effects on economic groups and classes of our
people. Big business should not be discouraged to a point of sabot-
aging the Government. The incentive on the part of individuals to
continue work should not be curtailed, for in the last analysis, the
economic welfare of the country is dependent upon the economic wel-
fare of its component parts.
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Now, speaking directly on the questions which we have prepared-
. Does the subcommittee wish to close all possible loopholes in exist
ing tax law, though these are not directly connected with wa
conditipns?

Proceeding on the premise that 8 maximum revenue yield is to be
obtained through a war-revenue bill, the sponsors of the proposed
measure have seen fit to incorporate therein many provisions which
aim to thwart efforts at avoidance and also which tend to curb the
taking of excessive deductions from gross income,

For practically two decades Congress has from time to time in-
jected provisions into the income-tax law designed to distribute the
tax burden justly among all classes and groups. Many loopholes for
tax avoidance have been blocked. At the present time there may
exist certain unsatisfactory situations whic}x require careful study
and experimentation.

Shall we say that in a wartime bill all of the conjectures which
may arise wit{ respect to possible avoidances should be summarily
dealt with and revised provisions enacted so as to effectively elimi-
‘nate all possibilities of avoidance? Is it not better to assume that a
more detailed study, with opportunity to ascertain surrounding facts
and circumstances, is in order? This will effect a gradual injection
into the tax structure of new provisions tending ultimately to attain
an ideal tax law.

Manifestly, the plugging of loopholes for tax avoidance is meri-
torious, but what may be questioned is the lack of reasonableness in
approash. The wholesale redrafting of provisions when the rate
structures are drastic and when the need for revenue could be no

reater might result in undue disturbances, which not only may
essen the revenue yield but, what is more important in wartimes,
may halt the production of war materials.
few examples will serve to illustrate the point: (&) If it is
wrong under the present law to allow depreciation and depletion on
a method which involves recoupment of capital outlay based on
actual wear and tear and on wastage of natural resources, and if
it is considered right that there be allowed a limited percentage
deduction based on income, then such a provision should be studied
carefully, as a peacetime measure, with the end in view of incorpo-
rating same into the existing revenue law.,

(b) If it be granted ihat the allowance of nontaxable exchanges
constitutes a means of tax avoidance, a study should be made of its
extent; of the probable value of its elimination; also, whether it
is possible to suEstitute other provisions which, though i)lncking tax
avoidance, will nevertheless not interfere with effecting mergers and
consolidations required in the operations of large business endeavors.
1t is submitted that this, too, 1s a peacetime effort, and should not
be injected into a war-revenue bill.

(¢) The provisions with respect to capital gains in the present law
have been eliminated. Capital losses, however, are recognized only
to the extent of $2,000. This tends to create a lack of economic
balance which may have adverse effects on transactions involving
capital assets, o

(d) The bill proposes to tax distributions out of profits and
increases in values accrued prior to March 1, 1913. The effect of
this provision, no doubt, will be that corporations will attempt to
impound their surplus. This, in turn, will make them subject to
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the drastic provisions imposed on corporations adjudicated to have
accumulai:edp surplus improperly. If left in the bill, it will become
one of the factors that will tend to disturb corporate endeavor.

(e) Under the provisions of the proposed section 23 there is
injected a series of arbitrary deductions as well as limitations which
are based on allowances predicated on prior-year averages. Inter-
est, repairs, promotional, public relation, and selling expenses are
limite({) to a sum not larger than the average annual outlay for such
purposes in the preceding 3 peacetime years.

I think this is quite important so far as drafting a war-revenue
bill is concerned. This, and similar provisions, will have a tendency
to throw completely out of line the relationsilip between the con-
cepts of statutory net income and net income, in the accounting,
legal, and economic sense. It need not be argued that such a pro-
cedure will impose hardships on taxpayers, particularly in those
cases where the tax based on an artificial concept of incomes will be
far greater than the true net income itself.

The next question presented for your consideration pertains to
dividing the bill into two parts.

Title I of the proposed bill deals with income tax exclusively.
Titles II, III, I\;), and V constitute an economic and industrial
management bill involving war resources and war-finance control, as
well as War Department supervision over the management of
industries.

In view of the obvious unrelated nature of the two subjects
treated in the proposed bill, may it not be advisable to sever title T
and consider it as a complete bill in itself—a taxation measure?
The remaining titles, being essentially economic and industrial in
nature and constituting a means of wartime control over industry,
might well be considered as a separate measure, probably under the
jurisdiction of the Military Affairs Committee,

In the economic and industrial management bill constitutional
questions may arise. For example, is there sufficient constitutional
authority for title IIT going into effect merely upon congressional
declaraticn of an existing emergency and not the existence of an ac-
tual war? Again, there is the matter involving the payment of “fair”
compensation in the event of commandeering of plants.

Other detailed features, such as the fixing of prices, the closing
of commodity and stock exchanges, the licensing of production, and
distribution of commodities, are all problems decidedly foreign to
the realm of taxation and should not be considered as part and
parcel of a war-taxation bill.

The next question relates to drastic revenue yield irrespective of
social and economic effects. :

Estimated yield under the proposed bill, as made by Mr. Flynn in
testimony before the Military Affairs Committee, as well as the
Munitions Committee, ranges from $15,000.000,000 down to $6,000,-
000,000 per annum., Those esiimates were based on the bill before
it appeared in its present revised form. It covers a rate structure
which is somewhat more severe than the one now in the bill.

Dealing with drastic rates makes the matter of estimated 1yield
highly conjectural. It is dependent upon many variables, There
are the factors of inflation, curtailment of production by virtue of
curbing of profit motive, and probable difficulties arising in con-
nection with administering new and radical provisions.
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It is impossible to determine in advance of a war what revenue
would be required, for it is obvious that a war with a weak country
would cost far less than a war with a strong country or a group of
countries, Ifurthermore, a prolonged war will require mucﬁ greater
financing than a war of short duration. If a revenue bill is to be
effective, it must anticipate a revenue yield suflicient to cope with all
eventualities, and therefore provision in such a bill should be made
for a high revenue yield.

This brings us to the question of whether the consideration of
maximum revenue yield should predominate the consideration of the
preservation of the economic welfare of the country. Can we divert
all the income yield from individuals and corporations except for
an exempted minimum sufficient for living expenses and a 2-percent
or 3-percent return to corporations? The bill proposes very severe
rates., No other nation, so far as we know, has ever experimented
with such rates. :

While it is not to be gainsaid that the most important thing in
conneetion with a*war 15 to win such war, legislation pertaining
thereto must, however, be framed so as not to assume that from a
fiscnl standpoint to “win the war” means ignoring basic principles
of public finance as well as factors tending to the preservation of
the economic well-being of the Nation.

Senator CONNALLY, ;I‘hnt is very good. I will say, however, that
in treating these other titles, they rveally have been reported on, one
by the Military Committee and one by the Munitions Committee.
So we are primarily supposed to deal with the title referring to
taxation,

Dr. Zucker. That is title I.

Senator ConnNarry. I am rather inclined to agree with you,
though, on the point that this ought to be purely a war-time tax
bill, and we ought not to undertake to disturb the peacetime bill,
because we will be filling up these loopholes and things in that from
time to time.

Senator Gurrey. I think this ought to be confined to s war-time
tax revenue.

Senator ConvNairy, That is my view,

Senator La Forukrte. Yes; but of course they were proceeding on
the theory, as I understand, that thefr were imposing such drastic
rates that they would have to try to close these loopholes.

Senator CoxNaLLY. Yes; in the war-time measure; but the point
he brought out was that this bill undertook to also fill up the
cracks in the peacetime bill, Is that what you mean?

Dr. Zucker. Such revisions, however, will be applicable only when
the war-time measure goes into effect, IFFrom a study of the bill we
would say that some of these provisions do not show a clear rela-
tion to a war-time objective,

Mr. 8. G. Winstean. I do not believe, though, that means for
operation during peacetime, They, you see, have used the present
revenue act as a basis for this bill, and they have attempted to close
up what they consider loopholes in the bill which will operate during
war; but it does not affect the operation of the present revenue act.

Senator Connarny. We will {ry to meet then at 2 o’clock on next
Tuesday in a committee room in the Capitol.

(Thereupon, at 11:10 a. m., the subcommittee adjourned, to meet
again in the Capitol on Tuesday, Mar. 10, 1936, at 2 p, m.) .
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VTHURSDAY, APRIL 2, 1936

UNITED STATES SENATE,
ComMITTEE ON FINANCE,
. Washington, D. C.

The full committee met, pursuant to call, at 10:30 a. m., in room
310, Senate Office Building, Senator Pat Harrison presiding.

Present: Senators Harrison (chairman), Walsh, bommll , Bailey,
glurk, Byrd, Lonergan, Gerry, Gufley, douzens, La Follette, and

apper.

Iso present: Senator Gerald P. Nye; John T, Flynn; L. H. Par-
ker, Chief of Staff, Joint Committee on Internal Revenue Taxation,
and members of his staff ; Ralph W. Brown, special assistant to the
General Counsel, Treasury Department, and members of his staff.

The CrammaN., The committee will come to order. What is the
pleasure of the chairman of the subcommittee?

Senator ConNarLLy. Now, as the chairman and members know, this
tax feature of the so-called war-profits bill is a very complicated and
voluminous measure.

The Cuamrman. May I interrupt? Where is Mr, L. H. Parker?

Senator Connarvy. He is not here, but his representative is here
and he will be here later.

The Criairman, That is all right.

Senator Connarry. Mr. Chesteen has really been giving more di-
rect attention to this matter than Mr. Parker.

The Cuamman. Then, that is all right.

Senator Connarry. I am glad Senator La Follette has come in.
We have been working as best we could on this bill. Senator
La Follette, I was just stating to the chairman in answer to an
interrogatory that the subcommittee desired to report back to the
full committee, at least partially, or tentatively, in order to get some
expression from the fuh committee as to some of the matters in-
volved and matters of policy involved in this bill. As I say, it is a
very complicated and voluminous measure and very far-reaching in
its application, of course,

We have had the Treasury Department and the tax experts work-
ing on it since the last session of Congress, and the su{)commit»tee
bas had hearings, which appear in the printed pamphlet here, on
the general outline and the general policies involved. And they
liave submitted a list of (}noslinns, 15 in number, which they regard
as requiring an answer before the experts, or the subcommittee either
for that matter, can go into the detailed study of the bill.

The Cramrman, The subcommittee prepared those?

Senator Conxarry, Yes; the experts prepared them for us and
submitted them back to us.

The Cramman. I understand.

35
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Senator CoNNarLy. For instance, here is one question, as to
whether or not the bill should undertake to take practically afl profit
out of war over a minimum of 2 percent or 4 percent, as set forth
in the bill, or whether it should only be designed to take out that
degree of profit which the war needs. In other words, if a concern
was making, say for 5 years prior to the war, 6 percent, whether we
should still allow them that normal income, or normal profit, and
simply apply it to that increment that mig’ht be provoked by the
war, That 1s one question. X

Another question is as to whether or not we should confine this
measure in its terms simply to the duration of the war, or whether
we should undertake, as tﬁe bill undertakes, to correct a lot of peace-
time legislation. i .

My own view is that we ought not to undertake to do that in
this ‘war measure, but we ought to confine this to a plan of taxation
operative in war, and not probably conflict with the general tax
measures which we enact from time to time with respect to peace-
time taxation.

Those are the two biggest questions. I would like to hear from
Senator La Follette.

Senator La Forrerre. There is a third question that has been pre-
sented by the experts to the subcommittee, and I think the subcom-
mittee felt that the full committee should give us some indication of
its attitude concerning it, and that is whether or not the other titles
that are combined in this tax bill should be attempted to be passed
on and reported out at this session, whether we should consider the
possibility of separatinfg the titles and merely attempting to report
out the title of the bill pertaining to taxation. Wot that the sub-
committee feels it has any responsibility for the other two titles of
the bill, since those have been passed on by the Military Affairs
Committee, but simply because they raise issues which do not directly
relate to taxation, and whether at this late stage of the proceedings
of this Congress the other two titles could along with the tax title
be given adequate consideration,

am speaking now for myself and not for the other members of
the committee.

And another thing, which I do not know whether the chairman
mentioned, and that is that the subcommittee—this is not in criticism
of any member of it, but due to the pressure of other committee
work—has been somewhat embarrassed in attempting to get a full
meeting of the subcommittee. In other words, we felt it was futile
for two or three Senators on the subcommittee to pass on these im-
portant questions of policy without the presence of other members
of the subcommittee, because we might determine one policy, and then
find that when we got to the judgment of other members of the
subcommittee it might be adverse,

I want to say that the chairman has made a very persistent effort
to get a full subcommittee meeting, but insofar as I know during the
time that we have been working on this bill we have been unable to
get a full attendance of the subcommittee.

Senator ConNarLy, Benator La Follette, T may state that we have
undertaken a number of times to get a meeting of the subcommittee
and we could not even get a sufficient number to have a meeting.

Senator La Forrerre. That is right.
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Senator ConNarry. In other words, when we had meetings we
probably would have two or three members of the subcommittee
absent. T am not criticizing any of the members, because they have
simply been overwhelmed with other duties, other committees, and
some absences from the city.

If this was just the ordinary measure, on which every man had
definite views of yea or no, we could have reported the bill a month
ago probably, but it is a matter that has so many angles and aspects
that it has even perplexed the experts. It is not something on which
we cun say we are for it or we are against it.

Senator Crark. So far the subcommittee chairman is concerred
I would like to say for the record that he made every effort to get
action. And as anxious as I was to get action on it I requested that
it be laid over in order to get Senator Nye and Mr. Flynn here to
speak on it, both of whom I was anxious to have present.

Senator ConnaLLy, I think while the committee is here this morn-
ing I would be glad to give Senator Nye an opportunity to say what
he has to say about it, and also Mr. Flynn,

The Cuaimrman, May I ask you this, Mr. Chairman (Senator Con-
nally), is it the view of the subcommittee that this committee ought
to go into these matters that do not relate to tax purposes, and that
are incident to it?

Senator ConNarLy. It is not my view. The Military Affairs Com-
mittee has already reported on that part of it. As I understood
Senator La Follette to say it is not so much that we would have the
responsibility of these other titles, but the tying them in with the
tax measure probably would bring about a legislative situation where
none of them would be considered by this Congress. Is that it¢

Senator Lo FoLrerre. That is correct. In other words, so far as
I understand the subcommittee does not take the position that it
has any responsibility to it for passing on titles 2 to 6, but we are
confronted with the fact that if there should be action, if action is
desired at this session of Congress, that there is a question of the
exercising of judgment as to whether or not it would be wise to
separate the titles and attempt to get action on one of them, namely
the tax section, and permit the other sections to await further con-
sideration at another session.

Senator Gerry. Now, I do not know that I understand just what
the Senator is driving at. I have been sick too, and I have not had
a chance to fully stufy this. What do sections 2 to 6 go into?

Senator La ForrerTe. They have to do with industrial manage-
ment in wartime, Senator, It is not related to any question of tax
structure, or rates, or anything that has to do with financing of war
by taxation or levy by taxation. ‘

Senator Gerry. Well, but doesn’t it, Senator, because if you go
in and take over—I have not studied carefully this bill—all business,
that is just what this bill does, is it not ¢

Senator L Forrerre. Noj that is not my understanding of it.

Senator Gerry. It is practically that, is it not? And if so, why
then you are going into a question of how it affects your taxes and
the amount of revenue you get, are you not?

Senator La Forrerre. As I see it, titles 2 to 6 have to do with ques-
tions that are not related to the tax structure, or to the rates, or
how much money you are going to raise from taxation.
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Senator ConnarLy. Except indircctly as they may generally hold
business property.

Senator La Forrerre. That is true, I grant that.

Senator Gerry. Quickly reading the testimony as I have, because,
as I say, I have been sick myself, I thought that went into it quite a
lot. And before I would be willing to vote I would want to know
more about it.

Senator La Forierre. I will say to you that as I understood the
subcommittee took the general attitude that inasmuch as those titles
of the bill had been before the Military Affairs Committee, and had
been reported with certain amendments to the Senate, and that then
the bill has been referred to this committee, and then subsequently
to this present subcommittee of the Finance Committee, our feeling
was that it was not our responsibility to pass upon those titles,

Senator Gerry. The question you are gettini; in there, of course,
is this: The Military Affairs Committee simply passed on it from
the War Department point of view, as I saw it, as to the adminis-
tration. They really had no hearings on it, except of the War
Department, and the War Department sim{)ly said that they felt
it was a question of policy for Congress to decide how they wanted
to tax, and they did not go into it. But of course as soon as you
begin to take things over it goes into the very complicated question
of ceiling of prices, and everything else. And when you begin to take
over all industry you are going to go into a question of revenue.
And as far as T can see in tﬁe hearings the Treasury brings that out
in their statement.

Senator La FoLLerte. Senator, if you will look back to the record
at the time this bill was first under consideration, I think you will
see that it was clearly the understanding that the bill, after its
report from the Munitions Committee, was to be referred by the Sen-
ate to the Military Affairs Committee for the purpose of giving study
and making recommendations regarding thes titles 2 to 6, which deal
with industrial management, and that the bill was to be referred to
the Finance Committee for the purpose of passing upon and making
recommendations concerning title 1, which has to do really with the
jurisdiction of this committee, namely, taxation.

Senator Grrry. Yes; but there is a real question that comes in
there, Senator. Now, frankly, we are all for the taking of excessive
Eroﬁts out of war, there is not any question about that, but it is just

ow you do it, that is all, and the general principles of policy. But
when you get into how you are going to do all these things, I would
like to know a lot more about it than I do when I come to it,
because what you say is the technical status and you know the Senate
did not pay any attention to the technical side of it. They referred
it to the soldier men to see what they thought about it, and, as I
saw the testimony, the military men said, of course, policy is a ques-
tion for Congress to decide. But you are getting now into a matter
of taxation, I am afraid; also it is a bill which refers to more than a
case of war, according to the wording of this bill.

Now, for example, take this section you have on page 229, where, if
Congress declared a state of emergency, this bill conld go nto effect
now. Mr. Parker referred to that. s not that the section?

Senator La Forrerre. Yesy but, Senator, I did not feel, under this
bill, which is tantamount to the understanding that was agreed to
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when this bill was reported and referred to the Military Affairs Com-
mittee, as one member of the subcommittee, it was the responsibility
of the subcommittee to pass on those industrial titles, and that it
was our job to pass upon title 1, which had to do with the taxation.

In other words, I grant you that any individual Senator on the
floor determining how he is going to vote on this bill will have to
consider the titles that are attached to it, but as one member of the
subcommittee, or as a member of this committee I do not feel it is
the responsibility of this committee to pass upon the policy of the
other titles that have already been passed upon by anotl;)er standing
committee of the Senate.

Senator Gerry. If the Senator will pardon me a minute I will
get through, The way it strikes me, as 2 member of the Finance
Committee, I'do feel when you go into any taxation problem, and
this does, raising revenue, what the Military Affairs Committee
passed on really were military matters, and when you go further,
and this goes a great deal further, and go into taxation prob-
lems I think it comes clearly under the Finance Committee to have
a say on it, and it would influence my vote on it.

Senator Crarx. Let me say, Mr. Chairman, that you were a_party
to the agreement when this bill came over from the House originally,
and it was not at that time in contemplation that the tax provisions
contained in title 1 would be put with the rest of the titles. And
there was an agreement at which the chairman of the Finance Com-
mittee, the chairman of the Munitions Cemmittee and myself were
present, in which it was agreed that the bill should be referred to
the Munitions Committee, and after disposition by the Munitions
Committee it should be veferred to the Military Affairs Committee,
And the chairman of the Finance Committee stated he did not care
to have it referred there when in the Munitions Committee, and of
course it went into the military matters. And it was then suggested
that it be sent to the Finance Committee. But I do not see that
these other provisions are in the jurisdiction of the Finance Com-
mittee, although it is possible they may in some remote degree affect
the sources of taxation, any more than if the House would pass in
time of war a universal military draft and it came over here and
would be 2 matter within the jurisdiction of the Iinance Committee
because it was taking a lot of men out of civil employment and put-
ting them in military employment would affect tax provisions. It
certainly seems to me that the other titles of this bil[l do not come
under the jurisdiction of this committee

Senator Gerry. Frankly, I would say to the Senator from Mis-
souri that I would like to know more about it before I am willing
to vote. I would be glad to hear the Senator from North Dakota,
but from a cursory reading of it you have a constitutional question
here that has been raised already. And we are asked to vote on a
bill which the experts here say there is great doubt about as to its
constitutionality. - And theve is one provision you are leaving in it
which shows that it is not even a wartime proposition. This bill
can be put into effect at the present time.

Senator Crark. Does that make it unconstitutional? Could not
Congress Eut any bill in effect at the present time? I can say to the
Senator that it is not the purpose of this bill to be put in effect
at the present time, :
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Senator Gerry. It is in the bill.

Senator Crark. I do not agree with the Senator on that, but as
far as the constitutionality is concerned there is nothing unconsti-
tutional about Congress putting it in effect now.

Senator Grrry. ﬁll I can say on that is that that question has
been raised by the experts, and I amn reading the thing as they stated

1t.

The Cuammman, Suppose we take up these questions which we
have here now. Senator Nye wants to express himself, as I under-
stand it, on them. How many questions are there?

Senator Connarry, Fifteen.

’l‘hle Cuamman. There are 15 questions of policy, as I under-
stand it.

All right, Senator Nye, we will hear you at this time.

Senator LoNerean. Mr. Chairman, may I ask a question? Do I
understand in this bill there are 15 different subjects treating 16
subdivisions?

The Ciamman. I do not know. The chairman of the subcom-
mittee can answer that question.

Senator Connarny. The hearings show that there are 15 questions
of policy that the experts, after studying tle bill, feel should be
answered before they could draft a bill,

Senator LoNErcaN. Muy I ingnire of Senator Nye, are you go-
ing to take them up in order and give the views of your committee?

STATEMENT OF HON. GERALD P, NYE, UNITED STATES SENATOR
FROM THE STATE OF NORTH DAKOTA

Senator Nyr. Mr. Chairman, if I might be permitted to state it,
I had not been aware until this morning of these specific questions
that have been raised. Mr, Flynn was early advised of the desire
of the committee to determine those questions of policy.

It has been very fine of my colleague, Senator a"lnrk, to have
wanted delay in this matter until I could be present, yet I think the
committee has delayed unnecessarily in that respect.

Beyond what our reports reveal to have been our purpose in this
legislation, I have litile to add, and T shall not be, I am sure, more
than 4 or 5 minutes in saying what T would like to say, and then will
want Mr. Flynn to answer more specifically the questions which here
arise. I hope, Mr. Chairman, it is going to be possible for the
committee to hear Mr. Flynn in this day so that he can get back to
l)lis work by tomorrow morning. It is quite imperative that he do
that.

When the Munitions Committee determined that it wanted to
write and should write a war-profits bill it enlisted the aid of Mr.,
Flynn, who in turn enlisted the aid of very able experts and attor-
neys in writing the law. They spent months in this task, and sub-
mitted to the committee a work that the committee spent a long time
in considering. I say this alone for the purpose of establishing that
the bill as presented is not in any sense a hasty compilation in an
effort to meet an immediate issue that was being presented.

The bill has a double purpose, as I have sensed it.

First has been the purpose of discouraging the thought, a thought
that does most emphatically exist, that there is possiﬁility of pros-
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erity out of war, And in that connection a [I)urpqse has been gerved

y writing tax rates to prevail automatically with the coming of
war that would make it utterly impossible, as we have seen it, for
anyone to profit as a result of war. L. .

A second purpose has been that of making it possible to pay for
the war while we fight it, rather than engaging in tremendous bond
issues that fasten the costs of war upon, it can be said, generations
that are unhorn at the time the war is fought.

Still another purpose has been that of strengthening our economic
structure to be better prepared to meet the emergency of war when
it does come, and of huil&ing a preparation for war that will make
us not dependent in time of war upon those who have and those who
will, if we leave the issue where 1t is now, make themselves wholly
selfish in their purposes during the war,

We have hndI time and again reference to experiences which the
War and Navy Departments encountered during the World War,
which I can state very briefly.

The New York Shipbuilding Co. was asked by the Government
during the war to enlarge its capacity. They delayed and delayed
and delayed in that response during that critical hour. The dela
was occasioned by the question of what their margin of profit
should be.

The Du Ponts were approached by the War Department in 1918,
while our American boys were in the trenches, in what I suppose
could be called the most critical hour during the war, and were asked
to construct additional powder manufacturing capacity. The War
Department made it clear to the Du Ponts that since it was uncer-
tain how long the war was going to last, since uncertainty would
jeopardize capital that was to be investeé, the Government would
not expect the Du Ponts to use their own capital, the Government
would furnish the money. But they wanted the Du Ponts to super-
vise the construction of that plant. The Government assured ther-
of a fair reward for its construction. Then the Government ex-

ressed a desire that when the construction was complete that the

u Ponts supervise the operation of that plant, for which they would
be rewarded.

It was not a matter of minutes, or of hours, or of weeks, that the
du Ponts delayed and refused that request of the Government. It
was over 3 months before they finally consented to do what they
were asked to do in time of war.

When we had developed this story of the Old Hickory plant we
turned to Colonel Harris. In fact, the committee had access to
the minutes of the meetings of the board of directors of the
du Ponts during that period, and had a pretty definite understand-
ing as to the cause for the delay. But we turned to Colonel Harris,
who sat across the table from the du Ponts; Colonel Harris, who is
8 representative of the War Department, and who is thoroughly
conversant with those war hours, and we asked him to account, if he
could, for this failure, this refusal on the part of the du Ponts to
vespond to this request. And Colonel Harris, without any hesi-
tancy, told the committee that the delay was occasioned by a differ-
ence of opinion between the du Ponts and the Government as te
what the du Pont margin of profit should be for building the plant,
and what their margin of profit should be for operating the plant.
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Now, then, the thought occurved that in time of war, in that
same war, for example, when the Government snid to mun, “Come
on, we need your service”, the man went; he did not delay; he did not
have any opportunity to guibble about what his reward was to be.
But when property s involved we find ourselves with very evi-
dently a double standard on our hands, which we have tried to elim-
inate in the drafting of this legislation,

I think it is generally coneeded, certainly the Munitions Committee
is thoroughly convinced, that in time of war if we would eliminate
profit from war there is only one approach to the accomplishment
of that, and that is through taxation.

Aud in this bill, voluminous beeause of the necessity of writing an
entire revenue bill, we have sought to provide the rates that would
do two things: Fivst, prevent, utterly prevent, the chanee for anyone
to profit from the war; and, second, to raise the revenus that would
be needed to pay for that war while wo fought it.

Some expert Las taken the figures, the vates proposed in this new
bill, and tried to determine what our revenue would have heen under
that Lill during the 2 years we were at war, and has concluded that,
while our actual ontgo during the 2 years of war was 844 billion
dollurs, not including our loans to our Allies, the estimated collec-
tions under the bill which we sare proposing wounld have been
$12.000,000,000, making it appear evident that it is possible, if we
have a will to do it, to pay for another war, if wo must have it, while
we fight it, vather than pass the burden on to other generations,

At onee the question avises, 1s it fair to write tax rates that apply
on more than the profit which the war itself oceasions? or, Is it 1air
to try to control by taxation, other than those who profit through
the direet sale of munitions?  Our bill, obviously, does not try to
draw a line and determine that part of income that is traceable to the
wat itself.  Our bill levies the rates upon one and all alike, what.
ever their souree of income might be.

The point is made that the rates provided are far too drastic, that
the motive of profit from effort in wartime would be utterly elimi-
nated if this bill were to be made the law of the land.  Personally,
and I think 1 have the concurrence of other members of the Muni-
tions Committee in this, I think it is high time we measured the
question of what is too drastic in time of war, Should we be more
solicitous?

