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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



76 TO PREVENT PROFITEERING IN WAR

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-



1
TO PREVENT PROFITEERING IN WAR 79

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.
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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



92 TO PREVENT PROFITEERING IN WAR

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.
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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.



108 TO PREVENT PROFITEERING IN WAR

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.



118 TO PREVENT PROFITEERING IN WAR

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 withholding for income-
tax purposes except those bonds that were outstanding, I think, prior-
to July 1, 1934; but I think it is directed at the type of transactions.
that 1 mentioned, because that was a frequent thing among certain
contractors. That of course under the Nye bill, they thougft, would
be a loophole. ‘

‘We have the pink-slip provision also in this bill, under section 55,

Senator ConnNarLy. Before we get off that page, though, I want
to talk to the drafting man about section 65. -

Mr. CurstexN. For the purpose of restraining the assement and
collection ¢

Senator Connarry. I just want to call his attention to that and
let him work on it, to see how far we can go along that line under
the law.

Mr. Rice. All right.

Mr. CuesteeN. You know during the last war we had no such pro-
vision as we have now for the Board of Tax Ag)peals, where the
taxpayer could go and challenge the correctness of the computation.
In the 1918 act the Commissioner imposed the assessment and the
taxpayer was required to pay the tax and then he could resort to
the courts for the determination of his rights. This provision, of
course, goes back to that policy. :

Senator ConnvarLy. You ought to look into whether this would
affect the Board of Tax Appeals. It is not. our purpose to do that.

Mr. Cursteen, Well, the Board of Tax Appeals provision is still
retained in here, I beiieve, but not for this purpose, not for the
assessment or collection of it. I think it is retained after the assessor
collects; then the taxpayer can contest; he can go before the Board
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and contest the validity of the assessment and collection, not before it
is due and payable.

Mr. Brow~N. We rather feel that the tax ought to be paid before
it goes to the Board of Tax Aspeals. I mean, after all, we ought not
to have our revenue postponed.

b Senator La Forrerre. No; I think that is essential in the revenue
ill,

Mr. CuesteeN. That was the policy of the Nye Committee. They
wanted to get the money in. They thought if we are going to let
the taxpayer contest it before the Board of Tax Appeals we would not
collﬁcti) la great portion of the revenue until after the war was over,

robably.
P Senatzr La Foriprre. I think it is essential that you collect the
tax and let them have their redress afterward.

Mr. Brown. We thought that was the policy, although the actual
wording of the bill seeémdctom4 ave it giscretionary with the
Commissioner. Wafelt that the burderfefthe decision ought not to
be imposed on tj# Commissioner; it ought t :b& all one way or the

other. A .
Senator A Fowuerre. Personally, I think duripg the war you
ought to ¢ollect the revenue. “ita i

enator Gurrey. X theroughly agree with you, Sepator. Make
them pay it first, . negopidl i i

Mr.‘Cnnrsmm‘ We have the pink-slip prevision, I beliave, restored
in section 55. o i

Semator La FoLLeTTE, ;’ersﬁna]ly J am in favor of p aking in-
come-tax returns made a public record.. I am;not in fa%or of the
pink: slip. Iythink it has all the disittvemtages of making the
mcome-tax returng rpubhc‘recofd ? none of the adv?\tages. I
Kersqnally have believed for a long time that you are never going to

ave an effective incomesiax sygtem until yeu, make the ‘}ncome-ta,x
returns public records. L "4 .

Mr. CuzsteeN. We also have in the bill a provision which makes
subject fo tax dividends repeived by ome capporation from another
corporation. Under thepresent ¥ncomesax law one-tanth, I believe,
of the divigends received.hy.a corporation is subjectpd to tax. Prior
to 1935 the‘djvidends received by one corporation.from another cor-
poration were qptirely free from tax. The assumption was that the
other corporation had paid a tax upon dividends and therefore they
were not subject to tax in the hands of thereceiving corporation. This
bill goes further than the préssit Iaw.

Senator Gurrey. What year was the present law about consoli-
dated income returns changed?

Mr. CuesteEN, The present law only has consolidated returns in
the case of railroads.

Senator Gurrey. Public-utility holding companies have it.

Mr, Cugsteen. That is only for railroads, I believe.

Senator La Forrerre. It is only for railroads.

Senator Gurrry. Have they stopped the utilities from making
consolidated returns?

Mr. CuesteeN. Yes,

Senator Lia Forrerre. The railroads are the only ones.
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. Mr. Cugsteen. This bill retains consolidated-returns provision for

railroads.

d Senator Gurrey. It does not apply to a chain of newspapers,
oes it 9

Mvr, CuesrreNn. There is no exception in the case of newspapers.

Mr. Brown, We suggested that that be stricken out, because ver
few railroads avail themselves of that option. It is optional wit
them, and it did not seem to have very great significance. We might
as well do away with it.

Senator La ForLerre, What does this bill do for the corporate
dividends?

Mr. CuesteeN. Senator, before you came in we explained that this
bill makes taxable dividends received by one corporation from
another. As you know, under the present law we only tax one-tenth
of the dividends received. We allow a deduction of 90 percent of the
dividend. The Nye bill taxes the entire amount.

Mr. Brown. The bill pending on the other side, Senator, proposes
to do away with the deduction. The specific recommendation is:

It is recommended that the present deduction allowed corporations for divi-
dends received from other corporations be abolished, so that these corporate
dividends will remain in net income,

Senator La Fourerre. T thought you meant that they proposed to
abolish the intercorporate dividend act.

Mr. Brown. No, no; they go to the other extreme. All of it goes
in as income.

Mr. CaestEeN. On page 35 of the bill is a new provision dealing
with insurance companies,

Senator La Forukrre. Well, after these lower rates that we have
beﬂ] d?iscussing this morning, that provision will not be necessary,
will it

Mr. Cragsreen. The life-insurance provision?

Senator L FoLLerte. Yes.

Mr, Cuesteen. Probably not.

Senator La Forrprre. After all, a man who has got $124,000 in-
come free from tax, say, on a million dollar net income ought to
be able to take care of his premiums, it seems to me. This was to
meet the argument that if you took everything above $20,000 a man
might have large premiums to pay and be unable to nuke the
payments,

r. CuesteeN. That is right. '

Senator La Fourgrre. Then it would seem to me that this sub-
section of section (Q) would depend finally upon the rates which
were adopted on individual incomes.

Mr. CuesteeN. I think that is correct.

Senator Gurrey. Did you make any change back on page 31, the
“depletion” in the bill? "Is that any change from the existing law?
. Mr, CursterN. Yes. As T understand, the vote a few days ago
in the Finance Committee was that the committee decided not to stop
any loopholes in this bill, and that is one of the loopholes that the
Nye committee found in the present law. So I assume that you
are going back to the rates of depletion in the present law. .
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Senator Gurrey, Well, there are a lot of loopholes in that. As an
oil man I can testify to that.

Mr. Cuesteen. Well, that is probably true. The Nye committes
I think considered that the present law, which provides for 271,
percent in case of oil and gas, 15 percent in the case of metal mines,
5 percent in case of coal, and 2314 percent in the case of sulphur,
provided a loophole,

Mr. Brow~. I may say the Treasury, concurring with the views
of the committee, raised no objection to the reduction.

Senator La Fourerre. I think I understand. The investigation
of the select committee, of which Senator Couzens was chalrman,
brought out pretty conclusively the tremendous advantages taken
of this principle.

Mr. Brown. Recovery of more than 100 percent capital investment
is certainly not desirable.

My, Cursteen. Of course, when you apply severe rates, any pro-
vision like the depletion, that exempts a suﬂstuntial portion of the
income, simply magnifies the inequality between such a class and
that of other classes of corporations,

Senator GUFFEY. You were discussing the question of insurance
on page 35 a moment ago. I got away from that,

Senator La Forverre. That was put in the bill, Senator, by the
Nye committee because they proposed to take ali the net income
above $20,000, and they felt that the point would be made that
men who were accustomed to have very large incomes would have
large commitments concerning their insurance, and therefore, as I
understand it, they put this device in the bill In order to meet that
criticism. Therefore, as I see it, whether this remains in the bill as
we report it to the full commitiee will depend on what kind of a
rate schedule we have.

Mr. CuesteEN. The Nye committee also eliminated section 117
from the })resont law and left that out of the war bill. Section 117
provides for the computation of the amount of income from sale of
capital assets that is to be included within taxable income. The
Nve committee eliminated the whole section,

Under the scheme of section 117, if an individual sells property
and he has held it for more than a year, but less than 2 years, only
80 percent of the income is to be taken in computing his return.

Senator La ForLerte. Then, it would seem to me, Mr. Chesteen,
that falls into the general category of a loophole, does it not*

Mr. CuestepN. I do not know whether they considered it a loop-
hole. T think they did. I think they considered everything a loop-
hole that allowed a taxpayer to have any form of income free from
tax, or above the amount that the committee set out to leave as a
maximum for tax purposes. I think that accounts for some of these
innovations they have. We have very little explanation as to why
they eliminated it.

g:mator Gurrey. That section 117, as now drafted, does not leave
many loopholes.

Mur. CuesteeN. No.

49114—36——9
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Senator Gurrey. It says:

In the case of a taxpayer, other than a corporation, the whole of the gaim
recognized upon the sale or exchange of a capitul asset shall be taken into
account in computing net income,

Mz, CuesTeEN. Yes.

Senator Gurrey. That is a good provision,

Mz, Cursteen. The Nye committee struck out the provisions of
the present law which require taking inte account only a portion
of the gain,

Senator La Forrerre. All right, Mr. Chesteen, you may proceed.

Mpr. Cuesteen. There are a number of these provisions 1 think we
can reasonably interpret as having been covered by committee action,.
and go baek to the present law. For instance, we have loans to
officers to be taxed as income; we do that at the present time, if
the Bureau can establish that the loan is a distribution rather than
an actual loan. This arbitrarily says that the loan is to be consid-
ered income. I think the change involves a constitutional question..

The striking of depletion, depreciation, and joint return, all you
want us to include under the vote that the committee took the other
day, because these were all considered as loopholes in the present law.

Senator La FoLierte. Of course, this question of depletion was
met by justification for consideration of that as a war policy as
distinguished from a peacetime policy.

Mr. CHesTEEN. Yes.

Senator La Forrerre. I think the joint return is something prob-
ably we would not want to undertake as there is a constitutional
question involved.

Mr. Curesteen. The present depletion rates were the outgrowth
of the last war. It depends upon how you view the result of the
last war as to whether you think these rates should be retained for
the next war.

Before 1917 we had no provision for discovery depletion. After
the war, you know the history of it. We perpetuated the general
effect of discovery depletion by fixing a rate of depletion for peace-
time purposes that was equal to the average, or thought to be the
average resulting from discovery de{)leti(m, so it now depends on how
you view it. If you think the depletion allowances in the last war
were too high, you should reduce present rates.

T think the second limitation in the Nye bill would prevent about
85 or 90 percent of all natural resources being allowed depletion in
the event of war, because obviously those who have been allowed
depletion very long have already recovered their base, so that the
practical effect of the Nye provision for depletion would be to deny
any depletion to a substantial portion of all natural resource
industries.

Senator Lo Forrerre. I have never been able to see any justi-
fication for the proposition of wanting to get back more capital, or
let them get an exemption for more than they have put in.

Are there any other provisions you want to bring to our attention?

Mr. CnesteeN, We have some other questions that should be
brought up for your attention, but I don’t know whether we should
bring them up at this time.
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We have the question of withholding income at the source.

Senator ConNaLLY. At the source?

Mr. CuesreeN. Yes; withholding income at the source, in case of
dividends and interest paid to aliens, and also the question of taxing
income from foreign sources—I mean income of foreign corpora-
tions operating in this country, or income of aliens that have sources
of income in this country other than dividends or interest, but I
thought we might well postpone that question until you decided the
question of corporate taxes, because your decision in all such matters
will depend upon what you are going to do with respect to corporate
taxes,

Senator ConNarLy. Does this Nye bill make it different in the
case of aliens?

Mr, CuesteeN. Yes; you are forced to, because of the severe rates
they impose in the bill,

Senator CoNnNaLLy. You are forced to what?

Mr. CurstueN. The Nye committee was forced to change all of
that scheme of taxation you have in the present law whenever it
adopted rates for individuals and corporations.

Senator CoNNaLLy. Was the tax rate different on aliens than it
would be on citizens, in this Nye bill?

Mr. CursteEN. Yes; it is different, and very severe rates.

Senator Connarry. We ought to have a clause somewhere in here
to withhold at the source all dividends and profits that go to people
who live in foreign countries, otherwise we would never get some
of it, would we? Suppose a man lives in Germany, Sweden, and
France, can we get all of that?

Mr, Mrtcuern. Under the existing law we have had, I believe
practically ever since the 1918 act provisions that require that fixe
and determinable incomes enumerated in the act is subject to with-
holding where such items of income are distributed to nonresident
aliens, and that applies also to nonresident foreign corporations, if
X may use that term; that is to say, foreign corporations which
gave neither a place of business nor an office within the United

tates.

Of course, the true situation, as you have suggested it, just simply
demands we do that, in order that we may secure the tax upon
income arising from United States sources and going direct to
foreign nonresidents.

I think our friends across the Atlantic do the same thing with a
far greater degree of severity as far as the tax rates are concerned.

Mr, Cuesteen. To be exact, the Nye committee adopted a policy
of taking 95-percent tax in case of interest and dividends paid
to foreign corporations or individuals. That is in keeping with the
tax on corporations.

Senator CoNNALLY. At the same rate?

Mr. CarsteEN. Well, the rate on corporations was to leave them
about 3 percent of the declared value, which of course might be
a rate comparable with 95 percent here.

" Sentaﬁ;or ConnaLLy. We will reserve that until Thursday and take
it up then.

r. CaestEEN. I think it would be wise, because then whatever
you do with respect to corporations will govern here; that is, you
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will have to fix this rate after you have in mind the tax on the
corporations.

Senator CoNNALLY. Are there any other matters you have?

Mr. CHesTEEN. Noj except for the questions you have postponed,
the corporate-tax rates. i .

I might mention the March 1, 1913, situation, dividends out of
March 1, 1913, accumulations in value of surplus. As you know
the present law exempts from taxes any dividends received out of
pre-March 1, 1913, value of earnings. The last war act exempted
that type of income, ‘ .

The Nye committee struck that out of the bill and made provision
for taxing dividends received during the war period, even though
out of earnings prior to March 1, 1913,

Senator CoNNaLLY, You mean earnings on property that was
held March 1, 1913¢

Mr, CHesreEN. Yes, that is right; increment in value of property
or surplus in corporations. IFor instance, if a man had a piece of
progertg' on March 1, 1913, worth a million dollars and he only
paid a hundred thousand dollars for it, if he sells it at the present
time for a million dollars he is not, taxable for any profit, because
that was the value of March 1, 1913,

Senator Connanny. That was the date of the enactment of the
first income-tax law?

Mr. Zucker. That was the effective date of the sixteenth amend-
ment,

Mr. CuesteeN. Yes; that was the date of the sixteenth amend-
ment, but it was not the date of the enactinent of the first income-
tax law. The House, I believe, on three occasions, has tried to tax
these dividends.

Senator CoxxNarLy. ITave the courts ever passed on that?

Mr. CurgreeN. Yes; there is precedent for saying that Congress
can tax those dividends.

Senator ConxarLy., How is that?

Mr. CursteeN, There are Supreme Court decisions as precedent
for «aying Congress can tax those dividends if it elects to do so.
It is a matter for Congress as to whether they want to tax them.

Senator Coxxarry. When you spoke a minute ago you were not
spcaking of dividends, but you were speaking of gains.

Mpr. CuesreeN. These gains may be either in the form of divi-
dends or they may be actual gains, If T hold property which I
held on March 1, 1913, and sell it my gain, of course, might be the
March 1, 1913, gain. If T held stock in a corporation which had a
March 1, 1913, value of property and that property is sold and
distributed in the form o% dividends, T would get a pre-March 1,
1913, dividend, and both would be exempt from taxes, one being in
the form of dividends received through a corporation and the other
in the form of receipts from the sale of my property.

Senator La Forrerre. Mr, Brown, does the House cover that in
their bill?

Mr. Brown, Yes; in the House bill it is recommended that divi-
dends paid out of profits accrued March 1, 1913, or out of increase
in value March 1, 1913, be fully taxable when distributed. That is
the recommendation of the Ways and Means Committee.
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Senator ConnaLLy. They are going to tax it.

Mr. CuesreeN. Yes; they are.

Mr, BrowN. Yes.

d Senator ConnaLLy. If we can do it legally, I think we should
o it.

Mr. CuesreeN. I think it can be done legally, and that is the
reason the House put it in the bill.

Senator CoNnaLLy. It seems to me when the constitutional amend-
ment was adopted it subjected any ‘property or income at any time
to taxation, and there is no law higher than the Constitution.

Senator 1.4 FoLLerTe. 1 suggest we leave that in the bill,

Senator ConnaLpy. Is there any other matter you wish to take
up at this time?

Mr. CuesteeN. I think we might postpone anything else until
Thursday.

Senator ConNaLLy., Then, we will recess until 10: 30 o’clock a. m.
Thursday. .

(Thereupon, at 11:45 a. m., the hearing was recessed until 10:30
a. m., Thursday, Apr. 9, 1936.)
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ollette.
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the Joint Committee on Internal Revenue Taxation.

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

S. E. Rice, office of the Senate Legislative Counsel. :

‘STATEMENT OF RALPH W. BROWN, TREASURY DEPARTMENT

Senator CoNNaLLY. Are you ready to proceed, Mr. Brown?

Mr. Brown. Yes; you asked that I ascertain the position of the
“Treasury Department with respect to the proposal tentatively sug-
gested by Mr. Chesteen. I am prepared to speak as to the rates and
schedules, estimates, and also as to the basis of the plan, if you wish
to hear it this morning.

Senator CoNNALLY. %Ve will proceed then with the basis of the
plan. Go right ahead.,

Mr. Brown. Mr. Chesteen, at a recent hearing, proposed tenta-
tively, I understand it was only put forward as a basis of discus-
sion, the possibility of trying to reconcile the administration pro-
posals that are under consideration in the House.

S?enator La FoLLerre. You are speaking now of the corporation
tax

Mr, BrowN. Yes, Senator. It was put forward as a basis of dis-
cussion, to try to reconcile the administration proposals that are
under consideration in the House, with possibly the demands for
revenue in wartime. The proposal was roughly that the corporation
rate be increased to a flat rate, say, of 30 percent, and after taking
off that 30 iwrcent that 25 percent, say, be allowed to go tax free for
purposes of war expansion, industrial operation in time of war,
and that the balance be taxed at graduated rates, that is the remain-
ing surplus be taxed at graduated rates running up to such point as
the committee might determine,

You asked that I ascertain the attitude of the Treasury Depart-
ment toward that suggestion, I have discussed it with my superiors
and the Treasury feels that it cannot go along with that suggestion

131
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for several reasons. The other day I pointed out the desirability of
having the basis of peacetime taxation the same as that which applies
in war, Of course I am not referring to applicable rates, I am re-
ferring to the basis of the tax. The reason for it, as X said, was it
is highly desirable to accumulate experience in peacetime with any
revenue act, in order to facilitate administration and to resolve many
of the difficulties, and that becomes particularly important where you
suddenly step up the rates and are compelled to face the complicated
conditions imposed by war.

Now, in addition to that it is the view of the Treasury that the pro-_
posal to impose a flat rate of 30-percent corporation tax violates very
sharply the principle of equal treatment of business income, whether
conducted by individual or partnership enterprises, or by corpora-
tions. It also discriminates s{mrply between the small shareholder in
a corporation and the large shareholder.

A very brief illustration, which does not take into consideration
all factors but makes the point I am trying to stress: Supposing we
have a corporation with $100.000 net income; under the tentative sug-
gestion put forward by Mr. Chesteen, 30 percent of that net income
would be paid by the corporation. A small shareholder having very
little other income, who, at the most, would be liable only to the nor-
mal tax of 10 percent under the committee proposal, would have
paid by the corporation 30 percent, whereas his tax liability actually
ought to be 10 percent, In other words, he would be taxed at three
times of what, under graduated principles, and under the principle
of ability to pay, he should pay.

Senator CoxNaLry. That is on the assumption, though, that le has
a vested interest in the returns of the corporation, no matter how
high they might be?

Mr. Brows. That is true. He has a vested interest in the
remainder.

Senator Conxarry. We are denying, though, that he has a vested
interest in more than a certain proportion op certain percentage of
their invested capital or their declared value on the new basis.

Mr. BrownN. Well, the new basis, of course, does not provide, I
mean in px'inciple now, I do not think it is profitable to get into the
details of the House plan, because we do not know what changes will
be made in them, but let us speak of the principle behind the admin-
istration proposals, That prineiple, as T understand it, is that, bar-
ring such provision as may be made for the taxation of earnings
received from distribution the basis of taxation is the individual, in
other words that earnings, whether they be by individual or partner-
ship enterprises, or corporate enterprises. shall be taxed in the hands
of the individuals, where the principle of ability to pay under the
progressive rates may be applied in its most accurate sense.  That is
the principle underlying it, because if we are to secure any degree of
equity in the treatment of business income, that seems to be about the
only point where we can apply it.

Now in the past, under our income tax, the individual taxes and
the corporation taxes have approached a balance, They have never
actually been in balance, but for a short period, 1924 to 1932, when
the maximum individual surtax was around 20 percent, and when the
corporation rates ranged between 12 and 1334 percent, there was a
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certain amount of balance, I'here was still a discrimination in favor
of the corporate enterprise, because of the differential between the 20
percent surtax rate and the flat 1334 percent, which was the highest
corporation rate. . When you raise the individual surtax rates, as we
have now, to 75 percent and you keep the corporate rate down to a
peint say of 15 percent, which is the maximum corporation tax today,
you have a tremendous discrimination between individual and part-
nership business enterprises, and corporate business enterprises, and
there 1s every incentive in the world for the large shareholders to
avail themselves of the corporation rates.

Senator La Fovrerre. T{)cy turn it into an investment trust ?

Mr. BrownN. That is correct. We know in certain cases the larger
corporations have increased their holdings of securities tremendously.
During the depression there has been a vast increase in the securit;
holdings of corporations, there has been a vast increase in cas
position.

And so, so far as peacetime is concerned, the administration pro-
posals are directed to the curing of those inequalities, that is the two
nequalities, the equal treatment of the various forms of business ac-
tivity and equal treatment in the corporation of the various classes
of shareholders.

The other main objective, of course, in the peacetime proposal is
the need for revenue and for approaching more nearly to the balanc-
in% of the Budget.

Now assuming, for present purposes, that the Congress will enact
legislation incorporating the principles recommended by the Presi-
dent, then we may assume that that will be the basis of corporate
taxation in peacetime.

Assuming that plan is in effect on the outbreak of war, then the

uestion is: Should you continue that principle or should you imme-
diately shift over to some other principle of taxation, whether in-
vested capital or adjusted declared value, going concern appraisal,
or differential between pre-war profits and profits during the war
time?

As to the basis of the Nye bill, the chief merit, as T said the other
day, was that you did have this capital-stock tax and its companion
excess-profits tax, and we would be accumulating experience should
it be continued under that set-up. While T agree with Mr. Chesteen
that the basis of adjusted-declared value caunot be said, at least in
the early stages, to constitute an equal basis of taxation for all cor-
porations, I appreciate the argument that is made that corporations
have had an opportunity to make some guesses. So far three guesses
have been given to.them, and if they haven’t guessed right, or haven’t
been honest about it, maybe they ought to pay the penalty.

I, personally, do not go along altogether with that proposition,
because we have more at stake than merely the question of whether
corporation exceutives have made the right decision, or whether they
have acted bona fide, we have the question of the cffect upon our
national economy.

Now, if the capital-stock tax and the companion excess-profits tax
should be continued in effect for, say, a period of 6 or 10 years, the
errors made in the original declaration, and if no new declaration
should be permitted, the errors made in the original declaration
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would be, to a certain extent, ironed out by the adjustments that
were made thereafter, and you would approach more nearly a fair
basis for determining the exemption to be allowed capital before you
imposed very high rates. But under the administrative propossl,
if concurred in by Congress, those taxes will be removed, and with
them wil! go the basis for the accumulation of experience in peace-
time,

As to the invested-capital basis, Mr. Chesteen very clearly pointed
out the difficulties there and the fact that it was not a satisfactory
basis in the last war. Economists l;,renerally have .not accepted
invested capital as by any means a wholly fair or practical basis. Cer-
tainly to shift over to the invested-capital basis in time of war, when
you do not know what the original cost was, you have got to go back
to corporate records which may or may not exist, and build up this.
basis over a period, we will assume for 10 years. If you do compel
the taxpayer to pay on the basis which can be worked out quickly,
then you must anticipate that the patriotic man will pay too much,
and t{;erefore will be entitled to refunds later on, and the man who
errs in his own favor will obtain, during wartime, advantages which
perhaps he ought not to obtain.

So that brings me back to the basis of the administration proposals.
on the House side. We believe in their equity, we believe in their
revenue-producing possibilities, and we recommend to the very seri-
ous consideration of this committee that that be the basis for your
wartime taxation.

Senator Connarry. I thought that plan was somewhat similar to
the one suggested by Mr. Chesteen.

Mr. BrowN. Only to this extent, Senator: After you have imposed
your flat 30-percent tax, of course that 30 percent is only tentative,
and allowed your 25-percent cushion for war expansion, then the
suggestion is that you impose a tax on the undistributed balance at
graduated rates running from whatever you like up to as high as

ou like, The last part of the suggestion does, of course, embody in
1t taxation of undistributed earnings, but the administration proposal
goes beyond that,

You have had for a number of years , in fact since the beginning
of the income tax, one or another provisions designed to get at the
improper accumulation of corporate surpluses, and it is a matter
of record that those provisions have been notably unsuccessful in
accomplishing hoped-for results. There are some people who believe
the mere fact they are on the books acts as some deterrent. It is
hard to say whether they have not. The fact is there have been
very few cases arising under section 220, and under the more recent
provision, section 102. Section 351, which was imposed on the per-
sonal holding companies, I think, is an effective provision. I!t is
limited only to personal holding companies, which are really availed
of for the purpose of tax avoidance.

The administration’s proposal, however, is entirely different. It
embodies fundamentally equal treatment for all business income, it
involves equal treatment for individuals within the same form of
business organization, to wit, large and small shareholders in the
various corporations, whether the corporation be large, small, or
intermediate. And it does involve the fiscal principle that corpora-
tion should pay a fair tax whether distributed or not.
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Senator ConNaLLY., Are you speaking particularly of the corpora-
tion tax?

Mr. BrownN. Yes; entirely of the corporation tax. That does em-
body the fiscal principle that whether corporation earnings are undis-
tributed or withheld, the Government shall be entitled to its fair
proportion of those earnings for the support and maintenance of
the Federal Government and its activities,

That principle has had the support of conservative and highly
reputable advisers of Congress. The late Dr. Adams as early as
1918 went on record that whether the corporation distributed its
earnings or whether they were reinvested in the business, that fiscal
necessity, and I think he said logic as well, required that they
should pay substantially the tax which would have been paid if they
had been distributed. He expanded on that in 1919 and 1920, par-
ticularly during the period when there was so much discussion about
tuking off the excess-profits tax and what substitutes, if any, should
Ibe_imposed.

Now, coming down to the question of the relation of that to the
war problem, it does seem to me that there is one other consideration
which requires some brief discussion,

Senator CoNNALLY. Are you gninpijto discuss now the applicability
of that principle to the war-profits bill?

Mr. Brown. Yes, Senator.

Senator ConnarLy. I would like to hear you.

Mr. Brown. That is correct, Senator; yes. So far as the essen-
tial war industries or those which are directly affected by war activi-
ties are concerned, it scems to me that in wartime and under con-
ditions such as we might anticipate in a major engagement in the
future, it necessarily involves a Jopurture in the case of those indus-
tries, certainly from the individualistic theory of business enterprise.
In other words, a certain amount of regulation is going to be in-
evitable, A certain amount of assistance from the (overnment and
of mutual assistance of one corporation to another in the same re-
lated group is going to be necessary, just because of the heavy
demands which modern warfare makes on the industrial machine,
and because of the need for speeding up and supplying the Army in
the field. We haven’t got time in war to worry very much about
individual theories and the likes and dislikes of the individual in
those war industries. Production and results are all that ave re-

uired. We are not concerned with whether one man felt he should
do this or another thing; we want results, and that means we are
yoing to regulate certain industries. In fact, the other titles of the
till provide for elaborate machinery for the War Department to step
in and run the whole thing if they find it is not going along
according to their likes.

So it seems to me in the case of industries falling in that class, and
those related industries which ave affected by those primary war
industries, or which supply them with ~ertain necessary materials,
that as to them any expansion must either be financed by the Gov-
ernment, or if the Government expects them to finance themselves,
that some provision has got to be made for exempting a proportion
of their earnings, such as are necessary, or for maf{in it possible for
them to go into the public markets and obtain funds for those
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purposes, Possibly the public markets will be closed. We know
that in the last war the New York Stock Exchange was closed for a
long period of time immediately after the outbreak of the World
War,

Now, it seems to me, as far as those industries which do not al-
ready have a backlog are concerned, that the committee would be
warranted, while incorporating the principle of the administration
bill, in making some specific provision for exemption of a portion
of earnings, provided they were applied to war purposes. Very
likely that could be tied up with the obtaining of certificates of
necessity, approval from cither the Washington authorities or their
local industrial control hoards. Mind you, that group of corpora-
tions is not large in number. They inay be tremendous in their
financial set-up and widespread organization, but you are dealing
with a relatively few number of corporations,

Senator ConnNarry. Well, how far would this revolving fund that
the bill carries take care of that kind of situation? That amount
would be wholly inadequate, of course.

Mr. BrownN. I agree with you, Senator. It seems to me it merely
establishes at this time the principle of a revolving fund. It is m
personal view, of course I do not know how anyone can say defi-
nitely, that the fund would probably expand into billions of dollars
before we got through.

Now if you expeet industry to finance this expansion, and if you
provide the necessary exemption from earnings for that purpose, or
if you combine the two, it strikes me it should be tied up with the
management of the war machine, and since you are dealing with a
relatively few number of corporations, compared to the entire num-
ber in the country, it does not strike me as being an impossible
proposition,

In addition to that, in the case of the war industries, instead of
being harsher in the allowance of deductions for repairs and items
of that sort, it seems to me that possibly you would have to consider
some liberalization in that respect, because obviously you cannot run
machinery night and day for some 365 days in the year without put-
ting a tremendous burden on the machinery for maintenance as well
as for replacements.

I think there exists today, in the deduction provisions of the law,
a substantial cushion in this. How important that has been in the
Inst 7 or 8 years was pointed out by Mr. Helvering in hi« recent
statement before the House committee. He pointed out in two
4-year periods, I think, in the earlier one 1926 to 1929, 16.2 billions
of dollars were used in those periods for depreciation, depletion, and
other allowances of that nature, and in the later period, 1930 to 1933,
I think it was 16.4 billions of dollars, ¥ think it represented ap-
proximately 31 percent of statutory net income. 1 am spenking just
ronghly from recollection. 8o you do have, in the deductions from
gross income, in determining net income, a certain amount of cushion,
We haven’t taken up all the slack, and I do not see an indication that
we intend immediately to take up all the slack so far as it affects those
provisions dealing with the determination of net taxable income.

Now as to the other corporations that are vastly greater in num-
ber, which, let us say. are not directly engaged in war production
and which are only remotely connected with war production, I think
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I should make it clear here that T am distinguishing between corpora-
tions that directly or indivectly are connected with the war, because
we cannot draw a sharp line between direct and indirect, but when
I speak of remotely I mean if they are affected by the war they are
only affected as everyone is affected, the whole national cconomy
is more or less affected; how shall we treat them? Well, some of
them will derive positive benefits from the war.

You take, for example, a large shoe manufacturer, He may, either
for profit reasons or for patriotic reasons, or because his plant is
comtandeered, turn it over entirely to war production, manufactur-
ing boots for the Army. As the result of taking him out of the
field of competition, some other fellow may go into the manufacture
of shoes for the peacetime population, and he will perhaps enjoy

rofit which, if he had gone into the competitive field in peacetime,
ie would not have been able to enjoy at all. Now I do not think we
have to worry very much about him, but there are others who are
going to be affected, just as the individual is affected, and it seems
to me that as to those corporations, many of their diffienltics may be
taken care of by an intelligent administration of these deductions I
have referred to by the Bureau and. if the committee feels necesary,
by some small provision for reserves. Personally T am opposed, in
principle, to make exemptions along that line, because every one
you make opens the door for tax avoldance or evasion, as well as for
loss of revenue. But I do not feel you have to worry much about that
beyond the point that you worry about the individual,

After all, you are requiring an individual to make tremendous
sacrifices.  You take a young professional man, say a young lawyer
who is just getting established and he is earning l}x,is $5,000 a year;
he is unmarried; the Army comes along and puts him on the war
front at $30 a month. You do not worry about him. However, you
have destroyed his budding practice.  You just took him.

So it seems to me, if you set up your taxation scheme and your
rates in such a manner you would avoid wrecking these corpora-
tions, if you permit them to live, if you permit them to carry on,
perhaps under some difliculties, but to carry on their peacetime ac-
tivities and making provision for the needs of the civilian popula-
tion, that you have done your duty in wartime, just the same as
you will provide the same kind of treatment for the individual, You
require him to burn less coal, as we did in the last war, to go without
butter, without sugar, or whatnot. In other words, I am suggesting
that you ask the corporations that are taking care of the civilian
population2 to carry on, perhaps under difficulties, but to the best
of their abilities, assuming the burdens we all must bear.

Senator BarLey, Let me ask you a question. Assume that this bill
were in effect and that a war occurred in which we were involved;
what would be the effect on the stocks, the common stocks in
America?

Mr. Browx. You are now talking about the administration pro-
posals which I am addressing my remarks to?

Senator BatLey. I am talking about this bill right here,

Mr. Brown. The Nye bill$

Senator Baey. Yes.

Mr. Brown. Well, T am inclined to think that there might be a
sharp drop in the value of common stocks, provided you did not close
the stock market.
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Senator BaiLey. You would have to close the stock market.

Mr. BrownN. We did that in the last war.

Senator Bamwey, That is not so important. - What would happen
to the banks that had these stocks as collateral?

Mr. Brown. Well, I think that if you did not close the stock ex-
changes and if the banks took the position that they had to immedi-
ately liquidate securities on the artificial market which would exist
on exchanges—I mean you cannot say that panic conditions repre-
sent a fair market either on the exchange or off of the exchange—-

Senator Barry (interrupting). Why can you say that? We have
no right to create legislation that would create a panic.

Mr. BrowN, You would not be creating the panic, the war would
be creating the panic.

Senator Bamey. But legislation would aggravate it. You just
said it would cause a great drop in the common stocks. The com-
mon stocks are held as collateral in the bank. Now what happens
to the banks under those conditions? Would the banks call on the
borrower for more collateral ?

Senator Gurrry. Judge, that did not happen so much in the last
war. When the stock exchange was closed the man who had com-
mon stock as collateral was protected by the fact that there was no
market for the stock.

Senator BaiLey. That did not protect him,

Senator Gurrey. It did in the North, The Federal Reserve car-
ried their loans and the owners of the stocks were protected.

Senator BaiLey. That was a 6 months’ closing law. Everything
paused. The stock markets, as T recall, were closed from August to
January 1. That is when the war broke out in Europe, not over here.
That was due to the dumping of foreign securities here. The Kuro-
peans had investments here of about seven billions of dollars and
they had to realize the cash. That does not make that stock valu-
able, that does not reinforce the collateral,

Senator Gurrey. I thought you were talking about the immediate
effect of it. That was our experience before. I know it was not sold.

Senator Baiey. During a war the war-speculation stocks go up,
but if you have this bill in effect it would be sure that the common
stocks would go down. I am not protesting, I am just looking at the
consequences.

Mr. Browx. I think you have got perhaps to decide, Senator,
whether you are going to endeavor to continue the same conditions,
ignoring the fact that you have a war, that you have got to pay for
it and you have to raise the money somewhere, I mean if you con-
template continuing peace time conditions in war, that is one thing.
Personally I do not believe it is possible. I do not believe it will be
possible, particularly under the conditions of any major war that we
might get into in the near future.

Specifically answering your point about, the stock market, that
happens to be a field where I have had considerable experience, inas-
much as until very recently I have been one of the counsel for the
New York Curb Exchange. __

Senator Bamey. The New York Curb? .

Mr. Brown. The New York Curb Exchange, and I helped organize
their stock clearing corporation. I have worked in the stock clearing
corporation of the New York Stock Exchange, and I cannot conceive
that the stock exchange authorities would do anything else, whether
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.you have this bill or do not have this bill, other than close the ex-
changes on the breaking out of a major engagement, presupposing,
-of course, the conditions you assume.

The individuals who are operating that delicate machinery take
into consideration ail these possibilities. Whatever you might feel
about the business and financial interests in New York, I know those
who are operating this very delicate machinery take into considera-
tion all these possibilities. Let us say that self-interests alone
prompts them to do it, nevertheless a tremendous amount of thought
by the most skillful technicians is devoted to these problems that we
are talking about and with a very complete appreciation of their
responsibi ities,

Senator Gurrey. How long was the Stock Exchange closed in the
panic of 19077

Mr. BrownN. I do not know, Senator. That was before my time,

Senator Gurrey, It was closed for some weeks and months,
‘wasn ¢ it?

Mr. Brown. I don’t know.

Senator Gurrey. We had no war at that time,

Senator Bamey. That was a very brief closing period. It was
brought on by an acute situation. We had two or three strikes.

Senator Gurrey. I thought that you would recall how many days
it was closed.

Senator BaiLey. That is too far back for me to say, but I do not
think the stock exchange was closed 4 days in Roosevelt’s time in
1907,

Mr. Brown. In 1907%

Senator Bairey. Yes; it was in that fight between the Northern
Pacific and the Southern Pacific.

Mr. Brown, I recall it historically, but I do not recall the dura-
tion of it.

Senator Gurrey. It was closed longer than that. That is my
recollection, I remember, as I was on the finance committee of one
of the trust companies, that collateral loans were not paid then, and
the commereial loans were. I do not know how long it lasted. You
had to protect your collateral loans all the way through.

Mr. Brown. I am conscious of the fact that I am presenting a
thesis. I am trying, in a very general way, to discuss with you the
reasons why, without going into the details of any bill, the Teasons
why we feel you should consider seriously using the same basis for
this war bill as that proposed by the administration. Of course
that is all based on the assumption that Congress will go along with
those proposals. I do not know whether they will or not.

Senator Baimey, Let us take another view of it. A prudent
banker would anticipate the situation.

Mr. BrownN. Yes, sir.

Senator Bairy. Would he be willing to take these stocks as collat-
eral, with this bill in effect? If he should take them and if he
should feel war coming on, would not he immediately begin to call
his loans in?

Mr. Brown. Well, I do not think that is the way it works, If it
was an isolated situation affecting just a certain number of his
horrowers, he might take that action, but here is a bill which takes
in a large number.
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Senator Barey. The banks have to keep liquid. They would an-
ticipate this. Suppose on tomorrow, this bill being in effect, there
came a situation out of which the bankers thought there would be a
war, and we were in it, do you think they would not take steps to
protect themselves against a drop in the stocks? Do you think they
would let the stocks go way down below the value of the loan?

Mr. Brown. Noj; but a banker knows a condition of that sort does
not in any way reflect the true value ot the intangible property in
question.  Also, T will say to the Senator, that there are other ways
in which our Federal financial machinery works, in which you can
secure the necessary ligquidation. You have your Federal Reserve
System, on which you have conferred additional powers, If neces-
sary, you can confer additional powers, just the same as you contem-
[)l&l.tt‘(f it during the last depression,

Senator Bamey. The Federal Reserve System does not put out
money on inadequate collateral.

Mr, Browxs. I am not a financial theorist. I am not qualified
to discuss it, but I do know that, for example, you could, if you
saw fit, or if compelled to, adopt your 100-percent coverage Sf'stem,
which would at least take care of the worry of liquidity. If you
adopt the dollar-for-dollar coverage system you have very largely
disposed of the individual hoarding and the fear that you have got
to be liquid in order to meet runs on your bank. With a 100-percent
coverage you cannot have a run on your bank that would get
anywhere,

am not advancing that on behalf of the Treasury as a sugges-
tion. I am just saying there is one way which a large body of
economists have said is sound. I do not know whether 1t is or not.
I know a lot of cconomists who have a reasonable reputation say
it is,

Senator BaiLey. Don’t you think we might make a provision
whereby common stock would be entitled to receive a fair return?

Mr. Brown. What is that

Senator Baiwey. Don’t you think we might so amend this bill as
to make a provision for common stock to receive a fair return?

Mr. Brown. I do not know that it needs to be done in quite that
way, Itis up to you to decide to what point you would want to run
the rates, and the rates will determine whether there will be funds
available to take care of preferred stock first and your interest pay-
ments, and after that, if you see fit, common stock.

Senator Baiey. You must take care of that preferred stock in
order that common stock would get anything.

Mr. Brown. Oh, yes; the law imposes that duty.

Senator Bamry. After the preferred stock is taken care of, then
the common stock gets a percentage.

Mr. Browx. From the tax point of view you do not have to take
care of it.

Senator Bamey. There shall be some profit even to the common-
stock holders. That is written on the face of the bill. Therefore
you must pay the preferred stock in full, because otherwise the
common stock would not get as much as is provided in the bill.

Mr. Brown. I would like to make it clear to the Senator that I
am not trying to suggest the maximnm point of the rates, or whether
you provide a profit or do not provide a profit, I am merely talking:
about the basis for the application of the rates.
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Senator Bairey. It involves the base,

Mr. BrownN. You mean the administration plan involves the base?

Senator Baicky. I do not know what the administration plan is.

Mr. Browx, The administration plan primarily, after making cer-
tain provisions for corporations, proposes that the remaining cor-
porate income shall be taxed in the hands of individuals at the pro-
gressive individual rates, or if they prefer (o keep them, they ave
not trying to say you shall or shall not keep them, if you do keep
them that the Govermment shall receive an equivalent amount of
revenue which it would have obtained if they had distributed it.

Senator BarLey. That is simply an extension of the plan that is
proposed here in the new tax bill,

Senator Connarry. That is what he is talking about.

Senator Bameey, He says that the Government shall pay an equiva-
lent amount.  As T understanil it now, the Government shall pay 22.5
percent, I saw that in the paper this morning, that the Government
shall pay 22,5 percent as the Government’s share. That is not deter-
mined,

Mr. Browx. T do not know what the latest schedules are as to the
Government’s share.

Senator Gurrey. Did the Government submit a schedule? They
just brought a general plan down, did they not?

Mr. BrowN. Here or on the other side?

Senator Gurrey. In the Ways and Means Committee.

Mr, Brown. They discussed a nnmber of schedules,

Senator Gurrry. They brought a plan down,

Mr, Browx, They brought down a suggestion, and they discussed
it with the subcommittee, and the subcommittee requested the Treas-
ury to prepare schedules, They prepared dozens of schedules, a
great many schedules which have been considered by the subcom-
nittee and later by the full committee; and on the basis of those
schedules and the other points in the plan, they have held hearings,
and, from what I read in the newspapers, they will produce a bill
in a short time. '

]Sm?mtor Bamry. You propose here a 50-50 division; that is your
rlan
! Mr, Brown, The Treasury is presenting to this committee for
its consideration a snggestion———

Senator Lia Forrerre. What we were discussing, Senator, was the
“asis, upon what basis corporation taxes would be levied in this bill
in the event of war. The Nye proposal is one thing, and Mr, Ches-
teen suggested tentatively another; and Mr. Brown was discussing
an alternative which was based upon the assumption that Congress
would work out something along the lines of the administration sug-
westion concerning corporation taxes now pending in the House, and
that if that is to become the law that the wartime taxation shonld
not. shift suddenly to some other basis upon which there would be
no previous immediate peacetime experience.

Mr. Brown. That is correct, sir.

Senator CoNNaLLY. The majority of the members of the commit.-
tee want to be on the floor of the Senate. I am sorry we will have
to cut this meeting short. We will resume tomorrow at 10: 30.

(Whereupon, at the hour of 11:85 a. m., the committee recessed
until tomorrow, Friday, Apr. 10, 1936, at 10: 30 a, m.)
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FRIDAY, APRIL 10, 1936

UnNirenp STATES SENATE,
SuBcoMmrrTEE oF THE CoMMITTEE ON FINANCE,
Washington, D. C.

The subcommittee met, pursuant to adjowrnment, at 10:30 a. m,,
i!h rcom 310, Senate Office Building, Senator Tom Connally pre-
siding.

Prgsent: Senators Connally (chairmau) and Bailey.

Also present: G. D. Chesteen, J. S. Zucker, and Allen T. Akin,
of the Joint Committee on Internal Revenue Taxation; Ralph W,
Brown and P. J, Mitchell, of the Treasury Department; 8. K. Rice,
office of the Senate legislative counsel.

Senator ConNALLY. The committee will come to order. Did you
conclude, Mr. Brown, on yesterday, all that you wanted to say?
If you have not and have anything further you may go ahead.

Mr. Brown. So far as outlining the basis of the tax, Senator,

s,
Y I do not know whether you wish me to introduce at this time
the estimates on the individual income rate or not.

Senator CoNnarry. On the corporations?

Mr, Brown. On the individual-income rate.

Senator ConnaLrLy. Did you not give us those yesterday?

Mr. BrowN. On yesterday you asked me if I would not speak
first about the basis of the tax.

Senator ConnNarvry. I think we better put them in the hearing
now, then. All right, Mr, Brown.