Senator Crark. That is on the theory, is it not, that it is just
as much of an obligation on one man to put up dollars as a sacrifice
for the country in time of war as it is for another man to shed his
blood ¢

Senator Nyr. Precisely. And it is not unfair to have tax rates
prevail ip time of war calling for sacrifice from all alike. I am sure
the rates provided in this bill do leave sufficient income to citizens
of the country to maintain their lives, although not on a scale such
as they maintain themselves in time of peace, to be sure, but enough
to maintain themselves nevertheless. And if we arc going to insist
that rates are too drastic it seems to me we must but remember that
while the public would be expected to sacrifice more in time of war
in the matter of tax rates than they do in time of peace, we should
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renember that those who offer their lives and their service directly
in the cause of war are giving more than is their custom, and they,
too, are aceustomed to better than what they are experiencing in time
of war. )

With that, Mr. Chairman, T am going to suy no more, except to
dircet the attention of the members of the committee to reports
which have been made by the Munitions Committee, and a second
report, made by tho Military Affairs Committee,

f I might state it, among the officinls of the War and Navy De-
partments who appeared bafore the Military Affairs Committee, of
which T was a member, there was Inrge concurrence in the features
removed from the tax feature,  The Military A ffairs Committee gave
no consideration whatsoever to the tax title in this hill, but have
conenrred and have given hearty approval to the remaining titles,

Porsonally, T hope the Finance Conmittee ig not going to go over
that ground ngain, wnless in reviewing the consideration given by
the Military Affairs Committee, it is found that the Military Affairs
Committee has overlooked some salient features that must. be con-
cidered in connection with this major program,

T cense, Mr, Chairman, in the hope that you ean hear Mr. Flynn
ns far as is necessary to hear him at this time.

The Cuatkman, All vight, Mr. Flynn.

Senator ConnNarry. Before you hear Mr. Flynn, as T understood
the Senator from North Dakota, he complained that there had been
some delay by the subecommittee here, occasioned by the request of
his colleagne, Senator Clark. to postpone the matter until the Senator
from North Dakota now comes hefore us.

Senator Nyr. I did not wish to be put in the light of complaining,
beeause that request had been made. T only wanted to voice the
thought that was in mind that had T known delay was being ocea-
sioned by any such request I should have objected and asked the
committee to proceed without me.

Senator CoNNArLY. I regard it ag rather ungracious.

Senator Nye. T want to sny in this connection that my understand-
ing is one that has me thoroughly convinced that the subcommittee
of the I'inance Committee has done its very best to expedite consid-
eration of this measure.

The Cuamman. Now, Mr. Flynn, T think the committee, unless I
interpret the committee’s wishes incorrectly, would just like for
vou to take up those questions hefore us now, on which the com-
mittee has to pass; these 15 questions that the subcommittee has put
to us. Just take them up one by one and give your viewpoint, and
if you wish to say something further, that will be all right.

Senator ConnNarLy. Bear in mind that I shall have to be on the
floor at the opening of the Senate, Mr. Chairman.

Senator Barey. Let him begin by stating his connections and
relationship to this bill. T do not know who he is,

The Cuamyan. Mr. Flynu, give that information to the reporter,
just what your connections are, vour full name, and so forth. You

ave been working with this Munitions Committee, as I under-
stand. What is your background?
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STATEMENT OF JOHN T. FLYNRN, OF NEW YORK CITY, N. Y.

Mr. Fryn~. Mr, Chairman, I should like to say as to working
for the Munitions Committee that I have been one of those em-
ployees who has been working without emolument.

Senator Crark. I may say for the members of the Munitions
Committee that Mr. Flynn has contributed his services without pay,
and rendered invaluable service to the committee,

Mr. Frynn. I am not at all offended——

Senator Baney (interposing). There is no reason to be offended.
I want to know what your gualifications are.
er. Frynn. Very good tenen. I am perfectly happy to give you
that.

Senator Bamwry. All right,

Mr. ¥Frynn. I want to say, too, that I was connected with the
committee when the committee was formed, and they organized an
advisory council, made up of Dr. Hudson, Mr. Moffatt, and myself
and we acted merely as advisers of the committee on questions of
policy and procedure and so forth. We held several sessions with
them and wrote to them., And when it came time to prepare—

Senator Bawey (interposing). What do you do?

Mr, Fryny. T am going to give you that, Senator, and the quickest
:]vay is to give it without interruptions, if you will allow me to.

o it,

When it came time to pl'((a]pare this bill they asked me if I would
supervise the job, which I did.

ow, I have been for many years a writer on economic subjects
for many leading magazines, such as Collier’s Magazine, Harper’s
Magazine—-

Senator Bawwey (interposing). Did you ever have any legislative

experience ?
fr. FLynn, I beg your pardon?

Senator Bawey. Did you ever have any legislative experience?

Mr. FLyxn, None whatever, except in my eal'lK days as a news-
paper reporter. I have had none whatever. L'herelore, the first
thing I did when I was asked to do this was to bring in various.
gentlemen who did have legislative experience, And 1 assembled
the committee. And we got a couple of statisticians, expert stat-
isticians, and an economist, and a lawyer, who was an expert in
legislative law.

Senator BaiLey. Who was hef

Mr. FLyxN. Mr. Paul Kern, who is now the attorney for Mayor
LaGuardia in New York. I mean, he is the mayor’s legal adviser,
and is also, I believe, the adviser for the mayor in connection with
the board of estimate in connection with certain of their legislative
matters.

Mr. Paul Kern and Mr. Harry N. Rosenfield, lawyers, both special-
ists in legislative drafting, assisted in that work. Prof, Horace Tay-
lor, acting head of the economic department, Columbia University
Mr. A. J. Mertzke, an economist, Prof. Henry Pratt Fairchild, o
New York University, sociologist, Mr. Louis Sherman, a statistician
loaned by the Department of Lai)or, and Mr. Bernard Reis, a well-
known public accountant of New York and an expert in income-tax
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law and procedure, with a large office staff which he generously per-
mitted to work on some of our problems, assisted in the work.
consulted others such as Mr, Nathaniel Peffer, an expert in interna-
tional relations, on various aspects of the bill, I asked various econo-
mists, like Prof. Horace 'l'uy’or, of Columbia University, and others,
to sit with us. And we spent many, many months on this subject,
thAs to my own qualifications I prefer somebody else to say what
ey are,

Senator Gerry. Haven't you had any business training whatso-
ever, Mr. I'lynn?

Mr. FryxN. None whatever. I have been a writer for many years,
and I have been editor for a large newspaper in New York over many
men in my employ.

The Cizatkman. What newspaper?

Mr. FLynN, The New York Globe. I have never been a busi-
nessman.

Senator Gerry. You have been an editorial man?

Mr. Frynn., An editorial man all my life.

For this reason T brought in experts on those subjects that T did
not feel familiar with, and there was nothing I felt less familiar
with than writing a legislative bill. )

Svn?utm' Grerry. What businessmen did you bring in, purely econo-
mists

Mr. Frynw~. I brought in a tax expert, Mr. Bernard Reis, a well-
known accountant in New York City, ap expert in tax law, who gave
liberally of his time.

On the economic side, of course, I did not bring in any businessmen,
but in the course of our investigations I invited a number of businegs-
men to my office in New York to discuss various features of the bill,
particularly the features which had to do with the manner of making
rates and collecting the taxes., And in that case we invited the
comptrollers of a number of corporations, who very kindly came to
mfv office and spent quite a little time discussing the measures of the
bill with me.

Senator Gerry. How did you pick those men out?

Mr. FrynN, We merely picked the comptrollers of some large
corporntions.

Senator Couvzexs. Name some of them, for example.

Mr. FrynnN. For example, the Union Carbide Co., the Colt Arms,
and I can furnish the committee the names of the men with whom
we discussed this thing,

We also asked them for information about their rates of return
during the last war, and so forth. .

Now, I can say this to the committee, that there was no desire here
in writing this bill to penalize men because they happened to be
businessmen and happened to make large profits during a war.

It is also impossigle to answer these questions without stating
very briefly the fundamental principle which we arrived at as to
the basis for the bill. And before I say that though I think it very
important, Mr, Chairman, in reference to what Senator Gerry has
asked. There are only 10 questions of these 15 which relate to the
finance measure. The others relate to the other provisions of the
hill. And I want to say that there is nothing in this bill, Senator,

491 14—3¢-——-4
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which makes it effective during peacetime. I mean if there is, it
certainly is not in there intentionally and ought to be taken out.

Senator Gerry. Now, what—

Mr. FLyn~ (interposing). May I tell you what is in the bill, and
I think perhaps I will make it clear, If there is anything in this
present bill w}lich makes it effective in peacetime, it is inadvertent
and ought to be taken out.

There is a provision in the bill, which 1 think you referred to—

Senator Gerry (interposing). Yes.

Mr. FLynn (continuing). &'hich provides that the bill shall come
into operation only upon a declaration of war by Congress, and then
only when Congress declares a major emergency exists as a result of
that.  You will find it in section 907 there.

Senator Gerry. I think T can turn to that.

Mz, Fryn~, I wish you would.

Senator Gerry, Because the section I was referrving to Mr, Parker
called attention to,

Mr. Fuy~s~, There may be somewhere in this bill some phrase
which inadvertently does that, but it is not the intention of the bill.

Senator Gerry. 1 think it is page 229, is it not, section 5127

I have not had time to study this bill carefully, but I went over the
testimony, and I want more information before I vote.

Mr. Fryxw, T am familiar with that section, Senator,

Senator Gerry. What you do here, it seems to e, and that is why
I raised the question before, and the chairman of the subcommittee
has raised it in the hearings, is that upon the declaration by Con-
aress that a grave national emergency has arvisen, owing to the im-
minence of a declaration of war, or owing to the existence of a state
of war between two foreign powers, and now, of course, you have got
that situation at the present time——

Mr. FLy~NN (interposing). May I say something about that in
answer to what you have said?

Senator Grrry. Let me finish. You have got that situation with
Ttaly and Ethiopia at war, you have two foreign powers at war—you
have a condition with Italy and Ethiopia at war where, if Congress
declared a state of emergency existed, then this bill would go into
effect although we were not at war.

Mr. Fry~N. Senator, may I say that if there clings to anybody’s
mind the belief that the President or Congress could declare an emer-
gency now in peacetime it should be taken out of the bill. I think
the committee all agree that nobody wants to give the President or
Congress power to do these things except in time of war,

That was not in the bill when originally written, Criticism was
made when the bill was written that it would come into effect imme-
diately upon a _declaration of war, and someone made the very just
criticism, I think, that “immediately upon a declaration of war”
migiht mean a war between the United States and Jamaica or the
declaration of a war between the United States and Nicaragua, and
conceivably an unscrupluous man in the Presidency, backed by an un-
scrupulous Congress, could declare war on Nicaragua and Immedi-
ately put this bill in effect. So we chunged the bill then to provide
that it would come into effect only wheén Congress declared it to he
in effect, and then only when war was declared by Congress, and not
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merely that, but where Congress declared that the war was a national
emergency.

I think that other section was written in there through an excess
of caution to avoid something which came up at the time it was beinig
discussed in the Military Affairs Committee. They said after all,
here, you cannot do these things until the war breaks out, and taking
the case of the last war, the war was brewing for some time and
the Government would have been precluded from getting the advan-
tage of the provisions for war when the declaration of war was
imminent,

So far as I am concerned, I would gladly see those things come
out of the bill.

Senator Gerry. May I ask—Mr. Parker called this to my atten-
tion—is not the trouble that the word “or” was used instead of
“and”?  Will you turn to page 229%

Mr. FLynN, Yes; I bave it,

Senator Gerry, For example, under the situation as it exists you
might have two very small countries in any part of the world at
war, You might have two South American countries at war, or
Central American countries at war, and under the way this bill was
written, if Congress passed it, some bill of this sort might get
through, because 1t would not even have to be signed by the President.

The Cuatraan. Mr. Flynn, as I understand your proposition, you
a}xl'e in favor of these rates being gpplied after Congress has acted on
them.

Mr, FLyn>, Yes.

The Cuamman. And that will only happen actually when the
United States is at war with some other country?

Mr. Frynw, Certainly.,

The Cuamaan, And if that is not fully contained in this bill,
then you are willing that it be clarified ?

Mr. FLyny, Yes. I went all through this work with the Military
Affairs Committee and the Munitions Committee, and I am perhaps
able to tell you what was in the minds of those gentlemen. And if
that is in the bill, it ought perhaps to be clarified, and there is no
question about that,

Senator Grery. Will you look at it? T raise this question because
the constitutionality comes into that. Will you look at your bill on
page 229 on line 2279

Mpr. Fryxnn, I think it should come out instead of being tinkered
with, T think it should be written as we wrote it before it went
to the Military Affairs Committee. And on page 245, section 806,
it reads:

Except as otherwise provided herein, the provisions of this act shall become
operative and in full force and effect immediately upon the declaration by Con-
gress that a state of war exists between the United States and any foreign
government and that the exlstence of such state of war creates a grave
national emergency—

And that is all.

Scnator Crarg, I want to say for the Munitions Committee con-
cerning that matter that it was never the intention to put that in.
This was put in in the Military Affairs Committee.
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I was responsible for the original draft in the Munitions Com-
mittee myself. And I was afraid as the bill was originally pre-
sented that it made it automatically going into effect on a declara-
tion of war, which would have had the effect in a conceivable cage:
that the United States and Costa Rica could be at war, and this
whole machinery would then go into effect. And it was, therefore,.
determined in the Munitions Committee that we would add to the
requirement of the declaration of war the further requirement that
Congress declared a state of emergency to exist as the result of wai.

The Cuamrman. I think we understand this.

Senator Gerry. I am very glad to have your explanation.

Senator Nye. Mr, Chairman, you stated a question to Mr. Flynn,
and he answered it. You asked if it was the intent of this bill to
first declare a declaration of war, and that then if these rates of
taxation were to be required they would have to be voted on by
Congress; was that the question?

The Crarman, Yes.

Senator Nye. Is that true as respects these rates as well as these
other titles?

Mr. FLynn~. Yes.

Senator Nye. It seems to me the tax rates go in effect automati-
cally with the declaration of war.

r. FLyxn, Noj they do not, Senator, It is only where war is
declared and Congress declares a national emergency. Senator
Clark brought that up in the Munitions Committee and we changed
it at that time.

The Cuamkman. I think the committee understands what you are
driving at.

Mr. Fryn~. I think that whole section 512 should be stricken
out, Senator.

The Crarman. You take the first question up now, if you want
to get away this afternoon, because the committee is going to have to
adjourn and won’t be able to have an afternoon session, as there is a
bill over there on the floor in which the Senators are interested.

Mr. FLy~N. The first question is, Should the bill be designed so
as to take the profit motive away from both the corporation and
individual?

Of course, I do not believe that the profit motive should be taken
away from either corporation or individual during war or at any
other time. After all, we are in the capitalist economy, and you
are not going to get anybody to operate without a profit. Tt is a
question of just what profit a corporation would work for. And
we thought a 3-percent profit, which would practically almost gnar-
antee that to those essential industries, was enough.

Now, it is very important, Senator, in answering this question to
make this distinction: There was no effort anywhere in this bill,,
I think, to try to limit the profits of corporations. When it came to
the question of price fixing and all of those things we were a little
hesitant for awhile, because we felt in time of war prices are chang-
ing, in spite of anything you can do, and the whole economic system-
is thrown ont of gear. Certain materials become scarce and prices.
go up, and it is very difficult for corporations to estimate their costs.
Therefore, you coul}(,] not say that no corporation shall be permitted
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1o make more than 6 percent or 8 percent. We felt corporations and
businessmen shoukd be permitted to make their estimates for labor,
material, and other things to meet changing conditions of the market,
and let them make 10 percent, 20 percent, or any profit they might
make. We felt, however, the profit having been made, it was the
stockholder who was interested in the disposition of it afterward
and that the tax would be levied, of course, to impose on the dividen
at the source, a heavy tax, in order to defray the expenses of the war.
Therefore it was believed that the capitalist system would have to
-operate on a moderate profit during war and not to take the profit
motive either from the individual or the corporation. I think you
gentlemen may very well be concerned with what is a proper profit
during war,

Senator ConyarLry. Now, no. 2¢

Mr. Fryxn. Yes.

If the answer to issue 1 s in the negative, what maximum rates can be used
‘without destroying the profit motive?

The Cuamman. Your committee thought 3 per cent would be
sufficient ?

Mr. Frys~. Our committee thought 8 percent would be sufficient.
Let me say that the rates in this case were fixed by the Munitions
Committee. They dictated what they thought the rates ought to be.

I believe I might also say the committee was pretty near in accord
on those rates.

In the answer to no. 1, I have practically answered the second ques-
tion. I think as long as you leave corporations free to operate in
their actual management operations, to pay whatever price they have
to pay in the hurry and haste of providing war materials, that what
profit the stockhoﬁ]ers get out o? it afterward is not so important,
-except insofar as it involves financial business. And we considered
that question very seriously, but the answer was more or less plain
that in time of war very little private financing can be done, and that
was recoghized in the last war, in spite of our great prosperity and
it was impossible for the war industries to finance themselves. And,
therefore, they set up the War Finance Corporation for the purpose
of providing money for the corporations engaged in necessary war
-operations to be financed. So we put into these other sections a War

inance Commission, a provision for a War Finance Commission,

I might also say that so far as these other sections are concerned
the germ of them, or of most of them, was in the House bill.

Senator ConnaLLy. We are not concerned with that, because they
did not refer those to the subcommittee,

Mr. Frysn. I was just telling you as to those.

The CramrmaN, Let us take the third question.

Mr. Fry~n. Yes, “Should the bill be designed to produce the
maximum revenue possible, or should the social and economic effects
of the bill be deemed more important #”

I think the bill should be designed to produce the maximum reve-
nue possible, and I think the only effect to be concerned about is
the economic effect, and not so much the social.

The Cuamman, You would not want to destroy the economic or
.social system? .
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Mr. Frynn. Certainly not. I think it is important, Senator, in
answering that question to state that one of the reasons put down
in the intentions of Congress was to protect the economic system.
You will find that on page 5:

1t is the Intention of Congress to protect the cconomic organization,

Now, that is extremecly important, I think, because, after all, a
business can be destroyed in many ways, and one way is by inflation.
And we feel that the whole problem of war profits arose out of the
effect of war inflation. Wars in the past have always been fought
with borrowed funds, and since the invention and development of
the modern banking system, largely with central-bank }\mds, or
bank funds made available by central-bank authority. And so in
the last war we spent $33,000,000,000 but we raised $22,000,000,000 of
it in taxes, and that $22,000,000,000 went into the war industries.
And when it goes into the war industries, it does not stay in the war
industries. The people who work in the war industries make their
own disposition of the funds they receive, of the profits, and their
wages. Of course, they do not spend them on war measures. They
spend them on peacetime industries.  And this gives the peacetime in-
dustry a tremendous artificial and unwholesome prosperity, a pros-
perity bad not only for the economic system but it is also bad for
the Government, because it produces in wartime and in peacetime
luxury industries, conditions which run up the prices of everything.
Therefore, what we had in mind, Senator, was to try to protect the
economic system itself from maladjustments due to war inflation. so
that when the war was over the Nation would not then sink down
into the disorganization and the inevitable deflation which must
follow. In many industries which enjoyed great prosperity they
were completely wiped out when the war was over. Tt was due to
short-sightedness of trying to make as much money from the war as
possible,

While certain men tried to profit during the last war and were
guilty, on the whole T do not think the great number of businessmen
or citizens can be accused of that. One man wants to make a lot of
money out of the war, and he charges big prices, and his labor
charges big prices, and the laborers in another factory hear about it,
and they want more money, and presently the whole thing is thrown
out of gear by the greed of the first men. We think this will protect
that situation.

The Cuamyay. What do you say about the fourth question?

Mr, Frynn, Let me add just one word about producing the most
possible revenue. Mr. Parker has made some suggestions that the
rates are too low in the lower brackets, A man getting $5.000 only
pays $360. This compares with the present peacetime English tax
as quite low. I am inclined, myself, to agree with that, but I think
it would be better to pass the bill as it is now, and when a war breaks
out, Congress always has the right to raise these rates.  Of conrse the
principle is to establish the matter of paying for war during its dura-
tion, and not out of horrowed funds, ~And of course you will have to
depend on a high tax on moderate incomes to pay for a war,

Senator CoNNALLY. Su{;)pose we say that no man draws over
$20,000, the result would be that a corporation would not pay him
any more,

4
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Mr. Fuys~. That is correct. But they would have it in profit.
Of course they can do it either way. That would be up to the corpo-
ration. :

Senator ConnaLry. I understand. L

Mr. Fuynw. But by limiting the income to $20,000 you get it either
by taxing the income or the salary. Then we felt high taxation was
necessary. The committee agreed on that. The theory was not to
punish these men. You take the young men, not because they are
young men, but the old men are not able to fight, and they are the
fighting material, the men of strength, and you have to get the cost
o? war from the older men who have the money to pay for it,

The next question is: “Is it sound to adopt the general principle
that the most im;)ortant thing in connection with war legislation is
‘to win the war’”?

Of course, Mr. Chairman, I do not see how to answer that ques-
tion by anything other than yes. We might all be opposed to war,
but once we get into war I do not see how anyboedy can have any
any other thought than that we want to win it,

The Caairman. We will all agree on that.

Mr. FLynn., We will all agree on that without any dircussion,

1 would like to say this, that I had numerous conferences with
the representatives of the War Department, and with the representa-
tives of the Navy Department over the provisions of the bill after
we had drawn tﬁem tentatively, and that we made many changes
based on points indicated by the War Department or Navy Depart-
ment as to things in the original bill which they thought perhaps
\}‘ould interfere with the efliciency of the economic machine during
the war.

The Cuammax. It may be that there are some of those questions
which you want to skip over.

Senator Bamwry, Do you mean that the Army and Navy Depart-
ments endorse this bill¢

Mr. Frex~nw, Colonel Harris of the Army, the War Department,
and Commander—somebody from the Navy Department, I eannot
remember his name—both came before the Military Affairs Com-
mittee and said they had had these conferences with a representa-
tive of the Munitions Committee, and that as a result of them that
various changes had been made, and while some of the things in the
bill which were matters of detail they perhaps might not agree on,
that so far as all of the provisions of the bill, except the tax pro-
visions of the bill, which they did not presume to pass on, they felt
they ought not to interfere in that, with one exception that they
waived, (he}'r were in favor of the passage of the bill,

Senator CoNnaLLy. Those ave the titles we are not passing on,

Mr. Frynn, I am just answering the Senator’s question.

Should the bill be designed to tax net income only, or should limitations be
imposed on the deductions of necessary business expenses with the result that
the tax sute may apply to a figure greater than true net income?”

In order that the members of the committec may understand, that
has relation to certain provisions in the bill which were designed to
prevent corporations from charging off too much in the way of de-
preciation and depletion, and perhaps cutting down their expenses

y charging big salaries and spending huge amounts on promotion
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and advertising, as they did during the last war. I remember during
the last war I was city editor of a newspaper, and as soon as the tax
rates went into effect I began to see great two-page advertisements
come in from various corporations, and they began to pay big sal-
aries, and felt they would rather dissipate it that way than to give
it to the Government. :

Senator BamLey. Just on that point, I think the last war did make
the An?\erican newspapers rich. Do you propose to tax the news-
papers

r. Frynn. I did not get that, Senator, .

Senator Bamey. You spoke of the doubling up the advertising
with the application of excess taxes.

Mr. FLYNN. Yes; to escape excess taxes,

Senator Bamey. As to advertising?

Mr. Frysn. Yes, sir.

Senator Barey. In order to avoid tax liability that happened?

Mr. FLynn. Yes, sir.

Senator BaiLey. On a very great scale?

Mr. Fryxwn. Oh, very. That was only one portion of it.

Senator BamLey. Do you propose to put a tax on newspapers?

Mr. FLynN. Newspapers are like any other corporation,

Senator CLArk. They come in as part of the general subject.

Mr. FLyn~N. Yes; but we have put in a provision to attempt to
limit that, because, after all, the sums of money paid into a news-

vaper are dissipated among the employees, and we put in a provision

rrowed from the State of New York law. New York State has
a law that a corporation can only charge for officers’ salaries up to
$5,000. They can pay as much as they want, but they can only
charge as an expense for the salaries of presidents and certain vice
presidents, who own more than 1 percent of stock, who have salaries
of any kiial, they can only charge off as an expense jn their income
accounts $5,000 each. Now, we put that provision in here because
it would act as a limitation on paying out large salaries in order
to escape certain portions of the tax.

Senator Baitey. You did not get my question.

Mr. FrynN. I am coming to it. I want the members of the
committee to understand what this question refers to.

We also tried to prevent this dissipation of profits in promotion
and advertising. ‘

I am sorry Senator Capper is not here. He might have some
views on this.

The Crarmax. He might not agree with you.

Mr. FryxN, But by himiting them they could charge off as an
expense in their income account for advertising cost and promotional
cost only the average of the 3 years preceding the war, which seems
to me would be quite fair.

Senator Baiey. Do you intend to bring your newspapers within
your 3-percent limit?

Mr. Fry~n. There is no question about that. They are brought
within that, too.

Mr. Parker raised the question, and I think the Treasury raised it,
and with some degree of reason, that perhaps it was not wise to intro-
duce into the bill any of these protective clauses against evasion, but
to adopt in whole those protective clauses in the existing revenue law.
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Senator Baiey. I did not get your reference to Senator Capper.
Why was that remark?

M};'. Fry~x. I wanted him to hear it, I said that Senator Capper
would probably be interested in that statement.

Senator BaiLex. He is a newspaperman{

Mr. FLyxy, And I am, too, Senator. In a sense I was perhaps one
of the beneficiaries of this, except that I was a salaried man during
the last war, and I never saw any of it during the war.

Senator Gerry. You were not in advertising?

Mr. FLysN. No; I was not in advertising.” I was the plain city
editor, and my salary never stirred.

I might say that the publisher of that paper incorporated and
unincorporated as the tax laws changed in order to get the benefit of
the individual taxes, and so forth. And it is true that wages very
much lagged behind the salaries of executives entirely through the
war, and proofs will be found as to that if you are interested in a
study of war profits,

I want the committee to understand that I think as to what Mr.
Parker and the Treasury are referring there is a great deal in what
they say. In fact, I want to say that I have read with great care the
statements of both Mr. Brown and Mr. Parker before this committee,
and they were very fair statements, and I believe with most of what
they have recommended I would be heartily in accord.

ou see what Mr. Parker is driving at, and very plainly, if you will
read his report. This bill, which seems so large, is large only be-
cause it takes the Revenue Act of 1934 and introduces into it the new
rates and then adds a few protective clauses against evasion, because
weo felt that with these very high and drastic rates the temptation to
evasion would be greater. We tried to tighten up the bill, but I think
this committee may very well consider Mr. Parker’s point, necessarily
to leave these questions of depreciation and depletion and exhaustion
and these salary and promotion charges out, and merely adopt the
protective clauses of the bill of 1934 or 1935 if the committee chooses,
and then as the years go by, 4 or 5 years—Ilet us hope 10 or 20 years—
before we are in war, as the Treasury Departmeut perfects its tax
provisions under the income-tax laws, let the bill zet the benefit from
time to time by amendment.

I am trying to answer this question 5, and I am pointing out the
things to which it pertains.

The Cuamman. That answer pertains largely to question 6%

Mr. FLynN (reading):

Should the bill attempt to correct possible defects and to close possible loop-
holes in existing law when such defects or loopholes are a present problem not
directly connected with war-revenue legislation?

I have answered them both, because question 5 refers to that.

hSer;ator ConvarLy. You have answered 6 in your former statement
there?

Mr. FLynN. Yes; one refers to depreciation and the other also.

Senator Bamry. Let me ask you a question. Suppose I was an
owner of a newspaper, and that I borrowed some money during the
war, and my profits were limited to 3-percent interest, then the charges
always Ig;o up during the war?

Mr. FrynN. Yes, sir.
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Senator BaiLey. Suppose the interest was 5 or 6 percent, how would
I ever pay my debt? ‘

Mr. FLynn, Interest is a legitimate charge-off as cost as a deduc-
tion in an income-tax statement.

Senator Bamky. I could charge that in there?

.. Mr. FLynn, Of course. :

The Cuairman. What you mean is 3-percent profit?

Mr. FrynN. I mean 3-percent profit. ~And, by the way, Senator, I
think this Finance Committee should hear this, because these ques-
tions came up in other committees, This tax law is so framed that
the highest salary any man could keep after all taxes would be paid
would be $10,000, approximately $9,900 and some odd.  And the ques-
tion arose, How will a man pay his insurance? Many men commit
their savings to insurance. And that was a very fair question, be-
cause in the case of insurance a man who when the war breaks out is
55 years of age, and who has gotten his insurance years before, is
enjoying a rate which he got by virtue of taking care of this problem
early in life. And then the war breaks out and continues for some-
time, and when the war is over he cannot get insured again because
he has let his premiums lapse and he is now broken in health, per-
haps, and the rate is so high he cannot afford to pay it, and we tried
to take care of that problem.

Senator Bamey. You allow him enough to keep up his insurance. is
that right? :

Mr. FrLy~xw, I would have to qualify the answer. We put in here
a provision, first of all, giving insurance companies great exemptions
in taxation in return for writing into polices the provision

Senator Baiey (interposing). Suppose a man’s premiums are
$50,000 a_year, and you are limiting his salary to $20,000, how would
he pay his premiums?

Mr, Fry~x~. Senator, if you will permit me I can answer that
question.

Senator Bamey, I will allow you to.

Mr. FLynw, T have a limited time.  If you want to hear the whole
answer I am perfectly willing to stay here all day, but the other
Senators cannot stay.

We did two things as to that. First, we provided that the insur-
ance company should get tax privileges if they write into the policies
of men that no insurance policy would lapse during the war, so that
this man at the end of the war, if he could not meet his insurance
policies during the war, could resume it at the old rate. And we
took that up with one or two insurance presidents, and they said they
thought that was yuite reasonable,

And the other provision was that a man be allowed a deduction
of $5,000 for insurance.

Senator Bamrey. You contemplate the lapse of those policies?

Mr. Fryxx. Noj we want to prevent that. We allow a man to
write in as a deduction in his income an amount up to $5,000 for
insurance premiums. Then if he has to pay more than that on the
balance of that policy and the policy is expired during the war for
lack of payment of the policy 1t can be resumed immediately after
the war at the old rate.

Senator BaiLey. I get you. The insurance company has to run on
his income. The income is suspended—is that right?
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Mr., FLyny. I did not understand that sentence, Senator.,
Senator BamLey. The income from premiams is really suspended?
Mr, Frynn, During the war?

Senator BamLey, Yes, | .

Mr. FLynn. Ouly on very large premiums over $3,000.

Senator Bawzy. That is a very considerable sum in this country.
Mr. Fryny, We took it up with the pr esidents of two insurance
companies and they were in favor of it.

Senator BaiLey. On 6-percent stocks with a 3-percent profit, how
would you pay 6-percent dividends?

Mr. IF'Lynn. Nobody is going to be allowed to get G-percent divi-
dends during the war,

Senator Barey. Then all 6-percent preferred stocks would go
down to 8 percent; is that right? They have an obligation to do
that, and then the common will get nothing; is not that a fact?

Senator ConNarLy, Mr. Chairman, I beg your pardon for inter-
rupting, but I am compelled to go to the floor of the Senate, and if
the committee wants to go on this afternoon, why, of course, then I
can be here.

The Cnaigman. We will proceed along now for a while,

Senator ConNarLy. And I want to say that I want the committee
clerk to call a meeting of the subcommittee, if this committee finishes
today, for in the merning at 10: 30.

The Cramaan, Do you want a full committee meeting in the
morning? .

Senator Connarcy. I would like to have one, but I do not want to
impose a hardship on anyone.

The Cuairman. Suppose the full committee meets tomorrow morn-
ing at 10 o’clock, and then we will get through and the subcommittee
an then meet.

Senator ConNarrLy. That is perfectly all ri;sht.

The Crairmax. And now we will proceed for your convenience.

Mr. FLynn. On this question it seems a preferred stock is a contract
hetween the corporation and the stockholder.

Senator Bairey. It is a contract only to the extent of the perform-
ance.

My, Frynn, It is a contract if they have the earnings.

Senator BaiLey. It is not a contract if they have the earnings.

Mr. Fryn~, They will have the earnings under this bill.

Senator Bawky. There is not any contract to pay it.

Mr. FLyN~, Senator, you misunderstood my answer. I say it is a
contract by the corporation if they have the earnings to pay it.

Senator Bairy. It does not have to pay it. There is not anything
written on a preferred-stock certificate requiring payment if they
have the earnings. The requirement is that the preferred should be
paid prior to the common.

The Cuamrman. All vight; proceed, Mr, Flynn.

Mr. Fryxn. Senator, I think this is a point which ought to be
straightened out. If you permit 6 percent or 5 percent, or whatever
the preferred-stock dividend may be, to be charged as a cost and
deducted from earnings. then. of course, you open the door to all
stocks in anticipation of war being converted into preferred stock,
and you will defeat the provisions of the bill.
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Senat;)r Baney. You would hold the preferred stocks down to 8
ercent

P Mr. FLynN. Yes; hold the preferred stocks down to 3 percent, and,.
on the other hand, if the preferred should get the whole 6 percent,.
there would not be anything for the common.

Senator BaiLey. And in that event the common stock would not get
anK;hin then,

r. FLynw, If the common stock has not %ot, anything coming
after 8 percent, of course, that would be the rule under any circum-
stances,

Senator BamLey. Then you limit yourself to 3 percent on the pre-
ferred stock, and nothing on the balance, or otherwise there would
be an sccumulation of surplus under our new tax bill?

Mr. Frysw. 1 would not do that.

Senator BaiLry. You would tax that surplus?

Mr. FLy~nN. No. I would say that the preferred stocks get a share
only to the extent of 3 percent of the earnings, but the earnings ought.
to be sufficient to cover both the common stock and the preferred
under that rule.

Senator BaiLey. You limit them to 3 percent?

Mr. Frynn, Noj; we do not limit them. We merely tax that in such
a8 Way——

Senator BaiLey (interposing). I understand. The intention is to-
tax.

Mr. FLyn~., We start out—-

Senator BamLey (interposing). The obligation in the certificate is.
to the effect that nothing shall be paid to the common until the pre-
ferred has been paid, and therefore the common would get nothing.
Now, assume that would leave a surplus undisturbed. Under the new
tax law we would take that?

Mr. Fry~n. Senator, there is no disposition in this bill to deprive:
the common of the 3-percent profit. Therefore, I see no objection to-
writing into this bill a provision where there is this contract between
the preferred stockholder and the corporation, a provision that on
all preferred stocks which have been in existence for a certain period
before the war—I mean so as to remove them from a period of sus-
picion—that the preferred dividend might be paid. But that on all
preferred stocks issued within a certain period of time before the
war is declared this should not be paid, and that they should take
their share along with the 3 percent.

Senator BarLey. Then, if the preferred stocks should go to 140 or
150 under those circumstances they would lose money?

Mr. FLy~nN, What they might go to, I should think, would not be-
the concern of this committee,

Senator BaiLey. Oh, yes. We are not here to make anybody rich,
but we are trying to make them poor.

Mr. FrynN. What we are trying to do is to provide sufficient rev-
enue to pay for the war as we fight it and prevent anybody enriching:
taemselves out of war. You will never succeed 100 percent in doing
that.

If you have certain contractual relatienships between the corpora-
tions and their stockholders, I think you have to consider them, and
i&nat th?is Government has no rigit to declare those contracts void..

as it
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Senator Bamey, Yes; I think so. I think the doctrine is that the
United States has a right to void a contract, but no State has, I
belicve that has been the decisions of the Supreme Court in the last
few years. I do not think that is going to last. There is a moral
‘question there that will assert itself in due season.

Mr. Fry~w. X deal with a subject as one involving a contract be-
tween a corporation and a preferred stockholder, which contract has
been made at a time not suspicious and well in advance of the war.

Senator BarLey. Let us assume that under this law the preferred
stock could be paid a dividend and the common stock could not during
a war. Then all stocks in the hands of the people would be preferred
stocks, because they are going to get their 6 percent.

Mr. FLynw. I have no fear under a kill like this of creating any
stock, preferred or any other kind, during a war.

Senator BaiLry. If you are going to let them have 6 percent, that
is the effect of it.

Mr. FLynn. Noj not at all, because I specifically stated this was
6 percent at a time not suspicious, say 6 months before the declaration
of war.

Senator Barey, You do that in this bill.

Mr, Frxnn. I do not, think corporations would try to commit
themselves to 6-percent dividends. 'The tendency of the corporations
is to rid themselves of these dividends.

Senator BaiLey. I think you misunderstand the fact that a corpo-
tation on preferred 6-percent stock simply commits itself to pay 6
percltlant in preference to the common stock. It is not a commitment
at all,

Mr. Fre~nwN. Yes; but unless the corporation is going to pay the
6 percent on the stock there will be no point in people buying
6-percent stock.

Senator Baiey. Now, just get me on this. Under the situation
you have produced here there would be only one certainty in corpo-
rations, and that would be the 6-percent preferred stock. There
would be nothing for the common. That would be the only way for
an investor to have a chance to get the 6 percent, and therefore all
investors would demand preferred stock.

Mr. FrynN. Senator, I cannot agree with that. I think the ques-
tion you are raising is an important one.

Senator Watsi, Did I understand you to say the maximum income
anvbodlz: would receive is $10,000?

Mr. Fryny, The maximum income after all taxes paid with all
deductions. A man might have tax-exempt bonds, and he will be
able to charge for his State taxes, city taxes, and his $5,000 of insur-
gil(g%() (l))ut after all taxes are paid the maximum income would be

Senator Warsw. Had you thought about the effect that would
have on the larg‘e number of persons employed as servants on estates?

Mr. FLY~NN, Yes; we thought it might be inconvenient. During
the last war servants disappeared into munitions factories, where
they were demanded and were needed, and we felt that was an incon-
venience that would affect a small number of people, and was not to
be compared with the inconvenience brought upon millions of people
who were sent into the Army.
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Senator Crark. As a matter of fact, these people who have theso
lavge estates nsually have very large reserves, ,

Mr. I'nvsw. Yes, sir,

Senator Warsi, T was thinking about nnemployment.

Mre. Fryss. You do not have to think of unemployment durving o
war. Durving the last war people moved off of estates, and the serv-
ants who were hived got better wages in the factories than they eould
on the estates,

Senator Warsu, Do you think that is trne of nurses?

Mr, IFevas. 1 owas in New Haven during the war, and even min-
isters” wives went to work in the munitions factories,

Senator Warsu, Have you veally looked up to see how many people
were employed in the munitions factories during the war?

Mr. Frys~, Yesgsire Thave got it with me now,

Senator Baney. U wonld like to get the number.  Have you the
average?

Mr. FFryss, They went not merely into mmitions factories but,
they went into all kinds of other factovies. Tt was competition he-
tween peacetime and wartime industries which mnde wages high in
the munitions factories, and so they went into aot merely munttions
factories but in all kinds of factories.  And the records of employ-
ment show that employment during the war was in excess of what is
known ax the normal employable population, heeause a very large
number of people went to wark during the war--men’s wives und
children ont of school, who ordinarily are not considered a part of
the cmplovable population.

And T think, Senator, that a $10.000 man ean employ a servant or
two.

Senator Warsit, Does the $10.000 apply to those who have tax-
exempt. securities?

Me. Fryxy, Oh, no,

Senator Warsi. So that everybody who has money invested in tax-
exempt securities would not be reached by this law?

My, Fryss, We did not feel that under the existing laws we could
do anything abont it.

Senator Warsn, T understand your diffienlty, and something
should be done about it.

Mr. Fryxy, Senator Vandenberg was most anxious about that.
We worked on jt.  And as long as you have the tax exemptions, of
course, we are quite helpless,

The Cramyan. All right, Mr. Flynn, you may proceed.

Mr. FLy~xx (reading) :

Sheuld the rather low taxes proposed in the bill on the individual with a
modest net ineome be increased so as to secure more revenue?

Mr, Parker raises this question., You see, this is not a soak-the-rich
matter purely. We have taxed people who get as low as $500. A man
who pavs nothing now, a man who gets an income of $2,000 will pay
$60 under this law.

Senator Baney. Your principle being one of conscripting prop-
erty : that if we are to conseript men, you could take the property?

Mr. FLysy. We are not talking about conseripting property. We
are talking about taxes.

Senator Bairey. That is the same thing.
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Mr, Frynn. No. There is another provision of the bill ag to that,

Senator Baney, Then you would take the small man’s property
just the same ng you would the big man’s?

Mr. Fry~w, There is no question abont that.  And the taxes are
quite drastic compared with the present. taxes, and I personully have
no objection to raising the figure in the lower hrackets,

Senantor Baeey, And you would reduce the exemptions of the small
income?

Mr. FrynN. Yes, sir; they arve also reduced,

Senator Batey, The whole principle is to take a father’s property
just like you take charge of the young man fo go to war (o take his
life, and there is no profit to be made from the property. I would not
give anything for property without profit,

M, FFryan, | Jlillll(‘ Senator, many men in periods of depression
hold on to their property very zealously, although they ave making no

rofit,
! Senntor Baey, OF course, he i looking for profits; to he sure.

Mr. Foynw, During the war it is proposed that, the people who stay
at home, and who do not. go into the war, shall pay for it.

Senator Baey, Let us apply that to a farmer down in iy State.
During the war eotton went fram 1 or 2 cents a pound, or just shortly
after that, until they got, $200 o bale, and a farmer with his two-horse
erop has at least 20 bales, and that is $4,000,  You would take hid
profit just as you wonld anyone else’s?

Mr. Fryns, Senator, we take the profit of every man in this hill
who makes a profit, but do not take it all.  Basing it on the income
of a man who miukes $6,000, he would puy $500, and that applies to
a farmer, & man with a salary, a bank president, or a corporation
chairman of the hoard.

Senator Warsm. Or a Senator?

Mr. Frysy, Or g Senator.  In fact, that question came up, A
Senator wonld have to pay $2,640; that is to say, he wonld have to pay
the sume income tax as anybody else after he had gotten all his
deductions. i

I am one of those hit rather well by this bill. T am not a man with
a huge income, but I have a fair income, and it would hit me severely,
T have no objection. 1 would much rather pay a large amount of my
income than to see my 28-year-old son taken and shot down for any
cause that I did not believe to be a good cause.

People do not apparently objeet when a man comes and knocks on
the door and says, “I want that boy.” He may be getting $5,000 a
year as a salary. Te just bas to puass up his $5.000.° And they put
1im in the Army at $30 a month.  But 1f they come to me and say,
“You are getting $5,000 a year and we want you to give $340,” I say
you are taking my profit. All right. You can take iy bey, but not
my profit. I do not sympathize with that viewpoint.

Senator Barmey. I do not sce the justice of exempting $10,000.
Why not take it all?

Mr. Fry~~. But the people remaining at home at least have to go
on living.

Senator BatLey. And the boy gets $30 a month and gets his clothes,
and we can figure up how much that is.

Mr. FLy~N. He gets his clothes as long as he needs them.
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Senator Bankx. Why not put it on the same basis for all? Let us
be fair about it.

Mr, ¥rxnn. I do not think that would be fair. Do you?

Senator Bawwey. I am asking you the question,

Mr. FLynN. Would you be in favor of it ¢

Senator Batwey. Let us get an answer to that guestion.

. %h". Frynn, Let us not diseuss it if neither one of us beliove it
is fair,

Senator Bawry., Do not ask mo questions. I am asking you for
information.

Mv. FLynn. Senator, you could not do that without the destruction
of the cntire economice system,

Senator Bamky. So vour hill will not work out all the way through?

Mr. FrLyn~N. What do you mean my bill will not work out all the
way through?

Scnator Banwy. As to the proposition of stopping profits,

My, FryNN, Senator, 1 stated my view. Why take the money if
you do not need it to fight the war? The idea is to get the money to
pay for the war. The bill now takes everything except $10,000. Why
take all of the $10,000 away from the man and leave him $30 because
the country does not need that?

Senator Bamey. You began the argument by stating that a man
would come to the door and take the buy out,

Mr. FrynN. Yes, sir,

Senator Bamky. Therefore, you take the income and the property.
1 do not see why you should stop short. I do not see why you should
not state to the United States Senator, “Now, we are taking this
young man to war, and he has got a $5,000 income, and he has got a
wife, but we need him.”  And we deprive him of his income and give
him $30 a month. Why not treat the Senator the same way?

Mr. Frynn. I will try to answer your questions.

Senator BarLky. Just state what you think,

Mr. FLYNN. Senator, please let me answer the question,

The Crameman. You can answer.

Mr. Fryxn, You need an army of 1,000,000 men or 2,000,000 men,
and the War Department decides to conseript them and makes them
register, and you take the men from 25 up to 30, and you have got
all the men you need for the Avmy. And you do not go around to
the men from 30 to 35 and from 85 to 40 and say, “We are going to
take you, although we don’t need you, just so we will let everybody
get the same dose”, so you will go to the man who has an income
of four or five thousand dollars a year and say, “We need $4,000,-
000,000 to fight this war. It will be obtained in this way: We will
therefore, ask you to give us $360 out of $5,000, and $2,400 out of
your $10,000.”

l%qnator Bamey. That does not put him on an equality with the
soldier,

Mr. FLyx~. I am not trying to put him on an equality with the
soldier, Senator. You cannot. Even if you took everything and
paid him $30 a month you would not put him on an equality.” But
you do not shoot him.

Senator BarLey. You do not shoot all of the soldiers.

Mr. FLyxwN. You shoot a ot of them.
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Senator Bairy. You do not shoot « lot of soldiers,

Mr, Frynn. Senator, I think you are raising a question—v-

Senator Bamxey (interposing). I do not want to embarrass you.

Mr. FLynN, T am not embarrassed in the least.

Senator Bamnry. * You say that you were in favor of putting Sena-
tors down on the same basis as soldiers, and that includes Congress,
and why make a distinction between Senstors and people out in
middle lifet

Mr, Frynn, T did not sy that,

Senator Baky, You said you would put them down on the sume
basis as soldiers,

Mr. Frynn, I did not say that, Senator,

Senator Bamsy. The record can be read.

Mr. Fryn~, If T said that, I certainly want to say that I did not
mean to say it, and I do not beliove T sald it.

Senator %lesu (ncting chairman). May we take up question 8, if
you are through with your colloquy?

Mr. IFrynn. “Is it constitutional to tax gifts as income, as indi-
cated by the bill?

I do not know. I cannot answer that question. I am not a
lawyer. We were advised by lawyers, who assisted in this, it was
constitutional. We were advised by Mr. Parker and Mr. Brown
then that there was a question about it. If there is a question then
take it out of the bill and tax them as we do now.

Senator Warsu. The next is question 9.

Mr. FryNN (reading) :

Is it constitutional to require the filing of joint returns by hushand and
wife as proposed in the bill, such a provision affecting the present community
property system?

That is a (iuestinn of law, on which I have no capacity whatever
to answer. 1 would tax them if the lawyers say it is that way,
if the lawyers say it is constitutional. If they believe it is unconsti-
tutional I would most certainly leave it out of the bill.

Senator Warsn. Question 10, please.

Mr. Fuynw (reading) :

The bill taxes all gains from the sale of capital assets, but disallows all
losses from such sales, except to the extent of $.,000-—that fs, if a man has
$50,000 of gain from the sale of vapital assets and in the same year has
$80,000 of losses from sach sales, the bill proposes to tax the man on $48,000,
regardless of the fact that he had a net loss of $20,000. Is this a sound
policy?

Senator, one of the things we had in mind in the bill was to dis-
courage speculation of all kinds in securities, as well as in com-
modities. Nothing, it seems to me, during a time of war, so disrupts
your system and adds to inflation as speculation in commodities.

e saw it begin in England only the other day, when they had a man
convicted in England, Mr. Howeson, known as the Tin King, because
he had begun speculation in shellac, shellac being an important ingre-
dient in the manufacture of shells. He went out to get a corner on
shellac. There are men who will do that. I do not believe all the
businessmen in America will do that, but there are men who will do
that. We helieve during the war there should be no speculation,
That was put in there for that purpose. Whether there is any ques-
tion as to its legality or constitutionality I do not know.

49114—36——5
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Senator Crark. So far as the constitutionality is concerned, I may
say that that very provision is in the laws in my State now and has
been npheld.

Senator Backy. You mean in your State!

Senator Crark. In our States yes.

Senator Bamwey, We bring this within the amendment of the Con-
stitution to tax incomest

Senator Crark. Yes, sir,

Senator Baney, And incomes ave defined as gning, and gaing
against losses,  Income means income,

Mre, Frxsn, Yes, The question was raised under the sixteenth
amendment. as to whether it was unconstitutionnl,

Senator Baney, ‘The Supreme Court has held it meant net income,
And if it does, of conrse, you deduet your losses,

Mr. I'LyNN. Senator, o man goes into various transactions and
buys stock in the United States Steel Corporation, and he buys stock
in the Union Curbide Co., and the Steel Corporation has a loss during
the year of several million dollars, and therefore that stock makes
no profit, but the stock in the Union Carbide Co. makes a very large
protit and he gets a large dividend from it,  He ix not allowed to
offset the loss in the Steel Corporation against his profits in the
Carbide Co.

Senator Bauey, He might lose his fortune in one company.

M. Fryan, He might do that, and make very littlo in another
company.

Senator Bauey. And he has to pay taxes on that amount he made
in the other company?

Mr. FLynN. Yes; Y\o is not allowed to offset.

Senator Bamey, You need not trouble yourself abont that United
States Constitution smendment which says “income.” It does not
say “losses.”

Me, Frysn, Senator, 1T am not talking about the Constitution, T
do not feel that I am able to do it.

Senator Craek, It also says “income from whatever source.” It
does not say anything about setting up an income from other sources,

Mr, Fryxs, We also tax a prize tighter. 1 believe he has to pay
immediately on that particular venture. Ie may engage in anot?her
prize fight ¢ months hence and lose money. 1 may he wrong, but ¥
think that is the law. Of course, that is on amuscment ventures.
Is that right. Mr. Pavker?

Mr. Parker. They do colleet it in advance, but he would have a
right to file a return and get a refund.

Mr. Fry~nx. He would be allowed to offset the two?

Senator Warsi, May I ask you a general question, Mr. Flynn?
T understood that you and your associates were engaged in trying
to draft a bill as to property as well as human life, and also had in
mind levying sufficient taxes to help pay for any war.

Mr. Fryxx, Yes, sir.

Senator Warsi, And one of the things by which you were moti-
vated was something that might be a deterrent in going to war?

Mr. Fryny, We were motivated very considerably by that, Sen-
ator. We feel men do & great deal of thinking with their uncon-
seious minds, And when this bill was being prepared there was a
great deal of talk around this country, and some of it may have.
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been ivvesponsible, but L heard it from very responsible men, that
maybo wo would have to fight our way out, that there would be a
war,  And that statement came from one of the most distingnished
men in New York,

Sonator Warsi, You have answered my question$

Mr. Fnynn, Yos, sir,

Sonator Warsti. - You hope this hill will tend to discourage wart

Me, IFLysnN. Yes, sivg disconrage it,

Sonntor Warsir, And cheek sentimont developing for a war, and
prevent Congress from going into war?

My, Frynn. We want people to stop thinking that war might lead
to prosperity.

Senator Warsn, Are there any other questions

Senator Crark. And many people who are now shouting that war
is inevitable with this, that, and the other country might decide
that it was not. if the profits were taken out of war?

Mr, FrLynn, Yos; l.lmt is right.

A to these other questions, they relate to other sections of the bill,

Senator La Forrwrre, Just a moment, Mr, Flynn,  As I under-
stand, it is your position, is it not, that regardless of whether a war
comes or not that this is the sound method of financing it¢

My I'nynn, That ig correet, Senator.

Senator La Foregrre, In other words, that the rates in this bili,
or the motivation behind this billy is not dictated by a desire to pre-
vent war, but it is dietated by the proposition that if we are in a war
this is the sound way to conduct the financing of it?

Mr, IFFryns, That is correet, And 1 wouhl like to add to that a
sentence on two questions which have been asked here,

Mvr. Parker has raised o question, which I am dizposed to coneor in
to some extent. He says he thinks the rates in this bill will not, be
adeguate to puy the costs of a war, and I am disposed to think that
is true, 1 tllnink it is very true when you put taxes on these higher
brackets in many cases incomes will not, materialize, and then yon
will have to turn to the lower brackets for the money. T also think
it is true that when a war breaks out if the taxes are not adequate
you may have to turn to various luxury taxes and sales of various

inds, becnuse during a war you must get the money. But what-
ever you do the fundamental proposition at the bottom of the whole
bill 1s that the war onght not to be fought with funds borrowed
through the central banks, and it should be fought with money put
up by the people at home for fighting the war. The fundamental
concept of that is that if you fight a war with borrowed funds you
produce a spurious prosperity, and the war then becomes a source of
prosperity to the people.

Senator Bamey. On that point, as a practical guestion, suppose
we had to fight a war tomorrow ; do you assume the American people
have got the funds available to fight the war?

Mr. Fry~n. T think they certainly have the funds to get started,
Senator. I think out of an income of $50.000.000.000 they could find
four or five billion dollars to fight a war with for come time. Of
course, it would be a very hard thing. The point of this bill is to
get away from the thonght that war economieally is a good thing.
Of course, it is a sacrificial episode, and somebody must pay for the
war, cither the generation who fights the war or the next generation,
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Of course, the Government may have to make some initial loans until
funds begin to flow in from the war-profits bill. And it may be that
no kind of war-profit taxation will provide enough, and the Govern-
ment will have to do some borrowing, but we believe we should make
the effort, as far as possible, to prevent that, at least to hold it down
to the very minimum.

. Senator La ForLerre. One other question, Mr. Flynn. NLooking
back on the experience of the World War, is it not a fact that the
delay in enacting wartime tax legislation was very great, and that
therefore a great deal of revenue, which otherwise would have been
attained, even under the relative low rates of the war-ax bill, escaped
paying any war-profits tax?

r. FLyNN. There is no doubt about that.

Senator La Fornerre. And is not there a justification in that
experience for the enactment of this legislation as the foundation
upon which any war revenue would be raised?

Mr, ¥Frynn. Precisely.

Senator La Forurerme. And that to that extent you would have pre-
vented the large amounts of profits from escaping their fair share
of wartime taxation, simply due to the fact that Congress would
take a number of months, or a long period, before it enacted any
wartime legislation? And, as a matter of fact, the highest rates
were provided in the 1918 revenue bill, and the war ended in Novem-
ber after that bill was enacted.

Mr. Frynn. It was not until the war was nearly over.

Senator Gerry. I would like to say this in that connection, be-
cause I was a member of the Finance Committee when the war com-
menced, and we enacted the first revenue bill, and my recollection
is we passed that bill in the summer, did we not, Mr. Parker?

Mr. Parxer. The 1918 act? '

Senator Gerry, The 1917 act.

Mr. Parker. You passed one in March, but that did not amount
to much.

Scnator Gerry. That was before the war?

Mr. Parker. The next one was on October 3, 1917,

Senator Gerry. And then we put the heavy income tax on, because
I remember I put the amendment in which. went to about 65 percent
in the higher brackets?

Mr. Parxer. Yes, sir,

Senator Gerry. And that, plus State income taxes, put some large
incomes at 70 percent or more. I know, because I introduced that
amendment, as I said.

Mr. Panrker. Yes, sir.

Senator Gerry. And then we put an excess-profits tax on,

Mr. Parker. Yes, sir.

Senator Gerry. And we paid over 29 percent of the cost of the
war, which was higher than any other country. Great Britain has
always paid as much as she thought she could, and we paid more.
I think that is correct, too, Mr. Parker.

Senator La ForLerre. The British rates were higher than ours.

Senator Gerry, The British rates when we got through were not.

What I am trying to show is that while I am not saying we have
not learned, I think that the original war-revenue bill was a great
achievement, and a great credit to the Democratic Administration
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and to President Wilson, for the way we put the taxes on and tried
to take the great profits out of war.” Of course, we have learned by
experience we did not succeed entirely, |

Senator La Forrerre. You will remember that the rates which my
father offered were much higher and were defeated.