Mr. Brown. Mr, Cimirman, at the request of the subcommittee
the Treasury has had prepared an estimate of the probable iyield
of the individual-income taxes, normal and surtaxes, under H. R.
5529, the so-called Nye bill.  And also on the two schedules sub-
mitted by the staff of the Joint Commitiee on Internal Revenue
Taxation—-

Senator ConnNarry (interposing). Those are already in the
hearings.

Mr. BrowN. Yes; those schedules are.

Senator ConnNarny., Did we not put those in the hearings the
other day?

Mr. Brown. Yes; those schedules are already in the record.

At this time I will offer a memorandum which contains the esti-
mates and explains their basis,

(The memorandum referred to is as follows:) 113
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Esthinated rcrenue from war-mrofits tae proposals on individual incomes, based
on 1928 individual incomes

[In miillons of dollars}

I R, 5520, Rates of tax and deductions for personal exemptions and
credits as under I R. 55291 earned income credit for normal tax not
allowed; dividends subject to normal tax; other provisions as under
Revenue Act of 1935 0, 783

Burned-income credit allowed and dividends exempt from notmal tax. 9, 202,

Propoesul no. 1. Normal rate 10 percent, surtax rates ranging from ¢ per-
cent on surtax net incomes in excess of $1,000, Lo 85 percent on su tax
net incomes in excess of $30,000; personal exemptions and credits the
same as in proposat no, 2; carned-income credit for normal tax nog
allowed; dividends subject to normal tax; other provisions as under
Revenue Act 0f 1080 e e ot e e e e 9, 805

Earned-income credit allowed and dividends exempt from normal tax. 9, 123

Propoesal no, 2. Normal rate 10 percent, surtax rates ranging tfrom ¢ per-
cent on surtax net incomes in excess of $1,000 to 80 percent on surtax
net incomes in excess of $76,000; personal exemptions, married $1,000,
single $800, credit for dependents, $250; ecarned-lncome credit for
normaul tax not allowed ; dividends subject to normal tax; other pro-
visions as under Revenue Act 0f 2980 - oo 7,202

Farned-income credit allowed and dividends exempt from normal tax. ¢, 520

1 Normal rate 8 percent, surtax rates ranging from 10 percent on surtax net incomes in
excess of $3,000 to 03 percent on surtax net incomes in excess of $20,000; personal
exemptions, married $1,000, single $500, credit for dependents $100,

Mr, Browx. I think it only requives a brief exp:lanation.

The committee, as you will recall, left it to the Treasury to deter-
mine the year which they would take as a point of reference in mak-
ing these estimates. I discussed that rather fully with the Treasury
actuaries,

Senator Connarny. Senator Bailey, Mr. Brown is just explaining
that he is putting in the record the estimates based on those two
schedules that the Joint Committee on Taxation submitted to us.

Senator Bamey. What we had the other day?

Senator CoNxaLLY. Yes; he is just beginning now to explain it.

Mr. Brow~. And as the result of our diseussion, we decided that,
probably the vear 1928 would most nearly represent industrial
activity and the production of business profits comparable with a
war year, assuming this country should be involved in a war within
the next 2 or 3 years,

So these estimates are based on the revenue statistics for the year
1928.

Senator ConnNarLLy. 19287

Mr. Browx. Yes, sir. I have also asked them to make similar
estimates based on a selected war year during the late war, but
owing to the tremendons pressure they are under in connection with
work for the Ways and Means Committee, they hive not been able
to do that so far.

Iixcept for changes in rates, personal exemptions, and so forth,
as indicated on the table. the provisions of the Revenue Act of 1935
with respect to the definition of income were those employed in
making the estimates,

Senator Bamey. You have all of that written out.?

Mr. Browx~, T have a memorandum which I have offered for the:
record, Senator.
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Senator Bamwey. Why not insert it in the record and we can read
it, instead of taking the time to read it now, and it will save us a
lot of time?

Mr. Brown. It .was inserted in the record before you came in,
Senator. '

I am just explaining one or two things that do not appear on the
face of the memorandum.

That is o1l I have to say.

Senator Bauxy. They are individual rates?

My, Browx. They are individual rates; yes, sir.

Senator Connary. Individual incomes.

Senator Banky, .Are you going to submit some corporate raies
and estimates?

Senator ConyaLLy., As soon as we determine the basis that we
are going to proceed on, I suppose we can have those rates, could
we not : 1 mean those estimates?

Mr. Brows. Yesy the basis and the various returns of the rates.

Senator Bamtky. When you do that I wish you would pay some
special attention to the comnion-stock interest in the corporation.

Mr. Browx I think that, probably, Senator, is a matter for the
determination of the subcommittee.

Senator Bamky, My views arve simply stated. X am in favor of
paying preferred stock dividends according to the tenure of the cer-
tificates. whatever they may be, in order that the common-stock
holder may receive a fair return on his investment. That is based
on the theory, which we adopted here, that there was to be some
profit. and an appeal at any rate, reasonably and conservately to the
profit motive, And in order that you may do that you must pay
or enable the corporation to earn the dividends on the jreferred
stock, for the reason that unless they do earn and pay the dividends
on the preferred stock they can not pay any dividends on the
commion,

Mr. Browx, That is correct. Many of them are governed by
contractual obligations,

Senator Bamey. Now that predicates an allowance of a reasonable
profit-—whatever that may be I do not know—on the common stock.

Senator CoxnNanL, Let me ask the other experts and you, Mr,
Brown, at present in computing the net income of a corporation, do
you deduct interest paid out on preferred stock?

Mr. Cursteex, We do not.

Mr. BrowN. No.

Senator Cox~NaLLy. You are not allowed to deduct that?

Mr. CoesrreN, You mean dividends paid on preferred stock?

Senator ConNaLLy. Yes,

Mr. CuesteeN. We do not.

Senator CoxnNarny. Is not preferred stock in effect a bond issue,

Land that is all it is?
© Mr. CuesteeN. It may be a substitute, but as a matter of fact it
i not.

Senator Barvey. It is a preference.

Muv, CamsteeN, It is a preference stockholder, that is all,

Senator ConNarry. I understand it is a preference,
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Mr. Cuesteen. He has preference on a dissolution and has pref-
erence on dividends.

Senator Conxarry. A bondholder has preference on a dissolution.
He has the first lien on the assets of the corporation, does he not, Mr.
Brown? :

Mr. Brown. That is correct. But he has no interest in the equity..

Senator ConNaLLy. Yes; in the equity after the debts arve paid.
But the preferred stock ordinarily only gets 7- or 8-percent divi-
dend, or whatever the interest still is, and then the common-stock
holders get all the balance of the income. .

Mr. Brown. That is right. And they are entitled to whatever
assets remain on dissolution.

Senator BamLey. A preferred-stock holder has a contractual right
with reference to the common stock, that is all he has.

Senator ConNaLny. Senator Bailey, do you not raise an issue,
though, that you cannot very well distinguish? If the corporation
is permitted to earn 4 percent, we will say, or 5 percent, or whatever
basis we determined, why, it is then the business of the corporation
as to how under its bylaws and organization as to what it will do
with that profit. We cannot very well say we are going to devise
a tax scheme to do this for preferred-stock holders, or to do some-
thing else for the common-stock holders, because some other cor-
poration might not have any preferred stock, and it might
all be common stock, and vou could not apply one rate for one cor-
poration any different than you could for another. Would it be
very practical, Mr, Brown?

Mr. Brow~. I do not think it would be very practical, Senator.

I think that will adjust itself if the rates permit the retention of
earnings, enough to take care of the matters Senator Bailey rofers to.

Senator Coxnarny. That is what I mean, if the income of the
corporation ix such under this bill as to allow it a reasonable profit,
why, then the distribution of those profits is no concern of the
Government, it seems to me.

Senator Batey. You will recall, Senator, that the witness liere the
other day—TI have forgotten his name—predicated his testimony
upon a 3-percent profit.  And a 3-percent profit would pay only half
the preferred dividends and nothing on the common,

Now. if you follow that principle through, here is what will hap-
sen, and it will happen very quickly: Common stocks will cease to
{)c collateral in bun]{s, and " they will cease 1o be of value on the
stock market, beeause vou have got this act hanging over them in
which their value is extinguished, and there is nothing to accumulate
f‘m' them, nothing to be paid out for them, and the common stocks go
down,

Now we are not writing a law here with a view to breaking the
stock market. or to destroying the value of collateral. We must
write the law so as to prevent anything of that sort. We do not
want to bring on a collapse.

Mr. Browx. May I suggest this, Senator, that T hold no brief for
3 percent, nor any other percent. The Treasury has felt that that
was not within its province.

But the 3 percent you are speaking of might in certain circum-
stances take care of not only the dividend on the preferred stock,
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but also dividends on the common stock, because that 3 percent is
not the same 8 percent that you are taiking about when you are
talking about dividends. It is 8 percent on the adjusted declared
value. In other words, you allow a corporation to take off 8 percent
of their earnings measured by adjusted declared value before you
impose the graduated heavy rates. 8o 3 percent of the corporation’s
net taxable income might be sufficient to take care of the preferred
stock dividend-——

Senator Bamwry (interposing). It might be.

Ml:'. Brown (continuing). And provide something for the common
stock.

Senator ConNaLLY. And a corporation might have $1,000,000 capi-
tal stock and only $200,000 preferred stock.

Mr, Brown. That is correct.

Senator CoNNarLy. And in that event 3 percent on a million
dollars would more than pay it.

Senator BarLy. Yes; pay the preferred and leave a little for the
common. What I am looking for is a fair allowance on the whole
investment. That is the principle which we are following here.

Sf(;n%;tor CoxnNaLLy. Your point is we ought to allow a larger net

rofit

P Senator BamLey. A larger net profit; yes.

b_sgnator Conxarry, A larger net profit than is proposed in the
i

Senator Bamey. Than the witness recently advocated ; yes.

Senator Coxnarry. I do not know that Mr. Brown advocated any
particular return.

Mr. Brown. I am not advocating any return whatsoever.

anator Bamey. Noj not you, but the gentleman who was here last
week,

Senator Connarry. Mr. Flynn?

Mr. Brown~., Mr, Flynn; yes. He was the gentleman who organ-
ized the group which I understood worked on title I of the tax bill
portion of the Nye bill of the Munitions Committee.

Senator Bamey. 1 am perfectly willing to go along with the idea
of providing revenue as to the war with a view to raising as much
money as is needed on taxes, rather than bond issues. I know that
is academic. I know that when a war breaks out the picture will
change so rapidly that in all probability all this legislation will be
uprooted. This is theoretical. I am willing to go on on the theory
of raising revenue in that way, but the theory ought to be a reason-
ably sound theory. And I do not think the way to prevent war is
to threaten the public with so mueh taxes that no man would dare
to vote for war in defense of this country. I do not care to put that
penalty on the American people. I am no advocate for war, but I
would like to give the people of this country a fair chance to fight
if they have to fight.

Mr. Brown. Yesterday, Senator, I was devoting most of my re-
marks to the basis of the tax bill, and I was pointing out that the
President had made certain suggestions in a tax message, which
are under consideration in the House, and which alter the basis
of the corporation income tax, and suggest the repeal of the capi-
tal-stock tax and its companion excess-profits tax, which form the
basis, or rather the capital-stock tax did, of the Nye bill. They
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use that basis of adjusted declared value as the basis for deter-
mining the percentage of exemption before you apply your heavy
graduated rates. And I was emphasizing that it was of the utmost
importance in the administration of any tax law, particularly one
which so vitally affects our national economy, that we should accu-
mulate experience in peacetime, and not have to overnight change
over to a totally different basis in respect to which we have almost
no experience.

Senator Bamgy. I think we should base what we are doing on our
experience. L think this act ought to be coordinated with the act
that is assumed to come down from the Ways and Means Com-
mittee.

Mor. Browx~., Then I also spoke in respect to a tentative suggestion
made by Mr. Chesteen, part of which involved a flat corporation
rate, say, of 30 percent. And I was asked to give the views of the
Treasury. And after consulting with my superiors I presented to
the committee the view that the Treasury did not feel that it could
go along, because of the diserimination we felt that would result,
particularly in the case of the small stockholder. Also it discrimi-
nates between business profits produced by different forms of busi-
ness organizations, to wit, individuals and partnerships in relation
to corporations.

Senator ConnNarny. Were you here yesterday, Senator Bailey,
when Mr. Brown, as I understood him, contends that the theory
underlying the Iouse bill, and which he wants to adapt here insofar
as possible——— .

Senator BaiLey (interposing). Of the House bill? The Nye bill?

Senator Connarry. Noj the House bill is the general tax bill,

Senator Bamwey. You mean over heref?

Senator ConNaLLy. Noj the general House bill now in the process
of formation.

Senator Bamwey. Yes; I know about it.

Senator ConnNarLLy. Its theory is, in the final analysis, individu-
als will pay the same rate of tax on their income, whether that is an
individual income in a little individual business, or whether it is
dividends or profits from corporations. In other words, regardless
of the source of the income, in the final analysis, every man with
‘$5,000, no matter where he got it, will pay relatively the same tuax
as every other man with $5,000.

I5 that right, Mr. Brown?

My, Brown. That is correct; yes, sir.

Senator ConnNarLy. That is the general theory.

Senator Bamwxy. That is the analysis of the existing law?

Senator ConvNarLy. Noj he contends under the existing law indi-
viduals are discriminated against in favor of corporations.

Mr, Brown. Or it may work the other way. Take two concreto
examples. You may have a very small businessman, who cannot
afford, under existing law, to use the corporation form with its ad-
vanlages of limited liability, because the corporation rates ranging
from 12.5 to 15 percent of corporation income are in excess of what
he would have to pay if he conducted his business as an individual,
So, although he would like to do business as a corporation and have
the advantages of limited liability, he is compelled to do business as
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an individual because he pays less tax that way. Then there is the
reverse situation. The larger corporation, which pays, say, the max-
imum of 15 percent on income and fails to distribute the balance.
Until it does distribute it, it goes tax free so far as the surtaxes are
concerned,

Senator BarLey. If a partnership makes tremendous profits, it
suffers the penalty of a graduated tax on individuals?

Mr, Brown. That is right.

Senator Bamey. And if a corporation makes tremendous profits.
there is a limitation ?

Mr., Brown. That is right.

Senator BaiLey. At the point of 1534, I believe?

Mr. Brown. Fifteen percent.

Senator Bamwry. Yes; 15 percent.

Mr. Brown. It was 1334,

Senator Barey, That is in contemplation of the declaration of
dividends which pass out to the individual and get into the higher
brackets. That is the theory of the tax law?

Mr. Browx. Undoubtedly; that motive has influenced the decla-
ration of dividends. I do not «ay (hat is the sole motive.

Senator Baitey, The new tax law is based on no theory whatever
of taxation. It is the theory of economy. It places a penalty upon
the accumulation of surpluses, and that is the theory of it, the penal-
ization of surpluses.

Mr. Browx~. I would put it another way.

Senator Barey, T question whether it would even be classified as.
a tax bill. Tt is a social and economic theory.

Mpr. Brown. I do not agree, with great deference to the Senator,

The fundamental basis of this bill, as I understand it—and, of
course, I have to give vou what iy understanding is, as I have
not gotten together with all my associates in the Treasury and
arrived at a common way of stating the whole thing. The thought
is this: That corporation income should either be distributed to the
sharcholders, whetre it would be taxed at the graduated rates in
accordance with the ability to pay, or the Government should receive
from the corporation the equivalent of what it wonld have gotten
from the shareholders. TIn other words, the thought is that the
Government revenue should not be diminished because the individual
selected the corporate form of business organization in preference
to some other form of business organization,

Senator Connavy. In other words, the corporation can elect that
if it wants to keep the surplus, then it can keep it, but it must pay
the same tax as if it was distributed?

Mr. Broww. That is correct.

Senator Bamey. It now keeps it?

Mr. Browx, That is correct,

Mr. Cruesteen. What about ths distribution of those earnings
after they are once taxed to the corporation? Are they distributed
free or are they to be subject to tax again?

Mr. BrownN. Under the House bill—and of course we are talking

_about something which is in a tentative state even in the House at
this moment—it is contemplated that the undistributed earnings on
which the corporation pays a tax shall not be tax free upoen subse-
quent distribution.
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- But, of course, you must remember in that connection that while

undoubtedly distributions are made out of those reserve funds—I
am not speaking of reserves, but of the undistributed earnings—a
large proportion of them go into capital of a nature which is not
capable of being readily distributed. They go into plant and equip-
ment.

Senator BaiLey. And employment?

Mr. Brown, Sir?

Senator BarLey. And employment?

Mvr. BrowN. On that subject, while T do not know that it is reall
germane to our discussion so far as the war bill goes, we discovered,
Senator, that a much #maller proportion of these so-called reserves
actually were used to maintain employment, to maintain dividends,
for that matter, than has been supposed, and we find the biggest use
of surpluses that has been made during the depression has been in
wriling off losses and in making bookkeeping chavges against sur-
plus. Of course, that was in an attempt to produce the liquidity
which a great many people imagined actually existed.

You want to remember that these reserves do uot exist to such a
great extent in the form of cash and marketable securities that could
be immediately converted into cash. They existed in the form of
plant, equipment, inventory and so forth.

Senator BaiLey. They were simply written down.

Mr. Brown. We find that the biggest use made of these so-called
surpluses was used for writing off losses, and readjustment of capital
structure.

Senator BaiLey. That was a necessity. T do not see how you
could have avoided that. If they had not had the surplus their
structures would have been very badly impaired.

Mr. Browx. In speaking of employment it is an interesting thing
to note that we find that wages dropped almost at the same rate as
the corporation income dropped during the depression.

Senator ConnarLy. Isn’t it a rule, one of the first rules of business,
that when slacking up business comes the pay roll is the first place
they cut?

Mr. Brow~. Yes: but the argument is made by many who will
oppose these proposals that they are used to maintain employment.
And undoubtedly they were used to some extent, and by some cor-
porations far more than others, but by and large we find that to a
very limited extent, taking the experience of an average for all cor-
porations, were the surpluses used to maintain employment.

That is a matter which of course is not susceptible of proof in the
sense that two and two make four, but that is based on reliable
statistics from sources.

Senator CoxnNarry. Mr. Brown, I do not want to cut you short,
but I am very anxious, since we won't be able to get a vote on these
matters today, as there are only two of us here, to hear Mr., Chesteen
in criticism—I do not mean hostile criticisin—or in comment on the
testimony of Mr. Brown, so that the other members, if we should
have a vote on Monday, can have the copy of the hearing to read.

What do you think of that, Senator Bailey?

Senator BarLey. You think about having a vote?
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Senator ConnaLLy. Yes; we are thinking of having a vote as to
certain of these matters whenever we have suflicient attendance of
the committee.

Senator Baiey.-1I do not want to vote on this bill, T will say
frankly, until I have seen what the House is going to send over
to us.

Senator ConnNarry. I thought, though, we might be able to deter-
mine some of these aspects of the bill, so the draftsmen can be
going ahead and getting it in shape for submission to the full
committee.

Mr. Brown. T was trying to suggest yesterday that there is some
difference in the problem between wartime and peacetime.

After all, in our peacetime bill that is under consideration now on
the other side, we are trying to maintain our individualistic economy,
whether it is the individual doing business or the corporation. In
other words, we suy, “We are not interfering with your affairs.
You do as you like. All we want is that you shall pay a fair pro-

ortion of the revenue to the Federal Government, whether you do
usiness as a corporation or any other way.”

But when you come to war, the needs for revenue are stepped up
beyond even what they are today, and, though through necessity of
speeding up war production, you have to disregard a great many
principles inherent in an individualistic economy. As I said yester-
day, as far as the war producers are concerned, the General Staff is
gomg to be chiefly interested in production. They want to supply
the Army in the field with all it needs. And they cannot be too
much interested in the means by which it is financed.

So it seems to me insofar as war industries are concerned, and
those indirectly contributing, that you have perhaps got to make a
differentiation between those corporations and the corporations, the
Iarger in number, which are taking care of the needs of the civilian
population.

I just mention that because the Senator (Senator Bailey) was
not here at the time I expressed that view,

Senator ConxarrLy. All right, Mr. Chesteen.

STATEMENT OF G. D. CHESTEEN, O THE JOINT COMMITTEE ON
INTERNAL REVENUE TAXATION

Mr. Curstren. Senator, we have some 10 or 15 changes in this
bill that have not been passed upon. Do you want to take those up,
or do you want to go on with this other subject instead?

Senator Convarry. You mean 10 or 15 changes from the normal?

Mr. CursterN. From the peacetime bill.

Senator Coxxarry. What do you wish about that, Senator?
b_l?gnator Bamey. You want 10 or 15 changes from the peacetime

i

Mr. CiesteeN. At least 10 or 15 changes.

Senator Bamey. What is the peacetime bill?

Senator ConnarLy. He means our regular normal bill,

Mr. CaresteeN. The normal peacetime bill, the 1934 act.

Senator Connarry. I think, Mr. Chesteen, rather than take those
up, since we have such a small membership present this morning,
that we might go on with what we have been discussing now, and
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then take those uF Monday when we hope to have a full attendance,.
because you will have to go over it again when they are present also.
if you do it now. .

genator Bamey. You mean by the peacetime bill the existing
revenue law?

Mr, CursreeN. Yes; the existing revenue law.

Senator ConnaLLy. You mean 10 or 15 departures in this bill?

Mr. CuesteEn. That is right.

Senator ConnaLLy. From what are regular and existing in peace--
time?

Mr. CuEesTeeN. That is right. :

Senator Barmey. Yes; but in the meantime we have got a new
peacetime bill coming over, and I question whether it would be
worth while to submit some criticisms on the existing law until we
know where we are going to on that to a very great extent, and then
you can suggest your changes upon that basis.

Mr. Cuesters. The present proposal over in the House does
not contemplate any changes in net income in the present peacetime
bill. The Nye bill makes quite a number of changes in the present
peacetime law. )

Senator BaiLey. The Nye bill was not written with a view to.
revenue. I fully realize that, And I am not inclined to just take
that bill and swallow it whole. When I vote for one I am going
to vote for a revenue bill with no ulterior purpose, and just let the
purpose be revenue, But, however that may be, I think you better
wait before you make any changes unless and if you can point out
there where this so-called Nye bill has changed the system of de-
ductions and allowances under which we arrive at what we call
true taxable income, and if so, I would like to see them, because
that has got to be done fairly.

Mr. CaesteeN. We contemplated that, and we are preparved to
point out to you the departures from the peacetime bill.

Senator Barey. All right. I would be glad to have you give a
memorandum on that.

Mr. CugsterN, Do you want us to do that at this time, or do you
want us to go ahead with the other changes?

Senator Bamey. Senator Connally suggested it might be done
when we had more members present, but Igthink it would be better
for you to put a written memorandum in the record. You see that
is in the nature of an analysis of the Nye bill with respect to deduc-
tions and allowances, is it not, showing where it changes that part
of the system?

Mr. CresteeN. In the first part of the hearings we pointed out a
number of the major changes, major departures, and that is in the
first part of the hearings.

Senator BarLry. And they affect the determination of taxable
income?

Mr, CnesreeN. That is right.

Senator Bamvey. Now, I would like to have those written out
seriatim, so I could see myself whether they were fair or not. If
you have them written it will be just as well to put them in the
record and let us read them.

Mr. CrursterN. We have not prepared a written criticism to each
one of these, because we contemplated explaining them orally to
the committee and let the committee get our reaction to the changes.
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Senator BaiLey. Suppose you proceed, then. You do not have
the memorandum? You have to dictate it into the record?

Mr. CursreeN. Shall I proceed with these changes, or proceed
with t.l?le criticism’ of Mr. Brown’s suggestions here to the subcom-
mittee

Senator BarLey. Suppose you proceed with the criticism of Mr.
grownl’]s suggestions, That 1s in line with the request of Senator

onnally.

Mr. Cuestren. Mr. Brown’s suggestion, as I understand it, con-
templates a graduated——

Senator Bamey (interposing). Before you go further, Mr. Brown
over here [indicating] represents the Treasury, does he not?

Mr. Cuesteen. Yes.

Senator BarLey. Whom do you represent ?

Mvr. CuesteeN. I am representing the staff of the joint commniittee,

Senator Bamwey. The what?

Mr. CuesteeN. The staff of the Joint Committee on Internal Reve-
nue Taxation.

S Senagor BaiLey. Now, that is a joint committee of the House and
enate ?

Mr. CuesreeN. That is right.

Senator BaiLey. All right.

Mvr. Cursreen. The proposal discussed by Mr. Brown, as I under-
stand from the report of the subcommittee of the House, contem-
plates a graduated tax on the undistributed earnings of corporations.

Corporations are divided into two classes for the purpose of this
tax. Those below $10,000 are taxed on a graduated scale reaching
20.5 percent,

Corporations with net incomes above $10,000 are taxed at a grad-
uated scale extending up to 42.5 percent.

The taxing of corporation income during a war period with this
scheme of taxation, I assume, would be at much higher rates than
in the peacetime bill. T think this is obvious from the fact that you
are contemplating a higher surtax for individuals during a war
period. The effect of a graduated tax upon the undistributed earn-
ings is intended to encourage distribution.

. Se?nator Bamwey. And does it not also tend to discourage expan-
sion

Mr. CurestEpN. I would say if you make the rates high there would
be a great urge on the part of the corporate officers to advise liberal
distributions. .

Senator BaiLey. Yes.

Mr. CugvreeN. It necessarily would mean that financing and
expansion must be taken care of in some other way.

Senator Baiey. Should it stop? It would not do to borrow
money.

Mr. CuestreN. No,

Senator BaiLey, Because you would have to earn $3 to pay one,
would you not?

Mr. CursteeN. That is ri%ht. Now, the alternative which the
corporation would have would be to pay this very high tax on a
part of its income.
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Under the proposal of the House the rate is 42.5 percent. The in-
crease of that rate in a war bill probably would be to such an extent
that only a small part of the earnings would be retained by the cor-
poration. The plan itself contemplates that when the earnings are
distributed they likewise are subjected to a second tax in the hands
of the individual, both normnal and surtax rates.

Senator Bamey. Let us get that clear.

Mr. CnesteeN. Let us take the House plan——-

Senator Bamey (interposing). Now, I want to get that clear.

Here is a corporation that has earned 10 percent this year. Now,
how much tax would it pay, assuming that the 10 percent was
$1,000,000%

Mr. CursteeN. Let us consider a maximum tax which a corpora-
tion pays on the proposal of 42.5 percent if no distribution is made.

Senator Bamey. All right.

Mr. CuesteeN. The plan leaves to the corporation, if it does not
distribute anything, 52.5 percent. of its net income.

Senator BamLry. The corporation would retain 52.5 percent and
the Government would get the 47.5 percent, is that right?

Mr, CnesteeN. That is right.  If these earnings are distributed in
subsequent years to stockholders a tax rate as high as 75-percent
surtax and 4-percent normal tax, making 79, would apply.

Senator Baiey, That might be in the hands of an individual
who had an income in excess of $1,000,000, is that right?

Mr, CuesteeN, In excess of $3,000,000; in the hands of an indi-
vidual.  Now, if we ascume that all of the 52.5 percent is distributed
to a stockholder in the highest b acket. 42.5 percent of the income
will be taken as corporate tax, and approximately 41.5 percent from
the individual, making a total of approximately 84 percent on cor-
porate earnings,

Senator Bamey. That disregards altogether what we used to refor
to as the law of diminishing returns, does it not?

Mr. Caesteen. I am afraid not. v

Senator Bawey, What is that?

My, Cuesteex. I am afraid not.

Senator Bamwey, You are afraid it does not disregard it?

Mpr. Cursteen. I am afraid it does.

Senator Bamey. Go ahead.

Mr. CuesteeN. Mr. Brown in this statement states that this prin-
ciple has tended to put the corporate taxpayer and the individual
taxpayer on somewhat the same basis, in that the corpovation is
required to pay a tax if it retains its earnings comparable with the
tax which the individual would pay such as in a partnership in a
similar business.

Senator BaiLey. There is nothing to prevent a partnership from
being converted into a corporation, is there?

Myr. CuesteeN. No: that is true.

The difference that T have pointed out would seem to indicate
that if the corporate earnings are not distributed, if they are retained
by the corporation and then ultimately distributed, that it does
penalize the corporation earnings in comparison to the partnership.

Senator BarLey. If there is a subsequent or delayed distribution
there is an additional penalty?
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Mr., Cuesteen. Yes; on subsequent distributions the earnings of
the corporation are taxed at the full.

Obviously, corporate earnings are subject to a tax in the year
earned if tf;ey are not distributed, and subjected to a second tax at
the full rates, normal and surtax, when distributed.

Senator BamLey. You are making an impression on my mind that
the law as proposed would give the partnership an advantage; is
that what you are driving at?

Mr, Cugsteen. I think that is true, unless the corporation dis-
tribut;'s its earnings to the full extent in the year in which they are
earned.

Senator Barey. Of course, the corporation is not going to be able
to do that, and any theory that it will is not founded upon ordinary
common sense. I think 1t is perfectly apparent to anybody that a
corporation that distributes every year all it makes is bound to bust,
and no power on earth could keep it going; and the same way with an
individual.

Senator CoNNaLLY. It might do that for a while, and if it got in
an unsafe condition it could quit.

Senator Baiey. That is wholly based upon the fact that God Al-

mighty does not run the world on an annual basis, and the theory
that He does is fictitious. Man invented that theory. Corporations
may live for 10, 15, 20, or 40 years at a time during good times and
bad times, and the surplus of one time tides them through the debts
of sf\llbseqnont years. And no man can make sure of making annual
profits.
! Senator CoNnaLLY. Senator, on the other hand, take an individual
and his income cannot be seriously segregated really on the first of
January, unless he is on a salary. And if a corporation wants to
retain these dividends for a surplus should it not pay the tax the
same as the other corporation that does distribute its dividends?

Scnator BaiLey. It does pay now,

Senator ConnaLLy. It does not pay in the same ratio now,

Senator BarLey. But the corporation pays.

Senator Connarry. It pays, but when 1t distributes those profits
the man who gets them pays another tax.

Senator BaiLex. That is over on the other side of the ledger. I
am willing to go after the man who gets them if you wish. But the
corporations do pay now on profits whether they distribute them or
not.

Senator ConvarLy, So far as the corporation is concerned, but the
owners of the corporation who are stockholders do not. In one case
they do pay when they ave distributed, and whenever they are not
they do not.

enator BaiLey. I believe your point there would be as to the divi-
dends rather than the declaration. Go ahead.

Mr, Carstees, We approached the question of corporate tax from
a different view point than that which Mr. Brown approached it in
his suggestion.

We did not think it is important in approaching the question of
tax on corporations during a_war period to give great consideration
to the small stockholder, and to the possibility of dividends being
subjected to a greater tax than some other form of income.
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In the first place, the rate schedule submitted to you on individuals
contemplates leaving enough for the individual to have sufticient to
live during the war period, and pay his expenses.

In the second place the corporate tax may or may not be borne by
the stockholder.

The Industrial Conference Board about 1928 secured through the
Joint Committee data from several thousand corporate returns for
the period beginning with 1916, and extending over a period of more
than 10 years. The Board analyzed the incidence ots the corporate
tax and traced the tax to the consumer in increased prices.

On the basis of that study I do not think it can be fairly said that
the stockholder bears the tax of the corporation. Such a portion of
the tax as can be passed on to the consumer is passed on, and is not
borne by the corporation and its stockholders.

Senator BaiLey. Is not the tax always passed on, either to the con-
sumer or the producer of the raw material, or the worker, for this
reason: If taxes are not passed on then they are paid out of capital,
and if they are paid out of capital the corporation soon extinguishes.

Mr. CuesteeN. That is right.

Senator CoNnaLLy. Is that necessarily true? TIs not taxation just
like any other running expense, like labor? It goes into the cost of
production of the article in some cases.

Mr. Crsteen. I think it is generally considered a part of the
cost of the product.

Senator (IJ()NNALL\'. Of doing business?

Mr, Cursteex. The cost of doing business, and an effort is made
and where it is possible the tax is passed on to the consumer, or
back to the producer of the material or to the wage earner.

Senator Baieey, And the price to the consumer 1s cost plus profit?

Mvr. Cuxsteen. That is right.

Scnator Baiey., And, therefore, when you get the profit you take
the tax out of the purchaser?

Mr. Cuesteen. That is right.

Senator Bamey. That is what price is?

Mr. Cursteex. That is vight.

Senator Bamey, Price is cost plus profit?

Mr. CresreeN. We hud that 1n mind in suggesting a rate of 30
percent on corporations,

Senator CoxxNarLy. You mean 30 percent of the amount of their
net profits? '

Mr. CuesteeN. Yes.

Senator Bariey. In the event of war——

Mr. CuesteeN (interposing). Yes.

Senator Bamey (continuing). Would you be satisfied with that?

Mr. Cursteex. It did not occur to us that that would be imposing
a very great hardship on the individual stockholder, because in a
period of war we expect a certain amount of inflation.

The Nye committee, with all the safeguards to prevent inflation,
I think admitted in its report that there would be inflation to some
extent. Of course, if you liberalize the bill there probably will be
a greater inflation.

Senator Barmeey. What do you mean by “inflation”? Let us get a
definition in the record.

Senator ConNarLy. He means inflation of value and credit.
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Mr. CuesteeN. I mean inflation of prices.

Senator Bamwey, You mean increase in prices?

Mr. CuesteeN. Yes; increase in prices.

Senator CoNnarLy. Let me ask you a question right there: You
speak about taking 30 percent in wartime, and that there will be
inﬂat?ion. There will be certainly in those industries that war stimu-
ates

Mr. CuesteeN. That is right.

Senator ConNarry, But on the other hand, there are, are there
not, certain kind of industries and businesses that in time of war
slump, instead of making a profit? Was not that the case during the
last war? Were there not certain lines that really were worse off
with the war than they were without it?

Mvr. Curstren. It is my recollection that very few businesses really
had a slump during the war period.

It is true that conditions of war made certain lines of business
more active because the civilian population and the Army bought
more of certain classes of products. But I do not recall any par-
ticu'la{' line of business that suffered very greatly during the war

eriod,

P Senator CoNNavLLy. Boots, for instance, went up?

Mr, CuesteeN. That is right.

Senator Bamey, And everything else did.

Senator Connarry. I bought a pair that cost $38, and I had always
gotten them for $15.

Mr. CuesteEN. Any industry that was lagging, as I recall, got
into something that was in demand during the war period, so that
they really did not suffer during the perio(f of the war.

Senator Bartey, Notwithstanding what Mr. Flynn said, when a
war comes on there is an apparent temporary prosperity, it is always
paid for, and it is not a real prosperity. He said it would not get us
out of the depression. May{xe it would not. Neither would the ex-
penditure of public funds as we are now spending them get us out of
the depression, but it would be a cushion for the time being, and
then we paid the price later. That is what we have got to do now.

Senator ConnarLy. Is it not the same old story of the law of com-
pensation that runs through the whole economy of the world, that
we have a big spree, and then the next day we have a headache?

Senator BarLey. And the rule of the spree is to taper off, and that
is what we are trying to do. So I think we have got some logic for
what we are doing in tapering off.

Mr, Curesreen. Assuming profits would be much larger in war-
time than they are in peacetime—and I think they would—the 30
percent normal tax we consider would not impose -a hardship upon
the small stockholder, because his hardship is measured by what is
left after distribution, :

Senator ConNaLLY. After you take the flat 30 percent thén what
do you propose in order to prevent excess profits? You said some-
thing the other day about a super tax that would catch the exces-
sive profits.

Mr. CuesteeN. We assume this: If we are to have any inflation
during the war, as we know we will, we will have an increased de-
mand on industry, as we had during the last war.

49114—36—11
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We contemplated that the corporation would need to have part
of its profits for the normal expansion of its business during a war
period, just as it would in peacetimes. And our suggestion that
25 percent of the profits to be retained as a reserve for expansion
of business was based upon the theory that you did not want to
interfere with normal expansion of business during the war period.
And if it has been the corporate practice to retain 25 pereent during
the last 10 or 15 years it is reasonable to assume they will need it.

Senator Bamky, Compare that with the excess-profits tax. Will
you maxe that comparison?

Mr. CuesteeN. A comparison of what?

Senator Bamwey. A comparison of excess-profits tax from 1918 to
February 1919,

Mr. CHesteeN. The only comparison we can make there—and we
have no figures—is that during the war period the tax was about 50
percent of the war profits.

Senator Bamsy. The Government did get 50 percent of the profits?

Mr. Cuesreex. The Government did get about half of the war
profits,

Senator Bamey. You mean the effect of an excess-profits tax was
to bring the Government 50 percent of the profits made?

Mr. Cuesrern. That is right.

Senator Bamey. By the corporations in this country?

Mr. Cursrren. And in addition to that we know that there were
reasonable distributions during the war. in many instances liberal
distributions. So of conrse the Government secured revenue from
that source.

Senator Bamry. What they did during the war, or after, was to
expand their capital structures with stock of a no-par value, and
issue those stocks by the billions.  That is what happened. And that
was to get rid of t?le excessive payment of dividends. You remem-
ber that, do you not?

Whenever the Supreme Court held that stock dividends were noi
taxable then the corporations went at once into the stock-dividend
business, That is the history of that, is it not?

Mr. Cresteen, Most of the stock dividends were issued after the
war period.

Senator Baiey., That was when the profits were coming in.,

Mr. CuesrerN. We assume that corporations wonld require a nor-
mal amount of profits to be retained for expansion of business
during the war period as during peacetime. Mr. Brown’s state-
wment would indicate that the plan proposed would allow a corpo-
ration to do that.

In the plan suggested as the Treacury plan. of course, all the in-
come retained is subjected to tax, and there would be the urge to
pay out the income to avoid the corporate tax. '

We suggested that you exempt from the graduated tax 25 percent
of the net income, in order that the corporation might retain it for
normal expansion during the war pel'io({. We thinl there are other
reasons for retaining free from surtax 25 percent of the income
during a war period,

Admitting that there is to be sonte increase in prices during a war
period we know that inventories must be increased at the beginning
of a war period, and there is an urge and an inclination on the
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sart of industry to carry rather heavy inventories as long as a war
is being carried on.

The sudden termination of a war may be expected to be followed
by deflation to the extent at least of the increase in prices that took
place at the time of the declaration of war. When that happens a
corporation sustains, of course, a loss in inventories as well as a loss
on any other liquid assets it has on hand.

Senator Bamwky. Just as happened in the case of cotton goods
and copper in the last war, and also automobiles; you remember
that, do vou not?

Mr. Cuesreen, Yes; if you recall, in the last war the Revenue
Act of 1918 was written after the war was over. And there was
inserted in the bill a provision that if taxpavers sustained a loss in
1919, prior to January 1, 1920, by reason of a drop in inventories,
the loss could be carried back against the war year of 1918, Un-
fortunately, the drop did not take place until 1920, and most tax-
payers found they had to bear the burden of the loss in 1920, and
could not carry any portion of it back against. the war-profits years,
mand neither could they carry it forward to 1921,

Senator Bamey. That drop began September 1. 1920, and did not
it follow the abandonment of operations by the War Finance Cor-
poration?

Mvr. CnesteeN. Yes; there were certain regulations as to copper,
and hides, and many other products, including <ugar. that were
retained until after December 1919,

Of course, when those restrictions were removed, there followed a
general demoralization of the market.

Senator Baey. And copper dropped from 37 cents to 4.

Mr, Crrestees. Yes,

Senator Bamey. And cotton from 42 cents to 5¢

Mr, CHESTEEN. Yes.

Scnator Bamey. And sugar went down to 4 or 3.5 cents?

Mr, CursteeN. Sugar dropped from 30 cents, I believe.

And if T remember, hides shipped in to make shoes dropped; for
instance, goatskins, principally used in the manufacture of gloves
and ladies’ shoes, dropped from $28 to $36 a dozen down to $14 a
dozen: There was a general decline of inventories by reason of the
removal of those restrictions by the Government and a return to
peacetime conditions.

It seems to me that vou must contemplate in the next war that
similar conditions will follow the termination of a war,

Senator Bamey. Let me point out to you that it will follow much
more rapidly, and last much longer. There was an unusual situa-
tion following the last war,

Mr. Cursteex. That is right,

Senator Bamry. Due to the fact that in 1920 and 1921 this Gov-
ernment began investing very heavily in Europe.

Mr. CrrsteeN. That is right,

Senator Bamey. In reconstruction, and that revised the trend.
And when that played out then came the collapse of 1929,

Mr. Cursteen. That is right.

Senator BawLey. And we won’t do that another time,

Senator CoxNarny. If the theory of this bill works will not that
collapse after the war be less than the one before, because we will
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have prevented the skyrocketing so that the fall will not be quite
so great, if the theory of this bill operates?

Mr. Curesreen, I think we might assume that, but there will be
gome decline in prices.

Senator CoNNaLLy. There will be some recession, of course.

Mr. Cuesreen, That is correct.

Senator ConnarLy. Because when you are going at full speed and
you come Lo a crossing you have to slow down. That is always the
case.

Mr, CursteeN. We think another factor has not been considered
in connection with a war bill.

We know that during the last war many industries expanded dur-
ing the war period, to tind on the termination of the war the plant
was either poorly arranged, or overexpanded in such a manner that
it could not operate and make a profit after the close of the war.

For example, it is known now that many of the reorganizations
that took place in the steel industry after the war, and even during
the latter part of the war period, were brought about by the fact
that these plants were overexpanded during the war and could not
operate on a peacetime basis and survive. The result was the merger
or consolidation of a great many plants.

Those mergers and rearrangements of plants, made necessary by
reason of the war period, cost the corporations and the stockholders
heavily in getting back to peacetime conditions.

T can recall cases where the corporation after the war found itself
with no peacetime business and had to seek new fields.

Senator Bairey. Is not that precisely in line with what Secretary
Wallace has been telling us about as to the way agriculture was
expanded in the wheat fields and the cotton patches? That was on
account of the war. And then when the war ceased we found our-
selves with, T do not know how many, millions of useless acres on
hand. Is not that his statement?

The same statement will run all the way through cotton mills,
copper mines, similar mines, all the ores, coal, shipping, railroads,
and everything else. ‘Is not that right? ‘

Mr. Cuesteen. Certainly.

Senator Bamey. Now, you propose an adjustment in this bill with
a view to that?

Mr., Cresteen. We are not proposing an adjustment, but we think
you cannot disregard those factors.

Senator Connarry. Those are the reasons you are advocating the
retention of 25 percent?

Mr, Cnrsteex. Those are readjustments which we know are cer-
tain to follow from a war.

And if you strip a corporation of all its income, or place such a
tax on a corporation as to make it desirable to pay out all of its
income, you will have that situation to meet.

Senator BaiLey. You will have a busted corporation at the end of
the term. And then we can have Government ownership and every-
thing will be “hotsy-totsy.” ,

Senator ConnNaLLy. That is the theory you are proceeding on in
advocating the retention of 25 percent of the net profit as to the
supertaxes?

r. CuesteeN. That is correct.
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Senator ConNarry. So that it may accumulate a surplus to take
care of the recession that follows the war; is that right?

Mr. CuestreN, To take care of all of these factors which I have
mentioned.

~ The Nye bill proposes loans to certain industries engaged in the
production of war materials. Tt is obvious that these loans will only
touch a small part of industry as a whole. So industry for the most
part must meet these economic changes growing out of war without
any help from the Government. And if the corporation does not
retain sufficient earnings to meet those situations it will be disastrous
to the corporation.

Senator Bamey. Would not that be true in peace times also?

Mr. CurstreN. That is probably true. Only the maladjustments
are probably more and exaggerated during a war period.

Senator BaiLey. But you do not predicate anything in this world
upon a uniform condition of affairs?

Mr, CursteeN, That is right.

Senator BamLey. And do they not require that surplus now?

Mr, CursteeN, That is true. 'We recognize that, But we only had
in mind the need during a war period.

Senator BaiLey. Let me see if I am right about this. The larger
a corporation the more precarious its status; is that right? If
Henry Ford begins losing money he will lose it twice as fast as he
ever made it; is not that so?

Mr. Cuesteen. That might be true, :

Senator BarLey. Take the old maxim on the market, steel is always
@ prince or a pauper. They make money when them make it very
rapidly, and when they lose it they lose 1t more rapidly. And that
is the same way with your automobile industry.

Senator CoNNaLLy. But is not the fact of their bigness something
which causes their losses to be more graphic to our minds, and be-
cause they are in larger amounts, but does it necessarily follow in
relation to capital or business activities that they are any larger
than a small concern?

Senator Bamxy. Here is the difficulty, Senator: Big business is
based on mass production and volume of sales.

Let us say Henry Ford has to sell 1,000,000 cars per year; I am
not. sure that is right, but just assume that. And in seliing 8
million cars a year he makes money, but if he sells only 600,000 cars
he loses money on each car he sells, because he has that overhead to-
maintain.

Senator Connarny. I admit all of that, but I do not think it
necessarily follows because a concern is big it would suffer any more
than a smaller concern in the same industry, or in some related
industry, in proportion to its invested capital.

Senator BaiLey. Except for the principle that the small one is not
based on volume and the big one is.

Senator ConnaLLy. He is not based on a big volume, but he has
got to have some volume or he will go out of business.

Senator Bartey. Let me give you an illustration: A newspaper
with 1,200,000 circulation will break if the cost of print paper goes
to 3.5 cents, but a newspaper with 5,000 circulation will get along.
There is your principle.
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Mr. CuesteeN. We think this: If you are concerned with protect-
ing the corporation from all the price changes, inflation and read-
justments during a war, then you must give consideration in your
taxing rates and your method of taxation to these factors I Kave
mentioned, and that the tax load must be measured so that it will
leave corporations sufficient to meet those conditions.

If, on the other hand, you think it advisable during a war period
to look to the small stoci{holder, disregard the economic changes that
I have mentioned, and merely look and consider whether or not he
is going to get a fair return on his money, then it seems to me that
the suggestion which Mr. Brown makes takes care of the stockholder,
and he pays the tax upon whatever he gets.