Of course, that is a matter of history, and all I am trying to say
is that the long delay after we got into the war, before we got our
maximum rates in operation, would justify in my opinion our enact-
ment in peacetime of a basically sound tax structure for war pur-
poses, which will be available the moment war starts. )

Senator Warsn, Do these rates expire automatically at the end
of the war, or do they continue for a period afterward?

Mr. FLy~NN. No. The bill provides that those rates automatically
expire.

enator BaiLey, Let us get this statement for the record and see
if I am right: The excess-profits tax law passed February 19, 1919,
that is the date it was signatoried by the President, but it rela
back to the whole year of 1918¢

Senator La FoLrerre. Yes; but even so a whole year of war had
gone by when those taxes were a;i)plied. My point is, Senator, what-
ever you may think about this bill, the experience of the last war
justifies the effort to write into law in peacetime such legislation for
a tax structure for war &urposes which goes into effect at the time
your war is declared, rather than permitting people to make profits
out of it while Congress is getting around to the job of passing war-
time legislation.

Senator BarLey. The only question I made was that the act of 1917
was retroactive.

Senator GERrY. It was retroactive so that it included everything
from the time it started.

Senator BaiLey. Yes; from the time it started in.

Senator Gerry. I think the bill came to the Finance Committee in

May.

Sy;nator Warsu, May we have your final statement, Mr. Flynn, so
we _can adjourn?

Senator La Forrerre. Mr. Parker will bear me out in the state-
ment :(}lmt the maximum rates were not applied until the year the war
expired.

r. Parker. They were retroactive, Senator, but we did not get
the money in.

Senator WarsH. He is speaking about the La Follette bill.

Senator GErry. In 1917 we passed the first excess-profits tax on
October 8. That was retroactive for the year 1917, and those rates
on the corporations, if they made over a certain sum, between 6 and
8 percent, the first bracket was 15 percent, and I think the next
bracket was 30, and the next bracket 45, and finally a bracket of 63.
And, of course, not many people got up in the 65 bracket. And
while those rates looked high, they were not what you might call the
effective rate. And in the same way on the individuals we went up
to 65 percent. But it was not entirely effective, because you did not
get your 65 percent on an individual unless he made over a million
dollars, and the lower incomes were not very heavily taxed, and it did
not produce the money that it might have.
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Now, in 1918 there was a much higher rate brought in on men
of lower incomes and lower profits, and it started off with 30 percent
under the excess-profits tax, to 80 percent under the war tax. But
the act passed in 1918 affected all profits in 1918,

Senator La FoLierre, Certainly; but my point is that if we can
get it into legislation before any war starts how much more effective-
ness it will have when the war does start.

Senator Gerry. Certainly.

Senator La ForLerre. Yes; certainly. And ean we not write a
bill based upon our previous experience, so that if we are ever con-
fronted with another war, horrible as it is, when Congress declares
war then your stucture will become effective as to taxation and
produce revenue, instead of letting a whole year go by, in which
people lucky enough in the first year to make their profit will con-
tribute less than the people who pay taxes on their profits the second
year of the war.

Senator WarsH. This is your final statement, Mr. Flynn?

Mr. FrynN. This is my final statement; yes. In the meantime,
however, while we are waiting for these rates and returns to come
into the Government, the Government embarked upon a policy of
borrowing money, and borrowed billions, and the price structures
were sky high, and wages, and everything else, and we had the war
inflation in the most aggravated form.

Senator Bamey. That was due to expenditures rather than to
borrowing, was it not?

Mr. Fuys~. Senator, I have some authorities that I want to close
with. It was not due to expenditures, it was due to the creation
of new purchasing power. You cannot have inflation unless you
create new and artificial purchasing power. If you take taxes away
from one man and give them to the Government, then the Govern-
ment spends them instead of him. If you let him have his money,
then you create another loan from the central bank where the Gov-
ernment is borrowing, and he can spend his money, and the Govern-
ment spend its money, and you have got an artificial inflation.

Senator Bamey. You are not arguing against our present principle
of borrowing, are you?

Mr. FLynw. Senator, no; I am not. I do not want to mix up my
views on this bill with the present Government policy.

Senator BarLey. You do not think that is a bad view?

Mr. FLyxn. I am discussing the war-profits tax bill, and the
present tax situation is not before the committee now.

Senator WaLsH. What is your authority you wish to present?

Mr. FrLy~~. I want to call attention to the fact that at the begin-
ning of the last war a petition was presented to Congress, and 1t is
in this report [indicating], and I recommend that you gentlemen read
it, signed by about 250 economists of America, economists of every
school, economists of the extreme classical school, of the radical
school, and the liberal school, men like Dr. Sprague of Harvard, Dr.
Commons of Wisconsin University, and Dr. Fischer of Yale, and
g‘actically the entire Yale economic faculty, and almost the entire

arvard economic faculty, and also the entire economic faculty of
Wisconsin, about 30 or 40 leading universities of America, and they
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signed a petition to Congress, in substance, asking them to pay for
the war out of taxes, rather than out of borrowed funds.

Senator BamLey., Most of those economists were people who did
not have to pay much taxes?

Mr. FLynN. What has that got to do with it?

Senator BaiLey. A great deal.

Mr. FLynN. The doctor who treats you does not have to pay your
doctor bills, but he knows how to prescribe for you.

Senator Gerry. That is your theory.

Mr. Fuynn. I think I ought to be permitted to finish this state-
ment. :

Senator WarsH. Go ahead, Mr, Flynn.

Mr. FLyn~. These economists described what would happen as an
argument against the borrowing policy. And if you will read that
argument, it sounds almost like a historical discussion of what hap-
pened during the war. Congress refused to adopt that policy, and
adopted a policy of moderate taxation and very heavy borrowings,
and they produced an inflation which collapsed as soon as the war
was ~ver, which did infinitely more harm to big industry and small
industry than they did during the war. You will find that on page
29 of this document.

Senator Gerry. I want to say something about that, because 1 was
a member of the committee.

Senator Warsn. Wait just a minute, and let Mr. Flynn finish.

Senator Gerry. All right.

Mr. FLynN. That is to be found on page 29 of the report To Pre-
vent Profiteering in War, This was in the Seventy-fourth Congress,
first session, report no. 577, It is found on page 29 of that report,
together with the views of those who signed it. And these were econ-
omists who agreed on this, no matter whether they were Commu-
nists or extreme classical economists,

Senator GErrY. As a member of this committee then, I want to say
this: Professor Seligman, of Columbia, and Professor Adams, of
Wisconsin—and others appeared before the committee and gave us
information and advice during the war, and we also had the experi-
ence of England, and we taxed more and paid more as we went than
anEr other country, and there is not any doubt about that.

think, from our experience which we gained from the war, that
there is not much question but that we couﬁi tax everywhere and pay
more, but there is always the danger of when you tax too much in
war you may lose revenue, which the Treasury officials have brought
out in these hearings in regard to this bill.

The main point, as I see it, is to win the war and get as much reve-
nue as you can while you are winning the war without stopping the
production you need.

Senator Lo FoLrLeTTE. Just one moment. I want to put in the
record at this point the total amount of ordinary receipts, which I
think, of course, will indicate that while proflts may have grown
while the war went on, they are a pretty good indication of the lack
of stepping up of taxation during the war, and what will happen
if we wait until the war is upon us to enact the legislation.
32?%ing the fiscal year of 1917 the ordinary receipts were $1,124,-
824,795,
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During the year 1918 they were $3,664,582,865.

And during the year 1919 they were $5,152,257,136.

Mr. Frynn. And the war was over then, Senator.

Senator L.a ForLerre. Yes; and in 1920 they were $6,694,565,389.

Mr. FLyns., And the war was over then, and the damage had been
done by the inflation.

Senalor CLark. Mr. Flynn, did you finish what you had to say ¢

Mr. FLynN. Yes; I have finished.

Senator Crark. You have had so little ogportunity to have any
continuity to what you were submitting that I did not know whether
you had finished or not.

Mr, FLynN. Yes; I have,

Senator WavrsH, The committee will stand adjourned until tomor-
row morning at 10 o’clock.

(Whereupon, at 12:55 p. m., an adjournment was taken until Fri-
day, Apr. 8, 1936, at 10 a. m.)
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FRIDAY, APRIL 3, 1936

UnireD STATES SENATE,
ComMITTEE ON FINANCE,
Washington, D. C.

The full committee met, pursuant to adjournment, at 10 a. m., in
room 810, Senate Office Building, Senator Pat Harrison presiding.

Present: Senators Harrison (chairman), King, Walsh, Barkley,
“Connally, Bailey, Clark, Lonergan, Gerry, Guffey, Couzens, Keyes,
La Follette, and Capper.

Also lpresent;: L. H. Parker, chief of staff, Joint Committee on
Internal Revenue Taxation; G. D. Chesteen, Joseph S. Zucker, of
the Joint Committee on Internal Revenue Taxation,

Ralph W. Brown, P. J. Mitchell, and 8. G. Winstead, of the
Treasury Department.

The CuamrmMaN. We will proceed.

STATEMENT OF L. H. PARKER, CHIEF OF STAFF, JOINT COMMITTEE
ON INTERNAL REVENUE TAXATION

The Cuamman. Mr. Parker, yesterday Mr. Flynn was before the
committee and he discussed these 15 questions of policy drawn up
‘by the experts and submitted by the subcommittee to the full commit-
tee. Are you familiar with them?

Mr. Parxer, Yes; Senator. I think the difficulties of drafting the
bill would be considerably reduced by following along the lines of
-Mr. Flynn’s statement, because he stated on most of the points on
which we had made su%gestions he had no objections.

Senator CoNnaLry. Is it not a fact that on the points you criti-
‘cized he was right?

Mr. Parker. In respect to the points that had given us most
trouble from a technical point of view, Mr. Flynn stated that he had
no fault to find with our criticism. Now, of course, the committee
would still have to decide the maximum rates, as to whether you
would want to lower those or not; and then there are two other
‘questions that I am anxious for the committee to decide. Xf the first
one is answered a cerain way, you do not have to answer the second
‘one.

As you know, Senator, we have a bill pending in the House that
is going to completely change the structure of our Income Tax Act,
if it passes; and it might be well for the committee to consider the
-question whether they want to wait and have this bill follow the new
revenue bill and take the same form or whether they want to report
this bill in the form of a 1934 act, which, of course, may soon become
-obsolete. 60
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Now, the most difficult. proposition we have—if you are going to.
follow the 1934 act, as this bill is drafted—will be to keep track of
this declared value. One of the essential elements of the tax on cor-
porations is the declared value for eapital-stock purposes and excess-
profits taxes. Those taxes, as the bill is now proposed in the Tlouse,
are to be stricken out, Of course, that is going to make some trouble,
if wo have to go back 10 or 15 years and resurreet, this declared value,
and this proposal is that the stracture of the new bill will be adapt-
able to all time.  For instance, if you abanden your excess-profits
taxes on corporations under the new form of bill, you could raise your
undistributed-profits tax so as to practically do the same thing, That
is, if the corporation did not declare out its net income in dividends,
win_v, you would get this big tax on them in another way.

'I‘l;o. Crairman, Has the subcommittee given any consideration to
that. |

Senator ConNarLy. Oh, yes, We haven’t voted on it, but we have
gone all over those matters,  Personally, my view is that the declared
value is not the best standard, because if they adopt arbitvarily the
declared value as of 1934, there might be a lot of changes, a lot of
new corporations. T do not see how you can get away from the
basis of the invested capital, myself. It seems to me that is the
fairest test.  Whatever the company has invested ought to be the test
of its carning power, it scems to me,

Mr, Parker. Of course under this new bill now, you might discard
it altogether, because under the new bill, you have a tax on the
amounts retained.  You increase the rate in all cases, so the rate on
the individual will be very high, and if you also raise this tax on the
undistributed net income of the corporations, they would have to.
distribute or pay practically all the carnings in tax. Of course, if
they were obliged to retain the earnings you might have to put in
some provision whereby they could retain o certain part of this net
income, if they were authorized to do so by the Secretary of War, if
such retention were necessary for war purposes.

The Crarman. The object is, as I understand it, that in times of
war, after a declaration of war, that we take the excessive profits out.
Now, whatever analysis you apply is an immaterial thing, whether
you do it through the dividends that have been declared on earnings
or whether you do it through an excess-profits tax, or what not. It
would seem to me. just offhand, that if we want to pass this bill, it
would be better to have it reconciled with the provisions of the new
tax bill, if it is liable to be changed from the present law.

Senator Crark. Mr. Chairman, the only difliculty, it seems to me,
in this matter is this: That will simply postpone this bill to another
session. We have now been trying for a year and a half to get
consideration of this bill. We adopted the structure of the 1934 act
because that was the law. You know we have a tax bill every
vear. The tax bill usually comes very late in the session, it is usually
passed very late in the session, too late to give consideration to a bill
of this character.

It seems to me that the important thing is to establish the principle
that you are going to have a system of tazation based on whatever
the Iaw is existing then, to raise revenue for the purpose of con-
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ducting wars, and merely, during the progress of the war, stop profit-
cering during the war. If we get consideration of this bill, put it on
the statute books, and then, if the tax bill is amended, this law can
be changed to conform with that.

On the other hand, as a practical matter, if we wait every year
until some new tax bill will come along we do not know whether it
will pass or not, we do not know whether it will be agreed to, we
do not know whether it will be passed ont in the House. To say this
is to be postponed until after the House passes the bill, we do not
know whether the House will pass the bill or not, or whether the
Senate will pass the same bill based on the House bill. It simply
means we would never reach a consideration of this matter.

The Criarman, There is no question but what, if you wait, this
thing will be delayed considerably.

Senator Connapry, Mr, Chairman, let me ask Mr. Parker a ques-
tion, My theory about this war-profits bill is that it ought to be
entirely a war-profits measure that goes into effect from the time
of the declaration of war, the dec‘faration of an emergency, as
explained yesteulu{.

Senator Crark. I agree with that.

Senator ConnarLy. Insofar as possible it ought to be superimposed
upon the peacetime taxation, to the extent that the administrative
provisions, insofar as they are applicable, ought to apply to wartime
as well as peacetime, :

Is there any way that we can adopt a general clause in this bill,
that is, a sort of a saving clause, that will make it harmonize with
the peacetime measure?

Senator Crarx. That is what we are trying to do.

Senator ConnaLLy. That is what I have in mind.

Senator Crark. I agree that that is very desirable. That is the rea-
son this bill is so long. 1 do not think you ought to hold up consider-
ation of this bill in contemplation of the fact that it may be changed.
It is casier to pass this bil{) and then make it conform.

Senator ConxaLLy. I was going to say that if you do not have
some joint clauses everytime we pass a new tax bill we will throw
the war bill out of the window. They won't jibe.

Mr. Parxer, You could of course adopt the policy of enacting the
war bill in the way it is, as amended, and then when you pass a new
revenue act you could amend the war revenue bill every time. That
would not be so diflicult; it would mean a little printing, but I do not.
know how you are going to put a general provision in there,

Senator ConnarLy. 1 do not know either. I am asking you, be-
cause you are the expert and I am not,

Mr. Parker. You are looking at the future. You could not make
it general. Once in a while you get something in the peacetime bill
that you do not want in the war revenue bill.

Senator CoNNaLLy. How would it be to put a clause in there that
in time of war rates under this bill beyond rates under the existing
peacetime taxation shall apply, whichever one is the greater$

Mr. Parker. If it was only a matter of rates, of course, vou
could make a very short bill. For instance, you could say, “In case
of war the peace-time rates shall be doubled, but the tax shall not be
in excess of 90 percent of the net income, or something like that?
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Senator ConnarLy. I do not know, of course, what the legislative

program is over there, but I would like very much to get the bill
reported out of this committee, get it on the calendar as promptly
as rpossiblo, and then, if the Senate does not pass it, all right.
‘ he Crarman. What you want done is to get an exppession from
the full committee as to these 18 points and then let the subcommittee
‘go ahead and hold hearings and make a recommendation to the full
committee?

Senator ConNarLy, That is it exactly. We will try to amend the
bill in the fashion that the full committee wants it.

The Cuamman. It strikes me that Mr. Flynn, yesterday, was

very fair in reference to a question that had been raised ; that is, that
on the declaration of an emergency, without an actual declaration of
war that this country was actually engaged in, these high taxes
be applied.
* Senator Crark. That was amended in the Military Affairs Com-
mittee. As a matter of fact, I do not remember that attention was
oalled to it yesterday. That was put in there as an additional
precaution so the thing would not go in effect and prevent the war.
_ Senator Gerry. Why cannot that be amended ?

Mr, Parker. As to titles IT and VI, this committee can amend
that, because it would have to do with the going into effect of the
'war rates of taxation.
hSmmtm‘ Crark. I do not think there are any two arguments about
that.

The CrarmaN. Suppose we take up these 15 points now, so that
we can get along. We know pretty well what these questions are,
following the discussion yesterday, and if you just want to get an
expression from us, we can get it pretty quick. Let us take the first
question :

Should the bill be designed so as to take the profits motive away
from both corporation and individual? Mr, Flynn said he did not
think so.

Mr. Parker. That is correct.

The Cuamman. “Should the bill be designed so as to take the

rofit motive away from both corporation and individual?” Those
1n favor of that will raise their hands.

Senator Barkrey. Mr. Chairman, if you answer “yes” on that first
question, does that mean on all corporations engaged in business re-

ardless of whether they are engaged in manufacturing anything
that goes into war?

The CuamrmMaN, Yes. I do not think anybody wants to take away
the motive of profit from the corporation or individual.

Senator Barxrey. I am not going to vote “yes” on that.

The Cuairman. All in favor of voting “aye” will raise their hands,

Senator ConxarLy. You won’t take all the profit out.

Senator Crark. I can say, Mr. Chairman, it was never the inten-
tion of anybody connected with the drafting of this legislation that
you should take the profit motive away from either individuals or
corporations, You want to leave them the profit motives, but you
want to levy a sufficiently heavy tax so you may be able to carry on
the war out of current expenses. ,
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'1‘5}0 Cuammman. Well, without objection, then, the answer will be
“no,

The second question is:

If the answer to issue 1 s 1n the negative, what maximum rates can be used
without destroying the profit motive?

Why do not we leave that to the subcommittee to make a recom-
mendation on that? As T understand it, that was made 8 percent.

Senntor ConnavLLy. If you leave it to me personally, I am going to
favor a slightly higher rate of profit than the munitions committea
recommended.

Sengor CLark. As one member of the munitions committee, I would
be very glad to have the subcommittee’s opinion on that thing, It is
a matter of judgment. I do not think that we hit the proper figure
when we say 3 percent. Maybe it Ol%ght to be 4 percent. 1 do think
you should consider the principle of keeping the rate of profit low
enough and the tax high enough not only to stop profiteering but to
make everybody make the necessary sacrifices to carry on the expenses
of war. 1 think the subcommittee should take that up and make a
report on it.

Senator ConNawLy. Now, Mr. Chairman, one issue is to take prac-
tically all the profit out and the other issue is to establish a stand-
ard of what was earned prior to the war, and then take out the added
profit that war confers. Now, that is impractical. You cannot have
ane rate of tax for one corporation, because its profits were so-and-so
and another rate for another corporation. I think it would be im-
possible to administer it. ’

Senator Gerry. Mr. Chairman, the subcommittee has iOt to go
into it very thoroughly with the Tresasury experts. The thing that
struck me, reading over the hearings casually, is that the Treasury
Department is much worried because of the fact that if this were
adopted you would cut the revenue down. It is a very difficult
thing to work out.

Senator ConNaLLY. My own view about that is to allow corpo-
rations 4 percent to start with, and on the net 3 percent take three-
fourths of that, or one-half of that, and one-half of the next 1 to 6,
I would take one-half of that. That would be 5 percent, and then
from 6 to 8 I would take three-fourths of it, which would be 51/
percent. After 8 percent I would take it all, and there would stiﬁ
be a motive in there to make a profit.

Senator Gerry. Quite frankly I am not prepared to vote on that
until I hear more from the Treasury and from the experts. I think
that is the thing you have got to work out. It is a very difficult
proposition.
| Senator ConnNarry. I think the rates in the munitions bill are too
ow.

The Cuamrman. As I understand it the suggestion is that during
war times we give them 3-percent war profits, is that right ¢

Senator ConwnarLy. That is the munitions committee bill. I
favor a little more.

Senator Gerry, I think it would stop your industries to have it
nnly 3 percent.

Senator Con~awry. I am in favor of giving them more.
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The Cuamman. 1 do not think you should give them 6 percent
during war times,

Senntor Genry, My State is an industrinl States A ot of our
people duving the Inst war built factories and they were mnking
n tot of money, and then the war ended and they had to sernp the
factovies,  Now 1.lu~’y are a ot wisor than they were then, "That i
all there ix to it The Treasury and the oxperts advise that. you
have pot to go into that very “earofully, otherwise you got into
trouble,

Senator Barnrey, How enn we, or Congress, or anyhody, in ad-
vanee of o war, decide that fax vate i groing to be fevied when the
war comes? T an sympathetio with all these offorts to stop war and
stop profits made out. 0} wary, but, when people get mnd they ave going
to fight. What 1 ean isx Tdo not know how one Congresss is going
to bindd a future Congress 10 years from now, or 15 or b0 years from
now that is going to get into n war as (o the rate of taxation, or
what it will do with vespeet to the method by which that war is going
to be fought,

Me, Parser, U think, Senntor, the most. important thing is the
form of the bill, The rates can be changrod in 2 days, bat the form
of the Wil is, Uthink, a useful thing to have on the hooks,

The Cnamman, Shall we pass on that proposition or notd Shall
weo leave that to the subeommittee and let them work it out, and then
let us have a discussion after having the views of the Treasury
Dgpartment ?

Venator CoxvNanny, Yes,

The Cnarman, The third question:

Rhould the bill be designed to produee the maximum revenue possible, ot
should the socfal and ecconomibe offeet of the bil be deemed more mportunt?

Senator Gexrey. Mr, Flyan was very emphatic on that, He said
the main point is the revenue,

The Crurm N, Yes: he said it onght to be the revenue, but the
economic system should not be destroyed.

Mr. Pagrkgr. Hf revenue is the most important thing that means
we have got to place a higher tax ou the small incomes.

Senator ConNatsy. Not necessarily,

Senator Crark. As far as that part of it is concerned, My, Parker,
i you mean by the guestion as to whether absolutely the last penny
that can be raised shall be provided for in this bill, T personally do
not think we ought to do that without considering the social and
aconomic consequences of that. T think the purpose of this bill ought
to be to put in as high rates as practical, hut I do not think we should
entirely disregard the social and economic consequences.

Mr. Parker. Of course, too high rates will not always bring in
the greatest revenue.  You will have to consider that.

Senator Crark. I understand.

The Cuamrman. Without objection then, it is the opinion of the
oommittee that we ought to get as much revenue as possible without
destroying the social and economic system during the war,

Senator GerrY. You cannot hold up the war,

The Crarmax, All right. The next point:

Is it sound to adopt the general principle that the most important thing in
eonnection with war legislation is “to win the war”?
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Without, excoption, we will all agree to that.  The next question :

Should the bl be desdgned (o tax net Income only, or should Hmitations ha
Impoked on the dedaetion of necissnry baskiness expenses with the resudt that,
the tix sates mny apply to a figure greater thnn 1rue net lneome?

Sontor Connany. The reakon for that is that the monitions bill
Limits practicully the ineome of any mun, no mutter how big an
incomey (o aronnd $20,000. T suppose he hng got (o hnve some eig-
arelbon mud other things.  Now, for instance, Mr. Flynn brought in
the interest, question,

Sonntor Bainny, I we vole “yes”, on that, question, will it result
in the tnx being raised to n figare gronter than the tene-net incomet

My, Panken, For instance, there is n bmitntion on interest, that
you ennnot, tuke ofl more interest than you have avernged over the
priov S-year period, something like that. Asa mntter of fact, when
you go into . war you mny have to borrow some money, and your
interest. chirge mny be greator.  Now, you have to pay ont. that
interest. Naturally there in n deduction and you haven'’t got, the
monay, nnd when you are limited in that deduction for interest, you
are taxing something more than we are thinking of in an secounting
sense a8 trae net incoe,

Senntor Bamey, When vou tax anything wore than net ineome
you will have a tax on enpital. It i« perfeetly plain. When you
get. more than net income you get into capital.

Senotor Connanny, After all) is there any income except the net
income ?

Senator Banky. No, *

Senator Connavny., If Tapend a thousand dollary and make $1,500,
T have made but. $500.

Mr, Parkenr, It is troe, however, even under existing law, that an
individanl may be taxed on a sum greater than his net income, sines
all expenditures are not allowed as a deduction.

Senator ConnNatny. If you do that T think you are going to run
into the other proposition of disturbing the economic set-up.  1f vou
interrupt the method of doing business by these measures you are dig-
turbing the cconomic set -up.

The Camman. Well, is there any objection to the sentiment of the
«-,mlnmitt.ce being expressed, that the bill be designed to tax net ineome
only?

Senator Convarry. That is right,

The Crameman. Without objection, then, that is the centiment, of
the committee.

The sixth point is:

Should the bill attempt to correet possible defects and to elose possible loop-
holes in existing law when such defects or lnopholes are a present problem not
directly connected with war-revenue legislation?

We had better not, consider that.

Senator Crark. Mr, Chairman, T do not think it is desirable to
loa«jl this bill down. I think it would complicate the bill unneces-
sarily.

b 1“‘11’; ’(;HAIRMAN. Without objection then the answer to that will

e “no.

Senator CoNNaLLy. By that I understand the committee takes the
view that this bill ought to be purely a war-tax bill and not interfere
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in any wise with the normal peacetime tax bills which we enact from,
time to time.

The Cuarraan. We have been working to clog up the loopholes for-
a long time.

Senator La FoLLerte. And we will continue to work on that.

_The CuairMan. The seventh point is:

Should the rather low taxes proposed in the bil' on the individual with a,
moderate net income be increased so as to secure more revenue?

Senator ConnaLry. That is what Mr. Parker had in mind a mo-
ment ago when he mentioned the fact that if you try to get a lot
of revenue you have to increase the tax base as carried in this bill
in regard to the individual and increase the ratg on the man of-
moderate income, is that right?

Mpr. Parker., That is right. We pointed out that under this bill.
a man even with a $5,000 net income pays $340 tax. In England
right now, in peacetime, he is paying $630. It just seemed to me.
apparent that when you get into a war, when you consider what
tﬁ)e soldier gets, just as Mr. Flynn said, he did not see why the tax.
on the $5,000 income should not be increased.

The CuairMaN. Is not the answer to that found in one of the.
answers made above, that we should get as much money as possible
without destroying the social and economic system
Mr. Parker. I do not see how that will destroy the economic
system, on that particular point. A man with a $5,000 income, if"
he paid a tax of $600 and he had $4,400 left in wartime, when you
are only pa{ing the soldier $60 a month, is pretty well off.

Senator La Forierre. They do not even go as low as that in
peacetime, in an emergency. I offered an amendment on that last

ear.
y Senator Warsa, Mr. Parker, is it a fact that of the yearly income
of this country, 10 percent of it goes to people who have an income
of over $5,000, and 90 percent to people under $5,000 a year?
I saw some figures to that effect. Is that aplproximately correct,
that 90 percent of all the income goes to people having an income
of less than $5,000%

Mr. Parker. I think that is true.

Senator Warsi. Haven'’t you got to tax those people to get some
money ¢

Mr. Parker. Yes; especial]gy under this bill, where there is every
inducement not to pay big salaries and not to have the opportunity
to create big incomes. That is, under the structure of this bill, the
net income of the wealthy, I believe, will decrease rather than
increase.

Senator ConnarLy. The answer would be “yes” then, Mr. Chair-
man, would it?

Senator Gerry. Why don’t you leave that up to the committee
that will take this up—the subcommittee? I think when you get into
the rate structure the committee is going to find that you are going
to discover a great many things which you did not think of which
go into the question of revenue.

Senator Cownarry. The subcommittee will assume the responsi-
bility, but as to the general view I think the answer will be “yes.”
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The Cuairman. Without objection, that will be the answer.
The eighth point is:
Is it constitutional to tax gifts as income, a8 indicated by the bill?