Senator BamLky. Now, we have to go, as I want to be over to
that trial, but I want to ask you a question, and you can answer it
when we meet again,

When you go on the theory of distributing profits from the cor-
poration to the stockholder do you not run the taxable income into
all the possible ways of escape that the individual may have, and
also into all the legal provisions made for exemptions and deduc-
tions? Do you not run a great risk there of losing income or losing
revenue instead of gaining it?

Senator ConnNaLLy. He can defer that answer.

Mr. CuesteeN. I think it is obvious that if you forego taxing the
corporation at a flat rate and look to the stockholders that you do
take a chance with the conditions of the individual stockholder.

Senator Bamrey. Just take $100,000 distributed in this crowd here.
Here are 11 persons, and each one of us has a deduction against what
we got. There you run into all those deductions.

Mr. CursreeN. Admittedly if you look to the individual stock-
holder your return of tax is dependent upon the amount of income
he has,

Senator Bamey. But each man has his deductions.

Mr. CursterN, The deductions allowed in his tax return.

Senator Bamwey. Assume each man was in my case. I am married
and have five children. I get $2,500, plus $2,000; is that right?

Mr. Cursteen. That is right.

Senator Bawwry. That is vight; T get $4,500 exemption before any
tax under the law. If every man here did, and there is around 11
here, that is about $50,000 to start off with,

Now, if you tax it in the corporation you would get it before it
ever got into this group.

Mr. CuesteeN, On the other hand, if a taxpayer happens to be a
multimillionaire you get as high as 79 percent from that individual.

Senator Bamrev, After all, you are dealing with 46 men in the
United States, and vou cannot pitch your tax law on 46 men. You
are going to pitch it on the average in America.

However., I will be glad if you will claborate on that.

I think we have got a lot to learn as to how much loss there is on
taxes in the distribution to individuals,

Mr. Zuvceker., One thought there that should not be overlooked is
that we should not assume an individual receivihg dividends has no
other income. Placing yourself and myseif and the rest of the group
as the recipient stockholders, we already have our income fron fees,
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salaries, and wages, which covers the exemption, and which leaves
something for taxes.

Senator Bamey. You can get your brackets for the incomes and
look them over, and you will find, according to my recollection—I
will not be certain, but I think I am fairly safe in saying—that only
200,000 people in the United States have taxable incomes in excess of
$10,000. You are going to deal with the low men always in taxation,
because there arve not many men of high incomes in this country.

Am I wrong in my figure about that?

Mr., Cuesreen. Certainly the number of individuals

Senator Bamey (interposing). I think 1 put the figure high.

Mpr. CresterN (continuing), In the very high tax brackets there is
a very small percent of the tax-paying public. And where there is
one man in the 75 percent bracket there are many in the lower
bracket.

Senator Bamey. The amount of income derived from the higher
brackets is relatively small.

It has not been long since I read this work issued by this institution
down here on incomes. I went through the tables and it was aston-
ishing to see how little revenue would be derived from taking all the
money the millionaires have. And then you wonld not reheve this
situation. I figured it up one day and you would have about $37.50
for each man.

Mr. AmxiN. I might say, Senator, that the figure, taking the sta-
tistics for 1920, shows there were practically 210,000 people with
incemes above $10.000,

Senator Bamey, I said 200,000, It might be a little more since
1920.

Mr. AxxiN. And that is ont of 7.259,000 taxpayers.

Senator Bamwry. I said 200,000. And you say 210,000 for 1920,
I think there may have been a rise since, Of course 1920 was an
exceedingly prosperous year. The break in that year did not occur
\mt]il the end of the year, and it began on September 1. That is
right.

Senator ConnarLy. I am sorry we will have to suspend, as we have
to be on the floor of the Senate. :

We will have another meeting here at 10: 30 on Monday morning.

(Thereupon, at 12: 05 p. m., the subcommittee adjourned, to meet
on Monday, Apr. 13, 1936, at 10: 30 a. m.)
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MONDAY, APRIL 13, 1936

UNITED STATES SENATE,
SuBcoMMITTEE OF THE CoMMITTEE ON IFINANCE,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10:30 a. m.,
in room 310, Senate Office Building, Senator Tom Connally
presiding.

Present: Senators Connally (chairman), Bailey, Guffey, and
La Follette.

Also present: G. D. Chesteen, J. S. Zucker, and Allen T. Akin, of
the Joint Committee on Internal Revenue Taxation.

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

8. E. Rice, office of Senate Legislative Counsel.

Senator Connarvy. We will proceed.

Mr. Cuesteen. We have prepared some data respecting the dis-
tribution of dividends to individuals which Dr. Zucker wants to
present for the record.

Senator ConnaLLy. Are they estimates or what has happened in
the past?

(Information referred to is as follows:)

Porcentage of dividends reported by income class to total dividends rcported
in Statistics of Income for 10-year period 1924-33

Income class 1924 | 1025 | 1926 | 1027 | 1928 | 1020 | 1930 | 103t | 1932 | 1033

Under $5,000. .

$12.07 |$10.91 ($11.58 | $7.83 |$11,26 ($11,64 ($17.01 |$21.88 | $23.02
9. 2 3 .75 | 10,67 | 13.65 | 15.60 | 16.10 | 14.90

N 20, 3 . . 3 2 20, 3
17.84 | 18,61 | 16.97 | 15,95 ) 15.38 | 15,47 | 13.20 | 13.41 ] 13,78
14.70 | 14.55 | 14.66 | 15,72 | 13.49 | 12,67 | 10.86 | 11,77 | 11.63

8,511 675 660 | 696 | 648 567 | 4.72| 4.28 4.12

7.8 751} 7. 866 | 7.88| 6.69| 575} 474 5.25

,000 to $500,000. 3.66 | 4.02) 640 4761 4.20] 3,17 258} 2.35 2.00
,000 to $1,000,000. . A 3.64 | 3.86| 3.92| 453 | 4451 3.63| 2901} 224 2,62
$1,000,000 OVOr.m ccvnuunnmannn 3.12 ) 3.97) 615 574 7.26| 6.92| 547 459 2,60 3.46

$3, 250, 913, 054
3, 464, 624, 648
4,011, 590, 274
4, 254, 828, 886
4, 350, 978, 752

$4, 786, 027, 684
4,197, 303, 925
8, 113, 860, 788
1, 872, 133, 267
1, 6569, 046, 000

STATEMENT OF J. 8. ZUCKER, OF THE JOINT COMMITTEE ON
INTERRAL REVENUE TAXATION

Mr. Zocker. This schedule constitutes a break-down of the pay-
ment of dividends for a 10-year period from 1924 to 1933, allocated
in percentages to individual taxpayers in the various income groups.

166
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We are presenting this in connection with the matter developed by
Mr. Brown that, in attempting to levy a tax, a severe tax, on cor-
Forut‘i(mﬁ by way of a flat tax, we would unjustly increase the tax
oud on individual stockholders, in the small income groups.

We are not making any adverse eriticisms to the statements made
by Mr. Brown, but rather, whatever is presented and put into the
record is for the purpose of broadening the base for diseussion, so
that we may have other facts or additional data before the sub-
committee makes its decisions on these matters,

Senator CoNzanLy. We are glad to have them. We want all of
the Imlpful information that we can get.

Mr, Zucker, The first point that I would like to develop is that
it is granted that under the heavy flat tax rate approximating 30
percent that has been suggested as corporate taxes, the small stock-
holder would in effect have a tax load which might be called regres-
sive; that is, instead of the tax working out along the principle of
the ability to pay—those in higher-income groups paying taxes at
progressive rates—in the case of the small stockholder his percentage
of tax to his income might turn out to be greater than those in the
upper bracket.

That is a condition that should be avoided if possible, but the
severity with which it hits these small stockholders 1s not perhaps as
alarming as might appear from the statements already made, and
while we, too, wish to be solicitous of the tax load which will bear
against the small carning group, I think that these considerations
should be put in the record.

Senator CoxnarnLy. Have you some tables there that you wish to
put in the record?

Mr. Zocker. Yes, sir; but I thought we would first explain the
things that lead up to the table.

Senator ConxarLy. All right; go right along.

Mr., Zucker., At the time of the Senate hearings on the 1935 act
Mz, Robert H. Jackson put into the record the following statement:

But it is noticeable that while those under $5,000 received 66.55 percent of
their incomes from wages and salaries and only 5 percent from dividends;
those of over a million received only 2,79 of their income from wages and
salaries, and 50.78 from dividends.

Taking that as a governing point, we find that we are dealing
with individuals who receive but 5 percent from dividends, and even
if the tax load

Senator Connarry (interrupting). Those are the $5,000 class?

Mr. Zucker. $5,000 and under. I believe that Senator Bailey at
the last session presented the thought that these small stockholders
will be taxed very heavily under a flat corporation rate, and as I just
indicated, it might work out to be a regressive rate against them.
To assuage that, I am stating that the concern about these small
stockholders need not be as great, in view of the fact that only a
small percentage of their total net income is received from dividends.
As cited here by Mr. Jackson, it is but 5 percent.

The second thought that was presented was that the corporation
rate being 30 percent, an individual would in effect have to pay that
rate against his allocated dividend, while the applicable individual
rate which may run only to an effective rate of 10 percent.
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1 would like to present the idea that in the present law we have
the same difficulty and we are not aggravating 1t in any way, by an
increase in war rates on corporations if we correspondingly increase
the rates on individuals. KFor example, a corporation today paying
as high as 15 percent, if its income is in that bracket, will pay out its
dividends, and the small stockholder receiving that dividend is only
exempt from a 4-percent normal tax as against the 15-percent tax
paid by the corporation. If we assume the existence of the 30-per-
cent corporate tax in times of war, the individual may be subject
to at least a 10-percent normal tax, so that he will save about 10
percent as against the 4 percent, and he will pay through his cor-
poration 30 percent as against the 15 percent.

The figures are not exactly comparable or accurate; it is merely
a suggestion of the fact that we are not increasing the severity of
the hurden against the small stockholder, and that we are not doing
more to him than is done in peacetime today.

If the aim should be to correct the existing evil in the present
tax law, then we have thought of a method which might ease the
load, and that method is as follows: The amount which a cor-
poration distributes after it has paid its flat tax, and assuming that
you allow it a certain amount as a reserve retention to take care of
plant extension or war expansion, the amount which the corpo-
ration distributes can be tagged as representing a distribution
which will be taxed, or rather, I want to state it this way—the
amount which the corporation does not distribute and upon which
it will pay the undistributed tax, can be tagged as representing a
dollar which has been taxed at a certain effective rate, and then when
that dollar in a subsequent year is distributed, you can determine at
what particular rate of exemption yon wish to allow against (hat
in the case of the small stockholder, That will offset a double load
against the small stockholder.

That same theory has been put into the tax law. For example,
in the case of installment dealers, the dollar received is determined
to have within it a certain gross profit percentage and is taxable at
that gross profit percentage over the years that the subsequent col-
lections come in.

Then, again, in the case of dividend distributions out of accumu-
lations prior to March 1918, the corporation ordinarily will put a
resolution in its minute book or will actually send a letter circu-
larizing all of the stockholders who received the dividends telling
them that out of each dollar distribution they are just getting a
certain percentage is taxable and the balance of it is nontaxable.

The precedent there established could be applied, if necessary.

Now turning to the schedule which we have here. It is a percent-
age break-down, and it does show, as Mr. Brown stated, that a rather
substantial percentage of the dividends paid go to the group under
$5,000, and certainly under $10,000.

Senator L.a Forierre. Am I to understand that this percentage
represents the percentage of the total dividends paid, or the per-
centage of dividends to balance the income?

Mr. Zucker. This represents the percentage to the total paid by
the corporations which were reported by all of these individuals.
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Senator La Forrerre. In other words, a man under $5,000 on
this tguble, or $5,000 and under in 1933, the average percentage is
23.02 .

Mr. Zucker. That is 23 percent of the $1,599,000,000 as shown on
the bottom there.

Senator Gurrry. That is the group, they paid that?

My, Zucker. Yes, sir.

Senator Gurrey. And the group from $5,000 to $10,000 paid 14
percent of that same amount?

Mr. Zucker. That is, they received 14 percent of the aggregate
dividends reported by all individuals.

Senator Gurrey. Yes.

Senator CoNNarry. Then, this is not the ratio of dividend receipts
to the total income but the percentage for all of the dividends?

Mr. Zucker. That is right, because the amount of dividends re-
ceived by individuals of $5,000 and under, as stated by Mr. Jackson,
was only 5 percent.

There are one or two thoughts, if you will allow me, that may be
brought out in that connection.

First of all, that the heavy percentage in 1933 may be attributable
merely to the fact that the people who had many other sources of
income lost those sources 0} income during the depression, while
they may have retained their investment stocks which yielded them
dividends. If you move backward a few years on the schedule, we
can see that the rates were reasonably consistent between 10 and 12
percent for the prior years, but they did jump during the depression
Fears.

’ There is one other thought to emphasize, and that is while the
percentage received by these small stockholders of the total dividend
appears large, of course, they are a very numerous class in them-
selves.  This represents hundreds of thousands of stockholders, and
that while it looks negligible as respecting the heavy stockholders:

Senator CoxnNaLLy (interrupting). There are only a few of them?

Mr. Zeeker, Yes; there ave only a few of them, and they are sub-
ject to high surtaxes; in other words, the yield from dividends is
not distorted by virtue of the levy of a progressive rate which we
now have,

Senator CoxnarLy. The total dividends did decline: 1933 was the
smallest of any year. In that year it was $1,559.000.000.

Senator Gurrey. It progressively decreased from 1929,

Mvr. Zueker. We have also the figures of the total dividends paid
by corporations. If that would be material to the discussion, we can
put them in the record.

We made this additional compilation to show what percentage of
dividends were intercorporate, and also what amount of dividends
were paid to individuals who do not file tax returns, and in addition,
the amount of dividends paid to institutions and corporations that
ure tax exempt, like cleemosynary institutions. As these facts are
not wholly germane to a consideration of treatment for the small
s;lockholder, we are not putting them in the record unless you want
them.

Senator La ForrersE. In general, they may be helpful.

Senator ConNaLry. Yes; put them in the record.

(Information referred to is as follows:)




Aralysis of all corporate profits and dividend distribution for 10-year period 1924-33, as shown by statistics of income

{Thousands of dollars} .
‘Total for 10-year period 1924 1925 1926 1927 1928
Corporate profits
Amount Percent | Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
Compiled net profits 1 $57, 984, 061 100.00 $6, 795,152 100.€0 $9,316,383 100.00 $9, 510,439 100.G60 $8, 669, 046 100.00 | $12,700,843 100.00
Less Federal taxes pai 8,609,728 14.85 881, 550 12.97 1,170, 331 12.56 1,229,797 12.93 1,130, 674 13.04 1,184,142 9.33
Balance available for
dividen 49,374, '333 5,913,602 8, 146, 052 8,280,641 ... 7,538,372 | 1L.516,700 f__ .. _____
Total cash dividen: 58 692, 4,338,822 63.85 5,189,475 55.70 9,945,292 62.51 6,423,176 74.09 7,073,723 55.68
Balance retained..... (9,318,205)]  (16.07) 1,574,580 23.18 2,956, 577 31.7¢ 2,335,349 24.56 1,115,196 12.87 4.442.978 34.98
Dividend distribution:
Dividends paid corpor-
ations. 915, 216 21.09 1,175,481 22.65 1, 506, 154 25.34 1,658,076 25.82 1,916,670 27.10
Dividends paid indi-
viduals, 3,250,914 74.93 3,464,625 66. 7t 4,011, 530 67.47 4,254,829 66.24 4,350,979 61.51
Dividendsnotreported.|......_.______|__________ 172,693 3.98 549,369 10.59 427, 548 7.19 510,271 7.9 806, 074 1139
Total. - . 4,338,883 100. 60 5,189,474 100. 00 5,845, 202 100.00 6,423,176 100. 06 7,073,723 100.60
1929 1930 1931 1932 1933
Amount Percent Amount | Percent Amount Percent Amount Percent Amount Percent
m%ﬂed net profits 1. $11, 889, 507 100.00 $4, 658, 709 100. 00 $(776, 603) $(3,829,342)] _ $(930, 073)
‘ederal taxes pald 1,193,436 16.05 711,704 15.27 398, 994 - 286,034 423,068 |-
Balance available for dividends 10,676,071 |. 3,947,005 (1, 175, 596) (4,115,377 (1,353, 141)|.
Total cash dividends paid 8, 355, 662 8, 202, 241 6, 151, 083 3,885, 601 3,127,459 |-
Bal 2,320, 409 19.55 | 2 (4,255, 236) (7,326, 679)} (%, 000, 975} 4,480,600)) . _..______
ividend distribution:
Dividends paid corporations.. 2, 593,052 3L.03 2,571,231 31.35 1,969, 229 32.01 1,259,981 32, 1,025,709 32.80
Dividends paid individuals__ 4,786,027 57.28 4,197,304 5117 3,113,860 50.63 1,972,133 50.75 1,559, 046 49.85
Dividends not reported.-...—...____. 976, 582 11.69 1,433,706 17.48 1,067,993 17.36 653, 486 16.82 512,704 17.35
Total. .- ——- 8,355, 661 100.00 8,202, 241 100. 00 6, 151,082 160.00 3, 885, 600 ‘ 100.00 ‘ 3,127,459 100.00
18tatutory net income plus tax-exempt interest and dividends received on stock of domestic corporations. ? Deficit.
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Schedule showing average dividends (column 1) and percent of dividends to total income (column 2), 11-year period 192/-34, of individuals in
specified net-income class

1924 1925 1926 1927 1828 1929
Net income class
[&)] €3] [¢}] @ [¢}] @ [4Y) 2 [¢}] @ [¢)} @
$94.87 3.48 $125.51 4.01 $132.34 4.21 3.57 $178.93 527
668. 15 8.34 637.91 7.94 776.37 9. 698 8.86 769.12 9.65
3,439.25{ 19.59 3,090.93 | 17.52 3,306.35 § 19.08 17.87 3,428.43 15.20
11,794.70 | 30.03 10,357.48 | 26.16 11,595.77 | 29.36 25.95 11,526.78 28.38
29,636.85 | 37.65 24,455.30 | 31.53 28,564.89 { 36.17 30.20 26,827.31 32.92
59,202.83 | 41.37 47,462.04 | 34.72 57,397.57 | 40.96 3123 47,853.83 B.1
97,730.49 | 41.47 78,284.35 1 33.80 92,282.43 { 39.49 8.73 71,954.82 29.53
201,997.28 | 45.12 133,543.44 | 30.78 169, 262.24 | 38.79 21.96 122,573.99 27.50
349,141.76 | 45.83 263,939.69 | 34.26 330,999.69 | 42.51 26.39 218. 585, 59 27.66
$1,000,000 and over. . 1,399,977.40 | 53.98 664,755.10 | 29.59 894,904.36 | 37.41 25.78 645, 509. 99 23.85
1830 1831 1932 1933 11934
Net income class
[¢)] @ [¢9) @ (5] ¢] m @ [¢)) )
$168.66 |  5.31 $201.19 | 6.42 $122. 55 $106.21 | 4.3 $120.06 |  4.91
1,040.25 | 12.70 1L,183.05 ] 13.87 1,269.¢1 Lu1l.5% § 12.08 995.35 12.33
4,602.21 | 25.09 5,190.45 | 26.54 4, 986. 26 3.925.66 | 21.6) 4, 101.94 23.13
,000 to 15,900.28 | 36.68 17,027.44 | 38.27 14,319.95 11668451 28.47 14, 633.35 36.04
850,000 £0 $100,000_ . . . oo e 679.04 4. 2 43,216.00 | 47.28 39.346.7 30,131L.20 | 37.45 36, 508 48 45.33
100,000 to $150,000 . 534.82 | 49.15 89,976.32 | 55.67 R4,8R3. 78 | &S 59.300.96 | 40, 82, 422.95 56.35
150,000 10 $300,000. 3 49.83 160,137.69 | 56.69 157,373.12  63. 117,836 2! T.32 160, 261. 69 64.90
$300,000 to ,000. , . 20 300,150.13 | 57.88 331,085.81 | 69.a 21,5314 4%.48 317,688.27 70.32
$500,000 to $1,000,000. - 52.96 610,081.18 | 64.31 630,683.09 | 712 506,074.07 | 59,71 654, K60. 46 78.20
1,000,000 800 OVET. - oo 1,530,013.78 § 53.80 | 1,839, 142.49 | 70.41 | 2,567,701 65 12.67 | 1,081,280.00 | 51.76 | 1.920.437.50 88.61

1 Preliminary repcrt of return« filed to Aug. 31, 1935,
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Mr. Zucker. I think it might be well in conclusion to stress that
in the last analysis, corporate endeavor does have an opportunity to
shift the tax. The incidence of the corporation income tax shows
that the tax can beé shifted away from the point of levy to the con-
sumer because the corporation has a business transaction in selling its
goods through which it can shift the tax, while an individual paying
an income tax does not have any business transaction beyond the
receipt of his income, unless he is in private business as a sole trader
or a partnership, to afford him a channel for shifting his tax. There-
fore, the tax load from that standpoint is not exactly as the figures
would indicate, because the individual receiving dividends receives
them more clear from tax than he receives salaries or fees or wages.

Senator Connarvy. Is that all you care to submit at this time?

Mr. Zucker. Yes, sir,

Senator ConnarLy. Has anybody any questions?

(No response.)

Senator ConnarLy. All right, Mr, Chesteen.

Mr. CursteeN, We have nothing further to present with respect
to the plan suggested by Mr. Brown. I might say that the Nye
hearings show that when the question of writing a war bill was under
consideration, Mr. Mills was asked what he thought about the advis-
ability of writing a war bill.

Senator ConnNarLy, Mr. who?

Mr. Cuesteen, Mr. Mills.

Senator Connvarry. Ogden Mills?

Mr, CursteeN. Ogden Mills; who at that time was either under-
secretary or Secretary of the Treasury.

Senator ConNaLLy. You do not mean the Nye committee, do you?

Mr, Cuesteen. The Nye committee; yes. Possibly, it came up
Erior to that time. While the McSwain bill was under preparation,

ut the question of writing a war bill, the idea was presented—to be
exact, Senator Vandenberg, I believe, made the inquiry of Mr. Mills,
and Mr. Mills replied that he thought it was not feasible to wri*~ a
war bill until we had a war, but he did this at that time. Mr., Balan-
tine, who at that time was Under Secretary or Assistant Secretary
of the Treasury——

Senator ConnaLLY (interrupting). Mr. Mills has not been Secre-
tary of the Treasury for 4 years. This must have been in some old
matter,

Mr, CuesteeN. This was in 1932.

. Mr. Zvoker. It was in connection with the War Policies Commis-
sion,

Senator ConNaLLy. That may be so, but the Nye committee was not
in existence then.

Mr. CuesteeN. I believe it was prior to the Nye committee’s hear-
ings, but in the early discussion of a war bill. Mr. Balantine appar-
ently at the direction of the Secretary of the Treasury asked the
income-tax unit to prepare two studies with respect to the experience
of the Treasury Department in the last war.

The legal department prepared a memorandum on the legal phases
of the experiences with the excess-profits tax during the last war.
The administrative department of the Internal Revenue Bureau
prepared a memorandum on the experiences from an administrative
standpoint, with the excess-profits tax. Neither memorandum, I
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believe, makes a specific recommendation, but Mr, Balantine’s thought
in having these memoranda preparved at the time was to have these
thoughts on the experiences of the last war made a matter of record
while the men in the income-tax unit had these experiences fresh
in their minds and it could be reduced to writing and left as a matter
of record, so that if the committee in the future decided to go-
through the question again of an excess-profits tax, that a record
would be found of the experiences of men who participated in ad-
ministering a law involving that feature during the last war. To
form some basis for forming a judgment as to whether or not it
should be adopted again.

We have studied those memoranda. We have not attempted to
formulate any definite opinions on the advisability of an excess-
profits-tax law as a workable proposition. We have merely studied
them with a view that if this committee decided seriously to consider
or investigate such a plan, we can go into the question and make some
recommendation from our study which has been prepared.

Senator CoxzarLy. Have you developed any further the idea that
you suggested here the other day of this new third basis of taxation?

Mpr. Cursreen. My thought in making the suggestion is

Senator CoNNatLy (interrupting). The Nye bill has a declared
value under the 1934 act as of 19347

Mr. CuesteeN, That is right.

Senator ConnarLy. And the old theory was, of course, on the in-
vested capital?

Mr. CuesreeN. That is right.

Senator ConvarLy. Your joint committee, as T understood it the
other day, suggested a new form of adopting in fact the new plan
proposed in the House and superimposing a supertax to catch any
extra earnings in dividends. Do you still adhere to it?

My, Cuesteen. Yes, T am familiar with what, in a general way,
is being worked out in the House. We suggested a plan on the as-
sumption that something would be done in the House, and something
would finally be done with respect to a peacetime bill in the Senate,
but we have not attempted to analyze all of the objections which
might be offered against the plan as a peacetime plan. We offered
the suggestion here on the assumption that if vou adopt the prin-
ciple that is in the House bill as a peacetime measure, it would be
advisable to continue that principle m a war bill. Our suggestions
were based upon the assumption that you are going to adopt the
principle as a peacetime law. Our deviations from the problem of
peacetime to a war bill, we think are practical. that is, the sug-
westion which we made was to let a flat tax be levied upon the entire
net income after leaving a reasonable reserve for expansion, to levy
1 surtax or an excise tax upon the amount of the net income over a
reasonable reserve if not distributed. We do not see any practical
objection to carrying through such a scheme.

Senator ConNarry. Personally, I am very anxious for the commit-
tee to make suflicient progress to adopt one of these bases {)retty soon,

@
?

and start these draftsmen getting this bill in shape. I do not want
to do it hastily or hurriedly. How do you feel about it

Senator La” Forrerte. Well, in general, I think that it would be
advisable for this wartime tax bill to be predicated and based on
the principle of peacetime taxation. Any sudden shift of base, in
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the first place, would leave the Treasury without experience in the
administration of the tax. 1 have assumed that we would take as
our predicate or our principle on the base of the tax, the bill which
would eventually be worked out by the House and the Senate, with
regard to the suggestion that has been made by the Treasury.

Senator CoNNaLLy. Do you think we can wait until that is all fixed
up before we do anything here? If we do not report out a bill of
some kind here. this bill will be offered on the floor, and in the general
tax situation, it will complicate things.

Senator LA Forierre. I realize that, and T am not suggesting our
delaying any further than to be reasonably sure that the base that we
adopt for the taxation of corporations will be in principle the same
as that which is going to be enacted in the war. In other words, it
would seem very illogical to me if this committee on one day would
report out a bill with one basis of taxation for war purposes, and
then follow it along a few later with a report for a very different
peacetime basis.

Senator ConnarLy. I agree with you.

Senator Bamgy. 1 agree with you, too. I do not see how the
Government could shift from one system to another. If you are in
the midst of war, you may need an entirely different set-up, and
every corporation in America would have to set up its books on a
different basis. You would have endless confusion.

Senator Gurrey. I am in favor of getting that base determined as
soon as possible,

Senator ConNaLLy, We know that it is only the question of the
principle. We know now the principle of what the new bill is going
to be. The details we are not greatly concerned with here, because
our rates will be different from theirs, so I think if we could deter-
mine on that general principle, we might put them to work on it
and put these things in shape. These hearings are very entertaining
to me and very instructive, but still we want to got a bill.

Senator BaiLey. What would you think of taking such a bill as
may be adopted by Congress, a peacetime bill, and treating it for
wartime purposes on a percentage basis? Just lift the rates. - In the
event of war the rates should be lifted so much. Or, lift the rates
and cut down the exemptions. That will greatly simplify your
proposition. If you put the rates on a percentage basis, you would
be doing the same thing. You could take a bill that is coming over
from the House, and you could put a section in there, “In the event of
war, these rates slmliybe lifted so much and the exemptions shall be
cut so much.” Just that one section,

Senator ConNarry., Would that be practical from an administra-
tive standpoint?

Mr. CursteeN. I don’t know when we will have the next war—

Senator BaiLey (interrupting). The difference between one bill
and another is largely in rates. Put in there, “In the event of war,
lift the rates and cut the exemptions”, and show the tables.

Mr. CuesteeN. There are numerous innovations in the bill over
there that may not be applicable to war conditions. It might be
advisable to consider those.

Senator BaiLey. We start with income to begin with, All we mean
to do is to lift the rates. We do not put in any new subjects of
taxation. We just lift the rates. What is the objection to this,

49114 36ee12
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running through it—that a fellow with an income of $5,000, lift him
so much. When you get up to the higher brackets, lift him a great
deal more on the ground of ability to pay. You can lift a man with
a $100,000 income by a much larger percentage than a man with a
$5,000 income.

Senator ConnvaurLy. That is what we will do, in effect, after all,
whether we put it in a peace bill or a separate bill.

Senator Bamey., It will come down to a matter of percentage.
Why can we not fix the percentage? You can do that in the bill that
is coming over.

Senator CoNNALLY. Are you prepared now to vote on the base?
Adopt it as the basis for our \vor{:?

Senator La Forrerre. I am assuming that this Congress is going
to act on the recommendations of the President, with such changes
as the Congress may see fit to make in those suggestions, and per-
sonally T would ba willing right now for the proposition that this
committee should accept that basis of tax for war purposes, and
then proceed to make any adjustments or changes which we think
are necessary.

Senator Convarry. Make that motion then if you care to.

Senator La ForLerte. Yes; I will make the motion that we adopt
in principle the base of the tax for corporations in this war taxation
bill, that has been recommended by the administration and now
under consideration in the House.

Senator Bamey. We adopt in principle the base of the bill?

Senator La Forrerre. The bases of taxation for war purposes, for
instance, as distinguished from the present corporation base. :

Senator BaiLey. We should conform the war bill to the peacetime
act? I think that is all right.

Senator Connarry. Those in favor say “aye.”

The vote is unanimous. That, of course, does not involve the
question of rates. T suppose all of us have the view that we have got
to have that supertax in there somewhere to catch these inordinate
war profits. Can you work that out?

Mr. Cmesteen. You probably will want to change those rates
which are adopted in the peacetime bill; but no one knows what will
be done by the House.

Senator ConnarLLy. We can proceed here in regard to war rates,
regardless of what the peacetime rate is, couldn’t we?

Ir, CueseEN. I should think you would like to know the peace-
time rate before you finally pass on the war rate.

Senator BamLey. You have a difficulty with respect to the new legis-
lation. The bill is in the House. That bill is not passed.

Senator ConnaLLy. But it will be.

Mr. CuresteeN, The rate is dependent upon the amount of net
income retained.

Senator BaiLey. You do not tax the corporation on its net income
under that bill.

Mr, CHESTEEN. Yes; but the rate of tax is graduated according to
the amount retained.

Senator BamLey. It is an entirely different principle.

Mr, CresteeN. There are man{{changes suggested in the subcom-
mittee report of the Ways and Means Committee, which, if finally
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adopted, you will probably want to pass upon as to whether or not
these changes are applicable to a war period.

Senator BarLey. Is it not your understanding that the bill in the
House is based on taxing the individual recipient of the dividend
rather than the corporation?

Mr. CursteeN. Well, all the information I have is the report. Of
course that only deals with suggested rates on the undistributed net
income. I do not know what the theory of it is; I cannot say.

Senator Baiey, I may be wrong about it, but I thought everybody
understood that the new plan planned to tax, so far as the corporation
is concerned, that portion of the profits that are undistributed, with
a view to driving them out of the treasury of the corporation into
the hands of the individual and getting the income there. Is that
not what you understand ¢

Mr. Brown. That is not exactly correct. I will put it in this way,
that the theory is that corporation profits shoul(f be taxed in the
hands of the shareholders at graduated rates, or in the alternative,
if it is the decision of the corporate managements to retain the whole
or a part of corporation profits in the treasury, that the amount of
profits retained shall be taxed at rates which will produce for the
United States Treasury an equivalent amount of revenue. That is
the fundamental basis.

Secnator Bamey. You get it either way?

Mr. Brown, You get it either way. We say that the United
States onght not to be deprived of its revenues because the board of
directors decide in one case that they will keep a hundred percent, or
in another case that they will keep 10 percent, or whatever they keep.
We say, “Make your decision and keep what you like, but we do not
feel that that decision ought to deprive us of a fair tax representing
a fair proportion of those earnings.”

Senator Connarry. In other words, whether they distribute it or
whether they do not, they should bear the same rate of taxation to
the Government?

Mr. BrowN. As near as that is possible; yes.

b 1?enator ConnarLy. That is the theory, as I understand it, of the
ill,

Senator Bamey. We do now tax the earnings of the corporation.

Senator ConnNaLLY. You do not necessarily tax them at the same
ratio as you tax individuals, and if you get away from that—

Mr. Brown (interrupting). Far from it.

Senator Bamgy. It depends altogether on what bracket he is in.
I have noticed here that you have presented dividends as reported
by income classes. I have not made an analysis, but I am rather
amazed at it. It appears that the peoplé who get large incomes had a
very low ratio of dividends.

enator ConNaLLy. That is because there are so few of them.

Senator La ForLerre, That is the ratio of their income to divi-
dends. That is the ratio of the total dividends paid, which they
received.

Senator CoNnaLLy. In other words, that last figure on the bottom
of the page, $1,550,000,000, is the total amount of dividends, and
those percenta%es are the percentages that that class of taxpayers
bore to the total amount. There are so many more $5,000 people.
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Senator BaiLey. It is not the ratio of dividend to income, but the
ratio of income to the total dividends declared. I would like to
know how it compares with earnings. I am rather amazed at it.
It is just about half. T would like to know what the earnings are,
I would like to see how this compares with actual earnings of the
corporation.

Senator CoNnarLy. I don’t know whether we have that figure or
not. Of course, this only represents dividends that were distributed.

Senator Barey. The earnings will give you the difference and
show you how much was retained.

Senator La ForLerre. It only shows the dividends reported by
individuals. It does not represent the total payment of dividends.

Senator BaiLey, I just want to see what is reported here.

My, Zrexker. Would you like to see this statement? [Handing
statement to Senator Bailey.]

Senator Baiey. Here [indicating] is your statutory net income,
This is 1933 here. The statutory net income was $2,985,000,000 in
1933.  The dividends reported by individuals was $1,559,000,000—a
difference of about $1,400,000,000.

Senator La Forrerre. What would the total dividends amount to
for that year?

Mr. Zvexer, The total dividends paid in that year were $3,127,-
459,000.

Senator Bamey, They paid more than they earned?

Mr. Zveker. Yes, sir. The difference is covered in dividends
received by individuals who do not file returns; also by the amounts
received by tax-exempt corporations, and also throngh the payment
of intercorporate dividends which under the 1932 act were not re-
ported for tax purposes.

Senator Bamey. Take 1928 for an example. The total dividends
reported by individuals was $1,350,000,000. In 1928, from the report
that I have before me, the statutory net income of the corporations
was $10.617,741,000. That is something better than 6 billions that was
not reflected in taxes collected from individuals, Is that right?

Mr. Zvcker. Except that there may be some proportion of it
reflected, since the entire amount distributed in this year was in
excess of 7 billion, according to the record.

Senator Bamwey. But here is the point. The dividends reported
by individuals are reported in the income-tax returns for the pur-
poses of taxation, isn’t it?

Mr, Zvoxer., Yes, sir.

Senator Barey. It is only $4,350,000,000, but in that same year
the statutory net income of the corpovations was $10,617,000,000.
There is a very great disparity there that astonishes me.

Mr. Zucker. $2.000.000,000 was paid to corporations that were
subsidiaries, and they were not subject to any tax in 1928,

Senator Bamry, That is a corporate report, and this is a report
of individuals. TIf you had your corporate report 'efore you, that
fell in those days in the 12V4-percent tax, is that right?

Mr. Zucker. Twelve percent.

Senator Bamxy. 'I‘wepve and three-quarters, T believe it was.

Mr. CursteeN. We might take up the question, if you wish, of the
individual rates,
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Senator ConnaLLy. You mean of individuals?

Mr. CHESTEEN, Yes.

Senator ConnarLy. You had some rates here the other day.

Mr, Cugsteen, We submitted schedules,

Senator Ban.ey. We will have a full analysis of these figures when
the peacetime bill, as we call it, comes over.

Senator ConNaLLy. Go ahead, Mr. Chesteen.

Mr, CuesterN. We presented two schedules at prior meetings.
One. I believe, reached a maximum tax of 94 percent, and the other,
the last schedule we presented, reached an ef]l'ectivc rate of around
87 percent, I believe, and a maximum tax rate of 90 percent, 80-per-
cent surtax above $75,000 income and a 10-percent normal tax. That
rate was discussed with you last week.

Senator Connarny, Have you changed your mind?

Senator La Forrerre. In your table, Mr. Brown, do you designate
that as proposal no. 2 or proposal no. 3, that Mr. Chesteen just
mentioned ¢

Mr. Brown. Proposal no. 1 runs up to 85 percent.

Senator La Fourerre. That is the Nye bill as it stands?

Mvr, Brown. No, sir; H. R. 5529.

Senator Lo Forrwrre. That is the Nye bill as it stands.

Mr. Brown. Oh, ves. We changed the arrangement for the
record. We thought that ought to appear as the Nye bill instead
of proposal no. 1. No. 1 is the first joint-committee proposal. No. 2
is the second joint-committee proposal, and we designated the Nye
hill I, R. 5529.

Senator La Fortrrre. Which were vou discussing?  Proposal no.
2, normal tax, normal rate of 10 percent, surtax ranging from ¢ per-
cent—this need not go in the record.

(Discussion off the record.)

Senator CoNNaLLY. Senator La Follette suggests instead of start-
ing at $75.000 we start at $50,000.

Senator La Foruerre, That will produce more revenue, would it
not.?

b'lllm.‘ Browx. Yes; but neither will produce as much as the Nye
ill.

Senator Connarny., If the Nye bill works.

Mr. Brown. I am just speaking of the mathematics of it,

Senator La Foueerre. Would it be very much trouble, Mr. Brown,
to give us an estimate of the normal rate of 10 percent and surtax
rates ranging from 6 percent on surtax net income in excess of
$1.000, to 80 percent on surtax net incomes in excess of $50.000?
Personal exemptions, married $1.800 and single $800, and credit for
dependents of $250, and earned-income credit for normal tax, I
would just like to see how much that would yield.

Mr. Browx. The only change you are making is that you are
going to level off at $50,000¢

Senator La Fovterre. Instead of 75.

Mr. Brown. Yes: we shall be very glad to get it for you. 1 dis-
covered that it means much more work than I had any idea of, but
we shall be very glad to get it.

Senator ConnNaLLy. That is on the basis of these tentative rates
that they suggested the other day. You would have to change them,
of course, when you level off at 50.
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Mr. CiesreeN. You have to change all the rates, if you are going
to level off at $30,000.

Mr. AxiN. I can show you on this chart how the curve would look
if you did fevel off at $30,000. The purple line here {indicating] is
your second proposal, and the orange hine |indicating] is the first
proposal,  This indicating] is your $50.000 line here, so that your
proposal would come up in between these two lines and start leveling
here {indicating].

Senator ConNarwy. Which is the Nye line?

Mr. Axin. This brown line is the Nye line. The orange line is
the first proposal.  The second proposal, the British peacetime rates,
and the present 1935 law. And I might call your attention to this
small seale here showing the curve plotted from $1,000 to $25.000.
This is $25,000 here.

Showing that the first proposal followed the British peacetime
rates up to about $4,500. The second proposal was under the Nye
rates up to $2,500, and was higher up to $7,500, approximated them
at $8.000, and then was a great deal less from then on to $25,000.

The British rates crossed the Nye rates, and are above the Nye
rates, over $7,500, and then considerably under; of course, the 1935
rates are decidedly under all the proposals.

Mr. BrownN. Which schedule of rates would the Senator like to
have us use? Schedule no. 1 or schedule no. 2 So far as individual
rates are concerned, we can level them at any point, but up to $30,000,
we would want to know which schedule you | refer to use,

Senator La Forrerre, You mean what the maximum would be?

Mr. BrowN. No; I mean the rates intervening, from the point
where you start until the point where you level off, if you want to
use one of the schedules that have already been submitted.

(Discussion off the record.)

Senator Baieey, What is the leveling-off conception? 1 do not
understand that expression.  What is the leveling-off placet

Mr. Brown. We would carry the rates up to a certain point and
then the same rate would apply.

Senator Baney. A flat rate!

Mr. Brown. Yes, Senator La Follette suggested that the Treasury
get up some estimates based on & levelling off at $50,000 of net taxable
income,

]Som;tor Bawey. And the same percentage applied to all the
others?

Senator CoxNarLy. To all above $50,000,

Senator La Forrerre. Maximum rates would apply above $50,000,
In the Nye bill, Senator, they level off at $20,000. In one schedule
of rates we had just tentatively—-

R Senator Bamwey (interrupting). And the same percentage for
$20,000.

Senator La Fowrerte. That is what the Nye bill does. There is
one suggestion we had under consideration, to level off at $30,000,
and another one levelled off at $50,000, and the difference between
those two, based on the 1928 returns, the estimate would indicate a
difference in revenue of about $2,600,000,000. What I was just, for
the information of the committee, asking was to ascertain what the
comparative revenue estimates would be 1f you levelled off at $50,000
instead of $75.000 or $30,000, or $20,000, as provided in the Nye or
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these other proposals, Just for the information of the committee.

Mr. CuesreeN. In those two proposals, the normal tax is the same
in each case, but in the no. 1 the maximum surtax was 85, and in
the no. 2 the maximum surtax was 80.

Mr. BrowN. The no. 1 was considerably heavier in the lower brack-
ets too, wasn’t it? It was based on the British rates more or less?

Mr. CuesreeN. There was a slight change all the way down in
the various brackets,

Mr. Brown. We tried to present two schedules to you which were
more or less consistent. I suppose Senator La Follette’s would be in
between, and it might possibly require some adjustment of rates
below the leveling-off point.

Senator ConnNaLLy. According to this table, & man with $50,000
would pay, under proposal no. 2, $22,930 out of his $50,000.

Senator Baweey. That is 44 percent.

Senator CoNNaLLy, Yes.

Senator Bamey. What would a man with $100,000 pay? Forty-
four percent ¢

Senator Connarry., He would pay on that other $50,000, 80 per-
cent, which would be $40,000 more. He pays 65.11 percent on
$100,000. If he leveled off at $50,000, he would pay more. With
$100,000, even leveling that at $75,000, he would pay 65 percent in
tax. That is a pretty good amount.

Senator Bamey. The percentage tends to increase, but I do not
get the leveling off yet.

Senator Conxarnny. The leveling off is when it gets to $50,000;
then all above $i),000 would pay the 80 percent.

Mr. Brown. Eighty-percent surtax and 10-percent normal, which
would be 90.

Senator ConnaLny. Ninety percent of everything in excess of
$50.000?

Senator Lo Forrerre. What I was considering was to take the
rates in proposal no. 2 here, which is the middle one, and instead of
leveling off at 75, level off at 50, and make whatever adjustments
you have to in the rates to take care of that change.

Mr. CuesteeN. In other words, make the curve as uniform as you
can up to $50,000%

Senator La Forierre. Yes.

Mr. Cuesteen. That means going all the way back and distribut-
ing the load greater in the lower brackets than we have in the no. 2
proposal.

Senator ConnarLy., I cannot quite reconcile myself to the view
that after $50,000 that that all be the same rate. You are discrimi-
nating in a sense against the man with the $60,000 or $70,000 income
and the man with $1,000,000, because on that million-dollar income,
g&e&)}\e pays the $50,000, he pays no higher ratio than the man with

000,

Senator BaiLry. Take the $1,000,000 income. The tax is 87.21 on
the million.

Mr. Cuasreen. Is that on the no. 2 proposal you have before yout

Senator Banuey. Yes; 87.21 is not on the cases above a million
dollars, but it is on the whole income of a million dollars.

Mr. Cuaesteen. That is right.
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Senator Barrey. That is not the present system at all. But let
me go at that. My State is going to adopt an amendment this year
to authorize the taxation increase up to 10 percent. It now has au-
thority to tax up to 6 percent, but 87 and 10 is 97. Do you mean
to say that you would take, between the State of North Carolina
and the Federal Government, 97 percent of a man’s income if he
had a million dollars?

Mr., Cuesteen. I have not checked up the State of California, but
I am informed by persons that know the State law that the rate is
as high as 15 percent in the State of California, with no deduction
for Federal income tax. Whether you want to consider that in
adopting this, I don’t know.

Senator Bamwey. Look at this. This would leave a man with an
income of $30,000 out of $1,000,000.

Senator ConnarLy. Noj it would not.

Senator Bamey. I am adding 10 percent for my State. 87 per-
cent for the Federal Government, 10 percent for North Carolina,
makes 97 percent, and that leaves him 3 percent. It is really less
than 3 percent. because you have 87.21, but call it 3 percent. Then
he has an income of $30,000 out of a million. That is what you cut
him down to. What would be the effect of that?

Mr. CHesTeEEN. You will leave more than the Nye bill does. The
Nye bill only left approximately $19.000 out of the first $1,000,000.

Scenator Barney, What would be the effect of it? T am not sayving
that any man is entitled to an income of a million dollars a year. We
can say that that is economically unsound and probably morally un-
soundd.  But you can drop down to $200,000, and the tax is 7714 per-
cent, and North Carolina adds 10 percent, making 871 percent,
which gives him $26.000. What is the economice effect of that?

Mr. Browx, T don’t know that any man can say what will be.
Of course, speaking for the Treasury, 1 do not hold any brief for
any schedule of rates,

Senator Bamey. 1 will tell you what the effect will be, There
won’t be any such incomes to tax. They won't stand them. They
will get rid of the income.

Mr. Browx. At what point it will become effective, at what point
the rate will become effective as a deterrent to individual and cor-
porate activity, that is a matter of judgment, based on a man’s ex-
perience.

Senator Bamey, He will be prompted to get rid of his estate
rather than to give it to the Government. Ile will give it to his
kinspeople or give it to charity.

Mr. ]}nnwx. As I understood it, one theory of the Nye bill is that
you have to pay for the war as you go along, and the reason they
were arguing for such high rates was that they wanted to make them
so high that the tax couldn’t be passed on and thus inflate prices. I
believe they have referred in some of their hearings to a study made
by the Federal Trade Commission which indicated that the war cost
us a great deal more in terms of dollars because of inflation that took
place; in other words, we paid so many more counters to run the war
than we would have if prices had not gone up. I won’t say they
went up in proportion, but they certainly went up during the last
war,
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Now, as I understand it, they are trying to prevent inflation, to
pay the cost of the war while it is being fought and to avoid ill
effects after the war, I don’t know whether that is sound or not; I
could not say. I'don’t know enough about the general reasons for
human action, or economics, to be able to form an opinion, .

Senator BaiLey. Well, the principle of the capitalistic system is
the inducement of profits. Take away the inducement of profits
and you have destroyed that system. You may not have made any
change whatever in your Constitution, but you have destroyed the
system.
yMr. Brown. I understood that the full committee had made the
decision that we were not to destroy the profit motive.

Senator Bawey. This would not only destroy the profit motive,
but it will destroy the capitalistic system. It may be a good thing
to do that, I am not arguing that, but we ought to know whether
we are doing it.

Senator La ForLerre. As I understood, the full committee desired
us or took action that we should try to get the maximum amount of
revenue, commensurate with the conduct of war. How to carry that
out in actual specific rates and proposals is just a matter of judg-
ment.

Senator BarLey. I just foresee a very great distribution of estates
in prospect of war. 'We have no prospect now, But they would
see this bill coming down, and they would very promptly distribute
their estates. They would wish to have their incomes go to their
children or their brothers or their sisters.

Senator La Fourerre. What 1 desire to do was just to get for the
information of the committee, the difference in the estimated reve-
nue yields so that insofar as that factor was to be taken into consid-
o};a;tmn, we would have really a fourth alternative proposal to con-
gider.

Mr. Zucksr. Without appearing to be an advocate for the rates or
in any way condoning them, but merely in connection with what you
stated, I believe it might be material to consider the number of indi-
viduals that may be in the million-dollar class, which of itself will
not be so large.

Senator Bamey. Only 46. I understand.

My, Zuoker. Against those, that severe rate will apply.

Senator Baregy. All I am arguing about it is that you would cease
to get money from them. You would not get it on that basis at all.
The effect of high taxation on a corporation is to increase the volume
of newspaper advertising, It is very simple. That is what made the
newspapers in the United States rich; it was the excess-profits tax.
A man came to the end of the year with enormous profits, He said,
“The Government is going to get these profits. Rather than have
the Government, I will Xay them out in advertising.” You saw
every big newspaper in America practically double its advertising
right after the excess-profits tax came in. Men find ways to divert
their money from taxation, out of which they argue they get nothing,
into something they argue they get something. That will he the
effect of it.

Mr. Brown, I think I should say, Senator, that in connection with
allowances for advertising, as I pointed out at the very beginning of
these hearings, the Bureau approaches the administration of a war-
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time bill today under different conditions from what it did in 1617 or
1918, and I am quite confident that the Bureau will be far more
critical of a jump-up in advertising expense today than it was then,
when we had little experience with the income taxes and were uader
the necessity of building up a personnel, snd were faced with an
everchanging personnel. We did not keep people in the Bureau for
more than 5 or 6 months, They would get a little experience and
they would go out into private practice.

Today we have a rather competent personnel and a rather critical
personnel when it comes to examining obvious devices of that sort
to beat the income tax.

Senator Bamwey. You would have to show affirmatively in court
and before a jury that the money was appropriated for the adver-
tising purposes with intent to invade the tax liability or (v reduce
the Hability. A man has a right to advertise.

Myr. Brown, If a man spent a half million dollars this year and
jumped his appropriation for advertising up to a million dollars an-
other year, he would have toshow a very good reason to justify it——

Senator Bamey. He could do that,

Mr. BrowN. or he would only be allowed a half million.

Senator Bainky. That is what has happened after the 1918 act.
I was a witness to it, and my recollection is perfectly fresh about it.
I saw newspapers that had been worth $50,000 sell for $500,000.
Newspapers that had been worth $100,000 sell for $1,000,000, The
singular thing is that those papers have kept up their volume since.
We find a great deal of advertising now. The American public
learned to advertise under the influences of the 1918 act. But I was
astonished to see how many newspaper owners were made rich.

Senator ConnNarLy. Do we want to try to take any vote on these
rates now ?

Senator Bamey, T am not prepared to vote on the rates,

Senator L.a ForLerre. No. I would like to give it further con-
sideration.

Senator ConnarLry. Are there any other matters? You had sev-
eral other matters vou said the other day that you wanted to submit,

Mr. Cnesrees. We lave some 15 items in the bill which repre-
<ents a departure from the peacetime laws,

Senator Connarry. We instructed you the other day to strike out
everything from the bill which undertook to modify the peacetime
taxation and make this purely a war bill;

Mr. CuesreeN. As I understood, that decision applied to those
innovations in the bill which attempted to restrict deductions and
plug loopholes. I did not interpret it as applying to any other ques-
tions involved in the bill, such as penaltics, interest, the question of
amortization, and many other items in the bill that are not=intended
to be loophole factors at all. ) —

Senator Bamev. What provision have you in the bill for a cor-
poration to expand its business under the excuse to aid in the war,
and when the war is over there is no need for those facilities? Have
you a proper provision for that?

Mr. CrrsteeN, What is that?

Senator ConNaLLy. Amortization and depreciation,

Mr. CresteeN. In the economic sections of the bill, there is pro-
vided a revolving fund of $500,000,000 for the purpose of making
Joans to industry.
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Senator BaiLey. Take a simplle example. Suppose there is a knit-
ting mill in North Carolina. The Government wants a lot of socks
for a million soldiers, and it is a big order. The mill buys a lot of
machinery for that. It has to be done quickly, Then the war is
over and there is no need for that machinery. The demand it was
supplying was abnormal and it comes back to normal. Is there any
provision in the bill for recovery as against the loss for not using
that machinery any more?

Mr, CHestrEn, %‘here is a provision in the bill for loaning a
corporation that engaged in producing articles for use by the soldiers,
by the Army, an amount to purchase muchinery and equipment or
construct buildings. The security anticipated is a mortgage on the
war facilities purchased with the money, and it is contemplated that
after the war some settlement of that loan will be made with the
individual or corporation,

Senator Bamwey. All right; let us go a step further.

Senator ConNarvy. Still it is a loan and it is supposed to be paid
back. What Senator Bailey has in mind, as I understand it, is with
relation to that income, or the provisions in the bill which would
enable them to write off a lot of that loss and take it out as a deduc-
tion,

Mr. CuesteeN. There is nothing in the income tax.

Senator Baiey. He is not. going to be allowed to make enough
money in the war to pay for the capital invested, but the capital
invested at the end of the war is worthless. Is there anything in
there to make him, and if there is not, he won’t do it.

Mr, CuesteeN. There is nothing in title I for the purpose of writ-
ing off against income.

enator Bamey. I think you ought to have something. Let me
give you another instance. Do you remember that the V&z{n‘ Finance
Corporation called upon the farmers of the United States to expand
their acres, to work night and day, and produce all of the wheat and
all of the cotton and all of the corn and all of the hogs they could?
Then suddenly in the month of May 1920 the War Finance Corpo-
ration, after the crops were planted, withdrew its assistance, with-
drew its loans, and began to wind up, and that fall the farmers were
left with an immense surplus on their hands, and that snrplus is one
of the difficulties we are dealing with to this day. Is there any
provision there to reimburse the farmer who produces a hundred
acres of wheat, and the Government induces him to produce 200
acres of wheat ?

Senator ConNaLLy. Let me ask you this. In the tax part of title
I, what are the provisions for any losses?

Mr. Cupsreen. None, The only provision in the tax bill is the
allowance for depreciation on depreciable property, and if the prop-
erty is discarded, of course, there is the provision for losses, just as
there is in peacetimes. But there is no provision in title T with the
exception of the provisions that are in the ordinary ‘)eacotim'- law
with respect to losses. So, if a manufacturer during the war period
acquires machinery and equipment, unless he should diseard it during
the war period, there would be no provision for deducting the loss.

Senator BarLey. Do you know what we did with the excess trucks
we had at the end of the war? We bought them and distributed
them. We made the automobile people rich. T won’t say it is wrong
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that we protected them. I think you will find that something like
a billion dollars was used up that way. We induced them to produce
the trucks., The same way with automobiles. We had induced the
manufacturers to make them, and the war came to an end and there
was no demand for them. The same way with copper. We induced
the production of an immense amount of copper. It took 5 years
to get rid of it. It had the banks in New York shaky, because they
had loaned so much money on copper. The Guaranty Trust Co.
carried a copper account for a long time and gradually worked it
out. Those are difficulties we are dealing with, " If we are going to
writa a wanrt bill, we have to write one in connection with the cir-
cumstances, :

Mr. Zveker. The Nye committee has more or less thought that
matter out to a conclusion,

Senator BarLey. What is their conclusion?

Mr. Zveker. What they contemplate is that the revolving fund
will be utilized, and that since the assets purchased from the fund
obtained will be the only security, at the end of the war the Govern-
ment will take over these assets, and they contemplate as to plant and
equipment, I am quoting [reading]:

As to the plant and equipment which the Government has thus acquirved, the
choice will be between Government operation and sale for little if any better
thun salvage prices.

In other words, their conclusion is that they must foster the making
of war material, and they will utilize this revolving fund to finance
these various corporations, and at the termination of the war, if
the corporation cannot pay back the loan, the Government will resort
to foreclosure or other provedure and take over these assets. It is
expected that they will not have their wartime value, but will have
merely salvage value. That would be an additional war cost.

Senator BaiLey. But the Government takes the loss on the excess
materials and the excess equipment. Is that the Nye bill’s con-
clusion?

Mr. Zucker. That is the Nye conclusion.

Senator La Fourerre., It is half a dozen of one and six of an-
other. If you let them write it off, the Government loses from the
revenue point of view, while they are writing it off,

Mr. Zveker, During the last war, they wrote off in excess of 425
millions amortization,

Senator BaiLey. I should think you would have a provision in
the war tax bill just to the general effect that upon the expansion
of any institntion or anybody in response to demand by the Govern-
ment, sufficient provision will be made, and that will be made from
the farmer up, or the farmer down, because we did call on the farmer
during the war just as much as we did on the munitions manufac-
turers,

Mr. Cuesteen, You are probably thinking of an inflation during
the war, which the Nye committec hoped to prevent.

Senator BaiLey. Noj it is not inflation. 'What happens in a war
is very simple. We consume material at .a terriffic rate. We now
have a consumption of cotton in the world of our cotton of about
14 million bales of American cotton. If a war came along, we would
consume 20 million bales. Cotton is the basis of your gunpowder.,
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Senator ConNaLLY. It seems to me we have to have hoth of these
angles, because in the one case a concern might not need to borrow
from the Government for facilities, and yet it would expand and
have a tremendous loss after the war, so I thinkyou have to have
not only this revolving fund, but you have to have some provision
in here to allow corporations and individuals, for that matter, that
where there is established a direct war loss, to take deduction for it.

Senator La ForLerre. Of course, we have very liberal provisions
in the peacetime, as far as that is concerned. Has the Treasury
cver made any studies as to whether or not the amount that they
deduct for amortization and replacement is actually used for that
purpose? Is it not a fact, or is it—I do not know whether it is or
not—bnut T am under the impression that a great deal of these deduc-
tions are availed of, and then later the money which they have set
up for this purpose is eventually transferred to the capital account
or some other place.

Mr. Brown. There is no provision in the peacetime law for amorti-
zation, but provision is mago for deductions for depreciation, deple-
tion, and wear and tear, which all come under depreciation.

There has been some slack, which the Bureau as it has gained ex-
perience is beginning to tighten up on. In other words, they are
going into each industry, and I should say that within a very short
time the Bureau will be in a position, on the basis of its experience,
and its audit of thousands of returns, to estimate for each industry
approximately what the proper allowance for depreciation in that
industry is.

Senator ConnaLry. That is where the graft has been heretofore,
They would take a straight depreciation, and it was more than the
actual depreciation frequently, and as you suggest, they would take
credit on the books for that depreciation and, maybe in later years,
either pass it to capital account or pay it out in dividends.

Senator Lia Fourerre. I have been told, for instance, that there
are industries that have gotten machinery that is 10 or 15 years old,
and that they have taken depreciation for them long since and never
replaced that machinery.

Senator ConnarLy. I do not doubt it.

Mr, Cuesteen. It may be of some interest to you to consider this
question. In deducting depreciation, while the corporation as a
business matter seeks to deduct it, actual wear and tear of the prop-
erty during the taxable year, to do that of course you must resort to
somebody’s judgment, and it is a very difficult matter for anybody to
say how much plant has actually depreciated in wear and tear during
a taxable year. The result was that the depreciation rates prior to
1916 were not uniform, not even in the same industry or even in the
same ({)Iant over a period of years. If the taxpayer had a prosperous
period, he probably would set up healthy deductions. If they had a
lean one, he would probably, in most instances, show a smaller
amount of deductions,

When the Treasury Department came to administer the war-reve-
nue laws, it was faced with the problem of determining depreciation
for invested capital as well as current deductions. The Department
adopted almost uniformly the straight-line theory of depreciation,
that is, the asset was estimated to have a certain useful life based
either upon the experiences of the taxpayer or similar taxpayers in
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that industry. From that experience, a rate was determined for the
property at a certain theoretical life, say, 10 years. On the basis of
that estimated life, depreciation was taken of 10 percent every year
until the asset was exhausted. Frequently theoretical life did not
coincide with actual life, with the result that a taxpayer recouped his
cost long before the expiration of actual life.

Senator Bamey. That is your de{)l‘eciati(m with respect to ma-
chinery, but I was thinking about what yon could probably classify
as obsolescence, It gets out of any need for it by reason of the ces-
sation of the war. It is not depreciation; it 1s obsolescence, but
rveally it is not obsolescence in the technical sense. In the technical
sense, it is machinery ceasing to be available because better machinery
has been invented.

Mr. Cugstees, Let me answer Senator La Follette first, and then
I will come to yonr question. Of course, with the necessity for audit
of all of the war years, the necessity for valuation of all 1918 prop-
erty and the necessity for valuing all property paid into a corpora-
tion. it imposed upon the Internal Revenue Bureau an almoest im-
possible task in the way of making accurate determinations either
for depreciation or for valuation purposes, The result was that for
a number of years the administration permitted excessive deprecia-
tion deductions in some cases, so that corporations found themselves
with assets estimated to have a 10-year life that stayed in the plant
and would be good for several years, And either through the deduc-
tion of an excessive rate or through the replacement of the property
by charges to repairs which went to expense account.

Beginning with about 1934, the matter of the Bureau practice was
discussed in connection with the 1934 Revenue Act, as you recall
and a proposal was submitted by a subcommittee of the House Ways
and Means Committee to reduce the allowances by 25 percent. While
that was under consideration by the Ways an(?' Means Committee,
the Secretary of the Treasury indicated that the Treasury Depart-
ment thought that it could worlk the problem out in an administrative
way. I think since that time an effort has been made to reduce, as a
whole, the rates of depreciation and to fix a rate in keeping with
the history of the corporation and its own experience or the
experience of similar corporations.

Senator La Fowuukerre. What Senator Bailey has in mind is—as
I understand it—this: Suppose the Government wants a new plant
built for shoes or for anything else, what is the policy of the Govern-
ment going to be when that war need is gone and the people who
built the plant have it on their hands?  For example, what did
the Government do with regard to a tht, for instance, like the Old
Hickory plant down in Nashville? That was built, was it not, by the
Du Ponts for war purposes? I know, for instance, in my own town,
there is a building standing there called the Four Lakes Ordnance
Co., or something of that kind. that was built during the war for
the purpose of making something. T have forgotten now just what
it was, but something in connection with ordnance. Tt is still stand-
ing there. T am sure the Government must have taken care of those
people. I understood they made substantial profits ont of the war.

Senator ConvarLy. The shipbuilding was a good example of that.
A lot of those fellows just went bankrupt. The (Government did
make payment to some of some money to pay them back. Shipyards
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were not worth a dollar after the war was over. We had some in
n}y' State and they went bankrupt and never did get anything out
of 1t.

Senator Bamry, I would suggest that we write a section for licens-
ing partnerships, individuals, and corporations upon receiving orders
from the Government, and provide that they should pay these taxcs,
and then provide further at the end of the war or at any time after
2 years after the end of the war, they could adjust the matter with
the Government on the basis in which they would receive a certain
percentage of profit. Make the percentage smally but then you have
to guarantee them something.

Senator Cox~Narry. What would happen, most probably, would be
this: Under these industrinl sections, if the Government figured
they did not have any hope of making any profit, the Government
would have to take over their plants and run them.

Senator Bamey. T think the same thing with the farmer. I do
not think we ought to induce the farmer to expand his crops to buy a
lot of mules and horses and plows, and then have no further use for
them. We had a fearfu! panic in 1921. It was very short, but it
was dreadful while it lasted. It was very bad in my section of the
country. They were figuring on the basis of 42 cents for cotton, for
instance.  You have to make some provision for that sort of thing.

Senator ConNarny. We will go on tomorrow at 10 30,

(Whereupon, at 12:15 p. m., a recess was (aken until Tuesday,
Apr. 14, 1936, at 10: 30 a. m.)
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TUESDAY, APRIL 14, 1936

UNI11ED STATES SENATE,
SuscomMITTEE OF THE COMMITTEE ON FINANCE,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10:30 a. m.,
in room 310, Senate Office Building, Senator Tom Connally
presiding.

Present: Senator Connally (chairman).

Also present: G. D. Chesteen, J. 8. Zucker, and Allen T. Akin,
of the Joint Committee on Internal Revenue Taxation; Ralph W,
Brown and P. J. Mitchell, of the Treasury Department; S. E. Rice,
office of Senate Legislative Counsel.

Senator CoNnarLy. I am ready to proceed, gentlemen.

Mr. Brown. Mr. Chairman, yesterday the subcommittee, on the
suggestion of Senator La IFollette, asked the Treasury to obtain an
estimate of the probable yield on a schedule of rates applicable
to individual incomes, which would level off in effect at $50,000;
in other words, when you reach the $50,000 the maximum rates
would then apply to all above that figure, :

We made some slight rearrangement of the brackets below that,
because of the suggestion which had been made that it ought to be
a symmetrical curve as shown by the graph up to that point.

n making those few minor changes 1 consulted with the staff
of the joint committee.

I offer for the record at this point the proposed schedule.

('The schedule referred to is as follows :&

Kchedule of surtaz rates under which it {8 required to submit an estimate for
the use of the subcommittce of the Scnate Finance Commitiee

Ra'gtc of

anrtar,

Surtax net income: peroent
$1,000 to $2,000 ]
$2,0600 to $3,000 'Y
$3,000 to $4,000 12
$£4,000 to $6.000. 15
$6,000 to $8,000. 18
$8.000 to $10,000, 21
£10,000 to $14,000 25
$14,000 ro $18,000 30
$18,000 to $24,000 40
$24,000 to $30.000 5
$30,000 to $30,000 60
$40,000 to $50.000 70
In excess of $730,000 80

Notr.—As in the prior estiimates, the personal exemption, and credit for de-
pendents are as follows: Single persons, $800; married persons, $1,600; credit
for dependents, $250. Rate of normal tax, 10 percent.
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Senator CoNNaLLY. You sre using the $1,000 and $2,000 rates?

Mr. Brows. We used the same personal exemptions that were
suggested by the committee, that is, $1,600 for married and $800.
for the individual, and $250 credit for dependents.

It is estimated that the total revenne under the individual income-
tax proposal which I have just referred to would amount to $7,866,-
000,000 if the earned income credits and dividends are not allowed as
credit against net income subject to the normal tax.

Senator CoNNaLLy. You mean you would get that much revenue
out of individual incomesf

Mr. Browy, That is correct. And $7,184,000.000 if these credits
are allowed. As in the case of the estimates for the proposal
furnished on April 9, 1936, the 1928 level of individual incomes
was used. That represents approximately an increase of $600,-
000,000 over the lower of the two schedules submitted by the joint
committee,

Senator ConnNawvy, In other words, leveling off at 50 would give
us $600,000,000 more?

Mr. Broww. That is approximately correct.

Senator ConnarLy. That is quite an item.

Mr. Cuesreen. The Finance Committee took the view that the
war bill should not interfere with the profit motive.

Senator ConnarLy. We did not go that far, but we said it should
not destroy the profit motive. Of course, anything that takes any
of it interferes with it in a measure,

Mr. CurstertoN. One of the factors for the profit motive is the
schedule, and of course it is a question as to what degree it should
go in a war bill to more or less hamper the profit motive. We have
not assumed, in working out these schedules we prepared, to pass
upon that question because we assumed it is a policy question which
the committee itself could pass on; but we prepared schedules more
or less at the suggestion of the subcommittee to conform to the
British rates in the lower brackets and to carry out a maximum rate
in_the higher brackets indicated by subcommittee members.

We have not conducted a study of what effect these rates might
have on the profit motive, if we go anything like 90 or 95 percent
maximum.

Of course if you want an expression we would have to take some
time to think over that last v;uestion. We know that (Gireat Britain
in the last war had rates around 80 percent, and of course when you
go above 80 percent, I should want to survey the resuit of war rates
in the past before I would want to express an opinion on very Ligh
rates.

Mr. Browx. We ourselves went above 80 percent.

My, CuresreEn. You mean on individuals,

Mr. Brown, Oh, Jyou ave talking about individuals?

Mr. CnrsteeN. Yes.

Senator Conxarry. These rates you have presented can go in the
record, if you have no objection.

Mr. CursteeN. I would like to have you put them in the record.

Senator ConnNaLry. They may be inserted in the record at this
time.
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('T'he matter referred to is as follows:)

THIRD PROPOSAL

Normal tex 10-pcrcent surtaw

Total

=3
2
8
=
Ky
&

Burtax net income Rate

On first $1,000.
$1,000 2,

5

$3,000 to $4,000
$4,000 to $6,
000 to $8,000

Personal exemption:
POrson. .....o-.

Married peorsons, no dependents

Percent Percent
income income

830, 510 88. 05

Scnator Connawny. Do you have any further comment to make
on that, Mr. Chesteen?

Mr. Curestren. No, sir; I just wanted to know whether between
now and Monday you want us to study the various suggestions as to
rates, and express any views.

Senator ConNNaLLY. Yes, I think so; because we are evidently going
to have a division of opinion as to how high some of thesc rates
should go, and we should be prepaved to intelligently act on it.

Mr. CuesteeN, I regard that as one of the most important ques-
tions in the bill.

Senator Conxarry. Yes; if we are going to adopt a peacetime
basis, rate is about all that is left.

Mr. CuesyreN. That is correct. T am satisfied the Nye committee
devoted a lot of thought to the rate schedule, and that committee
adopted a rate schedule which the committee believed would accom-
plish the purposes sought by the Nye committee in a tax bill.
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The commiittee wanted to prevent as much as it possibly could
inflations during the war period, and the tax bill with those rates
is designed to aid the economic sections in preventing the taxpaying
publie retaining a large !)art of the war profits, so I think here you
are dealing with one of the most important questions we have. 1 do
not know that our study would be worth anything to you, but if you
want us to give some thought to it, we shall be glad to do that.

Senator CoNNaLLy. Yes; we will be giad to have you do that. We
think it would be of assistance, and that is what we have got you
here for. We are just the judges on the bench, and want the %awyers
to argue and exhaust the subject matter; then we will pass on it.

You all agree you would make progress if we suspend now and
let you work over these things and get them in shape?

Mr. Brown. Yes, sir.

Senator CoNNaLLY. Suppose we recess and call you when you are
ready? You would rather have the rest of this week?

Mr. Broww, I should think we would need at least the rest of the
week to set up the program.

Senator CoNnNarLy. In the meantime between now and Monday
could you fix tentatively at least all of these proposals, so that we
could next week vote on them and get them in shape?

T would like to get some of these questions behind us next week,
so that the drafting people could go ahead to get this bill in shape.

If you think you could put the time in between now and Monday
more profitably on this work, we will call you when you are ready.
Thank you very much.

Consequently we will now recess subject to call.

(Thereupon, at 11:45 a. m,, the hearing was recessed subject to
the call of the chairman.)
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FRIDAY, APRIL 24, 1936

UNITED STATES SENATE,
Suscommrrree oF Tiie COMMITTEE ON FINANCE,
Washington, D. (',

The subcommittee met, pursuant to call, at 2 p. m., in room 316,
Senate Oftice Building, Senator Tom Connally presiding.

Present: Senators Connally (chairman), Bailey, Guifey. and La
Follette.

Also present : G. D. Chesteen and others of the Joint Committee on
Internal Revenue Taxation. Ralph W. Brown and Raymond I1. Joy,
of the Treasury Department.

Senator CoNNALLY. Are you ready to proceed?

—~ Mr. Brown, would you like to go ahead from where you were at
the last session? We agreed that we would take a recess and allow
the Treasury and the staff in the joint committee to get ready, Is
that what you had in mind?

Mr. Brown. That is true.

Senator CoNNaLLY. Arve you now prepared to go ahead?

Mr, BrowN. Yes.

Senator ConnNarny. Let us direct your attention to this fact. We
have gotten to the point where we are considering general provi.
sions of this bill and they are to be considered in connection with the
general tax bill which the committee is now considering.

Mr. Brown., With respect to that question, you have already had
before you schedules dealing with the individual-income taxes. The
committee has made no final decision on the individual rate schednles.
Mr. Chesteen, as I understand it, was requested at the last heaving to
prepare and to submit some comments on the individual schedules,
The corporation-rate schedule does tie into that problem. because
there should be some correlation between the individual rates and the
corporation rates.  That is a matter of policy. My own thought with
respect to the corporation rates is that they should bear a relationship
to the individual rates. First, I suggest that we hear from Mr.
Chesteen, ,

Mr. CiestEEN. We have no further comments to make, Senator.
We have nothing further to offer because the bill covers the ~chedule
very well.

Senator Connarny. Until Senator La Follette comes I do not know
of any suggestions to make.  Go ahead, Mr. Brown.

Mr, Brown. I suppose, Senator, that we should take up the cor-
poration-rate schedule.

Senator Connarry, I think it would probably be more appropri-
ate to act on the individual rates first as interrelated to the rates for

193
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the corporations. I will be very frank to say that with this new
bill we are in a very complex situation,

Senator Guerey. I agree with you on that, Senator,

Senator ConNanLy, Then, I think we will defer for the moment,
My, Chesteen, or you, Mr. Brown, and you can present the tables
on rates.

Mr, Browx. Since they originate with Mr, Chesteen. I think it
might be more appropriate for him to take that matter up.

Mr. CuestreN. Very well,

Senator Conyarny, Under that table, if a wan had $50 000 of
income, would pay a tax of $9.5007

M. Browx. That is right, but the total tax would be 90 pereent;
90 pereent would be taken in tax and leave the taxpayer 10 percent.

Senator Connarny, And if he had a hundred thousand dollars—
I move that we adopt that, Based on the individual-income tax,
tirst on the theory that the corporation rates can be passed on later.

Senator Bamwky, That is in(']lmling the individual rates?

Senator CoNxNacry. No.  That is the individual rate, That is
on page 199,

Senator L Forrerre, 1 think what Senator Connally had in mind
was that there onght to be some kind of correlation between the
corporation rates and the individual rates,
~ Senator Conxarny. In other words, there ought to be no discrimi-
nation between corporation and individual rates.  We should adjust
the individual rates with the corporation rates.

Senator La Fourerre. In other words, we onght to adjust the cor-
poration rates with the individual rates,

NSenator CoNnarry. That is it exactly, Does any member want to
discuss this further?

(A wotion to adopt was put and carried.)

Senator Coxvarry. Then we adopt the rates on page 191 and we
can go right ahead, Mr. Brown, go right ahead.

Mr, Brown. I should like to say at the outset that we are faced
with a considerable problem in the drafting of the bill. ‘The Nye
bill was drafted on one basis: that is, it. had a theory for the taxa-
tion of corporations which, as I =aid before. was based on the capital
stock tax.  If we do away with that basis of taxation in peacetime,
it will become necessary to decide whether to carry along that basis
for wartime or to substitute =ome other basis, T invited the atten-
tion"of the committee to the basis which has been under considera-
tion in the House, and your subrommittee at one time decided to
o ahead on that basis.  So. facing the practical problem, T have
bren thinking along these lines. that we might take the 1934 act,
<0 far as applicable in relation to the taxation of individual incomes,
aml add sm-ix provisions as might be necessary to deal with the corpo-
ration and war problems.

Senator ConNarny. Would 3t Le practical to adopt a supertax on
the basis of the 1934 act, with the modifications of the corporate
tax in this bill and superimpose that without going into a great
mass in these two bills?

Mr. Brows, Well, that was the basis of my suggestion. My
thought was that we ought not to attempt to have this committee go
over the ground which the full committee will cover in its considera-
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tion of the main tax bill. We could take the House bill, which is
now having some advance consideration by the Senate Finance Com:
mittee, and engraft upon it such provisions as might be necessary
to take care of the special problems which may be created by war.
The Treasury and the staff of the joint committee have been giving
some consideration to these problems during the recent recess. The
Treasury is prepared to discuss these problems with the committee,
especial fy the subjects of amortization and inventory losses. How-
ever, Lefore doing so, it was my thought that the committee might
first wish to clear away some minor problems of an administrative
nature. A decision by the committee on a number of these minor
problems would enable the office of the Legislative Counsel to make
substantial headway in the draftipg of a large part of the new title I
which I understand:thé subcommittes contemplates offering as a
substitute for theé'title now contained in the bill.

Section 22 (b) (3) of the Nye bill, which will be found on page
23 of H. R." 5529, as referred to your snbcommliﬁtee, reads:

Bequcsts and Devises—The valye of property scquired 'by bequest, devise,
cor inherttance (but tl}p !nqpme from sucl} property shall be' Included in gross

N N Y i g

income) ;

Senator CoNNaLLy. These ar; >xclusions?

Mr. Browx. The provision I have refefred. to relates to exclusions
from gross income. It will be noted that gifts have been omitted
from the title, as well ab from the body of the subsection. It was
our thought that this omissioh was ina(¥vemnt. In thig connection
T may add that this provision'in the Revenue Act of 1984, and the
c()rrespondinfi)eprovisxons of prior revenue acts, excludes from gross
income gifts, bequesty, and devises. Gifts have been considlered as not
constituting income ever since the enactment of the first income tax,
The effect of omitting any reference to gifts in subsection 22 (b) (3)
is to include them in gross income. As I have said,:1 believe that
the omission was inadvertent. If it was intentional,a constitutional
‘question is raised whether gifts may be so treated. :

Senator ConNarLy. They are taxable now? Why was it necessary
to exclude them ? B ‘

Mr. Brown. ‘T.am not sure that the committee voted on that ques-
tion. 'That is why I raise it now. .

Senator CoNNALLY. W& disedsséil it, and we came to a conclusion
that if a man paid a higher rate.in peacetime than in wartime——

Senator BaiLey (interposing), I will vote on that.

Senator ConvarLy. That the rate on bequests be the same in peace-
time as in wartime.

Mr, Cuesteen. But as far as income tax payable is concerned, that
is not income, .

Senator ConnarLy. That is correct. But we insert in here the gift.

Mr. CursTeeN. Yes,
; erg Brown. The next problem comes under section 55 of the Nve
ill,

Senator Connarry. Page what?

Mr. Brown. That is page 58. This section deals with the question
-of the publicity of returns.

Senator La Forierte, I can state my idea on that. I do not think
you will ever have a satisfactory income-tax system unless you make

L%
e,
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income-tax returns public records. At the same time, I think devices
that are offered as a substitute for the publicity, where there is secrecy,
gives practically all of the disadvantages, and you have none of the
benefits that flow from it, which I personally frankly believe outweigh
the disadvantages. In other words, this kind of a “pink-slip” device
does not accomplish anything, and at the same time it has all of the
same things that can Ko said against making the return a public
record. Any of those things can be said against this substitute de-
vice. Of course, my position is that I would like to see the income-
tax returns made public records.

Senator Banky. Then you mean they should be promulgated as
public records? Is that what you are bidding for?

Senator La Foruerre. No. If a man is told to make out a return,
you have not achieved what I think is accomplished by making the
return a public record and open to inspection, and yet you have
aroused all of the animosity on the part of the people who do not
believe there should be a public record of a return.

Senator Barury. T am one of those people.

Senator LA FoLterre. I know you are. But all that T am saying is
that, so far as this particular provision is concerned, it seems to me
it is neither fish nor fowl.

Senator Bamey, If you will excuse me, I do not see how the pub-
licity of returns helps the Government,

Senator Coxxanny. Is it the same as the present law of 19342

Mr. Browxs. No. Last year you repealed the “pink-slip? provi-
sion by Public, No. 40 T do not happen to have that here.  Publie,
No. 40 does not provide for any publicity. It is entirely a matter for
the decision of the committee.

Senator C'oxxarLy. Suppose we adopt the same policy as in peace-
time,

Senator Gurrey., This makes the return a public record.

Mr. Browxs. The committee may be interested in the provision in
the Nye bill. Tt provides [reading]:

Immediately upon the effective date of this title, the President shall make
public, upon such terms anid conditions as he may see fit, the returns of all tax-
payers for the year prior to such effective date, notwithstanding and in addi-
tion to any other terms or provisions of law relating to such publieity.

Senator Coxxarry. The “eflective date of this title” would be in
time of war?

Mr. Browx, Yes,

Senator CoNNarry. I move that we carry forward the existing law.,

Senator La Forrerre. T am perflectly willing to do that, because I
am perfectly willing to not delay this bill, "That is something that T
do not see any special force or any reason why T should delay or
encumber this bill by a fight which I may make oh another occasion.

(The motion was put and carried.)

Senator Baiky. 'l‘hut means subsection (c) ? ,

Senator CoxyNanLy. It means to carry forward the existing law
as it is,

Senator La Forrerre. It is the existing law at this time.

Senator Bamwey. Any law which may be in existence at this time.
T agree with Senator La Follette on that,

Mr. Brown. The same provisions which are now contained in the
House bill, ‘
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Senator ConxarLLy. Do you want to make any other motion?

Senator BaiLry, No. I agree with the motion as made.

Senator ConyarnLy. All right. It is adopted.

Mr. Brown. The next problem raised is in section 56, in relation
to payment of the tax, Section 56 (a) is the same as the existing
law. The Nye bill, however, omits sertions (9) and (¢) of the 1934
act,  Subsection (0) of the 1934 act allows the taxpayer to pay in
installments,

Senator CoNNiaLLyY. Quarterly !

Mr. Broww. Quarterly; yes, sir.  Subsection (¢) of the existing
law allows the Commissioner to extend the time of payment for a
period not to exceed 6 months.

Senator La FoLrerre (interposing). I move that it be retained.

Senator Connarpy. The motion that this section be modified to
make it \he existing law.

(Motion put and carried.)

Mzr. Brown. Does the committee wish to consider the provision pro-
viding for payment on a quarterly basis¢ It has been omitted in the
Nye bill.

Senator ConnarLy. What do you say about that?

Senator YA Forierre. Just so there won't be any confusion, I move
that we retain the provision as to quarterly payments.

Scnator CoNNaLLY. As to the quarterly payments, all in favor of
that say “aye.”

(Motion put and carried.)

Mr., Brow~. On the question of voluntary advance payments, that
in qufect gives the taxpayer a credit. That, of course, is a question of
»oliev.

! Senator La Foreerre. I suppose it is offered to induce the early
filing of returns, on the assumption that you are to get the money.
It is to get the money pouring in as early as possible.

: Senator CoNxarLLy. What is the disposition of the committee on
that?

Senator Bamgy. I think it is a very good idea.

Senator CoNNarLLy. Is the motion to retain this clause?

Senator La Forirrte, I would like to get Mr. Brown’s point of
view as to what you think of the administrative problem that this
presents?

Mr, Brown. T think, Senator La Follette, that it would create a
arave administrative problem, one that wonld be hard to administer,
und the rate seems to be rather high. T think it is particularly high
from the point of view of the Nye bill, because this interest might be
sufficient to allow a wealthy taxpayer to double the amount that he
would be allowed to retain.

Senator Connarry. I personally think that this ought to go out.

Nenator Bamey. The Government wants to get the cash,

Senator ConnarLy, The Government gets the cash at the present
time. In time of war we would probably get it at a higher rate than
now.

Senator Bamey. But you have to weigh over against the adminis-
trative problem, and if the Treasury feels that it will make a terriffic
burden on the staff, it might outweigh any advantages that might
come from retaining it. .

Mr. Browx. The Treasury thinks it will impose a heavy burden,
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Senator Baney, Do vou notice the limitation there, that no amount
can exceed $10,0002 The whole idea is to give the Government
$10,000,

Mr. Broww. That is the limitation in any taxable year.

Senator ConnNarry. What is the disposition of the committee?

Senator Bawey. What is your motion ¢

Senator CoNnarLy. There is no motion pending,

Senator BaiLey. I move that it stand.

Senator Lia Forrerre. I do not want to let it stand, <o far as T am
personally concerned.

Mr. Brown. I will state that quite a nummber of amendments were
made last year, limiting the rate of interest to 6 percent instead of
12 percent. I do not know whether that might affect your decision
or not.

Senator Bamey, One pereent per mondh by way of interest seems
rather high,

M. Browxy. Of course, the interest on Government paper might
change in wartime.

Senator La Forrerre, T move that the section be retained with the
6 percent per annum rate,

Senator BaiLey, One-half of 1 percent per month.

Senator L Forrerre., Yes,

(The motion was put and carried.)

Senator La Fourerre, Are there any other exelusions which yon
think should be made!?

Mr, Browx. There may be some changes in draftsmanship,

Senator L Forrkrre, So far as T am concerned, they can carry
out their own ideas in draft<smanship,

My, Brows, The jeopardy advance pavment plan is designed to
secure the Government. and is the same as the Revenue Act of 1934,
What you have referred to here is just a reference,

Senator CoxnNarry. I move that it be retained.

Mr. Cuaresrees, May I point this out?  We have penalties, in-
terest, quarterly payvments. and other things, and that is all provided
for in the Nye bill. Those things that I have mentioned deviate from
the present law. The committee imposed severe penalties, because
where taxpayers had violated the law the committee thought there
should be a very heavy penalty, The question is, do you want to leave
the present Inw as it is for those penalties ¢ The question which vou
diseussed a few minutes ago, discount on advance. is similar to a
provision in the act of 1917, It is my recollection that in 1918 Sec-
retary MeAdoeo advised Congress to omit this provision from the
1918 act, It was alleged that wealthy individuals and corporations
were making advance paviments so as to save a substantial amount,
1 think that the present law is adeguate to hring the money into the
Treasury. It is also my recollection that when we had advance pay-
ments the difliculty experienced was out of proportion to the benefit.

Senator Conzarwy. I move to reconsider that clause,

Senator Bameey. T am perfectly willing to go along with yon on
that,

(‘The motion was put and carried.)

Mr. Brow~. It was not my idea to go through this act section by
seetion, 8o far as the voluntary advance payment is concerned, X
admit that it is a difficult problem administratively,
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Senator Coxvarry. Is it of sufficient importance to take it ont?

Mr, Brow~. My personal opinion is that it is. X think I agree with
Mzr. Chesteen.

Senator Connarny. T move that we strike that.

{Motion put and carried.)

Mr. BrowN. The next question arises under section 63.  That ques-
tion is wholly a question of policy and, speaking for the Treasury,
1 have nothing to say in respect to it. It iz a complete innovation,
We have never had anything like it, so far as T know.

Senator T Forrerre. I am perfectly willing to let that go out with
the rest of it to push this bill along.

Mr. Browx. It came up at one of the other meetings, April 3, when
Senator Connally said, “I would be in favor of striking that out.”

Senator Bamey. T move that it go out.

Senator La Forerrre. All in favor of that motion say “aye.”

(The motion was put and carried.)

Senator Bamwry. Why did you put section 64 in there, page 637

Mr, Browx, Mr, Chesteen spoke on that the other day, The Treas-
ury is a little in doubt as to what the purpose of that provision is.

Senator Bamey. Did you see in the news of today’s paper that the
people of England insured themselves against the inerease of rates?

Mr. Browx. Noj I did not.

Senator Bamey, Well, Lloyd’s insared them against the increase
of income tax and they made a killing, and o I do not know why men
oueht not to be insured—but 1 do not know what the object i,

Senator La Forrerre. Is there anything in the Nye bill about this

thing?
Mr, CugsreeN, No, sir.

Senator Bamey, T move that this should go out.

Senator La Fourerre. T do not know what the ohject of it is
myself.

Senator Bamey. It would be a prudent thing for him to insure.

It shall hereafter be unlawful for any peeson, or any agent of the United
States, (p agree or contract, directly or indivectly, pay or assume or hear the
burden A £ any tax payahle by any taxpayer utdder the provisions of this act,
Any such coniract or agreement shall be null and vold and shall not be in foree
or given effect by any court.

Senator La Forrerre. T suggest that go ont,

(Motion put and carried.)

Mr. Brown. The next is section 65, This section prohibits under
any circumstances suits to restrain the assessments or collection of
any tax.

I'he apparent purpose of the section i+ to reenforee section 3224
of the Revised Statutes, which reads as follows:

No suit for the purpose of restraining the assessment or collection of any
tax <hali be maintained in any court.

Under the latter provision there have been exceptional encountered
cases where there was thought to exist no complete and adequate
remedy at law, or where the rights or business of the taxpayer would
be destroyed. ” In such cases the equity powers of the conrts were
invoked and collection of the tax was staved,

Until the rise of extensive litigation m connection with the proc.
essing taxes, Revised Statute 3221 wa~ considered sufficient for prae.
tical purposes to prevent interference with the assessment and cols
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lection of taxes. Under the processing tuxes, many of the district
courts granted injunctions and finully the Supreme Court, granted a
temporary injunetion, despite the provisions of Revised Siatute 3224,
In the cirenmstances, and despite the diversity of opinion as to the
meaning of those cases, it is believed to be futile to try to imposa
greater limitations than those provided in Revised Statute 32214,
which, it is recommended, should not be disturbed for the prposes
of this legislation,

Senator L Forverre. In other words, vou think if the present
Faw does not prevent it, no further law should be enacted?

Mr. Browx. Yes, sir.

(Motion to eliminate the section was put and carried.)

Mr. Brows, The next problem arises in section 131, on page—well,
that has beencomitted in the Nye bill. It is section 131 of the Revenue
Act of 1934, This ruises n question in vespeet to credits for foreign
taxes paid, and the question T raise is whether, as under existing law,
we should allow a eredit for those taxes,

Senator La Forerre, It is not in this law?

Mz, Brows. It is not in the bill; it is stricken out in the Nye bill.

Fenator Conxarny, If they take it from the income, the Govern-
ment get= more taxes. I move that we provide for that. The mo-
tion is that we retain the present law, and that will be an insertion
in the law,

Mr. Browxs. Yes, sir.

Senator ConNarny. In other words, in the Nye bill they could not
take it one way or the other,

Mr, Browxs. That is correct.

Senator Conyarvy. All right.

('The motion was put and carried.)

Senator Connarny. What is the next point?

Mr, Chesteen. Mr. Chairman, we discussed the other day the
question of percentage deflation, and there was left for decision
whether or not you would adopt the rates fixed in the Nye bill or
return to the present rates of percentage, or adopt some other third
method.

Mr, Coxxary. Depletion is depletion and is not consummation.

Me. Cy kN, Of course, the present law is on a percentage basis,
Therefore a taxpayer may recover a greater amount than the original
cost., My personal opinion is that the question of depletion in a war
bill is as important as the question of depletion in a peacetime bill,
You will recall that the Ways and Means Committee in 1930 held
hearing= on depletion of mines, The whole subject was gone into
thoronghly. and as a result of those hearings Congress adopted per-
centage rates. It is my view that if the rates should be changed for
wartinie they should be changed for peacetime, and if they should be
changed for peacetime they should be changed for wartime. The
Treasury may have a ditferent view, but I can see no reason at this
time why vou should take that matter up when the subject has already
been gone into thoronghiy.

Senator ConNarry. Have you any other remarks to make?

Mr. Browx, I think, if I may be permitted, 1 should like to present
a view in respect to this subject which might be applied to peacetime
taxation as well as to war,




i

|

TO PREVENT PROFITEERING IN WAR 201

Subsections 3 and 4 of section 114 (b) of the Nye bill provide that,
in lieu of adjusted costs, the basis of the depletion allowance in the
case of vil-and-gas wells, and coal, metal, un([ sulphur mines, shall be
at given percentages of the gross income of the taxpayer from such
properties, but, not to exceed 50 percent of the net income of the tax-
bayer (computed without allowance for depletion) from the property.
T'he percentages of 9 percent of gross income for oil-and-gas wells, 21/,
percent, for coal mines, 5 percent for metal mines, and 71 pervent for
sulphur mines, may in fact exceed to some extent depletion computed
on the adjusted cost or other basis, although in some cases, such as a
fee {)ur('hmsc of proven property, it may well not be as much as cost
depletion. It might well be provided in these instances also, as an
addition to each of subdivisions 3 and 4 as they now stand, that
[reading] :

In no case shall the depletion allowance under section 23 (m) be less than
it would be it computed without reference to this paragraph,

The Nye bill reduces the allowances in existing law,

Senator Connarry. How do those rates compare with the present
rates?

My, Cuestren, Approximately one-third, but that is not all that is
in the Nye bill. The bill states this: That if the taxpayer hay alvendy
recovered his base, no depletion is allowable.