Mr. Parker. I-do not think so, from the best information we can

et.

The Cuairman. Let us leave that open.

Senator ConnarLy. Why cannot we treat gifts under this bill like
we do generally?

Mr, Parger. I assume if the committee thinks that this is uncon-
stitutional they certainly will not want to do anything that is
unconstitutional. ,

Senator Barkrey. Why cannot they be taxed as gifts?

Mr. Parker. This is an income-tax bill. We haven’t interfered
with the gift and the estate taxes; we haven’t interfered with those
taxes.

Senator Cotzens. Is there any reason why we should not do it
during war periods, rather than 1n other periods?

Mr. Parker. I cannot quite see, Senator, what the law has to do
with the transfer of property by death or by gift. Supsosing a man
is unlucky enough to die in a war I do not see any difference be-
between t{le ossibility of a man’s death in war or in peace time. We
have got a 70-percent estate tax rate. We are going after the in-
come. It does not make any difference whether the property is trans-
ferred to somebody else, the income will still arise, and we are going
to take all the income away, so why do we want to take all the prin-
cipal away?

Senator ConnNaLvy. Is there any reason why a war would increase
the inheritance any? Of course, a man’s death is just an incident
that might happen in war just as it might happen in peace times.
There is no reason why his estate should be penalized more because
he happened to die after the 1st of July, during the period of a war,
rilth(i;?than on the last day of April, just before the war was de-
clare

Senator Couzens. I do not think it ought to be heavier during the
war. As a matter of fact, the soldier might be killed on the battle-
field, and you take all the property of his wife and children away
from him.

Senator Gerry. As a matter of fact, it would be pretty near im-
possible to settle the estate because you could not arrive at any
value on it.

The Cuamrmay. Why would not it encourage patriotism if a fel-
low has got a big estate, and he has got a family and wants to vol-
unteer for war, and give the estate to his family$ Why should he be
penalized for risking his life?

Mr. Parker. You take most of the income, anyway.

The CraamrmaN. You take 70 percent, anyhow.

Senator Barkrey. It would be important as to the question of
policy, regardless of the constitutionality, to change the gift tax
during the war.

The Cuamman. Those in favor of taxing gifts any different in
time of war will raise their hands. Those opposed will raise their
hands. We will leave that out.

40114—30——0
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The ninth point is:

Is 1t constitutional to require the filing of joint returns by husband and wife,
as propused in the bill, such a provision affecting the present community prop-
erty system?

Senator Crark. That is a question of constitutionality.,

The Criaikman. Without objection, it will be left out.

The tenth point is:

The bill taxes all gains from the sale of eapital assets, but disullows all
losses from such sales, except to the extent of $2,000-—that is, If a man has
$60,000 of gain from the sale of capital assets and in the same yenr has $830,000
of lowses from such saley, the bill proposes to tax the man on $48,000, regardiess
of the faet that he had a4 net loxs of $30.000.  Is this o sound poliey

Why don’t you leave it the same as it is now?

Mr, Parker. That was a rather serious question, I think, because
our capital gains and losses apply to real estate, business, buildings,
and all kinds of exchange. &uu may not except buildings for war
purposes.  If a man makes a gain, he has to pay a tax on it; but
if he sells something at a loss, Tie cannot get eredit for the loss, It
seems to me you would freeze transactions too much.

The CrammaN, What you would do is go back more years than
just one,

Mr. Parxer. I would use the same rnle as we have in the present
law. It seems to me that is strict cnough. If a man sells some prop-
erty for $100,000 and tho next day he sells another piece of property
at a loss of $100,000, I do not see why that is not a wash-out.

The CrniamemaN. In other words, we should place the same provi-
sion in the wartime measure as under the present law?

Mr. Parker. Under the present law a man cannot be taxed on
gains except to the extent that they exceed losses.

Senator Gerry. The question that comes in there, Mr. Parker, is
where you have got a wartime proposition and you want to build a
factory and invest $250,000, you have got to have some reason for it.
You may have a loss on one thing and gain on another. Also you
have got the old question of capital gains and capital losses. The
English never tax capital gains and capital losses, and one of the
great questions that we have got to meet some day is whether we
should not stop taxin{; capital gains and capital losses, because a lot
of people will not sell now when they have a profit. Doesn’t that
question go into it?

Mr. Parxer. Yes, Senstor.

The Cramman, Mr. Parker, the answer ought to be “no” to no. 102

Mr. Parker. That is right, Senator.

The Crarman. All in favor of answering that question “no” will
raise their hands. Those who favor answering “yes” will raise their
hands. The answer will be “no.”

Senator ConnarLvy. These industrisl management provisions; do
you want to go into those?

The Crairman, Do you want the committee to go into those?

Senator King. Mr. Chairman, I have had to attend the Appropria-
tions Committee meeting, and I do not know what discussions have
taken place.

The Crairman. Senator King, all they are asking is an expression
of the full committee, and this bill is going back to the subcommittee.

Senator King. Liet me complete this statement. If it is contem-
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plated that the Federal Government shall erect a munitions plant
and destroy private plants and depend entirely upon the Federal
Government to prepare guns and munitions of war, and all that sort
of thing, I am opposed to it.

Senator ConnNarLLy. That is not in it.

Senator Crark. This is an entirely separate proposition.

The Cuamman, The eleventh point is:

Should the bill be kept in itn present form or should It be divided into two
sepnrate bills—one dealing with revenue and the other with fndustrial mua-
agement and control?

In other words, the question is whether you are going to separate
a bill into parts, separate titles?

Mr. Parger. Six titles, but the first title is a tax title and -itles
2 to 6 are the industrial-management titles, and so forth,

Senator Covzens, From the discussion we had yesterday it seems
to me wholly impractical to separate these sections, because other-
wise it would not convey to the publie just what we are driving at.
It seems to me this is one picee of legislation that ought to be kept
together.

Senator ConNarny. 1 think, Mr. Chairman, the Senator from Mich.
igan is right, for this reason: All we have before us to base legisla-
tion for taxes on is the McSwain bill, which is a rather large bill,
an industrial-control measure, We are getting this legislation on
the pretext that it is a tax bill. I think we ought to deal with it in
its entirety.

The Ciramrman. All in favor of denling with this bill in its entirety
;md not have it separated will say “aye.” Opposed “no.” 'The ayes
ave it,

Senator La Forugrte, It seems to me the balance of these questions
have to do with the industrial management titles, As I stated yes-
terday it is not my understanding that this committee has any juris-
diction over those titles of the bill. They have already been to the
Military Affairs Committee and they have reported on them after
hearing those titles, and as I understand it the Military Affairs
Committee excluded from its consideration the tax features of the
bill, Was not that the understanding that was entered into, that that
feature of the bill come to this committee?

The Cuamrman. I think you are right. The next point—-

Senator ConNarvy (interrupting). Wait a minute. I agree with
that in the main, yet this whole bill is before us. It is up to us to
vote it up or down. If it contains, even in the other sections, some-
thing to which we object, we would not vote for the tax features
ourselves.

Senator Couzens. May I suggest we can easily explain that in
the report that goes to the Senate ?

The CiramrmMan. On this whole revenue question now, on the ques-
tion of whether or not it shall apply in case of a grave national
emergency, or when there is a war between two other countries that
might affect this country, I think we ought to clear that proposition

p.
Senator La FoLLerTE. I agree with that, because that really touches
the tax feature, but the balance of these questions relate to titles 2 to
6, and it seems to me that if this committee undertakes to go over
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the same ground that was gone over by the Military Affairs Com-
mittee, we are undertaking a terrific task. We will have to hold
hearings, we will have to call in the same people, or other people,
that the Military Affairs Committee heard. It would be a duplica-
tion of their work, and it seems to me it would greatly simplify the
proposition if this committee took the position ﬁmt it did not pass
either favorably or unfavorably upon titles 2 to 6, that that is the
responsibility of another committee which has discharged its respon-
sibility by re}}orting those titles to the Senate, with suggested
amendments. I think we should report the bill with the statement
that this committee considered the tax features of the bill, and then
leave to the Senate the question of what shall be done with the bill
in its entirety.

Senator Couzens. The chairman of the Military Affairs Committee.
could handle sections 2 to 6. .

Senator Gerry. Of course you would strike out the provision.

Senator La ForLerre. That has to do with the tax feature?

Senator Gerry. Yes,

The Cnammman, I think it is agreed that the phraseology in the
twelfth proposition shall be changed.

Mr. Parger. There is only one question, that is a practical question,
in proposition no. 14, that 1s whether that $500,000,000 is a sufficient
amount, I do not know whether the committee wants to go into that
or not. That is a revolving fund. You see under the bill corpora-
tions are not going to be allowed to accumulate their earnings and
will have to borrow from the Government.

The Cuairman. We will pass over 18. That is a matter for the.
War Department.

Mr. Parker. Yes, Senator.

The Crammay. Fourteen:

18 the revolving fund of $500,000,000 provided for in section 506 sufficient?

Senator Couzens. Sufficient to do what?

Mr, Parker. Under this bill everybody is going to be taxed. Now,,
the $500,000,000 is to make loans, and so forth, for your war indus-
tries to expand, build plants, and so forth.

Senator Couzens. As a matter of fact we can be here at that time.
and increase that any time that we want to.

Senator Gerry, Mr. Chesteen calls my uttention to a feature, Mr..
Chairman, that in the 1918 bill there was a certain amortization
allowed. It comes into the tax feature of the bill really, and in this
bill, under no. 14, there is simply a revolving fund provided for in
section 506, I think that goes right into the taxing question, Mr.
Chesteen seems to think so, and he has called my attention to it just
now,

The CuairmMan. That is what question?

Senator Gerry. That is under fourteen.

Mr. Parker. During the last war we put in the amortization pro-
vision so the people who built a plant which was only useful during
the war could take whatever losses they had on the plant and charge
them off against their war income. No such provision is provided
in this bill. It probably ought to be provided, unless the Govern-
ment has ample funds to do the financing.



TO PREVENT PROFITEERING IN WAR 81

Senator Gerry. In New England they spent money that they never
got back in a lot of cases where they built plants in 1918, Unless
you can get some amortization they are all singed cats, they will
be scared to death. That is what the Treasury is really afraid of.
You will hold up your war emergency efforts.

Mr. Parxer. That might be a good question for the subcommittee
to go into.

enator Gerry. Why cannot the subcommittee go into that par-
ticular question ¢ '

Senator La ForLerte. Senator, just speaking for one member of
the subcommittee, I think we ought to go into any question that is
related, directly or indirectly, to the tax feature of the bill. What
I was trying to suggest was it would be an enormous task which I,
as one member of the subcommittee, would not want to undertake
at this stage of the proceedings, to go into the general question of
whether the War Department can handle this thing, or anything of
that kind.

The CuairmaN. You will have the Treasury representatives before
you in the subcommittee, will you not?

Senator ConnaLLy. Yes.

The CuammaN. Do you want to pass on this revolving-fund
proposition ?

Senator Couzens. I move it be approved as in the bill, because
the Congress can always change that whenever necessary. I think
that establishes the principle. That is all that is particularly neces-
sary at this time, that we establish the principle.

Senator GerrY. Mr. Chairman, I do not agree with that. I think
that is a pretty dangerous principle. Why cannot the subcommittee
take it up and consider it with the Treasury experts? The Treasury
is objecting to it.

Senator Couzens. Are they objecting to any loan at all?

Senator Gerry. No; they are not objecting to any loan at all, but
they are objecting to the amortization features of it.

Senator Gurrey. I think the object of the bill is to delay war
and hold up war.

Senator Gerry. The main object is to win the war. If you write
this bill wrong, you may lose the war,

Senator Couzens. Well, you cannot contemplate years and years
in advance what amortization and obsolescence means at all. It
seems to me that matter can be dealt with more currently than it
can years and years in advance.

Senator Gerry. Of course, that goes to the whole bill, too, Senator.

Senator Couzens. I do not believe that we should attempt to go
into too much detail to lay down the general principles on what we
would contemplate doing during the war. I think we should work
out the details as we approach the period of war.

Senator Gerry. I still think you should have something in the
bill in regard to amortization. .

Senator Couzens. Amortization of what?

Senator Gerry. I would like to hear the Treasury representatives
on that. I am not prepared to vote, when the Treasury says there
is a question that is really important to be brought up on it. We did
it in 1918, I think the subcommittee ought to consider it.

\
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Senator ConnaLLy. We shall. That is one of the industrial
sections.

The CuairMAN., When the subcommittee makes its report to the
full committee we can have the Treasury representatives here on that

uestion.
a Senator Gerry. All right; that is satisfactory.

The Cuamrman, The fifteenth question is:

Is there any danger under the terms of this bill, that some future President,
personally ambitious of extreme power, would get us into war for the purpose
of wielding such power?

It does not seem to me that we ought to pass any opinion on that.
Is there any danger, under this bill, that some future President,
personally ambitious of extreme power, would get us into war for
the purpose of wielding such power{ )

Mr. Parxer. That is taken care of by Senator Gerry’s suggestion
that the war revenue bill only should come into effect on the actual
declaration of war between the United States and a foreign power
and, in addition, that Congress should declare a national emergency
to exist,

The Cramrman, Is there anything else you want us to take up?

Senator ConnarLy. I think not, Mr. Chairman,

Senator Warsu. I would like to ask Senator Connally if the sub-
committe have consulted with the Treasury ¢

Senator ConNaLLY. Yes.

Senator WavLsun. Has the subcommittee consulted the Army au-
thorities, as to whether or not these rates would have any effect, in
their judgment?

Senator ConnNarry. The Army authorities have passed on that in
the hearing before the Military Affairs Committee. I stated already
that my own personal view is that the rates of profit allowed under
this bill were not large enough, in my view, as a member of the
subcommittee. I expect to favor an increase in profits.

Senator Warsn. I thought, Senator, that it was quite possible that
the Secretary of War might assign somebody to make a special study
in a financial program of this kind, as to what effect, if any, it would
have on the success of military operations,

Senator La Forerre. It is my understanding, Senator, that the
representatives of the War Department that appeared before the
Military Affairs Committee took the position that that was a matter
for the Treasury and they had no advice to give on that phase of it.

The Criairman. That will be all then,

(Thereupon, at the hour of 11:15 a. m., the full committee
adjourned.

Thereupon, at 11:15 a. m., the subcommittee, composed of Sen-
ators Connally (chairman), Guffey, Bailey, and La Follette, was
convened.)

STATEMENT OF G. D. CHESTEEN, JOINT COMMITTEE ON INTERNAL
REVENRUE TAXATION

Mr. CnrsteeN. We are prepared to submit to you the information
that we have gathered from the Bureau of Internal Revenue and
let you pass on that, After that you might want a more detailed
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study made of the whole guestion. We thought we would wait until
you passed upon that evidence first.

Senator ConNarry. Let me ask you: The real question that we
have got to determine is the matter of economics for you people
to work out, that is the basis of taxing corporations, whether on the
declared value or the invested value?

Mr. CuesteeN. Yes.

Senator Gurrey. What do you mean by invested value? The his-
toric cost, less depreciation, or the reproduction value?

Mr. CresteeN. In the last war we taxed corporations on the basis
of the capital actually paid into the corporations.

Senator Gurrey. That is the historic cost. . ,

Mr. Cuesreen. Plus the surplus that it has built up during the
history of the corporation.

Senator Gurrey. I think that is a fair way myself.

Senator ConvarLy. After you determine that, the next thing is
the rate?

Mr. Cuesteen. The rate. Of course; then you have the question
of rates on individuals.

Senator ConnarLy. The two questions, the basis of taxation, the
ratﬁ c?m corporations, and the next one is on individuals; is that
right

r. CuesteeN, That is right.

Senator CoNNaArLLY. Are those the three big questions in the bill?

Mr, CuesteeN, You have another question that was mentioned
here this morning; that is the question whether or not you are going
to insert in the bill provisions for loss of value of war plants., In
the last war we had a provision which provided that a taxpayer with
facilities for the production of articles contributing to the prosecu-
tion of war be allowed a reasonable deduction for the amortization
of the plant,

Senator ConNarLLy. Shipyards, for instance?

Mr. Cuesteen, That was just a general provision, and the com-
missioner promulgated regulations to regulate the amount that was
deemed by him to be a reasonable deduction..

Senator La Forrerre. It was subject to some abuses, wasn’t it?

Mr. CuesteeN. Well, I think the Couzens committee thought it
was, because they criticized it somewhat.

Senator La Forrerre. That is my recollection.

Mr. CuesteeN. Still, when you take the total deductions, consider
the tremendous war plants we had in the country, I doubt very seri-
ously whether the deductions as a whole were excessive. In indi-
vidual cases I think that is true. I think the Couzens committee
report indicates that.

Senator ConwaLLy. For instance, take a little old wooden-ship
building plant. I had some in my State that were a complete loss
after they got through the war. Nobody wanted the ships, and they
just had to junk them and sell the plant for scrap.

Mr. CresteeN. That was true throughout the siipping; industry.

Senator La ForLerte. Of course, it offers some iducements for
wooden shigf), or something of that kind.

Senator ConNarry. The Government was backing them to sturt
up, as an inducement to shipbuilding.
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Senator Bawwey. Don’t we have in mind that the munition manu-
facturers and others producing war material ouf_ght to have a net
profit of 3 percent { as not that covered yesterday?

Senator ConnNarry. That is in the bill.

Senator Bamsy. I am just assuming that to be the principle. If
that is the principle, then you must allow for the loss on the capital
investment at the end of the war, otherwise you would not get the 3

cent.

pegcnator ConnarLy. Otherwise ha would not build his plant. The
theory I have about this thing is, if we do not leave some reasonable
olement of profit in there, and also some hope that he might write
off his actual bona-fide losses; the manufacturer would say, “I am
not going to expand my plant, I am not going to invest new money
to manufacture any war material because I haven’t got any chance
of getting it back.”

That is, to my mind, a very practical proposition. We are all
selfish, and we are patriots. A manufacturer says, “I will just quit
during the war. I do not know why I should put into my plant my
profits when I do not get anything. T will get everything {’ can.”

Mr. Cnesreen. Well, it was mentioned yesterday by Mr. Flynn, and
it is disclosed, of conrse, in the audit of the war returns on the last
war, that taxpayers faced with the problem of spending millions of
dollars for war plant wers also faced with the problem that if peace
is declared tomarrow the plant will be worth very little. They are
going to consider o long time before they make that expenditure,
unless they know they are going to get the money somewhere to
reimburse them for the expenditures.

Senator ConnNarry., Under the industrial provisions the Govern-
ment could take charge of a plant and put its own money in it and
expand it.

Mr. Cuestees. There is a provision to that effect.

Senator ConNanny., Now, on the question of salaries, T thought
about that a lot. If you say a man shall not get but $20,000 in the
form of salavy, the corporation will not pay him but only $20,000.
It gets it back throngh dividends. I would like to differentiate, if
I could, between salary and income from property. T think a man
with a big salary, which is fictitious lots of times, ought to be stuck
hard, although it goes contrary to the idea of earned income, of
which I never did think much. I think we would have to treat that
salary as any other income,

Mr. CursteeN. A few years ago Senator Gore introduced an
amendment to limit salaries of corporation executives to some $75,000
or %80,000.

Senator CoNnnarLy. What they would do would be just not to pay
any more than that; that is all.

Now, the first thing we will take up, according to my notions, will
be the basis of taxing these corporations, whether on declared value
or invested capital.

The next thmg will be the rates on corporations, the rate of tax.
Is that right?

Senator La ForLrrre. Yes.

Senator CoNnNaLLY. Then we have got the individual rate.

Senator Bamey. Then you have the point about the amortization
or charge-off at the end.

.
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Senator La Forverre, That, it seems to me, would naturally fall
in the subdivision that you would have to put the corporation,

Senator Bamey, Yon would have to create, would you not, a re-
serve for what you would call the obsolescence?

Senator Connarvy. They charge depreciation every year.,

Mr. Ciigsreen. England had a mueh broader provision in the last
war for amortization than we did.

Senator BamLey. Suppose you charge-off reserve for obsolescence,
with the understanding that adjustinents he made after the war, anc
let him make his profit, holding it in reserve as against the day when
he destroys the factory?

Mzr. Cuesrern. In the last war the provision as written provided for
a tentative allowance, and the commissioner, by regulation, allowed
25 percent.

enator ConNarLy. It was left to his diseretion, was it not?

Mr. Cupsrepn. He allowed 25 percent arbitrarily, when they filed
their 1918 returns, ‘Then the 1921 act made permanent the provision
for passing upon the deduction. The 1918 act simply said after
the war the law would be amended so as to provide for final deduc-
tion, but. during the war there was a tentative deduction only, to
the extent of 10 percent at the time returns were filed.

Senator Bamwey. For the purpose of reserve?

Mr. Cnesteen. For amortization, Then when the return was
audited the final allowance was made,

Senntor ConwarLy. Then suppose you be prepared at our next
meeting with the basis of taxing these corporations, whether the
declared value or invested capital and the rates on corporations, If
we get through with that on Monday, we will do pretty well.

e will recess until Monday at 10 o’clock.

(Whereupon, at the hour of 11:30 a. m., a recess was taken until

Monday, Apr. 6, 1936, at 10 a, m.)
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MONDAY, APRIL 6, 1936

UnN1TEp STATES SENATE,
SuncoMmiTTER OF THE CoMMITTEE ON FINANCE,
Washington, D. O.

The subcommittee met, pursuant. to adjournment, at 10 a. m., in
Room 810, Senate Office i)uilding Senator Tom Commlg presiding.

Present: Senators Connally (chnimmn), Bailey, Guffey, and
La Follette.

Also present: (3. D, Chesteen, Allen T. Akin, and Joseph S, Zucker
of the Joint Committee on Internal Revenue Taxation.

Ralph W. Brown, S. G. Winstead and P, J. Mitchell, of the
Treasury Department.,

8. E. Rice, office of the Senate legislative counsel.

Senator CoNnarLy. The committee will come to order, Mr, Ches-
teen, we will be glad to hear you.

STATEMENT OF G. D. CHESTEEN, OF THE JOINT COMMITTEE ON
INTERNAL REVENUE TAXATION

Mr. CuesteeN. We want to discuss with you, first, various plans
for the taxing of corporations. The Nye bill sought to tax corpora-
tions by utilizing the declared value provided by section 701 of the’
Revenue Act of 1934. That value was used as a basis on which the
corporation tax was levied, something like 4.7 percent of that de-
clared value being free from taxes,

The first plan we want to discuss is the plan used during the last
war, which 1s known as the invested capitalpscheme.

That scheme' ?rovided that the invested capital of a corporation
should consist of cash or property paid in to the corporation at the
time of incorporation, plus earnings or profits left in the business,
plug any capital paid in by the stnckholJ:ars or contributed by them
mn m(xly way prior to the beginning of the taxable year. Then fol-
lowed a number of limitations and adjustments to the invested capital,
such as the limitation on intangible property like patents, goodwill,
and so forth,

Senator CoxNaLLy. How about deductions in the way of obso-
lescence or depletion?

Mr. Cursteen. That was merely the plan of fixing the amount of
the capital which the corporation had at the beginning of the tax-
able year, for the purpose of determining the amcunt free from
excess profits tax.

We took that value, whatever it happened to be, and 8 percent of
that value plus $3,000 constituted the amount of income that was
free of excess profits tax.

What constitutes invested capital, however, is so elusive as to be virtually
impossible of computation, 7
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P think some of those erviticisms ave w faivly teae picture of the
difficnltios wo hnve had with the exeess profits tux, 1 know that. we

That sehome, however, could not be applicd to many corporntions
beenuse of the method und manner of organization,  We could not
determine their invested eapital, Probmbly their books did not show
all of the eapital that had heen paid i, "The snnmer of organization
many Gimes was steh that theiv capital wan abnormally low, or thers
might be some abnormal condition in income,

So there was o second seetion of the Inw that provided if a carpo-
ration’s capitaly due to the mwnner and method of orgamizeation, was
abnormally low, it conld be tuxed by (nking the avernge tax found
by the fiest method 1 have deseribed, for representative corporations.

Under that scheme the Burenu usually found the five or six most
desivable corporations that seemed fo be similarly sitonted that did
have il\\‘i‘sh‘«\j eapital, and took the avernge tax paid by those corpo
rations upon final determinetion as a measure of the tax,

Then, we had a thitd elwes of corporations where a part, of the
income of the corporation way from personal services and a part of
it from eapital, so it waz necessary to provide for a thivd means by
which those corporations could be taxed.

Seetion 3038 u} the 1918 act provided that where part of the husi-
ness wax personal seeviee, and part of the income was from enpital,
that we first computed the amount of tax on the income that was
from capital by using seetion 326 for determining its capital. - A fter
that was done, then the tax on the personal service portion was usni-
ally based on the rate of tax that had been found on the portion that.
was income from eapital,

There was a limitation that in no event should the tax he less
than 20 peveent.

Those three seales were applied to the vavious classes of corpo-
rations falling within the classes deseribed.

The sections necessary to set. up the whole schemo of tax were com-
plicated and covered a number of pages in the internal-revenue law,
and if we were to attempt to restore those sections to a war bill at
the present time, all we could hope to do would be to take the sec-
tions just as they are and try to superimpose them'in the present
peacetime law.

Senator Conxanry. You mean just put them on top of the othert

Mr. CursteeN. Yes; put them in the proper place, because if
we attempt to revise these sections and correet any defeets that have
been disclosed in the last 15 vears it would take too much time, and
we would not be able to get around to a bill.

The Nye committee considered this plan, and we do not know to
what extent they went into the experiences which the Burean had
with the war-revenue acts,

Senator ConyarLy. Did they not have hearings?

Mr. Cuesteex. So far as we know they examined the reports of
the Couzens committee which set forth criticism of individual cases
that had been handled by the Bureau. They also covered in their
reports the testimony or statements rather, that had been given by a
number of tax attorneys and public officials, For example, they
quoted in their report the statement of Professor Seligman, who,
I believe in an essay in 1925 said {reading]:
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Section 18 (b) adopts the declared value that has been legislated
in section 701 of the Revenue Act of 1984 for capital-stock purposes,
but. this section adds a few changes because it was the assumption

They alko quoted Dr. Adams, who was formerly chaivman of the
advisory tax board of the Bureau of Tnternal Revenue. Dr, Adams
saitd in an article about 1920 or 1921:

The intricaey of the exeess-peofita tax is auch that it s hardly an exaggeration
to sny that It takes more thme to teach an accountant to magter its mysterjes
than the average aceountant enn he retained 1n the gerviee after he has attained
sheh mastery, * % * Ten years would he a radieally short time regnived
in whieh to hring the taxpayers and the administrative authorities of the
country to n polot where the excess-profits tax could be reasonably well en-
foreed,

The War Policies Commission analysis of testimony, prepared by
ita executive secretary, Mr. Robert . Montgomery, a recognized
expert on taxation, states that:

Home of the provigiong of the Janws were ao highly eomplieated that they
conld not even he NHtigated beeause they could not he reduced to loglenl argu-
wment. pro and con,  The determination of what constituted invested eapital
was an insoluble problem during the continnance of the tax, and is <t un-
molved,  Some of the fundamental principles of invested eapltal are now in the
courts amd will be there for years to come,

Secretary Houston, in his annual report for the fiseal year 1920,
urged the repeal of the excess profits tax.  Of course, he wag looking
then to a peace time law, and not, the war period.  He said:

The reasonss Tor the repeal of the excess-profits tax should be convineing
even to those who, on grounds of theory or general political philosophy, are in
favor of tnxes of this nature, The tax does not attain in practice the theo-
retienl end at which it sims, It diseriminates auaingt econservatively financer
corporations and In favor of those whose capitalization s exaggerated: in-
deed, many overeapitalized corporations escape with unduly small contribuy-
tions, It Qs exceedingly eomplex in its application and difficult of adiinis-
tration, despite the fact that it 18 limiterd to one class of business concerns --
corporations.  Moreover, it is rapidly losing Its productivity, The fnvested
capital of the average corporation, earning profits high enough to subject it
to the excess-profits tax, 18 now estimated to be inereasing at the approximate
rate of 12 percent a year, while the income of the average corporation is almost
certainly declining at a9 great a rate.  Both movements eut into the produc-
tivity of the tax. If the present changes in capitat and ineome continue for
sometime in the future, as now seems probable, large reduction may he ex-
pected In the yield of the excess-profits tax. For the present fiscal year the
profite tax, with eollection of back taxes, is estimated to yleld about $1.250.-
H00,000, and for the flseal year 1922 ahout $RO0000,000 ax agatnst an estimated
vield for the fiseal year 1920 of slightly over $2.000,000.000.