Mr. Brown. There is the other side of the picture that I was going
to take up. But we are dealing in a large number of cases with
taxpayers who have recovered their cost on March 1, 1913, value and
have continued to get this deduction. The net result is that they are
given an indirect subsidy to that extent,

Senator Barey, As I undevstand the situation, if you charge up
so much of the value, you have used a certuin amount of capital and
it has gone forth. That is not income. It never was income. A
man is entitled to an income to puy taxes only on the income and not
anything upon his capital,

Mr. Browx, It may be that he bought the property—-

Senator BaiLey. It may have cost him 5 cents.

Mr. Brown. As Mr. Chesteen says, if you adopt that philosophy
that may be so, but I believe if a man pays a hundred thousand dol-
lars for'a property and if we permit him to recover that £100,000, it
is a question whether we should permit him deductions in excess of
$100,000, Lecause in such a case you are not only giving him his
original capital, but something else.

My, Cesteen. We hnve gone over all of this ground several years
ago, in which the question was threshed out. We found that there
were several economic reasons why they should deduct depletion.
These rates are in the present law as the result of studies made in the
Treasury Department and by the joint committee. Whether or not
you think these rates are too high 1s a question for you to determine,

ut it seems to me this bill is not the place to begin revision,

Mr. BrowN. If you have correctly estimated the entire ore body,
you can recover the exact amount or approximately that smount by
allowing a percentage for depletion over the entire area. In such a
case the percentage depletion would recover your capital. There are,
of course, inaccuracies in an estimate of that kind, because you do
not know how much ore is in the ground.
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Senator Convawuy. Here is a manufacturing plant.  You allow
those people depletions to maintain their obsolescent machinery and
all of that,

Senator La FoLrerre, We have been too Jenient with them, T can
tuke vou out to plants where they have depleted their machinery
and they are still operating their machinery. .

Senator Connawy. If they had an actual depletion, so that it
worked physically just as good as when it started, that would be
one thing. Most of these properties have experts, and we do not
know how far these men are going to go, or how long this property
will last.

Senator La Forrerre. But by the time they have got back their
part of it, why should they have any part of it left?

Mr. CuesteeN. Tf you have an oil well, that is your capital.

Senator ConNarLy. T suggested that a few minutes ago. I you
go along with a manufacturing concern, the physical property is
worth dollar for dollar,

Senator Baeey. My difliculty is that the income, first of all, is
in the nature of the net results

Senator La Fowuerre (interposing). T am not talking about the
provisions of this bill, T am talking about the provisions of the
existing law,

Senator Coxzarry., The propo<ition here is whether we shall keep
the provisions of the existing law in this bill.

Mr. Brows. The Nye bill =avs that no amount recovered shall
exceed 100 pereent. As T say. 1 am not trying to delay the passage
of this bill by raising any controversial matters.  The committee
did give a good deal of consideration to the problem and the Treas-
nry statf did present some views similar to those T have presented
here,

Senator CoxxNarny. Senator La Follette has to go.

My, Cuesreex. T assume that if we adopt the present law as to the
hazis of the tax and [ater the present law should be ehanged, that this
bill should be ehanged and brought up to date <o that in the future
we should have a rule for depletion the same in peace as in war, Tf
we adopt another rule for peacetime, it would be a very easy matter
for you to change it in wartime by amendment. T am assuming that
vou are trving to adopt a rule as impartial in wartime as in peace-
time.  The industries eame in dnring the last war and eontended
that the Congress should adopt a far more favorable poliey for war-
time, and T am assuming that you should not adopt a less favorable
provision in wartime than in peacetime.

Senator Baney. Suppose 1 own 10,000 acres of land, and then I
am onfy allowed 9 percent of my own profits, Do vou think tor one
minute T would let any man cut it?  So I think that this seetion is
wrong.

Mr. CuesteeN. T do not know whether you wounld adopt any
other poliey in wartime than in time of peace.

M. Browsi, 1 am trving to present my views, but T do not want to
substitute my views for those of the committee.

Senator Conyarry, Go right ahead,

Mr. Browx. There are one or two other problems which T believe
are noncontroversinl problems,  The next provision, Senator, is sec-

Fase
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tion 166. That appears on page 136. The Nye people have written
a special provision here which departs very much from existing law. -

Senator ConNaLLy. Why should that be treated any differently in
time of war than'in time of peace?

Mr. Brown. I did not suggest that. I suggest we retain the
existing provision of law,

Senator Connarry. What are your views as to that?

Mr. Cuestees. I agree with Mr., Brown.

(The motion was put and carried to retain the existing law.)

Mr. Brown. The next section is section 143, which deals with pen-
alties, That is on page 124, The Committee on Military Aftairs
made two changes m this subdivision. Xines 12 to 17, page 124,
having to do with persons attempting to evade or defeat any tax
imposed by this title, and so forth, are stricken out. Lines 17 to 28
are added by the Committee on Military Affairs, the important
change being that the penalty which may be imposed is increased
from $10,000 to $100,000,

Senator CoNxzarLy, Was this bill referred to the Committee on
Military Affairs as to the industrial sections?

Mr, BrowN. This bill was first referred to the Munitions Com-
nittee, which struck out all but the enacting clause and substituted
a new bill, and then the bill was referred to the Committee on Mili-
tary Aflairs.

Senator CoxyanLy. Only as to its industrial sections?

Mr., Browx~. They did not confine their amendment to the indus-
trial titles, s I say, lines 17 to 23 are added by the Committee
on Militury Affairs, the important change being that the penalty
which may be imposed is inereased from $10.000 to $100,000. Now,
the question there is as to the amount of the penalty. .

Senator CoNxanny. What is the present law?

Mr, Cursteex. $10.000.

My, Brows, I would like to introduce Mr. Joy of the general
counsel’s office, who i, T think, better qualified to speak on this
matter,

Senator ConzarLy., Al right.

Mr. Rayyoxp L. Jox. The existing law provides in section 145 of
the 1934 act—section 145 (a) covers misdemeanors and provides sub-
stantinlly as stated in paragraph 145 (a) of the Nye bill. and provides
for a penalty of not. to exceed $10.000 or imprisonment of not to exceed
1 year, or both, together with the cost of prosecution.

(b) of section 145 of the 1934 act covers penalties for the willful
refusal or failure to collect, account for. or pay over taxes, and for
willful attempts in any manner to evade or defeat any tax imposed,
and provides a penalty of not more than $10.000 or imprisonment for
“not more than 5 years, or both,

Sepator CoxNaruy., Which are substantially as they are in the
old law ! .

My, Jox. Except that the fine is increased in both instances to this
$100,000.

Senator ConnarLy. This was done by the Committee on Military
Affairs !

Mr. Joy. Yes. That is correct.

Senator Bareey. That is in the discretion of the judge.
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Senator ConnNaLLy. Yes. It shali be not more than $100,000.

Mr. Jov. It would scem desirable that the punishment imposed for
a particular offense should bear some relation to the seriousness of
the offense. While we in the penal division of the general counsels
office may regard tax evasion as a very serious crime, it is a fact that
the public generally does not vegard it us such, with reference to other
crimes which are inserted in this bill. There are many quite flagrant
cases referred to the courts where, under the existing law, the fines
may be very light. I recall one particular case where the taxpayer
involved was a bootlegger, who was an evader of a very large amount
of taxes; he was found gnilty and fined $5. In other instances where
the offense for which the taxpayer may be indicted is a felony and
the felony provision of section 145 is invoked, there is a tendency
to let the tnxynyer, especially if he is a reputable citizen in the com-
munity, plead guilty to the misdemeanor and not have to stand trial.

Senator Connarry. What do you suggest ¢

M. Joy. It is my own idea that the insertion of so large an
amount, so large a fine as $100,000 would have a tendency to create
u public antagonism against tax prosecutions,

Senator Bamey. It is in the discretion of the court.

Mr. Joy. The present fine of $10,000 is much more than the court
will ordinarily impose.

Senator Bawky. But it is in the discretion of the judge.

Senator Convarry. Yes. Your suggestion is that the present law
should be retained?
. Mr. Jov. That would be my recommendation—that the present
law should stand.

Senator CoxnaLLy. Senator Bailey, the Military Affairs Commit-
tee amendment is that the fine shall be not more than $100,000.

Senator Bartey., Yes. I do not object to that $100,000. That is
all right. The judge can settle that.

Senator ConNaLLY (reading) :

Shall be fined not more than $100,000—

Fine and imprisonment. There is no discretion there.

Mr. Joy. That is new. That is not in the existing law,

Senator Coxnarry, They strike out that three times. That has
been stricken from the bill.

Senator Bawsy. The failure to collect the tax at the source; what
does that refer to?

Mr. Joy. In some eases persons prosecuted nnder (b) would not be
the taxpayer, would not b the man who evaded the tax. but the man
who made out the return, I eall your attention to the effect of that
Iater part, “and shall be liable to & penalty of three times the amount
of such tax withheld or evaded.” That is mandatory on the court.
and the rate of taxes in this class would make that very large.

Senator Bamey. That i< all right.  Where a man willfully under-
takes to defrand the Government of taxes, he ought to be made to
pay a great many thousand dollars, .

Senator Convarry. The Military Affairs Committee has stricken
that out and left it to the court, Suppose we vote on this now?
Do you want to adopt that!

Senator Baiey. 1 am perfectly willing to restore it,
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Mr. CuestEeN, Under (a) these may be misdemennors,  Last year
the subcommittee of the House undertook a study of this question, and
one of the questions was the question of penalties. It is my recol-
lection that the position of the Commissioner of Internal Revenue
was that the penalties were very severe, The subcommittee did not
undertake revision, because other questions prevented completion of
their study. In view of that background I would hesitate to =ay that
penalties of this kind should be increased.

Senator Coxnavry. I think we should defer a vote on this until
Monday.

Mr. Joy. I should say that there is reasonable probability that
there may be some proposed amendments to this. This is only & part
of the existing law with reference to these penalties. Section 1114
of the 1926 act covers not only the three subparagraphs of section
145. but also provides for the punishment of persons who aid or
assist taxpayers in the evasion of tax payments. .

Senator Bamwky, Of course, you should do that, because there are
persons who do that.

Mr. Jov. In that provision the amount of fines is retained at
$10000. without the provision for three times the amount evaded,
because in many cases the person will not owe any amount at all. In
most instances, of course, the person does owe the amount.

Senstor ConNaLry. Is there anything further on this section?

Senator BaiLey. You have got your definition of the word “per-
son” there. T believe that should contain some phrase to include an
attorney at law or accountant. or other person of that character.

Senator CoNnNarLy. Perhaps you should look into that, both of you.

Mr. Browx. That covers the provisions of the 1934 act.  There is
under consideration, at the present thme, a proposed amendment of
existing Jaw with respect to the requirement for an oath, so that, with
respect to individual returns, the taxpayer, if he declares that he
makes it subject to the penalties of perjury, will not have to swear
to it at all, and that is in accordance with the existing law in the State
of Massachusetts, and somewhat along the lines of a bill introduced
by Senator Walsh; and the Treasury. I believe, has suggested some
amendment to his bill,

Senator BaiLey. If he did not know much about it and he just
signed it, and then the man who made it up ought to be indicted,
and the man who signed it, no matter how much he didn’t understand
it, ought to be,  Then he could explain to the court how he signed
it, not understanding it, when it was intended for him,

Mr. Browx, This proposal was to do away with the requirement
of the oath on the income-tax returns, and will require them, under
the penalties of perjury, to sign their names: so that, in order to
prosecite =uccessfully for perjury, you will not have to prove that
they actually swore to them.

Senator Bamey, Couldn’t you put it this way—that if the com-
pleted return was not done in accordance with the form required,
then the person signing it did it with intent to defraud? We have
a very notable case along that line.

Mr. Brown. The present provision of the Criminal Code, with
respect {0 notaries is not very strict, and there is nothing we can do

49114 —30-——14
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to u notary for putting his or ber seal on a document in swearing
person. )

Senator Bamry, I make np my return, and he takes it to some
other person———

Senator ConnarLy (interposing). This is off the record.

Discussion occurred off the record.)

Senator ConNarny. If it is desirable, we will defer voting on this
until Monday, What other matter have you to bring up?

Mr, Brown. Scetion 272, which is on page 164 of the bill. The only
question 1 raise now is whether the Commissioner should be required
in all cuses to collect the additional tax on notice of the deficiency.
That brings up the general problem of whether taxpuyers, when
they are advised of an additional tax, shall have u right, as they
have today, to petition the Board of Tax Appeals without the filing
of any bond or other security pending the decision of the Bourd of
Tax Appeals. .

Tt is my personal view that the taxpayer, if he should have any
additionnl assessment, should pay it and sue to get it back.  Certainly
we should not do, as we do today, permit an appeal to the Board of
Pax Appeals without posting any bond whatsoever,  We find that. in
o great many cases, after the decision of the Board of Tax Appeals,
that the taxpayer is unable to pay.

Senator Banzy. Then your suggestion is that we require a hond?

Mpr, Brown. My suggestion is that in wartime we might consider
the desirability of the taxpayer paying the tax and asserting his right
to get it back,

Senator Bamry, That is a case where the taxpayer pays $1,000 and
the Commizsioner of Internal Revenue linds that he owes $2,000¢

My, Brown, That is the ease exactly, and I suggest that he pay the
additional $1,000. '

Senator Convarry, Doesn’t the Bureau also, unless you raise as-
sessments, make it large enough to cover any possibility, and makes
it a hardship on the taxpayer if he has to pay in cash the assessments
the Commisstoner should levy and then go to court (o get it hack?

My, Browx. I think that practice in the Burean is to some extent
influenced by the fact that he does not have to pay at once. and he doos
not have to file a bond.  In other words, it does not make very much
difference what we claim, )

Senator Connarny, That is true under the present law, but in
wartime it might work a hardship on him,

Mr. Brow~., Yes. It would have a sobering effect on the Burean
ofticials.

Senator Baney, What T wish to present is the arbitrary method
of assessment of a wan who ennnot pay and then avbitrarily pre-
venting him from putting his defense up in the distriet court 'in his
prosecution by the Government,

Mr, Brown. Today you can pay the tax and then sue in the distviet
court to recover, or in the Court of Claims, or you can file a petition
with the Board of Tax Appeals and stay the proceedings,

Of course, today the taxpayer, if he chooses to go before the dis-
trict court—if he thinks that is a more favorable forum-——he can pay
his tax and bring his suit there or in the Court. of Cliims. But the
ureat majority prefer to delay payment of the tax.
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Senator Bairey, He must appeal to the cirenit court? Ts that the
present, procedure ?

Mr. Brown. He can do that.

Senator Bamey. 1 would not like to cut a man off of his right to
sue just on the ground that he is too poor to give a bond ; and whenever
you give him this assessment you diminish his 1ight to give a bond.

Mr. Brown. Then your suggestion is that some provision should be
made there,

Senator Bamey, No. T think that language is too short, innsmuch
as you do not say how the assessment should be made. My recollec-
tion is that it is a lien against the taxpayer; and when you file your
lien, to make it legnl against third parties, you must make a record of
it in the county in which the property is,

Mr. Brown, Yes. 1 do not quite understand your suggestion, If
the suggestion is that upon the deficiency notice there is n prima-
facie case——

Senator Bamry (interposing). That is the rule now. You go into
a court, and the moment the nssessment is shown to the court, the
burden ghifts to the taxpayer to show that the asscssment is not
correet,

Mr, Brown. Yes; but that is a different matter.

Senator BamLey, If he has no property and can give a bond, that
is one thing; but if he has neither property nor capacity to give a
bond, he should have a right to prosecute his ¢laim.

Mr. Brown, In the last war, Senator, the tnxpayver was required
to pay this additional tax, but he could file a claim n abatement and
in that way stay collections?  The result was that a lurge number of
claims were stayed in that way.

Senator Bamey., That is the reason I made that statement. I han-
dled a large number of elains, We had a very fine judge down in our
district, and he was a very nice and a very just man. That is the
reason I make my suggestion, I am talking about the fellow who
cannot give a bond,

Senator ConnNarny. Under the present haw, if there is a deficiency
notice and he does not go to the colleetor, do you go out there and
levy on his preperty? - You do not hring any suit ¢

Mr. Browx. It is not necessaryv.  You ean do so.

Senator Connarnvy, 1If you bronght a suit could you set up de-
fenses in that snit?

Mr. Brown. Yes, sir, :

Senator Connarny, How would it do to provide that the taxpayver,
in event of a deficieney, may file n petition with the Board of Tax
Appeals upon the filing of a bond? Make that a condition to his
doing so?

Mr. Brow~, That would be satisfactory to the Bureau. I do not
know whether that would be satisfactory to Senator Bailey,

Senator Connarny, Tf he has property the chances are that he
ean make a bond. If he has not_any property it does not make any
difference one way or the other, What do you think, Senator Bailey $

Senutor Bamey, Let him go into court and make it @ condition
precedent,

Senator Connarry. That he either give bond or muake sufficient
proof of his inability to do so?
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Senator Bamey. Yes; and file it individually.

Senitor ConNarey, Let the court determine of his inability to give
a bond? I think he ought to have o hearing, T do not. think that
this Government ought to authoritatively say “he owes that money™,
and we go out and take his property away from him, The man that
is able to give a bond ought to give n bond, or make a showing to
the court that he is unpble to do 0. If he eannot give a bond and
convinees the court of fis inability to give a bond, he has not any
recourse,  Is that unrveasonable?

Mr. Brown. T do not think that is wholly unreasonable,

Senator CoNnNarry. Does thai tuke sway his right ¢

Senator Batey, No. I have heard of cnses where the Treasury
Department has thrown men into bankruptey and destroyed them,
and they could not put up the bond and the only thing they could
do was to take refuge in bankruptey, and while we had several of
these cases and tried them in the district court, the distriet court
snid there “vas no linbility whatever, but those people ruined him and
there was no linbility.

Mr. Brown. But the other side of the picture is where the United
States has been deprived of its just revenue and no security was
required,

Senator CoNvarry. Or where the property was dissipated.

Mr. Brown. Yes, sir,

Senator Bainey. 1 am looking at both sides. 'We ean never pur-
sue the policy of ruining a man just beeause he is broke.

Mr. Brown. 1 meant no criticism at all, but in these illustrations
we mint not lose sight of the fact that the Government in the majority
of cases is in the right and is actually losing a large amount of
revenue,

Speaking of Senator Comnally’s suggestion, T think we could prob-
ably go along with that view very readily, except that 1 should point
ont that you may, in a grent many cases, have two trinls.  You may
have a trial on how much he is worth and another on the merits.

Senator ConnarLry, That comes up in court many times,

Mr. Brown. It is your thought to have the Board of Tax Appeals
decide?

Senator Conxarry, Yes, Make it his business to file his petition
with the Board of Tax Appeals that he could not give a bond, and
in that event that he may file a petition with the Board of Tax
Appenls,

M . Brow~, He does not come personally before the Board ?

Senator ConNarny, He would.

Mr. Brown. In effect he would have to take the pauper’s oath?

Senator Connarry. Yes. That is right,

Mr, CunsteeN, My thought is, we have a peacetime method of
collecting taxes. There are just two factors that differ in wartime,
One is the need of the Government in time of war for revenue. On
the other hand, you have a taxpayer whose individusl welfare should
be considered.  You are providing in this bill very high rates of tax-
ation, I have no doubt that the Commissioner is going to have a
very hard time in collecting the taxes; he is going to create hardship
in getting the moneyv. Are you going out nnﬁ collect a tax as high as
90 percent, when the taxpayer has probably been thrown into bank-
vuptey? I think that is the problem before you, whether with these
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high rates you are going to take the tux first and let the taxpayer try
to gret it back nfterward, .

But I approach it from unother viewpoint, that the taxpayer is
going to nmLo an hohest return, and while there is an urgent need for
revenue, that is so in peacetimes, I the present policy of appeals to
the Board of Tax Appeals is advistble for peacetime, then T should
sy the swmme poliey should apply in time of war,

Senator Baey, Your suggestion is that we let it stay like it is at
the present time !

Mr, CugsrseN, Yes,

Senator Bateey., I am agreeable to that.

My, CupsreeN, 1 am not commenting on the present situation at
all. Tt may be that the present situntion is not the best at the
present time,

My, Brows, The view which T have been trying (o present may
perhaps be mude a little clearer by reforence to our experience.  Qur
tax laws are technieal and at times the administration of theny has
heen teehnienal. This situation is oftentimes justified by the Tax
Administration on the ground that the taxpayer is prone to take
advantage of techniealities, 1t is difficult to say which came first,
While I have a high regard for the honesty of the average taxpayer,
nevertheless it is often the case that the relation of the Government
with the taxpuyer is viewed as something of a sporting event.  While
there is no desire to be harsh, still for purposes of wartime taxation
I feel that every effort must he made to protect the revenue.  If you
run the rates up to a very high point and fuil to provide for a bond
pending appeal, the temptation of the taxpayer in filing his return
to ere in his own favor will be very great,

Senator ConNarry, On the mf:(-r hand, the higher the rate the
harder is the collection of those rates. My thought is that the higher
the rate and the greater the hardship on the taxpayer, ought to re-
strain the Government in the collection of it. In peace-time you treat
him better. You give him a chance, but when the rate is so high you
minke him discournged.

Mr, Brown. Theoretically, T see much to be said for providing some
relief where a man proves he cannot supply a bond, or in the case of
very poor taxpayers,

Senator Bamey. I want to get this strnight,  Suppose that the
Commissioner files a petition and sends out an as<essor to collect,
That i< an assessment ¢

Mr. Brown, He cannot do that.  He has to send a notice of that
deficiency and let the taxpayer appeal to the Tax Bouard except in the
ease of jeopardy assessments,

Senator Baney, Then we should change the law so that the Com-
missioner could send down to the taxpayer, Then vou have a right
to lay your hands on the property.

Mr. Brown, 1 appreciate t]hnt I am snggesting changes in existing
law, but several of these items nppum-e(rtu be so vitally associated
with the collection of revenue as to justify me in bringing them to
your attention,  If it is desived to follow the rnle of making no change
in the present law, then, of course, our problem is much simplified,

Senator Bamey. T had rather do that,

Senator ConNarLy. So we will pass on it on Monday, We will
pass section 272 until Monday,
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Mr. Brown, Sections 292, 204, and 205. The question raised there
is a8 to the rate of interest to he allowed on deficioncies.

Senator Connarny, What is it under existing law ¢

Mr, Brown, Under existing law the rate is 6 percent.

Senator Connarvy, You want to make it 1 percent a month?

Mr, Brows, No,

Senntor Cosnarny. The Army did that,

Mr, Brown, Yes. Under the War Revenue Acts of 1017 and 1913
the rate was ¢ percent,

Senntor Connarny, T move to put it back to 6. 'What do you say !

Senator Bamwey, All right,

Mr, Brows, Section 322 (b) (3)~—lat is on page 186-—the interest
on credit or refunds s at 6 pereent, The Nye bill provides for 3
pereent, Tt is a question of policy,

My, CaesteeN, I think we had a change a few years ago, It was
unsatisfactory to the publie, and the Congress changed it to 6.

Senator Cox¥NarLy, On the theory that it was 6 percent and that
is what it should be?

Mr, CuesreeN, That s right,

Senator CoxvarrLy. Of course, the Government can borrow money
at less rate of interest than that,

Mr. Browx. I am content to have it vemain at 0.

Senator Bamey, What do you say?

Mr. Browx. We are paying 6 percent,

Senator Banxky, T s}mn](l #ay it would be equal to the rate ho
would be entitled to.  Let us put it at 4 pereent.

Senator CoxNarry. Do vou think we will run into any diffieulty?

My, Cuzsreex. We had some difficulties before and Congress, as you
know, changed it back to 6,

Senator Bamey, What Congress was that?

Mre. Cuestees. I think 1934, The change was first made in 1934,
and back to 6 percent in 1935,

Mr, Browx~. I have no other questions, I do not know whether
the committee wishes to decide this question in respect to the use of
the House bill,

(After discussion off the record, at 5:15 p. m., the subcommittee
adjourned to meet at 2 p. m. on Tuesday, Apr. 28, 1936.)
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TUESDAY, APRIL 28, 1936

Unrren Srares SENATE,
Suncommrrrp or Ty ComMirtes oN FINaNen,
Washington, D, C.

The subeonnmittee met, pursuant to call, at 2 p. m., in the
District Committee room in the Capitol Building, Senator Tom
Conmally presiding. ‘

Present : Senators Connally (chairman), Bailey, and La Follette.

Also present: (1 1, Chesteen, Ralph W. Brown, and J. 8. Zucker.

Senator ConnNarny. The committee will come to order.  The
malters that we wanted to examine today were largely the sug-
gostion that we tuke out of the pending (ax hill the new plan and
put it in this bill and then relate the corporation raie as nearly as
possible to the individual income tuxes, Are you prepared to discuss
that, Mr, Brown?

Mr, Browxs. Well, only in a very general way, It was my thought
that the committee would want to consider the problem of the rela-
tionship of the corporate rates to the individual rates, adopting,
perhaps, in principle, the scrve interrelation that we have in the
pending peace-bill clanse,

Senator CoNNarny, Yes; we do. What we need is a rate on corpo-
rations that will bear a proper vel.tionship to the increased income-
tax rates, That is right, 1 it not, Senator?

Senator LA Fornei ve, Yes, sir.

Mr. Brown, At the present time where you run up the individual
rate¢ to a very high point—in the existing law, the surtax rates run
now to 76 percent plus 4 percent normal tax, or a total of 79 percent—
and provide a maximum corporation rate of only 15 percent, you have
a situation which invites trouble.

To use as an illustration of physics, you have got a potential there
causing an incentive to retain carnings in the corporation, because
immedintely they get out of the corporation and are distributed in
the various income-tax clagses, they become subject to the graduated
surtax rates,

Senator Connarny. Let me ask you this: Suppose we vote this
nfternoon and say the schedules carry the same relative rates on
corporations as these rates which we have already gotten from indi-
vidual income, conld you do that?

Mr. Brown, I could not, Senator, because I am not qualified.

Senator ConNarLy. I mean could the Joint Committee on Taxation
do that? That is what we want done. If that can be done, there

211
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18 no oceasion for us to be talking about it 2 or 3 days. Just go on
and do it, if it is practical to be done,

M. Broww. I think it is practical all right to accept that general
thesis, but whether yvou want to do it without some preliminary dis-
cussion on the subject T do not know. On bellf ot the Treasury,
of course, I am looking to the committee to indicate the policy,
because whatever schedule of rates may be determined by the com-
mittee the Treasury will be glad to estimate the probable vield and
probable effeet, It will also be glad to convert the rate schedule into
the necessary percentage schedule which has been set up as an alter-
native method in the peacetime bill,

Senutor La Foreerrr, It is important in another way. When this
new tax plan for corporntions was devised, as T understand it, an
effort was made to fix the rate on retention of undistributed profits
at. such a seale, or such a schedule that so far as the Treasury was
concerned it would get the same amount, or practically the same
amount of revenue, regardless of whether the corporation elected to
retain or whether it clected to distribute.

Mr. Brow~. That is my understanding,

Senator La Fourerrs, 'hat is my understanding of it.  All right.
Now, cannot that same thing be done so far as these rates that we
have arrvived at for individual incomes in this war-tax program are
concerned ¢

Mr. Brown. I should think so, Senator. It may take a little time
to work it out.

Senator La Fowrerre. I understand it will take some time. In
other words, the higher your individual income-tax rates are the
more incentive there is for taxpayers in the upper brackets to use
their influence in the policy of corporations to retain profits, hecanse
it they are distributod they are going to pay a higher tax than they
will pay at the present corporvate rates,

Mr. Browx. That is correct.

Senator La Forrerre, That is my understanding.  The theory of
the new bill is you are going to plug up what might almost he called
a loophole, or at least a device for lowering the taxes by fixing a tax
on corporations which will result in their paying approximately the
same amount of revenue to the Treasury, whether they are retained
or whether they are distributed. Now, if it is possible to do that
with the existing individnal income-tax schedules, I cannot see why
there is any insurmountable problem presented so far as the sehedules
that have heen tentatively agreed to by this subcommittee for indi-
vidual rates are concerned, and if there are any obstacles I wonld
like to have somebody speak up and say what they ave,

Mz, Brows. Is it the thought of the committee that yon would
have three rate schedules ag much along the plan of the pending bill
ag possible?  As you recall, there are two main rate schedules, one
applicable to corporations, with net incomes of $10,000 ov under, and
then there is a schedule applicable to corporations with incomes in
excess of that figure, And in order to make a proper adjustiment,
between the first and the second schedule, so that an increase of $1
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in income will not result in a disproportionate increase in tax, they
provided a_third schedule for bridging that gap.

Senator La Foruerre, Theorvetically it seems to me perfectly sound,
but as a practical matter it complicates the appearance of this pend-
ing tax bill a tremendous amount.

Mr. Brown. T think it is largely a matter of appearance.

Senator La Forrerre. I think it is, too.

Senntor Connarry. Could not you devise one plan and get rid of
the three?

Mr. Brown. I should think so, unless it is the opinion of the com-
mittee that some speeial provision should be made for corporations
in the lower income-tax groups.

Senator CoNNALLY. ‘Vbhnt is your view, Senacor La Follette, on
thatt

Senator Ta Forrwrre, Well, as T say, I think perbaps in theory
it sounds perfectly all riﬁht, but it scems to me that they have com-
plicated t]hv pumfinp: bill a good deal in order to serve that theo-
retical end. and T am doubtful whether the benefits that are going
to flow from that are going to be worth the complication that they
have indulged in,

Senator Conxarey., I would very much prefer one flat plan if we
could get it to apply to all corporations. This is a war bill; it is
not a permanent piece of legislation, :

Mr. Rice. Senator, in that connection, it might take a little longer
to work that out. It would be a deviation from this bill which
you already have,

Senator ConnarLy, It would take Jonger to work that out?

Mr, Rice, That is my thought. ¥ow about that, Mr, Brown?

Mr. Brows, From the point of view of the Tressury actuaries
one schedule is easier for them to work on than three schedules,
and of course you will appreciate that the actuarial work is a larger
burden than would appear to a person like myself who has not had
much experience with anetuarial work, In other words, it is a con-
giderable job to work it out, but that is purely a matter of delny
for a few days, that is all,

If the committee will indicate the general character of the rate
schedule that it has in mind then we can very easily do the rest, and
we will get to work at once on it.

Senator Coxyarry, Mr. Chesteen, can you advise anything?

Mr., CuesteeN, We have given some thonght to the question since
yesterday afternoon when I talked to you and have prepared a
rough draft of two possible schedules, We did this merely to supple-
ment what the Treasury had to say with relation to the schedule
today. I have assumed all the while that the Treasury would have
something on rates to submit to you, and what we were preparing
would merely throw some light on the rates and schedules,

We approach this subject from this viewpoint, that it is desirable to
just have one schedule in the war-time bill instead of two schedules
and four computations, as we have in the present bill, and these
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schedules and rates that we have prepared are based on only one
schedule for all corporations, whether small or large.
(Mr. Chesteen submitted the following rates and schedules:)

IL R, 3520, CorPORATION T'AX
PROPOBAL NO. 1

If there is no undlstributed income, there shall be no tax on the adfusted
et incone,

If the undistributed net income s 10 pereent of the adjusted net income,
the rate of tax on the adjusted net Income shall he § percent,

If the undistributed net Income I8 15 pereent of the adjusted net income,
the rate of tax on the adjusted net income shall be 10 percent,

It the undistributed net Income I8 20 percent of the adjusted net Income,
the rate of tax on the wdjusted net income shiall he 20 pereent,

If the undistreibuted net Income In 25 percent of the adjusted net income,
the rate of tax on the adjusted net Income shall be 30 percent,

If the undistributed net income i 80 percent of the adjusted net income,
the rate of tax on the adjusted net income shall be 40 percent,

If the undistributed net Income i8 35 percent of the adjusted net {ncome,
the rate of tax on the adjusted net income shall be 5O porcent.

If the undistributed net Income I8 40 pereent of the ndjusted net tncome,
the rate of tax on the adjusted net fncome shall be 60 percent.

PROPOSAL .NO., 2

If there 18 no undistributed net Income, there shall be no tax on the adjusted
net. income,

If the undlstributed net income i8 5§ percent of the adjusted net income,
the rate of tax on the adjusted net income shall be 30 percent,

If the undistributed net income is 10 percent of the adjusted net income,
the rate of tax on the adjusted net income shall be 37.6 percent,

It the undistributed net fncome 8 15 percent of the adjusted net fncome,
the rate of tax on the adjusted net Income shall he 47.56 pereent.

If the undlstributed net Income s 20 percent of the adjusted net income,
the rate of tax on the adjusted net income shall be 60 percent,

If the undistributed net income s 25 percent of the adjusted net Income,
the rate of tax on the adjusted net Income shall be 75 percent,

I, R, 5520—Schedule showing cffect of the several Mtvs of taw on adjustcd net
income of $100,000

Total Total
ndistribute monnt adjus ndistribute moun " | adjust,
Undistributed | A Amount | adjusted || Undistributed | Amount | ATOURE | 4djasted
amount retained | of tux utod net in- amount retained of tax uted not in-

come come
Propossl no. 1; Proposal no. 2:
310,000, euvena.| 88,000 | $85,000 | $100, 000 $5,000. c.eaeee.| $30,000 | $5,000 | $100,000
$106,000. wvuuue.] 10,000 78,000 100, 000 $10,000.... 87, 500 62, 500 100, 000
$20, 20), 100, 000 $18,000. .

60, 000 47,600 | 87,500 100, 000
40, 000 100, 600 $20, 000, . 20, 000 100,
30, 000 100, 000 $26,000.... 76, 000 Noue 100, 000
15,000 [ 100,000
None 100, 000
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H. R, 6629, Scinmue oF CoRPORATION RATES DBasin UproN UNDISTRIBUTED
Nur INCOME

PROPOBAL NO. 1
If the undistributed net income I8 a percentage of the adjusted net income

as shown in column 1, then the vate of tux on the ndjusted net {ncome shall
be the percentage of the adjusted net Income as shown In column 2,

pre—
Column 1| Column 2 {| Column 1 | Column 2
Percent Dereent Dercent Prreent

0 0.0 2 22,0

1 W0 22 2.0
2 1.0 25 20,0
d 1.5 2 24,0
4 2,0 20 30,0
b 8 20 32,0
1] 4.0 a7 34.0
7 36 28 36,0
8 4.0 & 34,0
9 4.0 3 40.0
10 5.0 3 42,0
11 0.0 32 44,0
12 7.0 33 46.0
13 B0 31 48,0
14 9.0 30 50,0
15 10.0 30 82,0
10 12.0 37 )
17 14,0 38 50.0
18 16,0 30 08,0
1 18,0 40 60

2 .0

H. R, 6529, Sonpvre or CorrorArioN RATES Baspp Uron UNDISTRIBUTED NET
INcoME

PROPOSAL NO. 2
1f the undistributed net income is a percentage of the adjusted net income as

shown in column 1, then the rate of tux on the adjusted net income shall be
the percentage of the adjusted net fncome as shown In ¢olumn 2,

Column 1| Column 2 || Column t | Column 2
Percent DPercent Percent Percent

0 0.0 13 43,5
1 8.0 4 5.8
2 12,0 15 41.0
3 8,0 10 50,0
4 2 17 82,0
b 30.0 1% 8.0
1] 38 1 5,

7 33 20 00,

8 4 oL 3.0
9 30.0 22 6.0
10 37,8 a8 .0
1 80.6 o4 72,0
12 4.0 28 5.0
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Mr., CuesteeN, Now we had thought of the possibility of giving
some relief to smmller corporations. We had thought of one plan,
that you might do that by a small exemption, thut you might grant
them $1.000 or $2.000 deduction, as we did once in the individual-
income-tax laws, if you want to grant any special consideration to
corporations below $10,000.

'.llln- present bill has one sehedule for corporations of $10,000 or less,
It occurred to us that if you want to grant any specin relief to those
corporations you ean do 1t by one (lmhwli(m of whatever amount you
thought was necessary.,

My, Zucker will explain these schedules as far as we have gone
about, the study of the plan, and tell yon what we have done to pe.
Inte these rates (o the rates that you adepted on individuals,  There
ave two plans.  You notice that plan no, 1 rung up to 60 percent and
plan no. 2 rung up to 76 percent, ,

Senntor Conzarny. Do you feel that these bear a fair relationship
to the individual returns?

My, Zvexer, We started with the report of the subcommittee of
the Ways and Means Committee, in which, under schedules 1 and 2,
there are listed minimum and maximom rates from which ultinately
the actuarial tahles were computed that appear in the proposed bill,
IL R, 12395, Under our proposal 1, which is shown in this exhibit,
the maximum rate which we used was 60 pereent. That 60 pereent
ix comparable to the 4245 percent in sehedule 2 shown in the Ways and
Means Subeonnnittee report, and the increase is reasonably com-
parable to the difference in the maximum surtax rates under the
existing bill, which is 75 percent, and the 80 percent surtax pluas the
10 pereent normal tax under the proposed war-profits tax bill,  The
effect of our set-up of rates is xhown on page 2 of this exhibit, under
proposal 1,

Senator Connarny. Column 14

Mr. Zvexenr, The sehedules reflect applicable vates based on per-
centages retained, but not for all brackets, because that would require
some aetugrial computations to get at the effective rate npplicable to
the odd amounts,

Now it was readily realized, as soon as we construeted this, that
there is one wide divergence between an attempt to parsllel the war
profits corporation rate to the individual surtax rates as aguinst the
pence-time rates. because the maximum is reached in the ordinary
surtax rates at $L,000.000, while for the purpose of the war-profity
bill it has been voted that the maximum start at $50,000,

To convey the effect. of a persunsive tax, encouraging distributions
by corporntions, we had to adjust the rates further, so that corpora-
tions will not retain their income but will distribute it to stockholil-
ers whose income may be subject to surtaxes at the $50,000 level and
over, and that js the reason for proposal no, 2,

Proposal no. 2 ig very tentative, Tt is merely a suggestion,  We
did not work out all the computations in ovder to scientifically es-
tablish that this is truly and fully comparable. That will have to
be done by weighted averages.  We decided upon a maximnm rate of
75 pereent to take care of and to parallel the individual surtax rate
on the war-profits bill at 80 percent, beginning at income of $50,000
and over, and also the 10 percent normal tax.
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Another reason why we took the figure we did here is because
from what has been presented over at the House, and also before the
Senate Finance Committee, the reserves wiich it has been found
corporations maintain in peacetimes, that is, the amounts which they
use for plant extension and for general working capital operations,
have approximated about 30 percent per annum over the past 10-yeur
period.  We thought in wartimes, if we suy n corporation can be per-
mitted, as may be seen under proposal 2, to retain 26 percent of its
income, that will constitute a sufficient cushion to maintain itself
through the various (overnment revolving funds for plant extension
and war facilities. If corporations sco fit not to keep 25 percent,
which they could do under this plan, if they keep less and distribute
more the rates will be less.  Of course, we then get the excess from
the individuals through the surtax brackets,

The computations which are shown on page 8 are mercly the series
of imcrmo(lliur' percentages between these tmrsic ones,

Senator ConNaLLy. That is on page 3 or 47

Mr., Zucker, Well, whatever way you happen to have them, Sena-
tor. It is plan no, 1 and plan no. 2. They are both there,

Senator CoNNaLLY. Proposal no, 1¢

Mr, Zuoxenr, Proposal no. 1 and proposal no. 2 convey the same
idea, except that they. apply to the respective rates as contuined in
proposal 1 and proposal 2. It just gives you, partly worked out,
the applieation of the effective rate to these various proportions
that arve retained, These are all worked out on the retained income,
the amount which a corporation decides to keep, A corresponding
schedule can be worked out from the standpoint of divided credit
but it will give the sume result.  The adjusted-net income consists of
the amount retained, the amount distributed, and the tax, The
method here is exnctly the method followed in the proposed corpora-
tion tax now pending.

Senator CoNNApnLy. Let me ask you a question here nbout the
difference in proposal no. 1. You say in the first bracket there
| reading] :

If the undistributed net income I8 10 pereent of the adjusted net incomo the
rate of tax on the adjusted net income should he G percent,

Now, down here in no. 2 you say the same thing, but you say
[reading]:

I€ 1t is O percent of the adjusted net income the rate of tux on the adjusted
net income shall be 30 percent.

Why is there that wide divergence between the two?

Mr. Zvoker. The difference between these two was necessary be-
cause under proposal no. 2 we attempted to give due recognition to
tho fact that umllel' the rate which the subcommitice has decided for
individuals, the maximum rate will apply at $50,000, and so we had
to stop up these rates so that corporations will not find it expedient
in war times to retain the profits rather thun distribute them,

Senator ConnNaLLy, I see,

Mr. Zuckenr, Under proposal no. 1, there is an attempt merely to
parallel the rates. In the one case it is 80 percent surtax and 10
percent normal, which is the war-profits bill, and in the other case
it is 76 percent surtax and 4 percent normal, or 79 percent. That is
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why there is not so much discrepancy there, because we merely take
the maximum rates. In proposal no. 2 we try to take in the other
qualifying factors, the points at which the maxtmum rates begin.

Then another renson for that, Senator Connally, i that if you will
notice, we had to adjust the rates that if it were plotted on n curve—
or, for example, assuming, as these examples show, an adjusted net
income of $100,000, under proposal no. 2 if a corporation decides to
retain and not distribute $5,000 it will have to give the Government
$7,600. If it decides to k«-ey another $5,000, to do so it will have to
give the Goverrment $10,000 in taxes. Thirdly, if it decides to keep
another $5,000 it will have to give the Government $12,500, and lastly..
if it decides to keep another $5,000 up to the $285,000, it will have to

ive the Government $15,000, and thus the incentive to retnin is
essened.

We took that to be the plan of the administration in the proposed
bill, and these etforts of ours are merely an attempt to carry out those
same objectives. . You may recall we had suggested for your con.
sideration an entirely different set-up to this, which is in the record,
that is a flat tax against all corporations, then a retention of an
amount which we may call necessary reserves, and then finally n tax
running possibly as high as 75 percent on the remainder, Mr, Brown,
in his statements concerning it, however, suggested that wo adhere
to the principles in the pending corporation tax bill, so we strived
here merely to adjust a_typical rate schedule to the idea which was
expressed 1n the administration program,

Senator Connarry. Do you think proposal no. 2 would fairly re-
flect, as to corporations, the same relative rate as carried in the in-
come-tax schedules which we have adopted?

Mr, Zucker. I think there is where we need the aid of the Treasury
statisticlans,  For example, Mr. McLeod knows now that the weighted
rate against individuals on surtaxes is about 3214 percent, 1f the
Treasury actunries were given the revised or the present rates as you
have voted them to find what the effective or average surtax rate is,
then we could use that as a ratio. This was our gness as close as we
could make it. The way the comparison has to be done is to get a
weighted average of the number of taxpayers in each bracket and
the rate a{)plicuble to each bracket, and thus « tain an average rate
against all taxpayers, Mr. McLeod has done 1hat for the adminis-
tration bill and probably has the data available from which to make
computations for this. Mr. Brown would know better than I would.

Senator ConNarLy. Mr. Brown, how long would it take?

Mr, Brown. I spoke to Mr, Oliphant yesterday afternoon. e
said just as soon as we had an indication of the probable range of
these rates that we would get to work on them,

Senator La Forrerre. What T would like to have the Treasury do
is to do the same job on these corporation rates that it did on the
corporation rate for the pending bill. I am not saying that they
wrote the iate,

- Mr. Bioww, No.

Senator La Forperre. But they did advise, I assume, in the Waya
and Means Committee, as to what corporate rates were necessery in
order to balance this situation insofar as the corporationg’ undis..
tributed profits were concerned.
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My, Brown. That is correct.

Senator La Fornerre, We have adopted certain schedules for war-
time individual rates, ‘What I would like the Treasury to do is to
take the suggestion, if it has got any amendments or criticisms of it
to give it 1o us and to let us know what they believe or what they
would advise this committee, assuming that it wants to strike a bal-
ance between the individual rates and the corporate rate, ns t~ what
sehedule would be necessary or appropriate for that purpose.

Mr, Brown, The only reason 1 did not do it, Senator, is because
T understood at the last meeting it was contemplated you would refer
the bill to the full commitiee to take care of that phase of it.

senator la Forverrs, No.

Senator Connarry, We have since decided we would do it our-
selves, because the committee could then change it if it was not
dutisfactory.

Mr, CuesreeN, We thought this would merely provide the basis
for study.

Mr. Zucker, We have eliminated for purposes of a wartime act the
necessity for two sets of schedules, if it meets with the approval of
the subcommittee, ‘

Senator La Forterre, T personally think it is very desirable,

Senator Connavry, That is correet,

Mr, Zvexenr, These incomes under $10,000 will not be treated dif«
ferently, The effective rate will not be so much, because they will
have less income to be taxed. However, if you wish to give small
carning corporations some exemption, that can be done, and we can
give them o lighter tax lond.

Mr, Brow~, My thought was there would be no necessity of doing
that in wartime since the war producers could be taken care of either
by the revolving fund or by sone proper allowance for amortization,
whereus the corporations serving the needs of the civilian popula-
tion would be treated the same as everyone else, Thoy will lmve o
make whatover sacrifices the war ealled for,

Senator ConNary. Let me ask you this: With this kind of a plan,
this present plan, and with these kind of rates, would that catch the
corporation with a very lurge rate of income as compared to its
capital?

Senator La Forrerre. It has no relation to its capital,

Senator Connarny, I know it does not, I am asking what will
happen in practice.  Suppose here is a war corporation that makes
a lot of money, of course it would have a large income. Would
these high rates cateh it or would they pay no higher rate than an-
other corporation that did not make so much?

Mr, Zuceker, The rate that they would pay would he no different
for the small corporation than it would be for the large corporation.
It is all based on the amount they would retain, or the amount that
they would distribute,  Assume n corporation had ma-'2 $100,000,000
during the war in one of the war years, if they decided to retain
$26,000,000 of that $100,000,000 they would have to give the Govern-
ment. $75,000,000,

Senator ConnNarLy, Suppose they paid it out to the individuals?

Mr, Zucken. Suppose they paid 1t out in dividends?

N

Senator ConnNarLy, Yes,
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Mr. Zucker. We would get a high surtax from individuals.

Senator CoNNaLLy. Because we would increase their rates we
would get it practically all? :

Mr. Zucker. Yes; but not quite all.

Senator ConnaLry. I have always had a doubt in my own mind as
to whether or not we ought to adopt this kind of a system or adopt
a flat system with graduated war-profits tax, in other words, excess
proﬁtsl tax to catch these fellows that make a large return on their
capital. .

r. CuesteeN, That can only be done, you know, by adopting
some kind of invested capital scheme, It is inherent in this scheme,
or any other income-tax scheme, that you do not give any considera-
tion to the rate of return on capital, simply tax it all at a flat rate.

Mr. Zucker. This has a better war effect. That i what we are
driving at, because the corporation that will make enorinous profits
during the war, assuming its capital is large, will have to pay a larger
amount on this basis. The Government will take 75 percent and will
get more dollars, will get a chance to recapture the war profit without
giving such corporations p percentage return on their invested capital.

Senator Connawry. That is right.

Mr. Zucker. There is one more observation and that probably will
be something which Mr. Brown will consider in connection with the
suggestion by Senator La Follette, and that is while what we have
here is a series of graduated rates, something should be devised to
affect the corporations for which the proposed peace-time bill has
special rates, certain banking institutions, insurance companies, for-
eign corporations, and the like. They have been treated at either a
15 percent rate or 22.5 percent rate. We have made no recommenda-
tion as yet on that.

Senator Lo Forrerre. Let us hear from the Treasury on that.

Mr, Brown. Well, as to the foreign corporations, one of the rea-
sons for the changes suggested in existing law is because of the ad-
ministrative difficulties in collecting the taxes that now exist, and it
was felt that the basic principle ought to be withholding at the
source, that we should get the money as it went out and not allow it
to go out and then hope we will get it back again.

I think that the set-up of the administration bill in the treatment
of nonresident aliens and foreign corporations is one of the most
congfructive things that has been worked out so far, and I suggest
the incorporation of those principles in this war-time bill

Senator La Forrerre. 1 agree with that. Perhaps you might have
to make the rates a little different. I mean, that is a subject you will
have to give consideration to. I think that that is what we really
had in mind when we picked up this corporation section of the
present bill, that we will also include those. At least that is what I
understand. -

Mr. Browwy, Well, that is based very largely on taxation at the
source, and the rate applicable to income of foreign corporations
has been fixed at 22.5 percent, that is those that have a permanent
establishment in this country, and the tax is levied on the propor-
tion of income attributable to capital employed in this country.

Now, as to the fixed and determinable periodical income paid
from various sources in this country, in the case of foreign corpora-
tions, the administration bill provides a tax of 15 percent.
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In the case of such income going to nonresident aliens, the tax is
10 percent.

In the case of domestic banks and insurance companies the com-
mittee in the House felt that it was not desirable to have the tax
schedules T and IT apply, inasmuch as it was felt that banks ought
to be encouraged to some extent to build up their capital and surplus,
and so they are taxed at a flat rate of 15 percent.

As to domestic insurance companies, again, it was felt they ought
not he taxed at the graduated rates, and the rate applicable to them
ig the same as to the banks, 15 percent.

Then there is the case of corporations which have an impaired
capital. In the case of those corporations the income, which does not
exceed the amount n:ﬂc{%gwyﬁ"fem ir impaired capital position,
is taxed at the ratg 4 .5 percent, and M%nce is taxed the same
as the income offbther corporations. T,

Now, in theé*case of corporations that by conffwci are required to
put in a sipfing fund, or to adtdinulate earnings t&take care of spe-
cific situgglons, and wini,eh are‘preventéd from paying any dividends
out of ﬁeir current, flet garninjs, in the case of those corporations
a flat tgx of 22.5 pefcent applies?., »° P #

Thefe is also Another frovision jn the I-?Suae bill. TInbthe case of
a covporation whith Phy ttﬁrliv?denclsﬁ n dxcess of adjusted net
incorfie, they are allowe gcre it car'ty-dVer ifto the nextiyear, and
if thére still remains a Wafance they can %&i}over into ‘the second

take¥

year{ following the taxpble vehr, -That care of cofporations
whic% ray ougjdivgﬂhq m‘l‘fy’ofjiﬁ c’;%lxllated surpluses. That is an
encodragement®to them,to distélbete hceumulated surplufles.

Returning to'the quebtion of thxatién/of bhmks and insufance com-

paniel, that is Somestic bimlg ikurance mpang, it would

seem td me that the snme general principles apply in pestetime as in
wartimd; on the other hand, {t ARy veﬁy well be that®he rates ap-
plicableak ould be matetfally inéreased: *They shomld not be in-
creased, if%sgems to me, beyond, th# point which wopfd imperil their
proper mandgement and safety. I am not prepayedl to suggest what
the rate should“be, but T shall be glad to look mfk the matter and to
report as soon as Tepn. . Lt

n the case of forelg.;bﬁ‘m;;pggg%%m,w‘ﬁomesident aliens, it seems
to me that is very much of a matter of policy for the committee, 1
do not suppose we want to drive business out of the country. On
the other hand, not quite the same conditions will prevail in wartime,
I do not suppose, in the case of a majer war, with embargoes and
blockades, and all the other restrictions on international trade, that
markets of this country will be quite so attractive, from an invest-
ment_standpoint, as they are in peacetime. It may be that our
security an commodltfr exchanges will be closed for periods during
the war. That in itself will divert capital from this country, par-
ticularly capital that is employed in trading on exchanges.

There is, of course, always a large amount of international capital
that drifts from one country to the other, and it would be rather Eard
to anticipate just what conditions would apply and how it would
react in the case of a major war in which we might be engaged. Tt
seems to me that if we Elace the rate high enough to insure a fair
return, considering the burdens that are being carried by our own

401143615

i3
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citizens and residents, that we probably would have arrived at a
reasonable basis for taxation,

As to foreign corporations, or business enterprises having a per-
manent establishment in this country and carrying on business here
essentially as resident, corporations or businesses, it seems to me,
to the extent of the capital employed in this country and the re-
turns on such capitel, they should be treated substantially as our
own citizens. That is, the effective rates paid by them should
roughly parallel the treatment of domestic corporations and citizens.

That is all T have to say in that respect.

Senator Baiey. Have you given soiwe thought to the various
classes of corporations?

Mr. CuesieeN. We have given some thought to the various
classes of corporations and treated them differently from the ordi-
nary case, So far we are not prepared to make any suggestion about
any particular class of corporations. We must realize this, that
banks may be in a different position than other corporations. You
may not want to treat banks in the same manner as you want to treat
certain other classes of corpovations, such as corporations with a
deficit. You may want to (Esregard that, however, and treat them
in wartime the same as any other class of corporations.

I think these various classes that have been treated differently
in the bill will require some special consideration, as to the circum-
stances which prompted the Ways and Means Committee to classify
a particular class differently from the ordinary corporation, because
when you come to a war period you are going to adopt a severe sched-
ule of rates. The reasons for excepting any corporation from the
schedule of rates ought to be some fact or circumstance that would
justify it in time of war, and not some particular condition that might
Justify its exception at the present time.

Senator BaiLey. Well, you will agree with me we should not predi-
cate legislation on a system of going into war the first effect of
which would be to impair the value of the policy holders, or the
policies held by insurance companies throughout tﬁe country? We
are not trying to put penalties upon insurance, what we are trying
to do is to take the profit out of war.

Senator ConNarry. That is our primary purpose. .

Senator Bamey. Well, I think anether thing is it is to notify
the American people just what war will mean to them. I think
this bill has some peace value in it.

Senator La FoLLerte. Mr. Brown, I think we have discussed this
corporate matter about as far as we can go today, and if the Treasury
and joint committee experts will work together or separately and
then %et together and confer about this, and try to get these rates
in with relation to the individual rates that have been agreed to, that
we have accomplished about all we can today on this particular Phase.
of it. Now it would seem to me the question of these individual
corporations is something you can give further consideration to.
When we meet in relation to corporate rates we can discuss the cor-
porx:]@xonsi) @ﬁat are given a separate or special treatment in the present
pending bill.

Mr. Brow. Tt is my thought, Senator, along that line, it would be
quite possible for us to go ahead with a substantial part of the draft-
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ing of the bill, without a final decision as to the rate, provided th,e
general framework of the bill is as you have indicated today, don’t
you think so?

Mr, CHESTEEN. -Yes. )

Senaftor La Forrerre. If necessary I will make the motion.

Senator CoNnaLLy. Make a motion.

Senator La Forrerre. I move then that the experts, both the
Treasury experts and the joint committee experts, be requested to

roceed with the drafting of the bill, using the pending bill as the

ase, and that they then submit to us such suggestions as they are
able to work out with relation to the rates on corporations, having
in mind the individual rates that have previously been adopted by
the committee.

Senator Bamry. Would not you want to add there that where the
bill in the Finance Committee makes exceptions with respect to cor-

g)ﬁ'a}timls of various types, that similar exceptions be made in this

i

Senator La Fourerre. I would have included that in the motion,
excepting that Mr. Chesteen suggested that perhaps we want to give
further consideration to that, and that the experts might want to
give further consideration to those corporations that are given
special treatment in the bill, not that I do not think you probably
will have to give them special treatment, but you might want to
consider whether you would use the peace-time rate or perhaps a
proportionately higher rate.

Senator ConnarLy. Instead of 15 percent making it 20 percent or
22.5 percent?

Senator La Forierre. Something like that, to bring it in general
line with what the other taxpayers are carrying.

Senator BaiLey. Of course this will be a tentative bill that is to
be printed ¢

Senator La Forrerre. It is not to be printed. T just thought they
were to begin work on it.

Senator Bawwey. I thought you were going to have it printfed.

_Setnt(zltor ConnarLy, When they finish the draft we will have it
printed.

Mr. CuesreeN. Relating these corporate rates with the individual
rates, that study can be carried forward and computations made.
‘That has no relation to this other question of what you would do
with these various corporations.

_Senator BamLey. It seems to me it would be helpful if you would
%lve consideration to what you suggest would be a_comparable bur-
den for those who have the special flat rate consideration in peace
time under the pending bill, in view of the fact that there are
those who get a special flat-rate consideration, as to what their
rate ought to be to bring them somewhat into balance with the
rate on other corporations for war purposes.

Now we had some other questions, Mr. Chairman.

Senataor ConnNarLy. Let us put that to a vote. I understand the
question. Don’t you, Senator Bailey?$

Senator Bamry. We are just going to authorize them to proceed
on the basis of the pending bill, to make a draft.
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Senator ConNarLvy. A draft of corporate rates that will have the
pl]'()p('l’] relationship to individual rates which we have already
adopted.

1\‘}1'. CresteeN. And with the view to having only one schedule.

Senator ConNaLLy. One schedule. So many as are in favor of
that will say “aye.” Opposed, “no.” Unanimously carried.

Senator La Fourerre. Now we have the question of the percentage
of depletion left open, and the question of amortization for war-
plant expansion,

Senator Connarny. Well, T move that the depletion be kept like
it is in peacetime,

Senator Bamey, Mr. Chairman, my judgement about depletion is
that we could state a principle of calculating depletion that would
be good for this bill and all other bills. Depletion is a reality which’
can be defined, and I think we ought to define it in some revenue law
and let it stay there for all time, Now I may not be right, but I feel
sure I know what depletion is, Tt is not a matter of law, it is a
matter of fact. I think if you stick to the fact yvou keep yourself
out of the wilderness, If you try to draw an artificial thing called
depletion you haven’t gotten out of it.

Senator CoNNaLLy. Senator Bailey, I do not think you can reduce
it to n mathematical nicety. I think it is largely a matter of specu-
Iation, for instance in a mine, as to whether you know how long
your mine is going to last. You have no way of knowing it.

Senator Baitey. You would have to relate that to the investment.
Nobody knows how much oil is in the well, but we do know how
much money is in the well.

Senator Connarny, Well, I thought for the purpose of this bill
it would be better to go on with the depletion in the light of ex-
perience and practice under the peacetime, rather than devise a whole
new svstem. If you have got a new svstem that works, that is all
right, but I do not want to spend a month’s time to figure out a new
one, if you put it in here. ,

Senator Bamey, What is depletion in standing timber?

Senator ConnarLy. I do not know.

Senator Barky. It is the difference in the value of the estate
before and after the taking.

Senator ('onnarLy. Of course, that is the legal definition. What
definition the Treasury uses in estimating that kind of depletion
I do not know,

Senator Baruey. It is the same way with the mine,

Senator ConNarLy. The rate of depletion is one thing with one
industry and it is another percentage with another industry. I
thot true?

Mr. CuesTEEN. All except nonmetals and timber are rreated on a
percentage basis. )

Senator Connarry. All except non-metals and timber?

Mr, CuesteeN. Yes.

- Mr. Brown. Those percentages of Mr. Chesteen were based on
discovery values. The question is whether, for the purpose of war
revenue, you want to retain them.

Mr, CresteeN, If you are treating natural resources on a certain
basis in peacetimo there is a greater urge to continue that same policy
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in the war than it is to make it more severe. To make it more
gevere you are just going contrary to all economic laws,

Mr. BrowN. Do you suggest any new provision in respect to oil?

Senator Bamey. Is not depletion the same thing in war ag it is
in peace? Depletion is depletion,

Mr. Broww. I will concede there may be some grenter necessity
to speed up production in time of war than there is in time of peace.
Personnlly I feel the rate of production is about all we can stand in
natural resources at the moment.

Senator Baiey. It is the same thing in timber. You can deplete
more rapidly in 1 year than you can in another. You can cut timber
more rapidly. After all, depletion is the amount of timber taken.

Mr. Brown. It seems to me, Senator, after a taxpayer has re-
covered his cost, or his March 1, 1913, value, that any additional al-
loi\)rqnlce for depletion beyond that point is in effect granting him a
subsidy.

Scng’i or ConnNarLy. Let me ask you, Mr. Brown: Suppose here is
a mine, or oil well or coal mine, suppose one concern had owned it
in 1913, and somcbody else comes along and buys it al a greatly en-
hanced value over 1913, would you hold him down to the 1913 value,
allowing no depletion on his added capital ?

Mr. Brown. Well, I would want to be very careful to sce that
there was not an unwarranted step-up in value, because a lot of
revenue goes out the window in that way.

Senator CoxNarLy. I am assuming that is in good faith, Here
is an old, rickety farm here that would sell at $10 an acre, and some-
body comes along and discovers a gold mine on it, or an oil well,
and then he sells it for $1,000,000. The man that buys it for
$1,000,000 ought to have some depletion.

Senator BaiLey. Depletion ought to be on the basis of investment,
otherwise he would just recover capital assets,

Mr. Curstenn, My comments dle other day on this subject were
not directed to the merits of percentage depletion, but to the rela-
tionship of percentage depletion in a wartime as compared to peace-
time. Certainly all the factors should be in favor of at least treat-
ing depletions as liberally in wartime as you would in peacetime,
because of the fact that those arve the first materials needed in carry-
ing on a war. T pointed out at that time the fact that the peacetime
rates of depletion were adopted as a result of exhaustive investiga-
tions and special hearings by the Ways and Means Committee, Based
in part upon those hearings, the Finance Committee finally adopted
the present rates of depletion for mines, sulphur and coal. It may
be that those rates arve too high., It may be that it is not advisable to
allow corporations to return more than their capital.

Certainly those questions, in order to be gone into, would require
more time than this committee could take now. You would want to

o into all that background and see whether or not those rates could
e revised downward, and just how far they should be revised for
peacetime. Ilaving done that then you might have some basis for
saying that war rates should be different from what we have under
consideration here,

Senator La Forwerre, Whatever the arguments may be for or
against them in peacetime, although personally I think the rates are
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ont of line, but waving all that aside I do not see how you can
justify in wartime the proposition of letting a man go out and
make enormous war profits, set up a depletion after he has recovered
his investment at the 1913 value, set up the depletion against those
wn;' profits.  You are giving him a consideration that nobody ought
to have,

Mr. CresreeN, Well, you are doing that in peacetime.

Senator La Forrerre, Sure, yon arve doing that in peacetime, but
when you have set up all these rates and vou ask everybody to come
in and make sacrifices on the basis of war, it seems to me that the
least thing vou can do is to say, when o man has depleted and gotten
hiss 1913 values back, or his cost back, that he shall not use that as
a deviee for escaping his share of the increased burden of war
taxation.

Mr. Browxw. Tt also affects the rate which is applied to him, because
that isx taken out in the determination of adjusted net income. Tt
may bring him down to a lower rate schedule.

Mr. CresreeN. You are stepping up his tax burden out of pro-
portion to the average corporation, as compared to peacetime, if you
do not allow the depletion,

Senator La Forrerre, I say if he uses the device once he shall not
keep on using it over and over again until he pays no taxes at all in
wartime.

Mr. CnwsreeN, That is a different question.

Senator T.a Foruerre. I think that 1s the same question. That is
the question I am talking about.

Senator ConnaLLy. Mr. Chesteen is not defending the rate, but
he says he thinks it onght to be less burdensome in wartime than it
is in peacetime.

Senator BaiLey. Let me put this question to you: Suppose T have
a thousand acres of standing timber and I find myself solvent under
this war-tax bill which allows a very small profit. Then I am noti-
fied that if I cut that timber rapidly, just as rapidly as the country’s
needs may require, and all of it is cut during the war, and my income
is cut likewise, do you think I would use my timber or hold it until
after the war is over?

Mr, Cursreex, I think you would withhold cutting the timber
until after the war, if we put a severe tax on timber.

Senator Bamey, I ran a brick plant during the World War, and
I know what the depletion was down there.

Senator LA Forrerre. Do you think, Senator, after you have actu-
ally depleted the cost on your clay deposits, for instance, that you
ought to be permitted during the war to go on and deplete again,
again,_and again, with the result that you do not Imy any tax at all?

Senator Bawwey, I will stick to that, that once the depletion allow-
ance has been fully accounted for everything else that is recovered,
timber, clay, or oil wells, is a profit.

Senator Conwarry. Can you draw a provision to do that, allow-
;)ngkt;w percentages of depletion up to the time he got his capital

ac

Mr. CuesreeN. T would say that a large l\,Percent have already re-
covered their capital, either capital or the March 1, 1918, value. As
1 recall, the March 1, 1913, values on mines were based for the most
part on an estimate of operation until not later than 1946,
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Senator La FoLrerre. That is a very simple thing to do. All you
have to do is to leave the percentage depletion as it stands in the
existinf law, and just add the same provision that is added in the
N 3;0 bill, that in 110 case shall it be over or above the March 1, 1913,
value.

Myr. Cursteen. That brings up another question. As has been
brought out here in these special hearings, one of the reasons that
prompted the Congress to adopt percentage rates, and that is espe-
cially true for the mines and certain coal companies, the 1913 values
were very uneven. Some mines had a pretty high value and other
mines had low values,

Senator La Forrerrs. Well, they have got the alternative, haven’t
they, under the existing law?

Mpr, Cugsrern. If you fix a return on capital as the basis of future
depletion the larger 1913 value, of course, wonld get the return on
a larger value, and the one which had a low value in 1913 would get
much less return.

Senator La Forrerre. He has the right to take the cost prior to
1913, hasn’t he?

Mr, Cussreen. But the cost prior to 1913, in many instances, is
another problem. You go back now and attempt to determine the
value of the stock and you have about the same problem that you
had in 1913. In many of those corporations we did not know what
the cost was; we just took the 1913 value, because the acquisition was
prior to March 1913, and we knew the value would be higher than
attempting to determine the cost.

Senator La Forrerre. Take corporation 16 in this schedule; how
did you find out that their depletion on cost of March 1, 1913, value
was $3,204,608.27¢

My, CuesteeN. They probably had the cost. The March 1, 1913,
value then was higher there. That is what they use:l.

Senator La Forrerre. Sure. If you acquired the mine in 1890,
the corporation probably paid a very small amount for it.

Senator BaiLey., Don’t you apply the principle of income-tax cal-
culation on individuals with respect to depreciation, just as the Sen-
ator was suggesting about (lep]lotion? That is to say, if T own a
brick building and I take an allowance of 3 percent annually for
depreciation, and I take it for 30 years, or 83 years, T have then
taken all the depreciation that can be taken on that building, but
the building stands, and I sell it, and then I pay the tax on the
whole proceeds of the sale; isn’t that right? Isn’t that the law?

Mr. Cursreen. They tax the profit.

Senator Baiey. You follow me, Senator?

Senator La Forrrrre. Yes, sir.

Senator Bamey. There are a great many cases like that in this
country.

Mr. Cuesreex. But there is no comparison between a building and
a mine.

Senator Connarny. I will vote with yvou, Senator La Follette,

Senator BatLey. I realize you gentlemen have had a long experi-
ence here in working out some sort of practical theory of depletion
in terms of law rather than fact.

Senator LA Forrerre. The point, however, Senator, is, as far as
these companies getting a percentage of depletion is concerned, they
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haven't veally stuek to the facts, as you say.  What they have
stuck to is o mathematioal formula which, as My, Chesteen says,
they have worked out after a long stragple. Do not forget that it
wis not worked out on any seicntifie, disinterested basiz, You had
Just as mueh pressurve as ean be exerted on Congress by these com-
wnies that got the advantage of this sitintion. 1 am not eriticizing,
{»ut 1 think that is quite an aceurate statement of the situntion as My,
Chesteen depiets i, T always had the impression that some ideal
sitnation would e worked out, but it was noty it was worked out on
the hasis of a compromise that we mde, as always happens when
there s contlict of opinion and interest. but 10 does seem fo e, s
1 said befove, that for the purpose of war (naation, whateyver may he
the pohiey in peace times, i you comre along and say that a man,
just because he happens to be in the wining, or the oil puisiness,
that he cannot go on and take his depletion against his war profits,
when you are asking everybady else to come forward and earey a
very hieavy tan load, 1ray that s not justitied,

Senator Bay, In o your oil business you have to allow for the
investinent i wildeat wells, and in dey wells,

Senator Connanny, You would not in this ease,

Senator Baweyr, Is not that the rule?

Senator Connaty. That is not depletion: that is an expensoe in
domng business, 1 suppose. You take a deduetion on that,

Senator La Forweere. You take a deduction on that. That is
one of the things they justify it on. They say (here ave so many
of these aspivations that do not produce anything, but of course if
the same company makes those mvestinents they have the rvight to
deduct the expense,

Senator Coanatay, While they have the right to deduet it they
ave aut that much money. 1 they had not taken that hazard they
would have that much money to disteibute,

Heve is one difficulty that 1 see with the point that Me. Chesteen
points out, that is in the case of these natural resources, that we
allow them a lesser protection in time of war than in time of peace,
instead of stimnlating them,

Another point is that if yon do not give them any depletion when
they have gotten their eapital back. you have got one company that
cannot take depletion and vou have got another company that can
take depletion, and you arve giving a favoritism, 0} course, very
strongly, to the tirm that ean take depletion,

Senator La Foraprre, Senator, f they still ean take depletion,
under the suggestion we arve talking about. it means they havea't
recovered their 1913 value, or their cost.

Serator Coxzaney. That is true.

Mr. Byowx, May T suggest, if you keep the percentage of rates
in enisting law but limit the recovery to 100 pereent of the Mareh J,
1915, value, the high rate of the existing law wounld stimulate the
bringing in of new oil wells, new mines, and so forth.

Senator Coaxaay. You are talking about 1913 value or cost.
Does that mean cost prior to 1913 or does that mean cost since 1913,
that the property be acquired since then?

Mr, Brewx. In the case of property acquired subsequent to March
1. 1913, the cost is what applies. For property acquired prior to
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Muareh 1, 1913, you take the value as of March 1, 1913, or cost, which-
aver s grenter,

Senator Connatny, How would it suit. you to adopt. the present
rate, liko you do-in pencetime, and when yon got the eapital back
you stop?

Me. Cowesrern, Let me show you an itlusteation to see how often
that applies. A mine was purchased in 1912 for aboui, $2,000,000,
The 1913 value of the mine; ns fixed by the Burenn, is $219,000,000.

Another very rich mine was acquired prior to 1913-—1 do not
reeatl the costy but it was a substantinl wmount; a cowrt fixed the
value just prior to 1903 at $90,000,000 in a suit not involving taxes.
The 1913 value of that mine was fixed at $4%,000.000 for tax pur-
poses, ot practienlly once-half of the value prior (o 1913,

Now, in those two cases, if you were to limit ench to return on
basis, one would be getting $219,000000, wheveas the cost in 1913 was
only $2,000,000,

The other company that is getting a $18,000,000 return, the court
found the value prior to 1913 was $90,000,000 in a snit not involving
tnxes,

Mr. Brown, Were the same issnes at, stake?

Mr. Cirewreen, That suit involved the value of the mine, so I
think you cunnot reconcile the uneven treatment that you are going
to give the naturnl resources if you resort to return on eapital
based on those values established by the income-tax unit for (913,
and it was one of the factors that was taken into consideration hy
the Ways and Finances Committee in adopting percentage depletion,
that they would treat all natural resonrces on the snme basis,

Senntor ConNary., This present tax bill does not touch that at
all?

Mr. Brown. Tt is believed at the present time that the Bureau is
losing in this item alone about $40,000,000 a year. In wartime, if
the profits are greater and you apply the same {)ercentagcs, naturally
that figure would be stepped up very materially. As I pointed out
before, it would make some difference in the rate schedules applica-
ble to these corporations.

Senator Bamey, Why cannot we leave these gentlemen to make a
sugaestion to us?

Senator ConvALLy. They are making it right now,

Senator BamLey. I mean, make them in this draft.

Senator La Forrerre, They are to make a study of this.

Senator BamLey. I want you to use the obsolescense. In wartime
you will have a.great deal of left-over machinery; you will have
a great deal of left-over ships, buildings, and all sorts of things.

Mr. BrownN, We are prepared to discuss that.

Mr. CursteeN, I am not inclined to disagree with Senator La
Follette in his thought that when they recover the capital they
should not get any more. My only point is, to follow up that
thought is justice to natural resources, whether vou should not look
more thoroughly into the whole question before you make that
decision?

Senator ConnarLry. We haven’t got much time to do that.

Mr. Curstren. I realize that. There is a lot of weight in your
thought; but I think you should consider all the factors that enter
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info consideration. TComight be that all of the present syatom shontil
he elmngesds but 1 (hinde there nee faetors that we linven’t the time (o
po info hore, that 1 beliove Senator T Follette Timself wonld want.
o think mver hefore he mmde Bond decigion on hia thonght here,
whieh Eaunk e ot of mevit, VCia veally aomething that requoives
more than judt o short disenscion,

Senntor Bawev, OF vonree, in depletion yon mld intorest,

Renntor Coxnaren, Nog the interest i supposed (o hinve boen profit
tnken ont duving the venr.

Benator Bavey, Supposing it hind not any, he wonld b ontitled
o miteredt, Supposing he had been loging mtereat all of the time;
don't you add the intevest when you o (o ealenbite his deplation?

MesCnesares . Nogafter determiming the grose ineome vou dednet,
Aeortann porventasy of the pross ineome,

Senator ey, Phen von take deplotion withont allowing Tor
the eont ?

My Zveners Bveopt insofar as depletion allowanee itself compre
liends a retm haced on the nriuinn‘ enpital; thic vovers infored,

My Zeenes, Senator, a8 8 aight add periaps this whole question
conld he more or loas compremsed, ne vore siggested other nimtter.
ave, W hy net »dn‘»( the rate w pranting the qt' Vetion nllowanee ne
indreated 3 nihe Nve bill, whaeh \mnhrjnm m\\l more severity in
rranting the deplecion allowanee withont a eomplete uphepval of the
was ! An s compromise between the two bases it might he well (o
atlon all corporations (o dednet dopletion, but to take it wt the rates
indreated r.-n‘wr than the peacetime eates whieh we hinve heve,

Senator Connatey, What ave (he peacetime vafes?

Mr, Brow N. They ave 270 poveent on gross income of oil and gnx
wolls, d pereent on conl mines, 13 pereent for metal mines, and 28 por.
cent for salphur mines,

Senator Coaz ey, How wonld it be 1o take Tnlf the rated

Senator L Foperre. These ave one thivd,

Mr, Zvewri, Considering that they already have an advantage on
the recovery basis, T thank if we allowed them one thivd, that would
stall be giving more or less of a subsidy, to the gronp of natueal-
resouree mdusinies as against ordinary corporations, [t mny ot bhe
annss to traat them dreastically with vespeet todepletion allowanees in
wartimes,

Senator L Fourrers, But not put any ceiling on it?

Mr. Zvener. Bat not exclude them from taking any depletion in
wartinie, bocause, as Me, Chesteen has stated, a large proportion of
these corporations have already taken as wuch dgpletion as they
would be entitled 1o if the La Follette suggestion was incorporated
futo the war-profits bill,

Senator Coxxarey. 1 am willing to take the Nye plan,

Scengtor Banay. 1 do not think it is faie.  You really tax o man’s
capital.

Senatar ConNarry, We just reduce his rates.  We do not stop him
fron aking some depletion,

S[enator Bangv. 1 depletion was capital invested, say the pur-
chase price plus 6 percent, then we begin to tax him on 50 percent
of his eapital invested here.

Mr. Zveres. That is not capital invested, it is capital discovered.
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Senator Baney, Well, you would find on the present value it is
eapital.

Nenator Connavey. I he has not taken it all, he would have capi-
tnl invesfed,

Me, Zvcwum, TCis enpital invested; it s eapital for which no con-
tribution hag heen made other than the risk in specalation,

Senator Banwky, You ave sepavating the corporations into {wo
gronps, one in which the depletion has been fully accounted for
and another in which it has not,

Me. Zeewum, Noy sivg b do not understand that. that i< what you
menn,

Nenntor Bamuy. s a simple proposition. T T invested $100,000
in standing timber and you allowed me only one half, that would
he $50,000, and you tax we on the other half, you tax me on my
capital, you do not tax me on my income.

Senator Connatry, He means one-half of the allowance for de-
pletion,

Me Zuenun, The deduetions ave hased on the pereentage of income
earned during the year,

Senator Bauwy, You allow so much for depreciation, so much
pereent of his income.

Senator Connanrv, You have got $100,000 worth of timber, you
take $10,000 profit on that,they allow you a certain percentage on
that $10,000 as depletion,

Me. Zueker, That is why it is possible, under the present scheme,
{0 recover more than the eapital investoed.,

Senator Connainy, Theoretieally it is based on an estimate as to
the life of the mine or the timber or whatever it may be,

Mr, Zoekur, T is based on the principle that the exploitation of
the natural resources should continue, and that the Governnient
merely takes a proportion of the profits of the exploitation, irrespec-
tive of the amount of investment.

Senator Bamey, I is an allowanee for depletion over and against
income, ix it not ¢

My, Zuexer. Yos, sir.

Senator Bamay, What is the Nye rate?

Mr. CriossreeN. These pereentages, as vou veeall, anticipate giving
the indnstries the general effect of discovery depletion March 1. 1913,

Senator Banxy., What !

Mr. Cuestien, These rates were intended to give the industry as
a whole the approximiate benefit that it got under the law prevailing
prior to the fime of the adoption of the percentage. 1 vou recall,
the laws prior {o the adoption of the percentage, provided for dis-
covery value, in case of discovery of natural resources, that you
valued the capital within 30 davs of the discovery. and where ‘the
discovery was made prior to March 1, 1913, you took the March 1.
1918 value. Now those valuations contemplated a certnin period.
From that time on you would not get anvthing, so the percentage
depletion did continue the benefit of valuations as long as the prop-
erty was operated. A« Senator La Follette pointed out, the lwno}it
of the discovery value was carried out as long as the mine or the
oil well produced a product.

Senator Bamey. But that is not percentage of value, that is per-
centage of income,
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Me, Cussreen, Pereentage of income,

Senator Banay, Then you would never avrive at the value.

Mr, Curseeen. You might get your vahie hack, ‘The chnees aro
you would get more than vour value, )

T OMe, Brows, You would pet your cost baek in any event,

Senntor Connatra, That is, if you make your cost you wonld
pet it baek, L

My, Brown, AN of onr recent enses provide i any event, deple-
Gion on cost shontd be allowed, ) )

Me, Zvewer, 1 think the changed vatos as offered in the Nye hill
can be fonnd fram what as heen patin the vocord by Mr. Parker
hefore the subeommittee. 1 you wish me to, L will repeat. them now,
The Nye bill proposes & peveont in Hew of 270, peveent,

Senator Baney, That is 9 peveent of the net incone,

My, Zeewu, On the gross ineome,

Senator Baney, 'That is dedueted for depletion, that is deducted
from the net income. "That is a ealenlation to find the net.

Mr. Zvewwenr. Yos,

Senator Bavey, That takes 9 pereent,

Mr. Zeewrr: In lien of 271, pereent,

Senator Baney. That is with respeet to oil, Would it be different,
in respect to different institutions?

Senator Connany, In peacetime it is Q7.6 pereent.

Mr, Zeenen, Metal mines, 71, pereent in lien of 15 pereent.

Senator Barey, Suppose we compromize, instend of having 30
pereent make it H0 percent ?

My Zvener, Sovie of these ave A pereent. We haven't been able
to ascertain how thev arvived at these rates,

Senator Coxxanny, Fifiy pereent is agreeable to me.

Senator Bawey. 1 will make the motion that we compromise this
thing by making it A0 peveent.

Renator Coxvarry. Ts there any diseussion? AN in favor say
“ave.” Opposed, *no.”™ Tt is earvied. Tt i 50 pereent in the peace-
time law, ]\'nn understand that now, do you?

Mr. Brows. Yes,

Senator Coxnarry, Now what else have you got?  Is “amortiza-
tion™ next?

Mre, Browx, TR, 53829, as referred to the Senate Finance Com-
mittee, makes no provision, either in connection with the revenue
title of the bill or otherwise, for amortization of the cost of war-
time construction which may be necessary to expand peace-time
facilities.  The Munitions committee vecommends (Report. No. 944,
pt. 2, p. 34) that no amortization be allowed in connection with the
revenue, but instead that governmental loans be authorized for such
eonstruction as may be found necessary for the prosecution of the
war and which cannot otherwise be financed.  However, the com-
mittee observes that if no allowance is made for the amortization
of such new construction, there may be anticipated considerable in-
sistence that such construction be paid for by outright governmental
subsidy.

While the committee has recommended the financing of such war-
time construction by direet governmental loans, it apparently recog-
nizes that such method will result in a very large loss to the Govern-
ment st the conelusion of the war, through the compromise of some
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war lons and the defnulting of others, and that ander either the
lonn or subsidy plan it mey bo anticipated that the Government at
the termination of the war will find itselt in possession of “extensive
phants and equipment, the usefulness and value of which as n whole
will be conjectaral”  (Rept. No,o 941, pt. 2, p, 85, The report,
coneludes the subjeet, of “Amortization” with the statement;

As 1o the pinnt ok equipment swhich the Government has nequlred, the
choten will b hetween Goveranent, operation and sade tor e, 30 any, betier
thun H“l\‘lllﬂ‘ |!I""1'M

The Munitions Committee states at, varions places in Report. No.
1T that one of the primary objectives of the hidl is to eliminate and
prevent inflation due (o war borrowing by the Govermuent, T'he

woposal to provide for war construction by direct, governmental
LHIIIH would necessaeily vequive the immedinte outlay by the Govern-
mend of vast sums of money which the tax steneture wonld not then
have provided and which would be immedintely obtainable only by
bond issnes, much of which would, of course, be absorbed by the
industries whose plants were to be expanded.  ‘Fhis method ot onl
world tend to evente inflntion die to Govermment. borrowing, which
the eommittee desives to avoid, bt woukd also tend to restrict private
capital availuble for suel industrinl expansion. I industries are
given no assuranee that the cost, of wartime construction may be
recovered thrangh amaortization, it is not unlikely that the industries
will be loath to rvisk their private eapital for such constenetion, due
to the uncertainty of its peacetime value and the probable duration
of the war, with the result. that substuntinlly all such construction
wotthl he 1oft. to Government finaneing.

While exact figures nre not available, it may be roughly estimated
that the loss in revenne sustained by the Government through amor-
tization nnder the 1918 and 1921 Revenne Acts was about 60 percent
of the total amount, of amortization claimed by taxpayers.  How-
cver, the total amount. of amortization elnimed was substantinlly less
than the total cost of wartime eonstruction,

Exhibit no. 1405 of Report No., 944 (pt. 2), which is # summary of
amortization allowanees of $500000 or over as allowed by appraisal
section up to April 30. 1925, shows a total of the amount finally
clnimed as $635,934,923.16 and the total amount finally allowed as
$425.921,945.92, or roughly 65 percent. The coluin in this exhibit
wunder the heading “Amount finally allowed” does not represent the
amount. finally allowed by the Bureau in the disposition of these
eases but in the amount recommended by the Appraisal Section of the
Bureau. The total amount actually allowed on final disposition of
theso enses was probably somewhat lower, due to redeterminations
resulting from Solicitor’s rulings. and so forth. No figures are
available with respect to the amount allowed on claims under $500,000
but it is the opinion of those in the Bureau who were connected with
this work that the percentages of allowance was lower, probably not
more than 55 percent. It is estimated that claims under $300,000
amounted to approximately two-thirds of those in excess of $300,00),
or about $400000,000, making roughly $1.000.4000 of amortization
claimed by taxpayers, against which the Government allowed ap-
proximately $600.000.000, or 60 percent. If the amount of amorti-
zation finally claimed by taxpayers represented in fact only approxi-
mately 75 percent of the total cost of wartime construction, the
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allowance of $600,000,000 through amortization would represent, a
loss to the Government of only approximately 48 percent of the total
cost. The observations of the special committee as to the outcome
of financing wartime construction by governmental loans cannot be
veduced to comparative figures but the dreary picture presented as to
the situation of the Government at the conclusion of the war, coupled
with past experience in connection with the disposition of surplus
property by the Government, seems to indicate a much greater loss by
this method than would be sustained through the procedure of
amortization in connection with the revenue. .

Large and costly installations designed wholly for the production
of war materials and which will be practically useless after the war
may well be financed directly through the medium of governmental
loans and subsidies from a revolving fund created for that purpose.
The measure of profit tc he realized from the production of such ma-
terials will no doubt receive special consideration in connection with
the contract covering the construction loan and, of course, the sub-
ject of the amortization of the cost of such construction projects
could be completely covered by the loan contract. "There wilg re-
main, however, a vast amount of industrial expansion in connection
with the Eroduction of articles and commodities necessary in war-
time for both the civilian population and the military and naval
forces. The aggregate cost of construction to meet this sort of
expansion will!l!)e very large and it would appear desirable that it
be financed so far as possib%e by private capital rather than through
Government loans, which would necessitate increased Government
borrowing. As an inducement to the employment of private capi-
tal for such construction, it is believed that some provision should
be made for the amortization of the capital investment in connec-
tion with the taxation. Even if the margin of profit to be allowed
manufacturers and producers of essential commodities is restricted
. to the minimum during wartime, it is not unlikely that such manu-

facturers and producers would be willing to employ their cupital
and credit to meet the cost of wartime expansion if they could
have some assurance in advance that they would be entitled to re-
cover the cost of such construction through amortization in connec-
tion with their taxes. With the experience gained by the Burean of
Internal Revenue in connection with the subject of amortization
under the 1918 and 1921 acts there seems to be little ground for fear
that the general subject cannot be handled more efficiently than was
the case ﬁ)llowing the last war. That experience likewise will enable
the drafting of legislation and regulations which will more strictly
control the allowance of amortization. Much of the difficulties aris-
ing in connection with amortization under the 1918 and 1921 acts
resulted from the broad provisions of the acts, which provided for
amortization of construction for the production of articles “con-
tributing to the prosecution of the war.” This wording was perhaps
too broad and enabled taxpayers to claim amortization in connection
" with the production of articles and commodities quite remote {rom
the actuaF needs of the Nation for a successful prosecution of the
war.
It is assumed, as a matter of course, that in the event of war in the
future there will be a governmental board or commission which will
exercise strict control over all industrial construction. ;
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Undoubtedly no manufacturer will be able to construct any plant
or obtain materials and supplies for such construction without first
having his project approved by such board of control. Such a board
apparently would be independent of the agency which would be
created by the President under title IIT of H. R. 5529, “War Re-
sources Control”, and the War Finance Control Commission provided
for by title V of the bill, the jurisdiction of such agency or com-
mission might be extended to cover the function above-mentioned.

As an inducement to the employment of private capital for war-
time construction, it is suggested that the decision of such War In-
dustrial Control Board to permit the construction of particular
projects because the article or commodity to be produced was “es-
sential to the prosecution of the war” might well be conclusive of
the question whether such project should be entitled to amortization
in connection with taxation. Such a plan would enable the manu-
facturer to know in advance and before he expends his capital
whether he will be entitled in principle, to amortize the cost of con-
struction of the project. The amount of such amortization ulti-
mately to be allowed would be left for determination by the Bureau
of Internal Revenue. T'o have reasonable assurance that the revenue
would be properly protected against the possibility of too liberal an
attitude on the part of such board to recognize articles as “essential
to the prosecution of the war,” it is believed provision should be
made whereby the Treasury Department would be represented on
such board.

I will refer to that again in connection with the concrete sugges-
tion which we have drafted for the consideration of the committee.

To carry out the foregoing plan it is suggested that the amortiza-
tion provision contained in section 234 (a) (8) of the Revenue Act
of 1921 be redrafted so as to restrict its scope in the light of the
experience of the Bureau of Internal Revenue in the administration
of the amortization provisions of the 1918 and 1921 acts and to meet
as far as possible the objections of the Munitions Committee to the
inclusion of such provision in a war-revenue bill.

I might say at this point that but for the concrete examples re-
ferred to by the Munitions Committee of the criticisms made b{
the Munitions Committee and the Bureau of Internal Revenue,
think we might have thought a provision for a reasonable allow-
ance for amortization woulﬁ be about all that was actually required,
but in view of that criticism, and in order to assure that there would
be some check, we have, at the risk of complicating the actual pro-
vision, attempted to meet some of those concrete criticisms.

Such a redraft—and this relates to section 234 (2) (8) of the 1921
act—should accomplish the following, among other, objectives:

(¢) Allow amortization only as to construction actually begun
after the declaration of war to provide for the production of articles
or commodities essential to the prosecution of the war.

(b) Deny amortization of the cost of construction of projects
either begun or contracted for prior to the declaration of war and
designed to meet peacetime needs,

(5“ Deny amortization of the cost of facilities in existence prior
to the declaration of war but which were thereafter transferred to
new owners, where no amortization would be allowable in the absence
of such transfer.
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The allowance of amortization only as to construction projects
approved by the board or agency designated by the President would
£o far toward the accomplishment of these objectives. The statutory
authority of such bourd might well confine its approval of construc-
tion projects to such as will result in the production of articles
“esscntiu{ to the prosecution of the war”, with a view to the restric-
tion of the allowance of amortization to projects for the production
of articles, commodities, or facilities closely related to the military
purposes, and Lo deny it in the case of projects for the production of
things huving only a remote relation to such purposes,

Senator ConnarLy, When you suy “contracts”, of course you mean
construction either of buildings or facilities or plants or any instru-
mentalities?

Me, Brown. That is correct ; yes,

Senator Baney, Farms or finunce corporations during the World
Wur—you would have to go into the whole field, would you not?

Mr. Browx. I suppose this suggestion which we have made might
cover that problem. 'The theory that we nre going on is any kind
of f)roduction, especially production which calls for labor or mate-
rials, that under the couditions of such a war as we may anticipate
you will not he able to get either materinls or labor for such con-
struction without authority from war industries control of some
sort.  (lenerally speaking, the President will be vested with very
broad powers and he will delegate those powers, and i1, the other
title of the bill some provision has been made for a certain kind
of control.  Our thought is that when the taxpayer goes to the War
Department, or some other control agency, to obtain authority to.
build, that this right to amortization should be discussed at that
time and a decision made before he puts up his money.

Senator BarLey. You have this provision, that in the event of war
any industry, or anyone else, who is called upon to do anything to
prosecute the war, should get a license first from some proper
authority ?

Mzr. Brown. That is right.

Senator Bawwey. When he gets a license from the Government, and
if he };uts up his own capital he is entitled to get a certain return of
capital.

Senator La Forverre. He has a right to write off what he invested
for war pm})oses.

Senator Bamwpy. If he has got a contract he is to be allowed a
reasonable amortization, but in any event he is to be allowed the equal
of his losses at the end of the war on account of his investment—
not his operations but his investments.

Mr. Browx. I am not sure but what you have not mentioned a num-
ber of subjects which we have not studied.

Senator Bamry. T was just giving you the main object, without
going into details. That is the principle you have in mind?

Mr. BrowN. Yes. The chief thought I was presenting is this:
That he would have to get authority for new construction. Let us
leave the farmers out for a moment., When he got that authority
the question as to his right to amortization would be then discussed
and 1f it was decided he should be entitled to it, the decision would
then be made, It would not be a contract, but, having secured the
right to build these facilities he would be entitled in principle to
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amortization, the amount thereof to be determined later by the
Burean, applying the rule of reasonable amortization,

Senator Bamey. With a view to account for any losses in the
capital investment due to the termination of the war? The war
may last 3 months or it may last 3 years. The process of amortiza-
tion, if it would last 2 or 3 months would be very rapid, and if it
were 2 or 8 years it would be slow, In the matter of coutract he
should be just repaid by the principle of amortization being applied
while the thing was going on, and then a lump sum at the end of
the term, Is not that what you would have to do?

Mr. Brown. There are two things that would happen. First, he
has got to get his authority to construct, and at that time a determi-
nation \vilrbe made by this Board as to whether the construction
15 essential to the prosecution of the war.