Secretary (Hlass in his report for the fiscal year ended June 30,
1919, said:

The Treasury’s objections to the excess-profits tax, even a3y a war expe-
dient, * * * have been repeatedly voiced before the commirters of the Con-
“ress.  Still more objectionable Is the operation of the excess-profits tax in
peacetimes. It enconrages wastefnl expenditnre, puts a preminm on ovor-
capitalization, and a penalty on brains. energy, and eaterprise, diseourages
new ventures, and conflrms old veutures in their monopolies.

Of course, both of those statements by the Secretaries of the
Treasury were made with a view of peace-time taxation and not
with respect to war.

Upon the basis-of those statements and the evidence which the
Couzens committee brought out in its report to the Bureau, the
Munitions Committee decided this scheme was too difficult to attempt
to restore for a war-time bill, and for that reason they discarded 1t.
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semblance of opposition to the theory that the values are too high,
because the indication here is that the ratio of declared to book
value is only 84 percent, and the ratio of declared value to market
value is only 81 percent, so that they are evidently not high.

have never had a final court decision as to how to compute the in-
vested capital of a consolidated group. That question came up at
the time we had the United States Steel Corporation refund, and
we had conflicting opinions by the board and by the courts, and
that question has never been settled by a final decision by the
Supreme Court. There are numerous other questions, like the ques-
tion of what constitutes the same interest in connection with a
consolidated group.

So, we could go through the excess-profits-tax law and pick out
many terms which have been litigated and which the courts differ
in their views, and which have not been decided, so that if you
restore the language, you restore it with all those possibilities of
confusion and litigation which would certainly follow in the event
of another war.

I think probably Maig in his book on the British excess-profits
taxes gives a better picture of some of the economic disturbances
that result from an excess-profits tax. We do know that salaries
were increased greatly during the war. The beginning of our big
salary idea dates back to the war period, and after the war they con-
tinued to boost them. Bonuses were distributed because the corpo-
ration figured that we, because of the 82-percent tax saving the cor-
poration was making a small portion of the expenditure. They
engaged in a lot of advertising that ordinarily they would not have
done.  So that the scheme does encourage extravagance for the great
companies that realize they are going to pay the tax and they might
as well distribute it in various ways. L.

In view of that, the Nye committee sought to inject into the law
a provision to restrict expenses like repairs and advertising, and
other expenditures of a like nature.

The second scheme we want to disciiss with you is the scheme
which was put into the bill by the Nye committee, the declared
value of 1934, and Mr. Zucker has all of the data on that, and I
think he probably should run over that briefly with you and give
you our findings.

Senator ConNNarvy., The committee wants to decide right away,
as soon as it possibly can, which one of these methods we are going
to use, so that we can go to work on drafting this bill.

Mr. CuesTEEN. Suppose we give you a summary.

Senator Connarry. We will be glad to hear you, Mr. Zucker,

STATEMENT OF JOSEPH S, ZUCKER, TEMPORARILY ON THE STAFF
OF THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION

Mr. Zucker. As Mr. Chesteen just stated the Nye bill proposed
a method of tuxin% corporation using declared value for corporations
as a basis upon which to compute a fair return which would be left
tax free, and the rest would be taxed at certain graduated rates as
given in the proposed Nye bill.

There are other refinements which are mentioned in section 18 of
the proposed bill, which deal with how to determine adjustments to
declared values.
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of the Nye committee that the declared values are too high, and
they give the Commissioner the authority to reduce high values to a
lower point, without making any provision for making them higher,
even at the request of taxpayers.

Then there is also a provision which gives the Commissioner au-
thority to make appraisals of valuations of corporations that either
have not filed capital-stock tax returns, or have not been in existence
1 year prior to the effective date of the act.

All of this is to insure that the basis upon which the corporation
tax is levied shall not be too high. That is the whole purpose of
that provision injected into section 13.

In following out the premise of the Nye committee, it suggested
itself to us that we might take a representative group of corpora-
tions for study; and we did that. e used 14 companies, probably
the largest in the United States, that might be affected by a war.
Here is a list, of the 14 companies which are given key numbers, but
we have the names of them. The table is as follows:

Scurpure 1.—Declared value

Market valu ot | Rotloot | Gt ol
vaiue ol eC!
Corporation Ad!,'{:}"fggﬁf;“d Booka}'n]lggal)w. stock Dec, 81, gﬁ?},‘;’% value to
’ 1933 book value| Mmarket
value
8, 250, 000 14, 888, 765 20, 833, 147 85.41 30.60
5, 000, 000 26,923,727 5, 614, 343 18,57 91.79
22, 231, 000 10, 395, 063 37, 438, 612 213.86 50.07
583, 911, 000 237,310, 136 , 188, 227.09 96,48
, 380, 178, 600, 110,931,132 85.11 37,
40, 000, 000 36,122,720 86, 360, 000 110.73 46,31
20, 401, 000 22, 639, 302 11, 403, 359 90.11 178,
14, 826, 000 20, 246, 077 , 826, 307 56.48 64,
349, 556, 000 500, 141, 424 1, 180, 825, 946 60.89 20,
1,013, 909, 737 871,497, 357 1,684, 339, 246 1168.3¢ 60,19
224, 000, 000 119, 6£6, 258 334,103, 231 187. 20 67,
34, 000, 000 45,851, 059 23,617,511 74.18 143,96
150, 000, 000 490, 484, 325 179, 336,126 30.58 83,
1, 363, 654, 000 1,037,475, 000 738, 031, 837 69.056 184.76
4, 090, 118, 737 4,818,195, 603 5 040, 847, 218 84.88 81.13

Since the proposed bill attempts to freeze the declared values as
of 1934, we tookl the income-tax returns and the capital-stock-tax
returns of these 14 companies for the same year.

Mr. Cuesteen. Some of those presented are among the largest
fzroups in the country, so we did not take the smallest, but the very
arge groups, in many instances.

Mr. Zucker, Yon can see that the adjusted declared value of no.
10 is $1,013,909,737.

The book values shown in the second column were cither tnken
from the returns, or from Moody’s, representing the figures given
by the corporations themselves to Moody’s.

The market value of the stock was obtained from stock-exchange
quotations,

The real purpose of the chart is to show two things; first, that
when taken in the aggregate the statistics tend to run in some

That would indicate, 1f we are to adopt the declared value as the
basis, that the thought of the Nye comumnittee that the Commissioner
should be given only authority to revise values downward, would
perhaps have to be amended so that there could be some upward
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revisions, if we want to avoid hardships, as on the face of it it would
appear corporations have understated values rather than overstated
values.

Secondly, I particularly want to call attention to the fact that we
take them in the aggregate, we get a reasonable figure; when we
break them down as individual corporate units, we find the declared
values are used largely by the corporations not so much to report
what is their true values, but for a basis for arriving at the figure
that will best suit for capital-stock tax and excess-profits tax Eurposes.

Secondly, I partially want to call attention to the fact that when
we take them in the aggregate, we get a reasonable figure; when we
break them down as individual corporate units, we find the declared
values are used largely by the corporations not so much to report
what is their true values, but for a basis for arriving at the figure
that will best suit for capital-stock tax and excess-profits tax
pur?oses. i

If we look at the fourth column we find, for example, corporation
no. 2 with the ratio of its declared value to book value of 18.5 per-
cent, while corporations nos. 3 and 4 show more than 200 percent.

Senator ConNaLry. Those are groups?

My, Zucker. Noj those are individual corporations. We just used
14 companies. They may be consolidated units of course but they
are large enterprises.

Mr. CugsteeN. Some of these groups, I think, run fifty or a hun-
dred corporations to the group.

Senator La Forierre. Subsidiaries, you mean?

Mr. CresTeEN. Yes.

Senator ConNnarLy. That shows a very wide variance of per-
centage, some as high as 227 percent, and another 18 percent.

Mr, Zucker. It would indicate if we were to impose severe war-
time taxes and would limit all corporations to the use of the declared
value such as they have already declared for 1934, that there would
be very wide discrepancies between capital structure, which would
constitute the basis upon which the corporate tax would be levied
in the various companies, and that manifestly it might work a hard-
ship on some, whereas others may be paying their just taxes.

The total declared value here is $4,000,000,000 for this group, and
in order that we get an idea of what it represents in comparison to
the aggregate, the total declared value for the entire country as
shown in the corporations’ return for 1934 was $91,508,121,290,

Scnator Coxnarry. That is for corporations?

My, Zuoker. Yes; that is for corporations, the total returns.

We also have some figures which show the net income for this
group in 1929. We took 1929 because we tried to find a boom time,
comparable to what might occur in wartime in the operations of
these companies, since they would all be affected in making war mate-
rial. They are largely steel, chemicals, motors, aviation, and “nat-
ural resources” corporations. We find that these 14 companies dur-
ing the prosperous 1929 year reflected in their returns about 7.5
percent of all of the income reported by all corporations, so we have,
we think, taken a comparable group for study.

For 1933, which was a bad year, they represented 3.5 percent of
the aggregate net income of all corporations. For 1934, the year for
which these figures are given, they represented approximately 4.5
percent of all of the income of corporations,
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In order that we may carry further this study, we made a schedule
which shows the estimated market value of all corporate stock for the
United States, This schedule itself only shows the market value
of the 14 companies. We were handicapped somewhat in view of
the lack of market information made available for corporations for
the entire country, so we took the book value for all of the monied
corporations, banks, insurance companies, and so forth, and we took
the actual market values for the rest. The figure for the country
for 1934 is $109,012,306,000.

We used all of the data which was available in Moody’s, then we
took the Stock Exchange values, and also took the figures from the
hook values as shown by these corporations.

What we have here, comparing it to the capital-stock values re-
ported, the $109,000,000 represents stated commercial value for these
companies as against $91,000,000,000 declared by them, so that in the
aggregate we can find somewhat a refutation of the Nye findings, that
the declared values are not high, but are rather lower than they
were assumed to be.

If we are going to use these smaller capital bases upon which to
determine the exemption, there will be a larger tax yield.

As the result of looking at the factual data, I think it is worthy
to present to the subcommittee two thoughts. These schedules given
here, first in aggregate values prepared for 1934, show capital-stock
values are not high; secondly, we find ourselves at an utter loss in
parceling out justice as between the various corporations, because
figures representing the ratio of declared value to market value, or
to book value, vary tremendously between single corporate endeavors.

Perhaps there 1s one other thought, and that is this, I believe the
attempt of the Nye body to inject the use of the declared value was
predicated largely on the fact of the existence in the Revenue Act
of 1934 of the tax methods for capital-stock tax and also for excess-
profits tax.

The advantage pressed was that we now have an opportunity for
building up experience with the use of that type of tax, and in a war
bill we might as well follow the trenQ of existing taxation in peace-
tme. DBuf, with the present possibility of its complete elimination
in the tax bill now under consideration that advantage is taken from
underneath the use of the declared value as a basis.

Senator La Forrerre. I am not familiar with what appeared to
cause the Nye committee to take this base, but I wonder if yvou know
whether or not one of the considerations was the difficulty we experi-
enced during the war with this problem so far as cxeess-profits tax
is concerned ¢

Mr. Zvexer. Yes; I think the report of the Munitions Committee,
Report No. 944, expresses the fact that it would be hard to restore
the invested-capital base, and resorted to this declared value as an
alternative.

Senator Connarry. The ordinary corporate tax we have had here
hefore was a percentage of the net income, was it?

Mr. Zucker. A percentage of the net income, and recently we have
had the use of a graduated rate applied to corporations, but also
based on the net income not in relation to their investment.

Senator ConnarLrLy. That is what I say, the income net, not, how-
ever, bearing any relationship to the capital?

40114307 .
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Mr. Zucken. No, sir; and the proposed bill now pending, so far as
I know, will also ignore the variations in the capital used in the
business between the various corporations, but will only vary in
application of rates depending upon the size of the income and the
amount which will not be distributed.

Senator ConnarLy. Have you concluded, Mr. Zucker?

Mr. Zucker. Yes; I have, unless you want to ask some questions..

Mr. Cuesreen. The third method we considered was to take the
present scheme of taxing corporations, which is a flat tax on the
mncome, and boost that rate to, say, 30 or 40 percent.

England, during the last war, had a rate of 30 percent flat cor-
porate tax. We think you might well consider that plan by taking
a 30- or 40-percent flat tax, then in addition to that, impose an addi-
tional tax or supertax upon that portion of the net income that has
not been distributed during the taxable year,

That is the principle that is being considered now in the House, as.
the result of tfle President’s recommendation, and we considered this.
phase for an additional scheme.

The Treasury, I believe, in presenting the matter over there,
claimed that statistics show corporations have retained something:
like 25 percent of their net income over a period of 10 or 12 years.
That would indicate that corporations as a whole find it necessar,
to retain about 25 percent of their income for expansion, or to absorb.
nondeductible items in their annual returns.

If we would take the view that corporations should be allowed
to continue the same rate of expansion during war as they have.
during peacetimes, you might impose a supertax by permitting cor-
porations to retain 25 percent of their war income, and all over that,
tax it at 75 percent or 80 percent. If you tax it around 80 or 85
percent it would have an advantage in that you will find the
stockholders would not retain it in the corporation, because it could
be paid out, and on their individual returns they would probably
be taxable at a less rate.

Senator ConNaruy. Once you did have the normal tax of 30 or 40-
pereent it would not operate equitably because some concerns that
had a lot of business and made big profits during the war would
pay only 30 percent of that income, whereas others might not have
their income boosted at all, and would be subject to a heavier tax
burden.

Mr. Cursreen. Yes; we are forcing the distribution of all*of
the income except what is regarded as necessary to expand the busi-
ness, and if they do not distribute it we take a substantial portion of
it as supertax.

We thought that scheme had considerable merit, because we un-
doubtedly could whip a provision like that into shape in much less
time than we could atfempt to revise either one of the other two
schemes and put it into an act,

Mr. Zueker. And it is in consonance with the present provisions
of the new tax hill. It eliminates some of the objections that have
been raised to the use of the invested-capital method. Also, it does
not fall into the inequalities which are apparent in the use of the
declared-value method.

Senator ConnarLrLy. Those are the three plans you gentlemen have?

Mr. CresTEEN. Yes.

.
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Mr. Zuckes, It has o further advantage to the corporations in
that by the use of the experience of the last 10 years statistics have
been gathered by the Treasury which indicate the amount of re-
serves that have been maintained by corporations to take care of
the needs of thé business, and we could, by allowing a portion of
the undistributed income to remain tax free, as Mr. Chesteen indi-
cated, between 20 and 30 percent, in wartime insure a proper con-
duct of the business along the lines of necessa?' expansion which
the war might require and might take care of all of their financial
needs, by the retention of that portion of the earnings required each
year.

Mr, CuesteeN. It has this weakness, in that you do not limit the
cor{)oration to a fixed return on their capital. Obviously 25 percent
will depend on the amount of the income and if the corporation had
a large income they could retain a large amount.

Senator ConNarLLy. Without relation to its capital?

Mr. CnesteeN. Yes; without relation to its capital.

Senator CoxNarLy. Mr. Brown, do you care to submit your views
on this third plan just proposed?

STATEMENT OF RALPH W, BROWN, OF THE TREASURY
DEPARTMENT

Mr. Brown. This is the first time I have heard that, but it is an
interesting suggestion, and I think possibly deserves some considera-~
tion. I am a little bit concerned, however, about allowing such a
large amount as 25 percent to go untaxed altogether, for the pur-
poses of war revenue,

Of course, as Dr, Zucker has stated, there will be necessary expan-
sion in time of war, and it will be more in some industries than in
others, particularly the essential war industries.

The Nye bill does attempt to make some provision for matters of
that sort by providing a revolving fund of half a billion dollarg
from which the War Department may make loans to industry, pre-
sumably for expansion purposes.

I imagine they would contemplate that a plant like the Du Pont
Co., for example, would {Jossibly obtain loans from the Government
and therefore there would not arise after the war any question of
amortization, a large amortization allowance which they might get
the advantage of, and later on be able to use those plants for pro-
ductive peacetime purposes, as for example rayon mills, and things
of that sort. .

Of course there is an interrelationship between the operation of
the war machine and the income tax, and whether vou contemplate
that the industry itself will finance the necessary expansion, or
whether the Government attempts to do that. or whether cne or the
other can do it, raises questions for very serious consideration by
this committee. ‘

I do think I should say in connection with Mr. Chesteen’s pro-
rosal, that any of these plans should be on such a basis that the
{Suro:m accumulate peacetime experience. It is a little awkward
to go along for a period of say 10 years on one basis, then suddenly
overnight have to shift over onto another basis with which you have
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not had experience, and for which many of the provisions and
doubtful pomnts have not been clarified by final decision.

1 think the merit of the Nye bill proposal depended in a large
part upon the continuance of the capital tax and 1ts companion, the
excess-profits tax. .

It was an ingenious plan that was worked out for peacetime tax-
ation, inasmuch as one did more or less offset the other, and so long
as {our rates are low there is not very much dmg;ur. We would be
building up, of course, experience which would be very valuable
when you came to wartime.

It is contemplated, or at least proposed that the capital-stock
tax after this year will be repealed, and its companion, the excess-
profits tax. I think that works against the suggestion of the Nye
committee to some extent.

In addition, there is under consideration on the House side, of
course, the recommendation made by the President for a single tax;
that is, we will do away with the capital-stock tax and its companion,
the excess-profits tax, and have a single tax which will be levied
under the proposal as originally made to levy it on the undistributed
current earnings at graduated rates.

Under the plan reported out for the purpose of hearing by the
Ways and Means Committee, it is proposed to use the amount un-
distributed as a measure for determining the tax applicable on the
entire income for the year. For example, if the corporation had a
net income of $600,000 and paid out in dividends $420,000 during
the year, leaving $180,000, then that $180,000 would determine the
rate which would apply to the $600,000. I don’t recall ofthand the
rate, but let us say 1t was 15 percent, that would mean that 15 per-
cent of $600,000 would be the tax.

If that is adopted in the House, and also by the Senate, of course,
that will be our single corporation tax, it will be the tax upon
which the Bureau will be accumulating experience in the meantime.

Whether the committee would wish to recommend a different
basis for wartime taxation and to pass it at the same session it
passes a peacetime bill, T think is a matter to which the committee
would want to give some consideration,

There are other bases for a wartime tax and I do not know whether
it is worth while to do more than mention them. One proposal is
to appraise the going-concern value of corporations as of a certain
time, say at the outbreak of war. That has the disadvantage of im-
posing a perfectly tremendous task upon the Bureau. It means
550,000-0(15 corporations would have to be appraised, and anyone
who is familiar with the difficulties of valuing property will appre-
ciate what a task that is,

On the other hand, of course, possibly going-concern value comes
nearer to reaching the true capital for the purpose of computing the
amount of earnings that you are going to exempt before you impose
the tax they propose in their scheme.

Senator Bareey. The rule of law in condemnation proceedings is
that the going concern value must be considered.

Mr. Brown. That is correct; but as I said, Senator Bailey, it is a
tremendous task, and unless we have administrative machinery which
works more rapidly than the present machinery for determining
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valuation, I am afraid the war would be all over before we even made
a dent in the problem.

Then there is the further basis for taxation which is to take the
amount over am average of peacetime years, taking some period
before the war which you consider to represent a normal period for
corporations, and take the excesses of profits over that normal period
to tax at a very high rate on the theory that possibly such profits are
brought into being in part at least, by war activity. T think some-
thing along that line was the proposal which Mr, Baruch made to the
Munitions Committee. :

The most serious thou%ht from the Treasury point of view is just
how this ties into the bill that is pending on the other side. Assum-
ing for the sake of argument that will be passed, of course apart
from the question after impression it would create, there is the ques-
tion of wqwther we should have a wartime tax bill for which we
are not accumulating experience in time of peace.

Senator ConnarLy. Of course it would be highly desirable if we
could work out a plan which would integrate itself more or less
into the peacetime conditions,

Mr. Browx. I think so, Senator, and that is why I think Mr.
Chesteen’s plan deserves some thought. ' I have not had a chance to
consider it, because I only heard it for the first time this morning,
but it does combine some of the features of the Presidential plan,
and T concede that we want to have a wartime tax bill. I certainly
do not, on behalf of the Treasury, wish to delay consideration of a
wartime bill or its reporting out by the committee, if it intends to
report a bill, but I do think the Treasury would like to consider a
little further Mr. Chesteen’s suggestion, and also just how the
committee’s plans tie into the present legislation in the House,

Senator ConNaALLY. How long would it take the Treasury to give
some views on that?

Mr. Brown. I think in 2 or 3 days we can give out views.

Senator Conxarry. I think we ought to have it, but I am very
anxious to get ahead with the bill as rapidly as we can, ,

Mr. Browx. As I say, we do not want in any way to delay your
consideration of this war-profits bill. but the situation is rather dif-
ferent from the time when it was referred to your subcommittee, in
view of the administration suggestions.

Senator ConnNaLLY. Do you suppose you can get some views to-
gether by Wednsday?

Mr, Brown. I think so, Senator,

Senator CoNNarLLY. Then we will fix Thursday for you to come
back on that.

Mr, Brown, T should like to say I concur in the remarks of Mr.
Chesteen and Mr. Zucker with respect to the use of the invested
capital theory, and also their remarks with respect to the Nye bill;
they are substantially tlie views of the Treasury.

Senator CoNNarLy. You mean the criticisms?

Mr. Brown. The criticisms of the invested capital, as well as the
Nye bill, as well as the favorable comments which they made, be-
cause there are things to be said in favor, However, almost any basis
that you take for high taxation in time of war, particularly which
involves determination of the capital, you will run into difficulties,
which so far no one has found a satisfactory answer to.
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Senator ConnarLLy. Mr. Chesteen’s plan, of course, was only ten-
tative, and I would like for the Treasury to also study the e(sn'oposed
rates so that we can have a definite basis on which to proceed.

Mr. Brown. Of course when you come to rates it is a very diffi-
cult problem, inasmuch as I am not certain that any two persons
woulg altogether agree as to what profits would be permitted con-
sistent with the continuance of the profits motive. I don’t know
how the Treasury or any other group could undertake to say what
that point will be.

Senator CoNnNarLy. Of course the committee would have to de-
terniine it finally, but we would like to have some estimate.

Mr. CuzsreeN. Would you not like to have the Treasury study
the possible yield by taking a year like 1929, which is a year of
high activity, and see what the scheme would produce in a year like
1929, or we could make a throw-back to 1918 if you wanted to, in-
stead of 1929, but I think 1929 would probably be better.

Senator Bariey. I think we will have to predicate this on what
Mr. Harding calls “normalcy.”

Mr. Cursteen. Take a year like 1926.

Senator Bamey. 1926 is a good year. Stocks today are 13 per-
cent higher than 1926, which is the heyday of Coolidge prosperity,
and we are now 13 points better.

Senator Connarny. Then you all might go ahead and develop
your ideas, but we will have to defer that point at this time.

Mr. Cuarereen, In view of this provosal now pending before Con-
gress, that struck us as being a possible solution of this question.

Senator La Forrerre. You would leave the Treasury without ex-
perience upon which to proceed.

Mr. Brown. And experience is very important.

Senator Baey. I would like for us to get up a reasonable bill.
I do not want to get up what would bring about such a situation
that we would not fight under any circumstances, and this bill
would do just that, we would not fight if they stole our shirts, and
I want a bill that will still make it possible for us in America to
fight. We may have to fight, but not between now and the next
session.

Sendtor CoNNarLLY. What is the wish of the committee, we will
defer that decision until Thursday.

Senator La FoLrerte. Yes: but if it is convenient for the commit-
tee, we would like to go on with this matter tomorrow.

Senator ConnarLy. We can go with it right now, until noon. Let
me suggest something: Why should not we determine at this time
what we will do with this?" The committee voted the other day ta
knock out of the bill all attempts to .take the profit motive away
from business, and I think the draftsmen and Mr. Chesteen and
olthers can be instructed to take this bill and delete from it those
clauses.

Mr. CursterN, Those are administrative changes.

Senator ConvarLy. You are bound by the committee’s action.

Senator La Forverre, Let us take ouf the attempt to clog up loop-
holes which would manifestly result in very high rates.

Senator Barney. That is in normal operation?

Senator La FoLrerre. Yes,
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Mr. CuresreeN. There is one imlportant question in connection
with those changes that you probably want to pass on now; that is
filin, tiuarberly returns. The Nye bill provides that the taxpayers
shall file quarterly returns.

Senator Bamey. File what? .

Mr. Curesreen. File quarterly returns, tentative returns in the first
'3 months, and it estimates its tax for the whole year, and it files
another return at the end of 6 months—this is for corporations
only, not individuals—then it files tentative returns at the end of
9 months and pay for another quarter, and at the end of the year
it files a final return and pays the last quarter, and if it has under-
estimated its tax, in'the first quartés o &)enalty is imposed of some
10 percent fge*guessing wrong. Now, do,you want to change the
present :?‘{ﬁem of filing returns which reqtires a return only once

a yearf C - .
3éeymr Bamey. That isf{or getting informaﬁ%n, that is all that
this mquirement js. " ° ; . L

Senator La ForLertp. Thére is another objective, I suppose, back
of,t}mt quarterly retu'nl Jden, and that ig to get tlsc revenue cur-
rent : rey . & 2

>S(egm;or Bamey. Well; the Government has no trouble in getting
the money. It can ow it. It'do#s not make much difference.

‘Senator ConNaLLy.'It sb¢ms to md'that, if a pretty heavy burden
oh these fallos, to haVe to e‘@@r returns, to make @stimates and
tHen guess Vgronf. Wy . ' !
Mr. Zocker. It 1s'also ir 6T ¢
in the first qsart@r they will‘haye t¥o taxes to pay. They will have
thé taxes for the prior Vear, plus the first quarter for the current
1?reni"._ The object of the Ny proposal isw o get asby\uch revenue as

r}'ﬁiirtdxt,”‘l think, to bear¥in mind that

hey could as soon ag the war starts.,

ger?gtor Bamey. Yes; but dur basis of taxatiol' is on the annual
income. ", et ké

Mr. ZoOxger. That is the basis of taxation in America.

. Senator BAgey. It is not on the quarte};l: income and the monthl,y
income. We have tg&(en the year as g stindard, but under Mr. Nye's
theory yon have set iip ‘4 new ides' altogether.

Senator ConnaiLy. Does the committee want to vote on that
feature?

. Senator Bamey, I move we make it like it is now, on the annual
income,

Senator ConNaLLy. Senator Bailey moves the clause be stricken
out Jequiring quarterly returns. As many as are in favor of that
motion say “aye.” Contrary-minded “no.”” The “ayes” have it and
the motion is carried.

Senator Bamey. Now, I will be perfectly willing to move that
out, that a corporation be required, under a suitable penalty, to file
balance sheets monthly or quarterly instead of by the year.” If you
wish to get the information as to the return, that is allyright.

Mr. Brow~. On that point, Mr. Chairman, the Treasury reports
concur in the views of the committee as to the difficulty of filing
accurate quarterly returns. The deputy commissioner in charge of
the income-tax unit did make a suggestion, which I will mention,
because I think it completes the picture, that possibly you might take
‘a ratio of net taxable income for the preceding taxable year to gross
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receipts as a basis for a rule of thumb to determine the amount of
taxable income on which you pay a tax on the quarterly basis. In
other words, you take the ratio of net taxable income to gross receipts
of the preceding year as a rule of thumb to apply to the income of
the taxable year, so that your gross receipts, if they were coming in
at a certain rate, you take that ratio, and that would be the tentative
amount of tax, su {ect to adjustment later in the year. Of course, the
filing of an actual return, involving the closing of the books and
taking inventory, and all those considerations, would be well nigh
impossible,

Senator CoxnarLy. On a quarterly basis?