Now we are changing the situation from the last war. In the
last. war it was “contributing to the prosecution of the war.,” We are
limiting it now to “essential to the prosecution of the war”, because
we found in the last war period a great many features contributed,
in more or less degree, to tfle prosecution of the war. Whau is essen-
tial to the prosecution of the war may be a narrower concept. What
is essential for the military and naval forces may even be upll)lied to
the civilian population, if they are in such a situation that they ave
being starved or in danger of annihilation.

Senator ConNarry. What you are doing is determining in ad-
vance of the war to let the man take a chance on amortization?

Mvr. Brown. That is right.

Senator ConNarLy. He is going to build the plant, he says it is
necessary for the war, he will build it, and if there is any loss b
reason of this construction he will take it in the form of amorti-
zation,

Mr. Brown. That is correct.

Senator ConNarry. He has got to take a chance, He does not
know whether he will get amortization or not. After the war is
over he has to fight it out, he has to determine what to do with it.
We have had shipbuilding companies making claims 10 years after
the war.

Mr. Broww. It is also contemplated, of course, that this Board
might authorize construction which it did not consider to be essen-
tial, provided the materials and men were available. In such case
there would be no allowance for amortization,

Senator Connavy, Have you got a suggestion drafted there?

Mr. Brown. Yes, we have, Senator,

Senator ConNaLLY. Do you have the percentages, and all that sort
of thing?

Mr. Brown. Noj; it is not on the percentage basis. It will be a
reasonable allowance, depending upon circumstances,

Senator ConnNaLLy. Do you take it all in 1 year or do you take it
over a period of years?

Mr. ]I;ROWN. It would depend somewhat on when the facility was
constructed and how long the war lasted.

Senator ConNarLy. Suppose the war lasted 1 year, and there
would not be enough for amortization, would you carry him over?

Mr., Brown. If the construction were, say, toward the end of the
war and the allowance for amortization would not be sufficient to

40114—36——10
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induee him to do ity he wonld probably insist. that he he taken care
of in some other way, #o we would make a contracty; what we call
conteactunl amortization,  That would be an allowance of the price
fixed,

Senntor ConNarLy, Suppose o man just. went phead, suppose he
got permission to build 'nu plant and the war stopped suddenly,
world you eavey on the amortization into the second yeart

Me. Brown, There will be no earey-over into the subsequent
Vents,

Senator Connatny, Go ahead with your plan,

Mr. Brown, This is only a tentative suggoestion :

Amortization, - In the ense of nildings, machinery, equipment, or other
facilttiog, conteactod for and construeted, oveeted, installod, or acquived on or
aftor the effective date of this Aet, for the production of artieles essentinl
o the prosecution of the war, and i the case of vessols conteacted for amd
constrieted or acquited on or after sueh date for the transportation of avieles
or men essenttal to the proseention of the war, there shall be allowed, tfor
any tnaable yenr ending after the effective date of this Act, a reasonable
doduetion for the amortization of ruch part of the cont of such tactlition
or wesselr as has been borne by the taspayer (mof in eacess of  the
adiusted basts wnder seetion 113, but not again neluding any amount other-
wise allowsd under this titte or previous Acts of Conpress as o deduetton
e computing net fneome: Provided, That amortizatton shadl not he adliowed
under this parngraph untess the construetion, ereetion, fnstalintion, or acquive.
ment of the facility or vessel shall have been authorized by the Prosident,
through such agoney as he shiall destgnate, atd determined by sueh agency
(o be for the praduetion of articles essential to the prosecution of the war, o,
i the case of vessels, for the (eansportation of avtieles or men essentind to the
proseention of the war: Provided further, That in the ense of vessels, bofldings,
machinery, equipment, ov other tacilitios contracted for, or constructed, erected,
or fnatalled prior 1o the effective date of this Act, bat acquired by the tax-
pay or subgequent to sueh date, whether by purehase, excinnge, gift, transfor,
or fnoany other manner, no amortization shall be altlowed under this section s
Protded furthere, That after this Act shall cease to he effective the Com-
missioner may reexamine the returng made under this Act, and if he then
finds that the deduction oviginally allowed was incorrect, the tax for the
year or rears affected shall e redetermined.  The amount of (he deduction
to be finally allowed under thiz paragraph shall be measured by the condi-
tions prevatling during a perfod of not more than three years after the date upon
which this Act shall cease to be effective.  'The amount of any defleieney in tax
determined 10 be due may be assessed and collected at any time, subject to
the provistons of section 272, without regard to the provisions of section 276.
The amount of 1ax overpald, if any, shall be credited or refunded to the tax-
payer in accordance with the provisions of section 322,

1 might say. in connection with that last proviso, it is generally
the thought that there shall be no limitation on the time when the
Commissioner may reexamine and redetermine the amount of the
deduction taken, but we have taken a 3-year period following the
determination of the war, and I might say in parentheses, that that
was approximately the period taken after the last war, to use as a
base for determining peacetime use, peacetime value or use, We did
not feel that there should be any limitation of the time for that deter-
mination, but that perhaps, in the interest of speeding up the rede-
termination. and facilivating the administration there ought to be a
definite period taken. We would prefer, of course, a longer period,
but that would delay the final adjustment. That, roughly speaking,
is the plan,

Senator Conxarry. That is your proposed draft?
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Mr. Brown, Yes,

Senator Bawky, Suppose we ask them to go over it?

Senator CONNALLY. &«m would want a hitle time on that, This
is the only major question that remains for us to determine, ig it
now ¢

Senntor La Foverre, So far as T know.,

Me, Comsrees, 1 do not know whether you are going to consider
the question of inventories or not,  We had a provision of that kind
in the 1918 act,

Mr. Brown. We have provided for that, too. I do not know
whether you want to tuke it up this afternoon or not.

Mr, CoesresN, 1 might sny, on this subject, that we have in mind
u plan that is somewhnt. different. from this plan.

Senator Connanny, On amortization?

Mr, Cresreen, Yes, 16 will take some 35 or 40 minutes to discuss
the plan,

Mr. Brown. It might be helpful if we could hear Mr., Chesteen’s
lan,

: Senator La Forverre, Yes; go ahead,

Senantor ConnNanLy, Yes.

Mr. CiesreeN. We approach this subject by first. giving some con.
sideration to the experiences of the last war, T realize that there
has been considerable eriticism of the amortization plan in the 1918
act. I think it is fair to say a substantial portion of the eriticisms
that are well taken may be aseribed to three causes: Attempts on the
part of the Bureau to administer the general provision without having
first made proper preparation in the drafting of regulations and rules
to govern the determination of amortization. The regnlations were
hurriedly drawn, and as a result many of them were the subject of
litigntion, and a great many criticisms resulted.

The second canse of criticisnts was failure on the part of the Bureau
to coordinate the legal department with the Administrative Depart-
ment in deternining amortization,

The third canse for criticisims was the fact that some of the language
was more or less ambignous and gave rise to liberal interpretations
that resulted in probuble loss of revenue. On the whole, however,
I am convinced there was little loss of revenue from amortization.

Senator ConNarLy., You say you are persuaded there was little
loss of revenue from amortization ?

Mr. Cuesteen, Yes. The figures given by Mr. Brown a few min-
utes ago, as you know, show about $600,000,000 amortization, and
when you figure the rate of tax, about 50 percent, that section cost the
Government about $300,000,000 in revenue,

I have examined just recently a tabulation of contracts of the
Ordnance Department of the war, and I find that out of about a bil.
lion dollars in contracts $667,000,000, approximately, was paid for
war materials, and approximately $400,000,000 was paid for amor-
tization of equipment. The total war contracts were something like
$12,000,000,000 for war material. So that ii we consider those figures,
$600,000,000 does not look like a very large figure for allowances to
taxpayers for war facilities. We know that Great Britain. a country
which had a revenue law similar to ours, allowed amortization orn
a much broader scale than was allowed in the Revenue Act of 1918.
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Had we followed a similar principle we would have had allowances
several tines what was allowed under the provision in the 1918 act.

Our suggrestion is that you take the 1918 act, where the experience
and litigation shows the act is defective, that if it is possible o cure
those defects in the law and rewrite the section so as to make restric-
tions that were not in the 1918 act.

I might summarize some of the experiences of the Bureau in con-
nection with the most controversinl words in the 1918 act,  The 1918
act, provided for amortization in case of buildings and muchinery,
oquipment, and other facilities. That is the language suggested by
I\lr. Brown in his proposal,

One of the phrases t‘mt, came up for interpretation was what “other
facilities” included.  The Bureau ruled that “other facilitivs” re-
ferved to property of a like kind, as buildings and machinery, that
is property that was subject to depreciation, subject to wear and
tear, subject to obsolescence, and under that interpretation land was
oxcluded from amortization.

In a short while a clnim was filed involving the question of
whether “other facilities” inchuded the exploration worlk, and expend-
itures for the development of mines. The Bureau held that a
mine shaft was not ineluded within the meaning of “other facilities.”

That question went to the Federal court in the Corona Coal &
(i’olén case, and the court held that “other facilities” included a mine
shaft.

You can see if that principle had been applied in the beginning,
we would have had cases where mine shafts had been sunk during the
war that would have been subject to amortization,

That decision came rather '{ate and, so far as I know, there were
no other claims filed, other than those existing at that time.

Subsequent. to that decision and as the result of {hat decision, one
of the larger oil companies laid claimto amortization on the costs of
drilling wells, both productive wells and dry wells, The Bureau of
Internal Revenue allowed amortization on those costs.  You can see
if we would apply that principle to the oil industry we would have
thousands of claims by oil drillers, by oil corporations who sank
wells during the period of the war. ~Fortunately, no other company
laid claim to amortization on the cost of drilling wells.

Senator Bawey. Would not that be aided now by your licensing
and contracts?

Mr. CursteeN. I personally feel that that decision is unsound, but
the Bureau of Internal Revenue did not appeal the decision; it stood
as a decision and was followed by the Bureau in the Od case.

We suggest that the word “facility” be limited, so as to clarify the
language and exclude oil wells and mines. I do not think Congress
ever intended that such construction be placed on the language.

The next language in the statute for interpretation was on “cost of
property erccted, installed, or acquired on and after April 6, 1917.”

Now leaving for the moment the date, the question arose as to the
construction of these words “erected. installed. or acquired.”

The Bureau in the beginning took the position that the intention
of Congress was to allow amortization on property, physical title to
which had been taken on and after April 6, 191?(.

Under that construction vessels that had been constructed for a
long time prior to the war, without any thought of prosecution in
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the war were allowed. Many other types of construction that was
prolonged over a substantial period came under the interpretation
which the Bureau had placed upon that language, .

The Bureau of Internal Revenue, after having followed that inter-

retation for quite a while, raised the question as an affirmative
1ssue before the Bonrd of Tax Appeuls, in what is known as the
Jenks Spinning case, and there the attorney for the Government
contended that this lnngunge; “constructed, erected, installed, or
acquired on and after A pril 6”, should be interpreted so as to place
the purpose for which the construction was made at the time of the
contract, and argaed that since the contract had been entered into
prior to April 6 the purpose was not. to prosecute the war, and there-
fore those costs that were contracted for, the commitments made
srior to April 6, should be excluded from the request. The Board

disngreed with that contention, aud held that costs, title to which wag
taken after the declaration of war, should be included as 4 part of the
ames Lization,

¢ think that yon might well consider whether or not you want
to exclude anything, as Mr. Brown has pointed out in his draft,
that commitment was made or contracted for prior to the declaration
of war, That would exclude anything that the taxpayer intended for
pencetime nse,

Now, the next phrase that we think you might consider, although it
was subjeet to some litigation, is “for the production of articles con-
tributing to the prosecution of the war.”

The question arose as to what “production” meant. The Bureau
took the position that “production of an article” meant mechanical or
chemical change of the product as it passed through the taxpayer’s
plant.  As the result of that interpretation, any taxpayer that per-
formed a service was not permitted amortization on facilities. Finally
a number of borderline cases pressed for interpretation.  One of the
first was a taxayer who had acquired facilities for freezing meat, and
thé question arose as to whether the freezing of meat was the produe-
tion of an article, The case was tried before the Board of Tax
Appeals and the taxpayer submitted proof that frozen meat is a
different article from fresh meat—that there was a chemical change.

Senator La Forrerre. He was producing frozen meat?

Mr. CursteeN. Yes; he was producing an article when he froze
meat, because it had a different texture from fresh meat, and the
Board agreed with that contention and allowed it. The next type
of borderline case was a case of a taxpayer that had sacked grain;
this he maintained contiibuted to the prosecution of the war. That
case was not litigated, but the case started with the view that sacking

rain was not producing an article, since the sacking was a mere
ncident to transportation, and it did not change the form or the
texture of the produet, and the taxpayer was not entitled to amorti-
zation. The company, however, was finally allowed amortization,

Among other borderline cases was the inspection of cloth. It was
the practice in the woolen industry to send their product to an
inspector before delivering it to the Army or to the customer. This
inspector was an expert on inspecting cloth. He inspected the cloth
and rejected any imperfect bolts or pieces of shrunk cloth. The
Bureau of Internal Revenue held there was no chemical or physical
change in the cloth and that the taxpayer was only performing a
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service; that he was not producing an article, Those cases were all
settled in that way. They were rejected. None of them appealed.

Those cases illustrate the fact that you have borderﬂne cases,
where the question of the production of the article hinges merely
on whether or not you have changed the form, either made o chemi-
cal change or a physical change in the product.

Senator Bamuy., What is the objection to the licensing and con-
tracting system?

Mpr. Caesreen, T am mevely pointing out that here you have cer-
tain language which was tested at least by some litigation, Insofar
as we know that langnage would not give any trouble if you should
put it back into another wartine act.

Senator La Foruerre, As I understand it, you have used that
language?

Mr. Brown. We have used some of that language, Senator.

Mvr. CurseeexN, The next phrase, and the phrase that really caused
most, of the trouble, is the words “contributing to the prosecution
of the war.”

Mr. Brown has suggested that you insert the word “directly.”

Mr. Brown. “Essential.”

Mr. Cursteen. “Essential to the prosecution of the war.” The
language in the 1918 act merely said “contributing to the prosecution
of the war.,” When the Bureau first entered upon the administration
of the law it limited the claims to war contracts and subcontracts.
In a very short time taxpayers other than those having contracts
came in and asked for amortization. These contended that contracts
for delivery of a product to some manufacturing concern that had
war contracts satisfied the statutes and subcontracts and went into
other fields. Resort was first had to the Food Control Act and War
Finance Act, and other priority lists as to what articles were essential
in the prosecution of the war.

I think the list of allowances covered pretty well a great many
articles, not only of food but materials that were suppﬁed to sub-
contractors and contractors, and many manufacturing concerns that
were engaged in producing articles for the civilian population.

The question of whether an article was a necessity or a luxury
came up. For example, chocolate. Some manufacturers »f cliocolate
had small contracts either with the Red Cross or other organizations.
These manufacturers contended that chocolate contributed to the
prosecution of the war., They contended that it was a food and was
80 congidered by the chemists,

Such claims, rejected at first, were later allowed.

Senator Bamey. Why not get together on that section?

My, CursteeN, Cigarettes was another type of case at first denied
on grounds of being a luxury, but later allowed. Tertilizer was held
to be an article that contributed to the prosecution of the war. The
fertilizer factories produced an article which was sold to the farmers,

Senator ConNaLLY. You can narrow the language so as to exclude
the hypothetical cases.

Mr. Cuesteen. By 1924 and 1928 the inter?ret;ation of the phrase
“contributing to the prosecution of the war” had reached a stage
where almost anything came within the interpretation.
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Since 1924 the Board of Tax Appeals had a number of cases in
which the Board indicated very (z?!m'ly it never would have gone
as far as the Bureau did in allowing cluims for amortization.

‘We have had one or two cases before the courts. I know the cir-
cuit court of appeals has pointed out that the taxpayer’s product
must. have some war connection, He must show that the facilities
acquired are for the production of an article that has some war
connection,

So I think it is fair to assume that the broad construction which
the Bureau put on the words “contributing to the prosecution of the
war” is beyond the intendment of the statute, and beyond what the
courts weuld have gone.

While we haven’t any decisions by the Supreme Cowrt on this
hrase, I think it is {air to assume that those decisions that we
iave by the Board and by the lower courts tend, since 1925, to restrict
the application of the section,

Senator ConNarLy. But the language is, as quoted by Mr. Brown,
“necessary for the prosecution of the war.”

Mr, Brown. “Essential.” '

Senator Connaruy. “Essential” is narrower than “contributing,”
because “contributing” might be directly contributing, indirectly
contributing, remotely contributing, yet it would be contributing.

Mr. Cuesreen. 1 doubt if that wou?:l cure the trouble. As pointed
out, trouble was experienced in distinguisliing between a luxury and
a necessity,

Senator ConnarLy. A what?

Mr. CuesteeN. A luxury. For instance, candy was a luxury, but
the manufacturer of candy was not entitled to amortization.

Senator BamLry. Where would a man land with that sort of con-
tention if he went before the Commission?

Mr. CursreeN. Cigarettes were a luxury, yet manufacturers were
allowed amortization,

Senator CswNaLLy, What is the use of appearing before the Board
and getting a license to advance a lot of those claims?

_&ir. CuesteeN. If the Administration is placed in two depart-
ments, you will have plenty of trouble. You will probably have
greater allowances than you will if you place it in one department,

We think that you will have less trouble with a provision that has
been construed, even though broadly, smd will accomplish greater
equity, it will be administered with Je~. trouble and with less cost,

than you will if you attempt to blaze the way, and write a new section,
and impose upon the Bureau the necessity for starting out and estab-
lishing new precedents by having litigation all over again.

We can see some clear way to a reasonable administration under lan-
guago that has been interpreted, and even though it may be broader
than you would like to have. I question whether that particular word
“essential” accomplishes anything at all. If it narrows down to
what is essential to the prosecution of the war I do not see that you
have done anything with the statute,

Senator Connarry. He does not use “contributed” in this draft.

Mr, Cuesteen. “Essential to the prosecution of the war”, is what
you have,
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Mr. Broww. Yes; we thought that was considerably narrower
than “contribute.”

Mr. CuzsteeN. As I see it, those manufacturers who supply the war
manufacturer, might reasonably be allowed amortization, and that is
what the courts indicated by the Briggs Manufacturing, and other
cases,

The taxpayer must show his product has some war connection.
He cannot come in and have a claim in a broad way. T will give you
a typical case that indicates extreme liberality to all requests at that
time,

A manufacturer in a midwestern town offered a product called
ensilage knives, used for the cutting of corn and other feed. stuffs,

He filed a claim for amortization, and the claim was rejected.
When it came before me, I thought it was very much of a joke, but
he produced an article contributing in the prosecution of the war.
Not until after T discussed it with him did I get the basis of his
claim. He contended this, that he produced an article which was
used by midwestern farmers to cut corn, that the corn was used to
feed dairy cattle and beef cattle, some of which may have gone to
the Chicago marts, there was slau htered, and some of the meat

ossibly undoubtedly would go to France, because the packers had
arge contracts with the Federal Government. I denied that claim
because I thought this was a joke. Strange to say the Committee on
Appeals and Review, a separate organization at that time in the
Bureau of Internal Revenue, allowed that case,

Mr, BrownN. It would never be allowed again.

Mr. CarsreeN. The court decisions subsequent to that time clearly
ointed out, and the Bureat, beginning with 1925, narrowed their
interpretation of the statute until these court decisions have given
some basis for saying that just anybody can come in and claim
amortization on the ground that he produces something which in-
directly had some bearing upon winning the war. think the
language there “contributing in the prosecution of the war” is what
ordinarily would not be so dangerous if we were to insert it into an
act as it 1s, but I think we migﬁt be able to make it dangerous.

Senator La ForLerre. I am in favor of restricting it.

Senator CoNNaLLy., Of course, a lot of that can be obviated by the
Board, by defining what is essential.

Mr. BrownN. We have that in mind Senator. There might, of
course, be articles that we would not anticipate today as being essen-
tial to the prosecution of the war.

We felt that one of the most important things that every business-
man has in mind when he invests his money in any kind of activity,
is certainty. We feel that if he went before this Board—and X
assume he would have to go before it anyway, because I anticipate
in the next war there will be vastly greater regulation than there
has ever been before—so I say, if he goes before the Board he will
know in advance, when he is investing his private funds, whether or

“not he is going to be entitled to the amortization or not, If he is
turned down, then he makes his investment with full knowledge that
he is not going to be given this special allowance.

Mr. CugsteeN. As I say, we want the manufacturers of the coun-
try to get into top speed production as soon as possible after the
war. If we impose regulation by the War Department to regulate
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the allowance demands daily in construction, it will slow up the
industry that is contemplating the purchase of war facilities, It
occurred to us it is better to leave all of that to the tax provision,

The taxpayer notes: Here is a provision that will give the relief
in the event he required something for producing an article. He
could look at this statute and the record before he would get some
idea as to what he could purchase.

Senator Lia Forrerre, I would hate to have him look at some of
the records of the banks.

Mr. CurstieN, We realize it is hard to reword this section, and
to make any great changes in it is going to take time, To work on
any plan would take time. Otherwise what you would do would
just ble flu]l of loopholes and full of inequalities. It would be worth
very little,

We thought that the section that had been administered had been
tested by the courts and was a preity fair basis for tuking a chance
on a hurried provision.

Senator Connarry. It is too broad a basis, according to my point
of view, We haven’t had an opportunity to study Mr. Brown’s
proposal.

l\}r. CuzsreeN, I wonder if you think it throws any light on the
fact that Great Britain allowed amortization on a much broader
basis in the World War? I think it is fair to assume that if we
had had a provision equivalent to the British law we would have
allowed several times what we allowed during the past war.

Senator ConnarLy, That may be, but the British law might not
even be right,

Mr. Cuesreex. Strange to say there was no criticism, as far as
I know, in the territory, empire, or war industry, not more than
it was entitled to, and their laws are administered with less criticism
than we find in this country.,

Senator CoNxarry. I think in the industries which you mentioned
there, they simply took a chance on making a lot of money in a line
of industry that became, directly or indirectly, connected with the
prosecution of war, They ought to take their chances, gambling
they will win the war, and if they lose, all right. )

Mr. Cuesteen. I agree with you. You ought not to go any fur-
ther than the essential industries that supply the war manufacturers,
Probably you would want to stop at that point. Now, the problem
is to write in the law language that will stop probably the producers
who supply the war materinls, I do not think you can do that much
better than you can by trying to take this statute and see if you can
narrow it. I do not know that you can. I think that the courts’
decisions do point to the fact that it would limit amortization to
those cases where the manufacturer should show some war connec-
tion, and that certainly is a much narrower field than the Bureau
conceived of in about 1924, when they allowed all these claims.

Senator Connarry, You said “narrow the language.” We do not
need to depend on the court. We can just change the language to
make it narrow. '

Mr. Crrsreew. The difficulty is in changing the language to get
something. If you say “contributing directly to the prosecution of
t{m‘ war”, then you have language that may cut out a great many
claims,
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Senator ConnarLy. There is always a borderline, no matter where
you stop, where you have got to differentinte. No matter how far
you go, there is always somebody just beyond it.

Mr, CuesreeN, 1 always felt that “contributing to the provecution
of the war?, as the court pointed out in the Bwrks case, that you
must see some war connection,

Senator La Fovwerre, You juit pointed out that somebody who
was manufacturing some: knives for ensilage cutters in Wisconsin
got his claim amortized.

Mr. CiesrieN, That shows the extreme {o which the Bureau went
in the subject. bofore the litigntion in the Board of Tax Appeals.

Senator CoNNaLLy, Do you suppose you gentlemen, the joint com-
mittee and the Treasury, could not collaborate on this and work out
something on it for us? Can you agree on something?

Mr, Cuwsrern. My frank opinion is that you have n great deal of
danger and a great deal of risk if you try to do what Mr. Brown
contemplates lncrc, especially in the length of time that we have to
prepare a bill,

Senntor La Forrerrs. As I understand it, your chief criticism is
that the representative of the Treasury, sitting on this Board, would
be influenced by the War Department to designate ns essential to the
conduct of the war industries something that ought not to be in-
cluded. Ts that what you are afraid of¢

Mr, Cngsreen, 1 am afraid of two things, T am afraid that the
War Department functioning over there will delay the installation
of equipment in the first place, and prevent manufacturers from get-
ting under way without a great deal of red tape, and postpone it.

n_the second place, I believe it will result in probably a broader
application of the seetion, and probably a great many people coming
in that otherwise would not come in, and that you wonid have bot
the determination and reliance on one department of the Govern-
ment.

Senator Connarry, Could you not have the Bureau of Internal
Revenue determine what was essential for the war?

Mr. BrowN. That was not contemplated.

Senator ConnaLLy. I know. Mr, Chesteen said it ought to be
under one bureaun.

Senator La Forrerre. Mr. Chesteen, is it proposed to make one
eeneral provision? Suppose the Bureau sat in with the Board in
advance and helped to decide whether an industry was essential or
not? If it was so, if it was determined in advance, we wounld have
to amortize it ?

Mr. Brown. We provided that this anthority should be exercised
through the President, because we did not feel that sitting here to-
day we could anticipate what might be the most effective agency for
carrying this out, so we vested the power in the President.” He can
delegate it as he sees fit, depending on the circumstances he has to
face at the time,

We feel also, while we do not claim that this is perfection, or any-
thing of that sort, it is the best thing that we have been able to think
of in the time available.

We must remember that we are the most highly industrialized
Nation in the world, and that we are more industrialized today by a
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ot than we were in the Inte war. It scems to me that to a very large
extent existing industrinl facilitios are going to tuke care of many of
our war needs, and it also will depend on what kind of a war we
are in, to a great extent,

Renator Bailey spoke of agricultural products. In the last war
we hiad allieg, and onr allies had an inadequate supply of agricultural
commodities,  Much of our expansion of those commodities was due
to the necessity of providing them with necessary food products,
If we were in a war by ourselves ngainst a great naval power like
Japan, for example, T doubt very muck whether there would be any
need for a great expansion of agrieultural commoditios, There
might be, but it would not scem so.  On the other hand, if we had
a great many allies and were involved in a Furopean war, we ngain
might have to come to the fore and supply them with their food
products,

Senntor Ta Forrgrre. Putting it in another way, if T understand
you, your idea is that our present productive eapacity is ample to
take care of any immedinte needs ilm' the conduct of the war, und
if the war was of such a nature that it became evident we needed
a great expansion of plant capacity for the condunet of the war,
that there would be time enough for such an ageney as the President
might designate to pass upon these questions, that there sould be soime
determination of which were then to have amortization und which
were not?

My, Brown. That is right.

Mr. Zucken, However, the allowance of amortization is not pre-
dicated on that, but is narrowed down {o granting some form of
additional deduction for indnstry that will have to convert its
plant, or construct entirely new facilities adapted dirvectly for war
purposes. It is not a question of whether an industry is operating
today at a pereentage greater than prior and therefore can meet
industrial needs, but it is largely a question of conversion,

Senator La Forrerre. I understand that.-

Mr, Zvcker. That only presses the need for amortization, that is
conversion or construction of new facilities,

Senator La Forrerre. Yes; but the war was declared on April 6,
1917, and we did not have a histus there in which there were not
plants getting ready to turn out shells and powder, and whatever
other ttings they needed, pending the passage of a revenue act,
getting amortization on those that were going to convert.

Senator ConzarLy. We cannot act on this this afternoon.

Mr, Brown. There are two things left over, There is the question
of whether the taxpayer who has had a deficiency notice, who, as
a condition of his right to prosecute his appeal, would either have
to pay the deficiency or put up security for it.  Since the last meetin
of the committee, I have taken that 11‘p with the Bureau officials, anﬁ
they are very greatly concerned at the possibility of losing a large
amonnt of revenue, not only during the continuance of the war, but
altogether, if we have to have a preliminary determination as to each
and every taxpayer’s ability to put up a bond or other security.

Senator ConnaLry. We have been laboring on the peacetime meas-
ure. Why decide this now?
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Senator La Forrerte. We have been laboring under a very great
disadvantage.

Senator ConnaLry. Have you got anything like that in this.
new bill?

My, Brown. No,

Senator CoxnNaLLy, I do not see any reason for changing the
whole basis in wartime.

Mr. Browx. Of course, we did not have anything of the sort in
the last war. The grneral rule was the taxpayer was supposed to pay.

Senator CoNNarLy. Gentlemen, we tlmn£ you very much, We will
recess until 10:30 o’clock tomorrow morning.

(Whereupon, at the hour of 5:05 p. m,, a recess was taken until
10: 30 o’clock the next day, Apr. 29, 1936.)!
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WEDNESDAY, APRIL 29, 1836

Unrtep STarEs SENATE,
SuscommIrTEE OF THE COMMITTEE ON FINANCE,
Washington, D. C.

The subcommittee met, pursuant to adjournment, at 10:30 a. m.,
in room 3810, Senate Office Building, Senator Tom Connally pre-
siding.

Pr«%sent: Senators Connally (chairman), Bailey, and Guffey.

Also present: . D. Chesteen and others of the Joint Committes
on Internal Revenue Taxation; Ralph W. Brown, Raymond L. Joy,
and others of the Treasury Department.

Senator ConnaLLy. We will resume where we discontinued at the
previous hearing, if you can recall that.

Mr. Brown. i’ was talking about the payment of deficiencies.

Seréator ConNaLry, And whether it wounld require bond or pay-
ment

Mr. Brown. Bond or payment. Under existing law, the taxpayer
has 90 days after receiving the deficiency notice in which to take an
appeal, and if he does take an appeal, that stays the collection until
after the judgment of the Board of Tax Appeals becomes final. I
have taken the position that, for the purposes of wartime taxation,
the taxpayer ought to pay the additional tax; and if he feels he has
paid too much, sue to get it back. I feel that if we do not do that,
there will be 2 great deal of incentive for corporations to err in their
own favor., I will put it this way: That the patriotic corporation
will probably pay too much and the fellow who takes his own inter-
est to heart first will probably underpay, and it may result in com-
petitive advantages to the latter corporation which it really ought
not to have, \

Senator ConNaLLy. What page is that, do you remember now, 1709

Mr. Brown. It is 272, in the Nye bill,

Senator ConwarLy. You mean section 2721

Mr. Brown. Section 272; yes, sir.

Senator Connarry, That 1s page 164.

Mr. Brown. Now, the Nye bill, Senator Connally, does give the
Commissioner the right to assess immediately and to collect. Our
criticism of that provision is that it ought to be all one way or it
ought to be all the other. There ought not to be the added adminis-
trative burden of having him make up his mind in which cases he is
going to apply that rule. Our thought was that it ought to be
mandatory on the Commissioner to assess and that collection ought
to be had immediately. Senator Bailey presented what is pmba%ly
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the exception rather than the rule, the ease of a taxpayer which may
be embarrassed either to pay or to provide a bond. We have given o
fmd deal of thought. to that proposition, and in the time available

do not see any way of working out a satisfactory solution to that
problem.

Senator ConnNarry. As it stands in the bill, he has got to pay;
he has got to pay and then sue?

Mr. Brows. As 1 read the language, Senator, it is diseretionary
with the Commissioner, and it was our thought that that places @
very heavy administrative burden on the Commissioner and also puts
him in the unenviable position of making that decision. He will
have a great many administrative problems in wartime, and it
strikes me that it 1s not unreasonable to ask the taxpayer to pay.
Of course, if he is bankrupt and cannot pay and is willing to go
through hankruptey proceedings, that ereates a different situation,
Mere hardship alone 1 do not think onght to be a material considera-
tion wheve there will be unavoidably a great many hardships to
everyone,

However, it is recognized that that is a question of policy. T do
feel, though, that if vou retain the provisions of existing law whereby
an appeal to the Board of Tax Appeals will stay assessients and
collection, except in case of jeopardy assessments, theve will be a
lot of revenue lost, to the Government which we can ill afford to lose,
In the last war we provided for payment. However, claiins in abate-
ment which were n‘lnwod at that time in effect allowed the taxpayer
to avoid payment until a subsequent determination of his liabihty.

I should point out, however, that even in the case of a claim of
abatement under the wartime revenue act the Commissioner could
require the posting of a bond in a penal amount double the sum of
the claim.

Senator CoNNALLY. Yon were not here the other day, Senator-
Guffey, when we had this up. When the Commissioner examines a
return and finds that there is an additional tax, an additional assess-
ment is made. The question now is whether to make him pay that
immediately or allow him to give a bond and appeal to the Board of
Tax Appeals, or, under the present law, to appeal to the Board of
Tax Appeals without giving any bond. That is right, is it not?

Mr. Brown. That is correct, sir.

Senator ConnNarLy, And he must file a notice to the Board of
Tax Appeals, and he has 90 days after receiving the notice in which
to decide whether to appeal or not, in which to pay or appeal.

Senator Gurrey. I am in favor of requiring him to pay. There
is a_necessity, and if you are going to have a war you are going to.
need the money.

Senator ConnNarny. Of course, if it is finally adjudicated it is
improper, he gets the money back, or a refund.

Mr. Brown, That is correct.

Senator Gurrey. Did you do that in the last war?

Mr. BrowN. In the last war the general rule was he was required:
to pay, but at the time he could file a claim in abatement the general
effect was that he did not pay. But in order to have his claim in-
abatement. effective he coul(F be required to post a bond. Of course, .
that did protect the ultimate tax liability in cases where that was.

done,
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Senator Gurrey. There was a billion and a half returned too.

Senator CoNnNaLLy., You mean refunds?

Senator Gurrey, In refunds,

Senator Connarry. That was long after the war.

Scnator Gurrsy, But it was done in war years. Tt was returned.

Mr, Brown. Yes; it was returned.  As I say, the man who is
highly patriotic errs against himself. The man who takes a more
technical, self-interest point of view probably errs against the Gov-
ernment, ‘That gives him a certain competitive advantage, naturally,
in the war period. My thought is that they should all be on the
.s:mnuI footing and have to pay or at least sccure the additional tax
finbility.

Svmf‘tlm' Conxarry. We heard you, Mr. Chesteen, the other day on
this, did we not?

Mr. CupsreeN. Yes, siv; 1 merely pointed out for the record that
you have in war times

Seaator Connanny, Was that all, Mr. Brown?

My, Brown, That is all on that point.

Senator CoNnnarry. T mean on tfmt point,

My, CursreenN, Yon have i greater urge in war times for the col-
lection of revenue on the one hand. On the other hand, you have a
more severe rate or schedule of tax.

Senator ConnarLy, That is right.

Mr. CursteeN. And therefore if you collect the tax first, greater
hardships will undoubtedly result than in peacetimes. In peace-
times we have seen fit to allow taxpayers to appeal to the Board before
collection of tax. It scems to me it is a matter of weighing the
hardships that, you are going to cause the general public in paying
severe rates of tax against the urgent need for a few dollars in reve-
nue that might be obtained by the other method.

Senator ConNanry. Could you work out, Mr. Brown, a plan to
x'oT/;ire a bond?

Mr. Brow~. Yes; I think we can work out a plan for filing a bond ;
ves, sir.

Senator Connarry. I want the Government to be secured, and yet
at the same time to make the taxpayer pay the highest possible
amount that the Commissioner might figure he owes might work a
hardship on him,

Mr. Brown. Of course, the Nye committee had in mind cash in
hand, since cash in hand meant reduced Government borrowings
during the war period.

Senator Gurrey. Of course, the last war the rates were not so
high, and when these people got the billion and a half back they
were then rejoicing in 1t, But you either ought to make them pay
or have a bond, in my judgment, Senator.

Mr, CuesTeEN. I think you will find that a great portion, that is
at least a majority of the additional assessments, were paid durin
the administration of the 1918 act. It is true that a substantia
number filed claims in abatement, but I think a far greater percent
of taxpayers paid the tax and relied upon the good faith of the Gov-
ernment to make a refund on the merits.

Senator Gurrey. Remember this now; this is what happened:
They paid the tax. and those who filed in their own right an appeal
on the tax, later Mr. Mellon, Secretary of the Treasury, pussetﬁm
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aety nevording to my vocalleotion, nHowing everybody to appeal from
the assesanetts bovied, nlthongh they did not take advantage of it
ab the e they paid theie tex, aied thit was whint enasnd the grent,
volfund, due v that Bl that Me, Mellon passed, 1 oehinke ¥ vight,
o that i yonccheele it up, Ondy abowt 96 pervont of the people
that head novigtht to breige it up tder ilad the objection at the Gne,

Senator Connatey, OF cotese, the probabilitios aee that o geeat
winy of them woubd pay, beeaise thess wonld e no sense in Bitigat -
e amd piling up ndditionad costa and attores s foas, Hat thees
wight be some cases o which there was nosnbstantinl veduetion,

Mec Brow s, OF conra, yon hinve already provided that the Come
msstoner wider certain civcumstanees: s vight to extend the time
of pavieat,

M Cneseees, U think 1 pointed out on thas question: hefore -1
aven't the statigies betore e, bt it s n matter of vocornd - that of
tha mdiditional assessinents proposed widder 0 duy lotters, aosubstan.
tind portian of that is eeused by the Boaed or by setClements in the
Buvean by stipulation,

Settor Conavy, Refore they got (o the ol adjudiention,

Mreo Cueseeen, Boo that indieates a0 et many of - proposed
WRSOSRMONTS QTS Arronestis, o at lvast they cantot be sastuined before
the Boawd.

Senator Gueeeey, T otfer a motton that it be vedeafted (o veguire
the tavpayer o e w boad with his retuen,

Sonator Connarny, File a bond if he appeals, yon wean

Neator Gireewy, File a bond if he appeals,

Sonator Coaxaney, A in favor of that, say “ayve,™

{ Aven ]

Senator Coxnanny, FThe mation provails,

Mes Cueseeen, Mee Chaivman, wmay 1 osubmit for the vecord at
Huas pont a rough deafe of the suggestions we made yesterday with
fospavt te amortization

Senator Conxaney, A vight,

Me, Cuesvrex, Al this deafe does i to ey to stop obvious loop.
holes disclosed by the expertence of the 1918 Revenue Aet and to
make cevtain changes as a result of conrt decisions which would open
other foophades {for oxcessive allowsnees, 1 think it is faiv to say
that the plan as & whele i it had been in effect duving the 1918 act,
weoirld have probably reduced the allowances by at least a thivd of the
smonnt allowed, becanse many of these revisions are substantial
revistons in the Taw, and all of them aw practically vestricting the
expertence and the interpretations that was put on the 1918 act.
1 1= not nevessary for wme to take up—

Senntor Coxxatar. How long i it Can you read it?

Mr. CrwsrxeN, Yes, b ean read it: it is not very long, 1t is only
TR0 pages,

Renator Conxarry, Suppase von give Mr, Brown an extra copy.

Mr. Cnesteen (reading) :

RY ANMMRTTEATION, — (1) PROVISION POR ALVOWANCE: in The case of Dwildings,
Taaehinery. cquipmeont. or facilities of a similar character contracted for and
cReTRced, enected, installed. or acquited on or after the effect date of this
tthe snd prive to e date on which Congress shall declare the emergency
orezted by soch war to be at an end (except property acquired by the tax-
rayer in 3 pontaxable exchanee vermitted under section 112) for the produc-
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tlon of artheles contetbuting W tha prosscution of thy ware amd i the cnme of
vernels contenvted for und commtrueted o gequired on or ufler woch ditsg for
the tramsportatdon of apticden, or men conteibuting o the prosceution of war,
thera whnl) ba sltowed 1 reasonnble deduetion for the amortizntion of such
purd of the cont of sueh fnedlittos or vessels ws g bisen bovng by thoe taspnyer.
Aty L within thivees yaurs teom the tate on which Congrows whall decinre
the umgrguncy cranted by suel way nt anend the Commimsion shinll ressamine
(he vetagron nied 38 Be (hen Bods i i gernll of an apprabind or from other evi-
dence thnt the deduetion orlginnily atlowed was Incorvect, the tax for the
yonr or yours affocted shall ha sodetermined ; and the umount of (ax due ugon
mich rateterinntion, it any, nbinll be pisbd upon notieo snd desnast by thse
eodlector, or the gmount of 1he tux gverpuld, 36 any, shall be credited op re.
funded fo the taxpuyer tn necordonce with the provisfons of section 822,

(2) DPENTATIVE AIVOWANCE, =

That is u provision for a tentative allowance during the period of
tho wae nnd after the war mnke a final determination,

For the purpore of roturns wmde (uwing the effective date of thin title, the
prethininary extimnte of the wmount of soch mortization tor any yenr shinll not
excecd 18 peveent of the cont of such puet of the fuellitdlon or vessels an hive
heon horne by the tnxpiyer: Provided, Fhat when the aggreginte allowaneey
agquit to @0 poreent of the cont of thw factiitien or vessels uo furthey dllowinees
shall be mle,

(3) NYREAD oF AMosprzAvioN : 'The awortizntion allownnee shall he appor-
Honeat () In cuwen where the property was employed i the production of
avticlen contributing to the praoseentfon of the war - -

Senutor Connarry, Do you use the word “contributing” there?

Mue, Cugsrgene “Contributing to the prosecution of the war.”

Senntor Connatpy. Tnstend of “opsentinl”é .

Me, Coenreen, Yes, siee [ Continning reading:)
over the respective nceonntiug periods of use or employment of such projperty
by the taxpayer on the hasis of the net fncome (computed without the bepefit
of the daduetion for mnortizution) of the tnxpuyer,  (h) In cusen where the
property was not completod In time for use In the production of artfcles con-
tribnting to the prosecution of the war, on the basis of the expenditures mnde
on necount. of which amortization is nllowed,

4. Boork o AlsowANcE: Vhe atlowance under this subsesction shndl be in-
clusive of all deprecintion during  the wmwmortization on property subjict to
amartization,

That, is according to the decision in I, S, Cartridge case, which
held that the Bureau allowances for smortization were not inclorive of
deprecintion on the property but merely allowed a deduction for the
excess cost due to the inflation of the war. If that decizion, which
we must recognize as law, had heen applied to all the war years,
almost every taxpayer would have been entitled to substantial allow-
ances for depreciation on property on which amortization was
claimed and on which no depreciation was allowed.

s th actor, among others, which Jeads me to believe that our

It is that factor, among ot , which Jead to bel that
aggregate nllowances during the war were very conservative, because
we certainly denied depreciation on all property which the Supreme
Court said they were entitled to depreciation on ou a post-war basis.

As T pointed out yesterday, the word “facility” was construed by
the Bureau not to include land or mine development or oil develop-
ment.  The Federal court construed it to include mine development,
and the Bureau followed that construction and applied it to the
development of oil rights.

. I changed the language so that. I believe it will exclude any such
u;]terpretntxon or include all that great body of claims that might be
allowed.

49114—36——17
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1 made a change heve. The Inngunge of the law in the 1918 act
stid “evected, installed, or weguived on or after Apeil 6, 17 As

pointed out. yesterday, large amounts of consteuetion were con-
teneted for baek as far adc 198G that were not actually expended until
after April 61917, and formed the basis of the amortization allow-
unee, in substantinl amonnts, b ehanged that to provide that there
must e g contract us well as a construction after the declaration of
war, which would eut out any anticipation of way hy starting con-
stenetion heforehand that. may have hiad no relation to the war,

Also, 1 tried to oliminate Tieve property aeguived during the war
poriod in the so-entled tax free exchange un«lm- the reorganization
provisions should not forn the basis for amortization,  "That, seetion
cansed a very preat loophole that 1 doubt ean be plugged in any
manner,

Ru, as a whole, this deaft is intended to got vid of all the con-
troversial items that have been up exeept (he words “contributing
to the prosecution of war”  As 1 stated yesterday, T folt that w
the hght of the late court decisions and Board decisions, that “eon.
bty (o the proseention of the war” has some sensible meaning
i the revenue aet, and T think those decisions indieate that the
artiele must have some war conneetion and 1 do not. helieve elaims
having such a vemote connection with the war as were allowed prior
10 1925 by the Bureau ave within the intent of' the statute.