Mr. BrowN. On a quarterly basis; yes.

Senator Baney. You are absorbing his capital while he operates.
He has to earn the money to pay the taxes at the end of the quarter.

My, Browx. If the vote luul been the other way it would have been
a possible scheme, apart from the question of “how are you going
to get the money to pay on a quarterly basis?”. That raises another
question altogether. Of course, whether the corporation would have
cash in hand to pay taxes, that is another point.

Senator BawLey, That is one of the points. You cannot collect the
nmoney that way.

Senator CoxyarLy. Is it practical to require the filing of a quar-
terly balance sheet? Woul(f that be any aid to the Treasury?

Mr. Zucker, Ordinarily, of course, as Senator Bailey stated, the
corporate enterprises, the large ones, do have balance sheets which
they make every month, but the manner of determining the income
is on an annual basis. The smaller corporations weuld fall victim
to the same provision and would have to make estimates along lines
which, perhaps, would not be anything else but merest guess. Some-
times it would hit an industry that has a slow period in the first
quarter, and it cannot at all estimate what its seasonal activity might
be in the second or third quarter.

Senator CoxNALLY. We{l, there would be no objection to filing the
balance sheet if they prepared one, would there, as of that date?

Senator BaiLey. Many do file a balance sheet at the end of the
quarter, and every corporation that is well managed will have a
balance sheet every month. The little ones have one every quarter,
so they know where they stand at the end of every quarter, and so
the bank would know if they wanted to borrow any money.

Mr. Zucker. We thought as a suggestion to the subcommittee for
its consideration, one which might preserve the thought of the Nye
committee, that is, to get revenue as soon as possible, would be to.
permit voluntary payment, with the Government giving interest in
the form of a discount on the tax. Some such provision has been in
vogue in connection with individuals, and a similar provision was.
tried in the 1917 law.

Senator ConNarLry. How did it react?

Mr. CuesteeN. It was abolished, according to the records, on a
recommendation of the Secretary of the Treasury.

Senator Bamey. It did not operate long?

Mr. CuesteeN. No.

Senator ConNarry. In time of war they are not going to pay the.
tax in advance in order to take a 2- or 3-percent discount, when they
figure that by retaining it in their operating capital they would make
more out of 1t.
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Senator Bamey. Then you have a great system of refunds to pay.
-A man may pay the taxes on the first quarter and then lose money
-on the second, and make money on the third. X

Senator Connarry. The motion is that they will be required to file
a balance sheet every 90 days.

Senator La ForLerre. Would it be of any service to the Treasury
in estimating what the yield would be for a year? You are so far
‘behind that you would not know much about 1it, would you?

Mr. Brow~. I am afraid the answer is “no.” It would be of little
value. From a social point of view it may be of interest. All that
'was gone into quite thoroughly, of course, during the consideration
-of the Securities Exchange Act. I think reference to the testimony
taken at that time will show pretty well the feeling of the industry,
as well as those who were sponsoring the bill on that particular su
ject. But, of course, the desire that the public be informed with re-
spect to the internal financial status of a corporation is a social pur-
pose which runs along in peace time as well as war times,

Senator Bamgy. I do not think we are running into social pur-
poses in informing the public, in the course of a war. T am afraid if
we inform the public how much we are paying out to the corporations
on account of A. A. A. benefits, as we read in the papers this morn-
ing, you would bust it up. That works both ways. The idea is to
‘enable the Government to collect the tax, not to gratify the curiosity
of people as to the financial status of a corporation.

Mr. BrowN. To answer the question is that I do not think it would
serve any purpose, so far as the Bureau is concerned, unless you

would actually close the books on a quarterly basis and having an
-accurate return.

Senator La FowLerre. I will withdraw the motion.

Senator CuonNaLLy. The Senator withdraws that motion. What
welse shall we proceed to? Individual rates?

Senator La Forrerre. I thought perhaps, in view of the fact that
it had been suggested the Treasury give consideration to these alter-
native bases for corporation taxes, that we might proceed for the
‘balance of the time until 12 with a consideration of the individual
‘rates.

Senator ConNaLLy. That is satisfactory to me. I think it might
be well for you gentlemen to get us up a little table of the proposed
rates, as we discussed them here, and then get the consensus of the
‘committee as to the change in rates.

Mr. Brown, do you have anything to submit? You were here the
other day when the full committee voted to increase the normal
rate in the small-income bracket, were you not?

Mr. Brown. Yes; I was here.

Senator Connarry. Did we take a vote on that before the full
committee

Senator Lo FoLLerTe. Yes.

Sﬁnat?or ConnNarrLy. What does the Nye committee do in respect
to that

Senator L.a Forrerre. Have you got some tables there that would
-be helpful?

Mr. Zucker. Yes.

(The tables referred to are as follows:)
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ScHEDULE 2.—~Individual rates
NORMAL TAX—10 PERCENT

Rate,
Surtax percent Bracket Total
Surtax net income:
1st 0 0 0
[ 60 [
9 90 150
12 120 270.
22 40 710,
35 525 1,235
48 1, 200 2,435
60 3,000 5,435
70 3, 500 8,035
80 8,000 6,
-7, 20 IR R,

INCOME TAX, MARRIED MAN, NO DEPENDENTS; COMPARISON OF TAX PAYABLE!
ON SPECIFIED NET INCOMES; PROPOSED WAR PROFITS TAX BILL AND GREAT
BRITAIN PEACE TIME RATES?

Great Britain Proposed rates
Net income Percent Poroent
Tax of net Tax of net;
income income
$6.63 0.08 None |..........
50,63 3,37 $50 3.33
95,63 4.78 160 5.00
182,81 7.31 180 720
272,81 9.00 200 8. 60
362.81 10.36 385 10. 14
452, 81 1132 450 11. 26
542,81 12.08 560 12.44
632,81 12,85 670 13. 40
812,81 13.54 990 18. 50
$92.81 14,18 1,310 18.71
1,195.31 14.94 1,760 [L1]
1,420.31 15.78 2,275 25,27
1,615.31 16.45 2, 55
2, 205,31 18,37 4,135 34.45
2, 94 19. 89 8, 636 30. 8%
3 21,33 0,935 43,35
4,084, 22,08 8, 47.41
4,754, 69 .77 10, 136
6, 704, 6 26.81 14, 58 14
8,792.19 29,30 19, 035
13, 242,19 33.10 , 485 7% 21
18,242, 19 36.48 87, 76.97
23,517, 19 30.19 47,485 9. 14
2,19 41,13 56,985 81.40
34, 204,69 42,76 06, 485 83.10
45, 304. 69 45,30 85,485
104,920, 69 b2.46 | 180,485 90. 24
264, 804, 60 58,86 | 405,485 93,00
613, 554. 69 61.35 | 940,485 94,04

i Personal exomption: Single person, $600; married person, $1,000; each dependent, $200. Personal ex-
emption credit for both normal and surtax. .
? (Jreat Britain taxes taken from p. 26 of A Summary of the British Tax System, by Maglil, Parker &

King.

Mr. CursrreN. Perhaps you would want to think about this ques-
tion before we approach the rates. The Nye bill fixes the exemption
for a single person at $500, for a married person $1,000, and $100.
for dependents. Do you want to let those stand or do you think
those should be raised?

Senator CoNNaLLy. Suppose he had $800 income, the expense of
calculating and filing a return on that income would more than offset
what you would get, would it not?
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Mr. CursteeN, Well, in the last war we had, ¥ think, $2,000, and
$250 for dependents. So this is pretty severe. It goes down to one-
half of that.

Senator ConNarry. It may be $800 for 2 single man.

Mr. Cuesteen. You know the cost of living will go up during the
war period, and I do not think anyone would contend that you can
l:vc during the period of war on less than $500 a year in any of
the cities.

Senator Conwarey. How would $800 and $1,500 be? I believe in
time of war we ought to go down pretty far, not necessarily for the
purpose alone of getting the revenue, but to let everybody know that
it is war and they have got to pay some money that they would not
pay otherwise, that they are making some sacrifices.

Senator La Fourerre, Then you will get some additional revenue
too by lowering the base.

Mr. Zueker. I think if you consider the rates in conjunction with
the exemption you can probably see the effect of it. The exemptions
here were taken from the Nye bill, except for one change. The
dependent_allowance here is $200. The dependent allowance under
the Nye bill is $100.

Senator CoNNaLLY. You mean on the first sheet? .

Mr, Zucker. It is right at the bottom of the second sheet.

Senator ConnNaLLy. Oh, yes.

Mr. Zucker, These schedules are an attenipt to clarify, or rather
to put into figures the statement made by Senator La Follette at
the last session, to utilize the British rate as a yardstick for com-
parison, and also to follow out the suggestion, and I think the vote
of the Senate Finance Committee of bringing up into the higher
brackets those that are now in the middle class incomes.

Senator ConNarLLy, These proposed rates here are the Nye rates?

Mr. Zucker. Noj these ave rates that we have prepared following,
as you will notice in column 1, the British rates now in effect in
peacetime, in order to make the lower rates of the Nye committee
reasonably comparable and somewhat in excess of the present British
rates. 'We haven’t any statistics as to the yield which will come from
them. This is only put forward as a suggestion.

Senator CoNNaLry. Well, you took as a basis, though, the exemp-
tion of a single person of $500.

Mr. Zucxer. Yes, sir; we took the exemptions in the Nye bill,
subject to your voting otherwise on it. We thought we would take
them as they were,

Senator ConnaLLy, In other words, a man earning $1,000 would
pag:[ nothing ?

r. ZUCKER. A man earning $1,000 would, under the proposed
rates, pay nothing,

Senator La FoLLerte. That is a married man with no dependents

Mr. Zucker. A married man with no dependents,

Senator Connarvy. Yes.

Mr. Zucker. To that extent this is a little less severe than the
the present British rate, but we thought, in view of the standards of
living not heing exactly comparable, since the prices there are lower
than they are here, we would have to allow that.

Senator ConnaLLY. A man making $1,500 pays $50¢
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Mr. Zucker. He would pay $50. I think it might be well if you
look at the effective rates which we computed from the Nye bill, in
the hearinfgs of the subcommittee, found in appendix 3, page 5,
part 1 of the hearings. .

Senator Baiey. 1 do not see why a man getting $1,000 net income
should not pay $5.63, as they do in Great Britain,

Senator ConnNarLLy. That is a married man?

Senator BawLey. Yes; you ought to get everybody into the war.

Mr. Zucxer. That means you wou]§ put the married man’s ex-
emption to lower than $1,000, Senator Bailey. To produce any
money you would have to do that.

Senator BaiLey. This $1,000 is over and above the exemption ?

Mr. Zucker. No, sir; this is the total income,

Senator ConnNaLLy. The exemption is $1,000, you see.

Senator Barey. I did not know that.

Senator La Forrerre. This is a married man with no dgpendents,
who has $83 a month and who has a deduction of $1,000, 1sn’t that
correct, he has an exemption of $1,000% ,

Mr. Axin. These figures mean that his taxes must come out of his
net 1mcome.

Senator Baitey. In other words, this is a taxable income, a tax
on an income of $1,000%

Mr. Zucker. Yes; they give him that much exemption for being a
married man.

Senator Bairey, That is over and above all his exemptions?

Senator ConnaLLy. That is an exemption from tax, because you
do not start to tax him until he has had his $1,000 deduction. at
is & deduction in that sense.

Mr. AxiN. If he is an ordinary wage earner making $83 a month,
without making any contributions, or anything like that, but just has
that $1,000, we do not tax him anything.

Senator BaiLey. He is charged, however, his local 1ax?

Mr, AkiN, This man has no tax.

Senator Convarvry. It is immaterial whether he pays taxes in the
State or county, because that takes him out of it, 1f his net income
would be $1,000.

Senator BaiLey. Why not put him in for $10?

Senator CoNNaLLy. My idea was to start at $600 and probably
tax the next $200 at $5 apiece, giving him an exemption on $800.

Senator Baiwey. I should think if he had that much money he
ought to pay $10.

enator I.a ForLerre. As I understand it, Senator, you would not
propose to reduce the exemption on a married person to $8007

Senator ConxaLLy. The Senator here wants to make him pay $10.
How are you going to arrive at that unless you lower the exemption
to $800 and tax the other $200 at $5 apiece, that is, $5 each hundred?

Senator LA Fourerre. Under the present law, for example, in

eacctime we have a $2,500 exemption for a married person and
1,000 for a single person. Now, it would seem te me that $800 for
a married person would be an awfully low exemption.

Senator Bamey. I was trying to make it a small sum, a small tax.

Senator ConnNanry. $1,000 i1s awfully low for a married man.
When I said $800 I was thinking about a single man.
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Senator BaiLey. He has his home and his salary, and the boys
are at the front fighting. Why should not he pay? Why should he
not make a small contribution? ) .

Mr, Zucker. Of course out of the $1,000 he is paying a good deal
of indirect taxes. )

Senator Barey. That falls on us all. Every time you buy a
package of cigarettes you pay a tax. .

Mr. Zucker. During the last war the exemption was $2,000.

Senator BaiLey. I know we were busted during the last war.

Senator ConnaLLy. Under the British law he pays $5.63.

Mr. Axin. Yes.

Senator ConnarLLy. What is the British exemption? $800¢

Mr. Axin. $800.

Mr. Cuesteen. It is about $800.

Senator ConnarLy. I do not care about taxing very much, but*
I want everybody to feel the pinch of war.

Senator La Forrerre. I would think if you went to $1,500 for a
married person it would be $500 less than the exemption in the last
war, and $800 for a single person, that you would reduce the exemp-
tions commensurate with the conditions that confront people during
the war,

Senator Bamey. Well, my view was not based on that, it was
based on the capacity to pay. Say he got $1,000 net income, after
paying local taxes, interest, and other expenses, he has $1,000, in
war why should not he contribute $10 a year, or more? That is all
it figures out. We come down on the $10, because he gets $1,000,
That is one-tenth of 1 percent, which puts him in the war, otherwise
he has no interest in it.

Senator LA Forrerre. When you are dealing with exemptions you
are arbitrarily fixing a place where the tax does not apply, just
as you do_in peacetimes, and it is just a matter of judgment and
opinion. It seems to me if you reduce the exemption on a married
person to $1,500 during wartime, when you know the cost of liv-
Ing is going to be high, it would be more fair. Nobody knows what
the cost of living would be during the war, but under the present
situation you are collecting about 68 percent of our taxes from indi-
rect taxation; isn’t that right?

Mr. Zocker. Yes.

Senator La Fovrerre. That falls the heaviest on the group that
is in the income bracket where they have to pay out nearly every-
thing that they receive for their actual living.

:M%. Cuesreen. Even under the Nye bill, with all the economic
provisions in titles IT to VI, they admit there will be a considerable
inflation in the war period. Of course, that will fall heaviest or.
people with low incomes. If you reduce the exemption to $1,500
I think you should not lose sight of the fact that the cost of living
of those people will go up during the war period.

Senator Bamey. Well, vou haven’t predicated these schedules on
the rising cost of living during the war, I do not think you could
do_that. .

Mr. Cursteen. Noj these are not predicated on that.

Senator Connarvy. Is this table based on the proposed Nye rates?

Mr. Axin, Those tables are based on a rate approximating the
lower income-tax class of the British rates.



106 TO PREVENT PROFITEERING IN WAR

Senator ConNaLLy. In the British rates you have 61 percent in the
last line and we have 94 percent.

Mr. Axin. I said only in the lower income-tax brackets. We use
rates comparable to the Nye rates in the higher income brackets.

Senator La FoLrerre. What I suggested at the last meeting was,
in view of the action of the full committee, that we ought to tax
heavier in the lower brackets. I simply suggested that as being
helpful, to take the British rates in the so-called lower brackets, to
see what kind of a curve and what kind of a schedule you have if
you shot it in under the Nye rates. If these are higher rates, we
will have to exercise judgment about those too.

Senator ConnNapuy. Some of these rates look pretty stiff to me.
Here is a man with a $2,000 income and he pays $95; the $2,600 man
pays $182; he pays nearly twice ag much on that last $300 as the

*other fellow pays on the $2,000.

Mr. Zuekee That is the British existing rate today.

Senator ConnarLy. I know it is, but it seems to me that is a pretty
bi% jump.

r. Zvcker. That is because it is predicated on the ability to pay.
The man making over $2,000, according to their concept, has the
ability to sacrifice, to pay a Iarger proportion in tixes.

Senator ConnanLy. These rates on $4,000 and $5,000 seem to me
to be reasonable. The British rate on $4500 is $342, and on $5,000
it is $632; on $6,000 it is $812. I do not think those are high.

Senator Bawey. You notice ours are higher than the British rvate
in those brackets,

Senator ConnNarLy. What?

Senator Bawiey. Our proposed rates arve higher than the British
rates. The British rate on $1,000,0000 is $613,000, and our rate is
$940,000.

Mr. Cuestgen. That is because it is approaching the Nye
schedule,

Senator CoxnarLy. These are not the Nye rates in the lower in-
come. The Nye rates are the higher-income brackets.

Senator La Forrerre. You can find those on page 5, Senator. The
comparable table is here. You can see what the Nye rate is.

Mr. Zucker. The maximum rate proposed in the Nye bill is 99
percent. on the amount in cxcess of $1,000,000. What this schedule
contemplates is taking, under no circumstances, more than 95 percent.
We have here a 10-percent normal tax and the maximum surtax rate
applicable to incomes over $30,000 of 85 percent. These figures are
all merely tentative rates; thev are just presented for consideration.

Senator BarLey. Under the Nye rate, on page 5, a man who makes
$1,000,000 pays the Government, $980,000, or a little bit less than that,
which leaves him $20,000. The common sense of that does not ap-
peal to me. He would have to disrupt his whole economic fabric.
Talking about social effects, that would be an utter disruption to a
man who has been running his family on an overhead of $500,000
and to instantly eut him down to $20,000.

Senator CoxNarnLy. These rates they propose now will allow him
$60.000. ‘

Mr. CuresreeN. These are really not proposed rates; they are just
an adaptation of Senator La Follette’s suggestion to the rate in the
higher brackets; that is all.
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Mr. Zucker. In connection with that thought of the $1,000 was
paying taxes, Senator Bailey. We would have a mass of returns
which would be filed, and the total revenue in wartimes from these
returns probably would not be more than $10,000,000 or $15,000,000

Senator BamLey. What would not be more than 10 or 15 million
dollars?

Mr. Zucker. If we were to carry your suggestion into efféct in
this law—that is, that anyone making $1,000 should pay $10 tax.

Senator Bamey. You nean it would not yield that?

Mr. Zucker. The yield would be negligible compared to the mil-
lions of returns that would have to be filed to produce that yield.

Senator Bamuey. From the standpoint of this bill, the bill attempts
to put everybody into the war. That is the conception of the bill,
1t puts us on an equal footing with the soldier, and consistent with
that we might put a tax on a fellow with $1,000 income. I would
not insist on it,

I would not think about voting to cut a man’s income from
$1.000,000 to $20,000 a year. 1 do not care anything about him, but
I think he would have to break up his house,

Senator La Foruerrme, You can get some idea of what a reduction
of exemptions would do in this tax year from some estimates that
1 got from the Treaasury on proposed reductions in the exemptions
now, reducing the married man’s exemption from $2,500 to $2,000
and a single person from $1.000 to $800. The Treasury estimates
that that would produce about $45,000,000 of additional revenue,
and Mr. Parker estimated it would bring in about 1,400,600 new
taxpayers, but that the 1,400,000 new taxpayers would produce only
about %7,000,000 of the increase and the balance would be produced
by cutting the exemptions down from those people who are in the
brackets above the new taxpayers. So there is a point where you
have to consider how much you are really going to get in net in-
creases in revenue when vou reduce the exemption. 1 mean you have
gz[ot tlhe problem of administration, examining the returns, collecting
the data,

Theoretically I agree with you, Senator, that every person, both
in peacetime and in wartime, should pay taxes to the Federal Gov-
ernment, but when yon come to apply that theory you have to be
woverned to a certain extent by the practical aspects of the situation.

Senator Bamey. I am not very greatly concerned about that, but
X will not make any motion to that effect.

Senator ConnarLy. We will have to determine that sooner or later.
Somebody will have to make a motion. Had not we better determine
this exemption early in the hearing, because all the rates will be
based on that ? .

Mr. CuesteeN. Yes; and the contributions.

Senator La Forrere. I would be willing to suggest for the con-
sideration of the committee that we make the exemption in wartime
for a married person $1.500 and for a single person $800.
b‘l?gnutm' Bamex. With $100 for each child, as it now reads in the

i

Senator LA Forrerre. I think personally it should be $250.

Senator ConNarvry. I think it would be better to put it in as $200.

Senator LaForLerre, $200; all right.
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Senator Bamey, Why not make it $250¢ A man has got to take.
care of his child, $260 is a very small sum.

Senator Connarny. The motion is then that the exemptions for-
a single person be $800 and for a_married man $1,500, and $250 ex-
emption for each child, for each dependent child.

Senator Bamey. And that the definitions be as they are now in
the existing law. .

Mr. Zucker, There is only one thought, if I may be permitted to.
state it, and that is, if you make the exemption on the single man
more than one-half of what it is on the married man then there will
result an apparent disadvantage to a married couple filing separate
returns. Ordinarily you make the exemption a little lower for the.
single man than half of what you allow for the married man.

Senator BaiLky. Why not leave that on the joint returns? Why
not reduce it on the single man and make it a higher exemption for-
the husband and wife?

Senator CoNNarvy. Are they filing a joint return or a single.
return as they see fit?

Mr. Zucker, The Nye bill requires the compulsory filing of a joint
return,

Senator CoNnarLy. We knocked that out.

Mr. Zucker. If we are going to give them the option of filing:
single or joint return——

enator ConnaLLy. They are not single people.

Mr. Zuoker. A husband and wife, if they are earning money sep-.
arately, may file single returns today.

Mr. CupsteeN. They permit it under the present law, Senator;
they permit them to file separate or joint returns.

S‘;nator La Forvmrre. If we are giving any advantage, it seems to.
me it ought to go to the married person.

Senator BaiLey. That is right.

Senator CoNNALLY. WhK not make it $800 and $1,600?

Mr, CuesteeN, Either that or $750 and $1,500.

Senator BaiLey. Now you are getting too low.

- Mr. Cursreen. $800 and $1,600. ‘

Senator ConnarLLy. How about that, Senator La Follette?

Senator Lo Forrerre, I suggested last year—I did not get any-
where with it—that we should reduce the exem(?tions even now 1n
these times from $2,5600 for a married man to $2,000 and from $1,000
to $800 for a single person.

Senator Bamey. It is $2,500 now?

Senator LA Forierre. Yes,

Senutor BarLey. You would not reduce the exemption for children
from $400? The present oxemﬁtion per child is $400.

Senator Connarvy. He is talking about peacetime,

Senator La ForLerre. In peacetime.

Senator ConnaLLy. Then the motion is to change this to $1,600
and $800; is that right?

Senator I.a Forrgrre. Will that take care of the situation?

Senator ConnaLry. If they have any children, of course, they have
the married rate, they will file joint returns in ovder to get the mar-
ried rate, and in order to get the exemption for dependents.

Mr. Axin. It would not make any difference, under the present
law, whether they chose to do that or not.
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Mr. CuesterN. We split the exemption under the present law
between them, . .

Senator Bamky. All you gentlemen have to do is to so fix it that
they cannot take advantage of it, just as we have it now. The hus-
band and wife cannot take advantage of it. They would not get
under $800 exemption if they filed separately.

Senator ConnNArry. Those in favor of the motion to make it $800,
?Iil,(}(}(),l and $250, say “aye.” Those opposed “no.”” The motion is
carried.

Mr. CugsterN, Now, we probably want to decide the question of
carned income. The Nye committee cut out the credit for earned
income.

Senator Connarry. I am in favor of cutting out the credit for
earned income, hecause that is where the big-salaried people would
get a big advantage over the man that has got a little saving and
property.

r. CaesTeEN, Under the present law the earned income benefit is
limited—very limited.

Senator ConNarLLY. It takes a lot of calculating and computing.

Mr. CuesteeN. That is true,

Senator Bamky. What is your distinction between income and
earned income in the existing law?

Mr. Cuesreen. Well, I believe the income of every individual, if
his income is not over $3,000, is presumed to be earned income, If he
actually earns an income in excess of that figure, he may claim earned
income up to the extent of $14,000. That is the maximum,

fSe;mtor Bamey. If he earns any more he does not get the benefit
of it

Mr. Cuesreen. No; he does not get the benefit of it.

Senator BarLey. That is a special rate on earned income?

Mr. CuesteeN. Yes; it is 10 percent. :
) Sﬁnator ConnarLy. That is for personal services and salaries; that
is all,

Mr. Cumsteen. He gets a deduction of 10 percent on earned in-
come in addition to all other deductions for computing the amount
of normal tax; that is all. It amounts to a few dollars at most.

Senator La Forrerre. I do not think it makes enough difference
to worry about it, I think you might as well retain it,

Senator CoNnarLLy. Well, the Nye committee cut it out.

Mr. Cuesreen. They cut it out.

b f?gnator Coxnarry. Could you continue that just like it is in this
i

Mr. Cupsreen. I think it is not any %r'eut trouble to change,

Senator Bamey. Why put it in?  This limits the income under
anx\ circumstances.

Senator Convarry. You mean cut it out of the Nye bill?

Mr. Caestren. They have cut it out of the law. Do you want
to put it back or leave the Nye bill as it is in that respect?

i) enl:tor Conwnavvy. I think it is the view of the committee to put
it back,

Mr, Cursreen, Do you want to recognize an income to the extent
we recognize it under the present law ¢ ;

4011408
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Senator Bairey. I do not quite see why we should since we have
rates which keep the income down, whether it is earned or unearned.
Suppose a man gets a salary of $1,000,000, under these rates he is
cut down to $40,000.

Senator ConNatry, What do you think about that, Senator La
Follette?

Senator La Fovreree, Personally I think we have reduced it now
in the law to a point where it really is not an important part, so far
as that is concerned. ‘

Senator Connarry. We will leave it out then,

Senator L Forirrre., It used to be up to $30,000.

Senator CoNnNarLy. Suppose we leave it like the Nye bill has
it? Just cut it out,  Can we do that easily?
| Mr. Cursrrex. We can do that, or leave it like it is in the present
aw.

Senator Connarry, I think it ought to come out, because we are
tryil}l}g %10 avoid the payment of bonus and salaries and so on that are
too high,

Sonﬁton L Fourerme. Leave it the way it is.

Senator CoNnNarny. All right; leave it the way it is.

Senator Bamiy. If you feel we need to vote on it I will vote for it.

Senator CoNNarLy. By tomorrow I wish you would revise these
tables a little bit and we will go over these rates tomorrow, these
individual rates.

Mr, CursteeN. I wonder if you would like for us to work up-
tables? You can indicate the maximum and minimum rates that
you want to set up.

Senator ConnarLy, Could not you split up the difference between
the Nye committeo rates and the British rates?

Mr. CuesteeN. You give us a maximum rate and we will work
downward.

Mr. Axin. Senator Connally, on your low income-tax brackets
it 1s essential that a high normal rate be levied if you are going to
get any tax from people in the low-income class.

Senator La Forrerre. We had 12 percent during the war and they
proposed 10 percent, the Nye committee,

b 1\11‘. Axan. They proposed 6 percent. We proposed, in this study
ere, 10,

Senator Connarry. You are suggesting 10 percent flat normal rate
and go all the way up?

Mr. Mircuers. In explanation of the English rate, if I may say
80, Senators the present rate here, after that exemption is taken off
for the first $1,125, the rate'is 11 percent. The income in excess of
both the personal exemption and in excess of the first $1,125 then
begins at 2214 percent. So that substantially you may say the stand-
ard rate is 2214 percent.

Senator Barrey, Let me put a question to you gentlemen and to
the committee. Assume that 2 man has a salary, an income of
$20,000 a year, has two servants and three children in school—and
the cost now in high school is at least $1,000 a year—and assume that
a war came; he would have to take his children out of the schools,
His income is cut to $10,000 and he might have to discharge his
servants.
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Mr, Cuesteen. I think that is probably one thing you have to con-
sider in your rate question, whether or not you are going to ndopt
the policy of requiring lpcople of wealth to pay the living expenses
partly out of the capital, or whether you want to leave them a sufli-
ciell}t amount. to pay their living expenses. That is a matter of

olicy.
P Sor)x'ntor Bamey, I am just assuming the Nye committee has not
thought of it. .

Senator ConnarLy, What do you think of this kind of scheme,
Senator Bailey: If a man has a million-dollar income and we take
as much of that million as we want to take, that will be the per-
centage of it, and then we can figure back the rates.

Mr. CurpsreeN, We would like to have you indieate the maximum
rate that you want, whether you want to stop as the Nye com-
mittee did, at 99 percent, or whether you want to stop at 90, 83
or 80, or whatever figure you fix as the maximum rate beyon(i
which you do not want to tax any income at a greater rate than
that. Then we will work the schedules backward, taking that maxi-
mum rate, If you say you want to stop at 85, we will work up a
schedule that has a maximum rate at 85.

Senator ConnNarry, At what point?  $5,000,000 or $10,000,0002

Mr. CuesreeN, Well, that is something that you can decide, or
we can use our own judgment,

Senator Connsrry. I think if a man has got $1,000,000 and we
take 75 percent away from him, that will be pretty fair taxation.

Senator Barey, We take 62 percent now,

Senator ConNarLy. Not on the $1,000,000,

Mr. Cuesreen. We take six-hundred-and-some-odd.

Senator ConnNarny, The British take $613,000. IHow about 80
percent of a million, and then above that you can take 85, if you
want to?

Mr. Zvexer, We take $679,000 now under the 1935 law.

Mr. Cuesreen, We have very severe rates now. When you get
into the higher brackets, the 1935 rates ave pretty severe. They are
almost equal to the British wartime rates.

Senator Connary. These rates in the lower brackets—the British
rates in the lower brackets seem to me to be about right.

Mr. Cuesrien, The Nye rates do not have very much relationship
to the British rates.

Senator La Fourrre. These are not the Nye rates, Senator.

Senator ConnNarLy. I mean the Nye rates are much lower than the
ordinary incomes of the British, and yet when thev get up to $5.000,-
000 it takes $4,994,000. I thought it took everything above $20,000.

Mr. CursteeN. They take off 1 percent above $20,000, When you
get to five million you have left nbout $40,000. For every million
over one million you pick up $10,000.

Senator ConNarLy., T am like Senator Bailey, T do not care any-
thing about that individually, but I just do not want to interrupt
the whole establishment,

Senator Bamnky. Here is a man with $10,000; the tax will be $2,855.
That is nearly $3,000. Now, you are going fo pay a State income
tax also. His income would be reduced to $7,000. If he had two
children in college he would have to take them out.
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Senator ConnarLy. He would pay $2,855, according to this table,
on $10,000.

Senator BaiLey. Yes. The rate in my State is 6 percent.

Senator Lo Forrerre. You have got to go into those so-called
lower brackets if you really want revenue.

Senator BamLey. Yes. You do not want to turn the children out
of school,

Benator ConnNarry. The British rate on $10,000 is $1,845, and you
have here the proposed rate on $10,000 of $2.855.

Myr. Cuesteen. That is more severe than the British rate.

Senator L.a Forrerte. Of course, this is the British peace-time
rate.

Mr. CaesreeN. We could work up a schedule and use it as a guide
and see what the British war rate was.

Senator ConnarLy. Do you want to determine the maximum here
this morning, gentlemen ?

Senator La Forrerre. I think we ought to let that go until we get
more information.

Senator ConnNarry. It is 12 o’clock. I would like to have another
meeting in the morning at 10 o’clock.

(Whereupon at the hour of 12 o’clock noon, a recess was taken
until 10 a. m. of the following day, Tuesday, Apr. 7, 1986.)
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TUESDAY, APRIL 7, 1836

Unrrep States SENATE,
SurcoMmMITTEE OF THE COMMITTEE ON FINANCE,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10 a. m,, in
room 310, Senate Office Building, Senator Tom Connally presiding.

Present: Senators Connally (cimirman), Guffey, and La Follatte.

Also present: G. D, Chesteen, Joseph 8. Zucker, and Allen T,
Akin, of the Joint Committce on Internal Revenue 'Izaxnti(m; Ralph
W. Brown and P. J. Mitchell, of the 'I‘rensuriz Department ; and S. E,
Rice, office of the Senate Legislative Counsel,

Senator ConnNavuy. All right, gentlemen, We were talking about
the rates, were we not, Mr, &lesteen?

Mr, Cupsrren. Yes, sir.

Senator Connavry, Individual rates?

Mr, Cursteen. Individual rates,

Senator Connarry. All right,

Mr, CuesreeN. We have another schedule, if you want to consider
that now, or do you want to wait?

Senator Convarry. You mean you made up a new schedule?

Mr. CruesteEN. Yes.

Senator ConvaLy. Well, we might pass it around and look it

over,
(The schedule veferred to is as follows:)

Bonepvry 3.-—~Individual rateg—second proposal, normal tar—10 peroent

Burtax Rate | Bracket | Total

8urtax not income:
t $1000

BINEIS POrEON e v esaunrsasrsanssneteuannsesonnsmnsnsnnasansansnnnasn B
Each dependent cteessenmsscsmcnacesavnnrane
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Married person, no dependents, tuw payable on specifled net incomes

gocond proposal, | H. R. 5520, $1,000 | Revenue Act, 1035
$1,600 poruonai bersonal exemp- $2,500  personat
exomption fon exemption

Not Income
Percont Porcent Porcent
Tax of net Tax of net Tax of not
incomo Incomo income
80 [oveeane 80|
30 0
60 0
90 0]
120 ] 3
180 20 .
180 4 L
200 02 1,40
340 80 L60
800 116 1,00
860 172 2.5
1,320 28 3,10
1,880 429 3.70
2,640 415 4.2
4, 180 002 5.00
, 680 HOH 5.80
7,200 1,044 6.50
8,720 1,209 7.20
10, 240 1, 540 7.90
14, 960 2,000 10,80
19, 910 , 509 11.80
20, 810 5,070 14.00
, T H, 809 12.70
44, 810 12,320 20, 50
&0, 510 0, (0 23.00
69,410 21, 29 20. 00
80,210 32,469 32,50
] 77.85 | 188,210 15, 414 47.70
428,110 85.02 | 485,210 1, 144 6. 80
475, 110 87.21 | 980,210 679, 044 67.%0

Senator ConnanLy. You may discuss it briefly, Is this based on a
normal rate of 6 percent?

Mr. Cresters. It is based on a normal rate of 10 percent and
above $75,000 the surtax rate is 80 percent and, of course, the 10-
percent normal tax also will apply, making the maximum tax above
$75.000 90 pereent.

Senator CoNNaLLY, Wait a minute. On $2,000 you make him pay
$60. How o you get that out of $400?

Mr. Zucker, The first column is the proposed rate., The second
column represents the rates us they are now in the Nye bill,

Mr. CresreeN. The Senator is ﬁ)(»king at the top sheet instead of
the second sheet.

Mr. Axiy, That is the surtax net income, that is the base. That
460 would be the %60 of surtax on the amount between $1,000 and
$2,000, in excess of the personal exemption of $1,600.

Senator ConnarLy. Oh, yes. That is on the other page.

Mr. CHESTEEN. Yes; on the second page. The second column gives

the tax.

Senator ConNaLLY. On $1,000 he would not pay anything. When
he gets to $2,000 he would pay how much?

Mr. Cuesries, $40.

Senator Convarry, That is based on a normal tax of 10 percent
above his exemption?

Mr., CuzstzeN. That is right.

Senator Connarry. That is higher than we ever had.
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Mr. Akin. In the war period we had 6 percent and 12 percent.

Senator ConNaLLy, Where did the 12 percent start?

Myr. Cugsreen. My recollection is that under the 1918 act the 6
percent applies on the first $4,000, Six percent upon the first $4,000
net income, subject to a normal tax and 12 percent upon the excess,

Senator CoNNaLLy, According to this, then, a man with $1,000,000
would pay $875,110 tax.

Mpr, CuesreeN, That is vight. That is an effective rate of 8721
percent, ,

S;umtor Connarny. That is an effective rate of 87.51 percent, is it
not

Mr. Cursrees. On the second page, in the second line is the tax
and in the third line is the effective rate, This schedule was com-
puted on the basis of a $1.600 exemption for a married man with no
children. The rate, after $75,000, is 80 percent surtax and 10 percent
normal tax, making a total tax burden above $75.000 of 90 percent.

Senator CoxnNarLy. Well, now, in compiling these tables did you
try to relate them somewhat like they have been related heretofore,
assuming a higher rate both at the bottom and at the top? Did you
gradunte them?

Mr. CuesteeN. Yes; this schedule follows somewhat the plan we
disenssed with you yesterday und the plan mentioned by Senator
La Follette the other day in reference to the lower brackets, and also
mentioned by Mr, Parker, that he thought we might boost the rates
in the Nye bill in the lower brackets, so we followed somewhat the
plan of yesterday, only we began with $75,000, we stopped the grad-
uation and made it 80 percent plus the normal tax which would be
10 é)ercent, or 90 percent applicable to all income above $75,000.

enator ConNaLLy. You mean you taxed all income above $75.000
90 percent ?

Mr, Cuesteen. Ninety percent,

Senator LA Forierre. Where is that shown?

Mr. CuesteeN, That is shown on the first page, T believe, 10 per-
cent normal tax over $75,000, and in the third column it shows the
rates that apply. The graduation begins at 6 percent and goes u
to 80 percent on $75,000 and above. That means the total load is
90 percent above $75,000.

Senator ConNaLLy, What is that?

Myr. Cuesteen. The total load is 90 percent on all income above
$75,000. In other words, if there is another million added on to the
million we have here we will take $900,000 of every million,

Senator ConNALLY. Let me sy to Senator La Follette that this is
based on a 10-percent normal rate.

Senator LA Forrerre, Yes,

Mr. Cuesteen. It is based on n 10-percent normal rate and the
graduation indicated by the first sheet in the third line, which begins
at ¢ percent and runs up to 80 percent on $75,000 and above,

Senator ConnaLLy. It begins at 6 percent?

My, CuesTeEN, Yes.

8 Sem%.tm' Connatry, What would you put on when you get to
6,000

Mr. Cuestees. From $1,000 to $2,000, the surtax on net income,
that is above the exemption, the rate of surtax would be 6 percent
in addition to the 10-percent normal tax.
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Senator ConnaLLy, I see,

Mr. CuesreeN. The second sheet merely carries into effect the
rates indicated in the third line of the first sheet.

Senator ConNaLLy. This is the net income?

Mr, Cursreen. This is net income, that is right, before any ex-
emption. On the second sheet, where you see the computation, we
begin with the actual income, before we apply the exemption.

enator ConnNaLLY. Before you api)ly the exemption{

Mr. CuestreeN. Yes. The $1,500 there has no tax at all, because
we have a $1,600 exemption for a married man. Now, on $2,000 the
tax is $40, because he has a $1,600 exemption; therefore he has $400
subject to a 10-percent tax, or $40.

enator CoNNALLY. As against $60 in the Nye bill.

Mr. Cuegreen. That is right, Of course, the Nye bill has a lower
exemption. Now, you get up to $10,000, and I believe the schedule
we had yesterggg had something like $2,850. Here we have a tax of
$1,854 on $10,000, and an effective rate of 18.54.

Senator ConnaLLy. Where does the N ye rate start that 99 percent?

Mr. CuesteeN. Above $20,000.

Senator ConvaLLy. Everything above $20,000¢

Mr. CHESTEEN. Evcr{rthirln&; above $20,000 is subject to a 99 percent
rate under the Nye bill. Now, this is, of course, graduated much
higher. We graduate up to $75,000, and from $75,000 this takes 90
percent, where the Nye bill takes 99 percent from $20,000 on.

Senatorr ConNarLy. You do not graduate much, though, after you
get to $75;000?

Mr. CuesreeN. We do not graduate, we just take 90 percent from
there on. We did not care to add an additional graduation because
we thought that was a matter of policy for you to decide, if you
fv;n),nted to graduate from $75,000 on, you could graduate it up to any

rure.

bSenntm- Connarvy. Let us see what a man with a $40,000 income
would zmy. He would pay $16,000. .

Mr. CuesteeN. He pays a 40-percent tax. I think this should be
pointed out to you: Every time we find a man who has a large
Income, it does not necessarily follow that he has all cash. A man
with a sinall income is a person who gets a small salary, usually as
cash, or he gets dividends, but & man with a large income does not
necessarily have all his income in cash.

Senator Connarvy. It is in stocks and bonds?

Mr, Cussreen. Yes. Now, he may get it in stocks or he may get
it in securities of some kind, and if you insist on taking practically
all of it for tax, it simply means that he may be forced to convert
all the securities into cash at that point. ith the economic re-
strictions that we have in this bill T question very seriously whether
a man who has a large volume of securities could cash them or dispose
of them, The résult would be that he wonld have to sacrifice them
and you would probably get very little tax out of the transaction,

Suppose n man got $1,000,000 in securities of some kind, and he
found, under the Nye bill, he had to pay $985,000 in tax; under
these restrictions in the stock market the market for those stocks
might be a very poor one for whatever securities he had and he might
get a very paltry sum. Therefore you would get very little revenue,
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because if he was forced to dump them on the market in order to
get the cash with which to pay the tax there would not be any choice
for him, that would be the fair market value that he would receive,

Senator Connarny, Well, I think pretty well of these new rates
that you have got revised here. ,

Mr. CuxsteeN. I realize these are very sovere rates. I am just
judging this by the experience T have had with large individuals who
get their income from various sources. It is a common thing to find
they have stocks, notes from the sale of real estate, and other forms
which is not cash, and these rates will undoubtedly nngose very great
hardships on them, because here you find a taxpayer who has a million
dollars income and dyou are demanding $875,000 in tax. Let us sup-
gose that he has sold real estate and has a large portion of it in notes;

believe under the present law if he gets more than 30 percent in
cash then all profit 1s returnable in the yenar of the sale of the real
estate, It is possible for an individual with that kind of income from
the sale of real estate to have $675,000 in notes and mortgages rep-
resenting the sule of property.

Senator Connarry, That might be true to a lesser degree under
the 1935 act. You would take $675,000, would you not ¢

Mr. CuusteeN. Yes; it is possible to have hardships under the 1935
act, only this increases the degree of severity, that is all.

The other answer is this: If he has held real estate for a certain
length of time, he only reports a part of the profit, therefore the hard-
ship is more or less reduced because of the fact he does not report
all of the profit.

Senator ConnaLLy. There would be no drafting difficulties about
that. You could easily put this in the bill?

Mr. CuesreeN. The schedule of rates?

Senator ConNaLLy, Yes.

Mr. CuestenN. Yes; there is no difficulty about that.

Senator ConnaLLy. What shall we dot Mr. Brown, have you
folks had any oi)glortunity to look at these schedules?

Mr. BrowN. I haven’t seen these schedules until this morning. I
was not able to do very much on rates yesterday because most of our
actuarial staff were at the Ways and Means Committee.

Senator ConnaLLy., Yes; of course.

hMr. Brown. I think today, however, we shall be able to examine
them.

Senator CoNNaLLy, What was it we told you to get for us Thurs-

da;

Kir. Brown. You wanted to know about the basis of the corpora-
tion tax,

Senator ConNaLLy. Yes.

Mr. Brown. We will be able to get an answer for you by Thursday,
as we promised you.

Senator La ¥ourerre. How would this curve, on the second pro-
posal, look on the chart, just tentatively §

Mr. Axin. Where we have the present curve runmning like this
[indicating] under the proposal I think this curve would start like
this [indicating] and come up. The curve would be severe at $75,000,
it would be just as steep, but the break would come in here up to
$75,000, which would be about right in here [indicating], then you
would come up straight.
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Senator ConNarLy, What is the lower curve!

Mr, Axin. This lower curve is the British peacetime rotes from
$1,000 to $1,000,000,

Senator ConNaLLY. And the other is the Nys bill{

Mr. Axin. This is the proposal we submitted yesterday. The
Nye proposal would even come a bit steeper here.

Mr. Cuesteen. That begins at $20,000 with 99 ‘Eyruut

Mr. Axin. We plotted this on a $100,000 scale, wo the Nye pro-
posal, in comparison with this, instead of being like this [indieating]
would come up straight and then come over.

Mr. CursteeN, And then (Imfp.

Mr. Axin, I will plot all of the proposed plans, Senator, if you
care to.

Senator La Forurrre, Yes; T wish you would.

Mr. Brown. We have the British rates here, if you want them
for the record.

Senator ConnarLy. Did you put them in the record yesterday?

Mr. Brown. No.

Senator CoNNaruy. Are they the war rates or peacetime rates?

Mr. Brown. They are essentially the war rates, Senator,

Senator ConNarLLy. Su lposc you put them in the record.

Mr. MircnewL, The table is given in this fashion, Senator, if I
may suggest, so as to be informed as we go along: The table shown
begins at the surtax brackets, namely, 2,000 pounds, or $10,000, and
the effective rate is given in shillings and pence. T would be very
glad, for the purpose of the record, to translate them into per-
centages, so I could take each step and give you the effective rate
under essentially war conditions wtih a normal tax of roughly
30 percent.

Senator Connarny. Go ahead.

Mr. Mirenenn, Now, we have here three schedules setting forth
the effective rate on various incomes, beginning with 2,000 pounds,
or the equivalent of $10,000, up to and including incomes of 150,000
pounds, or, roughly, $750,000. Now, one of those tables shows the
effective rate as to single persons; another shows the effective rate
with respect to married couples without children, and the third
table shows married couples entitled to an allowance for three chil-
dren. The tables, unfortunately, are slightly further complicated
by the fact that they are split as between earned income and
investment income.

If the Senators please, perhaps the best comparative column would
be found in the earned income column, and if the Senators desire
to do so, T will write into the record the effective rates as to those
incomes, using the earned-income columns.

Senator La Forrere. IFor the purpose of comparison with this
table, a married person with no dependents would be the most
comparable with what we have here?

Mr. Mrrcner, Yes; I think that would be the most illustrative,
Senator,

Senator CoxnarLy, Will you put those two tables in the record,

lease?

P Mr, Mircurrs. Do you want each of the three tables written into
the record or merely the married couples without children?
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Senator CoNnaLLy. I think that is sufficient, the married couples
without children.

Mr. Mironrry, I think that is sufficient to illustrate it.

(The table referred to is as follows:) :

Bokedule Showing Rffective Rates of Mcome and Surtaw in United Kingdom
of Great Britain and Irveland, Ycar 1920-21

{Bouroce of figures: Report of C lssl ot Inland for yeor ended Mar. 31, 1921, pp. 02 and 133
Effective Effoctive| , t

Tnoome rato | Amount Iucomo rato moun|
(percent) of tax (percent) of tax

36,25 | 10,875.00

38,48 13,433. 00

40 16,000, 00

41,00 18, 747. 00

42,01 21,455, 00

, 08 35, 810,00

49.10 40, 160. 00

£60.83 63, 637, 50

06 77,490, 00

63.76 1 107, 800.00

3 137, 800, 00

87.6 | 287,500.00

88.33 | 437,475.00

Norm.— It should bo noted that the highest tax year under the Britlsh system does not
coincide with our highest war-tax year, The highest British rates dut] nA; the period
approximately corresponding to the war years uegan for the year ended Apr, 6, 1910,
when the normal or standard rate of tax reached 6 shillings in the pound, or 80 percent.
Such rate continued through 1021 and 1922, dropping back to 28 percent in 1023 and to
22:{, ?ereem in 1024, Likewlge the surtax ran to a maximum of 223 percent in 1919
and 1920 on incomes in excess of $50,000; to 30 percent in 1921 on incomes in excess of
$100,000, reaching 87% percent in 1930 on incomes in excess of $2060,000, and 412. per-
cent In 1081, which surtax rate of 4114 pereent continues to the present time,  Surtax
beging at :516,000. The current normal or standard rate 1z 2214 pecent, Tt will thus be
seen that the war year tax rates were lower than those now prevalling. ‘I'he personal
exemption in the taxable year 1920-21 was £226, or $1,125, in the case of married persons
without dependents, 7The current exumjmon 18 £100 or $760, In the table here presented,
the effective rates for the year 1020-21 are given; that 18 to say, a normal rate of 30

ercent and a maximum surtax of 30 percent, since they are the highest rates obtaining
. uﬂn{; u period approximating the war perfod. Lhe nguruu given are the effective rates
on all earned income in the canse of married porsons without children. The tuble uses §6
as the equivalent of 1 pound.

Senator Connarry. Have you finished your statement?

Mr. CuesteeN. Yess unless [you want to ask some questions.

Senator ConnarLry. We will hear from Dr. Zucker.

v, )

Mr. Zucker. T was going to suggest that Mr. Chesteen state to
the subcommittee what 1 just found out from Mr. Akin that the
BUrtaX————

Senator CoNNarLLy (interrupting). You ave speaking about these
proposed rates?

r. Zucker. These proposed rates; yes. The Nye bill exempts
from surtax the first $3,000 of income. The way this is worked out
it will exempt from surtax the first $2,600. That is all T want to
add.

Senator LA Foroerre. This takes in $400 below the Nye bill?

Mr. Zvuoker. That is right.

Senator ConNaLLy. These are net incomes, of course,

Senator LA Fourerre. The surtax bracket would start, under this
proposal, with $2,600 and above, and under the Nye bill it starts with
'$3,000 and above,

Senator Connvarry, Yes, What is it after $2,600?

Mr, Zucker. Six percent. The normal rate is 10 percent.

Senator CoNnarLy. A man with $20,000 would pay $5,5301
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Mr. Zucxer. He would pay $5,530, or over 27 percent,

Senator ConNaLry. U n({:ar the Nye bill, he would pay $10,240¢

Mr. Zucker. That is right.

Senator ConnNarLy. I do not suppose you have had time to make
nnz estimate on the relative yields?

Mz, Brown. No, Senator., ~That is what I wanted to take up with
the actuaries.

Senator Connarry. Of course, under this Nye bill it looks to me
like, when you get into the higher brackets, it is going to be pretty
hard to estimate, because you take so much of it, you might not get
unK revenue.

fr. Brown. You can only make some kind of approximation
based on past experience with high rates.

Senntor La Foruerre, Of course, there are very few returns up
there in those higher incomes.

Mr. Broww. That is true.

Senator LA Fourerte. When I was looking over some of the sta-
tistics—I am not so sure that I am carrying it in my mind cor-
rectly, but I think there were relatively very few returns above
$1,000,000 during the war.

Mr. Brown. That is right, and therefore there is a large margin
of error. If you change one of those elements, it makes a big change
in the percentage.

Senator La FoLrerre. I mean the total yield, compared to what
you would take in from the income tax, even if you make a mistale
In those relatively small number of returns, does not affect your
estimate of the volume,

Mr. Brown. No. Tt is largely a matter of equity, having it ap-
pear that all taxpayers are treated with an even hand, relatively.

Senator L.a Forierre. That is right.

Senator ConnarLy. I« there anything else you want to submit?

Mr. Zucker. No, sir; I think Mr. Chesteen has covered the point.

Senator ConnaLLy. Senator La Follette, what do you think of
waiting until Thursday to vote on this?

Senator La Fowrerre. I think we ought to have more members

resent.
P Senator ConnNavrry. I think so, too. In the meantime the Treas-
ury would be studying these rates, and you can give us your views
Thursday.

Mr. Brown. Yes,

Senator ConnarLy. And we can have copies of these hearings
sent, to the other Senators, so they might have a chance to look 1t
over,

Mr. Zocker, We think it meets with the thought expressed by
Senator Bailey yesterday; that is, Jeaving a sufficient amount, after
yayment of taxes, to take care of the needs of the standards of
{ivmg to the higher income bracket families,

Senator Lo FouLerme. A married man with no dependents with
$1,000,000 net income would have $124,890.

Mr. Zocker, Yes, sir. :

Senator La Forrerre. And a man with a $200,000 income in the
same situation would be left $44,890.

Mr. Zuoker. That is right,
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Senator La Forrerre. He ought to be able to get along on that.

Senator ConNarLy. What other matters do you gentlemen want
to presentf{ .

Myr. CuesteeN. We have a number of things in the bill that we
would like to get your reaction on. On page 62 theve is a f)rovision
for a general auditor to be appointed by the Speaker of the House
of Representatives and approved by resolution of the Senate.  Ac-
cording to the way the section is written the auditor has power
to call upon the Commissioner of Internal Revenue for any records
or returns of taxpayers during the period of the war, to subpena
witnesses, administer oaths, and “upon request %\)I any Member of
Congress, produce for the official use of such Member all details
of any record, file, or document relating to any tax imposed by
this title” As I seo it, that would give publicity to returns
currently, ‘

Senator Connarry. I was always in favor of reasonable publicity
of returns, but if you put it this way, that any Mcember of t‘ongress
may request that information, you will just have him around all
the time on the floor.

Mr. Cursrren. It is something new in tax legislation,

Senntor ConnarLy. What does he do besides that? Nothing?

Mr. Cuesrern. He simply serves the Members of Congress in
producing these records, subpenaing witnesses, administering oaths,

Senator La Forrevre. If the subcommittee wanted to consider the
question of whether income-tax returns during the war shall be
public records and desire to follow this general line of approach,
the same provision could be made upp]icaﬁlo to the joint committee
which now has the power to obtain returns,

Senator ConnaLry. Exactly. That function can be performed by
anybody. I would be in favor of striking that clause out.  You
make a hote of that, Mr, Chesteen, and we will act on that when some
more members are here.

Senator La Foruerre. What is the purpose back of section 64; do
you know?

Mr. CuesterN. This is the purpose back of it—-

Senator ConNarLy (interrupting). Tt is a tax-free bond, isn’t it$

Mr. CuesteeN. Noj; I do not believe there is any explanation in the
record, or in the reports on it. but this is my interpretation of the
section: During the last war we had subcontracts, various subcon-
tracts, between corporations in which the contract provided that the
lesseo of one of the parties shall not only pay a certain amount of
profit. but shall assume the tax that woul(ll be imposed upon that
profit to the lessor, or to the other party to the contract, and, conse-

uently, if the contract resulted in $1,000,000 profit to the first party,
then tl)\,e tax imposed on that became due from the other party to the
contract and, of course, that in turn became income to this individual,
because he had $1,000,000 plus, we will say, $800,000 tax. That is
a mathematical computation that, by a formula, is very easily com-
puted; but if you attempt to do it in longhand arithmetie, it, of
course, is an endless chain. I think this is to prevent a contractor
from saddling his tax upon the lessee or the other party to the con-
tract and therefore getting income free entirely from any tax.
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Senator La Fowrerre, Of course, if I understand it correctly, it
might be desirable, under very heavy rates anyway, to prevent that
sort of thing,

Mr. Carsteen. Well, that is just a matter of policy.

Senator CoNNALLY. In addition to that, my understanding is that
there are certain corporations that issue certain bonds that they call
covenant bonds, where the obligor shall pay any income tax, or other
tax, that might be charged by reason of the interest which he shall
receive. Is that what they call it?

Mr. CuesteeN. Tax-free covenant bonds. We do not recognize
those any more, except those that are outstanding. That practice
came about under the revenue acts prior to 1918. %ax-free covenant
bonds only provide for a payment of 2 percent normal tax. They are.
not tax-free bonds. The corporation pays 2-percent income tax for
the holder of the bonds. If you hold a tax-free covenant bond and
clip your coupon, you report the entire coupon, of course, in the
income-tax return, and after computing the tax you only get credit
for 2-percent tax paid by the issuing corporation, even though you
may be subject to 75 percent of the tax.

Senator ConnarLy. Would not this affect those bonds?

Mr. CuesteeN. I do not know whether it would affect those or not..
Under the bill it possibly would.

Senator ConNaLLy. It would probably not affect those outstand-

ing. .

%Ir. CruzsteEEN. I do not think it is directed to those, because in
the peace-time law we are not recognizing 