Senator Coananry, hn what vespeets does that differ from your
draft vestorday, Mr, Brownt )

Mr. Brows, Thero ave two primary points of divergence,

Senator Coxxary, Yoesterday Mr. Brown submitted a tentative
dvaft on amortization,

Mr. Browx, Those points are: Mr, Chesteen uses the language
seontributing to the prosecution of the war”, and our suggestion
contained the language “essential to the prosecution of the war.”
Weo felt that that was a nartowing, statutory narrowing, of the
Tanguage, which wight possibly elimmate to some degree the taking
W of a lot of these facilities and items which Mr. Chesteen referred
to vosterday. 1 personally believe the Bureau would be disin-
elined to go as far as it did in the Iast war without any change in
the statutory language,  On the other hand, it seems to me that if
we conld adopt a phrase which was somewhat narvower, that would
be advantageous,

The other point of divergence is in respeet {o our proposal that the
deiermination of the gquestion whether the taxpayer wonld be en-
titled to any amortization would rest with an ageney appointed by
1Le President.  In other words, a taxpayer about to invest his funds
in war plant or equipment would be required to obtain a license from
this war agency, and at the same time he conld take up with the
ageney whether it was considered essential to the prosecution of the
war. ¥ the agency determined that it was, why then he would
know right then hefore he invested any of his funds that he was
woing 10 obtain a reasonable allowance for amortization. That lat-
ter determination—that iz, the measure of the amortization—would
be determiined by the Bureaun through the application of the rule of
what is reasonable in the circumstances then existing.
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The renson that, we felt that, that might, be a possible solation was
that, we felt that. most certainly in the next, war corporations and in-
duntry will be subject (o a mueh grester degree of vegulation than
in the pust war. The nture of a0 modern warfare is sueh that, it
reemed almost inevitnble that, corporations and individunls would not
he nhle to enter into new construction and expansion of facilities with-
onit, some Kind of authority from the war authorities,  As 1 snid yeys
terday, muterinls and Inbor will not be available in n very large
number of ingtances withont some velease from the war authoritios,
and that being the ease, we felt, that the decision on the right, to amor-
tizntion, based on whether op not the war authorities considered it
ensentind, should be detormined at that time s and that would have the
additionnl advantage, as 1 snid, of assuring the taxpayer before he
invests his money that he is going to get, an allowanee for renson-
able amortization,

Now those nre the two points of divergence and the two plans,
Wa hold no dapecial brief for onr own plan, In the time svailable
U gathered together some of our ablest and modt. experienced inen
in the Burenn (o work out, this, 1 do not believe that they would
el for it perfection or anything like that, but, it is one way which
we think it might, snfely be hundled at, thix time,

Semntor Consarny. Let e explain to Senator Guffey what, we did
yestorday,  Yeaterdny we took np this amortization, and the Freas-
ury proposed a plan whereby o msn who wanted o expund his plant
for the manufactiure of articled-we yod the word Seasentin) e

Mr. Brows, “Fugentinl” is correct,

Sepator Cosnatry. “Esential to the prosecntion of the war—
shoubd apply to smne board set up by t!u- Pregident, for a license,
sl that was what Mr, Brown meant, that he would know that when
hie got his license, if ho did have a livonce, they conbd amortize it
wndd thercafter he wonld proceed to expand iy plant, and «o forth
and ~o on,

So the two points of differenee, really, in the tso plans, the ont-
standing ones, wre the narrowing of the language from “contributing
to the war” ag nsed by Mr, Chiestoen, and “esential to the prosecy-
tion of the war” And on the Government lieeae Mr, Chesteen
nrde the point that it wonld be pather Bnpractical to have twe
agencies dealing with the matter. one to got the Lieen-e from and
pass on the escentinl character of the indnstry, and then the Bureans
of Internal Revenue in <etting the tax,

Now you can go aliead, Mr. Chesteen,

Mr, Cugstees. I gave some consideration to both of these wigge.-
tions of Mr, Brown in drafting my snggetions, ’

As to the first, a¢ to whether it is desirable to uze the word “esgen-
tial” or stay with the language that has: been nsed in the 1918 a1, ia
a matter. of course, for yvon to decide. I looked up the word “essen-
tial”, and I came to the conclusion that it waz abom ae difficult to
Jdetermine whether a manufacturer produced an articl that was escen-
tial to the prosecution of the war as it was to determine whether he
contributed to the prosecution of the war. Further, a eonstruction
might be placed upon the word that wonld restrict the application of
the section to a too narrow hase.
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Senator Consaruy. Would not the board, when granting the
license, more or less pass on that question?

Mr. Cuesrenn, I am coming to the other point. So, as between
the two, it seemed to me that it was better to stay with language
that had been interpreted at least in some measure by the Board and
by the Federal courts, and for that reason I stayed with the lan-
guage of the 1918 act. ‘

As to the other point, it has been my experience and my observa-
tion that where you place the responsibility for the administration
of any law in the hands of more than one department it inevitably
follows that there will be lack of proper coordination in administra-
tion. Now, if that be a tax law, that lack of-coordination is likely to
result in 0 very uneven application of the law and a very inconsistent
administration of the law. No better example of that exists in our
past than the history of the income-tax law itself, where its adminis-
tration and interpretation is under the direction of two departments
instead of one.

We looked at it from this viewpoint: It is bad enough to have two
departments to administer a tax law, It would be worse to have
three departments trying to administer the same law.

Senator CoxNaLLy. Is it true that two departments are adminis-
tering it? I do not take that view.

Senator Gurrey. What ave the two departments$

Mr, CugsreeN, The Department of Justice and the Treasury De-
partment.

Senator CoNNarLy. I am talking about this present proposition,
though. This board set up by the President would not have any-
thing to do with determining the tax. All it would have to do
wouﬁl be to say whether this particular industry is one to be ex-
panded or it is desirable to develop, on the theory that it is an es-
sential war indpstry. After that board does that, why, the tax
becomes purely a matter within the Bureau of Internal Revenue,
doesn’t it?

Mr. Cursreen. That is true. It performs one of the most essen-
tial administrative functions in determining whether amortization is
allowable.

Senator CoxNarLy. I know. but after it has determined that it is
oing to be allowed, then it is a matter for the Internal Revenue
Bureau to arrive at what ought to be allowed.

Mr, CuesteeN. That is true; but, as I see it, you may have the
War Department taking a very liberal attitude and you may have
the Bureau of Internal Revenue taking the opposite attitude- in
the construction of the law.

It seemed to me that all experience indicates that the more you
concentrate all of the administration of a law in the hands of one
department the more likely you are to have coordination and consist-
eng; of administration,

nator ConNarLy, I grant you that is true.

Mr. CuesteeN. I do not know whether this plan is a dangerous
plan. It might be a feasible plan. I don’t know. It is something
new.

Senator ConnNarLy. Yonr generalization there about centralizing
the whole matter in one bureau is a good one. But still this is a
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problem that has two aspects. If we are going to enter a war at
all, why we want to win it. Now that is n military and a naval
problem, as to what is necessary to be done to carry on the war
successfully.

After this board determined that this is an industry that ought
to be stimulated and that it performs that function, then the tax
under that becomes a matter for the Burean of Internal Revenue. I
do not see very well how you can vest in a bureau, for instance, the
question of determining what is an essential war industry. It would
be just as foreign to the duties of the bureau to determine what is
an essential war industry as it would to the board to determine
what is a proper tax.

Mr. CresreeN. From my viewpoint I did not adopt that lan-
auage, because, as 1 coneeived it, this is a tax provision, and it
would be better that it all be in a taxing Iaw and the determination
be made in the final returns rather than have the determination made
in the War Department when the first question of producing an
article comes up. '

Senator CoNNaLLY. Suppose a_company did not get a license at
all and went ahead and expanded on its own hook. He then conld
not get an amortization later on? Is that your draft, Mr. Brown?

Mr. Brows. There would be none; no. sir. My plan is based on
the theory that in order to get the right to obtain materials and
iabor for this plant expansion under the conditions of the next
war it would be necessary in any event for the taxpayer to go to
some agency to secure that right, '

Senator CoNNALLY. mel({tthore be danger there, however, of the
board, in the exercise of its powers, showing favoritism in onl ﬁiv-
ing a few concerns the right to expand in the manufacture of these
articles and exclude others arbitrarily ?

Mr. Brown, Of course, I am indulging in speculation, but it is
my thought that such a bill, probably made up of such representa-
tives as the President might feel were necessary, would make that
determination on whether they considered this production er ex-
pansion or facility sufficiently essential—we are proposing—to the
prosecution of the war, and having done so it would seem to me that
they have determined at that time the right of the taxpayer to
receive a reasonable allowance for amortization.

Senator Coxnarry. That thongh really is in harmony with the
industrial sections of this bill after all. which give to the President
vast powers as to the control of all sorts of industries that may be
engaged in war, even to the extent of commandeering them and
taking them over. Isn’t that true?

Mr. Brown. That is correct. '

Then there was another point. that we felt under the high tax
rates contemplated in this bill possibly a taxpayer might need some
inducement to put up his own money, and before he actually made
that decision he would want to know to some extent how he was
going to come out, and that that would possibly enconrage him to
use his funds, which he might not otherwise do.

If T may add, there were two other minor points of divergence.
Mr. Chesteen provided for a tentative allowance in wartime and
also made provision for the rate of the allowance. We had contem-
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slated that would be handled by vules and vegulations. 1 do not
now that there would be any serious ohjection to patting it in the
statute, exeept that it is not quite <o exible,

One other thing, in connection with the original determination ns
(o the vight lmlmﬁw amortization, that that wonld be a tinnl decision
and wonld not be sabject to court veview,  As {o the amount of
amovization, the amount awarvded by the Burean for preasonnble
amortzation, that would, however, be subjeet to review by the conets,

Sonator Guerey. Me, Chaivman, 1 move we adopt the amendment.
as suggested by Mre, Bprowa,

Nenator Coxnatiy. That is that we use the language “essentinl™¢

Nenator Greewy, Yos,

Senator Connanry, In prefevence to——-

Senator Greeey, “Contributing,”

Nenator Connatny, And the Board getting the consent

Senator Guerey, Yos,

Senator Connanny, War Industries Board, 1 think we should
veally merge these two, 1 think the elanses of Me, Chesteen on the
two points you just mentioned a mowent ago might well be incor-
porated in the draft.

Mr Rrowx, We wonld be glad to wark that out. with Mr. Ches-
toen,

Senator Coxzavir, I vou conld incorporate the “essentinl™ and
the Board part and then spreading it over the peviad and the tentz-
tve allowances, 1 think l\\m«\ are waluable points.  The teniative
allowaneces, especially, becanse if the taxparer gets the tentative al-
Towanee he has some assuranee that he is going to get amortization,
even more than he got when he got his cortifiente. o wonld be
more eneconraged to go ahead and develop his facilities than he would
othernize,  Don't vou think «o¢

Senator Gurrry. 1 agree with you,

Mr. Browx, We left it out, Mr. Chairman, because the tentative
amount will be something which the corporation will have to take
into consideration in the deciston as to (\m amount of distribuiion
they should make under the new plan for the taxation of corpora-
tions.  However, if the committee }ools that it is desivable to put that
in. we make no point of it.

My Cuwstesy. Mr. Chairman, 1 have not examined a copy of Mr.
Brown's suggestion, but 1 did not hear anywhere the suggestion T put
in the draft about excluding reorganizations, Do vou have that{

Senator Coaxarry, Did you comment on that, Mr. Brown?

Mr. Browx. 1 did not comment. Senator,

Mr. Cuwsrenx, T am not 2o sure of my position with respeet (o
reorganization since 1 have not had time to think over the extent of
the loophole. T think it is all vight,

Senator Conyarry. What do yvou think of that?

Mr. CamstreN. 1{ the Treasury arrived at the same couclusion, we
might be safe.

Mr. Browx. We have arrived at substantially the same conclusion,
and our draft does cover that. It was a subject of discussion with
the group that worked on this provision of the bill.

Senator CoNNALLY. Suppose vou incorporate that in there?

Mr. CarsTeex. That is undoubtedly a substantial loophole in the
event of war,
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Senutor Connanny. I it in agreeable,

Senator Guerey, Yes,

Senator Connanny, So, if Mr. Brown and his group and Mr.
Chesteen and his group ean merge and gel together and mnke o draft,
on amortization, it is the netion of the committes,

Mre. Coewreen, Phere i another provision that 1 have that T am
not sure that. we are in agreement on, I excluded in the deaft com-
mitments made prior fo the declaeation of war, in the view that they
ure preucetite projects,

Mr. Brown. We have that, Senator,

Mr. Cuwmrren, At the end of the period I likewise exeluded any-
thing that had not been conustructed or acquired ot the terminution
of the war, 1 realize there would be come hardship under that
policy.

Sentor Connarey, You mean n facility that had not been con-
structed and completed?

Mr, Cupnreen, Yo, Poscibly o project is 10 pereent eompleted
and the taxpayer is requived, of course to go shena with the entire
project. Hoanny be onosubstantinl cam. He wonld not get any
amortization on the remnining portion, even though hig commit-
ment during the war, and venlly the fose that be is going to sustain
e the vesilt of that constenetion, did grow ont of the ware [ do
not know whether yonu want, to take care of that, Tt might be o
litte difficalty to draft the provision,

Senator Consatay. That is pretty harsh.

My Cossrren. 1 thiok it is o very hae-horade, bt T owis faced
with this proposition, trying 1o get something before yon, and 1
conld not, i the length of tine | had, work that o satisfurtorily
but T ihink it might work s very great hard<hip in some cases,

Now, the 1918 art permitted the taxpsyer to smortize the con-
struction where the loss, even, though the expenditure extentded b
vond the period of the war, where the loss to the taxpayver, if he had
ubundoned the project at the end of the war, wonld be greater than
it wonbd if he had gone on with the contract,  Urder thewe eir-
cumstances the taxpayer way allowed to include g1l these coste bevond
the period of the war and have the estimate on loss on the entire con-
struction after it was cotpleted, beeause we <aid that was a lecs lons,
than he would have been entitled to had he stopped eonstraetion at
the date of the close of the war and then paid off afl his liabilities for
brench of contract in going throngh with the projeer,

It seemied to me that is a pretty connd policy. and that wa- carried
throngh. It is not in the act, bt it is carried throngh as an admints-
trative interpretation,  We may have tronble in working it ont in a
short time,

Mr. Brows, May T ask Mr. Joy to speak of that, becans of his
wide experience on the provisions of the last war?

Senator Consarny, Mr. Joy, we will be glad to hear you,

Mr, Jov. I believe it would hardly be feasible to exclude alto-
gether contracts begun before the war terminated and not com-
{;lete(l. Tuder the plan the board authorizing the constrierion wounld
mve determined that the produet of that con~trirtion was e-.ential
to the prosecution of the war, and therefore the taxpayer wonlj be
entitled in principle to amonize that construetion.  If the war
terminates sudden‘y before his plant is completel. it wonld net
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change the faet that he had begun it under that anthovization and
understanding,  So we left ont altogether evervthing in our dratt
with respect t6 such contrnets, morely providing that a reasonable
allowanee for mmortization should be made,

Senttor ConnNanny, Who is going (o determine thatd

Mre Jov. The Burean of Internal Revenue,

Senator Convarny. To determine what is versonable?

Mr. Jov, The taxpayer could either serap his plant on the termi-
nation of war, take salvage value on what he had expended, ov af
he wanted 1o complete the plant for peacetime use (he Burean,
taking into acconnt the velative expenditures, wonld make n reasom-
able allowanee for the amortization of his cost prior to the termina-
tion of the war.

Senator Coxxaney. In all these amortization allowanees, though,
the word “reasonable™ would be n matter for determination by the
Burean,

Mr. Jov. Yoes,

Senator Conzanry, Or, of course, by the courts if it grot into court ¢

Mre o Jov, Yest that would be subject to litigation,

Senator ConxNatny. No it ix a very flexible term. It wonld depend
largely upon the particlar industey and all that sort of business as
to what was reasonable under all the circumstances.

M Joy, Tt would seem likely that in the case of a major war that,
had continued for some few years and the termination of that war
was very uneertain, producers might be gquite veluetant to enter into
any further construetion if under the provisions of the act they were
not entitled (o any amortization at nl\ in the event the construction
was not cnmplotod before the war ended.

Senator Gurrey. Who appointed a committee sinee the last war
to adjust these differences? 1 remember there was a comnittee in
Pittshurgh who adjusted these uncompleted buildings, uncompleted
plants, and where part of the material had been purchased.

Mr. Jov. That was handled through the engineering department
of the Bureau.

Senator Grrrry. 1t was done that way, but they sent that local
conmmittee ont there to advise with them.

Mr. CursteeN. Do vou refer to the situation of war contracts?

Senator GUrrev, Yes,

Senator Connarry. That was not under the Bureau.

Mr. CursteeN. That was settled by the War Department. T am
not sure who had charge of that work., T know there was someone
npvnimml specifically for that joh, ) .

Senator Gurrey. They had a general comniittee appointed and a
particular local industry committee,  That did not have anything to
dv with the amortization or depreciation of the uncompleted plant
that was under contract?

Mr, Cuesteen. Yes. Under the Dent Act the War Departient
was anthorized not only to make settlement for the taxpaver for
the cancelation of the contracts so far as the profit it concerned,
=0 far as the undelivered portion isx concerned, but they were author-
17zed to reimburse the taxpayer for the facilities which he would
have amortized in hic price had he carried through the contract.
Several millions of dollars were allowed as contractual amortization
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by the War Department in the settlement. of those contracts, and
pursiant to the Dent Act we reduced the cost of the facilities on
which amortization was sllowed by the aimount aliowed by the War
Department, :

Senntor ConNanty, When it comey to these contracts that you are
speaking of that were made toward the end of the war, if a pro-
wietor las in fact made a binding contract legally, he is practically
in the same position ns if the plant were completed, because he hag
cither got to go on sl §ill it or he has to cancel it on terins provided
in the contract, which takes eare of the contractor or the man that is
constructing it substantinlly in the same measure as he would if
he had gone on and (inished it. '

It seems to me if it has been determined that he i« engaged in an
exsentind industry and started his plant and the war sud(ﬁ‘.nly ended,
he onght to be entitled to amortization just as any other contractor
who might have completed his project, although he might have pro-
duced not a single war munition.. What do you think of that?

Senator Geerey, T think that is fair,

Mr. Brown, We agree to that, Senator, and under onr suggested
plan the determination would already have been made as to his
right to obtain amortization,

Now, it is trie, as Mr. Chesteen pointed out, that there might be
cowe adjustments before we come to our determination of the amount
of amortization, due to what he called and what was called con-
tractual amortization. That is outside the administration of the
income tax.

Senator ConNarry, Suppose he had a clause in his contract with
the man that was building for him that he could cancel it on certain
terms,  Of course, all those factors would go into determination
by the Bureau as to what was reasonable amortization.

Mr. Brows, It would be one of the circumstances.

Senator ConNarny. On the other hand, if he bad a different kind
of a contract where he had to go ahead and complete it or else
pay the contract price, irvespective of whether he needed those
facilities, that would be stil! another factor that the Board would
have to determine, or consider at feast, in arriving at a fair measure
of amortization. Ts that correct?

Mr. Browx. That is correct, »ir.

Senator Gurrey. [ will cover that in a motion,

Senator CoNNaLry. Senator Gutfey makes the motion that we have
vou gentlemen get together and merge these two plans, as indieated
awhile ago, with the provision that there be an allowance in the
cases that you have just mentioned. So all in favor of the motion
will say “Aye.” (Ayex) The motion is carried,

Mr. Browy, Now, there are two other problems which are raised
under war condition’, and I would like to have Mr. Joy mention
them if it is the wish of the committee,

Senator CoxNaLLY. In connection with this particular matter,
amortization ?

Mr, Brow~. No. They bear on related problems.

My, Joy. The first provision that we suggest should be inserted in
the pending bill is with respect to carry-over contracts, whereby,
if a taxpayer is continuing the operation of Government contracts
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after the war, realizing profits at the same rate that he realized
during the war period, we have a provision here that the profits
realized from that contract shall be taxed at the rates provided in
this bill, in proportion to his income from other sources, however,
the income from other sources to be taxed at the rate provided in the
revenue law coming into effect when this act terminates.

Senator ConnNarLLy. What do you mean hy “carry-over contracts”?
Do you mean, for instance——

Mr. Jov. War contracts.

Senator Conxarry. Blankets for the Army, say? You mean after
the war is over he continues to go ahead and fill his contract?

Mr. Joy. Yes. Well, any war contract that he was working on
when the war terminated and realizing profits on that basis.

Senator ConNarLy. You mean the @rovernment, contracts with the
Government, or with anybody else?

Mr, Joy. We have it 1 here limited to Government contracts.
. Senator CoxxNarvy. I think that is the only practical way to have

Mr. Joy. We have a draft of a proposed section here that we think
would take care of that, if you care to have me read it. We would
suggest that there be inserted on page 20 of the bill, following line
18, a new section as follows:

Skc. 14, Carry-over contracts: For each taxahle year begirning after the
date upon which this Act otherwise ceases to be effective, or portion of taxable
year beginning after such date, there shall be levied, collected, and paid upon
the net income of every taxpayer deriving in such year a net income of more
than $10,600 from any Government contraet or contracts made during the
effective period of this Act, a tax equal to the sum of the following:

(1) Such a portion of a tax computed at the rates specitied in this Act as
the net income attributable to such Government contract or contracts bears
to the entire net income.

(2) Such a portion of a tax eomputed at the rates specifled in the ineome
tax act which is otherwise effective after the date upon which this Act other-
wise ceases to be effective, as the part of the net income not attributable to
such Government contract or contracis bears to the entire ne income.

For the purpose of determining the part of the net income attributable to
such Government contract or contracts, the proper apportionment and alloca-
tion of the deductions with respect to gross income derived from such Gov-
ernment, contraet or contracts and from other soarces, respectively, shall be
determined under rules and regulations prescribed by the Commissioner with
the approval of the Secretary: Prorided, That nothing herein shall be con-
strued to extend the three-year period provided in section 23 (b) (2).

That language has been, part of it at least, taken from section 301
of the war profits and excess-profits tax title of the 1918 act. A
similar provision was made in the 1918 act for taxing such carry-
over contracts or profits, and we have adhered rather closely to the
same provisions in this suggestion here.

Senator CoxnaLry. What do vou think of that, Mr. Chesteen?

Mr. CuesteeN. Mr. Chairman, we considered this question. In
the light of the experience in the last war and after study of the
question, we decided it would be inadvisable to put anything in the
bill on this question. In the first place, we know that if a war is
not terminated close to the end of the taxable year practically all
the contracts will be immediately canceled. The few contracts that
were continued after the end of 1918 in the last war were those
where the Government fonund it advantageous for the most part to
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have the taxpayer complete the contract, either because the Govern-
ment probably heeded the product or thought it was more economical
than it was to cancel the contract and pay the damages. .

Now, looking at it from that standpoint, we concluded that in all
events there would be a small amount of war income after the
termination of the war, .

Secondly, from the taxpayer’s standpoint he may be worse off by
having to continue on Government contracts than if his contracts had
been canceled. I recall cases in the last war where taxpayers were
allowed to continue under Government contracts and they were
worse off by reason of it, for this reason-—-

Senator Connarry. In that case they would not have to pay this
additional tax, would they?

Mr, Cuesreen. For this reason: They could not get back into
their peacetime business until they finished these contracts. By that
time their competitors had taken a lot of their business and they
found it very hard to get back their trade. 1 remember one or two
companies that have been more or less on the rocks for a number of
years after 1919 on that account. It is true that you might have a
few cases where there would be a substantial amount of income dur-
ing the year following the war, but the economic disadvantages that
may result to the taxpayer in the aftermath of the war may not be of
any net advantage to him, even if you do noftax the income at the
war rates,

For another reason we discarded it, because it would be more or
less u problem of administration, Under the scheme of this tax bill
that is now in the House we thought that if you continued that
through the period after the war you wonld have to have substantial
rates in order to force distribution, so the taxpayer would pay a
substantial tax probably in peacetime even under peacetime rates.

: Senat(?)r Gurrey. When does this tax bill terminate—soon after
the war?

Mr, Cursteen. T believe this says when the emergency should be
declared at an end.

Senator Gurrey. Congress must declare one?

Mr. Cursteen. Yes, sir.

Senator Gurrey. That answers my question,

Senator CoxnNarLLy. Mr. Joy, you say you had a good deal of ex-
perience in the Bureau adjusting the war taxes?

Mr. Joy. Not in connection with this particular section that I am:
talking about.

Senator ConNaLLY. Let me ask you. If, in the cases mentioned by
Mr. Chesteen, they did not make high profits, they would not pay the
tax, would they?

Mr, Jox. No. You mean during the war?

Senator ConnaLLy. Noj; after the war,

Senator Gurrey. After the war.

Senator Convarry. If they went on producing after the war.
Unless the Bureau could show that he was making a high rate of
return on these war profits, he would not have to pay?

Mr. Jox. Noj it would not turn on whether the profit was large or
not, but if he realized income from a Government contract after the:
termination of the war that income would be taxed at the wartime
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rates. The rest of his income would be taxed at the rates provided
in the bill which would take effect after this one terminates.

Mr. CursteeN. May I point out, Mr. Chairman, this fact: It
seemed to us that that was a matter for the Congress after the war
was over to decide whether they were going to tax a hangover on
Government contracts, If it is any substantial amount or worth
while, that could be determined in peacetime.

Senator ConnarLy. On the other hand, you are carrying over into
peacetime the losses and amortizing,

Mr. Jov. The next provision I have to discuss is loss on inventory.

Senator CoxNarLy. That is projected over into the peacetime
period. Now if it is going to give him these amortizations and so
on, why would it not be good to include his profits?

Mr. Cursteex, Surely. I know yon were providing for this
that if a_contractor did not complete a project during the period of
the war he could take an economic loss determined by amortization
on costs incurred after the war back into the war period, so as to get
the deduction against his war income,

Mr. Brown. The next point to be taken up, Senator, is the ques-
tion of inventory losses., which does involve a carry-over of losses
into the post-war period,

Senator ConnarLy. Suppose vou present that too and we will con-
sider them both togetifer.

Mr. Jov. The loss on inventory provisions contained in section
214 (a) %12) of the Revenue Act of 1918 were based upon the antici-
pation of a drop in the basic price of commeodities upon the return
to peacetime conditions. The provisions extended only to the years
1918 and 1919. As subsequent events revealed, the sharp decline in
price levels did not take place wntil 1920, It appears to have been
the general experience of the past that such price declines have
followed the advent of peace, and it is highly probable that history
in this respect will repeat itself, It is thevefore believed that the
loss on inventory provisions should be inserted properly in a wartime
tax measure.

The provision that we have here is similar to the provision con-
tained in the 1918 act, modified in some respects, and it is as follows:
It is suggested that there be inserted on page 35 of this bill follow-
ing line 24 a new subsection (R), as follows:

(R) T.oss 1IN INVENTORY : (1) At the time of filing return for the last taxable
year under this Act a taxpayer may (notwithstanding any other provision of
1aw), file a claim in abatement based on the fact that he has sustained a sub-
stantial loss (whether or not actually realized by sale or other disposition)
resulting from any material reduction (not due to temporary fluctuation) of the
value of the inventory for such taxahle year, or from the actual payment after
the cloge of such taxable year of rebates in pursuance of coniracis entered into
during such year upon sales made during such year. In such case payment of
the amount of the tax covered by such claim shall not be required until the
claim 8 decided, but the taxpayer shall accompany his claim with a bond in
double the amount of the tax covered by the claim, with sureties satisfactory to
the Commissioner, conditioned for the payment of any part of such tax found
to e due, with interest. If any part of such claim is disallowed, then the
remaiuder of the tax due shall on notice and demand by the collector be paid
by the taxpayer with interest at the rate of 6 per centum per annum from the
time the tax would have been due had no such claim been filed. 1If it {3 shown
to the satisfaction of the Commissioner that such substantial loss has been sus-
tained, then in computing the tax imposed by this title the amount of such loss
shall be deducted from the net income.

(2) If no such claim is filed——
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That is at the time of filing his return for the last taxable year
under this act
hut it is shown to the satisfaction of the Commissioner that during the period
of ohe year after the date upon which the last return under this Act is due the
taxpuyer has sustained a loss of the churacter above described, then the amount
of such loss shall he deducted from the net Income for the last taxable year
under this Act, and the tax imposed by this title for such year shall be rede:er-
mined accordingly. Any amount found to be due to the taxpayer upon the basis
of such redetermination shall be credited or refunded to the taxpayer in
ucceordance with the provisions of section 322,

Section 322 relates to the filing of claims for refund.

That would provide that the taxpayer in filing his last return
under this act could file a claim for refund based upon this deflation
in the value of his inventory, or if he did not file his claim with that
return and he could show to the Commissioner in the year following
that deflation had occurred, then this permits him to take that loss
against his tax for the last year under this act.

Senator Connarry, Take it agnainst his profit?

Mr. Joy. Yes.

Senator Connarry. Deductions. not against the tax?

Mr. Joy. Yes.

Senator CoNnaLLy. But against his net income?

Mr. Joy. The gross income for the last taxable year under this act.

Mr. CursteeN. Mr. Chairman, we took the same position with
respect to this matter. Undoubtedly considerable inflation will take
place under this bill at the time of war, and there will be some defla-
tion of inventories following the war. This act will go out of exist-
ence and cease to be in effect at the declaration by Congress that the
emergency ceases to exist.

We took this view, that to allow a loss that will take place after
the war in the peacetime period can better be measured by a Con-

ress that enacts a law following the war, in the belief that they will
now whether that is an emergency or there is sufficient deflation to
warrant any relief to the taxpayer in the last 2 or 8 years of the war.

But from our viewpoint, we thought that, since that was an eco-
nomic change that was going to take place after the war and at a
time when Congress would have under consideration a peacetime
bill, we thought it could be better measured by Congress at that time
than now.

We point this out, too: Congress attempted to measure the period
of deflation of inventories in 1919, as you remember. The act was
passed on February 26, 1919, and contained a provision in the law to
that effect. Of course, we know what happened. The drop came
in 1920, and the taxpayers got very little benefit under this provision.

Senator ConnarLry. Congress could do that under this bill if we
provided that they did not get substantial deflation and the shrink-
age came later. As matter of fact, Congress could do it. But
as I get this, Congress could do it after the war if it occurred by
reason of the war, and therefore it is proper to treat it in a war-
time taxation measure because it is an incident of the war. But
for the war, there would not have been the shrinkage; would not
have been the stimulation.

Mr. Cuzsteen. I think gou would have to consider this fact, that
there might be a period of 2 years.

f
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“Senator Convarny, If there were, then the pencetime Congress,
ax you suggest, could then pass another act or amend the existing
fawy butat seems (o me that, since it is a neeessary incident of the
wary it is properly includablo in this bill.

Senntor Guerey, | agres with you,  Me, Clnirman, 1 offer 0 mo-
tion that both of the amendments suggested by Me. Joy be inetudod
in this il

Nonator ConnNatLy, As many as favor it say “ave.” {Ayes ] All
right: those two provisions ave in,

What olse have wet  Aven't we getting down toward the end of
this billt

Mr. Brown, There is the question of penalties that was laid over,
Senator,

Senator Connatny. T hate to determine that myself, with nobody
else heve.  1s that the onty thing you think of-—the penalties?

My, Broww, 1 think that. was the only thing.

Mr. Ricr, How about. debt-ridden corporations?

My Brows, Oh, there are one or two problems that avose in eon-
nection with the adwinisteation bill which we ave using as « basis for
our treatent of the corporations, The adwinistration bill provides
for a tax of 15 percent on that portion of the income of a corpora-
tion with impaived capital strueture, which is applied toward the
restoration of its capital position, and the balance is taxed under
the rate schedules which ave applicable, depending upon the mmount
of income that is vetained by l\\o covporation.

Senator Connarny, What is the objection to just earrying forward
those same provisionst

Mr, Brows., Well, T should point out that the administeation bill
in certain situations deaws a line, which is March 3, 1936, In other
words, it takes eave of the situation of corporations in that connection
as of the date of the President’s message (o Congress, but it does not
make any provision for the future situation,

Senator Coxnary, Why couldn’t we adopt. instead of Maveh 3,
1936, the declaration of war,if the corporation is in that condition
at the time of declavation of war?

Mr. Brows, Well that would be practieal. Tt is a question of
!mlivy if you wanted to do that, 1 assume that if we went along a
ong number of vears before getting into war, nnder the provisions
of the peacetime bill that situation would have worked itself out
throngh the new methods of financing and adjustments which cor-
porations would have to make,

Senator Coxxarry, What we are discussing now. Senator Bailey,
is the suggestion as to Whether or not we shall cavey forward in this
wartime bill the provisions in the new tax bill providing for debt-
ridden corporations to pay a tax of 22.5 percent.

Senator Banxy., Yes: T see.

Senator CoxNarLy. Do you care to say anything on that, Mr,
Chesteen?

Mr. CrestTeEN. We have no comments to make on that section,
Senator.

Senator Coxxarry. All right,

Senator Barey. T make a motion to include that.

Senator Coxxarry. The motion is that it be carried forward in
thiz bill as the beginning of the war instead of March 3.
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Senntor Basy, Provided it is in the next tux bill,

Senntor Connatry, As many as favor the motion suy “aye.”
| Ayes.| Al right. ‘ o
Now, what elwe?  We are about to get through with thix hill,

Mr. Brows. Then there is the (uestion of corporations with debts,
for which special provision is made in H, R, 125395,

Senator Ji«mmm,v, I'hiat is the new tax hill, . )

Mr. Brown. Yes; in section 16 of that bill,  The problem to which
I roferred just now arises in that connection. "The Honwe bill in
section 16 draws n line on March 3, 1936, the date of the President’s
IMeNsnge.

Senator CoNnany, Tn that clause we have just, voted on, of cottrse,
vou would have to relate that inereased rate, wonld you not, slong
with the other rutes?

Mr, Brows, Yes, That provides, you see, for o flut rate of tax,

Senntor Connarny, You wonld have to increase that flat rate in
ratio to the inerensed rates that you are figuring out now for the
corporation?

Mr, Brows. We are doing that ; ves, «ir,

Senator ConNany., All right @ go alead.

Senator Barey., What do vou do with section 64 on puge 637

Mr, Brows. OFfF which bill, Senator?

Senator Bainey, That is of H. B, 5529, the wartime hill,

Mr, Brows. You have already made the decision with respect to
that, to eliminate it.

Senator Bamex, Al rights that i- what T want, That is stricken
out.,

Senntor Consarry, That i< ont, s it not?

Mr. Brows. That is out; yves, «ir.

Senator ConNatry, Now, what other matter., gentlomen?

Mr. Brows. Then yon wish, in respect to the problem raisedd by
seetion 16 of H. R 12395, to adopt the effective date of the war?

Senator Consanny, The declayation of the emergency,  Don’t you
think so?

Mr. Brows, Tt iz purely a qne-tion of policy.

Senator Consarny, How conld von dotermine it/

Mr. Brows, Well, as T say, if we have u long period of peace be-
fore this title takes effect, it i« very likelyv that there will be material
readjustment of the method of handling debts,

Senator ConsanLy. If that is true, there would be none of them
that would be applicable.  If it is effective ag of the date of the
declaration of war. no corporation that was not at that time in these
debt difficulties wounld have the right to claim this Jower rate. [sn't
that true?

Mr, Brow~. That is right: yes.

Senator Coxyarvy. I think that is a matrer that wonld work itself
ont,

Senator Barky. Have you made any provision in your bill for
scientific instruments. inventions. and that sort of thing? Do you
have those under the same rule of taxation that youn have general
commerce?

Mr. Brows. We are not suggesting any «ditferent treatment than
would apply in peace times. so far as that is concerned. I suppose
if some new scientific instrament had to be producel for essential
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war purposes, some special allowances might be made by way of
amortization or something of that sort to encourage investment of
private capital for the production of such scientific instruments.

Senator BaiLey. Those scientific instruments already in use.

Senator ConnarLLy. They are not treated any differently than any
other problems. But in the case of scientific instruments necessary
for war, the Navy Department could very easily make special con-
tracts for their production or make loans under the revolving fund,
under that section of this bill.

Mr. Browx, That is correct. You have three factors contributing
to that situation. You have the revolving fund from which direct
subsidies or loans may be made. You have contractual amortization
to which Mr. Chesteen referred; that is, a provision being made for
recovery of part of the cost of the installation in fixing the price.
Then you have, third, this provision for amortization which applies
against income tax. Those three provisions will be in the law if this
pll.aH is adopted, to take care of war production of whatever may be
essential to its prosecution.

S?enutor Bamey, That is to be retained in the final draft of the
act

Senator ConnNaLLy, Oh, yes. All three of those features are in the
bill now and voted on.

Senator Bamxy. I should think when you go to calculate the
profits on a scientific instrument you would undertake to make a fair
allowance for the experimental period in making the instrument.
The instrument may be a very inexpensive thing, but in order to
produce it and to perfect it a great deal of money may have been
expended. It should be valued for the purposes of amortization, not
on the basis of its present cost, but on the basis of the expenditures
to bring it about.

Mr. Brown, Well, I would say that that was to some extent taken
care of by title ITI of this bill, which I am not especially familiar
with. Those are the provisions that were written in the Nye bill and
reviewed by the Military Affairs Committee. That is a little outside
the scope of our tax studies,

Senator BaiLey. Before you leave this, Mr. Chairman, I would like
to have some provision made of that sort. I think it is a perfectly
fair thing.

Senator Convarry. That seems to be covered in the section of this
bill over which we have no jurisdiction, in the industrial sections,
That is title 1I, page 202. Wasn’t it true in the last war that the
Government, in effect. did take over—not actually but throagh
favorable contract and manufacturing agreements—all of that kind
of things that were necessary for the War and the Navy Depart-
ments? T mean radio. submarine finders, and the like. I know that
there was a branch of the War Department or the Navy that had
the encouragement. and handling of all of that new kind of equip-
ment. I know there was a man here from my State that thought
he had an apparatus for locating submarines by trigonometry and
by triangulation an having listeners down in the water with micro-
phones, as it were, at one end of the boat, and they would get a sound
wave through the water over there, and they would get one over
here, and they would triangulate it and figure it out and locate the
submarine. I know that there was some branch of the War or Navy
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Department that was handling those things, and if they found some-
thing they wanted. why they either made a contract with him to
take it over and buy it or they made a war contract with him to
manufacture the article, :

"Mr. Brown. I am familiar with the apparatus the Senator refers
to, since I was for a short time assigned for instruction with the sub-
marine service during the war, but I am not familiar with the tax
arrangements that were made. T do not know whether there are any
of these gentlemen here who can speak on that or not.

Senator Bamey. I think we ought to have a clause in the bill pro-
}*i(ling for that, You certainly want to encourage the inventive

actor.

Senator Coxnarry. Would not amortization, in a sense, take care
of that, provisions for amortization? And the Senator spoke of the
expense of preparing the invention and experimenting with it.
Would not those be necessary elements of deduction in the estimation
of the tax devived from the invention?

Mr. CrarsteeN. There is provision in the law for depreciation and
the cost of patents. just t{w «ame as the acquisition of any other
depreciable property.

Senator Coxyarny. That is what I meant. ,
seX. It i~ amortized over the life of the patent. So the
taxpayer has adequate protection for the return of his cost tax-free.

Senator Baiey. What do you mean by the “return of his cost”, for
the return of the patent or for the return of the cost that looks back
to the period of experimentation?

Mr. Curestrex. Well. if he does not get it in one way he gets it in
another. T it is not set up as a part of the cost of the patent, it is
a part of the expense of the operation of the year in which the
expenditure is made. That is a matter of bookkeeping, how much
of those costs are really part of the cost of the patent and how much
is experimental expense. You take very large corporations in the
country that operate by using patents and you will find that they
}fl'nve a large experimental department. The cost runs into large
igures. ,

Senator Conzatry. They deduct that,

Mr. CarsteEN. Some of that cost may be set up as the cost of pat-
ents, and a substantial portion of it is tmdou{)tedly found to be
experimental expense and did not result in any ecapital item, such
as a patent they could use, Therefore, it is charged off in the year
expended.

Senator BaiLey. We were upon yesterday discussing the period of
amortization.

Senator ConnarLLy. We adopted that this morning.

Senator Bamey. It would not be difficult to add to that a special
clause that amortization of scientific instruments be made on air-
craft, explosives. and gases. as they are all a part of the war plan
now.  Shotguns do not have anything to do with war, you know.
I believe that something should be allowed for the period of experi-
mentation and preliminary steps when you came to caleulate your
amortization.

The whole idea in my mind is just this: If we ever have a war
it is going to be fought by means of inventive genius rather than
by men and animals. - That is the way they are fighting in Ethiopia
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right now, vou know. They are not shooting much. They are just
flying over those people and dropping chemicals on them. We are
going to have that to deal with if we have a war. We ought to
enconrage hrains over here to produce things of that sort, whatever
they mny be: we eannot imagine.  But if you say to begin with, a
man who does that shall receive no reward oxcept. 3 or 4 or 5 percent,
he is going to apply his energies to something else, 1 want to fix
it so he will have an inducement. T am not. at all trying to write a
bill that. will prevent us from being preparved for war,

Senator ConnarLy. ‘The economie sections in the revolving fund-—
isn't that exactly what they are designed for? The Government
comes in and says, “Here, wo will furnish you the money if you
don’t want to take the risk.  We will finance you and develop this,”
That is taken eare of in the bill,

Mr. Brows, It might very well be taken care of by contractual
amortization.  If T understand Me. Chesteen, and my own under-
standing is that, the provisions in existing law and which we are
continming in this act will make adequate provision, but. beyond that
there is contractual amortization as well ax loans or subsidies nnder
the other titles of the act. 1 think, Senator Bailey, that the situa-
tion ix adequately covered in the provisions which you now have.

Senator Bainey. T ean write the amendment to express my thought.

Mr. Cuesteex. Mr. Chaivman, may T inquire whether you have
settled the question of the taxing of foreign income on holdings, on
dividends and interest and rent?  All of that is in this pending bill
in the House. and while we have no comments to submit, it oceurred
to us that that is a subject that you want to consider before dispos-
ing of the bill,

Mr. Browx. T had understood on that, and, in my conversation
with Mr. McLeod last evening, had tentatively asked him to consider
rates applicable to those classes of taxpayers which would be compa-
vable with the treatment accorded to such taxpayers, relatively
speaking. under the Administration bill.

Senator Conyarry. It had been my thought that we were going
to carry forward those classes of the Administration bill, and that
is consistent with the new rates.

Mr. Browx. Yes. In other words, the new rates applicable would
bear the same relationship to the corporation and individual rates in
this bill as the treatment aceorded to them in the peacetime bill bears
to the other peacetime rates. I also asked them if they would not give
special consideration to problems which were outside the tax structure,
inasmuch as banks and insurance companies may possibly find it neces-
sary to retain a larger portion of their earnings than other classes of
taxpavers.  In other words, T suggested that thev consider this prob-
lem from the point of view of banking problems and the problems of
insurance companies and any other related matters which seem to
themn pertinent. and they said that thex would bear in mind those
considerations.

Senator ConNarLy. In order to settle the matter, I make the mo-
tion that we carry forward into this bill the comparable provisions
of the pending House bill with relation to collecting that sort of
income on foreign corporations and nonresident aliens with rates
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adjusted to proper ratio with the individual income-tax rates and
the corporation tax rates which we heretofore indicated. As many
as favor that say “Aye.” (Ayes.) Carried.

Senator Banky. What was your principle of amortization adopted
this morning?

Senator ConNaLLy, We have merged the two plans, one suggested
by Mr. Chesteen, one by Mr. Brown. 1 expect one of them hetter
explain it briefly,

r. Brown, We have adopted features of both.

Senator ConNarLLy. I say we have merged the two, some features
of both, providing that wzon the war ends they should be allowed
a reusmm’l»le amortization, and “reasonable” ig one that the Commis-
gioner would have to determine under all the circumstances of the
particular case, taking into view the industry and the likelihood of
1ts going on in peacetime, and we give them a 3-year period,

Mr. Cresreen, Yes.

Senator Covnarty., We make a tentative allowance first, and then
the taxpayer files his return for the last year of the war.  We make
a tentative allowance and then they work it out over a 3-year period
and reexamine the returns of the taxpayer for that particular period
with & view to adjusting and standardizing his allowance. Ir: that
right, Mr. Chesteen?

Mr, CursrerN. Yes, sir; the same as treeted in the 1918 act. We
gave them a 3-year period in which to determine the usefulness of
the property which taxpayers wanted to retain for peacetime pur-
poses, and on the basis of the actual use of the property during that
period the Bureau measured the excess cost,

Senator Bamgy. I do not believe I can write what T have in mind
as “amortization.” T will have to write it under another clance, if
you want to reserve that until it comes before the committee.

Senator ConNarLy. All right; we will reserve that until we meet
here further on, or when we report the matter, that is, at the meet-
ing of the full committee,

Any other matters, gentlemen?

Mr. Brown. There 1s the question of penalties that I mentioned a
few minutes ago,

Senator CoNNarLy. Penalties for nonpayment of tax?

Mr. Brown. Yes, gir.

Senator Barrey. Why not adopt the new revenue bill, whatever
penalties there are?

Senator Coxyarry. Were vou including more severe penalties in
this wartime act than in the pending House hill?

Mr. Brow~. No. Senator.  The Nye bill does raise the penalties
from $10,000 to $100,000, and they also provide for a penalty for an
additional tax.

Senator CoNnnarLy. Three times the tax?

Mr. Brown. Yes; in certain situations. We pointed out that that
was meaningless to some extent. because the provision applies to :ome
persons who are not under any tax liabilities; so it would not do any
good to multiply the tax liability by 3 in such cases.

Senator Con~varLy. What is vour view to carrying forward simply
the provisions of peacetime law on that?
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Mc. Brown. We suggest thaty yes.

Senator ConnNaLLy. Do you make a motion to that effect?

Senator Bairey. Yes.

Senator ConnNarry. The motion is that the committee adopt the
peacetime-penalty provisions. All in favor say “Aye.” (Ayes.)
It is unanimously carried.

Now, is that all?

(Discussion off the record.)

Senator CoNNaLey., Very well; we will hear from vou Friday.
With the permission of you gentlemen, the two staffs here. each
of vou may be called upon at any time to help work out any pro-
visions that there is any haze or uncertainty about,

Mr. Browx., We will be glad to have our people come up here;
or glad to have them come down to us, whichever is more convenient.

Senator CoNNaLLy. We are all very much obliged to vou, gentle-
men. 1 want to take this occasion to say that, so far as the T'reas-
ury experts and the Joint Committee on Taxation’s staffs are con-
cerned, I feel they are very capable and eflicient and loyal and able,
and 1 congratulate the Government on having that kind of people
in its service,

Senator Bamey. Yes; that is right.

Senator CoNrwaLLY. .And we are very appreciative and grateful to
vou and hope you will continue to help us now to get this bill finally
drafted and put back on the desks of the full committee. I will
include the legislative counsel among the others as being efficient
and able and capable and loyal in their services, It has been a
long and tedious and complex and intricate task that we have had,
and but for the assistance of counsel that vou gentlemen have given
us, we would not have gotten very far.

Mvr. Cursteen. I want to say that Mr. Brown and I have worked
independently on this, and we have tried to stimulate ideas that would
provoke discussions by doing that. At times our ideas have coincided,
und again we have had different views.

Senator Convarry. I think that has been helpful, if you do not
always agree, because it gives us the double picture and we can decide
what we want to do.

Mr. BrowN. Our relations with Mr. Chesteen and Mr. Parker
have always been most cordial, and T certainly appreciate their coop-
eration and assistance.

Senator Connarvy. If at any time vou want me or any of us we
will respond. If there is any doubt about what we want done we
will be glad to come down and sit with you. Thank you all,
gentlemen.

(Whereupon, at 12: 15 p. m., the subcommittee adjourned, to meet
at the call of the chairman.)



